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Foreword

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

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

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

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

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

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

The Summit provided the opportunity for the leadership to consider the progress at-
tained during the first 17 years of the Compact. While implementation of the Com-
pact was successful and saw the emergence of a stable democracy, economic growth
was disappointing. The leadership concurred that the FSM could attain a better result
during the 20-year period of the amended Compact, and adopted a “Sustained Growth
Strategy”. While it was recognized that the strategy would entail sacrifice and com-
mitment, it was felt that only through adopting a more aggressive reform agenda
could the FSM provide the type of environment that our citizens could hope to find
gainful economic opportunities at home, and avoid the need to migrate to neighboring
territories.



The SDP comes in three volumes. Volume 1 is the major component of the Plan and
presents on overview of the FSM economy, discussion on the macroeconomic frame-
work in light of the Sustained Growth Strategy, and the need for fiscal adjustment in
the medium and long term. Volume | also presents discussion on the policies and
development strategies for each sector of the economy. Volume Il contains the sector
planning matrices adopted at the Summit together with a statistical appendix. These
first two volumes are complementary and should be used in cross-reference with each
other. Volume 11l is the Infrastructure Development Plan (IDP) and is an integral
component of the overall planning framework for the FSM.

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

Joseph J. Urusemal
President



1 The Macroeconomic Framework

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

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

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

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

5

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

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

1.

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

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

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

Assured Self-Reliance and Sustainability—this objective would be
achieved through the establishment of a Trust Fund that would, after a
period of time, replace the annually appropriated transfers from the US.
While providing the US with a known time when further transfers



Chapter 1 — The Macroeconomic Framework 3
would no longer be required (“exit strategy™), it would more impor-
tantly ensure a sustainable and independent economy for the FSM.

6 The implications of the strategy was a request for funding at the level
prevailing in FY03 of $84 million over a period of 20 years. The strategy in-

IMPLICATIONS FOR
AMMENDED COMPACT
ECONOMIC ASSISTANCE
PACKAGE

PRINCIPLES TO
SUPPORT FSM
ECONOMIC STRATEGY

Change from Status Quo

CONTINUED EXTRAORDINARY

STABILITY AND SECURITY: SUPPORT:
¢ Support Stability Level of Support ¢ A Value Close to the FYO3 level
¢ Promote Realistic and — of $84 million
Responsible Growth ¢ No Stepdowns

¢ Federal Programs Continue

IMPROVED ECONOMIC MODERN ECONOMIC

GROWTH: .
¢ Based on Lessons Learned New Structure & PRINCIPLES. INTEG.RATED'
« Consolidation of Reforms Mechanisms ¢ Improved Policy Environment

* Major Investment Projects

¢ Policies and Investments Delivered andor Funded

Support Private Sector

TECHNICAL ASSISTANCE

IMPROVED EDUCATION AND REQUIRED:
HEALTH STATUS: HRD Focus ¢ Federal Programs to Fit Sectoral
¢ Need to Improve Efficiency | Needs/Priorities
and Effectiveness ¢ Performance Monitoring

includes Social Sector Focus

ASSURED SELF-RELIANCE Fund g?USTQE&NZBQS v
AND SUSTAINABILITY: Finite Funding / Vield Perootual Flow of 84 °
* No Reliance on US Transfers Perpetual Support 1 erpetual Fow o m

¢ Revenues for Recurrent

after Year 2023 Operations & Infrastructure

Figure 1 FSM Compact Negotiation Strategy and Principles
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cluded provision for contributions to a Trust Fund, such that the yield of the
Fund would be sufficient in year 21 to replace the annual Compact grants, but
without erosion of the real value of the fund (this condition became known as
the terminal condition). The initial response of the U.S. was an offer of $61
million without inflation adjustment, and with a $13 million contribution to a
Trust Fund over a period of 15-year period. While this counter offer is now
history and of limited importance, the analysis of the economic impact made at
the time is instructive and identifies many of the adjustment problems that the
FSM is now having to face and will need to respond to over the full period of
the amended Compact 20-year period.

7 Figure 2 provides a comparison of the anticipated impact of the original
FSM amended Compact proposal and the initial U.S. counter offer’. The trajec-
tory of the FSM proposal indicates a flat increasing trend of GDP per capita
from a level of $1,827 in FY03 to $1,975 in FY24; this is an 8 percent increase
over the whole period, or a 0.4 percent increase per annum. By world standards
this was not an ambitious target and certainly below the sustained growth strat-
egy endorsed at the 3rd Summit. However, given the resource scarcity, remote
nature, and general development constraints facing the FSM, it was felt prudent
to target a low GDP per capita growth rate for the negotiations. The target

— FSM Proposal - US 1st Counter Offer
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Figure 2  Real Per Capita GDP Growth and Impact of the FSM and US
Original Compact Proposals (FY1998 prices)

! The impact of the Compact negotiations were analyzed through the use of a sim-

plified macroeconomic model developed by EMPAT known as the “analyzer”.
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growth in per capita incomes was in fact slightly lower than the 0.6 percent at-
tainment during Compact I.

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

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

1.2 The Economic Provisions of the Amended Compact

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

Trust Fund Total

Annual Grants Contribution ~ Contribution

FY04 76.0 16.0 92.0
FYO05 76.0 16.0 92.0
FY06 76.0 16.0 92.0
FYO7 75.2 16.8 92.0
FY08 74.4 17.6 92.0
FY09 73.6 18.4 92.0
FY10 72.8 19.2 92.0
FY11 72.0 20.0 92.0
FY12 71.2 20.8 92.0
FY13 70.4 21.6 92.0
FY14 69.6 22.4 92.0
FY15 68.8 23.2 92.0
FY16 68.0 24.0 92.0
FY17 67.2 24.8 92.0
FY18 66.4 25.6 92.0
FY19 65.6 26.4 92.0
FY20 64.8 27.2 92.0
FY21 64.0 28.0 92.0
FY22 63.2 28.8 92.0
FY23 62.4 29.6 92.0

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

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

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

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

1.3.1 The Third FSM Economic Summit

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

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

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

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

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

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

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

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

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

WHEREAS to attain a baseline growth scenario wherein incomes would
rise modestly, as they did during the original Compact period, significant
reform measures would need to be implemented, including revenue reform
to ensure protection of essential public services and public investment;

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

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

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

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

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

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

1.

18

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

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

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

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

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

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

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

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

1.3.2 A Six-Part Strategy for Transition and Accelerated Growth

The Select Committee resolution identified an approach to developing

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

1 Macroeconomic Stability

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

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

1.3 Tax reform in support of the growth strategy.

2 Good Governance: Improving Effectiveness and Efficiency of Gov-
ernment

2.1 Protecting essential services through the transition,

2.2 Improving public sector management,

2.3 Enhancing accountability, and

2.4 Ensuring the rule of law and safeguarding property rights,

3 Developing an Outward-Oriented, Private Sector-Led Economy
3.1 Competition policy: improving the regulatory regime,
3.2 Promoting domestic and foreign investment,
3.3 Enhancing entrepreneurial skills and opportunities, and
3.4 Reducing inefficiencies of the public enterprise sector.

4 Investing in Human Resource Development

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

4.2 Health financing for the future,

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

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

5 Investing in Infrastructure

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

5.3 Long-term financing of economic infrastructure
6 Long-Term Sustainability
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6.1 Environmental concerns integrated into the growth strategy,

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

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

1.3.3 Growth Scenarios

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

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

21 Reform of the public sector supports improvements to the private sector
regulatory environment. Tax reform is a central component of the sustained
growth strategy as the FSM changes the culture of tax administration to an in-
centivized modern system. The tax regime is modernized based on a system that
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base of 21,000 visitor arrivals in FY03, to attain 110,000 by the end of the
amended Compact period in FY23. This represents an annual increase of 9 per-
cent. While this again is a significant departure from historical experience, it
represents a feasible 20-year target, when viewed in the context of competing
tourism destinations in neighboring Micronesian islands. In order to support the
rate of private sector expansion embedded in the agriculture, fisheries, and tour-
ism sectors, private investment must also grow from the prevailing levels, repre-
senting about 7 percent of GDP, to a projected level of 17 percent. Domestic
resource mobilization or saving is unlikely to generate the required volume and
a significant increase in foreign investment would be needed. This is consistent
with the policy commitment inherent in the sustained growth strategy.

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

25 Figure 6 presents an overview of the moderate growth variant. This
scenario also assumes that the FSM adopts a reform agenda but with less com-
mitment, and at a less aggressive rate compared with the sustained growth strat-
egy. While the foreign investment regime is improved and encourages new pri-
vate investment, reform of public enterprises remains weak. Improvements are
made to the private sector regulatory environment but take time to implement.
Tax reform is adopted to support the transition and implementation of the
amended Compact, and financial stability is secured. As a result of a weakly
implemented reform program the private sector shows signs of growth, but not
at its full potential. Agriculture is projected to grow at 2.5 percent, but fisheries
growth is largely stalled as important public enterprise reforms are not imple-
mented. The tourism sector responds to the improved environment and visitor
arrivals double over the 20-year period to 41,000. Private sector investment
increases as a share of GDP from 7 percent in FY03 to 9 percent by FY23. Af-
ter the initial adjustment in FY04 and FYO05 to the conditions of the amended
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Figure 6 The medium growth scenario, real annual GDP growth, FY03-
FY23 (1998 prices)

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

26 Figure 7 indicates the results of the dismal scenario. The dismal sce-
nario is essential a status quo projection. It assumes that the policy regime re-
mains largely unaltered, and the FSM remains inward looking. There is no tax
reform and efficiency on the delivery of public services remains largely unal-
tered. The transition to the amended Compact is arduous and in the absence of
tax reform is achieved through difficult reductions in expenditures that threaten
financial stability. Based on a very modest increase in visitor arrivals from
21,000 in FY03 to 30,000 in FY23, the average annual growth of GDP is pro-
jected at 0.1 percent over the period. The results of this scenario are indeed
dismal.

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

1.4 Medium Term Fiscal Adjustment

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

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

1.4.1  Fiscal Structure and the Magnitude of the Adjustment

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

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

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

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

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

FYO05 Expenditures Funded by:

Domestic

Co”;gﬁfst SEG rze?:r:: E:,r:ﬁjgg Total revenues %

9 prog of Total

Chuuk 29.31 4.09 1.23 5.53 40.17 14%
Kosrae 8.41 1.15 1.67 2.42 13.63 18%
Pohnpei 19.52 3.22 2.03 7.81 32.58 24%
Yap 12.18 2.25 0.89 4.38 19.70 22%
National 6.57 0.65 3.68 21.79 32.70 67%
FSM 76.00 11.36 9.51 41.92 138.78 30%

Note 1 As presented to the FYO5 JEMCO meeting
2  SEG-Special Education Grant
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(iii)  the need to immediately eliminate the (ineligible) funding of public
works departments and operations from the infrastructure grant.

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

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

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

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

lion)

FYO05 (request) FYO06 (ceiling) FYO7 (ceiling) FYO08 (ceiling) FYO09 (ceiling)
Chuuk 2.74 2.65 1.77 0.88 0
Kosrae 0.91 0.91 0.91 0.46 0
Pohnpei 1.31 0.99 0.66 0.33 0
Yap 1.35 1.35 0.90 0.45 0
National
FSM 6.31 5.89 4.23 2.12 0

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

1.4.2  Government-by-Government Adjustment

36 Chuuk State  Table 5 indicates the estimated size of Compact
grants and the phasing of the adjustment required in Chuuk State. Chuuk re-
ceives 38.6 percent of the annual gross level of $76 million of Compact grants in
FYO04 prices. In FYQ7 the annual decrement of $0.8 for the FSM kicks in, of
which $0.31 million is Chuuk's share. Estimating for the inflation adjustment
based on current levels of the implicit US GDP deflator, the table indicates that
the expected level of Compact grants in current prices is expected to hold its
nominal value despite the annual decrement. The level of usage of the infra-
structure grant in Chuuk state exceeded the 30 percent requirement in the FY05
budget request to JEMCO, and the only major source of adjustment is thus the

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

Transition Requirements
Public works 5-year
operations
funded from
infrastructure

Capacity Increase in
building phase infrastructure
out to meet 30%

Adjustment1 Adjustment %?2

Chuuk 2.74 0 0 1.99 -26%
Kosrae 0.91 0.38 0.49 1.40 -37%
Pohnpei 131 3.03 0 1.76 -18%
Yap 1.35 1.93 0.75 0.86 -16%
National 0 1.39 0 0.39 -2%
FSM 6.31 6.73 1.25 6.41 -13%

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

2 Equals 5-year adjustment as % of FY05 expenditures funded from
domestic revenues plus 5-year adjustment—referred below to the af-
fected expenditure base.
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Table5  Compact adjustment in Chuuk State by type, FY05-FY09 ($'mil-

lion)
Chuuk® FY05" FY06 FYO7 FY08 FY09
Compact grants 29.31 29.31 29.31 29.31 29.31
less decrement -0.31 -0.62 -0.93
plus inflation adjustment 0.78 1.20 1.62 2.04
Compact grants inflation adjusted 29.31 30.10 30.21 30.32 30.42
Capacity Building Phase-Out -0.09 -0.88 -0.88 -0.88

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

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

Note 1 FYO5 = actual grant approved by JEMCO
2 Share of Compact funds = 38.6%
3 Underestimation of revenues $0.75m

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

37 Kosrae State  Table 6 shows that the adjustment challenge for Kos-
rae is more complex, and difficult. In FY05 Kosrae is required to reduce it's
usage of the infrastructure grant to fund public works operations by approxi-
mately $0.5 million. Given the small size of the state, this is a large adjustment
and it is immediately binding. In FYOS5 the use of the infrastructure grant was
slightly less than the 30 percent requirement, and thus the adjustment required in
FYO06 is relatively small at $0.22 million. Kosrae has chosen to back-load the
phase-out of the use of the capacity grant to fund general operations to FY08
and FYQ09. However, since some of the required reduction of $0.45 million in
FY08 can be used to offset the infrastructure requirement, the overall adjustment
in that year is limited to $0.25 million. In FY09 the state will need to make the
full adjustment of $0.46 million. The adjustment timeline for Kosrae is a rising
amount in the first two years, a pause in FY07, and then a final increase during
the last two years. Overall Kosrae will be required to make the most difficult
adjustment of all the FSM states. Restoring fiscal balance would require a 37
percent cut of the affected expenditure base in the absence of any revenue in-
crease.
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Table 6 Compact adjustment in Kosrae State by type, FY05-FY09 ($'million)

Kosrae® FYos! FY06 FYO7 FY08 FY09
Compact grants 8.41 8.41 8.41 8.41 8.41
less decrement -0.09 -0.18 -0.27
plus inflation adjustment 0.22 0.35 0.47 0.58
Compact grants inflation adjusted 8.41 8.63 8.66 8.69 8.72
Capacity Building Phase-Out -0.45 -0.46
Resources required to meet Infrastructure @ 30% -0.22
Public works maintenance phase-out -0.49
Funds released from inf. adj. and CB phase-out 0.02 0.20
Annual adjustment -0.49 -0.22 0.02 -0.25 -0.46
Cumulative Adjustment -0.49 -0.72 -0.69 -0.94 -1.40

Note 1 FYO5 = actual grant approved by JEMCO
2 Share of Compact funds = 11.1%
3 Underestimation of revenues $0.75m

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

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

Pohnpei® FYos® FY06 FY07 FY08 FY09
Compact grants 19.52 19.52 19.52 19.52 19.52
less decrement -0.21 -0.41 -0.62
plus inflation adjustment 0.52 0.80 1.08 1.36
Compact grants inflation adjusted 19.52 20.05 20.12 20.19 20.26
Capacity Building Phase-Out -0.33 -0.33 -0.33 -0.33
Resources required to meet Infrastructure @ 30% -2.34
Public works maintenance phase-out
Funds released from inf. adj. and CB phase-out 0.38 0.38 0.38
Budget savings3 0.75
Annual adjustment -1.92 0.05 0.05 0.05
Cumulative Adjustment -1.92 -1.86 -1.81 -1.76

Note 1 FYO5 = actual grant approved by JEMCO
2 Share of Compact funds = 25.7%
3 Over budgeting $0.75m
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pact adjustment is a one-time event, but all of the adjustment is required by the
outset of FY06. The magnitude of the adjustment overall is such that achieving
structural balance would require an 18 percent cut of the affected expenditure
base in the absence of any revenue increase.

39 Yap State Table 8 shows that Yap's case is similar to that of
Pohnpei, but in addition there is an immediate adjustment to eliminate public
works operations from the infrastructure grant. It appears that funding levels for
public works in the FY05 budget were not a feature of the original Compact
budgets, and that adjustment can be made through restoration of earlier expendi-
ture levels—thus savings of $0.5 million have been assumed in the table. Yap's
use of the infrastructure grant in FY05 is similar to that of Pohnpei at 14 percent
of total state use of Compact grants. Increasing the level to the 30 percent re-
quirement will necessitate a significant adjustment in FYO06, although savings
can be realized from more efficient budgeting and avoidance of overestimation
of requirements. In subsequent years the phase-out of the use of the capacity
building grant can be offset against the infrastructure requirement without incur-
ring any significant net additional adjustment. Over the 5-year period Yap will
be required to make a significant adjustment in FY06, which in fact overshoots

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

Yap® FY05" FY06 FY07 FY08 FY09
Compact grants 12.18 12.18 12.18 12.18 12.18
less decrement -0.13 -0.26 -0.38
plus inflation adjustment 0.33 0.50 0.67 0.85
Compact grants inflation adjusted 12.18 12.51 12.56 12.60 12.64
Capacity Building Phase-Out -0.45 -0.45 -0.45
Resources required to meet Infrastructure @ 30% -1.70
Public works maintenance phase-out -0.75
Funds released from inf. adj. and CB phase-out 0.48 0.48 0.48
Budget savings3 0.50 1.00
Annual adjustment -0.25 -0.70 0.03 0.03 0.03
Cumulative Adjustment -0.25 -0.95 -0.92 -0.89 -0.86

Note 1 FYO5 = actual grant approved by JEMCO
2 Share of Compact funds = 16%
3 Over budgeting $1.75m

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

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

National® FY05* FYO06 FY07 FY08 FY09

Compact grants 6.57 6.57 6.57 6.57 6.57

less decrement -0.07 -0.14 -0.21

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

Capacity Building Phase-Out

Resources required to meet Infrastructure @ 30% -1.27

Public works maintenance phase-out

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

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

Note 1 FYO5 = actual grant approved by JEMCO
2 Share of Compact funds = 8.7%
3 Underestimation of revenues $0.75m

through Congressional projects) as most of these expenditures are incurred at the
state level. However, since the 30 percent requirement will need to be met by
each government, the national government will need to increase it's outlays on
infrastructure projects selected from the Infrastructure Development Plan. Over-
all the national government will need to make a once-off adjustment in FY06,
but as in the case of Chuuk more accurate revenue forecasting indicates that on
trend at least an additional $0.75 million in revenues will be available. Thus
achieving fiscal balance would require only a 2 percent cut of the affected ex-
penditure base.

1.5 Tax Reform

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

1.5.1  Major Principles of Tax Reform

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

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

1.6 Macroeconomic Policy

42 To conclude this chapter the following set of macroeconomic policies

will be adopted:

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

mit:

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

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

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

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

a.

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

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

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

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

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



2 Private Sector Development

2.1 Private Sector Review

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

2.1.1 Description of the Private Sector and Recent Performance

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

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

27
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4 The higher income levels supported by Compact funding resulted in sub-
stantial changes. Participation of individuals and families in subsistence produc-
tion declined, while participation in the formal economy increased. Increasing
taste and preference for imported foods and other goods resulted in increased
consumption of imported goods. These imports were, of course, financed from
the cash transfers available to the economy through the Compact, most signifi-
cantly through growing rising wages of an increasingly large government work-
force.

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

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

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

Table 1 Real Growth Rates by Sector and Compact Period
Com_lpoaithaljsriod Earl)}; ;ti)on;pact A djt::s\t(T:;;;:rio q Rece;te g;:(;npact
FY1987-2003 FY1987-95 FY1999-2003

Private Sector 2.9 6.5 -4.6 3.6
Public Enterprises 6.0 15.1 -9.2 4.9
Government -0.6 14 -7.4 2.6
Non-Government Organizations 5.1 2.6 6.2 9.0
All 1.6 3.9 -3.9 2.6
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Annual Real Growth Rates (%)

FY03
Est

M Private Sector | 0.8 | 143 | 42 | 101 |125| 93 | 79 | 41 | -07 | -75 |-111]| -04 | 11 | 159 | 02 | -28 | 21
Government 39 |18 | -28 | 11 | 18 | -04 | 78 | -19 | 43 | -24 | -96 |-154| -14 | 31 | 29 | 48 | -03
—0—Real GDP 20 6.1 0.7 4.1 6.2 3.7 6.7 20 16 51| -61 | -0.7 | -35 9.3 0.5 0.9 0.1

FY87 | FY88 | FY89 | FY90 | FY91 | FY92 | FY93 | FY94 | FY95 | FY96 | FY97 | FY98 | FY99 | FY0O0 | FYO1 | FY02

Figure 1 Real Growth Rates

formance during the period from FY1994-1999.

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

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

a Policy Developments since the 2nd FSM Economic Summit

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

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

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

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

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

avg. FY1987-89 avg. FY2001-2003

Government Private Government Private

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

e Commitment to economic reforms to build investor confidence.

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

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

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

2.1.2 Macroeconomic Policy and the Private Sector in the FSM

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

a The Primacy of Fiscal Policy

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

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

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

19 Revenue measures have been few and far between, due to weak admini-
stration of a tax regime that is little changed from that which was inherited from
the Trust Territory Administration at outset of self-government in 1979. Consti-
tutionally inflexible revenue-sharing provisions between the national and state
governments also limit the ability of policy makers to implement revenue poli-
cies. The nature of the amended Compact economic assistance provisions, de-
clining in real terms over twenty years, implies that there will need to be consid-
erable attention paid to the revenue component of fiscal policy. There are severe
implications for private sector development with respect to the nature of revenue
reforms that will be implemented over the medium-to-long-term. The strategic
planning matrix for private sector development thus highlights the need to ad-
dress economic efficiency concerns and avoid distortions.

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

b  The Impact of Financial Instability on the Private Sector

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

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

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

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

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

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

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

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

i Distortions

26  The labor market in the FSM is relatively free from regulatory distortions
and institutional rigidities. There are currently no unions in the FSM and no
indexation of wage rates (until FY1999 there was no consumer price index).
The state and national governments set a “minimum wage” by law, but in all but
Pohnpei, this binds only the Government as in each case the legislated minimum
is set at the lowest pay level on the civil service pay scale. The private sector
minimum wage for Pohnpei is $1.35, but this rate appears to be non-binding as
local employers are not vocal and tend to set entry level wages above that rate.
There are two factors, however, that do distort the market for labor in the FSM.

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

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

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

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

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

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

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

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

i Land Tenure System Constraints on Economic Use

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

i The Role of the FSM Development Bank

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

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

2.1.4 Private Investment in the FSM

a The Policy Regime and Incentives Facing Investors

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

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

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

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

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

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

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

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

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

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

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

b  Business Development Services and Entrepreneurship Training

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

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

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

¢ Foreign Investment: Regulatory and Promotion Issues

49  All four states exhibit some degree of protective attitudes toward foreign
investment. Past policies and regulations for foreign investment applications
required lengthy, case-by-case review, and lacked transparency. This approach
toward foreign investment arose from the prevailing desire to protect local jobs,
business opportunities, incomes, and resources, but limits the attractiveness of
the FSM as an investment location.
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50 The feelings within communities toward protecting local interests and op-
portunities will not disappear easily. Quality investors, who are bringing their
own capital, will not be attracted to an environment where they face an uneven
playing field, or worse, a non-transparent risk of discretionary bureaucratic in-
tervention. As government financing diminishes, the FSM must increasingly
compete for serious foreign investors who are looking for the best business envi-
ronments that will ensure an adequate and relatively low-risk return on their
investments. The mutual benefits from quality investment, for the FSM and for
the investor, must be recognized if the FSM is not to lose quality investors to
more competitive and investor-friendly economies elsewhere in the Pacific re-
gion.

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

2.15 Trade, Tariff and Tax Policy in the FSM

a The Need for an Outward-Oriented Foreign Trade Regime

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

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

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

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

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

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

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

a Analysis and Justification

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

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

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

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

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

e Maintain financial stability.

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

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

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

c Critical Issues for Implementation

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

64 A suggested remedy to address this issue is the adoption of a succinct eco-
nomic vision statement at the 3rd FSM Economic Summit and, more impor-
tantly, the establishment of a policy-monitoring matrix to demonstrate commit-
ment and—over time—to demonstrate progress. While some of the policy
monitoring will occur as a direct result of implementation of the fiscal proce-
dures of the amended Compact, the FSM should consider a monitoring mecha-
nism that is closer to home and that includes private sector and NGO participa-
tion on a periodic basis (perhaps semi-annually, in conjunction with regular
leadership meetings).

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

d Outcome Measures and Justification

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

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

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

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

e  Export production increases
[$ value of exports]

e  Tourism sector grows
[# of tourist arrivals]

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

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

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

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

a Analysis and Justification

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

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

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

i Labor Market Policies

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

e Avoid labor market restrictions such as minimum wages.

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

e Encourage wage restraint in the public sector.

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

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

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

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

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

ii  Land Market Policies

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

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

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

i Financial Market Policies

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

e Reduce the risks of bank lending to domestic businesses.

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

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

c Critical Issues for Implementation

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

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

d Outcome Measures and Justification

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

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

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

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

i Financial Sector

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

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

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

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

Total number of secured transaction on active register and value ($) of
security registered.

2.2.3 Strategic Goal 3: Improve the environment for direct investment

and expand entrepreneurial and business development support ser-
vices.

Analysis and Justification

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

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

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

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

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

c Critical Issues for Implementation

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

d Outcome Measures and Justification

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

e Increased domestic and foreign investment
[(a) # of existing domestic and foreign investor enterprises, (b) gross
turnover of existing domestic and foreign investor enterprises]

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

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

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

a Analysis and Justification

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

b  Economic Policy Implications
86  Achievement of this strategic goals calls for attention to three policy areas:

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

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

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

¢ Critical Issues for Implementation

87 Similar to the situation described earlier, the economic policies to achieve
strategic goal 4 are not new. A greater degree of transparency and public dis-
semination of policy monitoring may assist policy makers to implement policies
(or to resist taking actions contrary to policies) by making the public and key
private sector stakeholders more aware of the overall economic management
strategy and the linkages to long-term private sector development.

d Outcome Measures and Justification

88 In order to measure achievement of strategic goal 4, five outcome meas-
ures are proposed:

e  Government recurrent expenditures decline in importance
[operating expenditures as % of GDP]
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e  Government wage bill growth is restrained
[wage bill as % of operating expenditures]

e Subsidies and transfers to public enterprises decline
[subsidies and transfers as % of government expenditures]

e Public Enterprises decline in importance
[public enterprise value-added as % of GDP]

e  Private sector increases in importance
[private sector value-added as % of GDP]

2.2.,5 Strategic Goal 5: Provide efficient and cost-effective economic in-
frastructure to support competitive private sector development.

a Analysis and Justification

89 The FSM economy suffers from all of the constraints and vulnerabilities
common to small island economies, including, distance from supply and product
markets, high transportation costs, natural disasters, small and fragmented do-
mestic market size, etc. However, the economic infrastructure in the state cen-
ters, Chuuk excepted, is relatively well developed. The private sector has dem-
onstrated its willingness and ability to pay for infrastructure services, but it is
important to ensure that the costs they face for roads, ports, water and power are
kept as low as possible to support competitiveness.

90 It is imperative that the existing public infrastructure supporting economic
development be managed more efficiently and that future public investment de-
cisions be more significantly influenced by economic signals such as market
demand, willingness-to-pay, and private sector investment interest.

b  Economic Implications

e Dedicate at least 30 percent of amended Compact sector grants to infra-
structure development (and maintenance).

e Establish effective infrastructure plan implementation council (IPIC) as
outlined in the IDP.

¢ Critical Issues for Implementation

91 Given the nature of the sector grant funding under the amended Compact,
the FSM should be able to reach the 30 percent target for spending on the infra-
structure sector. This level of funding, together with all other donor financed
projects will still only fund a fraction of identified infrastructure needs. Still,
implementation will require governments to avoid ramping up real expenditure
levels on operations that may be funded out of Compact sector funds.
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d Outcome Measures and Justification

92 In order to measure achievement of strategic goal 5, three outcome meas-
ures are proposed:

e Public investment remains adequate
[public investment as % of total government expenditures]

e  Expenditure on infrastructure maintenance increases
[value ($) of maintenance expenditures]

e  Utilities price and collect charges reflecting capital and current costs of
production
[cost recovery of utilities as % of total cost of production]

93 An additional outcome measure that should be considered, but that cannot
be adopted at the present time due to inadequate data systems, is:

e Average cost of electricity for commercial users compared to Pacific re-
gion benchmark (%)



3 Agriculture

3.1 Agriculture Sector Review

3.1.1 Introduction

1 Of FSM’s population of 107,000, an estimated 80 percent have subsis-
tence or semi-subsistence livelihoods. All families living outside more urban-
ized areas are engaged in land-based food production of some kind. While agri-
culture is not a major part of the economy in terms of export receipts, it never-
theless provides a livelihood and employment to most of the population. Income
derived from subsistence activities amounted to 31.5 percent of aggregate
household income in 1998. Gross domestic product (GDP) for agriculture,
hunting and forestry was estimated at $30.3 million per year or 17 percent of
total GDP in 1998% Exports in 2002 were valued at $1.43 million, down from
$1.62 million in 1994.

2 Though agriculture remains important to the economy, production is
much lower today than in past times. Recent policies have tended to favor com-
mercial development of agriculture, and have failed to account sufficiently for
the subsistence and semi-subsistence tradition and its inherent characteristics.
The vision for the sector has been inconsistent.

3 Over the years, agriculture’s socio-cultural role as a safety net for the
disadvantaged has greatly diminished. Inequality of income and the incidence of
families with incomes below the poverty line are among the highest in the Pa-
cific region.® The poorest quintile of households, most of whom are engaged in
subsistence agriculture, receives just 3.6 percent of household income, while the
highest receive 55.5 percent.* The poorest households are increasing in number,
and they are living in conditions of hardship, a situation that can no longer be
ignored.

4 Traditional subsistence foods have been overwhelmingly replaced by
imported foods ($28.2 million in 2002). Traditional foods are regarded as infe-
rior (“starch foods”), and are not fully recognized for their economic or nutri-
tional value. Support services have not targeted traditional agriculture. And most
young people want to escape agriculture, preferring wage employment or migra-
tion.

! Household Income & Expenditure Survey. FSM Dept. of Statistics. 1998
2 New GDP data not available as at November, 2004.
% Poverty incidence is worse in only PNG and Timor Leste.

4 ADB TA 6047-REG: National Poverty Reductions Strategies for PDMCs. Jan 2004
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5 Commercial agriculture has had some successes—especially in niche
export markets, e.g., kava (sakau), betel nut, cooked breadfruit, and bottled proc-
essed noni. The common feature of these products is that their markets were
developed and are operated entirely by the private sector, with government sup-
port confined to quarantine services. This should be the model for the future.
Products where government has been involved or is active have either largely
failed (pepper, livestock) or continue to require subsidies (copra).

6 There is scope for import substitution on a limited scale. In 2002, food
imports totaled $28.2m of which about $1.6m were for fruit and vegetables that
could be produced locally.

7 In sum:

e Government expenditure in the sector is largely ineffective;

e  Government expenditure can be better targeted at traditional crop pro-
duction;

e non-government groups can provide cost-effective support to tradi-
tional farmers;

e more people than 10 years ago are relying on subsistence agriculture
for employment;

e the integration of agriculture and culture must be recognized by sector
planners;

o traditional farmers place higher priority on social/cultural obligations
than on agriculture;

o traditional farmers prefer crops that allow flexibility to meet so-
cial/cultural obligations while still managing their commercial risk;

e land resources are adequate in Kosrae, Pohnpei and Yap but under
pressure in Chuuk;

e niche markets exist for traditional crops;

e opportunities exist for local production of some imported fruit and
vegetables; and

o some local foods can address serious dietary deficiencies.

8 Kosrae
e Traditionally there has been strong government involvement the econ-
omy.

e during Compact 1, the private sector scarcely grew and GDP grew by
only 0.6 percent a year.

e The preferred staple crops are taro and breadfruit.
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Banana was formerly a significant crop

Citrus fruits are the backbone of local agriculture, but “citrus canker” is
reducing yields and cutting access to key export markets in Guam and
RML.

Noni, a fledgling industry in Kosrae, has been entirely developed and
supported by the private sector.

Greater reliance on rice & canned meat, and over-fishing of the reef, is
increasing vulnerability.

There is still spare capacity in traditional agriculture.

Chuuk
The most economically troubled state, it suffered financial crises in the
mid-1990s and 2001.

It has accumulated creditor and outstanding court order debts of more
than $20 million because of weak fiscal management.

GDP declined by an average of 0.4 percent yearly over the first Com-
pact period.

Land pressures are undermining food security.
There is almost no forest cover.
The preferred staple crop is breadfruit.

The large, bountiful lagoon and out-migration are key factors in avoid-
ing a food security crisis, but dynamite and poison fishing are prob-
lems, as are exports of reef fish to Guam.

Chuukese are the biggest migrant group in FSM.

Traditional farming is producing enough food with little or no technical
support.

Pohnpei
Annual GDP growth averaged 2.8 percent during the first Compact pe-
riod.

There is some benefit from the national capital being located in
Pohnpei.

Breadfruit and yam are the preferred staple crops.

Watershed destruction in the forest reserve for kava production has re-
duced primary forest cover from 15,000ha in 1994 to 4,200 ha in 2002,

NGO/community partnerships are delivering agriculture services with a
conservation focus.
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e Kava is the beverage and cash crop of choice. Most is consumed locally
but some 272,000 kg are exported annually, mainly to Guam, Hawaii
and Saipan.

e Betel nut production is growing rapidly as a profitable cash crop option.

11 Yap

e The state has strong fiscal discipline, and enjoyed 3 percent annual
growth in GDP during Compact 1.

e Taro is the main food staple.
e Women do most subsistence agriculture and marketing work.
e Slash-and-burn agriculture is preferred.

e Itis the state least reliant on imported food, and it has well organized,
functional community leadership.

e Betel nut production is intercropped and is all smallholder production.

3.1.2 Farming Systems

a Subsistence Agriculture

12 Most agricultural production in FSM is subsistence in nature. The aim
is to provide food at minimum cost for family use, for ceremonial purposes, to
meet social obligations and to generate income. Income sources include agro-
forest and home gardens, backyard livestock production, reef fishing, and handi-
crafts. Nevertheless, most people have come to prefer the convenience of cash
transactions using income from informal and formal employment, and/or remit-
tances from within FSM and from overseas. With the decreasing regard for local
foods, policy makers have tended to overlook subsistence agriculture develop-
ment.

13 Economic growth during the 15-year Compact period was slight. GDP
grew by only 1.6 percent yearly with wide variation between states. Employment
increased at about the same pace. Almost all the growth occurred during the first
ten years. With the second step-down of Compact funding in 1996, the economy
went into decline. Reduced funding coupled with cuts in the public sector re-
duced cash incomes, and GDP declined by an average of nearly 1 percent yearly
through the last five years of the Compact. Many families were forced to fall
back on subsistence agriculture, the 2000 Census showing 20 percent of families
having subsistence agriculture as the main source of employment compared with
10 percent.”

® This increase may be partly explained by changes to the Census questions.
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14 The traditional farming system, especially in Pohnpei and Yap, is slash
and burn. Today, traditional farming is still based on fairly complex intercrop-
ping systems, using prolonged periods of fallow to replenish fertility. Root crops
(yam, taro), banana, kava in Pohnpei, and betel nut in Yap and Pohnpei, are
grown amongst food trees (breadfruit, coconut). One important aspect of the
development of traditional farming systems over the centuries has been man-
agement of risk and vulnerability — especially from typhoons, but also from salt
water flooding on atolls. This is why most FSM farmers find monocrop agricul-
ture difficult to adopt.

15 There is a lack of hard information on the agriculture sector. However,
a recent survey on Pohnpei showed average agricultural production per house-
hold of $4700 in 2003, equivalent to 74 percent of median household income in
2000. But only 25 percent of this came from market sales; own consumption
accounted for 68 percent and 22 percent was used for ceremonial activities or to
fulfill social obligations. Looking at it another way, after providing for house-
hold réeeds, only half of the discretionary surplus is used to generate cash in-
come.

16 The major species of livestock are free-range chicken and pigs. Both

Table 1  Major crops by state

Species Chuuk Kosrae Pohnpei Yap
1. Food Crops:
Coconut Y Y Y Y
Breadfruit Y Y Y Y
Giant Taro Y Y Y Y
Yam N Y Y
Cassava Y Y Y
Banana Y Y Y Y
Taro Leaf Y Y
2. Commercial Crops
Kava Y
Betel Nut Y Y
Banana Y Y
Breadfruit Y
Citrus Y
Processed Noni Y
Taro Y Y

® Mark Drew to Pohnpei Director of Agriculture — data are part of a thesis dissertation,
2004
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are kept for home consumption purposes, and pigs have an important ceremonial
value, especially for funerals. They tend to fetch high prices. Large pigs
(>180kgs) can sell for up to $2,000, with a typical price of $1,000. Although
these prices are close to $10 per kg carcass weight equivalent, they are down
from a decade ago, when a more buoyant economy supported prices at least 50
percent higher. There are a few regular piggeries. Imported pig feed is expen-
sive, which helps to explain the high prices.

17 Poultry are run free-range, getting food scraps and scavenging for food.
They are used for both meat and egg production. There are a few commercial
layer poultry operations, but imported feed makes production costs high. Egg
imports in 2002 amounted to $444,400, suggesting additional opportunities for
local production, based on locally grown feeds.

b Commercial Agriculture

18 Commercial agriculture can defined as production primarily for sale.
Despite several (misguided) attempts to stimulate commercial agriculture, it has
never been a significant factor in the economy. Its development has been con-
strained by cultural issues, especially attitudes to agricultural work, the cost and
time associated with funerals, freight difficulties, and government interference.
Government has made investments in copra (ongoing), black pepper, broiler
chicken, and layer poultry (ongoing).

19 There are export markets in Guam, RMI and Saipan for betel nut and
kava, and in Bangladesh for copra. There are potential markets for root crops
and banana in Guam, RMI and Saipan and for niche products in specific mar-
kets. In addition, there are immediate prospects for import substitution of se-
lected fruit and vegetables in local markets.

Table 2  FSM Livestock Population Estimates

Chuuk Kosrae Pohnpei Yap Total

Layers 1000 na 20001 3,000 6000
Free range chicken Na 3,000 15-20000 na 18-23000
Pigs 18,000 4,500 25-30000 4,500 52-57000
Goats - 20 <150 - <170
Cattle - - 20-30 -

Note: Layers are run on two commercial farms, one of which is run by gov-

ernment.
20 Agriculture exports amounted to about $1.4 million a year, equivalent

to an average annual increase of 6.5 percent, 1999-2002. Exports of betel nut,
kava and copra grew annually by 18 percent, 7 percent and 5 percent respec-
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tively in the same period. All three crops are grown by traditional, semi-
subsistence farmers, not by commercial operators. Exports of banana, citrus
fruits and root crops declined over the same period by an average of 17 percent.
The majority of agriculture exports are sourced from Yap — 51 percent and 65
percent of total agriculture exports for 1999 and 2002 respectively -- while
Pohnpei accounted for 31 percent and 26 percent. Conversely, exports from
Chuuk and Kosrae are negligible.

21 Agriculture export data are sourced from quarantine records. However,
a great deal of product is thought to be exported by individuals in their personal
luggage, especially to Guam, Saipan and Majuro. The Pohnpei Conservation
Society estimates about 30-40 thousand kg of kava is currently exported annu-
ally with an export value of $0.33-$0.44 million.” The corresponding official
export figure for 2002 was 22,000 kg, valued at $0.24 million.

22 Subsistence farmers tend to sell with a sum of money in mind to meet
an immediate cash need. Betel nut, kava and copra suit this mentality well—they
are largely non-perishable, with harvesting time being quite flexible. Con-
versely, vegetable crops (e.g. cucumber, egg plant) require more labor and
greater precision in harvesting. Thus, commercial agriculture output from tradi-
tional farmers is from crops with which farmers are familiar and from crops that

Table 3:  Major export crops by state by destination market

Product Chuu Kos- Pohnpe Yap Destination
k rae i
Copra Y Y Y Bangladesh, Japan, Ko-
real

Banana Y Y Y Guam, RMI
Citrus fruits Y RMI
Root crops Y Y Palau, Guam, RMI
Black Ppr. Y
Kava Y Guam, RMI, Saipan
Betel Nut Y Y Y  Saipan, Guam, Palau

can be readily integrated into the existing farming system. There are very few
commercial farmers (see the case study). The Chinese operate a “model’ farm in
Pohnpei and sell commercially in Kolonia.

" based on updates of an unpublished TNC Report on the Kava Market (1997).
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23 A 1997 TNC Report provided a description of the kava industry on
Pohnpei, which is largely relevant today: “The kava industry is currently the
major income source for much of the island’s rural population. 4000-5000 peo-
ple (15 percent of the population) are engaged in kava-growing and approxi-
mately 2500-5000 Ha are planted. Domestic market consists of about 50 li-
censed kava bars, a number of retail stores, and numerous unlicensed temporary
kava bars and is estimated at 477,000 kg/yr — 40 percent of total production.
(1996). Local demand is mainly for fresh plants, processed (roots pounded and
squeezed) fresh and bottled extract, and pounded and frozen roots. There also

Table 4: Indicative Crop Budgets — Cucumber and Chinese Cabbage
Cucumber/acre Chinese Cabbage/acre
Units Quantity _Price/unit _ Total Units Quantity Price/unit Total
GROSS OUTPUT & BENEFITS |
Plant population plants 3485 plants 21500
Yield & sales Ibs 23,522 0.90 $21,170 | Lbs 32250 1.00 $32,2¢
VARIABLE PRODUCTION COSTS
Inputs
Seedlings/pots number 3485 0.10 $348 | number 21500 0.10 $2,1¢
Fertilizer Ibs $250 | Lbs $2¢
lump
Sprays sum $50 | Lump sum $
Sub-
Sub-total $648 | total $2,48
Husbandry
Mechanical land
Preparation lump
sum $100 | Lump sum $1C
Planting , crop maintenance
Man
harvest, post harvest Hired/day 402 1.50 (603) | days 397 1.50 (59
Sub-
Sub-total $100 | total $1C
Marketing
Transport $100 $1C
Boxes (2ply 40Ib/box) number 784 1.50  $1,176 | number 1075 150  $1,61
Sub-
Sub-total $1,276 | total $1,71
Debt
$10,000 For1yr 9%lyr $900 | 9%lyr $9C
Sub-
Sub-total $900 | total $9C
Total Cash Cost [ $2,924 [ $5,1¢
GROSS MARGIN (excluding own labor) $18,246 $27,0¢
GM per b $0.77 $0.¢
RETURNS TO LABOR:
$ per day worked $45 $€
$ per hour ‘ $6 $1
BREAK EVEN PRICE (without labor cost) $0.09 $0.1
(with labor): $0.15 $0.1
Compared to:
CIF Cost of imported Product per Ib™: $0.92 $0.¢
Retail Price (Nov. 2004) per Ib $1.45 $1.€

Source:
Note:

Adaptation from ADB TA — 2484. Agriculture Market Study.
data from local importer invoice (Sept. 04).
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exists an export market (mainly to expatriate Pohnpeians living in Guam, Sai-
pan, Hawaii, and the US mainland) estimated at 40,000 kg/yr — 3 percent of total
production - for pounded and frozen roots and liquid extract. Another 660,000
kg - 56 percent of total production - is harvested annually for customary use and
personal consumption by farmers and their extended families”.

24 Gross margin analysis of cabbage and cucumber shows a profitable
opportunity to grow crops which are currently imported in significant quantities
(see Table 4). Costs of production are 5-times lower than the CIF cost of equiva-
lent imported product. Assuming a crop failure rate of one in four (drought, ty-
phoons, disease etc), farmers can still expect to earn for their labor around $5
per hour, about 3 times the rate for agriculture labor.

25 Internal marketing infrastructure is limited. A “farmers” market in
Pohnpei is run by the municipality. Stalls are rented to vendors for $35 per
month but management is weak. Most produce is marketed through supermar-
kets, with individual growers delivering directly. However, supermarkets report
that supplies of local product are limited and erratic.

26 Underlining the vulnerability of commercial agriculture, Yap was hit by
a severe typhoon in early 2004, resulting in a dramatic loss of agriculture pro-
duction.

27 Coconut is an integral part of island life, and is especially important in
the outer islands where 19,071 people (19 percent of the population) live.

28 FSM produces around 40 million nuts annually, with a copra equivalent
of 6,500 tons®. However, the tree stock is ageing with very limited replanting.
Coconut has largely reverted to a food crop in the outer islands. Since 1991,

Table 5:  Imports of “substitutable” fruit and vegetables: 2000—2002 (US$)

Product/Year 2000 2001 2002
Eggs 218,229 423,858 444,386
Cabbage, lettuce, etc 100,762 127,369 187,539
Citrus fruits 31,174 60,664 57,147
Onions, etc 153,200 229,624 179,388
Potatoes 44,896 69,113 102,498
Fruit juice 117,321 213,928 194,132
Other fruit & vegetables 231,643 171,270 252,420
Total: 897,225 1,295,828 1,417,510

Source: Office of Statistics, DEA

8 Namio Manpi, General Manager, Coconut Development Authority.
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Table 6:  Outer island population by State: 2000

State Number Total Ol % population
of Ols population population in Ols
Chuuk 4 53,595 13,130 24
Kosrae 0 7,686 - 0
Pohnpei 5 34,486 2,091 6
Yap 10 11,241 3,850 34
Total 19 107,008 19,071 18

Source: FSM Census 2000.

copra production has exceeded 1,000 tons only once, and it has averaged 610
tons in the last five years. Prices are subsidized but irregular collection and slow
payment are a disincentive to farmers. Subsidy allocations by the national gov-
ernment have dropped by 62 percent from $200,000 in FY2002 to $75,000 in
FY2005. Storage losses - typically at least 15 percent — exacerbate the situation.

29 The government moved in September 2004 to reduce the subsidized
price from 13 cents/lb ($260 per ton equivalent) to 5 cents/lb ($100 per ton
equivalent). Widespread opposition led government to change its decision and
introduce a subsidy price of 10 cents/Ib ($205 per ton) — still a 23 percent drop
in price. Freight to Pohnpei, wharfage costs, etc account for an additional $205
per ton. The FOB price is still above the world price of around $350/t. All copra
is now marketed by a Singapore agent who sells for 5 percent commission.

30 Some regard the copra price as a social payment — to encourage outer
islanders to remain in their islands, and not migrate to Pohnpei, Weno or further
afield. Others see it as fiscal and economic efficiency.

Table 7:  Agriculture Exports — FSM 1999-2002 (FOB USS$)

1999 2000 2001 2002
Copra 173,568 186,380 200,908 210,676
Banana 188,294 71,918 32,606 25,897
Citrus - 44,417 22,615 27,886
Kava 188,893 151,522 160,403 241,253
Betel Nuts 511,000 625,233 907,710 887,654
Piper Leaves 13,349 17,658 20,845 25,039
Root Crops 381 13,655 7,668 3,542
Other 2,722 12,483 5,657 6,577
Total: 1,127,811 1,139,538 1,367,279 1,428,586

Source: Division of Statistics, FSM Dept. of Economic Affairs
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Table 8:  Agriculture Exports by State—2002 (FOB US$)

Year Chuuk Kosrae  Pohnpei Yap Total
Copra 1999 10,643 Na 83,055 79,870 173,568
2000 19,127 747 62,388 104,118 186,380
2001 52,970 6,688 141,250 - 200,908
2002 76,175 423 88,228 45,850 210,676
Banana 1999 121,275 Na 58,540 8,479 188,294
2000 5,610 44,468 21,673 166 71,918
2001 6,617 8,074 17,821 94 32,606
2002 7,058 5923 12,881 35 25,897
Citrus 1999 - Na - - -
2000 - 42,755 30 1,632 44,417
2001 - 21,105 8 1,502 22,615
2002 - 25,292 57 2,537 27,886
Kava 1999 - Na 188,893 - 188,893
2000 - 377 151,145 - 151,522
2001 - - 160,403 - 160,403
2002 - 38 241,215 - 241,253
Betelnut 1999 23,587 Na 3,885 483,529 511,000
2000 - 3 18,110 607,121 625,233
2001 - 13 106,350 801,347 907,710
2002 - 16 30,649 856,989 887,654
Piper Leaves 1999 - Na 13,349 - 13,349
2000 - - 1,375 16,283 17,658
2001 - - 2,145 18,700 20,845
2002 - - 2,888 22,151 25,039
Root Crops 1999 - Na - 381 381
2000 - 26,625 845 2,457 29,927
2001 - 8,019 1,740 6,778 16,537
2002 - 2,609 995 - 3,605
Other 1999 6,693 Na 226 190 7,109
2000 168 11,077 105 1,133 12,483
2001 198 3,146 770 1,542 5,657
2002 211 2,762 712 2,892 6,577
Total: 1999 162,198 45,2171 347,948 572,449 1,082,595
2000 24,905 126,051 255,671 732,910 1,139,538
2001 59,785 47,045 430,486 829,962 1,367279
2002 83,444 37,064 377,624 930,454 1,428,586

Source: Division of Statistics, FSM Dept. of Economic Affairs
(Y No breakdown bv cron available.

31 There are commercial poultry operations on most islands. On Pohnpei,
there are two commercial farms with a total of two thousand birds. One is pri-
vately owned (1400 birds) and one is government-owned, but operated by the
Chinese as part of a “model” farm.
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32 Availability of inputs e.g. seeds, fertilizer, chemicals, animal feeds, is
variable. The private sector provides feedstuffs for pigs and poultry on a fairly
regular basis. However, the Department of Agriculture in some states continues
to compete with the private sector in the provision of seeds and fertilizer. While
this is done with the best of intentions, it undermines the opportunities for
smaller private sector providers. As an example, the Pohnpei Department of Ag-
riculture operates a revolving fund to purchase seeds and fertilizers, with turn-
over around $50,000 per year. It has around 5000 customers and, apart from a
small mark-up to cover overheads, it charges wholesale prices.

3.1.3 Key Productive Resources

33 Land Arable land in FSM is generally sufficient to underpin food pro-
duction needs. The exception is Chuuk, where a combination of high population
and limited land means food production capacity is stretched under traditional
farming practices. Chuuk accounts for over 50 percent of FSM’s population, but
has only 12 percent of the arable land. Arable land per capita is 0.1 ha in Chuuk,
compared to 0.95 ha, 0.65 ha and 0.80 ha in Kosrae, Pohnpei and Yap, respec-
tively.

34 In pre-colonial times, land tenure was the responsibility of the tradi-
tional chiefs, and then this responsibility passed to successive colonial rulers: the
Spanish government (1880-1898); the German government (1898-1914); the
Japanese mandate (1914-1945); and the US-administered UN Trust Territory
(1945-1986). Since Federation in 1986, surveying of individual land plots for
issuance of title has been proceeding slowly. Previous studies have also high-
lighted this point.® Lack of title on government land issued under the Homestead
Land Grant Scheme of 1960 is constraining investment.

35 Land can be mobilized under private lease arrangements. The terms of
lease of agricultural land varies: Chuuk — 99 years; Kosrae — 25 years'’; Pohnpei
— 25 years; and Yap — 49 years. However, rental arrangements are mostly infor-
mal, with little transparency of terms. Surveying and registration is proceeding,
but a slow pace. In Chuuk, a fire destroyed many land records in January 2004,
further exacerbating the problem.

36 Land degradation is a serious issue on most islands. On Pohnpei, en-
croachment by squatters growing kava into the upper watershed has reduced the
area of primary forest significantly — from 15,000 ha in 1975 to 5,200 ha in 1995

% FSM Economic Report — PIER Series, ADB 1996

10 The Kosrae authorities are considering an increase to 55 years
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Table 9: Total arable soils by state and availability per capita

Well Moderately Total (ha) Total ha
suited (ha) suited (ha) per capita

Chuuk
Total arable soils 5484 0.10
Including:
Root Crops 451 2679 3130 0.06
Vegetable crops 451 3920 4371 0.08
Tree Crops 1139 3558 4697 0.09
Kosrae
Total arable soils - - 7311 0.95
Including:
Root Crops 0 7049 7049 0.92
Vegetable crops 0 1323 1323 0.17
Tree Crops 752 5964 6716 0.87
Pohnpei
Total arable soils - 22493 22493 0.65
Including:
Root Crops - 11080 11080 0.32
Vegetable crops - 6843 6843 0.20
Tree Crops - 22251 22251 0.65
Yap:
Total arable soils 9049 0.80
Including:
Root Crops 1635 7139 8774 0.78
Vegetable crops 1746 7236 8982 0.80
Tree Crops 637 8238 8875 0.79
FSM 44337 0.41
Total arable soils
Including:
Root Crops 2086 27947 30033 0.28
Vegetable crops 2197 19322 21519 0.20
Tree Crops 2528 40011 42539 0.40

to 4,200 ha in 2002, Siltation of fringing reefs as a result of deforestation and
subsequent erosion is causing significant damage to traditional food supplies.

37 On the outer islands, the gradual demise of the copra industry is having
a double impact. It is forcing villagers to rely more on sea foods and, with loss
of income from copra, the ability to purchase imported food is diminishing. The
sustainability of this is uncertain.

1 ADB TA 1925 — Pohnpei Watershed Management and Environment - 1997; and
Pohnpei Conservation Society data - 2002
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a Labor

38 The 2000 Census shows that 52 percent of the labor force (37,414 out
of a total working age population of 63,836) were engaged in agriculture and/or
fishing. Seventy percent said they were engaged in subsistence activities, indi-
cating 30 percent regarded themselves as “commercial’ farmers or fishermen.
There was a notable narrowing of the gap in labor force participation rates be-
tween males and females in 1994 (1.9) — i.e. 1.9 males per 1 female, and 2000
(1.3). Much of the additional participation appears to have been in the agricul-
ture sector where women are becoming more active. In 2000, the Census showed
17 percent of the working age population engaged in subsistence activities — up
significantly from 10 percent in 1994. The rate for females increased from 6
percent in 1994 to 18 percent in 2000. Women in Yap provide the majority of
the agriculture labor. Elsewhere, the work is undertaken by men or shared.

39 In Chuuk, Pohnpei and Yap, agriculture and fisheries activities are the
most important with 24 percent, 26 percent and 34 percent respectively of the
working age population engaged in the sector. In Kosrae, only 9 percent of the
population was engaged in agriculture or fisheries.

40 Eighty percent of the males and 86 percent of the females engaged in
subsistence agriculture had either no education or had failed to complete high
school. This stark reality highlights the dualistic nature of FSM society — the
educated participate in the cash economy; the rest are increasingly marginalized
to subsistence agriculture.

41 There is continuing debate over the impact of migration on the FSM
economy, regarding both the skill mix and remittance flows. Of significance to
the agriculture sector is the outflow of young people, especially men. Anecdotal
evidence suggests that this is a factor, but not yet a major concern. Certainly, the
demographic structure is skewed — FSM has one of the highest proportions of
the population (40 percent) under 15 years - indicating a big increase in demand
for employment in the future. If the youth show a continuing propensity to mi-
grate, there may be problems for agriculture as an increasingly aged population
tries to maintain traditional family farms.

42 Agriculture as a career has low status. This is well illustrated by the
closure in 2002 of the Jesuit-operated Pohnpei Agriculture and Trades School
course on vocational agriculture — one of the few remaining courses of its type
in the region. The College of Micronesia is offering a degree course in agricul-
ture, aimed at providing career opportunities in agriculture, but not at the manual
work level. There are currently 15 students majoring in the two year agriculture
degree out of around 2500 total students across FSM — about 0.5%. In addition,
in Kosrae there is a one year course for agricultural technician training. There
are currently 14 students taking the course.
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b Capital

43 Access to affordable capital is a constraint for many FSM farmers. Fre-
quently their needs are fall below the minimum threshold of finance agencies.
For example, the minimum loan size from FSM Development Bank (FSM DB)
under the microfinance loan guarantee scheme is $500. Loans are geared to-
wards larger commercial operations, though FSM’s recent history is littered with
such failed enterprises. Evidence suggests that commercial crop production is
sufficiently profitable to justify a well designed credit program at an appropriate
scale. Gross margin analysis (see Table 4) indicates that returns per acre and per
hour are strong, even after debt servicing. Returns to labor are about 3 times the
wages for an agriculture laborer.

44 Opportunities for capital formation from savings are constrained by
social issues — the demands of extended family members and a shrinking job
market. The FSM DB and others are building compulsory savings into their loan
products. FSM DB has a new product that forces borrowers to save at the rate of
0.5 percent per week. Thus, a borrower with a $3,000 loan will save at the rate
of $780 per year. Similarly, the Yap Small Business Development Center gives
$100 loans on a monthly basis. Repayment is $112 each month, of which $5
(5%) is debt service cost and $7 is compulsory savings.

45 FSM DB has had very limited exposure to the agriculture sector over
the past five years.

46 As discussed earlier, commercial lending to agriculture is constrained
by collateral issues — currently $38,000 outstanding loans. FSM DB is currently
testing its ability to repossess a lease on a commercial non-agriculture property
where the lease was offered for collateral on a defaulted loan. Some progress on
land surveying and registration, along with a transparent lease process, would
improve the opportunity of commercial farmers to offer land to FSM DB as col-
lateral.

Table 10: FSM DB loan portfolio to agriculture, fisheries & tourism - share of
total outstanding

1999 2002
Agriculture 1% 0.2%
Fisheries 40% 4.2%
Tourism 31% 47%

Source: FSM DB Annual Reports.
Note: These are the FSM government'’s three “priority productive” sectors.
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47 Government budget allocations for agriculture in 2004 and estimates
for 2005 demonstrate the lack of Government support for the agriculture sector.
While agriculture is designated as one of Governments priority productive sec-
tors, that priority is not reflected in the national and state budget resource alloca-
tions with only 1.8 percent of the total allocations being applied to agriculture in
both 2004 and (budgeted in) 2005.

¢ Technical Support

48 Under the COM Cooperative Research and Extension Service affiliated
with the USDA Land Grant Program (also administered in RMI and Palau), the
major thrust of agriculture technical backup is offered. This service has a total of
43 staff and a budget of $0.75 million. This budget is approximately comprised
of $200,000 from FSM Government, $200,000 from Land Grant as matching
funds and a further $350,000 from a “Match Free” fund within USDA. Of the 43
staff, 18 are agriculture extension agents and 3 are researchers. In each of the
states, wages, salaries and associated staff costs account for over 97 percent of
total budget. This constrains the capacity of the service to deliver relevant ser-
vices to rural communities. There is an opportunity to improve the productivity
of these funds. Discussions with the relevant USDA staff regarding applying
them to community oriented NGOs to deliver agriculture extension should be a
priority. Existing staff can either be retained as subject matter specialists until

Table 11: Agriculture and Forest Sector Budget Allocations — 2004 ($)

Source/Stat FSM Chuuk  Kosrae  Pohnpei Yap Total

e
Health 80,000 80,000
Private 17,913 17,913
Sector
Environment 218467 379,810 185,370 298,0001 87,124 1,168,771
Capacity 41,381 139,338 41,086 221,805
Building
Sub-total: 218,467 501,191 324,708 298,000 149,260 1,491,626
Compact 2
Federal 52,000 52,000
Programs
Domestic 215,533 47,500 289,587 36,200 588,820
Revenue
Total 434,000 548,691 412,708 637,587 185,460 2,218,466
Agriculture
% share of 1.4% 1.6% 3.3% 2.0% 1.1% 1.8%

total budget

Source: DEA;
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Table 12: Agriculture & Forest Sector Budget Allocations — 2005 Estimates

$)

Source/Stat FSM Chuuk Kosrae  Pohnpei Yap Total

e
Health 11,500 11,500
Private 491,792 534,817 298,0001 95,680 1,420,289
Sector
Environment 45,718 139,813 - 35,771 221,302
Capacity 15,623 15,623
Building
Sub-total: 537,510 674,630 298,000 158,575 1,668,714
Compact 2
Federal 28,000 25,182 53,182
Programs
Domestic 433,048 47,500 277,409 27,903 785,860
Revenue
Total 433,048 585,010 702,630 600,591 186,478 2,507,757
Agriculture
% share of 1.3% 1.6% 5% 1.8% 1% 1.8%

total budget

they retire, or re-directed to community oriented agencies. But outputs to farm-
ers must be the priority.

49 Other agencies with activities in FSM agriculture are SPC and Peoples
Republic of China. In addition, there are volunteers from Peace Corp and JVC
supplementing State Agriculture staff.

3.2 Development Problems, Issues and Constraints

3.2.1 The need for a consistent, agreed vision for the future

50 The agriculture sector has been typified over the last 20 years by a lack
of a consistent and agreed vision and by expensive failed government invest-
ments.

51 Policy advice has tended to favor commercial, market-oriented ap-
proaches (both export and import substitution at various times). Policy advice
has paid too little attention to the prevalence and characteristics of traditional
agriculture and the varying needs of different states — especially Chuuk. Future
agriculture policy must reflect the needs of those who rely on the sector for food,
livelihood and employment. Future investments must directly benefit them.

3.2.2 Traditional agriculture has been misunderstood and overlooked

52 Traditional farm families are increasingly in need of cash. For many,
agriculture is the only income source. For others, opportunities in agriculture are
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perceived to be too limited, risky or difficult and out-migration to the United
States is the preferred alternative. There are opportunities to work with village
communities, and to introduce simple but improved technologies, business un-
derstanding and market awareness. But small traditional subsistence and near
subsistence farmers are a difficult extension target, requiring very different
strategies from commercial farmers.

53 In 1997, the extension officers from State Departments of Agriculture
were moved from the Department of Agriculture management to the College of
Micronesia Land Grant Section, which has USDA Land Grant funding. How-
ever, the move was made with little or no reference to the farming community
and with a fiscal not a service quality objective. For example, in Pohnpei, five
staff were moved from the State Department of Agriculture with combined sala-
ries then of $50,000. DoA agreed to continue this payment, and the Land Grant
Fund to provide another $50,000 as a matching grant. Today, the arrangement
remains, but $50,000 is sufficient for three salaries only. As a result, the exten-
sion service staff has been cut by 40 percent since 1997.

54 R&D for traditional agriculture has been limited. One comment was
that there has been no research outcome of any value to farmers since 1994
when intercropping with spices research work was done. A further complaint is
that, even if research is undertaken, the results are never properly disseminated.
Another is that R&D programs reflect the interests and hobbies of researchers,
not the needs of farmers (e.g., the banana germ plasm R&D effort).

55 The combination of poor performance and fiscal constraints is leading
to alternative responses. DoAs are looking to collaborate with donors and NGOs
that want to see achievement-oriented outcomes, not continual institution build-
ing.

56 A number of agencies are using a community-based approach. They
recognize farmers are reluctant to openly share knowledge, and are suspicious of
outsiders and new ideas. But once a new technology has been demonstrated in
the community, with time to absorb the concept and information, and the mes-
sage has been reinforced, farmers do respond. A community approach can work,
with homogenous groups, using a gentle approach and regular follow up to al-
low shyness to be overcome and messages to be absorbed and recognizing that
work in agriculture has lower priority than say funerals. Using multiple avenues
of contact, e.g. radio/tv, interpersonal, workshops, is also important.

57 What FAO has been trying over the past 2-3 years (2001-2003) in the
region is to involve community/village based stakeholders in the decisions on
interventions with capacity building exercises on technical topics such as record
keeping, farm planning, etc based on a better knowledge of marketing related
issues. FAO believes that, for any positive changes to be initiated, target groups
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need better understanding of what the real world (without handouts and subsi-
dies) is about. Then farmers and processors will have a better basis for decision
making.

58 The Natural Resource Conservation Service (NRCS) has been doing
community-based extension work with groups of farmers (20-30) who are or-
ganized by the village chief. Each farmer signs an agreement to participate.
NRCS believes the key is grassroots involvement in initial planning, when needs
are determined by the community for the type of service required. Demonstra-
tion key—farmers must see results before they will adopt new ways. NRCS staff
make regular follow ups, at least twice a month. NRCS believes there many op-
portunities to “tweak” traditional agriculture to improve both yields and profit-
ability. For example, using pig manure as a fertilizer has increased banana bunch
weights from 30 kg to 80kg.

59 The Pohnpei Conservation Society (PCS) started in 1997. Today it has
19 staff and a $350,000 budget funded independently of government. It works
with farmers to encourage agriculture in the lowlands and discourage encroach-
ment into high forest areas. Its extension strategy is based on a belief that knowl-
edge can be effectively shared between villages and between islands, science can
be applied to traditional farming systems, but that it must be underpinned by
dissemination through farmer groups/associations. It sees a current disconnect
between R&D and farmer needs—no interaction, no dissemination, and no feed-
back.

60 The Yap agriculture garden program (Sudal Victory Garden Project) is
jointly funded by the Salvation Army, the Red Cross, UNDP and Yap State
Dept. of Agriculture. It aims to provide relief after typhoon “Sudal.” It assists
men and women to establish a food garden (cucumber, egg plant, beans, etc) of
up to 350 sq. ft., by providing funds for seeds, fertilizer, tools, fencing, etc — up
to about $200 per applicant. The ultimate aim is to form a cooperative from the
successful grantees, with a market outlet based around the local supermarket. It
is a grass roots approach, with none of the grand vision style of the past.

3.2.3 Food insecurity, vulnerability and hardship are big issues

61 Chuuk State, with 50 percent of the population and 12 percent of the
arable soil is considerably more vulnerable to food shortages than other states.
“Chuuk is dangerously over-stretched in demands on natural resources. The
large, bountiful lagoon and out-migration are the saving factors in avoiding a
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food security crisis”*2. Chuuk’s indicators are the worst on nearly every crite-
H 13
rion.

62 Food security in the outer islands is underpinned by swamp (pit) taro
production and (falling) copra sales. (CDA purchased 466t of copra in 2003).
Properly managed, swamp taro could last in the ground for at least 10 years but
traditional techniques for protecting taro pits from sea flooding and salt toxicity
are however being lost and islanders are switching to imported rice. One major
reason for this is a loss of interest by young people who fail to see their rele-
vance. Copra is subsidized (see Section 2.5) but recent cuts have reduced prices
by 23% (from 16.5c¢/Ib to 13c/Ib) to farmers, with further cuts likely. This year
in Kapingamarangi Island in Pohnpei state (pop’n — 474) there was famine be-
cause of shipping delays and salt damage to taro pits.

63 Rice and noodles have become the food staples in FSM; imports in
2002 were worth almost $6.0 million. The shift away from reliance on tradi-
tional crops (including taro, yam, breadfruit and banana) does however bring
exposure to cash shortages, shipping delays, etc. Some regard this as depend-
ency (on foreign food supplies) rather than food insecurity due to intermittent
loss of availability). As one villager commented “our traditional root crops and
banana have become ‘show foods’ at special occasions — afterwards we go home
to eat rice and tinned meat”.

64 The Census 2000 (see Section 1.3.2) showed increasing reliance on
subsistence agriculture — indicating a declining capacity to buy imported food.
The number of women engaged in subsistence agriculture increased threefold. In
Chuuk, Pohnpei and Yap subsistence agriculture was the most important activity
for 24, 26 and 34 percent respectively of the working age population. Eighty
percent of males and 86 percent of females so engaged had either no education
or had failed to complete high school.

65 Environmental degradation continues. There is heavy reliance in most
islands on seafood, especially catches from the fringing reef. However, land
degradation and resulting reef siltation are degrading reefs to the point where
they are dying.

3.2.4 Nutrition habits are resulting in disease and death

66 A 1994 blood survey in Chuuk and Pohnpei showed greater than 50%
of children had low levels of vitamin A, with Chuuk being the worst. In 2000, a
blood survey showed Yap and Kosrae had 38% and 63% of children with low

12 parsonal comment — Bill Raynor, Director, The Nature Conservancy, FSM Office.

3 ADB TA 6047 — REG; National Poverty Reduction Strategies for the PDMCs.
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levels of vitamin A. A recent UNICEF study found that 30-50 percent of youth
in Pohnpei state reported consuming no fruit or vegetables.**

67 Vitamin A deficiency can lead to diabetes, infections, impaired vision,
heart disease, cancer and anaemia. Infant mortality (aged 0-1 year) is around 50
per 1000 in FSM. In a recent dietary survey in Kosrae, not a single mother or
child was meeting vitamin A dietary needs, but many were eating three times
their need for protein.’®

68 Some traditional FSM foods (especially yellow flesh banana, taro and
breadfruit) are high in beta keratin, the source of vitamin A. While a white
Cavendish banana has 30 micrograms of bk per 100 gm, the FSM “karat” ba-
nana has 800 micrograms of bk. One karat banana per day would be more than
sufficient to provide for a child’s vitamin A needs.® Conversely, rice contains
no bk. Rice simply has to be supplemented by healthier and more nutritious tra-
ditional local foods.

69 While this need is being actively promoted by a local NGO - the Island
Foods Community of Pohnpei - there is an equal in other states. While the De-
partment of Health has a nutrition officer, this person is frequently required to
help in curative medicine. An agro-nutrition approach is needed whereby diet
improvement and improved recognition of and performance in traditional farm-
ing are promoted in an integrated manner.

3.2.5 Education resources are skewed away from rural populations

1% “The State of Health Behavior and Lifestyle of Pacific Youth: Pohnpei State, Feder-
ated States of Micronesia.” UNICEF Pacific office.

!5 Corsi Allison. An Exploratory Study of Food and Nutritional Beliefs and Practices in
Pohnpei, Federated States of Micronesia; University of Colorado; A thesis submit-
ted to the Department of International Health, Rollins School of Public Health,
Emory University. August, 2004;

16 Englberger L. A Community and Laboratory-based Assessment of Natural Food
Sources of Vitamin A in the Federated States of Micronesia. The University of
Queensland, Doctorate Dissertation. April 15, 2003.
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Table 13: CDA copra purchases

Total subsidy ($)  Copra prod’'n (t)  Subsidy/lb (c)  Farmer price (c)

2002 200,000 754 13.2 13
2003 150,000 466 16.1 13
2004 100,000 6001 8.3 10
2005 75,000 5002 7.5 10

Note (1) — CDA estimate; (2) Mission estimate

70 As discussed earlier, eighty percent of the males and 86 percent of the
females engaged in subsistence agriculture have either no education, or have
failed to complete high school. This stark reality highlights the dualistic nature
of FSM society — the educated participate in the cash economy while those
without education are increasingly marginalized to subsistence agriculture. The
closure in 2002 of the vocational agriculture course at PATS was a serious blow
for young people wanting to learn about agriculture. The reason given is that
young people are not interested, but given their general level of literacy and nu-
meracy, it seems probable that many simply lack the confidence or ability to
proceed further in education.

3.2.6 The coconut crop has potential

71 The important reality is that coconut provides only cash crop option for
the 19,071 people living in the outer islands. The crop has been heavily subsi-
dized by Government (see Section 2.1.2).

72 Subsidies are paid in two forms; thus, CDA made a profit on subsidy
payments of $28,000 in 2003, but will incur a loss of about $20,000 in 2004 and
a projected loss of about $25,000 in 2005.

73 Surplus operating funds are applied to:

e 2004: 600t shipping at $205/t = $123,000. Further subsidy required is
about $53,000.

Table 14: Indicative CDA operating budgetl

Financial Total Net Rev. (oil Total Wages and Operating
Year Budget ($) etc sales) overheads funds

2004 115,000 40,000 155,000 $85,000 $70,000

2005 109,000 40,0002 149,000 $85,000 $64,000

Note (1) Net of subsidy and copra purchase; (2) Mission estimate
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e 2005: 500t shipping at $215 = $107,500. Further subsidy required is
about $43,500.

74 Thus, in 2004, CDA will incur a copra purchase loss of about $20,000,
plus a shipping loss of about $53,000 — total $73,000. In 2005, the projected loss
is $25,000 for purchase and $43,500 for shipping — total $68,500.

75 The coconut tree stock is the African Talls variety, which has an opti-
mal 70 years productive lifespan, after which production continues but at a
slowly declining rate. While the FSM tree stock is ageing, it is still productive
and younger than trees in other parts of the region e.g. Tonga or Samoa.

76 The prospects lie in the extraction of oil in each outer island. This will
allow reduced freights, reduced losses and retention of by-products.

77 The 2004 copra crop of 600 tons is equivalent to around 1,200 tons of
fresh nuts. With an oil extraction rate of 40 fresh nuts per gallon, and with 3000
fresh nuts per ton, the oil extraction rate per ton of fresh nuts is approximately
75 gallons. On this basis, 1,200 tons of fresh nuts would produce 90,000 gallons
of oil. However, because losses caused by shrinkage and insect damage are
avoided, oil production could be reasonably expected to be 100,000 gallons. The
oil extracted from fresh nuts is the premium, virgin grade.

78 Coconut oil prices are currently around $550 fob per ton ($2.10 per
gallon), equating to $210,000 of oil exports. This compares well to copra export
revenue after subsidies ($350 per ton fob less $88 of subsidy) in 2004 of
$157,000. This should allow farm gate payments to farmers to increase signifi-
cantly and subsidy payments to be eliminated. Clearly in recent years, govern-
ment policy has not been for the benefit of growers.

79 There are still further opportunities for value adding to the coconut crop
by processing the oil into high-end products as has been successfully achieved
elsewhere in the Pacific.

80 The EU New and Renewable Energy Resources Project may offer an-
other alternative by developing coconut oil as a replacement fuel in Outer Is-
lands.

Table 15: World Prices of Copra and Coconut Oil (US$ per ton).

2002 2003 2004
Coconut Ol 383 425 603
Copra 242 273 409

Source: World Bank Commodity Prices — October 2004.
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3.2.7 Marketing strategies — think small, think niche

81 Previous approaches to development of the sector have identified mar-
ket opportunities and made the (incorrect) assumption that farmers would move
their production systems to capture these opportunities. This is not correct for
the majority of FSM farmers. The vital thing to understand about market oppor-
tunities is that they are opportunities—they come and go. Like any window, they
open and they close. Recognizing this reality is vital to success. The cumber-
some processes of governments are typically too slow for niche marketing. The
saga of the Pohnpei pepper industry is a classic example. A private sector opera-
tor developed a profitable market that government encouraged other growers to
supply as well. The subsequent collapse of that industry profited no-one. Only
now, several years later, is the market being recovered as a small niche market.

82 FSM agriculture will never develop on a foundation of large mono-
culture crops. The capacity to supply is too limited and the most farmers will not
change their farming system. Exposure to one or two crops is risky. For exam-
ple, the demise of banana exports to Guam resulted from the difficulty of getting
access to airfreight space as fish will always have priority for cargo space. But
FSM agriculture can develop by accessing several small, diverse niche markets
for different crops, recognizing that these markets will close off from time to
time, but that others will become available. An example is the production of
processed noni by an entrepreneur in Kosrae.

83 In this kind of flexible changing marketing environment, government’s
role is to provide an enabling environment, including a consistent and appropri-
ate policy framework, secure land tenure, and the provision of public infrastruc-
ture, R&D and effective quarantine and protection services. The private sector’s
role is to find and fill markets with quality product, on a consistent basis and in a
way which treats farmer suppliers equitably. One important aspect of this is pro-
viding farmers with up-to-date market information, including prices, marketing
costs and customer feedback. Successful exporters are often the best source of
market information but this is rarely acknowledged. The farmer’s role is to pro-
vide product that meets the quality and quantity requirements of the market on a
regular basis. This should not happen in isolation. There has to be regular dia-
logue between government and the private sector (i.e. exporters in this case),
between government and farmers, and between the private sector (exporters and
input suppliers) and farmers. Such dialogue does not occur in FSM at this time.

84 A number of niche markets do exist and are being filled to some de-
gree. FSM can project an image that is clean and green, with an environment in
which food can be produced without concern about contamination. Local prod-
ucts can be labeled as being produced by small, poor farmers in FSM, perhaps
organically. Such strategies can return a premium price in some markets. Niche
markets can be for import substitution too. A community of farmers could agree
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to produce to replace a share of the market for some imported fruit and vegeta-
bles. Discussions with one importer indicated that out of a range of 18 varieties
of vegetables and 15 varieties of fruits that were imported, 8 vegetables and 7
fruit varieties could be produced locally (see Table 3). There are opportunities
for value adding to local crops, either for local or export marketing. The Island
Food Society of Pohnpei recently funded an international expert in food process-
ing to run training in Pohnpei. There was considerable interest from local people
interested in small scale operations. Niche markets exist for local crops as well
as introduced crops — they may be different markets but that is the strength of
such a strategy. One market closes off, another one continues, another opens.

85 Imports of vegetables and fruits which can be grown locally in FSM
amounted to $1.4 million in 2002. It seems reasonable to assume that techni-
cally, at least half of this amount could be replaced with local production in the
medium term. In addition, imports of rice and noodles amounted to $5.9 million
in 2002. It seems reasonable to assume that at least 10 percent of this amount
could be replaced with locally produced root and tree crops in the medium term.

3.2.8 Thereis no data on the agriculture sector

86 An important function of government is establishment of an enabling
policy environment. To develop effective policy that reflects the priorities of all
stakeholders, policy makers need good information on crop varieties, areas, con-
sumption, prices, diseases, yields, profitability, etc. Likewise, for livestock, they
need data on species, numbers, prices, diseases, etc. There is a complete absence
of such data in FSM. The only reliable data comes from the quarantine service,
but because of staff constraints, their data is not up to date.

87 Extension staff would benefit enormously from a simple farm monitor-
ing program where they worked with village leaders to gather area and yield
data and identified a few randomly selected farmers to monitor in depth on a
regular basis. In this way, the data could be constantly updated, both horizon-
tally (general data) and vertical data (in depth data from individual farmers).

3.2.9 Land tenure

88 “Land tenure arrangements vary in each state, and depend on the type
and prevalence of traditional and customary authority, and the degree of change
to modern systems of land registration and ownership. Systems that are in the
process of transition are least clear. Land is perceived as scarce and has high
value (but there is no transaction price data that would at least provide some
indication of land values) but standards for land value appraisal systems are not
clear. Where survey and ownership records and values are disputed, and pro-
gress with new surveys and registration is slow, the access and security of own-
ership to land is a constraint to production and investment. Where customary
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agreements or modern systems provide fair and undisputed access, value and
ownership, the constraint is diminished”.” This is an accurate assessment of this
issue today in relation to agriculture.

3.2.10 Migration

89 Continuing out migration is likely. The rate of that migration is the im-
portant issue in agriculture. If there is a high rate of migration amongst young
people, the demographic reality is that initially the population will remain
roughly constant, and then begin to decline. FSM could learn from the experi-
ences in parts of Polynesia in the South Pacific. If the population falls at some
point in the future, the largest outflow is likely to be from among the rural poor.

3.2.11 There are other issues

90 There are other issues that affect both traditional and commercial agri-
culture. Many of them were raised in ADB TA 2484 — Agriculture Market Study
which was undertaken for the National Agriculture Policy Conference in 1998
and are as relevant today as they were then. See Annex 1 for selected coverage.

3.3 Strategic Goals, Policies & Outcomes

91 In April 2004 the DEA prepared a draft policy matrix for the develop-
ment of agriculture in FSM. This section reviews that matrix. The revised sector
goals and policies are designed to support agriculture sector development strate-
gies that:

e  Ensure that within an agreed framework, investment in the sector is
consistent, equitable and relevant

e Encourage broad dialogue between all stakeholders, including national
and state governments, private sector businesses, civil society service
providers and farmer groups.

o Focuses attention on the realities of the agriculture sector — it is largely
based on traditional agriculture

e Brings rural communities into the decision making process, encourag-
ing greater self reliance, responsibility and local level initiative for the
development of agriculture

e Recognizes that significant commercial production can come from
within traditional agriculture

e Understands the market opportunities in import substitution, local sales
and regional exports

" Quote from ADB TA — 2484. Agriculture Market Study.
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o Allows the private sector to devise appropriate, realistic strategies for
each market segment

e Ensures the private sector are fully responsible for supplies of farm in-
puts

e  Encourages the provision of sustainable financing for commercial farm-
ing

o Develop extension support services that respond to the different needs
of traditional and commercial farmers

e Ensures future R&D efforts relate directly to the expressed needs of tra-
ditional and commercial farmers

e  Encourages civil society to participate in delivery of extension services
on a contractual basis

e  Ensures environmentally sustainable production

3.3.1 Mission Statement: The agriculture sector, including forestry, shall
provide: (i) food security, cash incomes and healthy livelihoods; and
(ii) opportunities for domestic and export markets, while promoting
environmentally sustainable production within a stable and consistent
policy framework.

92 The Draft Strategic Goals and Policies for the agriculture sector are:

3.3.2 Strategic Goal 1:A well resourced and properly focused agriculture
sector consistently operating within a stable policy framework

a Rationale for change:

93 This is an entirely new Strategic Goal. It has been added to address the
need to provide consistent vision and adequate productive investment that bene-
fits farmers and their families. Higher priority should be given to agricultural
funding with a particular focus on the needs of traditional farmers. Education
and health receive adequate funding but once again more attention could be paid
to helping traditional farmers and their families. The Compact 2 funding sched-
ule will result in reduced Government budget resources. Greater efficiency and
productivity from Government expenditures will have to be achieved

b Supporting Policies:

e Adherence to an agreed policy framework based on solid information
e Allocation of an equitable Government budget share to agriculture

e Equitable allocation of Government budget for agriculture between
staff salary related costs and operating expenses

o Delivery of effective education to rural population
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e Raising the image of agriculture as a worthy and satisfying career
choice

94 The agriculture sector has lacked a consistent and agreed vision. Policy
advice has tended to favor commercial, market oriented approaches (both export
and import substitution at various times). Policy advice has paid too little atten-
tion to traditional agriculture and the fact that different States have different
needs, constraints and opportunities. Future agriculture policy must reflect the
expressed needs of those who rely on the sector for food, livelihood and em-
ployment. Future investments must benefit them as well - directly. The expecta-
tion that single solutions for agriculture based on large Government expenditure
has been the norm. But most such investments have failed and have tended to
either ignore or overwhelm small, traditional farmers.

95 An important function of Government is establishment of an enabling
policy environment. To develop an effective policy that reflects the needs and
priorities of all stakeholders, policy makers need good information on crop va-
rieties, areas, consumption, prices, diseases, yields, profitability etc. Likewise,
for livestock, they need data on species, numbers, prices, diseases, etc. There is a
complete absence of such agriculture data in FSM. The only reliable data comes
from the quarantine service, but due to staff constraints, their data is not up to
date. Establishment of a farm monitoring system run by extension staff, and ade-
quate resourcing of the Quarantine service to record export data would address
this issue.

3.3.3 Strategic Goal 2:To Increase production of traditional farming sys-
tems for home nutritional and traditional needs and cash incomes.

a Rationale for change:

96 This Strategic Goal and Supporting Policies are a revision of the Stra-
tegic Goal #1 in the matrix presented to the 3rd Economic Summit in April
2004. It has been modified to incorporate parts of Strategic Goals 3 and 4 from
the earlier version as well. The reason for this is: (i) to focus this strategic goal
specifically on the farm family; (ii) the need to differentiate services, especially
extension services between traditional and commercial agriculture; (iii) the need
to highlight the need to offer support services at community level where exten-
sion will be effective and to employ agencies best equipped to deliver such ser-
vices — not necessarily from inside Government; and (iv) to ensure closely re-
lated aspects of traditional agriculture such as quarantine and nutritional health
are seen as part of the same goal. The specific issues associated with availability
of arable land per capita in Chuuk state, the high levels of food imports and un-
der-resourcing of quarantine services are addressed.
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b Supporting Policies:

e Improved outputs and profitability from traditional farming systems

o Development of a flexible extension service specifically designed to de-
liver quality services to traditional farmers

e Elimination of Vitamin A deficiency among the FSM population

e Develop more focused, HH food security strategy for agriculture in
Chuuk

e Replacement of some imported foods with local product
e Adequate investment in border protection and agricultural quarantine

97 Traditional farm families are increasingly in need of cash to purchase
food, pay for utilities, transport etc. With too few formal jobs available, agricul-
ture is the only alternative income source. For others, out-migration to the USA
is the preferred alternative. There are opportunities to work with village commu-
nities, to introduce simple but improved technologies, business understanding
and market awareness. But small traditional subsistence and near subsistence
farmers are a difficult extension target, requiring very different strategies from
commercial farmers. Changes to extension delivery have been attempted in the
past but with little or no reference to the farming community and with fiscal ob-
jectives, not a service quality outcome objective. Research and development
(R&D) for traditional agriculture has been very limited, with programs not re-
flecting the needs of farmers and results not properly disseminated.

98 A combination of poor performance and fiscal constraints accentuates
the need for development of alternative responses to servicing farmer needs.
Some DoAs are looking to collaborate with donors and civil society organiza-
tions (NGOs), but donors and NGOs are frustrated with Government programs.
To them the important thing is the need to achieve focused outcomes, not con-
tinual institution building.

99 A number of agencies are using a community based approach. They
understand that traditional farmers can be reluctant to openly share knowledge
and be suspicious of outsiders and new ideas. But, once a new technology has
been demonstrated in the community, with time to absorb the concept and in-
formation, and the message has been reinforced, farmers do respond. The secret
is a community approach, with regular follow up and recognizing the hitherto
lower priority of agriculture. For example what FAO has been trying in the Pa-
cific over the past 2 to 3 years is to combine the involvement of commu-
nity/village based stakeholders in the decision on the interventions with capacity
building exercises related to technical topics such as record keeping, farm plan-
ning based on a better knowledge of marketing related issues, etc. The Natural
Resource Conservation Service (NRCS) have been doing community based ex-
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tension by working with groups of farmers (20-30) who are organized by the
village chief. The key is grassroots involvement in the initial planning, where the
needs are determined by the community, from which the type of service required
can be determined. NRCS believes there many opportunities to “tweak” tradi-
tional agriculture to improve both yields and profitability. There are a number
of other civil society groups in FSM successfully using the same approach. Two
examples are:

e The Pohnpei Conservation Society (PCS) started in 1997. Today it has
19 staff and a $350,000 budget funded independently of government.
They work with farmers to encourage agriculture in the lowlands and to
discourage encroachment into the high forest areas;

e The Yap agriculture garden program (Sudal Victory Garden Project) is
joint-funded by Salvation Army, Red Cross UNDP and Yap State Dept.
of Agriculture. It assists with establishing food gardens by providing
funds for seeds, fertilizer, tools, fencing, etc. The ultimate aim is to
form a cooperative from the successful grantees, with a market outlet
based around a local supermarket.

100 Chuuk State, with 50% of the FSM population and 12% of the arable
soils is considerably more vulnerable to issues of food insecurity than other
states. In the outer islands, food security is under-pinned by swamp (pit) taro
production and cash sales from copra production. Traditional means of protect-
ing taro pits from sea flooding and salt toxicity are failing due to increasing reli-
ance on imported rice. Copra has been subsidized but recent subsidy cuts have
reduced prices by 23% to farmers, with further cuts likely.

101 Rice and noodles have become the main food staple with imports worth
almost $6.0 million in 2002. Because these foods require cash to purchase them,
the food security of many households is exposed to loss of cash income and
shipping delays, etc. Public service layoffs are forcing some workers to fall
back on the safety net of subsistence agriculture. Census 2000 data demonstrates
this - the number of women engaged in subsistence agriculture increased three-
fold; in three of the States (Chuuk, Pohnpei and Yap), subsistence agriculture
was the most important activity for 24 percent, 26 percent and 34 percent respec-
tively of the working age population; 80 percent of the males and 86 percent of
the females engaged in subsistence agriculture had either no education, or had
failed to complete high school.

102 A very high proportion of the population has been shown to be defi-
cient in Vitamin A. There is a direct link between this and the heavy reliance on
imported rice as the food staple of choice. Conversely, Some traditional FSM
foods (especially yellow flesh banana, taro and breadfruit) have been analyzed
and shown to be very high in beta keratin (bk) (the source of Vit. A). Vitamin A
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deficiency increases susceptibility of the population, especially children, to
many other diseases (including diabetes, infections, impaired vision, heart dis-
ease, cancer and anaemia. While there is no doubt that rice is always going to
play a major role in the diets of the FSM population, it must be supplemented by
healthier and more nutritious traditional local foods.

103 This issue is being actively promoted on Pohnpei by a local NGO but
there is an equal need to address the issue in other States. There is a need to pro-
mote an “agro-nutrition approach” whereby diet improvement and improved
recognition and performance in traditional farming techniques are promoted in
an integrated manner.

3.3.4 Strategic Goal 3:Increased volumes of saleable surpluses to be
marketed by the private sector into local and regional markets.

a Rationale for change:

104 This Strategic Goal and Supporting Policies are a revision of the Stra-
tegic Goal #2 in the matrix presented to the 3rd Economic Summit in April
2004. The reason for this are: (i) while the role of the private sector must be
recognized, there is an issue of recognizing and building dialogue between all
stakeholders and their roles; (ii) small incremental gains from niche markets will
build confidence among all stakeholders, especially farmers where improved
status and recognition are important needs; (iii) some products have potential for
value adding — especially relevant to the coconut crop.

b Supporting Policies:

e Establishment of regular dialogue between stakeholders (Government,
private sector and growers)

¢ Recognition of the separate roles of stakeholders.

e Encouragement of niche commercial crops for import substitution and
export

e Manage the coconut industry for the benefit of both producers and
processors

e Differentiate extension services between commercial farmers and tradi-
tional farmers

e Develop small-scale agriculture/food production units and industries

105 Previous approaches to development of the sector have identified mar-
ket opportunities and made the (incorrect) assumption that farmers would move
their production systems to capture these opportunities. This is not correct for
the majority of FSM farmers. But there are niche windows of opportunity for
agricultural products from FSM. Such markets may be small and diverse, but the
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thing to understand is that they come and go - like any window, they open and
they close and for agricultural products, this can be a rapid process. Recognizing
this reality is a vital part of any investment strategy for a productive sector. Be-
ing able to capture these opportunities while they are there is the strength of the
private sector. The cumbersome and bureaucratic processes of Governments are
typically too slow for niche marketing. Niche markets exist for local crops as
well as introduced crops — they may be different markets but that is the strength
of such a strategy. One market closes off, another one continues, another opens.

106 Policy makers must recognize that agriculture will never develop with
large mono-culture crop systems. The capacity to supply is too limited and the
majority of farmers will not change their farming system. Exposure to one or
two crops is a risky business but Agriculture can develop by accessing several
small, diverse niche markets, recognizing these markets will close from time to
time, but that others will become available.

107 In this kind of flexible changing marketing environment, each stake-
holder should recognize its particular role. Government’s role is to provide an
enabling environment, including a consistent and appropriate policy framework,
secure land tenure, provision of relevant public infrastructure, relevant research
and development and effective quarantine and protection services. The farmers’
role is to provide product that meets the quality and quantity requirements of the
market on a regular basis. The private sector role is to find and fill markets with
quality product, on a consistent basis and in a way which treats farmer suppliers
equitably. One important aspect of this is providing farmers with up to date mar-
ket information, including prices, marketing costs and customer feedback. Eve-
rything else in the marketing chain should be the role of the private sector. Pa-
cific Governments have tended to ignore this, claiming their economy is too
small for an effective private sector. The reality is that successful exporters are
the best source of market information but this is rarely acknowledged. These
roles should not be played out in isolation. There needs to be regular dialogue
between Government and the private sector (involved marketing and input sup-
ply), between Government and farmers and between private sector and farmers.

108 There are a number of niche markets that already exist, and are being
filled to some degree. There are opportunities to leverage the FSM image of a
clean and green environment where food can be produced without concerns
about contamination. Local products can be labeled as being produced by small,
poor farmers in FSM, perhaps organically. Such a strategy would return a pre-
mium price in some markets. Niche markets can be for import substitution too.
A community of farmers could agree to produce to replace a share of the market
for some imported fruit and vegetables.
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109 Agriculture must be adaptable to the demands that socio-cultural activi-
ties place on farmers and their families. The major constraints to commercial
agriculture are not mainly technical, economic, freight and lack of markets.

110 The success and growth of commercial crops produced by traditional
agriculture cannot be over-looked. Betel nut and kava are major contributors to
FSM agriculture exports.

111 The Coconut crop is the only cash crop option for the 19,071 people
living in the outer islands. The crop continues to be subsidized by Government,
but to a lesser degree. The government marketing agency (CDA) will incur
losses of about $73,000 in 2004 and is projected to lose about $68,500 in 2005.
These losses would be very much higher if the copra price had not increased by
70% in the last 2-3 years. The prospects for the future lie in the extraction of oil
from fresh nuts. Current production would produce about 100,000 gallons - the
oil extracted from fresh nuts is the premium, virgin grade.

112 Revenue would equate to about $210,000, compared to 2004 copra
export revenue of $157,000 — 33 percent higher. Farm gate payments could in-
crease and Government could cease subsidy payments. Clearly in recent years,
Government policy for the coconut crop has not been for the benefit of the
growers.

113 There are still further opportunities for value adding to the coconut crop
by processing the oil into high end products as has been successfully achieved
elsewhere in the Pacific.

3.3.5 Strategic Goal 4: Promote environmentally sound and sustainable
production.

a Supporting Policies:

e Establish effective mechanisms to control invasive species
e Discourage slash and burn farming/deforestation

114 FSMs limited land resources and fragile eco-systems cannot be left to
casual methods for addressing environmental protection, given the rapid deterio-
ration that can result from inappropriate production practices. The causes and
effects of environmental decline are often not immediately obvious or under-
stood by resource users. For those striving to make a living the issue may not be
a priority. As proven in a number of programs, a community-based approach
focusing on resource users through education and support services can yield
results. The policy is aimed at a pro-active and integrated approach to addressing
environmental sustainability.
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115 Environmental degradation continues to impact on food security. There
is heavy reliance in most islands in FSM on seafood, especially subsistence
catches from the fringing reef. However, land degradation and resulting reef
siltation are heavily degrading reefs to the point where they are dying.
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3.4 Policies & Outcome Performance Measures

Strat. Goal & Outcome performance Discussion
Outcomes measure

1.1 Adherence to an agreed policy framework based on solid information

1.1 (i) Agriculture sector policy The private sector is very cyni-
reflects the views and priority  cal about Government’s role in
needs of all major stake- the sector and farmers have
holders by Dec. 2006. little participation or service

support.

1.1 (ii) Public investments in agri- A unified, multi-stakeholder

culture sector are agreed by  sector planning approach is
private sector and farmers in  the absolute pre-requisite to

relevant States before ex- any subsequent performance.
penditure is approved

1.1 (iii) Less waste of scarce public Wastage should be minimized.
resources

1.2 Allocation of an equitable Government budget share to agriculture

1.2 (i) Budget share allocated to The current share is 1.8% - not
agriculture increases to 3% a true reflection of the role of
of total by 2009 agriculture in FSM society or

economy.

1.3 Equitable allocation of Government budget for agriculture between staff salary
related costs and operating expenses

1.3 (i) 75% of agriculture extension  Expenditure should focus on
services are undertaken by quality outcomes for farmers..
civil society and community
groups on contract basis by

2007.

1.4 Delivery of effective education to rural population

1.4 (i) Better educated rural popu- Currently, traditional farmers
lation, equipped to improve are disadvantaged by their
traditional systems to meet limited education. Understand-
fiscal demands of Compact ing technical and financial
2, attain at least 50% high opportunities requires basic
school completion rates by levels of education.
2015

1.5 Raising the image of agriculture as a worthy and satisfying career choice

1.5 (i) Rates of youth migration are  Agriculture needs a better
contained at 2004 levels image. If it were presented to

young people within a dynamic
policy framework with a clear
vision and profitable opportuni-
ties, more would see it as a
career with dignity.
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Strat. Goal &
Outcomes

Outcome performance
measure

Discussion

1.6 Affordable farm monitoring system established

1.6 ()

Quality agricultural data
available on real time basis
to all stakeholders including
non-government

Policy makers and business
people are working a relative
vacuum as there is so little
data available.

1.7 Invest in border protection and agricultural quarantine

1.7 ()

1.7 (ii)

Subsistence families and
traditional farmers ade-
quately protected from intro-
duced weeds, pests and
diseases

Export market access is
enhanced by adequate certi-
fication on country by coun-
try basis.

Limited investment in quaran-
tine places those who rely on
natural resources for a living a
great risk of loss of livelihood.

Market access for agriculture
products today is built on certi-
fication of being free of dis-
ease, pests and contamina-
tion. Failure to properly certify
can quickly close a market for
farmers.

Development of a flexible, affordable extension service specifically designed to
deliver quality services to traditional farmers

2.1 (i)

2.1 (ii)

75% of agriculture extension
services are undertaken by
civil society and community
groups on contract basis by
2007.

A livelihoods approach to
traditional agriculture with
community ownership results
in a 10% increase in produc-
tion and the consumption of
local foods and 10% in-
crease in quantity of local
produce sold in local mar-
kets by 2009.

By moving to contracts, Gov-
ernment will have more control
over performance and meas-
urement of it. Contractors will
have a direct incentive to per-
form or they lose their contract.

By providing well-targeted and
quality services to farmers,
there is a real opportunity to
capture immediate and sus-
tainable output gains.

2.2 Elimination of Vitamin A deficiency among the FSM population

2.2 ()

2.2 (ii)

Vitamin A deficiency levels
less than 10% by 2009

50% reduction in infant mor-
tality by 2010

Correction of this problem is
simple and low cost. A well-

directed campaign to include
local nutritious foods in diets
would address this.

FSM infant mortality rates
could be halved with proper
infant nutrition.
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Strat. Goal & QOutcome performance Discussion
Outcomes measure
2.2 (iii) Reported morbidity rates As well as death, Vit A defi-

among all age groups re-
duced by 50% by 2010

ciency contributes to a number
of non-fatal illnesses that
weaken the population. Sus-
ceptibility to many of these
diseases will be lowered with
good diet.

2.3 Develop of more focused, HH food security strategy for agriculture in Chuuk

2.3 (i) Agriculture program in
Chuuk better reflects the
pressing food security issues

there.

2.3 (i) Food insecurity reduces by

30% by 2009

2.3 (iii) Cooked foods exports in-
crease by 30% by 2009

A review of the extension
strategy for Chuuk is the first
step to solving the issues of
land shortage and over-
crowding.

The specific food security ori-
entation of the Chuuk exten-

sion program will reduce reli-
ance on imports by providing
more local food.

Exports of cooked processed
foods from Chuuk are an op-
portunity that the revised ex-
tension package will build on.

2.4 Replace some imported foods with local product

diture on imported foods by

2.4 (i) 10% reduction in HH expen-
2010 in FSM
2.4 (ii) Tourism and visitor industry

using local foods in 20% of
meals presented by 2010.

The traditional farming system
has considerable potential for
increased output. Home tech-
nology courses in food presen-
tation will allow diets to be
varied and made more inter-
esting and more convenient,
hence encouraging a switch
back to local foods.

The projected growth in tour-
ism is an opportunity to pre-
sent local foods to visitors,
hence maximizing economic
gains from tourism. A program
to encourage chefs to use
local food and entice visitors to
eat it will be introduced.

3.1 Establishment of regular dialogue between stakeholders (Government, private

sector and growers)

3.1() Collaborative approach to
domestic and export market-

As discussed under Policy 1.1
above, if farmers are to gain
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Strat. Goal & QOutcome performance Discussion
Outcomes measure

ing by 2007 results in greater  from investments in the sector,

market volumes and higher marketing must also be a col-

prices laborative effort with each
stakeholder focusing their own
particular responsibilities and
roles.

3.1 (ii) Higher cash returns for By working together in finding,
commercial farmers and accessing and filling markets,
exporters the stakeholders will achieve

greater volumes and prices
which will benefit growers.

3.1 (iii) More efficient provision of Farmers are constrained by

key inputs including farm
supplies and freight services
by 2007

erratic input supplies. Inputs
should be the domain of the
private sector. Groups of
farmers can buy together and
obtain better prices by bulk
buying.

3.2 Recognition of the separate roles of stakeholders.

3.2 ()

3.2 (ii)

More efficient marketing on
behalf of growers results in
greater market volumes and
higher prices

Higher cash returns for
commercial farmers and
exporters

See 3.1 (i) above.

See 3.1 (i) above.

3.3 Encouragement of niche commercial crops for import substitution and export

3.3()

3.3 (ii)

3.3 (iii).

3.3 (iv)

Export receipts for agricul-
ture increase by 2% annually
compound from 2009

Import value of fruit and
vegetable able to be grown
in FSM increasing by 2%
annually by 2009.

Higher cash returns for
commercial farmers and
exporters

50% increase in rate of new

Many small profitable domestic
and export markets exist. They
need to be recognized as
such. This requires greater
skill by farmers and extension
staff in meeting these opportu-
nities quickly. In turn, this re-
guires communication and
regular dialogue.

See 3.3 (i) above.

See 3.1 (ii) above.

The slow land registration rate
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Strat. Goal &
Outcomes

Outcome performance
measure

Discussion

land titles registered

obstructs greater commercial
agriculture development. The
contracting out of the survey-
ing work may improve this.
Right now land titles are not a
major issue, but they will be-
come one as the sector begins
to develop. The issue must be
addressed.

3.4 Manage the coconut industry for the benefit of both producers and processors

3.4 (i)

3.4 (ii)

3.4 (iii)

3.4 (iv)

Future structure of coconut
oil industry is established
within private sector frame-
work that offers social pro-
tection to outer islands by
2006

20% higher cash returns for
outer island farmers by 2007

At lest 3 new employment
opportunities in each outer
island by 2006

Nil direct subsidy payments
to coconut producers by
2006

Recognition of the role of the
coconut crop in the lives of
outer island communities is
important as this industry is re-
structured. Equally important is
the need to move to a private
sector ownership structure.
Defining the best way of
achieving both these goals will
be an important outcome and
challenge. There are some
options available and investi-
gation of the best choice is an
urgent task.

Coconut oil prices are 33%
higher than copra prices. By
extracting oil from fresh nuts
on the outer islands, extraction
will be higher, losses lower
and the product more valu-
able. The challenge is to de-
sign a business model that
benefits all industry stake-
holders.

Oil extraction in the outer is-
lands will provide jobs.

The opportunity to place the
industry on a feasible finan-
cially sustainable footing ex-
ists. Prices for oil are at a high
level but equally so are copra
prices. Subsidies would need
to be much higher if copra
prices were lower.
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Strat. Goal & QOutcome performance Discussion
Outcomes measure
3.4 (v) 20% reduction in out migra- By underpinning the financial

tion rates from outer islands
to main islands or USA by

returns to outer island farmers,
two advantages will accrue.
The cash incomes will rise and
the environment will be less
pressured as less demands
are placed on marine re-
sources. This will encourage
many to stay.

Additional value of virgin qual-
ity coconut oils over copra.

By developing a smaller sepa-
rate fully commercially ori-
ented extension arm, commer-
cial farmers will be provided
with quality technical, business
and market help. This will
quickly lead to better perform-
ance and entice other farmers
into commercial farming.

2010.
3.4 (vi) Coconut crop export receipts
up by 10%
3.5 Differentiate extension services between commercial farmers and traditional
farmers
3.5() Value of commercial agricul-
ture activity grows by 5% per
year from 2007
3.5(ii) Number of commercially

focused agriculture enter-
prises increases by 25% per
year on 2004 baseline.

See 3.5 (i) above.

3.6 Develop small-scale agriculture/food production units and industries

3.6 (i) Value of agriculture exports
increases 2% per year from
2006

3.6 (ii) 5 new jobs created per year
from 2006

3.6 (iii) Food imports reduced by 3%

Some products are suitable for
further processing and value
adding. Coconut oil can be
made into perfumes and at-
tractively packaged for tour-
ism; food can be cooked and
packaged; by-products can be
fed to livestock. There are
opportunities which could be
captured in a sector environ-
ment where stakeholders col-
laborate to produce competi-
tive products.

Difficult to measure how many,
but small scale domestic proc-
essing offers opportunities for
women.

Fresh, quality products at
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Strat. Goal & QOutcome performance Discussion
Outcomes measure
per year from 2006 competitive prices will easily

compete with imports.
Establish effective mechanisms to control invasive species

4.1 (i) Increase in returns to or- Organics offers real opportu-
ganic farmers by 10% nity as a profitable niche mar-
ket. Protecting the environ-
ment is a pre-requisite the
achieving this.
4.2 Discourage slash and burn farming/deforestation

4.2 (i) Maintenance of remaining Greater involvement of com-
forest cover at 2004 levels. munities in having responsibil-
ity for this outcome will be
important.
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3.5 Assessment of risks and weaknesses

# Risk Suggested response
Strategic Goal # 1:
A well resourced and properly focused agriculture sector consistently operat-
ing within a stable policy framework

1. High growth projections Recognize and accept sensible, realistic poten-
for FSM economy prove tial of the FSM economy and plan accordingly
to be unrealistic.. with expectations of incremental gains.

2. Failure to adopt an all See Output 1.1.1 and Output 1.1.2 in Agriculture
embracing policy frame- Policy Matrix.
work, money continues
to be wasted, farmers
continue to suffer.

3. Political interference in Minimize political interference in sector man-
sector management agement.

4. Failure to re-structure Extension services are contracted out to ensure
agriculture services to salary costs are managed and that flexibility in
release funds for more staff recruitment is achieved.
productive uses in agri-
culture.

5. Agriculture continues to Government takes the lead in raising the profile
be a career of last resort  of agriculture, ensuring functional quality sup-
for young people, with port services are available and that the profit-
out-migration the only able opportunities offered in agriculture are un-
real option. derstood and taken up.

Strategic Goal # 2:
Increase production from within traditional farming systems for home nutri-
tional and traditional needs and cash incomes

6. Continued attitude that Senior political and public service leaders’ em-
traditional farmers are phasize the risks of continuing this compla-
not relevant in economic  cency.
and political terms
Failure to re-structure Where appropriate, extension services could be
extension services to contracted out to civil society groups (e.g. mod-
offer more effective eled on existing successes in conservation) with
community based sup- specific conditions that services are to be com-
port to traditional farm- munity based and traditional agriculture fo-
ers. cused.

7. Inadequate funding for Ensure quarantine services get adequate re-
guarantine services re- sources.
sults in farmers’ liveli-
hoods being damaged
by introduced species
and market failures.

8. Strategic Goal # 3:
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# Risk Suggested response
Increased volumes of saleable surpluses to be marketed by the private sec-
tor into local and regional markets.

9. Failure of agriculture Govt and private sector leaders meet to formu-
market stakeholders to late a marketing approach based on agreed
collaborate in clearly roles; regular dialogue; and mutual trust. Regu-
defined roles lar meetings between stakeholders with trans-

parent reporting of discussion are required. But
unfair competition from subsidized Government
production e.g. vegetables from the Chinese
funded demonstration farm, will deter invest-
ment.

10. Mistrust of private sector ~ Government and private sector agree to jointly
impacts in clear decision ~ fund and manage preparation of a business
making for sustainable plan and feasibility study for the coconut indus-
future of coconut indus- try with wide consultation with all stakeholders,
try and livelihoods of including Ols. Careful consideration to owner-
Ols. ship structure that includes a stake for Ols.

11. Future developments in Ensure all opportunities are widely advertised;
food processing are ensure training courses are for private sector
dominated by Govern- trainees as first priority; ensure suitable credit
ment ownership and products are provided by Banks; and ensure
management with result-  private sector has ownership and management
ing inevitable failure. roles.

Strategic Goal # 4:
Promote environmentally sound and sustainable production.

12. Failure to identify profit- See response to Risk # 7 above.
able organic markets on
which to base organic
production.

13. Failure to convince rural Work closely with communities at community

communities to respect
the remaining forest
environment.

level; place management responsibility on
community, with incentive system for successful
compliance.
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3.6 Agriculture Sector growth projections (2005 — 2023)

116 Growth scenarios for the agriculture sector have been calculated (see
Table 16 and Annex 2 for details). Growth projections for subsistence agricul-
ture and forestry, export receipts have been calculated. Special account has been
taken of the potential to add value to the coconut industry by moving from copra
to oil production and of the opportunity to replace some food imports with lo-
cally produced crops — but only on a range of products that are able to be readily
substituted.

117 In the moderate growth scenario over the period from 2005 - 2023, sub-
sistence agriculture is expected to grow by 3.3 percent per annum, exports by
13.3 percent and 82 per cent of the readily replaceable products will be locally
produced (see Table 5). The moderate growth scenario expects population
growth to be 0.5 percent. In addition, account is taken of a higher proportion of
the population falling back on traditional agriculture and higher output from
traditional agriculture as a result of implementation of the Sector Matrix, espe-
cially restructuring of extension delivery. Export receipts are expected to grow
as a result of improved extension to commercial farmers, a focus on niche mar-
kets and increases in food processing. As mentioned, the potential of the coconut
crop is captured by moving to oil extraction resulting in 23 percent additional
export receipts from coconut. Imports of readily replaceable products, taking
account of limited tourism growth, increases by 1.5 percent annually.

118 In the sustained growth scenario over the period from 2005 - 2023,
subsistence agriculture is expected to grow by 9.6 percent per annum, exports by
33.5 percent and 97 per cent of the readily replaceable products will be locally
produced (see Table 5). The sustained growth scenario expects population
growth to be 1.5 percent. As mentioned, the potential of the coconut crop is cap-
tured by moving to oil extraction resulting in 12 percent additional export re-
ceipts from coconut. Imports of readily replaceable products, taking account of
strong tourism growth, increases by 5 percent annually.

119 In the low growth scenario over the period from 2005 - 2023, subsis-
tence agriculture is expected to grow by 1 percent per annum, exports by 3.6
percent and 59 per cent of the readily replaceable products will be locally pro-
duced (see Table 5). The low growth scenario expects population growth to be
negative (-0.5%). As mentioned, the potential of the coconut crop is captured by
moving to oil extraction resulting in 4 percent additional export receipts from
coconut. Imports of readily replaceable products, taking account of nil tourism
growth remains static.

120 In summary, the agriculture sector and FSM farmers could make sig-
nificant contributions to economic growth with increased support and direction.
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Table 16 Sustained Growth Scenario

Sustained Growth Scenario:

Subsistence Agriculture:

Ave. growth rate (2005-2023) 9.62%

Year: 2010 2015 2020 2023
Growth rate: 6.0% 6.0% 6.0% 6.0%
Total subsistence agric. ($m) 38.83 51.47 68.88 82.03

Commercial Agriculture
a) Agric. export receipts

Ave. growth rate (2005-2023) 33.53%

Growth rate: 11% 11% 11% 11%
plus:

Coconut export growth: 18% 18% 18% 18%
Total Agric. Exports ($m) 30.19 53.61 96.57 138.60
b) Food import substitution

% replaced by 2023 97.24%

Growth rate™ 23% 23% 23% 23%
Net Food Imports ($m) 1.18 0.44 0.16 0.11

Moderate Growth Scenario:

Subsistence Agriculture:

Ave. growth rate (2005-2023) 3.27%

Year: 2010 2015 2020 2023
Growth rate: 3.0% 3.0% 3.0% 3.0%
Total subsistence agric. ($m) 28.85 33.12 37.47 40.35

Commercial Agriculture
a) Agric. export receipts

Ave. growth rate (2005-2023) 13.31%

Growth rate: 7% 7% % 7%
plus:

Coconut export growth: 11% 11% 11% 11%
Total Agric. Exports ($m) 24.00 34.60 50.10 62.72
b) Food import substitution

% replaced by 2023 82.42%

Growth rate™: 12% 12% 12% 12%

Net Food Imports ($m) 121 071 0.42 034

Table 17 Moderate Growth Scenario
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Table 18 Low Growth Scenario
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Low Growth Scenario:

Subsistence Agriculture:

Ave. growth rate (2005-2023) 1.03%
Year: 2010

Growth rate: 1.00%
Total subsistence agric. ($m) 23.83

Commercial Agriculture
a) Agric. export receipts

Ave. growth rate (2005-2023) 3.62%
Growth rate: 3%
plus:

Coconut export growth: 4%
Total Agric. Exports ($m) 18.95
b) Food import substitution

% replaced by 2023 59.21%
Growth rate™: 6%

Net Food Imports ($m) 192

2015
1.0%
25.05

3%
4%
2211

6%
0.89

2020
1.0%
26.33

3%
4%
25.79

6%
0.66

2023
1.0%
27.12

3%
4%
28.30

6%
0.58




102 FSM Strategic Development Plan

3.7 Agriculture Infrastructure Investment

121 An Infrastructure Development Plan (IDP) was prepared in 2002 by
Nathan and Associates. The IDP covered anticipated infrastructure needs in
FSM for the period 2003-2017. While the IDP addresses the infrastructure needs
of the private sector, it makes no specific mention of the agriculture sector.
However, does address one major area of importance to agriculture and that is
secondary rural roads. There is $250 million earmarked for expenditure on
roads. The IDP notes that: (i) tourism is expected to grow strongly and that
handicraft production will grow as part of tourism growth; (ii) existing infra-
structure is confined mainly to main islands and that there is very limited infra-
structure on the outer islands (with the exception of two outer islands in Yap);
and (iii) continuing maintenance of infrastructure investments requires consider-
able strengthening.

122 Infrastructure investments relevant to agriculture which should be con-
sidered for addition to the IDP include infrastructure for quarantine, additional
market infrastructure and coconut oil extraction facilities in the outer islands.

3.7.1 Quarantine infrastructure needs:
a Inspection facilities

i Office (located near port or airport), inspection area, equipment,
and a refrigerated container to store product after inspection, pre-
export.

Cost estimate: $110,000 per State.
ii  Heat treatment plant

There would be requirement for a small plant ONLY if there is sufficient capac-
ity for thru-put. Investment is a “chicken & egg situation” - no product means
not needed while no plant means no access for some products. Only relevant if
papaya, banana, etc exports with fruit fly infestation problem. Say 2 required in
medium term.

Cost estimate $250,000 per plant (2).

i Chill Treatment Plant

For tangerines from Kosrae only. The refrigerated storage container could be
used. However, requires 10 days at 0C which is expensive in electricity costs —
thus requires a minimum of 5 ton per batch — a volume that is seldom achieved
at present.
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iv Fumigation Plants

Methyl Bromide is being phased out due to ozone problems. CSIRO (Australia)
is investigating and developing a new technology which is likely to be approved.
When this happens, fumigation plants could be considered.

Cost estimate: $25,000 per State.

Total quarantine infrastructure cost estimate: $1,040,000
b Market infrastructure needs:
i Market cool storage, grading and packaging facilities — 1 per State.

Cost estimate: $30,000 per state

ii ~ Total market infrastructure cost estimate: $120,000

¢ Coconut oil extraction facilities:

The capital cost of equipment and building renovation in each of the 19 outer
islands is estimated to be $9,500, as follows:
e equipment - $3,000

e generator - $1,500
e building - $4,500
e freight - $500

Total coconut oil extraction cost estimate: $180,500

Total agriculture infrastructure capital requirements: $1,340,500.



4 Fisheries

4.1 Fisheries Sector Review

4.1.1 Introduction

1 The extensive marine resources of the Federated States of Micronesia
are contained within an Exclusive Economic Zone (EEZ) covering some
900,000 square miles extending from 135° to 165° east longitude and from 10°
north to 1° south latitude in the western Pacific Ocean.

2 Responsibility for the oversight and management of nearshore and
coastal resources to 12 miles is vested in State Governments with the manage-
ment of offshore oceanic resources retained as a National Government function.
In reflection of this demarcation, this review divides consideration of the marine
and fisheries resources into Coastal and Nearshore Fisheries and Marine Re-
sources and Oceanic Resources.

3 The past 15 years has seen substantive documentation and reporting of
the marine and fisheries resources of FSM, most particularly in relation to opti-
mizing National benefit from oceanic tuna fisheries. The preparation of the cur-
rent report draws heavily on previous documentation, in particular the studies
and reports associated with the development of sectoral policy and linked to the
series of FSM Economic Summits.

4.1.2 Coastal and Nearshore Fisheries and Marine Resources

a The Nature, Extent and Utilization of Resources

4 Coastal and nearshore marine and fisheries resource use in FSM com-
prises inshore fisheries (those taking place in mangroves, reef areas, and la-
goons), nearshore fisheries for large pelagic species (including tunas) and bot-
tom fisheries (for snappers, groupers and other demersal species).

5 The nature and extent of these resources has been variously docu-
mented’. The coastal areas and lagoons have an enormous variety of different
resources with very different uses including:

e Living resources including reef and deep-slope fish, mangrove crab, land
crab, coconut crab, lobster, deep-water shrimp, trochus shell, clams, pearl
oyster, ornamental shells, turtles, octopus and squid, sea cucumber,
sponges, corals. Uses include food, cash income from local and export
sales of fresh and processed products, handicrafts, and shore protection
by the reefs in general.

1 References throughout the report are given as endnotes.
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e Non-living resources including sand and coral rubble used for building,
road and other infrastructure construction.

e Recreational and tourist resources including swimming, diving and other
aesthetic and economic benefits derived from the natural beauty of reefs
and coastal areas

e Coastal based infrastructure including port facilities and airports to sup-
port fishing, tourism and other import/export activities that depend on ac-
cess to the accessible coastal areas.

6 According to Smith, 1992% | the nature and extent of resources re-
mained difficult to determine. Based on a rough stock assessment of fishable
biomass of between 15 and 70 tons per square mile, and a total lagoon area of
over 2,700 square miles, a total fishable resource of 100,000 tons was estimated.

7 Subsistence fishers make the greatest use of inshore resources with
much of the artisanal (small-scale commercial) fishing effort more focused on
nearshore, bottom and coastal pelagic resources. A wide range of fishing meth-
ods are practiced with the most common being spearing (both by day and with
the use of lights at night), trolling from small outboard-powered skiffs, hand-
lining, gill-netting and cast-netting.

8 In the main islands of each state small-scale fishers sell catch in excess
of their own requirements through various outlets. A few fishers and traders also
ship small quantities of fish to other parts of FSM and elsewhere although com-
mercial activity in the export of reef fish has recently been controlled in Kosrae,
Yap and Pohnpei due to concerns as to resource depletion. The artisanal fisher-
ies are essentially extensions of the subsistence fishery and can also focus on
inshore species, which are susceptible to over-exploitation. Artisanal fishers also
harvest trochus, some beche-de-mer, crabs, and some lobster for export. The
greatest cash value resource is trochus (Trochus niloticus) shells, a commodity
endemic to Yap but which since the 1930s has been progressively introduced to
many other locations within FSM.

9 Attempts to develop and structure the small-scale commercial fishery,
through projects such as the financing (or gratis provision) of fishing craft in
Chuuk and Kosrae, as well as other schemes, have met with limited success.
Problems with catch distribution and marketing are perennial constraints. Never-
theless a great deal of (mainly foreign) development funding has been directed
towards the commercialization of inshore fisheries, and has included regional or
village fisheries centers, infrastructure projects, and the provision of boats, mo-
tors and other equipment.

2 2 Smith, Andrew. FSM Marine Resource Profiles. FFA report N0.92/17. March
1992
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10 Nearshore and bottom fish resources are utilized by artisanal fishers
operating mainly from outboard boats of 5-7 m in length. Most hand-line bot-
tom-fishing is conducted in waters shallower than 100 m, as the bathymetry of
FSM’s islands does not provide much demersal habitat below that limit. Hand-
line trolling is a common method employed by these vessels. Ice is increasingly
being carried and the catch is either sold immediately upon landing, or else iced
or refrigerated on shore for later sale or export.

b Institutional Arrangements

11 The development and management of coastal fisheries in FSM out to 12
miles from the shore is the constitutional responsibility of the four state govern-
ments. This responsibility encompasses all reef and lagoon fisheries as well as
near-shore fisheries for coastal and ocean pelagic species, including tunas. Re-
sponsibility for marine resource fisheries development and management activi-
ties has been divested to separate agencies in Kosrae, Pohnpei and Yap with a
single agency responsible for both management and development in Chuuk.

12 The FSM national government has the responsibility to provide support
to state agencies involved in coastal fisheries development and management
efforts. This is done primarily through the Fisheries Section of the Division of
Sector Development within the Department of Economic Affairs. The Fisheries
Section assists the states in implementing their development and management
plans through the provision of technical support and information, facilitation of
contacts between state agencies and external organizations, and coordinating the
activities of FSM’s international development partners in the fisheries sector.
The Fisheries Section also retains responsibility for the operation of the National
Aquaculture Center in Kosrae State.

13 In addition to the State and National Government Fisheries and Marine
Resource Agencies, various other organizations are involved in coastal resource
management. These include environmental agencies, fisheries and economic
development authorities, and non-government organizations. Because of the
variety of agencies involved in coastal resource management in FSM, coordina-
tion of activities and harmonization of goals and objectives is an ongoing chal-
lenge.

¢ Legal Arrangements

14 In the mid-1990’s draft marine resources legislation was prepared for
each State in consultation with State officials. The draft legislation was intended,
in each case, to enable community or traditional participation in fisheries man-
agement, and to harmonize key provisions among states and with the national
government for effective management and enforcement purposes. These respec-
tive marine resources laws, responding to different needs and situations in each
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State, were originally inspired by the concept of a “model law”. Since that time,
there have been changes in personnel, political administrations and priorities in
the states. There has been uneven progress in revising the State fisheries laws.
New laws have been passed in recent years in Yap and Kosrae but have yet to be
adopted in Pohnpei and Chuuk. However, in Pohnpei, the recent adoption of a
Marine Protected Areas Act, has provided a partial framework for fisheries man-
agement.

d Sector Performance

15 Dalzell et al. (1996)° used information from Smith (1992a)* to esti-
mate coastal fisheries production and value as being approximately 6,243 metric
tons valued at $11,237,400 for subsistence fisheries and 637 metric tons valued
at $1,483,544 for small scale commercial fisheries. The Statistics Unit (1999)°
suggested that some 490 mt of fish and shellfish worth about $1.2 million was
“purchased by local fishing markets” in 1997.

16 The Household Income and Expenditure Survey (HIES) of 1998 re-
ported that $18,496,000 was spent by households in FSM on fresh and frozen
fish, the vast majority of which would come from small-scale commercial fish-
ing in FSM. Using average fish price information in Statistics Unit (1999), this
equates to 6,323 metric tons of purchased fish.

17 Fisheries Engineering (1995)° carried out extensive fieldwork in
Pohnpei and estimated the total coastal fishery production of Pohnpei Island to
be about 1780 metric tons (75% reef/inshore, 25% pelagic). Of this, 780 metric
tons was attributed to subsistence catch and 1000 to commercial effort (with the
proviso that approximately 28% of this was for non-sale domestic consumption).

18 Given an extrapolation of the catch level reported in Pohnpei (32% of
FSM population) to all of FSM, the catch by coastal fisheries would be about
5,500 metric tons. However, taking account of population increase and the likely
higher per capita catches of the outer islands and Chuuk, a more likely catch
estimate is approximately 8000 metric tons per year.

3 Dalzell, P., T.Adams, and N.Polunin (1996). Coastal Fisheries in the Pacific Is-
lands. Oceanography and Marine Biology, volume 34, pages 395-531.

4 Smith, Andrew. FSM Marine Resource Profiles. FFA report N0.92/17. March 1992

Statistics Unit. Statistics Review. FSM Department of Economic Affairs (1999).

6 Fisheries Engineering Company (1995). Report on In-shore Fisheries Resources
and Environment in Pohnpei State. Prepared for Overseas Fishery Cooperation
Foundation, April 1995.

ol
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Table1  Value of Exports of Reef Fish and Marine Products 2000 — 2002

Marine Product 2000 2001 2002
Reef fish $ 75,272 $100,823 $109,512
Crabs/lobster $172,339 $177,948 $206,480
Live clams $ 21,037
Other marine products $ 41,836 $ 2,837 $ 4,561

Source: DEA Statistics Unit

19 Gillett et al. (2001) estimated an annual catch of about 2,000 metric
tons of tuna by small-scale coastal fisheries in FSM. Given agreement that the
pelagic catch represents 25% of the fish caught in small-scale fisheries (as sug-
gested by the Fisheries Engineering study and by individuals knowledgeable in
FSM fisheries), then the total catch from small-scale fisheries would be about
8,000 mt.

20 Given known increases in fishing effort in recent years and taking ac-
count of increasing populations, an approximate indication of coastal fisheries
production would be in the range of 10,000 metric tons distributed equally be-
tween subsistence and commercial activity. At $2.90 per kg for the commercial
catch and $2 per kg of value for the subsistence catch this equates to a value of
$24.5 million per year.

21 The documented export component of the artisanal fishery is reported
in Table 1. The commercial export of reef fish has been discouraged in Yap and
Kosrae and limited in Pohnpei. There are currently no controls on the export of
reef fish from Chuuk and the majority of current exports are thought to be taken
from Chuuk lagoon. Given the general tendency to limit or control reef fish ex-
ports, it is unlikely that there will be a major increase in export values from the
sector.

22 Perhaps with the exception of Chuuk, there is an increasing realization
of reef fisheries depletion issues and the need for fisheries management. This is
reflected in the formal establishment of 11 Marine Protected Areas (MPA’S) in
Pohnpei and well progressed plans for MPA’s in Kosrae and Yap.

e Problems, Constraints and Issues

23 In reflection of the gradual move to a commercial economy, nearshore
marine and fisheries resources have increasing become the target for commercial
development. The introduction of new fishing methods and associated technol-

7 Gillett,R and Lightfoot, C. The Contribution of Fisheries to Pacific Island Econo-
mies. 2001
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ogy and the establishment of fisheries infrastructure have made commercial ac-
tivity more prevalent and accessible, especially in proximity to urban develop-
ment. Traditional communities have often yielded to unsustainable fishing meth-
ods to meet the need for immediate cash income.

24 Increasing population over the past fifty years has placed much greater
demands on the resource for income generating activity, food, housing and other
coastal based developments. The competition is intensifying between resource
uses and their users, and inappropriate fishing techniques has accelerated re-
source depletion.

25 Increasingly the focus of effort in relation to coastal and nearshore re-
sources has turned to resource management and issues relating to sustainability
and the need to preserve fisheries for subsistence and community access. This is
clearly exemplified in the work activities of State marine resource agencies and
NGO’s.

26 The particular configuration of resources and the ease with which they
can be commercially extracted are two of the key factors influencing the need
for coastal resource management in each state. Other important factors are popu-
lation density, and the degree to which other developments are taking place in
the coastal zone. Dredging and sand-mining, the construction of roads, wharves
and buildings, solid and liquid waste disposal, deforestation and agriculture de-
velopment almost always have negative downstream effects on coastal marine
living resources, and FSM is no exception in this regard. As elsewhere, the im-
pacts of coastal development in FSM are most pronounced in urban areas where
population, infrastructure development and pollution are concentrated. Since
these are also the areas where commercial pressure on coastal fish stocks is
strongest, the result can be a degradation in fisheries.

27 Coastal and inshore resource management issues were summarized at
the 2000 Coastal Fisheries Consortium® as follows:

28 Chuuk State has historically had the largest state fishery agency in
FSM. It is also the state with the most serious fishery management problems.
High and rapidly growing population is creating greater pressure on fishery re-
sources. There are large numbers of boats in the lagoon (reportedly over 2,000).
Although many of these are used primarily for transport, many are also used for
fishing, at least occasionally. Good air connections exist to Guam, which pro-
vides a market for a component of the catch. Dynamite fishing is prevalent, and
dredging and sand-mining for land fill and for building materials is largely un-
controlled. The dredging problem is exacerbated by the shortage of land on

8 Preston, G. Proceedings of the Coastal Fisheries Consortium. ADB TA No. 2832-
FSM. 2001
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Weno, the state center, where development is leading to extensive shoreline rec-
lamation. The State’s numerous municipalities (and in some cases individual
reef owners) nominally have some authority to control access to their fishing
areas but these seem to be upheld only in the outer island and more remote parts
of Chuuk proper, and are largely ignored close to the population centers. There
are no current data on fish catches or production but anecdotal information sug-
gests that large quantities of reef fish are being exported by air to Guam, and that
strong declines in abundance of some resources are said to have occurred in
some areas.

29 Kosrae is the state with the least complex fishery management envi-
ronment. A single small high island with a small population (who are historically
not such ardent fishermen as those of other FSM states), limited resources, and
far from most commercial marketing opportunities, Kosrae’s fishery manage-
ment problems are mainly related to the smallness of the resource. Harvests of
certain key species such as trochus and crabs are, or need to be, controlled, but
most threats to coastal resources come from land-based developments which
cause increased runoff, pollution or sedimentation. However Kosrae probably
has the best-developed coastal management system of any state, with environ-
mental review procedures being progressively implemented for all coastal de-
velopment projects. Basic statistics on catches are said to be collected on a regu-
lar basis, but these are not analyzed or published.

30 Pohnpei is something of an intermediate case in terms of resources,
degree of exploitation, and the extent of fishery management problems. Some
production statistics are collected by the State fisheries agency, but these are not
analyzed to show trends or even annual production data. The general perception
in Pohnpei seems to be that resources are not yet in crisis but that the time is
approaching when management action will be needed, at least on Pohnpei
proper. Unfortunately there is also something of a fatalistic view that manage-
ment will not be possible until a crisis situation develops. As in other states, en-
forcement of State fishery laws by State police or conservation officers is largely
ineffective, while the absence of traditional reef/ lagoon tenure systems on
Pohnpei proper may impede the development of community-based management
arrangements. A major issue in Pohnpei is land-based development: the island
has lost a large proportion of its virgin forest to the cultivation of sakau and this
is thought to have caused increased runoff, sedimentation, and chronic reef deg-
radation.

31 Yap is unique in the degree to which traditional marine tenure arrange-
ment have been preserved, both in Yap proper and in the outer islands. Inshore
fishery management in the state essentially needs to be community-based be-
cause the state constitution and laws recognize that communities and their lead-
ers have authority over access to and use of coastal areas. Relative to other
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states, Yap has a large resource base and in most areas a small population, so
management issues related to over-exploitation are generally not pronounced.
Nevertheless some resources, especially of sessile types such as clams and be-
che-de-mer, or of other species close to the state center of Colonia, have been
seriously over-exploited in the past, demonstrating that the traditional system of
tenure does not guarantee effective stewardship. For several years the State
Government has been progressively trying to introduce a coastal area manage-
ment plan that will be implemented through the actions of both Government and
traditional groups. As elsewhere, sand-mining and dredging were noted as seri-
ous environmental problems that were difficult to control.

32 As can be seen, the four FSM states are quite different in the fishery
management problems they face. However, some common themes emerge:

e In most states there is more than one agency that has responsibilities relat-
ing to inshore fisheries management. This is not a problem when agency
heads are willing to work together, but that is sometimes not the case.

e There appears to be a general lack of awareness or understanding of the
resource base that is available to support coastal fishery development.
Few detailed assessments have been carried out of inshore resources, and
comparative information from elsewhere has not been extrapolated to the
FSM situation. In general, there is perhaps an over-optimistic view of the
degree to which coastal resources can support commercial development.

e Perhaps because of the failure to appreciate that coastal resources are lim-
ited, there has also been a general lack of awareness of the need for fish-
eries management, and the advantages that this may bring in terms of sus-
tainable benefits. This often extends to all levels, from resource users to
decision-makers, and may include the staff of fishery agencies. In those
locations where traditional marine tenure does not exist, even if resource
users are aware of the benefits of management, there may be no incentive
for them to act in a conservation-minded manner.

e There is a universal difficulty in enforcing State-level fishery regulations.
Enforcement is impeded at every step: there are not enough enforcement
officers or patrols, enforcement officers often turn a blind eye to offend-
ers because of family or personal connections, and on the rare occasions
that cases are brought to court, they are often dismissed or dealt with
lightly, providing no disincentive to the offender.

e There is also a widespread belief among State fishery agencies that man-
agement must be effected through communities or municipalities. This is
generally coupled with a lack of knowledge on how to go about the proc-
ess of promoting or introducing community-based management.
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e Inthree of the four states, sand-mining and dredging are said to be serious
environmental problems that are difficult to control (often because of
vested interests) and which are having negative effects on coastal fishery
resources.

e In general the States are progressing towards an integrated approach to
coastal area management. Three of the four states have or are working
towards coastal resource management plans, although only in Yap and
Kosrae is this at a reasonably advanced stage of implementation.

33 A final observation is that management arrangements seem to be most
effective in those States or areas where a community-based or participatory ap-
proach is used. This observation encompasses both the more traditional systems
in place in Yap and in the outer-island areas of other states, as well as the more
modern participatory approach

34 Increasingly, the principle issue for nearshore resources is that of sus-
tainability and effective resource management.

f Development Potential

35 Due to their distinct biological, physical and economic characteristics,
FSM’s four states each have different prospects for the development of coastal
living marine resources. In terms of resource endowment Chuuk and Yap states
and, to a lesser extent, Pohnpei state, have extensive areas of reef and lagoon
and in consequence relatively substantial inshore resources. Kosrae, a single
high island with a limited coastline and small fringing lagoon is much more lim-
ited in this regard.

36 As well as resource abundance, the commercial potential varies consid-
erably from state to state. Local markets for fish could be developed further in
each state, particularly in Pohnpei which, as the seat of national government, has
the most extensive cash economy. Yap, being in closest physical proximity to
Guam and the large demand for fish there, formally participated in a relatively
steady reef fish export trade to that destination. As a resource management
measure, this trade has recently been restricted. Pohnpei also participates in a
similar trade with some species controls and a higher overall cost for fish trans-
portation. Chuuk exports of reef fish have increased in recent years despite re-
sources within the state being less conveniently distributed in relation to trans-
portation hubs. Kosrae, which is hampered both by high transportation costs and
limited resource endowment, is effectively excluded from such trade.

37 In three of the four FSM states (i.e. all but Kosrae) there exist ‘outer’
islands that are either coral atolls or single coral islands. The outer islands par-
ticipate in the cash economy to varying degrees, and constitute a special case
when it comes to both fisheries development and living marine resource man-
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agement. For most of the atolls, many of which are small by regional standards,
the lack of regular transportation and resource limitations preclude the monetiza-
tion of most coastal fishery resources. All states except Kosrae possess uninhab-
ited or lightly-inhabited atolls (and islands, in the case of Chuuk) which have
commonly been seen as ‘storehouses’ of marine resources, and whose existence
further complicates management in those states.

38 The main role of small-scale fisheries is likely to continue to be in pro-
viding subsistence protein, contributing to dietary health, and helping maintain
rural lifestyles in the face of a tendency to urban drift or emigration. Artisanal
fishing may be able to expand in some areas through local market development
or by taking advantage of export opportunities to Guam and Saipan. Where mar-
keting problems can be overcome, however, resource constraints will quickly
limit commercial fishery expansion.

39 There has been no significant documented attempts to quantify what the
development potential of most inshore resources might be, except in regard to
one or two specific fisheries such as for trochus. In general terms, however, this
potential must be quite limited, and is unlikely to be sufficient to justify exten-
sive infrastructure development. In addition, the importance of the contribution
of coastal fisheries to subsistence living and dietary health should be recalled
when considering commercialization and the development of export markets.

40 One area of possible development potential is in linking the manage-
ment of inshore resources to key activities in the tourism industry based on
sound environmental management. A pristine marine environment is one of the
underpinning sales opportunities for tourism development. It may be, that in
some situations, there is greater potential benefit to be had from the closure or
preservation of selected sites through the establishment of marine reserves, sanc-
tuaries, or marine protected areas). For example, if key selected areas of coral
bio-diversity or fish abundance were reserved as dive sites and marketed accord-
ingly, it may be that there would be greater overall community benefit generated
from income generated by the dive industry.

41 This has been clearly demonstrated in Palau with an extensive Marine
Protected Area (MPA) program. Primarily due to the efforts of the Pohnpei Con-
servation Society, a network of 11 MPA’s, underpinned by legislation, are al-
ready in place in Pohnpei. The development challenge here is to link conserva-
tion efforts to tourism marketing and establish mechanisms to ensure direct
benefits to communities.

42 There may also be scope to further develop coastal pelagic fisheries.
Deployment of Fish Aggregating Devices (FAD’s) in coastal areas has potential
to divert fishing effort from nearshore and reef based fishing to targeting of tu-
nas and other coastal pelagic species. The emphasis in this scenario would likely
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be on diverting fishing effort from heavily fished resources rather than increas-
ing overall fishing effort.

43 Given the increasing focus on resource management and conservation,
it must be concluded that there is very little real development potential in near-
shore and coastal fisheries.

g Aquaculture

44 Agquaculture has been the focus of technical and development attention
in FSM, as well as in some neighboring countries, for at least 20 years. Numer-
ous documents, reports and reviews exist, most of which emphasize the potential
of specific forms of aquaculture for development as well as for other purposes,
such as reef reseeding.

45 A National Aquaculture Center (NAC) was established in Kosrae in
1991 to explore aquaculture potential and to undertake research, demonstration
and training. Its primary work involved propagation of giant clams for farming
and re-seeding in other states. In its early days the NAC was the operational base
for aquaculture extension agents funded through the US Center for Tropical and
Sub-Tropical Aquaculture (CTSA)/ Land Grant Program, but these have now
relocated their activities to Pohnpei.

46 Despite the activities of the Center, so far no private commercial culture
operations for giant clam have commenced in FSM, there has been little reseed-
ing activity carried out, and there appears to be little prospect of any such devel-
opment in the foreseeable future. Other aquaculture initiatives have been and
continue to be supported both by the Government and by several local and inter-
national organizations working in FSM, including CTSA, the College of Micro-
nesia, Japan Overseas Cooperation Volunteers, and the Pohnpei Agricultural
Training School, and the FAO South Pacific Regional Aquaculture Program.

47 Sponge culture trials were begun in Pohnpei about 10 years ago and
several pilot farms started in Pohnpei with donor funding support. There are
now 9 established farms in operation but production volumes have yet to reach
the levels required to attract export markets. The culture of Eucheuma seaweed
was attempted in Pohnpei during the mid 1980’s, but relatively low returns to
farmers and other problems prohibited it from developing despite success in
growing the seaweed. Black pearl culture trials began on Nukuoro atoll in
Pohnpei state in 1995. Initial harvesting has reportedly yielded good quality
pearls and several other ventures are in the early stages of development. Ven-
tures in farming milkfish, tilapia, carp and prawns have been attempted or pro-
posed but have to date not resulted in sustained commercial success. More re-
cently, a Korean Joint Venture company (Hans Micronesia Inc) has reportedly
commenced an operation whereby fry are imported into Chuuk for sea-cage
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grow-out and subsequent export. In Kosrae, a project is underway to develop
capacity for the culture of mangrove crabs.

48 Despite widespread investment and interest among both national and
state governments in the commercial potential of various aquaculture pursuits,
there has been very little commercial development. Traditional land tenure sys-
tems are a further impediment to the development of terrestrial aquaculture pro-
jects in some areas. Prospects for commercial activities have probably been
overstated, and it seems unlikely that the sector will become a significant reve-
nue earner for FSM, at least in the near future.

49 However, this is not to say that there is not potential for subsistence and
artisanal aquaculture activities to be successful, either in income generation or
simply for food production.

50 Other aquaculture projects that have been investigated include trochus
re-seeding and transplanting. Much has also been made of the potential for cul-
tured clams in reef re-seeding or re-stocking programs. Re-stocking is viewed as
a way to restore populations of vulnerable species such as giant clams that have
been depleted by over-fishing. However, it is important to note that restocking
will not have a beneficial effect in the absence of fishery management. If re-
sources are depleted because they are being harvested before they get a chance
to reproduce, the same thing will likely happen to re-stocked resources.

51 In the regional sense, there is little, if any, evidence that re-stocking
programs for tropical marine invertebrates (or most other marine species) makes
any detectable difference to the wild populations, even when done on a very
large scale. The small scale of hatchery operations and the potential absence of
management or monitoring systems will likely mean that juvenile release pro-
grams will not have any meaningful impact on wild populations and therefore be
unlikely to contribute in any significant manner to resource management or con-
servation. However, in a scenario where restocking activities are coordinated
with community participation in management strategies (such as the establish-
ment of marine reserves or protected areas), the restocking event is likely to be
positive and focusing for communities.

52 Ten years prior to the 2000 fisheries consortium, a review of aquacul-
ture in FSM® made the following comments:

e The present status of aquaculture in the FSM indicated that the prospect
for commercial activities has been exaggerated. Expectations have been

9 Anon. Evaluation of aquaculture projects and production of an aquaculture devel-
opment plan for the Federated States of Micronesia. Report prepared for the FSM
National Office of Planning and Statistics. Australian Planning and Training Asso-
ciates (APTA) Pty.Ltd. 1990
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inflated to unrealistic levels through uncritical assertions about the com-
mercial viability of aquaculture;

e On the evidence obtained in the course of the review, and from analysis
of similar activity throughout the Pacific and Asia, aquaculture will not be
a significant revenue earner for the FSM;

e This emphasis on aquaculture, in terms of its commercial potential, has
been to the detriment of the ability in the individual states and the nation
as a whole to develop a coherent Fisheries Development Plan, of which
aquaculture forms an integrated part, through the diversion of resources,
manpower and funds;

e A number of projects identified as coming under aquaculture divert atten-
tion from addressing real concerns of resource conservation and manage-
ment. Reseeding programs cannot substitute for conservation of stocks
and control of fishing effort.

53 These conclusions would appear to be still valid today. After at least 20
years of investment and technical support there is still not a single commercial
aquaculture enterprise in FSM, and aquaculture activities have not yet had any
demonstrable consequence in regard to resource conservation and management.
Most aquaculture specialists in FSM agree that the future development of aqua-
culture in the country will revolve around high-value export products such as
pearls, aquarium life, sponges, and perhaps organisms with pharmaceutical prop-
erties.

54 Given the high likelihood of continuing support for aquaculture by
FSM’s development partners, it may be more appropriate for the Government to
consider channeling its own resources into other development or conservation
activities with more tangible or immediate benefits.

55 In consideration of this, a review of the operation of the FSM National
Aquaculture Center'® in 2000 concluded:

e The NAC'’s focus on giant clam aquaculture is providing little or no eco-
nomic development benefit to FSM;

e There may be environmental or conservation benefits from giant clam
culture operations in certain states (especially Chuuk) if these take place
within the framework of a broader community-based coastal resource
management initiative. However these benefits could be delivered more
effectively and at lower cost through non-aquaculture solutions, or
through state-level aquaculture facilities or arrangements;

10  Preston, G. Future Operations of the National Aquaculture Center. ADB TA No.
2832-FSM. 2001
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e Physical location of the NAC and associated transportation logistics and
costs will make it difficult for the Center to assist the states by regular
provision of seedlings or juveniles;

e Uncertain markets and a lack of business experience within NAC mean
that there is little prospect of the Center becoming self-financing, or even
recovering a major portion of its operating costs, under present manage-
ment arrangements;

e  There may be scope for research into aquaculture development prospects
based on higher-value species or products. However this would be strate-
gic research involving high risks and a very long-term perspective. For
research activities to be of any value, they would require a higher level of
scientific, technical and management capacity than the Center presently
embodies.

56 The review noted that continued operation of the NAC by the Depart-
ment of Economic Affairs (DEA) would constitute an indefinite commitment to
financing activities and be unlikely to generate significant economic benefits. It
was suggested that the DEA either divest itself of the NAC, or enter into a part-
nership with another organization better positioned to deliver research, educa-
tional and extension outputs, probably based on species other than giant clams.

57 The future operation of the NAC was given further consideration in the
privatization study of 2000*. This study concluded that, following a detailed
market research study, FSM should seek out opportunities for possible joint ven-
ture partners and look to commercialize center activities.

h Coastal and Nearshore Resources and the Sustained Growth Strat-
egy

58 The level of employment (formal and informal) and income (in-kind
and cash) activity in inshore fisheries is related to two essential factors: Compact
funding levels and population growth. Historically, Compact funded Govern-
ment and related jobs have provided attractive incomes, drawing labor away
from activities such as subsistence fisheries. This has formally resulted in a re-
duced dependence on inshore fisheries as a source of food or cash income.

59 However, the 2000 census shows a dramatic increase in the number of
people engaged in subsistence and artisanal activity in fisheries and agriculture.
This indicates a refocusing of effort in subsistence fishing. Increasing effort in
inshore fisheries as a cash or in-kind income source combined with rising popu-
lations has, in recent years, resulted in greater levels of overall exploitation. A

11  Aries Group, Privatization of Public Enterprises and Corporate Governance Re-
forms. ADB TA# 3201 FSM
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combination of population increase and high unemployment could place an un-
bearable burden on inshore resources in some areas.

60 Inshore fisheries and marine resources are seen by resource users as
having a number of inherent advantages as a source of income and employment.
Harvesting of wild species and use for food or domestic and export sales is im-
mediate compared to the growing period needed and seasonality of agriculture.
Reliable figures do not exist on the supply of inshore fishery products for subsis-
tence and domestic use. If incomes fall (as a result of a decline in Compact fund-
ing) there is likely to be greater activity and supply from inshore fisheries for
food and cash purposes, especially from subsistence and artisanal activity.

61 Increased emigration to locations such as Guam can provide a conduit
for marine products from FSM, as well as expanding the commercial market for
those products. Increased supply through viable and sustainable inshore fishing
and aquaculture enterprises and improved processing, quality control and mar-
keting could add value to the economy, but potentially at a high environmental
cost.

62 The overriding issue is thus, the environmental sustainability of re-
sources. The inshore resource has, in many cases, already been depleted and the
immediate focus required is resource preservation rather than development.

63 However, as previously noted in relation to development potential, the
inter-relationship between marine resource management and marine based tour-
ism does offer potential for positive contributions to economic development.
This is especially apparent in a scenario where infrastructure development pro-
grams cited in the tourism development plan of the IDP are implemented and
tourism marketing strategies better developed to reflect the eco-tourism potential
of established Marine Protected Areas.

4.1.3 Oceanic Resources

a The Nature and Extent of Resources and Levels of Exploitation

64 The Exclusive Economic Zone of the Federated States of Micronesia
(EEZ) covers an area approximately 900,000 square miles across the Western
and Central Pacific Ocean (WCPO). It is one of the largest EEZs under national
jurisdiction in the WCPO and has a diverse tuna fishery which ranges from sub-
sistence and artisanal operations to industrial scale longline, pole and line, and
purse seine fishing.

65 The main oceanic target species are skipjack tuna (katsuwonis pelamis),
yellowfin tuna (thunnus albacares) and bigeye tuna (thunnus obesus) with the
vast majority of fishing effort coming from the established distant water fishing
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nations (DWFN), the United States, Japan, People’s Republic of China (PRC),
South Korea, Taiwan.

66 The extent of the tuna resource of FSM (as a portion of the resource of
the WCPO) has the potential to vary greatly depending on fishing effort, the
migratory nature of the species and the climatic events known as La Nifia and El
Nifio which effect sea temperature.

67 During a La Nifia period (such as 1995), surface tuna schools are most
active in the western Pacific Ocean in the area of the FSM EEZ. In contrast, as
was the case in 1998, the surface schools concentrate more to the eastern part of
the central Pacific during El Nifio periods. The impact of this variation in all
methods tuna catches within the EEZ of FSM is given in Figure 1.

68 As indicated in the table, FSM catches grew steadily to 253,174 metric
tons (mt) in 1995 with subsequent significant declines through to 1998. An im-
proved catch in 1999 of 178,473 has been followed by progressive declines to
the lowest catch since 1985 in 2002 of 43,690. The catch trend improved with a
reported 2003 catch of 161,810.

69 During the first half of the 1990s the tuna catch in FSM generally fol-
lowed an upward trend that occurred in the entire Western and Central Pacific
Ocean (WCPO). In reflection of the La Nifia and El Nifio phenomena, the catch
in FSM started declining in 1996 while overall WCPO catches continued to in-
crease. The difference became most significant in 1998 and again in 2002, when
the total catch of tuna in FSM’s EEZ reached lows of 47,000 mt and 43,690 mt.
In the 1998 instance, the same time, the total tuna catch in the WCPO jumped to
an estimated 1,773,780 mt, the highest on record.

70 The total catch of target tunas in the WCPO in 2000 was 1,852,746 mt.
This was the second highest ever recorded for the region, after that of 1998. The
tuna catch in the WCPO was 76% of the total estimated Pacific Ocean tuna catch
of 2,452,746 mt and 48% of the world tuna catch of 3,832,118. This was the
highest ever recorded.

71 The nature and extent of the levels of tuna exploitation in FSM waters
is in recent years is detailed in tables and figures provided as Appendix 1 and
summarized here, with the addition of historic data, as Table 2.

72 More than 80% of tunas are landed by large purse seine vessels. Of
these, the data from 1999 — 2003 shows a predominance of landings attributable
to Japan with 194,307 tons and between 34 — 36 active vessels in any one year.
Taiwan operated 40 — 42 active vessels in any one year for 163,927 tons and
Korea maintained 24 — 26 active vessels for 146,772 tons.
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73 The US reported catches totaled 4599 tons and those of FSM domestic
vessels amounted to 3004 tons. The total catch for purse seine vessels fishing in
FSM waters for the period was 562,509 tons.

74 As indicated in Table 2, longline fishing has shown a dramatic reduc-
tion in catches in the period 1999 — 2002 with a subsequent increase again re-
ported in 2003. The downward trend matches reported catch reductions in other
WCPO fisheries such as Fiji, Samoa and Tonga.

75 The FSM longline fleet comprises vessels from Japan, China, Taiwan
and FSM. The vessels target deep swimming large yellowfin and bigeye tuna,
primarily for fresh chilled export to Japan.

76 From total landings for the period 1999 — 2003 of 32,900 tons™, the
Guam based Japanese fleet vessel reported landings of 16,799 tons inclusive of
by-catch. This fleet comprised 126 vessels in 1999, reducing to 110 and 66 in
2000 — 2001. The fleet further decreased to 61 vessels in 2002 but increased to
80 in 2003. The average catch per vessel in 1999 was 61.84 tons compared to
52.46 in 2003.

77 The Taiwanese fleet comprised the largest number of vessels with 79 in
1999 and 123, 98, 58 and 69 in the3 subsequent years to 2003. These vessels

Table 2 Tuna Catches in the FSM EEZ 1991 - 2003

Year Purse Seine Longline Pole & Line Total (MT)
1991 110,445 10,024 23,819 144,288
1992 127,645 12,987 3,176 143,809
1993 159,356 15,025 6,720 181,101
1994 187,496 15,770 6,473 209,738
1995 216,294 18,724 18,156 253,174
1996 139,731 11,081 1,054 151,866
1997 70,572 9,597 1,003 81,172
1998 73,027 9,216 1,026 83,268
1999 168,127 9,791 555 178,473
2000 114,372 9,080 3,814 127,266
2001 82,797 5,175 687 90,660
2002 40,884 2,806 43,690
2003 154,262 8,271 1,733 162,212

12 Note: This figure does not include by-catch landings
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landed a total of 6,357 tons for the period. Catches per vessel averaged only
12.46 tons per vessel in 1999 are remained low through to 2003 when a 20.7 ton
average was achieved.

78 The FSM based Chinese fleet reduced to 21 vessels in 2003 landing just
620 tons. This compares to a high of 54 vessels in 1999 for 1027 tons. These
vessels averaged 19 tons of landings for the 1999 fishing year but increased this
to 29.5 tons in 2003.

79 In pursuit of domestic capacity development in the longline fishery in
the 1990’s, FSM encouraged both public and private sector investment in
longline vessels. Domestic vessel numbers reached 25 in 1999 for 487 tons of
landed catch at an average of 19.48 tons. Domestic vessels numbers have gener-
ally declined with 18 in 2002 and 21 in 2003. In the 2004 fishing year, only 12
vessels were thought to be active in the domestic fleet. The 21 operational ves-
sels in 2003 reported 413 tons for an average of 19.66 tons.

80 As indicated in Table 2, the Japanese pole and line fishing fleet has
operated variously in FSM with catch highs achieved in 1991 and 1995 and a
subsequent reduction in fishing from 2000 to 2003 where there were 6 licensed
vessels and reported landings of 1733 tons.

b Institutional Arrangements And Resource Management

81 Following a review and consultation process spanning some 10 years,
the Marine Resources Act of 2002 (MRA 2002) was passed in to law as Title 24
of the FSM code.

82 The law established the National Oceanic Resource Management Au-
thority (NORMA) (previously known as the Micronesian Maritime Authority
(MMA) and the Micronesian Fisheries Authority (MFA)) as the national agency
responsible for the management of oceanic resources from 12 — 200 miles in the
FSM economic zone.

83 The mission of the Authority is to be an effective guardian and man-
ager of the living and non-living marine resources in the exclusive economic
zone of the Federated States of Micronesia for people living today and for the
generations of citizens to come.

84 The Authority is tasked to :
e Ensure that these resources are used in a sustainable way;

e Obtain maximum sustainable economic benefits from the resources; and
e Promote economic security for the Nation through their use.
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85 The Authority is empowered to draft regulations for the management,
development and sustainable use of fisheries resources and related activities in
the exclusive economic zone, in relation to fisheries monitoring and control and
to implement access agreements and fisheries management agreements. Other
regulatory powers relate to confidentiality of information, compliance with re-
gional arrangements, the issuance of citations and assessment of penalties.
NORMA s also tasked in the regulation and management of marine scientific
management and training.

86 In addition to the regulatory function, NORMA is also tasked with the
provision of technical assistance in the delimitation of the exclusive economic
zone, the negotiation and implementation of access agreements and fisheries
management agreements and the issuance of fishing licenses.

87 NORMA has a coordination role in the implementation of fisheries
monitoring and control activities but active surveillance activity and the opera-
tion of patrol boats is carried out by the Maritime Wing of the FSM National
Police under the Department of Justice.

88 In a regional sense, FSM has a history of active participation in the pro-
grams of the regional fisheries agencies, the Oceanic Fisheries Program of the
Secretariat for the Pacific Community and the Forum Fisheries Agency (FFA).
As such FSM is a party to the 1982 Nauru Agreement Concerning the Manage-
ment of Common Interest and the 1994 Federated States of Micronesia Ar-
rangement for Regional Fisheries Access.

89 NORMA representatives have also represented FSM in all 7 sessions of
the Preparatory Conference for the Establishment of the Commission for the
Conservation and Management of Highly Migratory Fish Stocks in the Western
and Central Pacific. FSM will host the new Commission which is established as
the new coordinating agency for western Pacific oceanic fisheries management.

90 In 2000 the FSM President directed NORMA (then MMA) representa-
tives to establish an National Steering Committee in support of the development
of a Tuna Management Plan for FSM. A comprehensive plan has subsequently
been developed and approved and is now recognized as the guiding instrument
for tuna resource management in FSM.

91 The specific goals adopted in the plan are to:

e  Ensure that the tuna catch does not exceed sustainable levels;
e  Obtain national revenue from foreign fishing access agreements;

e Support development of FSM-owned and/or foreign FSM-based fishing
enterprises;

e Encourage investment in enterprises related to tuna fisheries;
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e Promote employment opportunities;
e Enhance international relationships beneficial to FSM.

92 The plan recognizes that tuna resource is shared with other countries in
the region and is finite. It thus embodies principles relating to the precautionary
approach to fisheries management. It is anticipated that the plan will continue to
guide the development and management of the tuna resource of FSM for the
foreseeable future.

¢ Current Situation and Sector Performance

93 The contribution of oceanic fisheries to the economy of FSM can be
divided into benefits derived from activities as follows:
o foreign vessel access and license agreements;

e investment in shore based transshipment infrastructure and the provision
of long line transshipment services for domestic based foreign long line
vessels;

e domestic owned and operated long line and purse seine vessels;

e the purchase and on-sale or value adding of by catch;

e services provided in support of purse seine transshipment;

e the general provision of vessel support services in established ports;
e employment opportunities in each of the above activities;

d Access Arrangements



Chapter 4 — Fisheries 123

94 By far the largest and most consistent contribution to the economy from
the sector has been the income that has been derived from access fees. With the
inclusion of a 2003 access fee return of $ 13, 473,183, total income for the pe-
riod 1990 — 2003 is close to $200,000,000. Figure 2 below shows annual fluc-
tuations in access fee payments for the period. The downward spike of 1995
reflects a year where access arrangements with Taiwan were not successful and
no agreement was reached. The peak income of 1994 reflects the presence in
FSM that year of a large domestically based Taiwanese longline fleet. Similarly,
the 1996 peak reflects a large payment from the US fleet of over $6 million as
part of the US multi-lateral access arrangement. Purse seine fees have stabilized
with the implementation of 5 year access agreements with Koreas and Taiwan.
However, fees did drop in 2000 as a result of reduced fishing effort due to de-
pressed prices.

95 More detailed data regarding access fees by fishing method and flag
state for 2001- 2002 is given as part of Appendix 2.

96 In January, 2000 there were 7 bilateral and one multilateral foreign
fishing agreements in place. In addition, there were 9 agreements with domesti-
cally-based foreign vessels. These agreements have remained relatively stable in
recent years with 6 bilateral and 2 multilateral agreements (US Treaty and FSM
Arrangement) and 8 agreements for domestically based foreign vessels compris-
ing 6 purse seine licenses and 270 long line licenses.

97 In addition to the revenue from both foreign and domestically-based
bilateral arrangements, as party to the Forum Fisheries Agency-administered

Historical Fees Collections By Gear Type
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Multilateral Treaty with the United States, FSM receives a further estimated
$110,000 annually that is tied to fisheries development projects. The Japanese
agreement also includes an annual payment of goods and services with an esti-
mated value of $550,000.

e Infrastructure and Long Line Transshipment

98 FSM National and State government investment in fishing vessels and
infrastructure during the early 1990°s is variously reported at between $100 —
130 million. Much of this investment was channeled through a myriad of gov-
ernment owned corporations in each State with the intention that the establish-
ment of fisheries infrastructure would stimulate State economies and foster fur-
ther investment.

99 The various National and State entities established for fishing, vessel
servicing and transshipment have ultimately accumulated high debt levels and
large financial losses™ and have either ceased to operate or scaled back in their
activities. Details of these entities and their current status are given as Appendix
3.

100 Transshipment facilities for longline caught sashimi tuna were heavily
utilized during the mid-1990°s with the presence in FSM of the Chinese com-
pany, Ting Hong, and the domestic basing of more than 200 vessels across the 4
States. However, Ting Hong operations departed FSM in 1996 leaving only 100
domestic based vessels and diminished utilization of the facilities. Ting Hong
alone reported some 4500 individual transshipments in 1994, By 2000, the
number of transshipments across at FSM ports had reduced to 1004 and by 2002
this figure had further reduced to 774%. Utilzation of facilities in Yap, Chuuk
and Kosrae reduced to the extent that facilities in each port are now inoperable
and longline transshipments are no longer taking place. The longline fleets of
Japan. Taiwan and China have opted to transship from Guam and only 21
Pohnpei base Chinese vessels continued to transship from Pohnpei in 2004.

f Domestic Operated Long Line and Purse Seine Vessels

101 Details as to business structures and associated investments are given as
Appendix 3. It is apparent that Government and domestic private sector invest-
ment in longline and purse seine vessels has proved to be high risk. This has
been especially apparent in recent years with a significant reduction in the num-
ber of operational vessels in the longline fleet.

13 Burslem, W. FSM National Fisheries Corporation Review. 1999

14 Ting Hong Group. Review and Future Prospects of Ting Hong Operations in the
FSM. 1996

15 NORMA. Annual Reports 2000 and 2001-02
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102 In the longline fishery, domestic vessels (owned or domestically man-
aged under agreements) rose steadily to number 25 in 1999. Since that time the
number of operational vessels has decreased annually with only 18 vessels ac-
tive in 2002 and 21 in 2003 with a further significant reduction to 2004 where
only 12 vessels are reported operational®.

103 The State Governments of Pohnpei, Chuuk and Yap have all invested in
the purchase of and operation of purse seine vessels. Pohnpei has 2 small seiners
operated by the Caroline Fishing Corporation. Following issues relating to joint
venture ownership and a period of receivership, the operational performance of
these vessels has improved in recent times with higher international bulk tuna
prices.

104 Chuuk State investment also involved complex joint venture arrange-
ments. These ultimately led to the ownership of a single vessel, the Nien Feioch,
by the Chuuk Public Fisheries Corporation. This vessel sank at the wharf in
Chuuk in early 2004 and was uninsured.

105 Yap State also experienced difficulties with the operational manage-
ment of their purse seine business. However, with a vessel purchased from
South America and tight management, Yap’s Diving Seagull company has per-
formed well in recent years and is reportedly debt free in 2004 and able to pay
dividends to the State.

106 Under a foreign investment permit, Tri-Marine (FSM) established in
FSM in 1999 as a wholly owned subsidiary of Tri-Marine International Incorpo-
rated, a large international integrated fishing and processing company. By 2004,
Tri-Marine had 3 operational FSM registered vessels.

107 An evolution in National direction in regard to sectoral investment is
apparent. Fifteen years ago, the general perception was that, because of the weak
private sector and other factors, development opportunities relating to tuna were
in government investment in infrastructure and fishing and government partici-
pation in commercial activities.

108 Following a generally poor performance from these government inter-
ventions, the direction shifted to the idea that the most favorable opportunities
were for domestic private sector companies to longline for fresh tuna.

109 In subsequent years, numerous failed operations of this type appear to
have resulted in an additional evolution in direction. This is essentially that tuna
fishing itself is too risky and that value adding ashore and servicing of fishing
vessels are the most important opportunities.

16  Source: NORMA Annual Reports, 2000 and 2001 — 2002
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g The Purchase And On-Sale Or Value Adding Of By Catch

110 Outside of the construction of cold stores in Kosrae and Yap, major
investment in processing and value adding capacity has been limited to the
Pohnpei Fisheries Corporation (PFC) which was established as a Pohnpei State
public corporation in 1993. PFC is engaged in two principal lines of business,
the provision of ice, and processing and marketing of second grade tuna, marlin,
and bi-catch. A review of PFC in 2000" revealed significant cumulative loss,
cash flow difficulties and an inability to source sufficient raw material to ade-
quately utilize facilities. Despite recommendations to the contrary, PFC remains
operational.

h Services Provided In Support Of Purse Seine Transshipment

111 Since 1993 there has been a regional ban on at-sea in-zone transship-
ments of purse seine catches. This was intended to facilitate monitoring of
catches, increase port usage, and generate revenue. In subsequent years, a large
amount of tuna has been transshipped through FSM ports with an estimated
2400 individual transshipments in the period 1993 — 2003.

112 The ports of FSM have different attributes for transshipment. In gen-
eral, Chuuk has the best anchorage, simply because the lagoon is large. Pohnpei
has the best facilities for supplies, service, provisions, and crew rest/recreation.
Yap is not favoured because the fishing action is mostly located at considerable
distance to the east and the anchorage is small. The harbour at Kosrae is also
considered small. In recent years the choice of transshipment is often between
Pohnpei and Majuro in the Marshall Islands, depending on the location of fish-
ing. Transshipment in Chuuk has all but ceased in recent years due to issues re-
lating to security and an attempt to increase the transshipment fee.

113 The majority of FSM transshipments in the past 2 years (130 in 2002
and 100 in 2003) have been in Pohnpei. The number of transshipments in a par-
ticular port in any given year cannot be guaranteed as decisions on transship-
ment location are most often made by the company operating the carrier vessels,
in consultation with the purse seine vessel owners or managers. The carrier
companies therefore try to place their carriers in the most advantageous position,
given the location of the fishing fleet at the time, destination of the fish, and es-
timated size of the loads to be delivered. However other factors are also taken
into consideration, such as the availability of licenses in the particular country
concerned, weather conditions, and most recent experiences in that port.

114 Purse seine transshipment does not require specific infrastructure other
than general wharf facilities and port services associated with standard cargo

17 Aries Group, Privatization of Public Enterprises and Corporate Governance Re-
forms. ADB TA# 3201 FSM
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handling. Transfer of fish from seiners to carrier vessels takes place at anchor
but vessels do berth for clearance and provisioning. Purse seine transshipment
contributes to local economies through the purchase of goods, services and labor
as well as in the collection of fees and charges. The extent of spending in any
single transshipment will depend on the goods and services available. An esti-
mate of current and potential levels of spending is given in Appendix 4.

i  Employment And Employment Opportunities

115 Formal employment in tuna fisheries or related activities was estimated
in 2001" to total some 614 jobs comprising jobs on foreign vessels (150), jobs
on locally based vessels (86), jobs in domestic tuna enterprises (178) and jobs in
artisanal vessel operations (200). This estimate is at odds with the 2000 census
data which reports formal employment at 226. Possible reasons for this are that
200 of the reported 2001 jobs are essentially informal and many of the 178 re-
ported jobs in domestic tuna enterprise are likely to be casual in nature.

116 Analysis of the 2000 census and comparison with that of 1994 is sum-
marized in Table 3. It indicates a dramatic reduction in the numbers of persons
formally employed in the fisheries sector from 646 (approximate to the 2001
report) to 226 and a corresponding significant increase in persons undertaking
informal activity in fisheries and agriculture from 7,375 to 15,216. While the
loss in formal employment is reflective of the general downturn in transshipment
and FSM port based fishing, it must also been seen as a serious indicator of the
major problems facing the sector. Accepting the median incomes of the respec-
tive census periods, this reflects a loss of annual wage income in the vicinity of
$1.7 million.

117 The continued downturn in sectoral activity subsequent to the 2000
census suggests that levels of formal employment may have continued to decline
in the period to 2004.

j  The Economic Contribution Of Oceanic Fisheries To Fsm

118 The real contribution of oceanic fisheries to the economy of FSM in
any given year is difficult to define. Account must be taken of fluctuations in
prices for purse seine caught species as well as the substantial variations in
prices obtained for sashimi exports. There is also an issue to define retained
value in the services provided to the sector and in the value of the subsistence
sector contribution. This said, an estimate of the value of oceanic resources for
2001 and 2002 is presented in Table 4.

18  Gillett,R and Lightfoot, C. The Contribution of Fisheries to Pacific Island Econo-
mies. 2001
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119 While these figures provide a reasonable estimate of the total value of
the resource, they do not in any way take account of costs or contribute to the
determination of profitability.

120 In reality, analysis of the detailed costs of production would reveal a
very high production cost in achieving the overall value. This has been exempli-
fied in the generally poor performance of domestic longline vessels. This is best
exemplified in discussion of the financial performance of the Government fish-
eries assets (see Appendix 3)

k Problems, Constraints and Issues

121 The most significant problem with oceanic fisheries in FSM is the fail-
ure to date to fully realize the potential benefits associated with the exploitation
of available resources.

122 While FSM has enjoyed a reasonably consistent return from receipt of
fisheries access fees, attempts to promote returns through infrastructure invest-
ment, transshipment, domestic fishing, value added processing, vessel servicing
and employment have essentially failed to add significant value or return on in-
vestment. This is exemplified in the current non-operational or under-utilized
status of infrastructure facilities across the States.

123 In order to examine the current constraints and issues in regard to
achieving increased economic benefits, it is important to appreciate the wider
international and regional context of oceanic fisheries performance in recent
years.
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124 Since 2000, Pacific Island domestic based sashimi tuna industries have
experienced a downturn across the region. Operators in Fiji, Samoa, and Tonga
have experienced declining catch levels (despite increasing fishing effort) and
increasing competition from international suppliers to the principle market in
Japan. Primarily as a result of supply, sashimi tuna market prices have tended to
remain flat. In addition, the impact of the Asian economic crisis and the SARS
epidemic have also had a negative impact on sashimi market prices. Coupled
with post 9/11 security issues, increases in fuel prices and airfreight costs there
has been an overall reduction to profit margins in sashimi tuna longlining.

Table 4 Estimated Value of Oceanic Resources to FSM in 2002
Item Assumptions & Est. Value Est. Value
Explanation 2001 2002
Total PS catch in 82,797 tons $ 66,237,600 $ 32,675,200
FSM @ $800 ton in 2001
40,844 tons
@ $800 ton in 2002
Total LL catch in 5,175 tons $ 25,875,000 $ 14,030,000
FSM @ $5000 ton in 2001
2,806 tons
@ $5000 ton in 2002
Access Fees Combined total — all $10,576,211 $ 10,585,754
agreements
Domestic purse FOB value from ex- $ 6,212,328 $ 5,454,868
seine port data
Domestic based FOB value from ex- $ $ 635,717
foreign PS port data
Domestic longline FOB value from ex- $ 4,386,581 $ 1,524,487
port data
Domestic based FOB value from ex- $ 1,519,085 $ 1,181,177
foreign LL* port data
Fines Actual figures $ 697,000 $ 2,220,000
LL transshipment 1036 @ $ 5000 $ 5,180,000 $ 3,870,000
retained in 2001
774 @ $ 5000
retained in 2002
PS transshipment 179 @ $ 10,000 $ 1,790,000 $ 1,350,000
retained in 2001
135 @ $ 10,000
retained in 2002
By-catch sales $ 500 per tranship- $ 518,000 $ 518,000
ment
Formal Employment  Year 2000 jobs $ 1,022,424 $ 1,022,424
@ 226 x $ 4524
Informal employ- 1250 tons @ $ 2900 $ 3,625,000 $ 3,625,000
ment ton
Total $35,508,629 $ 31,987,427
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125 The supply of tuna for canning from purse seine fishing is essentially a
commodity trade and is thus subject to significant market price variations. The
very high regional catch levels of the late 1990°s saw bulk tuna prices reduced to
as little as $350 mt in 1999 and 2000. Prices have subsequently stabilized in
2003 — 04 at between $ 750 - $850 mt. As a result of the volatile nature of the
market, commercial purse seine fishing is a high risk business, especially for
small operators.

126 The fisheries policies of FSM, as developed during the 1990’s pro-
moted foreign access arrangements, Government and private sector investment
in infrastructure and fishing vessels, the provision of transshipment services,
value added processing and employment as principle development strategies.

127 In considering development constraints, a 1995 study*® on tuna industry
development concluded:

e The FSM labor pool is limited both in number and by range of current
skills. The tuna industry specifically needs foreign skills and foreign
management until Micronesians can be trained and can gain experience in
the industry. Imports of foreign labor are discouraged by bureaucratic
administration and the requirement to annually renew elaborate work
permits

e All non-service FSM State and National government enterprises that have
been in operation for more than 2 years have proven unprofitable. The
inability of these ventures to succeed in economic terms can be traced to a
variety of reasons, primarily associated with government involvement in
their operation. This is exemplified in the summary of SOE status pro-
vided as Appendix 3.

e  For longline transshipment, the inability to extend airport runways in al-
most every state without major capital cost could be a development limi-
tation in the future. Additional runway length allowing larger aircraft and
improved payloads could be a key factor in achieving improved air freight
economies of scale.

e Though simple to administer and understand, Gross Receipts Tax (GRT)
is a “cascading” tax and the prevailing tax regime is a disincentive to pri-
mary industry and manufacturing investment.

e A very significant problem in the FSM is the difficulty in finding out ex-
actly what the current law is.

e The FSM currently exhibits a comparatively highly protected economy
with relatively highly protected and highly priced resources. The FSM

19  Lucas, K. Tiller,S. Swan, J. The National Fisheries Policy Study. ADB TA# 2551
FSM
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economy is further protected by investment and recruitment approval
processes that emphasize sanctions and concessions as opposed to open,
uniform treatment.

128 While strategies to mitigate these constraints were reflected in policy
documents, there has been limited success in addressing these issues. This is
particularly apparent at the State level, especially in relation to dealing with dif-
ficult issues such as the commercialization of State owned assets.

129 In considering constraints in the two sub-sectors of the FSM tuna in-
dustry an FFA study® concluded that the main issues affecting profitability in
the longline industry were vessel productivity as reflected in catch rates of target
species, availability, reliability and cost of air freight, cost and efficiency of
transshipment services in port, and the yen exchange rate. For the purse seine
industry it was suggested that the main issues affecting the purse seine industry
were the then current overproduction and resultant low prices, high operating
costs, restricted fishing grounds, and the lack of skilled senior level labor.

130 The development of domestic fisheries capacity throughout the Pacific
region was reviewed in detail in 2003%. This review reiterated the perspectives
put forward in 1995, and cited the principle constraints to include:

e Reductions in air freight capacity and availability and the economic limi-
tations of restricted freight volumes due to aircraft and runway limita-
tions;

e Increases in the cost of air freight due to escalating fuel costs;
e A poor business environment and inadequate provision of services;

e  Government agencies with commercial involvement in the tuna industry
detracting from the functioning of private sector tuna firms, especially the
Economic Development Authority (EDA) of Pohnpei;

e Requirements for local vessels fishing in FSM waters to undergo customs
and immigration formalities and the high cost of these services;

e High cost of operation: high prices for fuel, skilled labor; requirement to
air freight in many parts/supplies;

131 Other issues raised included fee variance, higher access fees compared
to Palau and the Marshall Islands, the provision of conflicting consultancy ad-

20 Gillett, R. Domestic Tuna Industry Development in the Pacific Islands -The Current
Situation and Considerations for Future Development Assistance FFA Report 03/01

21  Gillet, R. Domestic Tuna Industry Development in the Pacific Islands - The Current
Situation and Considerations for Future Development Assistance. FFA Report
03/01. 2003
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vise, the adequacy of port infrastructure for vessel maintenance, the scarcity of
skilled labor, declining catch rates, unclear legislation and unnecessarily high
penalties for regulatory transgressions.

132 The demise of transshipment services from FSM ports and the associ-
ated loss of income generating opportunities is a clear indication that FSM has
failed to deal adequately with constraints and issues that have been on the table
for a number of years.

133 There has been a very large amount of technical assistance focused on
the development of FSM’s tuna industry. A list of such assistance prepared in
2003% and covering the previous decade shows over 20 interventions by ADB,
FAO, SPC, FFA, the World Bank, SPPF, FIAS, and others..

134 It is clear that constraints to industry development have been widely
documented, especially those relating to the lack of progress on privatizing gov-
ernment fishery companies and continued government monopolies in providing
essential commercial services to the tuna industry.

135 There is an issue relating to lines of communication and the need to
clearly define responsibilities in relation to policy implementation. In an attempt
to address the constraints facing industry development, the Pohnpei Commercial
Tuna Longline Operator Association was formed in 1998 with four members.
The Association subsequently organized a successful initiative to eliminate the
planned State tax on the export of fish. With Canadian financial assistance, the
Association sponsored National Offshore Fisheries Conference in 2002 and es-
tablished the FSM Offshore Fisheries Association. The industry voice of
Pohnpei is thus complimented with a National (and therefore regional perspec-
tive). In 2004, a meeting in Suva, Fiji in turn established a Regional Association
of Domestic Tuna Fisheries.

136 With the formation of FSM association, there is a clear direction for an
industry voice. However, the same cannot be said of Government. There are a
range of often conflicting National and State agencies with varying responsibili-
ties in processes to effect changes in policy or to establish a more conducive
business environment. For a potential foreign investor in fisheries, there is no
clear process or specific agency to facilitate the investment process.

137 The experience of Fiji and Papua New Guinea in the establishment of
the Fiji Trade and Investment Board and the PNG Investment Promotion Au-
thority is perhaps worthy of consideration in this context. In each case, a single
national agency was established to facilitate and assist investors and lobby Gov-

22  Gillet, R. Domestic Tuna Industry Development in the Pacific Islands - The Current
Situation and Considerations for Future Development Assistance. FFA Report
03/01. 2003
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ernment and other agencies in matters relating to the investment and business
development climate.

138 It is clear that further development of the sector cannot take place with-
out additional investment. State governments, having previously invested large
sums in fisheries projects, are reluctant to commit further investment. The do-
mestic private sector has been similarly affected by poor sectoral performance.

139 Investor confidence will continued to be constrained by an ongoing
failure to address development issues and achieve progress with policy imple-
mentation.

| Development Potential

140 Given a scenario where the existing constraints and problems can be
mitigated, there is potential for FSM to enjoy improved benefits from the exploi-
tation of oceanic resources.

141 With the exception of access fees, the industry as currently portrayed
has been in serious decline. The principle question is thus, what can be done to
improve the situation? What possible strategic advantages are there for FSM in
aspects of tuna industry development and how can these be realized into sus-
tained domestic benefit?

i Strategic advantage

142 While FSM’s proximity to and shared ownership of tuna resources is a
potential advantage, the departure of the foreign domestic based longline fleet
suggests that proximity to the resources does not necessarily compensate for
FSM being a high cost location from which to operate from.

143 Generally, FSM does have well developed transshipment infrastructure.
However, despite much of this being less than 10 years old, the facilities in Yap,
Chuuk, Kosrae cannot be made operational without investment in refurbishment.
This said, the under-utilized assets could represent a significant foundation for
private sector development. The key requirement here is not the ownership of
the facilities but the operational control. Recent rhetoric has focused on privati-
zation of government facilities and businesses. This implies a change of owner-
ship to the private sector and is thus unlikely to be acceptable to Government
agencies. Perhaps the appropriate rhetoric is commercialization and a scenario
where Government ownership is retained and facilities are leased out or man-
aged under joint venture. While Government experience in joint ventures to date
has not been positive, this has perhaps been because of a lack of due diligence in
entering into business arrangements.

144 It is apparent that regional resource management arrangements in rela-
tion to tuna exploitation are an increasing international focus. The establishment
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of the new Commission for the Conservation and Management of Highly Migra-
tory Fish Stocks in the WCPO will likely increase capacity and focus on re-
source management and sustainability issues.

145 The establishment of Tri-Marine (FSM) as a domestic company and the
associated registration of three vessels in FSM provides those vessels with ac-
cess to the FSM arrangement for wider regional access.

i The need for investment

146 In considering success in the tuna industry, the 2003 study of Pacific
wide domestic tuna industry development® reported that the operators of almost
all successful tuna fishing companies presently located in the region were origi-
nally either local non-tuna fishing businessmen, successful operators from other
business or owners and managers of overseas fishing companies who moved
into the country and invested in domestic development.

147 Although the rhetoric to promote foreign investment has been in place
for some time, it is clear that the constraints to such have yet to be comprehen-
sively addressed. Importantly, the 2003 study noted that the issues and con-
straints for foreign investors were similarly faced by domestic investors. The
study suggested that it would be more appropriate to think in terms of stimulat-
ing domestic investment through attracting foreign investment.

148 In the case of FSM, opportunities for domestic investment are clearly
limited and constrained by past experience, especially in relation to development
or commercial bank investment. If it accepted that sectoral investment is funda-
mental to future development, then attracting foreign investment is also funda-
mental to any such development.

149 Drawing from the key points raised in the study, it is suggested that
there is a need for Government to provide a stable and reliable set of policy
measures and a clearly defined trading environment. Importantly, a 1999 study
of the FSM foreign investment climate®* noted that national and state legislation
dealing with investment used “criteria that are discriminatory, not transparent,
and time consuming. This report advised that decisions were likely to be made in
a discretionary manner and that the various governments still believed that for-
eign investment could only be controlled by using excessive legislation.

23  Gillet, R. Domestic Tuna Industry Development in the Pacific Islands - The Current
Situation and Considerations for Future Development Assistance. FFA Report
03/01. 2003

24  Report if the Foreign Investment Advisory Service of the International Finance
Corporation and the World Bank 1999
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Access to foreign investment opportunities will improve with greater

attention to a facilitation process such as the investment promotion models of
Fiji and PNG.

151

iii  Perspectives on domestic development

In considering possible opportunities for domestic development, the

2003 study solicited opinion from industry operators and government officials.
The resultant general themes can be summarized as:

152

Encouraging vertical integration in the industry (companies involved in
catching, processing and marketing);

Expanding the services and facilities available to fishing vessels in FSM
ports;

Improving the performance of Government owned facilities through a
commitment to commercializing, investment and value adding;

Specific activities or possible interventions related to these themes were

suggested as:

A state-by-state assessment of the changes required to facilitate develop-
ment and a related initiative to develop state fisheries policies and associ-
ated mechanism to assure adherence;

A ‘tightening” of the FSM Arrangement for Regional Fisheries Access to
encourage domestic development,

The need for committed strategies to attract investment and progress the
commercialization of failed government fisheries enterprises;

Promotion and support to the role of Fisheries Associations in addressing
issues;

A detailed survey of the operators of fishing fleets to determine what they
like/dislike about FSM ports and an associated study to compare FSM
port facilities and charges to those of other countries in order to increase
competitiveness;

The airfreight situation: in-depth analysis of options, including the
achieving of economies of scale;

An improved fisheries information strategy, so that the government can
get relevant information to the fishing companies;

A study on the need for the Pohnpei State EDA to continue to operate the
Pohnpei transshipment facilities.;

“Someone who knows what they are talking about” to do a realistic as-
sessment of fisheries privatization in FSM;
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e Re-focusing the Yap fisheries school on relevant skills;
e A study of the fisheries fuel and fuel tax situation;

e Establishment of a technical assistance fund that the industry can utilize
as and when needed;

e Assistance with the establishment of contact with overseas investors;

e A careful economic analysis of the potential benefits for FSM from possi-
ble access fee reductions for domestic based vessels;

e Assistance with meeting US food safety standards (HACCP) require-
ments;

153 While these are all valid activities, they are largely focused on infor-
mation gathering and do not substitute for the activities needed to implement
effective policies.

iv  Access Fees

154 Potential improvements in the return to FSM from foreign vessel access
and license agreements were studied in detail in 2000%°. Access fees are essen-
tially demand driven and the potential to increase actual income will depend on
the importance operators place on gaining access to a particular area and the
extent to which they are prepared to pay for such access. The current access re-
gime is termed one of regulated open access. No limits are in place on participa-
tion or catches, but some management measures are imposed on total vessel
numbers and through the FSM arrangement. The total amount of access fees
received per annum have fluctuated due to new entrants, changes in exchange
rates, the opening of new fishing grounds, changes in fish prices and catch rates
and the distribution of stocks. These matters will continue to influence access
fees.

155 To date, discounts to access fees have not been successful in encourag-
ing longline vessels to base in or offload in FSM, promote the development of
domestically-owned fleets or encourage investment in FSM fisheries-related
activities. However, promoting incentives for domestic basing remains a compo-
nent for access negotiation. This is more apparent in a scenario where there is an
increase in demand for access or where multi-year access is available.

156 The implications for fisheries access in relation to the establishment of
the new Fisheries Commission are difficult to determine until such time as the
Commission is fully established. The possible implementation of new regional

25 McCoy, M.and Rodwell, L. A Review of the Current Fishery Access Regime in the
Federated States of Micronesia and Analysis of Some Options for the Future. ADB
TA No. 2832-FSM. 2000
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arrangements for the calculation of access fees and terms of licenses has poten-
tial to impact on the potential value of access.

157 Given the potential for fluctuation, it is important not to consider an-
nual access fees as a guaranteed dollar value.

v Transshipment

158 There is potential to add economic value from the commercial opera-
tion of shore based transshipment infrastructure and the provision of long line
transshipment services for domestic based foreign long line vessels. However,
the re-establishment of domestic based vessels across each state could only be
achieved with a committed strategy to address the range of issues and challenges
that have long been documented but not yet addressed.

159 Future private sector investment in domestic owned and operated long
line and purse seine vessels is unlikely in the short-term. However, foreign or
joint venture opportunities might eventuate in a scenario where there are
changes to the investment climate. Again, there is a requirement to address
documented constraints and challenges.

160 Economic benefits from improvements to general fishing vessel servic-
ing capacity could also be improved. These range from the supply of fresh pro-
duce and supplies to general vessel servicing and the provision of technical ser-
vices.

vi Adding Value

161 There are also potential opportunities for commercial success in the
purchase and on-sale or value adding of by-catch in both the longline and purse
seine fisheries. This requires the identification of appropriate economies of scale
and of possible niche markets. Again, it is perhaps most likely to be progressed
through the identification of suitable business investors or partnerships with ac-
cess to appropriate technical expertise and links to international markets.

vii  Employment

162 All areas of potential sectoral development have the potential to pro-
vide new employment opportunities. More jobs at sea, in processing, in trans-
shipment and in vessel servicing.

viii The challenge

163 Importantly, none of this potential will be realized until there is a com-
mitment to a concerted strategy to deal with the issues and constraints to devel-
opment. Priority steps are to remove government from the operation of business
enterprise (not necessarily the ownership) and attract large scale investment part-
ners.
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The economic performance of the oceanic fisheries sector in FSM is at

a crossroads. Failure to address the major issues will only result in further stag-
nation and the unsustainable continuation of the status quo.

4.2 Strategic Goals, Policies and Outcomes

4.2.1 FSM Fisheries Policy Development Overview

165

a The Formulation of FSM Fisheries Policy

The process of developing a fisheries policy for the FSM was initiated

with the declaration of the FSM EEZ in 1989 and was first articulated in a 1991
study. More detailed analysis was undertaken in 1996 for the consideration of
the National Fisheries Summit of FSM in December, 1996. The recommenda-
tions of the National Summit resulted in the presentation of a National Fisheries
Policy Document. The key elements of this policy were as follows:

b Policy Element 1: Private Sector to be Responsible for all Commer-
cial Fisheries Investment and Operations

Commercial Fisheries Development should be in the hands of the private
sector;

Government's role is to facilitate fisheries development by the private sec-
tor by creating a business environment conducive to private enterprise
development;

Phase out subsidies to all government owned fisheries enterprises, with
the intent to privatize these as soon as possible

¢ Policy Element 2: Promote Micronesian-Incorporated Enterprises

Promote ownership of fishing vessels and shore facilities by Micronesian-
incorporated enterprises (local and foreign capital)

Make a portion (at least 50%) of access fees available to finance (through
loans, or loan guarantees) private commercial fisheries development in
FSM

Create other incentives to fisheries development, such as:

e Tax breaks (on vessel fuel, for example),
e Amend foreign investment rules (including immigration laws),
o Reform fisheries and maritime laws.

d Policy Element 3: Manpower Development

Develop a World-Class FSM Fisheries Manpower Development Program
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e Policy Element 4: Ensure Conservation of Marine Resources and
Preservation of the Marine Environment

Ensure conservation of tuna and other marine resources, and preservation
of the marine environment through active participation in international
and regional bodies and institutions.

f Policy Element 5: Reform Institutional Management Framework

Consolidation of responsibilities for fisheries policy development, man-
agement and enforcement under one well-financed, independent and
autonomous body

Increased cooperation and coordination among all jurisdictions (including
private sector as well as government bodies)

g Policy Element 6: Reform of Laws and Regulations Inhibiting Fish-
eries Development

Tax Laws (including incentives)

Duties and Levies

Regulation of foreign investments

Labor laws

Immigration laws and permits

Maritime Code and relevant Conventions
Fisheries Laws and relevant Conventions
Land tenure laws

h Policy Element 7: Promotion of Value Added Investments

Promote value added investments in:
Fish and Fish Product Processing;
Manufacturing;

Marketing;

Quality Control.

i Policy Element 8: Controlling Fisheries Access

All longline vessels (delivering chilled tuna) must be FSM-based to be li-
censed;
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e The need for uniform governing rules within each class of vessels based
in FSM (and fishing in ESM waters);

e Long-term access arrangements should be used to encourage FSM- bas-
ing of foreign owned vessels.

j Policy Element 9: Promoting Public Awareness

e A public awareness program should be established, with careful thought
to key audiences and how best to reach them;

e Stimulate FSM citizen's interest in fisheries through information pro-
grams.

166 In the lead up to the 1999 FSM Economic Summit (Summit 2), these
policy elements were expanded to detail strategies, activities and accountable
agencies in two separate strategic policy framework documents covering oceanic
and inshore fisheries. These are provided as Appendix 1.

167 These policy frameworks and detailed activity plans were subsequently
adopted by the Summit and can thus be accepted as the agreed National fisheries
policy for the period 1999 — 2004.

k Review of Policy Implementation

168 The expected process in the lead up to the 3rd Economic Summit (3ES)
would be that the 1999 framework would be tabled to both public and private
sector stakeholders for review and comment, especially in relation to implemen-
tation progress, issues, current relevance and changing circumstance leading to
consideration of possible modification of policy direction.

169 In the case of inshore fisheries, the policy framework was reviewed in
2000 by the Coastal Fisheries Consortium and some minor changes to the pol-
icy framework were suggested.

170 In the context of the sectoral review in the present assignment, a sum-
mary analysis of progress in the various activities aligned with the policy ele-
ments for oceanic and coastal fisheries has been undertaken in the present as-
signment based on stakeholder consultation. This analysis is provided as Appen-
dix 2.

171 The review findings can be summarized as follows:

i In the case of oceanic fisheries:

e Policy Element 1: There has been no substantive progress in privatizing
or further commercializing fisheries related State Owned Enterprise or in-
frastructure. Infrastructure in Yap, Kosrae and Chuuk is shut down and
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that of Pohnpei is under-utilized. Subsidies are still in place to support
SOE activities.

e Policy Element 2: The commercial failure or poor performance of domes-
tic private sector investments and a reduction in long line fishing profit
margins across the region combine to make further investment both risky
and unattractive. This is more apparent with the general lack of progress
in establishing clear investment incentives.

e Policy Element 3: While some planning activity has taken place, imple-
mentation of a coordinated approach to capacity and skill development is
lacking. The re-opening of the MMFA is a positive step.

e Policy Element 4: The passing of revised Title 24 legislation, the adoption
of a Tuna Management Plan and the strengthening of NORMA have con-
solidated national capacity in the management of oceanic resources.

e Policy Element 5: Some consolidation of responsibilities has taken place
with the Title 24 revision. Communications between NORMA and Mari-
time Surveillance have improved. Responsibility for policy development
remains fragmented and there is no National level agency mandated to fa-
cilitate industry development or investment.

e Policy Element 6: Legal reform is a slow and consultative process. The
revised Title 24 is a major achievement as is the adoption of certain mari-
time regulations. Laws and regulations relating to tax are under review,
but those associated with duties, labor, investment, immigration and land
are complex and multi-sectoral and require commitment, political will and
vocal sectoral lobby to move forward.

e Policy Element 7: There has been no coordinated activity to assess oppor-
tunities or implement value adding opportunities. Strategies to add eco-
nomic benefit through longline fishing transshipment have been frustrated
by the inability to attract vessels. Opportunities to add economic benefit
through purse seine transshipment have not been fully developed.

e Policy Element 8: FSM’s capacity to manage fisheries access arrange-
ments has consolidated and multi year licensing agreements are in place.
Licensing concessions for domestic basing have not succeeded in attract-
ing vessels. Issues with operational efficiency and air freight access con-
tribute to Guam remaining the preferred transshipment port for FSM li-
censed long line vessels.

e Policy Element 9: There does not appear to have been any concerted ef-
fort to promote the sector promotion through public awareness activities.

172 While the policy elements, in the main, continue to be relevant to sec-
toral development, it is apparent that there has been limited progress with im-
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plementation. Strategies to promote investment and sectoral growth have not
been clear and private sector investment has not been successful. Domestic
based foreign longline vessel numbers have dropped to a low of 20, SOE infra-
structure is either closed or underutilized and remains the responsibility of Gov-
ernment agencies. The majority of long line transshipment activity has essen-
tially transferred to Guam. Considering the time-span for policy implementation
(1999 - 2004) the lost opportunity for economic benefit from the successful im-
plementation of policy element activities is substantial.

173 In situations where the activities associated with policy elements have
been actively facilitated (such as in the preparation of a Tuna Management Plan
by NORMA), policy implementation has been successful. In many cases, the
absence of a directed facilitator or driver for activities would appear to have lim-
ited activity success. For example, in the absence of a committed driver to cam-
paign for a fuel subsidy, there is no incentive for Government to establish such a
subsidy.

174 Policy elements that relate to wider fiscal management or changes in
legislation (such as tax, labor laws, immigration laws, subsidies and duty) are
much broader in application that fisheries and are thus more complex and chal-
lenging to achieve. Even if there is a strong driving influence from the fisheries
sector, legislative process will be influenced by wider political elements.

175 It is thus apparent that, one of the key factors in policy element activity
implementation is political will. This is most apparent in relation to difficulties
in producing a result in relation to the performance and future direction of cer-
tain SOE’s. Clearly, without the support of State Governments, an activity to
promote private sector or investor management or ownership of these facilities
will not succeed.

176 The principal policy elements of 1999 for oceanic fisheries remain rele-
vant and are therefore projected into the revised policy matrix.

i Inthe case of Coastal Fisheries

e Policy Element 1: Private Sector to be Responsible for Commercial Ma-
rine Investments and Operations: State level infrastructure continues to be
managed by Government agencies. Less emphasis on commercial devel-
opment in the sector is apparent.

e Policy Element 2: Promote Resource Owner and User Responsibility for
Sustainable Artisanal and Commercial Development: Some progress with
the establishment of fishers associations. Establishment and promotion of
MPA'’s in Pohnpei, Kosrae and Chuuk
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e Policy Element 3: Manpower Development: HR plan completed for fish-
eries management but State level access to training remains opportunistic.
No coordinated approach to School curriculum is apparent.

e Policy Element 4: Ensure Sustainable Development of Inshore Marine
Resources and Preservation of the Inshore Marine Environment: An in-
creasing focus on MPAs and community management at State level is ap-
parent. Inter-agency consultation and coordination remains an issue.

e Policy Element 5: Reform the Institutional Management Framework: The
role of and work program of DEA fisheries was defined by the Coastal
Consortium. However, clear determination of agency roles at State level
has not been well defined.

e Policy Element 6: Reform of Laws and Regulations Inhibiting Fisheries
Development: Focus is increasing inclined to fisheries management rather
than development. State laws have been revised in Yap and Kosrae but
review processes have stalled in Chuuk and Pohnpei.

e Policy Element 7: Promotion of Value Added Investments: In the ar-
tisanal and subsistence sector, there is generally an expanded use of ice
(where accessible) to enhance fish quality. However, there are no known
new developments in value added processing. The sector focus is increas-
ingly on resource management as opposed to commercial development.

e Policy Element 8: Controlling Fisheries Access: There is increasing com-
munity awareness and involvement in consultations in relation to the
management of resources and the establishment of Marine Protected Ar-
eas (MPA’s) in Pohnpei, Kosrae and Yap.

e Policy Element 9: Promote Public Awareness of Marine Resource Con-
servation: There has been opportunistic distribution of information and
resources from DEA to State level agencies. The most active agencies in
public awareness promotion appear to be NGO’s.

177 The determination of specific coastal fisheries policy is essentially a
State level activity. As such, the national policy is primarily a statement of guid-
ing principle rather than a blueprint for State level activity. However, there are
common themes from State level that can be accommodated in the national
framework. In the context of the current review, there is a distinct move away
from resource development activities to a focus on resource management, con-
servation and aquaculture.

178 These changes from the principle policy elements of 1999 for coastal
fisheries are reflected in the revised policy matrix.
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4.2.2 Moving forward with Fisheries Policy

179 In determining the future direction of policy, it is perhaps useful to con-
sider the scenario that FSM would like to achieve for fisheries in the next five
year period. In a review context, it appears that there are no major differences
from the overall objectives of the past five years.

180 However, it is important to consider policy direction in relation to “les-
sons learned’ from the previous period and also in relation to possible changes in
the wider (international and regional) sector environment in the coming period.

181 The key lessons in relation to policy implementation are suggested as:
e There needs to be clearly defined responsibility assigned to undertake ac-
tivities associated with policy implementation;

e The agency or entities assigned such responsibility should be required to
account for progress in relation to activities undertaken;

e Insituations where a particular policy requires the wider endorsement of
Government or legislative enactment, the implementation strategy should
include activities that take account of the need to generate political will.

182 Taking account of the findings of the situational analysis for the sector
and the intent of 3ES, the following policy themes are apparent:

183 For Coastal Fisheries:
e Anincreasing focus on resource management strategies encompassing
traditional practice and protected areas;

e Anincreasing focus on ensuring resource exploitation is carefully man-
aged and priority access is accorded to subsistence and low level artisanal
activities rather than commercial fisheries;

e Anincreasing focus on aquaculture activities at the subsistence and ar-
tisanal levels;

e Anincreasing focus on community participation in management;

184 For Oceanic Fisheries:
e A continued emphasis on improving economic benefits, utilization of in-
frastructure and domestic commercial activity;

¢ In the context of the Tuna Management Plan, a more focused emphasis on
resource management and monitoring;

e Acknowledgement of the urgent need to attract investment;
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4.2.3 The Fisheries Policy Matrix Proposed by the 3rd Economic Summit

185 The Fisheries Policy Matrix proposed by 3ES is provided as Appendix
3. It is apparent from consultations in the current assignment that policy frame-
work as adopted by 2ES was not given major consideration in the lead up to
3ES. As such, the focus of 3ES fisheries consultations appears to have been
more on determining suitable outcomes for the management of performance
budgeting. In the absence of a review framework, the draft policy matrix en-
dorsed by 3ES does not fully reflect the previously established policy frame-
work. Given that this framework has developed from consultations dating back
to 1991, this is a matter for serious consideration.

186 There principal areas of concern can be summarized for each proposed
goal as follows:

a Strategic Goal 1. Inshore fisheries resources are well managed and
economic utilization is maximized within sustainable levels.

187 While the intent of this goal is sound, the listed outcomes will be diffi-
cult to measure. It is also apparent that the given activities are not accounted to
organizations or areas of responsibility. The role of the DEA fisheries Office is
not defined and the importance of NGO activity in marine resource conservation
is not considered.

b Strategic Goal 2. Increase aquaculture activities to supplement
and enhance marine stocks for subsistence and marketing.

188 All previous policy direction in relation to aquaculture in FSM sug-
gested that, while aquaculture development was possible, there were no exam-
ples in place of sustainable aquaculture activity. The history and current status of
aquaculture activity in FSM in considered in the sector review as is considera-
tion of such by the Coastal Fisheries Consortium. While there is possible poten-
tial for aquaculture development, it is difficult to accept the prioritizing of aqua-
culture as a key national goal, particularly if there is an implication of sustained
economic benefit. Aquaculture is more appropriately placed as an activity in
relation to coastal fisheries.

c Strategic Goal 3. Maximize the long term economic benefits to the
FSM from its Exclusive Economic Zone.

189 The intent of this goal is sound. However, it does not define areas of
responsibility or emphasize previous intent to commercialize/privatize Govern-
ment assets. The responsibilities of NORMA are not considered and the activi-
ties are not considered in relation to existing income streams.
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d Strategic Goal 4. The FSM Exclusive Economic Zone is well man-
aged and economic utilization is maintained within sustainable
levels

190 The intent of this goal is also sound. However, it should be reflective of
the NORMA role and of the Tuna Management Plan.

191 The 3ES matrix has been widely discussed with stakeholders in the
current assignment. With a single exception, stakeholders endorsed the revision
of the matrix to more clearly reflect sector policy direction and development
priorities.

4.2.4 Outline of a Revised Policy Framework

192 In considering a broad policy framework for the sector, there are essen-
tially two components — the sustainable management of resources and the eco-
nomic utilization of resources within sustainable parameters. If these are consid-
ered in relation to Coastal fisheries and Oceanic fisheries, there are 4 principle
goals.

193 Importantly, capacity to implement activities across all 4 principle goal
areas is underpinned by human capital - the ability to efficiently undertake ac-
tivities in relation to policy components. In the 3ES matrix, activities relating to
education, training and public awareness are outlined in each of the policy areas.
In the proposed revised matrix, these have been combined into a single under-
pinning goal relating to building technical capacity across the sector.

194 A revision of the 3ES policy matrix is proposed. It must be stressed that
the intention is not to undermine the intent of the 3ES matrix. The revised matrix
includes and expands on the activity framework of 3ES. The exception is with
aquaculture where it is proposed that the 3ES goal be revised as a series of ac-
tivities and outcomes under a broader coastal fisheries management goal.

195 The principle justification for this is to ensure that aquaculture is con-
sidered in the context of its current economic value. This is not to ascertain that
aquaculture does not have positive economic potential but to reflect the fact that
the nature of this potential has yet to be identified.

196 A revised matrix comprising 5 goals is thus proposed.
4.2.5 Fisheries Sector Goals and Policy

a Mission Statement

197 The marine resources and fisheries of the FSM are managed and devel-
oped in consultation between designated authorities and stakeholders in a man-
ner that ensures maximum possible economic and social benefit to the people of
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FSM and, at the same time, ensures sustainable resource exploitation and pro-
tects marine biodiversity.

b Strategic Goal 1: Stakeholders and personnel contributing to fish-
eries and marine resource management and development are
suitably trained and skilled to effectively participate in sectoral ac-
tivities
i Policy framework

e The need for sectoral human resource development planning is recog-
nized and supported,;
e Fisheries and marine resource curriculum is included in school programs;

e Fisheries and marine resource programs at the COM are supported and
opportunities for overseas scholarship are identified and pursued;

e Programs and courses at the Micronesian Maritime Academy are sup-
ported;

e  Extension, public awareness and educational activities are included in Na-
tional and State agency work programs;

e « State agency personnel are provided with opportunities for skill devel-
opment;

i Outcomes

e Human resource development plans are used as tools to promote the ef-
fective delivery of education and training programs;

e Improved knowledge of marine resource and fisheries matters in school
graduates;

e Improved capacity in fisheries and marine resource management through
improved access to relevant technical and tertiary education and strategic
research;

e Improved income to FSM nationals through employment in fisheries ac-
tivities;

e Increased community level awareness in regard to fisheries and marine
resource management issues;

i Analysis and Justification

198 The importance of technical capacity, skill development and resource
awareness at community level has been reflected in sector policy since 1995.
However, to date there has not been a coordinated approach to addressing strate-
gies to improve access to training, the development of school curriculum or im-
proved general public awareness.
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199 Access to training and skill development opportunities for public sector
employees is primarily ad hoc. Both at the National and State levels it is impor-
tant to ensure that managers and employees are suitably skilled to efficiently
undertake their assigned duties. Within each agency, there remains a need to
fully document required skill levels and match these to skill development plans
for employees. For example, a State fisheries department cannot adequately un-
dertake species stock assessment unless staff are technically capable of doing so.
Training needs must then be linked to identified training opportunities at na-
tional, regional and international levels.

200 The need for improved awareness of marine resources and fisheries
through school curriculum has been a policy theme in the sector since 1996. In
the absence of a coordinated approach to this, little has been achieved to date.
Completing activities in this area requires a coordinated approach between the
Education Department, DEA fisheries and stakeholders. In reality, there is a
wide variety of suitable curriculum material already available on a regional ba-
sis. The challenge is to access this material as teaching resources and to frame it
in a manner that can be formally adopted into national curricula.

201 At the tertiary level, there is a need to ensure suitably qualified gradu-
ates are available to fill technical positions in Government and in private capaci-
ties (including NGO’s). Skill development through partnerships and cooperative
activities with external institutions (universities, research institutions and
NGO’s) will serve to meet some research needs and to boost national capacity in
aspects of research.

202 Direct employment in commercial fisheries (as vessel crew and in sea-
food processing) requires an established certification system and an efficient
training provider. Incremental increases in the number of FSM vessel crew has
the potential to add real value to the private sector economy with 100 jobs equat-
ing to $500,000. Committed support to the Maritime and Fisheries School in
Yap should result in a regular supply of technically skilled vessel crews. Skill
development in relation to seafood quality and aspects of business will benefit
the subsistence and artisanal sector and ideally add better value to commercial
sales. Compliance with food safety standards for export markets (HACCP) can
be greatly improved with the introduction of a standard short course in quality
seafood handling. This type of course has proved very useful in contributing to
regulatory compliance in other countries such as PNG.

203 Improving knowledge and understanding of marine and fisheries re-
sources and the importance of their sustainability within communities requires
activities within education and in the wider community. In the wider community,
this can be as basic as the distribution of posters or as time consuming as a con-
sultative process to establish community resource management mechanisms.
Communities have a very important role to place in the future management of
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inshore resources. This role requires improved overall understanding as to the
nature of resources and the range of options available for resource management.

iv  Critical Issues for Implementation

204 The implementation of policy in relation to HR development has suf-
fered from there being no clearly defined accountability for implementation.
Responsibility is currently vested across COM, NGO’s, the Education Depart-
ment, DEA Fisheries and State fisheries agencies. The clear requirement is to
development a coordinating capacity between agencies and for each to then ac-
cept designated tasks in relation to agreed activities.

205 The availability of committed budgetary support is fundamental to the
implementation of the full range of activities outlined in this goal. Opportunities
for funding in addition to core Government budgets will need to be identified in
some instances, particularly in relation to community awareness type activities
which are not linked to core budgets.

206 This goal presumes fisheries agencies are well managed and staffed by
committed and motivated personnel. If this is not the case, achievement of the
desired outcomes will be difficult.

c Strategic Goal 2: Inshore and Coastal marine resources are moni-
tored and managed in a consultative and participatory manner
that respects traditional practice, utilizes established scientific
methodology, sustains biodiversity and resource abundance.

i Policy framework:

e Responsible agencies have well developed work programs and are ade-
quately resourced to undertake activities;

e National and State Agency relationships and activities are clearly defined,;

e Regulatory systems are enacted to ensure well considered resource man-
agement practices are in place;

e The status of resources are monitored to identify potential over-
exploitation;

e Management systems are holistic and account for consultation in relation
to wider resource management perspectives in areas such as coastal zone
management, economic planning, land use, watershed management, tour-
ism development , atoll management and biodiversity ;

e Traditional practices are respected and traditional knowledge inputs are
reflected in management and regulatory processes;

e Management systems include marine protected areas and community
based management;
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e Commercial activities are well defined, adequately monitored, exclusive
to National participation and maximize national benefit;

e  Aquaculture development opportunities are identified and assessed;

ii  Outcomes

e Resource management and development agencies have clearly defined
roles and complete work program activities in a cost effective and timely
manner;.

e Information and communication flows between DEA Fisheries and State
agencies and relevant stakeholders are optimized,;

e Resource management plans for key inshore resources are in place in each
State;

e Resource stock assessment information is available and utilized in re-
source management planning;

e Resource management plans include the establishment of at least Marine
Protected Areas (MPA) or Marine Reserve in each State;

e Resource management plans include components of community based
management, co-management and traditional management;

e Where appropriate to regulatory systems, a formal and informal enforce-
ment capacity is in place;

e  Opportunities for commercial aquaculture activities are evaluated and
commercially viable activities are promoted and established;

e  Opportunities for stock enhancement through aquaculture related activi-
ties are evaluated and activities likely to have a positive impact on the
status of stocks are promoted;

i Analysis and Justification

207 This goal relates to the responsibilities of designated State agencies in
relation to resource management and sustainability. The policy framework pro-
motes a coordinated approach to work planning and a focus on ensuring ade-
quate information is available to make decisions in relation to aspects of re-
source management. This is particularly apparent in relation to resource monitor-
ing and the capacity to undertake valid assessments of the status of stocks. In
cases where fisheries agencies are involved in service and commercial type ac-
tivities (such as the sale of ice), options for divestment of business activities to
the private sector are encouraged. Overall, agencies are expected to add value to
communities in the efficient implementation of well planned work programs.
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208 A strong focus on community is implicit, as is the need to work closely
with sector stakeholders including NGO’s. The establishment of community
endorsed Marine Protected Areas and reserves are proposed. These in turn sit
within a wider framework of fishery and bio-diversity management plans. Estab-
lishment of a facilitating regulatory framework at State level (as is already the
case in Pohnpei) will be a key consideration.

209 The concerns of the 3ES to monitor levels of exploitation and put in
place management systems which preserve traditional and community subsis-
tence access to resources are strongly reflected in the framework. There is in-
creasing awareness in communities that some marine and fisheries resources are
under pressure from over-exploitation. Community participation in resource
management is viewed by many to be the most effective means by which levels
of exploitation can be controlled.

210 Establishing and maintaining effective community relationships will
facilitate the identification of community management priorities. NGO’s have
proven very successful in some areas in community level consultations and their
increased participation in management development processes is encouraged. In
cases where community management plans are established, the need for techni-
cal or advisory assistance in management implementation should be considered.
In order to provide technical information in support of resource management
decision making, agencies must retain or be able to access capacity to undertake
resource assessments. Priorities for assessment should be agreed with stake-
holders and the results of assessment activities incorporated into decision mak-

ing.

211 There is a specific focus on the establishment of Marine Protected Ar-
eas. This requires a supportive legal framework and a comprehensive commu-
nity consultation process whereby all stakeholders are involved and committed
to the consultation and implementation process.

212 While community management practices are strongly supported, they
do not mitigate the need for more formal enforcement, especially in relation to
specific rules. Even in community management scenarios, an enforcement ca-
pacity is required as an interface between communities and infringers. State
level enforcement capacity does not imply a restrictive environment but a capac-
ity to make the public aware of regulations and the potential impacts of non-
compliance.

213 The role of the National Fisheries Office in the Department of Eco-
nomic Affairs was well defined at the 2000 National Fisheries Consortium
Meeting. The office is established to serve consultation, coordination and infor-
mation needs for State fisheries agencies. It is also responsible for the operation
of the National Aquaculture Centre in Kosrae. Repeating coastal fisheries meet-
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ings on a regular basis was strongly endorsed by the 2000 meeting as a means of
promoting ideas and information exchange. DEA remains tasked with the plan-
ning and organization of such meetings.

214 The 3ES reflected a strong concern to commit to greater efforts in the
exploration of aquaculture opportunities as a means of diverting fishing pres-
sure. While aquaculture developments to date have met with limited success,
there is a concern to continue to assess opportunities and, where appropriate, to
undertake trials and develop commercial capacity.

215 Aquaculture as a means of reef seeding for clam and trochus is also
proposed. While this may not directly contribute to population increase, reef
seeding as a means of promoting community resource awareness or as a tool to
promote closed areas is a useful resource management tool.

iv  Critical Issues for Implementation

216 State level fiscal support for the work programs of fisheries agencies
needs to be at a level where monitoring and information gathering activities can
be effectively undertaken. Strong management and direction will be required in
State agencies to develop and achieve work programs.

217 An enabling regulatory framework in each State will be required to
effect a range of resource management and monitoring practices. The absence of
such will likely result in dissipated and fragmented efforts in approaching man-
agement strategies.

218 Community and stakeholder consultation and commitment is a pre-
requisite to any community based management strategy. Coordination of efforts
and combining efforts between State agencies and communities will be essential
to implementation.

219 In the case of aquaculture, the development of working relationships
with research and development agencies will greatly assist State and national
efforts to identify suitable aquaculture activities.

d Strategic Goal 3: Inshore and Coastal marine resources are effec-
tively exploited to meet subsistence and artisanal needs and op-
timized stakeholder social and economic benefits within sustain-
able parameters.

i Policy framework:

e Commercial activities are well defined, adequately monitored, exclusive
to National participation and maximize national benefit;

e Commercial activities are limited to the artisanal sector;
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e  Opportunities to divert commercial fishing pressure from inshore re-
sources are identified and promoted,;

e Artisanal fishers are encouraged to form Associations or collectives as a
means of communicating more clearly with Government agencies;

e Small boat fishing activities are safe and boats are adequately equipped;

e Government infrastructure in place to support artisanal fisheries activity is
operated on a commercial basis;

e Commercial opportunities for aquaculture development are encouraged;

ii  Outcomes:

e Commercial fisheries activity takes place within the agreed resource man-
agement framework;

e Inshore commercial fishing effort is managed at sustainable levels;

e Alternative income opportunities for artisanal fishers are identified and
realized;

e Representative associations or organizations are in place to promote the
interests of artisanal fishers;

e Infrastructure in place in support of the artisanal sector is commercially
managed;

e Small boat safety incidents are reduced:;
e Commercial aquaculture activities are developed;

i Analysis and Justification

220 The 2000 Coastal Fisheries Consortium consolidated a position of con-
cern at State level (most particularly in Yap and Kosrae) that there could no
longer be a substantive focus on development of fishing capacity in inshore and
reef fisheries. This has subsequently been reflected in the limitation of reef fish
exports in Yap and Kosrae. While it is not the intention to place widespread
limitations on commercial activities, it is proposed that these be undertaken in a
manner that protects subsistence interests and limits active participation to citi-
zens.

221 Commercial fishing activities need to be more closely monitored in
terms of fishing effort and levels of extraction. Analysis of fishing effort is re-
quired as a means of providing information to effect recommendations and deci-
sions relating to possible fishing effort restrictions. In situations where commer-
cial effort is seen to be not sustainable, priority access to resources must be ac-
corded to subsistence needs.
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222 As a means of decreasing fishing effort in inshore and reef areas, an
increased focus on encouraging artisanal activity into coastal fisheries is pro-
posed. Deployment of coastal Fish Aggregating Devices (FAD’s) as a focus for
coastal pelagic fishing has proven success in many countries. Workshops for
fishers in support of this and to promote improved fish handling practice are
suggested. Improving fish quality extends shelf life, limits possible waste and
potentially provides improved market prices. Opportunities for fishers to identify
alternative income sources such as charter fishing or guided reef tours will be
considered, particularly in relation to potential increases in tourism.

223 In order to promote more effective communication between Govern-
ments and stakeholders, support for the establishment of fishers organizations or
associations is suggested. Representative associations will be better able to re-
flect operational concerns and participate in consultation than individual fishers.

224 Infrastructure in support of small scale fisheries (ice machines, freezers
and small fisheries depots) remains in the hands of Government agencies. While
ownership of such infrastructure is not in question, the option of private sector
(or fishing association) management of these facilities is proposed. Ideally, pri-
vate management and operation of these facilities could, in itself, be a viable
small business or income generator for fishing associations.

225 The inclusion of improved sea safety as a desired outcome reflects a
dual concern to save lives and to reduce the cost of search and rescue to the
country. Accessing existing regional resources promoting small boat safety and
actively distributing this material will help promote public awareness of sea
safety issues and appropriate mitigation measures.

226 Commercial aquaculture activities offer another potential means of re-
ducing commercial fishing effort. Given the identification of potential aquacul-
ture activity, existing fishers are likely to be enthusiastic participants in devel-
opment activities.

iv  Critical Issues for Implementation

227 The role and capacity of State agencies to be proactive and dynamic in
working with fishing communities is central to achieving the desired outcomes
in relation to this goal. The commitment of fishers to sustainable activities and
their preparedness to seek and test alternatives requires strong and open commu-
nication through established channels.

228 The provision of sufficient resources to agencies to undertake their as-
signed tasks is fundamental to success as is the commitment and technical capac-
ity of agency managers and personnel. This is particularly apparent in relation to
the monitoring of fishing effort and assessments of resource abundance.
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229 Focusing the efforts of fisheries agencies on activities as opposed to the
management of infrastructure requires political direction and support and the
vocal intent of stakeholders. In these are absent, there will likely be little change
in current status.

e Strategic Goal 4: Oceanic resources are monitored and managed
with best practice methodology to ensure harvest levels remain
within sustainable parameters.

i Policy framework:
e Resource management plans are supported and utilized as the basis for re-
source exploitation;

e The FSM Tuna Management Plan is supported as the guiding principle
for resource management;

e  Stakeholder participation in the formulation and review of oceanic fisher-
ies management and development strategies is encouraged,;

e NORMA is supported as the national agency responsible for the man-
agement and development of oceanic resources;

e The Maritime Division of the National Police is supported as the active
agency in maritime surveillance;

e Regulatory requirements in support of Title 24 legislation are developed
and implemented;

e Access arrangements are negotiated to effect the best possible advantage
to FSM;

e Fisheries Monitoring, Control and Surveillance activities are resourced
and supported;

ii  Outcomes
e Fishing Catch and Effort in FSM waters is effectively monitored and in-

formation obtained is utilized in oceanic fisheries management decision
making;

e FSM isrespected in the Pacific region and by DWFN’s as a major stake-
holder in the management of Pacific oceanic fisheries;

e FSMis able to sustain or improve fiscal returns from access arrange-
ments;

e  Sectoral communications and information exchange between stakeholders
are open and transparent;

e Fishing activity in FSM waters is restricted to that undertaken by licensed
and recognized operators;



156 FSM Strategic Development Plan

i Analysis and Justification

230 This goal relates directly to the regulatory responsibilities and associ-
ated work program of the National Oceanic Resources Management Agency
(NORMA). NORMA is the key national agency in the monitoring of oceanic
fisheries in the FSM EEZ. As such, the agency is expected to meet national and
regional obligations to collect fishing effort data and scientifically useful infor-
mation. NORMA maintains an active observer program and associated port sam-
pling and transshipment monitoring. Information is collated and forwarded to
the Secretariat for the Pacific Community (SPC) for analysis and compilation
into regional catch and effort monitoring initiatives. This work is critical to
monitoring the overall health of the regions oceanic fisheries resources. In 2002,
FSM adopted a Plan for the Management of Tuna. This plan outlines a frame-
work for sustainable tuna fishing and FSM and is the major guiding influence on
national oceanic fisheries policy.

231 FSM is signatory to all the major regional and international initiatives
for the sustainable management of oceanic fisheries. To meet its obligations in
relation to these agreements, and to ensure an FSM perspective is tabled on the
regional and international stage, NORMA is required to ensure representation at
regional and international meetings. Such meetings also provide invaluable op-
portunities to work and interact with fisheries personnel from Pacific neighbor-
ing countries and the Deep Water Fishing Nations (DWFN). In order to ensure
that relevant information is available to stakeholders, NORMA produces a regu-
lar newsletter and will develop an active website within the next year.

232 One of the agencies key responsibilities is the negotiation and man-
agement of fisheries access arrangements and fishing vessel licenses. Access
agreements account for a large component of national income from fisheries.
Senior agency personnel are well experienced in access negotiation and take
every opportunity to build indirect national benefit into agreements. The en-
couragement of domestic basing of foreign vessels, training and employment for
FSM nationals and support for domestic investment are useful “add-ons’ to
access agreements. Prompt issuing of licenses and publication of associated
terms and conditions are part of the agencies responsibilities to industry with
potential to reflect DWFN positions in access negotiations.

233 Open communication with stakeholders, especially in regard to re-
source management issues, is another important NORMA function. Although
not directly responsible for investment in the sector, NORMA is a key contact
agency for potential investors. The provision of information services to potential
investors and interest groups is an important facet of promoting oceanic fisher-
ies. NORMA s also expected to provide technical advisory assistance to State
agencies in matters relating to oceanic resources.
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234 Oceanic surveillance and enforcement activities are carried out by the
Maritime Division of National Police but NORMA has overall responsibility for
this important component of oceanic fisheries management. Active enforcement
is vital to the framework of oceanic fisheries management and this requires both
national and regional strategies. Participation in regional strategies for the opera-
tion of Vessel Monitoring Systems (VMS) is another agency obligation jointly
shared with the Police Maritime Division.

iv  Critical Issues for Implementation

235 NORMA is a technically specialized agency with a requirement for a
highly skilled, organized and motivated work force. There is a need to ensure
staff levels are maintained and that suitably skilled individuals are quickly re-
cruited when vacancies arise. This is particularly apparent in senior positions
across the organization.

236 It must be stressed that there are factors influencing the level of access
fee income which are beyond the agencies control. Fluctuations in annual access
fees cannot be ruled out, especially in regard to the migratory nature of the re-
source, climatic impacts on areas of fish aggregation and market price fluctua-
tions.

f Strategic Goal 5: Oceanic resources are exploited in a manner that
assures optimum economic benefit to FSM.

i Policy framework:

e Investment in fisheries is actively encouraged,;
e Commercial efficiency in public fisheries enterprise is encouraged;
e National participation in fisheries activities is supported and encouraged;

e Regulatory constraints to effective commercial activity are identified and
reviewed;

e Economic and social benefits are prioritized in considering strategies for
oceanic resource exploitation;

e  Opportunities for value-adding are encouraged and promoted,;
e Domestic basing and transshipment by foreign licensed vessels is encour-
aged;
i Outcomes

e Asuitable climate for investment in the sector is in place;
e  Government owned infrastructure is commercialized and profitable;

e FSM national participation in commercial activities related to fisheries is
increased,;
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e Opportunities to add value to fisheries resources are identified and im-
plemented;

e FSM ports are favored as transshipment locations;

i Analysis and Justification

237 This goal reflects the fisheries application of the five strategic goals of
the private sector development strategic planning matrix. Improving the invest-
ment climate and promoting investment from experienced international operators
are vital steps to the further development of domestic capacity in oceanic fisher-
ies. This theme has been a mainstay of fisheries policy since 1996 and continues
to be a major priority.

238 The formation of the FSM Offshore Fisheries Association in 2002 has
provided a collective voice for industry operators. However, there is no clearly
defined Government agency to address industry issues in a comprehensive man-
ner. Matters relating to the investment climate and the role of Government in
business are multi-sectoral and not confined to fisheries. A holistic approach to
dealing with these issues is required.

239 2002 was a poor performing year for oceanic fisheries. While landings
in the FSM zone increased in 2003, domestic industry continued to decline. The
closure of longline transshipment facilities in Yap, Chuuk and Kosrae, the with-
drawal of foreign domestic based longline vessels and the continued operation of
infrastructure by Government agencies are symptomatic of a crisis point in the
domestic industry.

240 As a result of this generally poor performance, the domestic investment
climate is depressed. A focus on improving the investment climate through
improving investment and promoting incentives is proposed. While this implies
a multi-sector approach, there are fisheries specific actions to be taken. How-
ever, there is no clear agency assigned this task and National agencies will be
required to work with the private sector to progress improvements to the invest-
ment climate.

241 The challenge to commercialize the business operations of SOE’s is an
area that has had considerable attention and rhetoric but produced no results to
date. Despite the privatization study and various commercial negotiations, there
has been no successful privatization of National or State assets. The focus of the
proposed activities in relation to SOE’s is not on privatization in the sense of
ownership or divestment of assets but on commercialization. The challenge is to
seek out business partnerships and relationships that allow for the commercial
operation of facilities and infrastructure. Joint venture or lease arrangements
would allow for commercial use and provide an investment focus. At the State
level, the immediate challenge is to work through the business options for the
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SOE’s and identify possible opportunities for new business relationships. The
major challenge is to revitalize the national transshipment infrastructure and re-
boost the numbers of domestic based vessels.

242 The challenge to increase national participation in commercial fisheries
activities requires a commitment to technical training and improved awareness in
relation to opportunities in the sector. In the main, activities in relation to im-
proving employment levels in the sector reflect those of Goal 1. Improved
awareness in schools and committed support to the Yap Marine and Fisheries
School and the College of Micronesia are fundamental to raising national aware-
ness and contributing to technical skill development.

243 Consolidation of the FSM Offshore Fishing Association as a national
representative organization has potential impacts in fisheries management con-
sultation and in providing links to investment opportunities. This agency also
links to a new regional association formed in 2004 to promote regional ap-
proaches to domestic industry development.

244 The continued focus on identifying opportunities for value adding to
by-catch and not export tunas is representative of the potential value of success-
ful activities in this area. This is particularly relevant in relation to joint venture
or investment based opportunities and links to international technical expertise
and development capital. An assessment of niche markets for specialized prod-
ucts and possible technical partnerships for production will assist to identify
strategies to move forward with value adding opportunities.

245 Realization of improved value adding opportunities is underpinned by
revitalizing transshipment commitments for foreign longline vessels. From more
than 200 vessels in 1996, the domestic based fleet has shrunk to less than 30
operational vessels (domestic and foreign). Improving the environment for do-
mestic transshipment and the expanded provision of transshipment services are
key contributors to economic development and must remain a priority for the
sector.

246 Improved facilities for Purse seine transshipment will also add eco-
nomic value to FSM and could also be a source of raw material for value added
production. Ensuring that FSM ports are favored locations for purse seine trans-
shipment simply requires a commitment to consistent and available services.

iv. Critical Issues for Implementation

247 The major challenge is to generate sector development through the es-
tablishment of an improved investment climate and commercialization of infra-
structure. Development in the sector cannot move forward without sound in-
vestment from skilled and well resourced business partners. Failure to give
attention to these matters will undermine potential national economic benefits.
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5.1 Tourism Sector Review

5.11 Review of current situation and sector performance

1 In emphasizing the potential that tourism holds for the FSM, the 1st
Economic Summit established a visitor target of 100,000 persons per year from
a base of 22,500 in 1996. Data supplied for the purposes of drafting this chapter
show that arrivals of tourists, visitors, business visitors and those arriving for
employment (the latter cannot be separated from the "business & employment"
group but are relatively small in number), in the FSM were 17,252 in FY 2003, a
marginal decrease from the 17,792 recorded in FY 1996. The 1996 figure repre-
sented the peak year in the 1996-2003 period. Although there is some doubt
about the accuracy of these figures, there is no doubt that the FSM continues to
under-perform as a tourism destination (Table 1), both relative to global trends
and to those in the Pacific islands. The FSM has made little progress in achiev-
ing its targets. The reasons for this are discussed below.

2 Even based on current hotel capacity, the FSM is far short of reaching
the 42,000 visitors it requires to achieve a successful (65% occupancy) utilisa-
tion of the hotel capacity it currently has (as set out in the National Tourism
Marketing and Promotion Action Plan - Final Report, based on the nation's 476

Table 1: Index of international tourist arrivals worldwide, in the Pacific and in
the FSM, 1996-2003 (1996 = 100)

Worldwide Pacifica FSMb
1996 100.0 100.0 100.0
1997 103.5 107.4 94.3
1998 106.3 1115 78.3
1999 108.6 117.5 82.2
2000 114.7 84.0 99.4
2001 114.2 114.1 85.7
2002 117.3 na 97.7
2003 115.9 123.2 97.0

a comprising Cook Islands, Fiji, French Polynesia, Kiribati, New Caledonia,
Niue, Papua New Guinea, Samoa, Solomon Islands, Tonga, Tuvalu and
Vanuatu

b  Financial years
Sources: World Tourism Organization; Tourism Council of the South Pa-
cific/South Pacific Tourism Organisation; Department of Economic Affairs,
Federated States of Micronesia
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hotel rooms capable of receiving international visitors).

3 The embryonic tourism sector of the FSM has found it difficult to move
forward and has in reality done little more than hold its own over recent years.
At the level of the individual states, according to the tourist arrivals figures sup-
plied for this chapter, arrivals in the FSM as a whole are still below 2000 levels,
as they are for Chuuk and Kosrae. There has been a marginal improvement in
Pohnpei and Yap, although tourist arrivals to both states are below 1996 levels.

4 Global tourism has experienced the most turbulent period in the sector's
history. From a boom year in 2000 when global tourist numbers and expenditure
reached an all-time high, the international industry has suffered from world eco-
nomic slowdown as well as the fall-out from September 11, the SARS outbreak,
a number of other major terrorist incidents and, most recently, concern over
Asian flu. The on-going threat from random terrorism continues to depress de-
mand for some types of travel in some markets. For the second time in its history
and twice within three years, world tourism declined in 2003. Nonetheless, for-
eign visitor arrivals in the Pacific islands rose by 23% from 866,000 in 1996 to
1,069,000 in 2002, demonstrating again how the FSM has under-performed.

5 The FSM's two dominant markets, Japan and the USA which, accord-
ing to the National Tourism Marketing and Promotion Action Plan - Final Re-
port, together account for over two-thirds of all arrivals, have been among the
worst affected by the problems facing the international industry. The Japanese
market has still not fully emerged from the economic difficulties it has been suf-
fering since the late 1990s, and this market has been severely constrained by
threats of terrorism and health concerns. In line with declines elsewhere, Japa-
nese arrivals in the FSM declined by 5% between 2000 and 2003. Likewise, the
US market has not recovered from the slowdown begun before 9/11 and arrivals
to the FSM are down by nearly 8% over the three year period. The European
market, by contrast, is steadily growing in importance for the FSM and over the
2000-2003 period increased by almost 11%.

6 However, the recent difficult climate for the tourism sector apart, it is
apparent that the FSM has so far failed to break the mould and move forward to
become an internationally "recognised" destination in the way other small desti-
nations such as Palau or the Cook Islands, for example, have begun to make
their mark. The FSM appears to remain in limbo, with tourism affected by a
"closed circle" in which tourism under-performs due to a lack of infrastructure,
quality and promotion, providing a weak case for additional public or private
investment in the sector, creating unfavourable word-of-mouth recommenda-
tions from those who do visit the FSM and thus perpetuating its under-
performance.
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7 The key issue for tourism in the FSM is to determine how best to break
this circle - by investment, by promotion, by the creation of appropriate institu-
tions, by stimulating private investment, by using public investment to leverage
an acceleration of activity or by any other means?

5.1.2  Tourism's development potential

8 Much has already been written on this subject and there is no need to
repeat the same arguments at length here.

9 In a nutshell, the FSM has much to offer the leisure tourist, and consid-
erable development potential. This potential lies both on the main islands (and
especially in Pohnpei and within the Chuuk lagoon), and also perhaps in the
outer islands in the longer term (although it is obvious that the initial develop-
ment effort should be focused on the main islands).

10 The FSM clearly offers a range of physical attractions, and especially a
very high quality marine environment for divers and non-divers alike. Much of
the interior of the main islands offers attractive possibilities for those interested
in scenery, jungle, plant and birdlife (the absence of common tropical risks such
as malaria and poisonous reptiles is an advantage here).

11 In addition, the traditional lifestyles, social structures and cultures of
the FSM offer a range of interests to the visitor. It should also be emphasised
that the unspoilt nature of the FSM is attractive to tourism markets that are in-
creasingly seeking un-developed destinations (although there are also constraints
in this context - see 1.3 below)

12 In considering the development potential for tourism, however, there
are some key questions that need to be considered.

5.1.3 Is there a market for what the FSM has to offer in the leisure tour-
ism field?

13 The FSM primarily offers the potential for eco-tourism, cultural tour-
ism, water-based tourism, diving and various special interests (e.g. birdwatching,
social anthropology, traditional plant medicines etc.). Sophisticated and experi-
enced tourism markets are increasingly looking for something different, and
especially for environments that are clean, pristine and unspoilt by over-
development. The FSM's very isolation and remoteness and the (mainly) high
quality physical environment that it offers have the capacity a priori to attract
visitors with the above interests.

14 More positively perhaps, the FSM offers one of the finest diving envi-
ronments on earth (and already exploits this asset to some extent in leisure tour-
ism markets). It also offers exceptional physical beauty in some of the islands,
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deep-rooted and unique social cultures, historical interests and an opportunity to
relax far from the more pressured parts of the world.

15 While it is never possible to prove market potential categorically in
advance, there is a strong case for stating that what the FSM could in theory
offer to the world of leisure tourism represents a range of attractions to which
tourism markets are highly likely to respond.

5.1.4 Can the FSM achieve the volume and value of tourism that would
meet its apparent economic objectives for the sector?

16 The current hotel stock would be filled to an acceptable average occu-
pancy rate if some 46,000 visitors staying for five days on average came to the
FSM annually. This represents a short-term objective of increasing current visi-
tation levels by around two and a half times.

17 Globally there are approximately 700 million international tourism arri-
vals a year at present. Simple arithmetic indicates that the FSM currently has a
world market share of three thousandths of 1% and that it needs to raise this to
seven thousandths of 1% to reach this target. This is unquestionably achievable
given the appropriate actions set out in this chapter.

18 On the value (economic contribution) side of the equation, the small
physical size and limited absorption capacity of the FSM as a tourism destina-
tion means that, even at this early stage, planning must take into account the
ceilings to growth in tourism that will apply in future. Even with steady product
development and expansion of accommodation and other tourism facilities, is-
lands such as Kosrae and Yap proper, and most of the out-islands in all states,
will only ever be able to absorb small numbers of visitors (the volume potential
for Pohnpei and the Chuuk lagoon is higher, but still limited).

19 It is therefore crucial that the "high end" characteristic of tourism is
kept in mind at all times, and also that product development is focused on cap-
turing and retaining tourists' expenditure to the maximum degree possible.

20 The FSM certainly can achieve its objectives for tourism. However, in
order to do so, a wide range of actions need to be taken simultaneously and in a
planned and co-ordinated manner.

5.1.5  What key actions are necessary to achieve tourism's development
goals?

21 These are set out in detail in this chapter. However, there is one general
point that should be emphasised at the outset.

22 For tourism to play its full part in the development of the nation, a clear
commitment to the sector needs to be made by all those involved - social and
political leaders, traditional leaders, the general populace. Adequate resources -
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financial and personnel - need to be devoted to the sector's long term develop-
ment. Extraordinary efforts need to be made to present and promote the nation in
such a way that its attractiveness to visitors is enhanced in parallel with raising
the living standards but safeguarding the lifestyles of its residents.

23 This chapter sets out a comprehensive program for the long term devel-
opment of tourism. This program implies:

o the tourism sector will require influential "champions" at the highest level
of government to ensure that the proposed program is pushed through;

e concerted action on all fronts simultaneously; it will not be enough to
take action in one area (e.g. product development), but fail to take action
in another (e.g. marketing and promotion);

e real investment resources will be required over a sustained period that
will demand that a higher priority should be given to tourism than hith-
erto;

e product development and diversification will be needed to attract visitors;
e an overall plan for these actions will be required; and

o inorder to gain the desired economic benefits, a special effort will be re-
quired to develop genuine inter-sectoral linkages.

5.1.6 Issues, problems and constraints

24 The FSM is physically a small nation. Even with optimum tourism sec-
tor development, it is unlikely ever to become a high volume destination for lei-
sure tourists. Nor should it seek to do so. As the 2nd Economic Summit makes
clear, the goal for tourism is to develop "high end, low impact” tourism. In an
economic sense, this translates into a need to ensure that each visitor contributes
as much financially to the FSM economy as possible.

25 A Kkey issue in this regard is the maintenance of traditional values and
lifestyles. Residents of each state are rightly concerned to ensure that tourism
does not despoil or damage social and cultural sensitivities. While tourism will
inevitably have an impact, a careful balance needs to be struck between sector
development and sustainability in a social and cultural sense.

26 By the same token, tourism's impact on the physical environment needs
to be carefully assessed and managed, although at present most of the environ-
mental damage originates from within the FSM itself.

27 Also the FSM offers only a limited range of activities and opportunities
for the visitor. Product development is a key area requiring attention as the in-
dustry develops. For example, potential activities such as walks/trails within the
main islands, or easy access to a beach from which the non-diver can enjoy the



164 FSM Strategic Development Plan

marine environment have in most cases not been developed. There are no public
transport services other than taxis, few maritime transport services, and no side-
walks to attract the visitor or for the visitor to use. Visitor information is patchy
in availability and quality (e.g. a visitor to Pohnpei could leave without being
aware of the existence of Nan Madol, one of the Pacific's most important ar-
chaeological sites). There are very few urban/retail centres, restaurants or cafes
providing the type of products and services, and the typical points of inter-
est/assembly that appeal to most international visitors.

28 The FSM is also isolated and, crucially, does not lie on any of the major
long-haul air routes. Air access is both limited and expensive - the latter primar-
ily due to inter-island routes that are costly to operate and carry limited traffic
volumes, in addition to the nation's reliance on a single carrier. Perhaps most
crucially for the development of a national tourism "product”, the State of Yap
cannot be accessed directly from any of the other three States.

29 While short runways preventing direct services from key Asian origin
markets such as Japan and Korea certainly make tourism development a chal-
lenge, access from North America and Europe, though still expensive, is perhaps
less of a problem given the absolute distances involved. Because the FSM has
set its face against high volume tourism and is geographically remote, many of
those who do elect to visit the country in a sense expect access to be relatively
costly because of its very remoteness. Correctly managed, this could be turned to
advantage.

30 In addition to access issues, the FSM has a number of other constraints
to developing a vibrant tourism sector. These include:

e Poor infrastructure, both in terms of national services such as power, safe
water and health services and within the tourism sector itself. For exam-
ple, some hotels do not meet international standards.

e Airport facilities and immigration/emigration procedures are poor and
unwelcoming; in particular, the time required to pass through the airports
and board a departing flight is grossly excessive relative to the volumes
of traffic handled at any of the four main airports.

e Visual and actual environmental standards are poor, damaging one of the
key motivations for a foreigner wishing to visit the FSM in the first place.

e  Generally there is poor knowledge and ineffective international promo-
tion of the FSM as a tourism destination, resulting in a low profile for the
FSM and in a lack of competitiveness in terms of "brand recognition”
compared with many other island nations in the Pacific with which the
FSM nominally competes.
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31 Remedying these difficulties requires a concerted effort, although it
should be emphasised that many of the basic infrastructure issues address first
and foremost the interests of the residents - e.g. power, water and health ser-
vices. Improvements in these basics, while unquestionably helpful in promoting
the FSM as a tourism destination, rest primarily for their justification on national
and residents' interests. Even improvements to transport infrastructure, notably
to airports, are justifiable in part by raising the efficiency of the system for all
users, not just for tourists.

32 One further apparent constraint needs to be mentioned. There is far
from unanimity of commitment to tourism across all States. At the level of the
general public, the importance of tourism needs to be made clear. At leadership
level, full commitment to the sector's development needs to be made. At present,
some of this commitment is patchy. The sector is unlikely to reach its full poten-
tial without widespread support within the nation.

5.1.7 The adequacy of the private sector regulatory environment as it
relates to the tourism sector

a Introduction

33 A general conclusion of the Private Sector Development chapter is that
much remains to be done to create a dynamic and supportive environment for
private investment and enterprise. This has implications for the tourism sector in
a number of ways. In particular, the statement that ... the private sector can
expect little insulation from inevitable shocks to the economy.." and therefore
that factor markets need to be very flexible is especially important in a tourism
context, since international tourism demand is susceptible to external shocks and
influences as the experience of the last few years has demonstrated.

34 Several other key points in the Private Sector Development chapter also
have importance for tourism, notably:

e the need to raise rewards to labour in the private sector relative to gov-
ernment employment;

e the need to avoid too much bureaucratic interference in markets while at
the same time ensuring adequate protection;

o the understanding that a successful private sector needs reliable and cost-
effective infrastructure; and

o the fact that foreign investment laws, other than in Yap, are unclear, in-
consistent and un-transparent in their application.
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35 In this context, the key issues regarding the private sector and tourism
relate to :

e the hotel sector; and
e small business support.

b  The hotel sector

36 The hotel sector is one of the two sectors within tourism most likely to
involve (relatively) large-scale investment. (The other is aviation where, for the
purposes of this analysis, it is assumed that the FSM is unlikely to invest in air-
line services, either privately or through government intervention, in the foresee-
able future.)

37 Development of hotel capacity - new or refurbished - is the area within
tourism most likely to attract foreign investment. In this context, the need to
make the process of foreign investment appraisal consistent and transparent is
important, but so also is the need to set any investment project in the context of
national and state planning controls and environmental protection. The proposal
(in Strategic Goal 9) that an environmental impact assessment should be manda-
tory for any new tourism sector investment is clearly vital for any new hotel.

38 Attracting foreign capital to the hotel sector in the FSM will be integral
to the future expansion of tourism, but this might well be in two separate ways.
The first relates to design and construction of the hotel building. This is an area
where all the required skills are unlikely to be found within the FSM and where
the attainment of standards appropriate to the hotel's grade will be essential in
reaching the required quality levels.

39 The second is in the area of hotel management, not least because of the
marketing skills of foreign hotel companies that a local, independent hotelier
would find hard to match. A foreign investor in a hotel building may well (a) not
be a hotel operating company and (b) insist that professional hotel management
is brought in as part of the deal. Hotel management companies will expect a con-
tract of perhaps 15-25 years' duration and will be remunerated from a combina-
tion of a percentage of turnover and a percentage share of operating profits.

40 Thus in both cases, the climate for and attitude towards foreign invest-
ment will be key in expanding the nation's hotel capacity when the time comes
to do so. It is important that the provisions discussed in the Private Sector De-
velopment chapter are implemented with these considerations in mind.

¢ Small business support
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41 With the exception of hotels and aviation, most private sector activity
in the FSM's tourism industry is likely to be built around small, locally-owned
and mainly independent businesses. This is the key area within the FSM for
spreading the beneficial impact of tourism widely across the economy, and is a
positive advantage in that it will create and sustain jobs, secondary demand and
linkages to other sectors.

42 Small business support is currently confused in the FSM and it is pro-
posed to rationalise and improve it under the private sector policy program pro-
posed. Also relevant is the diagnosis in the Private Sector development chapter
that the banking system in the FSM - commercial and development banking -
has "a surplus of loanable funds".

43 Support to the small business community is likely to focus on several
areas: business management, financing, marketing being the three most impor-
tant. The proposed national tourism body should have a signposting function to
help small tourism businesses to gain access to such support as is available, but
should not seek to acquire the skills required to provide that support itself. For
example, small business management and financing issues are likely to be dealt
with most effectively by the banking system and by specialists in small business
management techniques.

44 In the area specifically of small business financing, it may be desirable
for the FSM Development Bank to develop a "small loans window" for the tour-
ism sector, possibly as part of a wider small loans operation, in order to assist in
the financing of basic capital equipment (e.g. taxis or tourism boats). However,
this falls outside the scope of this sector review.

d The adequacy of the regulatory environment

45 The broad principles of private sector development and support as set
out in the Private Sector Development chapter apply as fully to the tourism sec-
tor as to any other.

46 The essence will be to achieve what is proposed - transparency, support
without excessive intervention, rational and balanced macro-economic manage-
ment and the provision of effective infrastructure. From the tourism sector's
viewpoint, there are two key questions:

e does the proposed approach to private sector management help the FSM's
tourism industry to be competitive on an international basis?

o does the environment for private investment in tourism present encour-
agement to investors, especially to those from abroad?
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47 On the face of it, as an international tourism destination, the FSM is
uncompetitive due to high access (airfare) costs. There is no doubt that local
tourism industry operators regard this as a factor mitigating against the sector's
rapid development. However, as argued above, air access costs are just one ele-
ment in a more complex equation.

48 In the longer term, the FSM will face tourism capacity constraints and
thus competitiveness has to be defined in the context of the country's attractions
and limitations.

49 The National Tourism Marketing and Promotion Action Plan advanced
the proposal that the FSM should work towards a position of creating a premium
tourism destination - in effect a destination that is capacity-limited and is capable
of attracting only high-end tourists who will pay a premium for the privilege of
coming to the country. While such a position is still a long way off, the issue of
competitiveness should be seen in this light.

50 From the investor's point of view - national or foreign - the competi-
tiveness position of the industry will be determined by the return achievable on
investments. Provided that the reforms of the private sector environment are
implemented as planned, there seems no reason to fear that the tourism industry
will not be competitive in this sense.

51 As the range of fiscal instruments available to the government's macro-
economic management expands, there is the possibility that differential fiscal
incentives to encourage growth in specific sectors of the economy could be in-
troduced. For example, provisions for accelerated depreciation of certain types
of investment or tax breaks on corporate profits might be considered to be justi-
fied. Such incentives could be used to encourage accelerated development of a
sector such as tourism, but the ability to do so successfully will obviously de-
pend on the progressive expansion of fiscal options open to government. At this
stage, it is necessary to do no more than bear such longer-term possibilities in
mind.

5.1.8 Infrastructure Development Plan - implications for tourism

52 The successful development of the tourism sector in the FSM is de-
pendent in large measure on the development of public infrastructure across the
nation. Although infrastructural improvements affect the lives of, and are natu-
rally of primary importance for, the residents of the country, there are minimum
levels of public infrastructure below which it is impossible for the tourism indus-
try to flourish. In particular, tourists demand at least adequate standards of utili-
ties, transport and health services in their holiday destination. While it is for the
residents of each state that satisfactory hospital facilities are essential, visitors to
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the islands will expect to have available at least basic standards and services to
cope with illnesses when they are away from home. Improvements will be
needed if the image of the FSM as a destination is not to be damaged irreparably
by bad word-of-mouth reports.

53 The Infrastructure Development Plan 2003-2017 has outlined the major
infrastructural developments that are necessary or will aid the development of
the tourism sector within the FSM. The report notes that "much of the basic in-
frastructure that should be in place to provide a foundation for growth of the
tourism industry (and related industries) remains "on the drawing boards". Major
public sector infrastructural investment and development are thus integral to
moving the tourism sector forward.

54 At the same time, with very few exceptions no public infrastructure
proposal is dependent solely on the tourism industry for its justification. (A pos-
sible exception in the FSM would be the construction of specific harbour facili-
ties for cruise ships - the IDP mentions this as a possibility in Kosrae, Pohnpei
and Chuuk). In nearly all cases - transport infrastructure, power, water, waste
disposal and treatment, health services, education - the primary justification for
investment is the public interest. The Infrastructure Development Plan VVolume
IV deals with "Infrastructure Support for Tourism" not “Infrastructure wholly-
dependent on or exclusively intended for tourism". This is a key difference.

55 That said, there are many important infrastructure projects that will
have a direct bearing on the feasibility of developing a successful tourism sector.
In summary, the Infrastructure Development Plan notes the following areas as of
particular importance:

Air transport

o Rehabilitation of the runway, taxiway and apron pavement at Pohnpei
airport is urgent and the airport is arguably unsafe. In terms of tourism to
the FSM (quite apart from other considerations), a major air incident
would bring any chance of developing the industry to a complete halt for
at least five years.

o  Passenger terminals in all four States need to be expanded and improved,
with new baggage handling and flight security equipment installed.

e  The question of runway extension in all four states is an ongoing one -
although runways are currently adequate (in terms of numbers) for cur-
rent levels of visitor demand.

e The lack of a service between Yap and Chuuk makes intra-state travel
difficult and inconvenient.



170

FSM Strategic Development Plan

Only Ulithi of the outer islands has a satisfactory airstrip and service.
Most of the FSM outer islands are effectively excluded from hosting
tourists or reaching them by air "entails acceptance of a significant risk".

Roads and road transport

Circumferential roads on Chuuk, Kosrae and Pohnpei are incomplete and
in some cases in bad repair. Completing these would create a significant
additional attraction for visitors, providing round island access with sea
views and opening up new areas to visit.

Few roads have pedestrian or bicycle routes and there is a lack of pave-
ments in the main towns. Visitors generally prefer to walk or cycle when
they are exploring a holiday destination; at worst, the roads are unsafe.

There are virtually no boardwalks through mangrove or taro swamp ar-
eas, again hampering access for visitors.

There are only unpaved circumferential roads in Tonoas and Fefen, is-
lands in the Chuuk lagoon with considerable tourism potential. Other is-
lands have no roads.

There are virtually no public transport services, nor are tour buses avail-
able.

Sea transport and marine facilities

There are no maritime transport services to the outer islands suitable for
tourists. Most boats are in poor repair, or not operating at all.

For privately owned boats, the FSM government does not undertake sea-
worthiness inspections nor does it ensure that vessel crews are qualified
to operate passenger transport. According to the IDP a number of these
private boats are "accidents waiting to happen".

Dock facilities in the lagoon islands, particularly in the Chuuk lagoon, are
inadequate. This hampers exploitation of tourism opportunities.

Marine recreational facilities like tourism piers with direct access to ves-
sels offering marine tourism services, and including shops and restau-
rants, are almost entirely lacking.

Cruise terminals are entirely lacking. Should this be decided to be an ap-
propriate sector for the FSM to develop, a main feature would be the op-
portunity provided to cater to the cruise ship passenger on local cruises
and marine activities.

Public utilities
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e Electric power services do not generally provide a constraint to tourists at
the current level. However, there are some areas of Kosrae and Pohnpei
that do not have power and there are considerable shortages in Chuuk.
Expansion of tourism will require services to be extended in the main is-
lands and provided to many of the lagoon and outer islands.

Water

e  Sewerage systems and treatment plants are generally inadequate and/or
inoperative, causing surface water pollution, damage to the mangrove
swamps and lagoons, and the possibility of water-borne illnesses.

e The position regarding water/waste water is one of the more serious de-
terrents to tourism development throughout the FSM.

e Potable water is not universally available.

Health facilities and services

o Hospitals in all four States require renovation, are generally badly main-
tained and the services provided are limited.

e Failure to make progress in all these areas will undoubtedly reduce the
possibility of success in developing a modern tourism sector in the FSM.

5.2 Strategic Goals, Policies and Outcomes

5.2.1  Strategic Goal 1: Make tourism the leading economic activity in
the FSM

a Analysis and justification

56 In addition to reflecting the characteristics of many other island nations
- an open economy, slender resource base, small and fragmented domestic mar-
ket and dependency on international transport services over which it has no con-
trol and which can achieve few economies of scale - the FSM has to contend
with a history of near grant-dependency under the terms of the Compact of Free
Association with the USA.

57 As an integral though physically isolated part of the US economy, the
FSM has no control over monetary policy. Macro-economic management is re-
stricted to fiscal measures and variations in government spending, with the for-
mer offering few options given the very low tax base and narrow range of taxes
applied.

58 Compact funding has reduced the incentives to self-sufficiency and
made it harder to engender proactive development of the private sector. There is
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little commercial agriculture, a history of subsistence cropping, no significant
manufacturing sector, and few modern service industries. The rich fisheries of
the north western Pacific are indirectly exploited through licences granted to
foreign commercial fishing fleets. While this latter sector provides a vital source
of revenue, arguably its growth prospects are very limited as is the potential for
raising the level of local value added. Some processing takes place, but there is
pressure to export raw fresh fish to the major market of Japan which again limits
the prosepcts for expanding local value added activities.

59 Against this background the FSM has limited development options. Yet
it is vital for the nation's future that rewarding jobs are created and maintained to
retain the most talented young people. This is a task made infinitely more diffi-
cult by the FSM's automatic labour rights in mainland USA and other US territo-
ries in the Pacific such as Guam, which attract young people to live and work
abroad in return for better living standards.

60 Tourism offers one of the best - arguably the best - opportunity to de-
velop the national economy. Although it has its dangers in terms of potential
environmental damage and an adverse impact on island traditions, tourism's
natural labour intensity, ability to stimulate other sectors (e.g. agriculture, con-
struction, local services etc.), and to create revenue potential for the public sec-
tor through taxation appears to meet some of the key development imperatives
of the nation.

61 Perhaps even more persuasive is the counter-argument which asks what
alternative economic activities capable of similar beneficial effects are open to
the FSM? It is hard to think of any other sector that offers the prospect of the
widespread potential benefits that a well-balanced tourism sector could contrib-
ute.

b  Economic policy implications

62 Fiscal policy is the area over which the national and State governments
have most control. A key objective therefore is to set taxation levels applied to
the tourism industry and/or to visitors directly that achieve an acceptable yield to
the public sector without unfairly penalising the industry or, more important,
that are out-of-step with comparable destinations with which the FSM may com-
pete.

63 Other key areas are:

e ensuring that the labour market is fluid and responsive to market realities;

e ensuring that foreign investment laws and practices are welcoming, re-
spectful of FSM interests and transparent in their application;
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e giving priority to public investment in services and infrastructure that
benefit both residents and support tourism development (e.g. the provi-
sion of safe water in all main islands,);

e adopting planning practices that enhance the physical environment, facili-
tate new development and open up new opportunities for activities and
points of interest for visitors (e.g. enhancing urban townscapes, creating
retail centres that tourists will also find interesting); and

e providing incentives to raising standards and skills levels across the in-
dustry.

¢ Critical issues for implementation

64 In order to give effect to a policy of setting tourism as a high priority,
appropriate resources will have to be made available to those organisations re-
sponsible for developing the industry.

65 Most areas of public investment have some relevance to tourism - such
as health, infrastructure, education etc. Specifically, however, there are two im-
portant issues that arise:

e the creation and funding of an appropriately-structured national tourism
body; and
e the provision of tourism training services.

d Outcome measures and justification

66 Specific outcome measures are proposed to support this Strategic Goal.
These relate in broad terms to :

e doubling the current number of visitors by 2008 and increasing visitors
by 5% a year thereafter;

e generating gross income from tourism of $25 mn by 2008 and raising this
total by 7 % a year thereafter;

e achieving year round occupancy rates in hotels of 50% by 2008 and 65%
by 2010;

e sustaining 1,250 jobs primarily by demand from visitors from abroad by
2008 and raising that total by 5% a year thereafter; and

o formally positioning the FSM as a premium tourism destination by 2012
and ensuring that $250 per day is spent on average by each foreign visitor
by that date.
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67 Other measures can progressively be developed, relating to, for exam-
ple, the performance of individual States and the support of other specified eco-
nomic activities by the tourism sector. The above are national goals that should
form the basis for initial planning of the re-vitalisation of tourism to the FSM.

5.2.2 Strategic Goal 2: Integrate tourism sector into national economic
planning and development

a Analysis and justification

68 Strategic Goal 2 is directly related to Strategic Goal 1 but separated
from it by the need to focus the attention of economic planners, national, State
and community leaders, and to integrate tourism into the heart of the nation's
development effort.

69 Thus, as part of raising tourism to a place among the most important
economic activities of the country, it is essential that economic planning and
budgeting accept that the sector's profile has been raised. In the longer term, the
ability of the FSM to invest in, for example, physical and social infrastructure
will in part depend on its ability to generate more of its own resources through
taxation, rather than simply rely on grant-finance under the Compact. The case
has already been made that tourism is one of the best ways of doing this.

70 Strategic Goal 2 is therefore partly concerned with embedding tourism
into the priorities of economic planners. It implies the specific analysis of the
impact on and needs of tourism in all appraisals relating to public investment
projects. The question needs to be asked "what will the impact be on the tourism
sector and what does the tourism sector need in this area" when considering in-
vestments in infrastructure, education, health, agriculture etc. In some cases
there may be no direct impact, but in most cases tourism will be affected to some
degree because tourism and its effects cover, or have implications for, a wide
variety of supporting economic activities.

71 In addition to involving tourism in all such investment proposals, this
Strategic Goal also proposes that each State, and ultimately the national gov-
ernment, should produce a detailed tourism development plan. Ultimately the
FSM will need a framework for the development of the tourism sector nationally
in order to set sectoral investment priorities.

b  Economic policy implications

72 Few additional economic policy implications flow from this Strategic
Goal that are not already set out under Strategic Goal 1, other than to ensure that
tourism is given a suitably high priority in the planning process.



Chapter 5 — Tourism 175

73 Achieving that priority will, nonetheless, have implications for the
budgetary processes of the national government, in order to ensure that tourism
is adequately resourced.

¢ Outcome measures and justification

74 In practical terms a minimum level of government funding for the tour-
ism development effort should be established as soon as possible. Clearly there
are many priority areas for investment in the FSM, especially in basic infrastruc-
ture and services, and it would be unreasonable to expect tourism development
to take an unbalanced priority position in this process. On the other, hand, the
longer-term ability of the national and state governments to invest in the nation
will partly depend on increasing the tax base, a process to which tourism can
contribute.

75 By 2006 it should have become automatic that tourism's interests are
reflected in all relevant investment proposals, as argued above.

76 By 2007 the national government should have in place both a policy
paper on tourism and a list of tourism sector investment priorities, based on the
state and national tourism development plans.

5.2.3  Strategic Goal 3: Create an attractive and supportive environment
for private sector tourism industry investors

a Analysis and justification

77 Businesses in the FSM that supply and support the tourism sector are
mainly private sector operations (the principal exceptions being the management
of sites and attractions - such as the Walung Marine Park in Kosrae, and Nan
Madol in Pohnpei) which come under public sector control and responsibility.
The central objective of the development of tourism is to expand that business
base, create viable jobs and thereby maximise the capture of visitors' expendi-
tures within the FSM.

78 In assessing what the government can do to promote and encourage the
private sector, it is appropriate to distinguish between small businesses (for ex-
ample, owner-managed operations employing fewer than ten people), and larger
enterprises.

79 In the latter case, most larger tourism enterprises will tend to be in the
accommodation sector, establishing and running hotels, live-aboard dive boats
and other forms of accommodation (informal guest houses, however, are more
likely to come into the small business category).

80 The proposals relating to private sector policy and to the environment
for foreign investment are those most relevant to larger businesses. In these
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cases a supportive and welcoming environment for investors, as discussed
above, are important. Government support can be provided in areas such as as-
sistance with staff training and, in the longer term, the introduction of fiscal in-
centives to encourage expansion of the accommaodation stock and potentially of
other, larger-scale tourism businesses.

81 The small business sector in tourism encompasses enterprises such as
restaurants, taxi and car rental operations, local maritime transport for visitors,
the handicrafts sector and retail centres and outlets designed to attract the visitor
(e.g. the proposed waterfront development in Pohnpei that will combine a base
for tourist boats offering transport services within the Pohnpei lagoon with a
specialised retail/café development selling souvenirs and refreshments to visitors
- including domestic visitors).

82 Small businesses in most countries and sectors make use of publicly-
promoted support mechanisms in a variety of ways. These can include advisory
services, assistance with training and the provision of training courses, help with
business management and finance, marketing support and so on.

83 There is scope for such services within the FSM, built upon existing
organisations and programs, and clearly also a need for assistance to raise stan-
dards and skills within the tourism sector, whether related to vehicle operations,
handicraft production, restaurants standards or any other activity that depends to
a significant degree on demand from the visitor.

84 At the same time it is important to make clear that support to small
businesses does not mean "subsidy". The objective is to encourage the develop-
ment of small business networks that are self-sustaining, financially viable and
offer rewards to labour that are adequate to recruit and retain good quality, well-
trained staff.

b  Economic policy implications

85 Beyond the general policy related to the encouragement of the private
sector in all activities across the FSM, discussed in the Private Sector develop-
ment chapter and summarised for tourism earlier in this chapter, there are few
tourism-specific policy implications here.

86 The key will be to provide the organisations and frameworks within
which private sector support can operate.

¢ Critical issues for implementation

87 Implementation priorities arise in two areas - at the level of national
government and state government policy towards private sector support, eco-
nomic management and the climate for foreign investment to put into place the
tourism-specific support required.
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88 General private sector development policy is dealt with in the Private
Sector Development chapter prepared for the 3rd Economic Summit.

d Outcome measures and justification

89 A number of practical steps need to be undertaken in order to create the
supportive environment for private sector tourism businesses.

90 An early task is to provide an information and signposting service to
the tourism sector to assist businesses to gain access to support available from
elsewhere in the public and private sectors. This signposting function is both
straightforward to develop and involves little investment.

91 Supporting this will be a more pro-active program to assist the States to
identify and work up proposals for new tourism sector investment (at least one a
year for each State is envisaged), to provide information, and to promote in-
vestment opportunities.

92 Sector representatives by 2008 should therefore have developed an ac-
tive tourism project promotions arm, in conjunction with more general invest-
ment promotion offices within the FSM, with the specific aim of introducing
projects to investors and vice-versa.

5.2.4  Strategic Goal 4: Invest progressively in tourism product devel-
opment in order to diversify and expand the range of attractions and
activities for visitors.

a Analysis and justification

93 This Strategic Goal deals with tourism-related infrastructure as opposed
to general public infrastructure which affects the tourism experience. Tourism-
related infrastructure includes natural and man-made visitor attractions, hotels,
restaurants etc.

94 One of the major limitations of the FSM at present is the lack of a well-
developed range of activities and opportunities for the visitor. In most islands
there is not enough for leisure visitors to do other than those whose stay is only a
few days, and what there is to do is often difficult to access and poorly publi-
cised. While new investment is hard to justify when visitor numbers are static or
falling, product development initiatives are nonetheless as essential element in
stimulating the market.

95 In the realm of natural visitor attractions such as waterfalls, beaches, or
marine parks, the FSM broadly is deficient in the standards of access and on-site
facilities that it achieves (again there are exceptions, such as the Walung Marine
Park in Kosrae, although in most such cases further improvements are always
possible). Investment in such facilities need not be costly. For example, simple
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signage, car parking facilities, information points and the opening up of trails
and footpaths can all make a big difference to the visitor experience and to the
ease of access.

96 Historical sites, whether archaeological in nature such as Nan Madol
and Leluh, or purely historical, such as various World War Il sites and ruins,
likewise require investment in access, presentation, tidiness, visitor information
and so on.

97 In some cases these sites - and this could include some of the FSM's
key coral reef areas, should be susceptible to World Heritage Site designation,
which brings with it a powerful marketing message to the world at large and of
itself creates a demand to visit. However, not all of the FSM's many natural at-
tractions would qualify for such an international status, but that does not prevent
the FSM itself establishing a designation such as "FSM Site of Special Interest".
This could be designated with special signage, be built into tourism marketing
and promotional programs, and bring with it certain requirements for minimum
standards of presentation and facilities. Many tourism destinations around the
world make use of their own internal designations of this kind to attract visitors
(for example countries such as Costa Rica make much of the very large propor-
tion of their country which is designated as national reserves or national parks,
combined with a clear message to the visitor about the importance the country
attaches itself to conservation issues).

98 The built environment also has an important part to play in expanding
the range of activities and points of interest open to the visitor, and thus expand-
ing the product on offer. This is especially relevant in providing improved ma-
rine recreations facilities and access to them. For example, there is a proposal to
provide a small boat base (a series of pontoons) and associated craft, retail and
café centre on the waterfront in Pohnpei. Similar opportunities exist in Weno on
the waterfront, where small boat transport to adjacent islands could be combined
with market facilities selling both fresh produce from the nearby islands and
providing outlets for local crafts. Small boat services could, for example, pro-
vide glass bottom boat tours, tours around and within the main lagoons, access
to beaches within the lagoons and so on.

99 The overall tourism objective in such matters should be to offer the
visitor plenty of things to do and places to visit. Visitors to the FSM, other than
those who come primarily for diving, are likely to want to mix relaxation with
activities, such as visiting interesting sites, taking a round-island tour where rele-
vant, going on walks, exploring urban centres on their own and so on. In so do-
ing they both spend more money and are likely to prolong their average length
of stay. Under current circumstances most islands make little attempt to meet
these objectives and often even fewer attempts to inform and make it easy for
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the visitor to engage in the activities available. Developments in these areas is
fundamental to achieving tourism's full potential.

100 In the hotel sector, while some existing properties could be said to meet
international expectations within whatever grade they aspire to, others do not. In
the latter case, re-investment will be required to bring them up to standard, al-
though such investment can only be justified when there is judged to be a rea-
sonable chance of achieving steadily rising visitor numbers. (Service standards
are dealt with under Strategic Goal 11 dealing with training).

b  Economic policy implications

101 Planning issues and policies are at the heart of this type of develop-
ment, and highlight the need to deal with land ownership issues and to ensure
that landowners understand the importance of tourism to the nation as well as its
potential to generate revenue. (An example is to be found at the Kepirohi water-
fall in Pohnpei, a site frequently visited by nationals and foreigners where the
landowner makes a nominal entrance charge). Planning policy should be used in
similar situations in all of the states to encourage this type of visitor activity.

102 In more major areas for investment, such as the hotel sector, in the
longer term fiscal incentives could be provided to encourage hotel owners to
upgrade their properties, although this would require a broader tax base than
exists at present. In due course also, such incentives could be tied in with quality
standards and operating licenses.

¢ Critical issues for implementation

103 An important task will be to initiate activities in conjunction with the
State visitors' bureaux to carry out co-ordinated censuses of facilities and pre-
pare prioritised plans for improvements and to co-ordinator the identification of
the 3-5 leading visitor attractions, activities or points of interest that will help to
define the development plans for the tourism sector in each of the four states.

104 Appropriate sector representatives should also take responsibility for
developing tourism-related input to two national areas for action - the designa-
tion of sites as "FSM Sites of Special Interest”, (which may extend beyond those
sites of interest mainly to visitors and may also depend on other arms of gov-
ernment, national or at state level, for implementation). These representatives
similarly should provide the tourism industry perspective for applications for
World Heritage Site status, and would liaise with international organisations,
companies, print media etc. with an interest in such matters, such as the US Na-
tional Geographic organisation and specialised television channels in North
America, Asia and Europe that might wish to make use of such designations in
program making or in key publications.
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105 The national and state planning authorities should take primary respon-
sibility for the built environment, again with input from tourism sector interests.
The Infrastructure Development Plan (IDP), for example, recommends that at-
tention be given to sidewalks and bicycle tracks, both areas of direct potential
for visitors but which also cover other arms of government and other interests,
including those of residents, within the country.

d Outcome measures and justification
106 Several measurable outcomes are proposed under this Strategic Goal.

107 Comprehensive inventories of tourism sites, attractions and services are
to be produced by each state by 2006. This activity should be relatively simple
to accomplish but would also require the design of standardised forms of report-
ing so that the results may be comparable and data collected in a consistent
manner.

108 By 2007 this process should lead to the production of outline and pri-
oritised plans for future investment that will form part of the longer-term tourism
sector planning process (Strategic Goal 1) as well as providing each state with a
better understanding of its key selling points for the visitor and of what is re-
quired to bring these up to standard.

109 Practical issues such as the establishment of proper signage can be
achieved by 2006 (some states, notably Yap, are further advanced in this regard
than others), in 2008 there should have been established a national register of
"Sites of Special Interest" with a view to formalising the system, erecting suit-
able signage and integrating the SSI designation fully into national tourism pro-
motion and marketing initiatives.

5.2.5  Strategic Goal 5: By the progressive introduction of national qual-
ity standards, establish the FSM's tourism sector as of a sufficiently
high standard in dive, eco- and cultural tourism to command a pre-
mium in global markets

a Analysis and justification

110 There are three fundamental reasons why the objectives of the FSM's
tourism development should be focused on quality and the creation of premium
destination status.

111 First, the States of the FSM are home to some of the richest and most
deeply-embedded social and cultural traditions in the Pacific. While this is of
considerable interest for visitors, it also gives rise to understandable concerns
among residents that tourism could damage societies, practices and standards.
The FSM therefore has some key social and cultural "capacity limits" in the con-
text of becoming an international tourism destination. These traditional values
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must be safeguarded as tourism develops since they represent a major reason
why visitors wish to come to the FSM in the first place.

112 Second, the FSM is both physically very small and, by and large, offers
one of the most pristine environments available to international tourists any-
where on earth. The pristine nature of the FSM is already under threat from poor
environmental practices within the nation itself (this issue is addressed in a sepa-
rate chapter). On the assumption that general environmental standards can be
raised to deal with these local problems.

113 This includes the reality that, ultimately, there will need to be a volu-
metric capacity limit placed on international visitor numbers to all of the FSM's
islands - large and small - given the almost infinite potential supply of global
international tourists. Tourism for the FSM represents the best option for raising
living standards, creating employment, helping to retain talented young people
within the nation and meeting the aspirations of residents for a better life. There-
fore, the economic yield from tourism needs to be maximised.

114 Since absolute capacities are limited, it follows that each tourist must be
encouraged to spend as much as possible within the FSM, which in turn leads to
the conclusion that, eventually, tourism has to become an "up-market™ activity -
attracting only high-spending visitors that respect the country's environment and
its social and cultural characteristics. In order to achieve this, the FSM needs to
become a destination capable of charging a premium for the right to visit it, and
in order to do that, standards must be high.

115 Third, in order to be competitive, standards in any case need to be com-
parable to those within competing destinations. Generally, this is not the case at
present. It is important to recognise, however, that this does not imply that all
accommodation and services need to be of a "5-star" standard, but it does imply
that quality has to be guaranteed at all levels. Eco-tourism hotels, for example,
by no means need to reflect the high-tech standards of city centre 5-star hotels,
but they do have to deliver their products and services at the highest professional
and quality levels relative to their chosen market position.

116 The same applies to tourism services. To take a simple example, many
tourists to the FSM will make use of local water transport to reach places that
they wish to visit. It is imperative that the standards of such services reach ac-
ceptable international levels, in areas such as safety equipment on-board, operat-
ing competencies of the boat-owner or captain, technical standards of the boat
and its engine(s), and so on.

b  Economic policy implications

117 Most of the activities to be carried out under this strategic goal call for
administrative rather than policy measures. However, in order to deliver a pro-
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gram of raising service standards across the board in the tourism sector, a key
area of policy will be:

e to ensure that the resources available to the training/educational institu-
tions of the FSM are raised sufficiently to ensure that vocational and
other training programs for tourism can be effectively carried out.

¢ Critical issues for implementation

118 Implementation of the components of Strategic Goal 5 requires that the
national body responsible for tourism take on a co-ordinating role and also take
the initiative in developing a range of quality standards.

119 The specification of standards in some cases is straightforward. Dive
operations already have recognised global standards (PADI for example), and it
should be a simple matter to make such standards compulsory throughout the
FSM.

120 In other sectors such as hotel grading and the award of quality stan-
dards to service industries, it will be up to a national body with whatever spe-
cialist assistance is required, to design and introduce standards across the nation.
Hotel grading will probably require international assistance (there is ample
methodological guidance available from North American and European
sources).

121 The successful completion of certified training programs at all levels in
the industry require initially the development and design of suitable courses and
course modules, a role which should be led by the relevant educational bodies
and especially the College of Micronesia.

122 Enforcement of tourism industry standards will require as a minimum
the development of a compulsory licensing system. This may require legislation.

123 With the exception of dive operations whose standards can be imposed
soon, Strategic Goal 5 envisages that the compulsory licensing and accreditation
schemes discussed under this heading will not be fully implemented until 2008-
2010, giving ample time to develop the various components. It is, nonetheless,
worth emphasising that quality standards are key to achieving the longer-term
goals of establishing the FSM as an up-market destination and enabling it to
deliver what it promises.

d Outcome measures and justification

124 Two key dates are proposed for measurable results under this Strategic
Goal - 2008 and 2010. In the longer term, it is envisaged that by 2012 plans will
be implemented to establish the FSM as a premium destination.

125 There are several measurable outcomes under this heading:-
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e ahotel grading system is designed by 2007 and implemented by 2008;

e tourist transport services and vehicles meet defined safety and operational
standards from 2008 onwards;

e all dive operations meet PADI standards by 2006;

e the national body should establish a tourism business inspectorate in 2008
to implement the proposed quality standards across the sector;

o the national body should implement a policy as soon as is practicable af-
ter 2008 that only accredited tourism businesses will be included in offi-
cial FSM marketing and promotional campaigns; and

o full industry accreditation schemes will be in place and operative from
2010.

126 The justification for these measures has been set out in 2.5.1 above.
The assumption being made in proposing these measures is that, for the reasons
explained, the FSM has no real alternative in tourism but to work towards the
attainment of exclusivity and high standards, in order to maximise the benefits
from tourism under circumstances where high-volume, continuously-expanding
tourism cannot reasonably be accommodated.

5.2.6  Strategic Goal 6: Promote inter-sectoral linkages and maximise
use of local produce and services

a Analysis and justification

127 Identifying tourism as a national development priority implies that tour-
ism can help to stimulate activity, wealth and job creation. However, a notice-
able feature of the FSM to the visitor at present is the narrow range of local pro-
duce, products and services on offer, and the extent to which imported food,
drink and artefacts are offered in hotels, restaurants and retail outlets. Perhaps
the main exception is in Chuuk where a very active fresh produce market exists
in Weno based on produce brought by boat from adjacent islands every day,
even though the market physically is rudimentary .

128 The better hotels in the FSM strive to make use of local produce, to
offer menus based on local creativity, to use local products and styles in the de-
sign of buildings and generally to capitalise on the great potential of the nation
to supply the tourism sector in these areas. At present, while it is inevitable that
some items of food and drink will always have to be imported, the fact remains
that:

e there is often an absence of local fruit and vegetables available in hotel
restaurants;

e supplies of local fish in hotel restaurants appear to be irregular;
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o artificial flowers are commonplace in a country generously endowed with
a wide variety of natural flowers and plants;

e there are few good quality handicrafts available for sale;
e there are few visitor-related outlets or retail centres in which to sell them;
e there are relatively few cultural centres to visit;

e there is relatively little emphasis on the promotion and consumption of
local goods and services; and

o there is relatively little information available automatically to the visitor
to promote local goods and services.

129 The implications are twofold. First, an active program is required, in
conjunction with those authorities concerned with agriculture and fisheries pol-
icy, to raise the selection of local goods and services available to the visitor, and
to improve the reliability of supply. Second, the attitude of many FSM residents
to the provision of locally-produced goods needs attention.

130 It is important for the tourism sector to understand that few visitors
come to a unique country such as the FSM in order to eat standard international,
imported and often preserved food, to buy imported goods or to have their hotel
rooms decorated with imported artificial flowers. Thus, in addition to the obvi-
ous economic case for maximising the value that tourism can add to the domes-
tic economy by internalising the supplies of goods and services that visitors con-
sume, there is also a strong case for promoting the understanding of where the
interests of visitors lie and in facilitating their access to local products. A key
starting point in reversing this situation will be to change the mindset of those
working in the tourism industry and serving the needs of visitors.

131 The requirements under this Strategic Goal imply more than merely
promoting the consumption of local produce. Development is also required in
the production of handicrafts to increase the supply of locally-produced prod-
ucts, such as clothing, which can be over-printed locally to add value. The es-
sence of this area of tourism development is to make positive efforts to create a
range of goods and services that visitors will want to buy as part of their visit,
and thus maximise local expenditure.

b  Economic policy implications

132 In the area of local fresh produce development, there are important pol-
icy implications for agriculture, horticulture, fishing and farming which extend
far beyond the tourism sector and fall outside the scope of this chapter. The pol-
icy areas most likely to be involved to the benefit of the nation as a whole in-
clude developing incentives to local production, the development of marketing
co-operatives and of inter-island transport services.
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133 In the development of arts and crafts and the production of artefacts for
purchase by visitors, training and small business support services will also be
relevant.

c Critical issues for implementation

134 In addition to any initiatives that might be taken within other key sec-
tors such as agriculture and fishing, the interests of the tourism industry must be
identified, developed and promoted by a representative body. It will need to
maintain close liaison with the State visitors' bureaux as well as with other arms
of national and State governments.

135 The most important first step is to identify opportunities within the
tourism industry for the supply of, for example, fresh produce, and to co-
ordinate the volumes involved. It is to be expected that the majority of such sup-
plies will come from within each of the four States, although it may be that the
regular air services between Chuuk, Pohnpei and Kosrae could be used to de-
velop an air freight component (the position of Yap is far more difficult in this
regard since trans-shipment in Guam would be required, and it may be that Yap
would be better advised to extend its established marketing co-operation with
Palau to the fresh produce area as well).

136 Nonetheless, the national body has an important role to play in identify-
ing and promoting opportunities, and in undertaking positive consultation with
government departments on how such opportunities can be turned into reality.
At the very least, agricultural and fishing authorities need to be made aware of
the tourism industry's needs and potential. Marketing issues could be eased by
the creation of purchasing consortia by groups of tourism-dependent businesses
in order to smooth the flow of supplies and reach volumes of interest to a regular
commercial supplier.

137 Sector representatives may also need to develop a program with the
tourism industry itself, such as identifying opportunities for the training of
kitchen staff in the use of local produce and the development of menus suitable
for visitors as well as in helping hotel and restaurant operators to understand the
requirements of visitors.

138 In the area of crafts and artefacts, again a national body may need to act
as catalyst. For example, it could analyse the range of products available to visi-
tors in other Pacific islands states and develop diversification proposals for the
crafts industry and its advisers to work on. Such an initiative would also help to
identify any specific training and/or resource needs that could also be handled
by the specialised business support agencies responsible.
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d Outcome measures and justification

139 Specific targets should be set in each state for the proportion of fruit,
vegetables, fish, flowers and other consumables that should be sourced locally
by 2008. It may ultimately be that this element could be one of many included in
hotel and restaurant grading criteria and/or industry standards awards, but even
prior to that, targets would help to focus the minds of the tourism industry and
the nation as a whole on the economic purpose of the tourism sector.

140 Encouragement should also be given to use local building techniques
and materials in the construction of infrastructure such as hotels, restaurants,
visitors' centres etc. that visitors will use, and a target should be set and moni-
tored that each visitor to the FSM should spend at least $50 on locally-produced
artefacts and souvenirs on each visit.

5.2.7  Strategic Goal 7: Involve FSM residents in tourism sector devel-
opment

a Analysis and justification

141 Tourism can only become one of the main drivers of growth in the
economy of the FSM if its development carries the backing and support of its
residents. To achieve this, it is essential that there is a broad understanding of the
advantages that tourism has to offer in terms of employment, income generation
and economic development. At the same time, tourism's negatives need to be
recognised and, in this context, the population must feel able to have a voice in
the type of tourism that develops and the limits that need to be imposed.

142 To engender support for the tourism sector among the local population,
the contribution it can make to bettering their lives has to be made apparent. It is
important that residents understand that a successful tourism industry will bring
in revenue from abroad, including foreign exchange, which will enable the gov-
ernment to improve social conditions, education and health facilities, and de-
velop necessary infrastructure that will improve living conditions. In terms of
employment generation, it can be demonstrated that tourism offers the advantage
of a high employment ratio and employs up to 100% more in indirect employ-
ment; it will provide much needed jobs close to home, encouraging young peo-
ple to stay on the islands rather than go abroad to find work. At the same time,
much employment is in SMEs based within local communities; these have the
advantage of allowing a significant degree of local participation, as well as em-
ploying local labour. Tourism's ability to stimulate cross-sectoral linkages means
that it generates related jobs in other sectors, often also within the local context.

143 No development comes without disadvantages and these too need to be
publicly addressed. On the potential downsides of tourism, residents are rightly
concerned about environmental damage and adverse impacts on their traditions
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and lifestyles. It is important, therefore, that they recognise that tourism comes
in many guises and that they understand that there are choices to make on the
types of tourism that best suit development within each individual state.

144 Each of the four States of the FSM is deeply aware of their individual
social and cultural identities and the need to preserve these. They are equally
concerned that an influx of tourists could dilute and damage local cultures and
bring in standards of behaviour and characteristics alien to them. Such concerns
are rightly held and can only be alleviated by bringing them into the open and
addressing them. There is little doubt that the proposed high revenue, small scale
form of tourism development is the best way to create a sustainable industry that
will be acceptable and provide minimum impact on ways of life. It is also sig-
nificant that these traditional values are what attracts visitors to the FSM in the
first place. An understanding of this will lead to a greater likelihood of gaining
the people's support.

145 An awareness of the ways in which tourism can help to preserve local
skills and crafts, dances and festivals, (while at the same time creating employ-
ment), is an important factor in developing an understanding of tourism's advan-
tages. It can also help the populations of the FSM to develop a pride in their own
cultures, and stimulate greater interest in retaining and perpetuating local skills
and knowledge.

146 The issue of land ownership is a crucial factor in developing tourism
throughout the FSM. Access to sites of interest, the opening up of forest walks
and trails, and the availability of land for new development, for example, will be
needed as the industry expands. New tourism products have to come on stream
to provide additional attractions to make visits worthwhile and provide for
longer lengths of stay. This can only happen with the willing consent of those
involved. Expansion and progress is thus largely dependent on the co-operation
and consent of those involved and can only be achieved if tourism is embraced
as a legitimate and worthwhile mode of development.

147 In particular, tourism within the FSM which commands a premium in
global markets will not succeed unless it has the backing of the country's resi-
dents, the traditional leaders and the church; high end tourism cannot be success-
ful unless there is a ready welcome to tourists, a pride among the local popula-
tion in their society and culture, a willingness to share this with visitors, and a
destination that is environmentally sustainable. This can happen only if the resi-
dents of the FSM have an understanding of the sector, what they can do to pro-
mote it, what it can contribute to the development of the country, what they need
to beware of and what it offers them in personal terms. Public support is crucial
to moving the industry forward.
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b  Economic policy implications

148 Administrative rather than economic measures per se are needed to
address the crucial issue of public awareness. Programs and courses need to be
developed, plans put in place for public consultation and meetings arranged, and
publicity undertaken.

149 Such activities cannot be undertaken without the financial resources to
develop these programs, as well as materials for them, and sufficient staffing
levels to devote the required time to put them in place.

¢  Critical issues for implementation

150 Critical to the implementation of Strategic Goal 7 will be the ability of
a national body to work closely with State education authorities, State VBs and
the College of Micronesia to design and implement programs which explain the
benefits, opportunities, pitfalls and choices that can be made in tourism devel-
opment. Guidance from international organisations such as PATA and the ex-
perience of other small island states will be crucial in putting together appropri-
ate programs and assessing the best ways to get the messages across.

151 The strategy for a public awareness campaign will fall into a number of
different components. Information programs for adults, educational courses for
secondary level children (and possibly primary level), consultation with com-
munity leaders, traditional chiefs and the church, and general publicity
campaigns will all have a part to play. The first step will be to design supporting
educational material and follow this with an ongoing program of public
information dissemination and regular educational classes in schools. The over-
all program should be started in 2006 and be fully operational, including a
tourism awareness page on a website, by the end of 2008. Public awareness
campaigns are never finished, however, and such activities need to be regarded
as an ongoing and important means of involving those whose lives are affected
and keeping them informed of new developments and plans.

d Outcome measures and justification
152 The key steps to implement Strategic Goal 7 will be to:
e design a tourism awareness program and prepare the required educational
material for both adults and children by the end of 2007

e hold public awareness campaigns, including information meetings in all
main settlements and media publicity, beginning in 2007 and held annu-
ally thereafter

¢ hold consultation meetings on tourism development strategies with key
leaders, beginning in 2007 and continued regularly thereafter
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e set up tourism awareness programs for students which enter the secon-
dary school curriculum by 2008 and include at least one class per term
devoted to the topic

e Such measures will form the first steps towards an ongoing program that
will be required to gain the understanding of the people of the FSM of the
implications of tourism, their participation and acceptance of tourism de-
velopment plans and their ability to respond to the needs of tourists.

5.2.8  Strategic Goal 8: Promote the FSM in appropriate markets and
market segments to realise the sector's potential

a Analysis and justification

153 International marketing and promotion of the FSM as a tourism destina-
tion raises the problem of the "closed circle". There is an argument that market-
ing and promotion would be premature if the tourism product on offer is not
properly developed. It is suggested that visitors who come to the FSM may be
disappointed and thus pass on adverse word-of-mouth recommendations, mak-
ing it harder to develop the sector. The argument continues that it is necessary to
invest fully in raising the quality standards, range of activities, accommodation
stock and all the other aspects of the tourism industry that require attention, be-
fore money is spent on promotion.

154 While this argument in some ways is logical, there are also a number of
serious risks and pitfalls. The greatest risk is that the investment undertaken
would fail to attract the planned number of visitors, or would be of a type inap-
propriate for the market. This would cause investment projects to fail and the
credibility of the tourism sector would suffer. As discussed at the beginning of
this chapter, it is preferable to take action on ALL fronts so as to move the tour-
ism sector forward progressively. Provided that the required political and finan-
cial support is given, there is every reason to believe that this approach will suc-
ceed.

155 The primary role of a national body would be to promote and market
the FSM as a leisure destination to key international tourism markets. The Na-
tional Tourism Marketing and Promotion Action Plan identified these as North
America, Japan/North East Asia, and Europe. Despite the upheavals in global
tourism of the recent past, there is no reason for changing these priorities.

156 The most important element in this international marketing is to get the
best value for money that can be obtained by acting on a national rather than a
state basis. Marketing and promotion should be very carefully targeted, based on
the appointment of marketing agents in each of the three key regions whose ac-
tivities and performance should be carefully controlled and who will be required
to carry out a range of very specific tasks.
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157 At the centre of this program, a national body would have a range of
key tasks. These will include:-

e overseeing the role and performance of the regional marketing agents;
e co-ordinating all national collateral and associated marketing material;
e establishing a national photo library;

e maintaining and developing a website as an active tool in the country's
tourism marketing and promotional program;

e monitoring the results of marketing initiatives and modifying subsequent
programs accordingly.

158 At the regional level the marketing agents will provide the interface
between the FSM and the customer - either directly or through the travel trade in
each region, or both. In particular, they will maintain regular contact with key
actual and potential user groups, be responsible for the active representation of
the FSM at key trade shows, and maintain and develop contacts with regional
media who can assist in disseminating information about the FSM to the market.

159 In essence a national body would be the central player in a targeted and
detailed marketing program. However, this chapter demonstrates that a national
body would also play a key role in the wider development of tourism in the
country. To that extent, the promotional function now extends to embrace a
wider range of tasks than just the marketing of the country as a destination.

b  Economic policy implications

160 The success of the tourism marketing and promotion program depends
on adequate funding. This relates both to the funds made available to pay for
promotional activity, and those made available to finance a national body. In the
longer term, a successful tourism industry can be expected to create expanding
tax revenues to justify this commitment

c Critical issues for implementation

161 The appointment of suitable marketing agents for each of the three
main regions is a crucial element in the successful execution of marketing cam-
paigns themselves, as are the specific terms of their appointment. The National
Plan set out in detail the performance targets that these agents would be required
to meet and the quantifiable activities they would have to perform. The recom-
mendations of the National Plan in this regard remain valid and should be used
as the basis for negotiation with the people concerned as part of their employ-
ment contracts.

162 Finally, timing is also critical for success. The tourism industry in the
FSM and the process of accelerating its development should now be seen as an
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urgent priority in the context of the reducing and eventual termination of Com-
pact funding. The commencement of marketing and promotional programs
aimed at increasing the flow of visitors to the country is a vital and overdue step
towards reaching tourism's potential.

d Outcome measures and justification

163 Several measurable outcomes are indicated under this Strategic Goal.
Visitor expenditures should rise by at least 7% a year from 2008, and visitor
arrivals by at least 5% a year, as evidence of the success of the promotion and
marketing program. Visitor satisfaction ratings should reach and be maintained
at a minimum of 85%.

164 In the specific realm of attendance at trade shows, a return worth at
least ten times the costs of attendance should be demonstrated in order to justify
future attendance at the same show. It is likely that, as the FSM becomes better
known, that ratio should be raised by a national body to ensure that continued
attendance (the costs of which are usually relatively high) can be justified.

165 With the move towards greater use of the Internet for travel information
and reservations, a website should be seen as an important part of the promo-
tional and marketing effort. The number of "hits" on this site should be counted
as a proxy measure of its success (hits" do not necessarily equate to the volume
of business done), and a rate of increase in website traffic should be negotiated
and agreed as a further performance measure related to the promotional and mar-
keting effort.

166 A guiding principle of the marketing and promotional program should
be that its results should always be open to measurement and question. A na-
tional body should always be prepared to modify or change fundamentally its
activities in this area. It should remain responsive to market changes, and de-
velop its own expertise in the marketing and promotion of the sort of niche mar-
ket activity that best suits the FSM. Accurate measuring and reporting of results
of specific campaigns and initiatives is important in this process, as is the provi-
sion of regular feedback to the tourism industry itself of the success of specific
initiatives.
5.2.9  Strategic Goal 9: Ensure that tourism is developed in an environ-

mentally-sustainable manner and contributes actively to environ-
mental conservation and cultural protection

a Analysis and justification

167 Strategic Goal 9 addresses the very essence of the FSM tourism "prod-
uct". The country's tourism is based on the unique environmental and cultural
attractions that it has to offer the tourist through its forests, coastlines, islands,
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lagoons, reefs and the varied cultures of the peoples of the four States. With
tourism in an embryonic state, the country is largely unspoilt by tourism in the
way that so many destinations have become; it has the advantage of representing
a relatively clean sheet from which tourism can be developed. As such. it can
assess developments elsewhere in the world, in Guam or the Maldives or Palau
for example, and take from their experience the factors that will help to move
tourism forward in an environmentally sustainable way.

168 During the research phase for the National Tourism Marketing and
Promotion Plan it became apparent that although there was a universal ac-
knowledgement in all four States that the nation's attributes need to be
preserved, there was a general lack of understanding of what forms of tourism
would best protect the environmental and cultural characteristics of the nation.
Strategic Goal 9 (together with SG 5) addresses this issue.

169 It is important to create an awareness among the community of the im-
portance of preserving the natural attractions that the tourist enjoys and of con-
serving community skills, and that if this does not happen, assets, once de-
stroyed, cannot be replicated. Already the FSM has ceased to become "pristine",
with sewage in the lagoons, wrecked cars at the roadside, etc. It is essential,
therefore, that all current activity and new development takes on the mantra of
sustainability as its guiding light. At the same time, it is also important to ensure
that crafts and local skills are passed on from one generation to the next; activi-
ties such as demonstrations within schools at primary and secondary level and
the formation of handicraft associations can help perpetuate local crafts.

170 Even if for no other reason, this makes sound business sense. Markets
are increasingly demanding the reassurance of environmentally-friendly prac-
tices and evidence of conservation in destinations that purport to be eco-friendly.
There is a growing number of tourists, particularly in Europe and North Amer-
ica, of the kind that the FSM is hoping to attract, who are actively concerned
about protecting the environment. They look to tour operators to demonstrate
environmental credentials and to destinations to demonstrate sustainable prac-
tices.

b  Economic policy implications

171 Developing and maintaining an environmental program does not take
great investment but it does require organisation, commitment and the involve-
ment of a variety of different organisations and government bodies. It extends to
those working within the industry and those outside it. It may also mean that
additional legislation is required to ensure strict environmental impact assess-
ments specifically aimed at tourism developments and enhanced national build-
ing controls for new tourism structures.
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172 In essence, what will be required will be considerable time (ie staffing
resources), and some financial reserves to implement the quality control, moni-
toring and awareness programs that will be necessary. Input will be required
from government environmental authorities as well as private sector environ-
mental organisations, education authorities, the COM, the state VBs and com-
munity leaders in order to deal with the wide range of areas that need to be in-
cluded in a conservation program.

c Critical issues for implementation

173 Activity will fall into a number of distinct areas. Existing tourism busi-
nesses will be encouraged to follow environmentally friendly practices, if they
are not already doing so, and a program of ongoing monitoring will be intro-
duced. New undertakings will be required to demonstrate the environmental
probity of the project and will have to undergo strict national environmental
impact controls.

174 At a community level, actions to engender a sense of local pride will
need to be undertaken. Courses on sustainability, environmental protection, cul-
tural traditions, etc, with secondary school children will need to be put in place.
Liaison with community leaders to bring them on board and training and persua-
sion among industry operatives on the wisdom of following protection measures
will also be required.

d Outcome measures and justification

175 Measurable outcomes for this Strategic Goal fall into four distinct areas
- regulation, monitoring and training, accreditation and awareness.

176 Regulation will require that EIAs with specific provisions relating to
tourism activity are carried out on any new development and strictly followed as
from 2008 and that all existing tourism businesses comply with national stan-
dards designed for the tourism sector by 2010. An ongoing program of guidance
and monitoring will lead to the introduction of an annual audit to ensure sustain-
ability and require compliance by 2010.

177 Environmental and cultural awareness, in the hands primarily of a na-
tional body and the State VBs, is crucial to the success of this Strategic Goal.
Much of the current environmental degradation comes from the population of
the FSM rather than the tourist; only one aspect of this - trash, dumped cars, etc.
- can be dealt with under the tourism program, however, since the far more
pressing problem of sewage and waste-water falls under public infrastructure
control (see Section 1.5). Some beautification programs are already under way
(Kosrae, in particular, has worked hard on this) but greater efforts are required
and it is recommended that each State has in place and enforces anti-litter legis-
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lation, as well as taking the initiative to remove all wrecked boats, cars, etc., by
2006.

178 On the other side of the coin, it will be helpful to encourage environ-
mental and cultural awareness among tourists to the FSM by developing local
guide books on the flora, fauna and marine environment and information on the
culture and lifestyles of the people of each of the four States. This should not be
difficult to put together and it is envisaged that a national body, working with
the State VVBs, will have this prepared by 2006.

179 Two forms of accreditation are designed that will encourage tourism
businesses to think in a sustainable way and help to develop their environmental
awareness and compliance. A national "Green" award scheme should be intro-
duced and a register drawn up of accredited tourism businesses such as boat
operators, tourist guides, hotels, etc. This may take some time to develop since
training and guidance to businesses and personnel may well be required. How-
ever, such a register will be useful for marketing purposes and it should be pos-
sible to produce by 2012. At the same time, the FSM and States should aim to
gain global recognition and awards as prime eco-tourism and cultural destina-
tions as sustainable practices become established across the tourism sector.

5.2.10 Strategic Goal 10: Put in place a reliable system of measuring
tourism activity in the FSM to enable progress to be monitored accu-
rately

a Analysis and justification

180 At present in the FSM there is no definitively accurate source of data
on visitor arrivals, length of stay, expenditure and other key measures of the
tourism industry. For example, data on visitor arrivals provided by the Depart-
ment of Economic Affairs for the preparation of this chapter differ fundamen-
tally for the same years from data that were approved for use in the National
Tourism Marketing and Promotion Action Plan. The latter showed that arrivals
had fallen by 20.1% (4,317 fewer visitors) in 2000 compared with 1996. Data
supplied for this chapter for leisure + business visitors show a decline of 0.4%
(106 visitors). It is thus not possible to say with certainty whether visitor num-
bers are rising, static or falling.

181 It should be a simple matter to devise a reliable and accurate system
able to identify the nature of a foreign trip to the FSM. This could initially be
done by means of well-designed immigration cards, and ultimately by inter-
linked immigration computers capable of producing data on a real time basis.
The key is that the FSM government needs to know how many individuals come
to the FSM, what is their primary trip purpose (leisure, business, visiting friends
and relatives etc), how long they stay and which states they visit. Only then will



Chapter 5 - Tourism 195

it be possible to monitor accurately the progress of the sector against agreed tar-
gets.

182 Further knowledge on international visitors would also be very useful,
such as expenditure levels, satisfaction ratings, hotel occupancy trends etc.
These can best be addressed by a combination of data submitted by the hotel
sector, compiling financial data from within the banking system (although this is
difficult in the FSM since it is an integral part of the US dollar zone and there-
fore balance of payments data are not available for the vital US visitor segment
who are "domestic" travellers in currency terms), or by the conduct of regular
sample surveys, usually exit surveys carried out at the end of a visit.

183 Accurate basic measures of visitor arrivals are needed urgently and
should be regarded as a high priority. The responsibility lies with the immigra-
tion and statistical authorities, not with the tourism industry, although a national
body should advise on the nature of the data needed to monitor the industry's
performance and inform future policy decisions.

184 However, it is the responsibility of a national body to determine other
data needs and to set in motion the process of regular surveys and other statisti-
cal reporting methods in areas that fall outside the responsibility of others such
as the immigration service and the financial authorities.

b  Economic policy implications

185 There is a need for an explicit expenditure provision to be made as soon
as possible to fund the design and implementation of an immigration system that
meets the requirements set out in the previous section. Although additional data
on tourism are also required, accurate data on arrivals, lengths of stay, purpose
of visit and national origins are essential building blocks for tourism planning.
This should be regarded as an urgent issue and funded accordingly.

186 Otherwise, this Strategic Goal is more to do with informing policymak-
ers than in setting a policy agenda. There are no other direct economic policy
consequences from putting in place reliable tourism information systems, except
that economic policy is likely to be mis-informed in their absence.

¢ Critical issues for implementation

187 The urgent need under this Strategic Goal is for the immigration and
statistical authorities to design and put in place a system for recording interna-
tional visitors that meets the defined needs. The current FSMVB and the De-
partment of Economic Affairs will be able to advise on the basic needs of the
tourism industry for accurate basic data.

188 In the longer term, the same authorities should plan for the introduction
of a fully integrated real-time computer system at all the FSM points of entry
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that would enable arrivals and other key data to be input continuously and
thereby enable up-to-date data to be available. The FSM is at an advantage in
this regard compared to many other countries, in that arrivals volumes are small
and likely to remain so and ports of entry relatively few. A computer based sys-
tem should not therefore be very costly nor complex to commission, and would
have other advantages such as those related to security and general immigration
issues as well as serving the growing tourism sector.

189 One of the responsibilities of a national body should be to prepare regu-
lar and timely reports on the tourism sector's progress, and to issue information
bulletins on key statistical indicators. It should also be staffed in such a way as
to permit the preparation of regular reports to State and national governments as
a means of informing and adjusting tourism and other related policies.

d Outcome measures and justification

190 By 2006 the bulk of this Strategic Goal should have been achieved. The
new, accurate arrivals data system should be in place, a national body should
have established a reporting system from the nation's hotels on occupancy rates
via the State visitors' bureaux and should have initiated the regular reporting of
the sector's performance to government, the industry and the general public (e.g.
through a national tourism website).

191 The extent to which a national tourism body, as opposed to the nation's
statistical office, should be responsible for preparing and publishing these data
should be negotiated between the parties concerned, but it is imperative that ac-
curate data are made available as soon as possible after the close of the period
(monthly data reporting should be the aim). As a performance measure there is
no reason why the arrivals data for month 1 should not be assembled and made
public by the end of month 2.

192 From the start of 2007 there should be a comprehensive and regular
report issued by either a national body or the statistical office on all aspects of
the tourism sector, which implies that there should be a regular sample survey,
probably based on departing visitors, in place and operative by that date.

193 By 2012 the FSM should have converted all basic tourism statistics
collected on arrival into a real-time computer system capable of producing im-
mediate raw data to the public plus analysed data reports automatically within a
very short space of time after the end of the period (again within a month of the
period's end).
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5.2.11 Strategic Goal 11: Progressively develop tourism services that are
acceptable to the international tourism market through structured
training programs

a Analysis and justification

194 As discussed earlier, tourism in the FSM has so far failed to make the
necessary "quantum leap"” to enable it to move forward on two fronts at the same
time - to develop as a destination that is of an acceptable standard for an interna-
tional market paying a high price to reach the FSM on the one hand and, on the
other, to attract visitors in sufficient numbers to move the industry forward.

195 Integral to the first part of this equation is the welcome visitors receive
and the standards of service they experience within the FSM. At present, staff in
almost all segments of the industry are, for the most part, inadequately trained.
If the FSM is to develop premier destination status by 2012 as is proposed, or
even if it is to achieve standards to enable it to compete with similar destinations
elsewhere in the world, the levels of achievement of workers within the industry
need to be increased.

196 In a few establishments within the FSM, notably the hotel sector, in-
house training has brought staff up to acceptable levels. Training is required by a
host of service sector segments which include front and back-office staff in the
hotel sector, food and beverage operatives, visitor bureaux staff, customs and
immigration staff, tourist guides, etc, many of whom are without any form of
training at all.

197 Although there has been a recent decline in numbers, Japan remains the
single most important individual source market for the FSM. Efforts have been
made in some States to cater specifically for this market, but it is important that
specialised training is more widely introduced to produce Japanese-speaking
guides, front-desk staff, restaurant staff and so on.

198 International tourism is a global business and the international tourist -
particularly one that is likely to visit the FSM - is generally an experienced trav-
eller who is familiar with a wide variety of destinations and types of service.

199 It is for these reasons that Strategic Goal 11 is designed to address what
is a fundamental weakness in the system. In most segments, this means starting
from the most basic levels but over time the program is designed to advance
training levels to provide mandatory certification by 2012. With such a program
in place, it is envisaged that the visitor will meet appropriately qualified people
ranging from immigration and customs staff as they enter the country, to hotel
personnel and trained guides, through to qualified staff providing services such
as hire cars or boat hire who can help to make their visit a pleasurable experi-
ence.
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b  Economic policy implications

200 The relatively large-scale training program that is required to raise the
tourism industry's skill levels across the board, will necessitate a dedicated
budget and should be regarded as an urgent area for action. Initial training
courses for a variety of sectors will need to be designed and implemented, in-
termediate training introduced and, in due course, more advanced courses and
accreditation and certification requirements put in place.

201 A number of different agencies will need to be involved in the design
of training programs and with putting them into action. With the variety of sec-
tors involved - hotels, restaurants, car hire, taxis, retail, boat operations, customs
and immigration, visitor bureaux staff - a range of specialised bodies will have
input for specific sectors (taxi driver training and accreditation, for example, will
require, in addition to these core bodies, input from the department of transport).
The experience of other destinations outside the FSM will also be helpful and
their expertise should be sought in the design of different programs.

¢ Critical issues for implementation

202 The most important first step for setting up improved training standards
will be the design of a training program for each different sector, set out in an
operational plan to cover a three year period, 2006-2008. Before this can hap-
pen, however, a national body, in collaboration with educational authorities and
the COM needs to undertake an audit, defining the activities that require tailored
training programs and identifying the different training delivery agencies, and
their capacities, that already exist within the FSM. An issue of particular concern
to small businesses is the need to provide on-the-job and special short course
vocational programmes, since owner-managers and key staff cannot be spared
for extended periods to attend lengthy training sessions

203 Once these assessment tools are in place, an increased program of basic
level training for hotel and other tourism sector staff can be set in motion
through appropriate establishments in each of the four States. The intention is
gradually to increase skill levels, introducing intermediate and advanced level
training over time. Training accreditation will, in due course, lead to a system
whereby only businesses employing appropriately trained personnel will be ac-
credited by a national tourism body and thus qualify for their "seal of approval".
When tourism has developed to a sufficiently high standard, envisaged by 2012,
only those establishments accredited by a national body will qualify for inclu-
sion in their promotional activities, national website etc.

d Outcome measures and justification

204 The focus on improving the levels of service and training among all
those who will come in contact with the tourist is an essential element in ena-
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bling the FSM's tourism sector to compete in an international industry and in
moving it up-market. Several stages are envisaged by which progress can be
monitored:

e atourism industry training operational plan and a staff training program
prepared by 2006;

e astudy to identify special needs (eg language training) completed by
2006;

e new/additional training programs introduced over the period 2008-2010;

e national accreditation schemes become operative and transport service
approval licences required by 2008;

e mandatory employee certification for all key tourism employees by 2008;
and

e introduction of certified training achievements by 2012

5.3 Activities and Outputs

5.3.1 Commentary on Strategic Planning Matrix

205 The mission statement to "progressively develop the tourism sector to
become the leading sustainable economic activity in the nation and establish the
FSM as a top quality, premium-priced international tourism destination by 2020"
is both ambitious and contains several key concepts.

206 It suggests that tourism becomes a leading economic activity in the
country, a radical change from the current position. It proposes that the FSM
becomes a high quality, premium-priced destination for international visitors
within the next 20 years, demanding an equally radical change.

207 The Strategic Planning Matrix (SPM) sets out a range of activities and
tasks that will help to bring these changes about. Before describing how the spe-
cific outputs are linked to the strategic goals and considering the issues of risk
and potential weaknesses, it is important to emphasise the need to take action on
all the issues mentioned in the SPM.

208 It is widely recognized that the FSM's tourism potential will only be
realized if investments are made in the tourism product, in infrastructure, in pro-
motion and in service standards. While the country's potential is clear, much
remains to be done on all aspects of the tourism sector to bring the country up to
standard and to ensure that promotional efforts are not undermined by adverse
visitor reactions and word of mouth recommendations.

209 Thus all of the 11 strategic goals are themselves inter-linked. What is
proposed in the previous sections is a fully integrated program, all elements of
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which have to be tackled. This will be the only way to achieve the objectives set
out in the mission statement and to enable the FSM to operate as a premium des-
tination, thereby maximizing tourism's contribution to the nation.

5.3.2  The Strategic Goals

a Make tourism a leading economic activity in the FSM

210 Specific targets are given for the scale that the tourism sector should
reach within the next few years, leading to a position in 2012 where visitors'
daily expenditure reaches US$250 and the FSM is seen as a premium destina-
tion.

211 The process of achieving these measurable objectives relates in policy
terms to the need for careful planning and execution. Each state should develop
a tourism plan that identifies investment needs and priorities in order to provide
a framework for developing its tourism sector. This will be amalgamated at na-
tional level into a national plan that will provide the guidelines for the medium-
/long-term development of the sector.

212 Each plan, national and state-level will be updated according to pro-
gress made and will result also in the regular development of investment project
proposals and identified priorities that should be used to promote investment in
the sector.

213 The most important element in this process is to establish a clear link in
the minds of community leaders between tourism and their economic develop-
ment prospects, a link that should reach national level as well. The central
proposition of the tourism development plan is that the sector should take a lead-
ing position in national development plans and should become one of the most
important sources of employment, government revenue and economic growth.

214 In this context, Strategic Goals (SG) 1 and 2 are very closely linked.

b Integrate the tourism sector into national economic planning and
development

215 As an integral part of achieving SG 1, SG 2 proposes to raise the profile
of the tourism sector in the planning and financial management of the nation.
Specifically it is proposed that up to 17% of the recurrent national budget, when
balanced against the needs of other sectors, may be devoted to this sector by
2006, and that tourism sector interests should explicitly be included in all project
investment proposals from the same date, including carrying out cost-benefit
analyses of the impact on tourism sector interests of all relevant investment pro-
jects.
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216 The national government (Department of Economic Affairs) in collabo-
ration with the State governments and State visitors' bureaux, should produce a
policy paper outlining the ways in which government will support the tourism
industry, and setting out guidelines for the sector's development. This will assist
in identifying the needs of the tourism sector, including those relating to more
general physical infrastructure.

217 Thus in this set of tasks is embodied the principal planning elements
that will set the industry's direction in the years to come. This process will in-
volve national and state governments including agencies and departments with
responsibilities in areas that are not tourism-specific (e.g. health services) but
that have an impact on tourism and on the FSM's ability to be an international
tourism destination. This process will involve a wide cross-section of interests
and will play an important role in integrating tourism into the national planning
and development process.

¢ Create an attractive and supportive environment for private sector
tourism industry investors

218 Important though the role of government is in stimulating tourism sec-
tor expansion and setting the policy goals for the industry, much of the actual
investment is likely to come from the private sector. As the under-developed
private sector in the FSM expands generally in response to broader private sec-
tor stimulation, private businesses will provide most of the services consumed
by visitors. Such businesses will represent the bulk of both value-added and em-
ployment created and sustained within the tourism sector.

219 This Goal indicates specific outcomes in terms of the growth of the
private sector, the emergence of new projects and the creation of employment.
While these goals are relatively modest in absolute terms, they should lay the
foundation for future expansion. The private sector development initiatives pro-
posed generally for the FSM and covered in a separate chapter also apply to
tourism, and the assumption is made that these linkages are understood by those
advancing private sector reform.

220 There is a need for sector representitives to identify, co-ordinate and
perhaps also to assist in the preparation of such projects and in advertising the
opportunities that arise to private investors at home and abroad.

221 In parallel, a national body should support the creation of industry as-
sociations by providing specific membership categories and benefits, and
promote debate through an annual conference.

222 The central proposition of this Goal is therefore that, while the tourism
sector sits within the broader private sector development framework, a national
body should be responsible to ensure that its own characteristic needs are met
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and understood. (This Goal might also be seen as integral to and part of the
broad sectoral objectives set out in SG 1 and SG 2 above).

d Investin tourism product development in order to diversify and
expand the range of attractions and activities for visitors

223 The lack of activities and facilities for visitors to the FSM is marked
and there is general agreement that investment will be required to improve these.

224 As an important contribution to each state's tourism plan this Goal re-
lates to raising accommodation capacities, preparing full inventories of existing
tourism sites and facilities, and their state, and identifying the top 3-5 attractions
or sites on which the future development of tourism at the state level will be
based. State visitors bureaux and a national body together have much to do to
deliver these outcomes.

225 The logical starting point is to list exactly what exists in the FSM and to
indicate its physical state. This should include all accommodation, vehicles,
physical sites and attractions and issues of access. Each State visitors bureau
should compile these lists for co-ordination by a national body.

226 However, this is not purely an exercise in developing an inventory. For
the tourism sector in the FSM to succeed it will be important to increase the
range of attractions and activities open to the visitor on a systematic basis over
time. This Goal is intended to identify where investment is needed, and also to
provide the basis for relatively economical actions that can be achieved without
major cost in the short-term, such as putting up a reliable system of signage.

227 In the longer-term, it is suggested that, in addition to applying to
UNESCO for designation of key sites as World Heritage sites, the FSM should
develop its own domestic designation. This could apply either to man-made sites
(e.g., some key World War 1l relics), to natural attractions such as waterfalls or
coral reefs. Product development implies more than investment in new sites and
facilities therefore; it includes improvement of existing ones.

228 Product development in terms of new facilities and attractions should
mainly be led by private sector initiatives. The public sector should ideally pro-
vide the development framework, including perhaps some investment in physi-
cal infrastructure, that encourages the private sector to take the commercial risk.

229 By the introduction of national quality standards, establish the FSM's
tourism sector as of a sufficiently high standard in dive, eco- and cultural tour-
ism to command a premium in global tourism markets

230 The concept of establishing the FSM as a premium destination for lei-
sure visitors rests on the understanding that capacities will always be limited,
given the small size and limited resources of the nation's islands. Growth cannot
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indefinitely be based on an expansion of tourist volumes therefore. In order to
maximize the financial and economic yield from tourism, the sector needs to
attract high-end tourists - those whose average daily expenditure is high in abso-
lute terms. Following the experience of other countries with similar characteris-
tics therefore, it is proposed that the ultimate goal should be to make the FSM
into a premium destination.

231 It follows that quality must also be high in all aspects of the tourism
"product”, The specific outcomes of SG 5 include raising accommodation stan-
dards, dive standards, and standards of safety and quality in all aspects of the
service industries used by visitors. The linkage between these outcomes and the
outputs that are required is a direct one.

232 The FSM's tourism authorities, co-ordinated and managed by a national
body, should put into place a series of quality assurance schemes. By 2008 these
should apply to all hotel stock. Dive standards already mainly meet international
standards, which can be imposed on all dive operators by 2006 and be subject to
annual licences thereafter.

233 In broader terms at State level, standards need to be applied to taxis and
water transport systems used by tourists. From 2010 it is proposed that all tour-
ism facilities and services should require a formal standard/grading issued by
national body. A key element in this process will be the introduction of a policy
that only those businesses that meet these standards can be included in national
marketing and promotional programs.

234 The system proposed also implies the creation of an inspector-
ate/licensing system that will be run by a national body. It is important to stress
that such a system should be impartially operated and result in the issuance of
appropriate certificates, licenses and quality/grading marks as appropriate. Inter-
national best practice in the design and implementation of such systems is likely
to be required.

e Promote inter-sectoral linkages and maximise use of local pro-
duce and services

235 This Goal relates specifically to the process of ensuring maximum eco-
nomic yield to the FSM from international tourism. If tourism is to become a
leading economic activity then local value added is the key issue. This applies
not only to the creation of employment but also to the consumption of local pro-
duce and services.

236 In order to achieve this direct action will be required to facilitate the
commercial supply of goods and services to the tourism industry. It will also
require close liaison with activities in other sectors, notably in agriculture, horti-
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culture and fishing, but also in the development of handicraft design and quality,
and of cultural activities.

237 Positive action will be required to identify demand for specific goods,
consumables and services in each State by the tourism sector. It will also possi-
bly be necessary to facilitate the regular commercial supply of items such as
fresh produce and fish to the tourism sector by means of purchasing consortia or
co-operatives.

238 Local supply policies should also encompass the encouragement of
local designs and materials used in tourism buildings, the encouragement of lo-
cal cultural centres and groups to include tourism as part of their development
process, and assistance provided to handicraft producers in areas such as design,
techniques and quality. All these issues will help to create and sustain an "FSM
ambience" capable of attracting visitors, encouraging them to spend their money
on locally-produced items, and meeting the target that each visitor spends at
least $50 per visit on handicrafts and locally-made souvenirs, in addition to con-
suming local produce in hotels and restaurants.

239 The most important linkage under SG 6 is to ensure that the tourism
authorities take the initiative on behalf of the nation and the tourism industry to
promote local consumption actively. It will not be sufficient to be reactive; pro-
active action will be needed to reach the goals set out under SG 6.

f  Involve FSM residents in tourism sector development

240 Developing international tourism in the FSM requires that the concerns
of residents are taken fully into account. While this is a requirement in most
tourism destinations, in the FSM it is especially important because of the deep-
seated religious, social and cultural characteristics of the country. FSM residents
are rightly concerned that international visitors do not place unsustainable
strains on traditions and established practices, whether these relate to access to
private land, observance of local customs, respect for the environment or any
other similar issue.

241 At the same time many people in the FSM are not well informed about
the benefits that tourism can bring. In particular, the capacity of international
tourism to create jobs, incomes and additional business is not fully understood.
For these reasons SG 7 sets out a series of outcomes related to raising the aware-
ness of tourism among FSM residents as a means of gaining support for its de-
velopment.

242 In order to achieve this the FSM tourism authorities at State and na-
tional level need to take positive action to promote the sector among residents
and to raise awareness of the issues, potential and risks involved. Campaigns to
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achieve this should be carried out among adults and also in schools, since aware-
ness and education in this context are very closely linked.

243 It will be especially important to introduce the subject of tourism's po-
tential to young people and to impress upon them both what is expected of resi-
dents in dealing with visitors from abroad and the opportunities for worthwhile
careers that tourism can offer. Peer example in the FSM encourages young peo-
ple to consider working in the USA instead of making their careers at home. In
order to avoid a situation where the best and brightest leave the country for what
they perceive to be a better life elsewhere, the FSM has to provide better oppor-
tunities at home. The tourism sector can be part of creating these opportunities.

244 Similar attention needs to be given to introducing to traditional and
community leaders the concept of tourism's potential. Traditional leaders in the
FSM have an important role in leading opinion; their support for tourism, and
their advice on how tourism should be developed while avoiding the adverse
impact that some are concerned about, will also be important.

g Promote the FSM in appropriate markets and market segments to
realize the sector's potential

245 The National Tourism Marketing and Promotion Action Plan dated
April 2002 sets out the detailed case for a more effective approach at national
level to the marketing of the FSM as a leisure tourism destination. This plan
focuses attention on the most promising national and regional markets for the
FSM, proposes the establishment of a national tourism administration and sets
out the logic for conducting marketing and promotional initiatives on a national
basis in order to achieve the best possible economies of scale, as opposed to
each individual State acting independently.

246 The outcomes expected from these initiatives are both specific and
measurable, relating to the increase in visitor expenditures, arrivals and satisfac-
tion, addressing the rate of new tourism business achieved and to the coverage
of the FSM as a destination in key media.

247 The outputs required to achieve these outcomes are extensive and com-
plex, but the essential element is again focused on the creation and actions of a
national body. It is expected that regional agents will be appointed in each of
three countries/regions - USA, Japan and Europe. In order to deliver the rising
level of business required to make the FSM a success as a leisure destination,
specific actions and targets are required of each agent. This is an especially im-
portant aspect within SG 8. International representatives acting on behalf of the
FSM need to demonstrate their effectiveness. In order to do so, they will have a
series of measurable tasks set out for them, and their re-appointment will ulti-
mately be dependent on those targets being met.
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248 Any national body will also have a set of targets to meet in its primary
role as the agency responsible for the marketing and promotion of the FSM
abroad. These will include the development of on-line facilities and services,
aimed both at the travel trade and the consumer, the production and dissemina-
tion of suitable collateral material, the active (and also measurable) promotion of
the country at key travel trade fairs and marts, and the provision of library mate-
rial for journalists to back up the use of travel media in the marketing effort.

249 Although marketing and promoting the FSM is far from the only role to
be carried out by a national body, it is central to the process of raising the num-
ber of visitors and the value of in-coming tourism. A national body may be seen
as having wider responsibilities than purely promotion, but the promotional
function is a very important activity; one of its primary roles is to generate de-
mand from key markets for leisure visits to the country.

h  Ensure that tourism is developed in an environmentally-
sustainable manner and contributes actively to environmental
conservation and cultural protection.

250 The environmental quality of the FSM, albeit under threat from some
actions within the country, is one of the main reasons why tourists will wish to
make a visit. As Section 2 of this chapter makes clear, the many natural advan-
tages and attractions that the country offers are an important resource for tour-
ism, not least the lack of over-development that already afflicts many other tour-
ism destinations, some of which may be direct competitors to the FSM.

251 The tourism sector must therefore play its part in conserving the natural
environment. Moreover, given the absolute lack of resources for environmental
investment within the FSM, tourism offers a valuable potential source of income
to pay for conservation measures. It also offers the prospect of providing an in-
come stream to support other aspects of the FSM's attractions for the visitor,
such as the maintenance of cultural practices and skills. Thus the "environment"
in this context should be seen as something much wider than the physical attrib-
utes and landscape. From the visitor's point of view, the "environment"” that he
or she visits in effect means the whole range of attractions, activities and inter-
ests that enrich a visit to the country.

252 The measurement indicators under SG 9 include the requirement to put
in place active protection measures within the tourism industry, such as ensuring
that tourism businesses meet environmental standards and that environmental
impact assessments are carried out for any new tourism investment project.

253 Linking the outcomes under this Goal to the measurable outputs will
once again be the primary responsibility of a national tourism body. On behalf of
all four States and the tourism industry itself, this body will develop and impose



Chapter 5 - Tourism 207

the appropriate environmental standards on all tourism businesses, linking the
achievement of these to the quality assurance procedures under SG 5.

254 At the same time a national body is not itself likely to include the skills
needed to define and design the environmental standards themselves, and it will
therefore be required to act on behalf of the tourism industry through liaison and
co-operation with specialised environmental agencies and individuals. It is pro-
posed that any national body will introduce a national "Green Awards" scheme,
and that each State visitors bureau will take responsibility to ensure that at least
30% of tourism businesses qualify for this by 2007, in addition to providing a
regular audit to ensure that the necessary standards are maintained.

255 The tourism industry is not solely responsible for environmental stan-
dards of course, and so under SG 9 there is a provision to promote beautification
programs and anti-litter laws to give concrete expression to the principles of
conservation. This also represents a very important point under SG 9 - that envi-
ronmental responsibility and conservation, in the interests of tourism, is more
than just the payment of lip-service to a worthy concept; it demands positive
action to give these principles effect.

256 As with tourism awareness, the actions required in promoting environ-
mental responsibility from the point of view of the tourism sector include the
introduction of awareness sessions in schools, emphasising the importance of a
high quality environment to tourism as well as to broader issues of quality of life
and social responsibility.

257 There is an important cross-over between tourism and planning in seek-
ing to apply high environmental standards to tourism infrastructure, especially to
buildings. A national body should therefore actively liaise with the planning and
building authorities to ensure that tourism's voice is heard in the establishment
and management of environmental regulations in the building sector.

258 Given the importance of the environment as an attraction and trip mo-
tive for visitors, a national body will also seen as being responsible for produc-
ing guidance for visitors on the environmental standards and sensitivities that
they will find on their visit, and to disseminate these to all visitors through col-
laborative programs with the State visitors bureaux.

i Put in place a reliable system of measuring tourism activity in the
FSM to enable progress to be monitored accurately

259 While it is clear that the FSM has under-performed as a tourism desti-
nation in recent years, there is a lack of clarity in the statistical data available of
the precise evolution of the market. This partly reflects the federal nature of the
country. One visitor who goes to all four states could be registered as arriving
four times at least in the nation, giving a potentially misleading picture of visitor



208 FSM Strategic Development Plan

volumes. Also, it is not always clear which travellers come from outside the
FSM and which are in effect domestic travellers - residents of one State visiting
another for example.

260 The need for clear and reliable statistical data on the development of
the tourism industry is vital, especially since it will be necessary to monitor pro-
gress against targets more directly in future as the volume of investment devoted
to the sector increases. These are some of the reasons why SG 10 focuses on a
radical improvement in the statistical recording of tourism.

261 SG 10 contains specific outcomes, such as ensuring that tourism statis-
tics are fully reliable and comprehensive from 2006 onwards, and that the nation
as a whole puts in place by 2012 a system based on computer technology that
will permit both accurate tracking of visitors and timely reporting of results. The
size and limited entry points of the FSM will be an advantage in this area of ac-
tion.

262 In addition to national statistical collection by agencies such as the im-
migration authorities, regular surveys of visitors need to be carried out to esti-
mate, for example, expenditure levels (the usual recourse to balance of payments
figures via a central banking function is not open to the FSM since it is part of
the US dollar zone), and also regular data on hotel occupancies.

263 In short, SG 10 address the need for a reliable database in which poli-
cymakers can have confidence and which permits adjustments to be made to
tourism policies and investment plans in the light of progress made.

264 The tasks associated with these goals are practical. The tourism authori-
ties should work with those responsible for immigration and national statistical
procedures to design a paper-based immigration form that is capable of supply-
ing the data required in the form specified. By 2007 this system should be able
to produce regular and timely reports accurately charting the development of the
sector, permitting monthly tourism reports to the general public and more widely
via the a website. In the longer term these reports should be automatically com-
piled by the immigration department's computer systems, supported in their
specification by a national body and State tourism authorities in order to ensure
that the data are produced in the appropriate style and with the required cover-
age.

265 A national body would take the initiative in designing and organising
tourism sector sample surveys among visitors, and also in assisting the hotel
sector to report on a monthly basis on occupancy rates and other key operational
statistics as appropriate.

266 An important function of any national body will be to present its annual
report to the Congress and the President; this improved statistical system will be
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essential in informing that report and providing a reliable source of information
to monitor the industry's progress.

j Develop tourism services that are acceptable to the international
tourism market through training programs

267 As part of the drive for quality in the tourism industry, staff training is
vital. This applies not only to hotel staff at all levels, but to all those who have
direct dealings with visitors - restaurant, retail, car rental, immigration and cus-
toms staff and so on. The outcomes under SG 11 are focused on ensuring that an
across-the-board standard is achieved that directly contributes to the creation of
a premium destination in the long term.

268 To achieve these ambitious aims, specific training programs are indi-
cated for hotel staff in all four states, who should have completed basic level
training by 2008, as should also be the case for other tourism-related businesses.
Intermediate and advanced level training should then be provided in the follow-
ing years for selected staff members.

269 Training and quality standards are closely allied, and the introduction
of accreditation schemes for tourism sector workers will assist in this process.
As the FSM moves towards becoming a premium destination, it will be desirable
to incorporate training certification into the positioning of the FSM within global
tourism markets.

270 The execution of these programs will involve the educational estab-
lishment, and notably the College of Micronesia (COM), as well as the tourism
industry. The State visitors bureaux have an important role to play in preparing
training plans and in assisting in the scheduling and management of local train-
ing programs. It is also important to note the need to ensure that training pro-
grams should be designed to make provision for small business owner/managers
who will not be able to leave the running of their businesses in order to attend
formal courses. This implies the need to prepare for the delivery of on-the-job
training programs.

271 This goal also implies that the resources available for training in the
tourism sector should also be increased and appropriate skills provided, espe-
cially in the COM. Where necessary, additional tourism industry skills may have
to be imported from outside the FSM if they are lacking within the country.

272 In general, tourism industry training should be given a high priority
within the industry, with the first certificates of competence being issued as early
as 2006. However, it is envisaged that it will not be until 2010 that the full pro-
grams will have been completed, and thereafter there will be a continuing need
to ensure that new entrants to the industry receive the appropriate training as
they join.



6 Environment

6.1 Environment Sector Review

6.1.1 Background

1 Prior to 1999, environment was considered as a crosscutting sector by the
FSM National and State governments, and was dealt with as such. However,
planners for the 1999 FSM Economic Summit agreed to consider environment
as a stand-alone sector. During the Summit, about thirty representatives of State
and National government, non-profit organizations and community representa-
tives, developed an Environment Sector policy matrix that included the follow-
ing policy elements:

e Encourage States to establish and support a system of conservation areas
where special measures are taken to conserve biological diversity

o Create sustainable financing mechanisms for environmental and sustain-
able resource initiatives

e Expand and Promote Environmental Ethic

e  Support the Development of Environmental NGOs (non-government or-
ganizations) and CBOs (community-based organizations)

e Create Strong Regulatory Climate when and where appropriate

e Improve cooperation and coordination between different levels of gov-
ernment

e Develop technical support for existing and future environmental pro-
grams

2  The Environment Sector was further recognized and supported when the
FSM JCN and the US Government agreed to establish environment as one of the
six focal sectors during negotiations for the new Compact of Free Association in
2000. A tentative budget of $2 million/year was agreed on in principle, which
has since then been made more flexible.

6.1.2 Assessment of the Environment Progress since 1999 FSM Eco-
nomic Summit

3 Since the 1999 FSM Economic Summit, government agencies, NGOs, and
other key players in the environment sector have made significant progress. The
following section presents an assessment of the current situation and sector per-
formance and an analysis of problems, issues and constraints for each of the
policy elements identified during the 1999 Economic Summit.

211
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a Encourage States to establish and support a system of conserva-
tion areas where special measures are taken to conserve biologi-
cal diversity

i Assessment of the Current Situation and Sector Performance

4 Over the last four years since 1999, the number of protected areas in the
FSM has doubled from 15 in 1999 to 31 in 2003 (Conservation International
2003). This demonstrates a substantial improvement in both government and
community awareness and support for conservation in the face of growing envi-
ronmental degradation. Another milestone was the completion of the National
Biodiversity Strategy and Action Plan (NBSAP) project by the National gov-
ernment, in partnership with the State governments, NGOs, and community
leaders, in April 2002. Funded by the UNDP-GEF, the NBSAP strongly advo-
cated this policy element through adopting the development of protected areas as
a major goal (NBSAP Theme 1 - A full representation of FSM’s marine fresh-
water and terrestrial are protected, conserved, and sustainably managed). The
Nature Conservancy produced a two year study which compliments the NBSAP
and involved over one hundred experts representing the national and state gov-
ernments, The Nature Conservancy and other non-profit conservation organiza-
tions, the US Forest Service, college and university scientists and local experts
(TNC, 2003). The study identified 130 Areas of Biological Significance (ABS)
within the FSM, of which 24 sites were identified as high priority Action Areas
for immediate conservation action.

5  Since under the constitution, State governments have jurisdiction over all
land and marine areas within 12 miles of their respective islands and reefs, the
successful implementation of this policy element has depended heavily on action
by the State and Municipal governments. Pohnpei State made the most signifi-
cant progress in establishing and supporting conservation areas with the passage
and implementation of the 1999 Pohnpei Sanctuary Act (SL 4L-115-99 , which
designated 11 sites in Pohnpei State as sanctuaries for conservation purposes. In
2001, the State hired four Marine Conservation Officers to enforce the reserves,
and added a lawyer at the Pohnpei Attorney General's Office to focus on conser-
vation activities. Rules and regulations for the Sanctuary act were drafted and
approved, and several successful prosecutions of violators in the marine sanctu-
aries have occurred. The Conservation Society of Pohnpei, working with the
Pohnpei Divisions of Marine Development and Forestry and Marine Surveil-
lance, has worked intensely with the communities in the vicinity of five of the
marine sanctuary communities to strengthen local management and monitoring,
with successful results both in increased local compliance and assistance in en-
forcement, as well as an increase in fish populations within the reserves.

6  In 2001, the Pohnpei Legislature provided $120,000 to survey and mark
the legal Pohnpei Watershed Forest Reserve (WFR) boundary (which had been
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designated in 1987 by the Watershed Forest Reserve and Mangrove Protection
Act — SL 11-128-87) and subcontracted the Conservation Society of Pohnpei
(CSP) and a private surveyor to carry out the work. Although legally designated
in 1987, the reserve has been suffering from heavy encroachment by commercial
sakau (Piper methysticum) growers, mainly as a result of the lack of a clear
boundary and approved rules and regulations. The Department of Lands cooper-
ated with Pohnpei AG office, CSP, and the island's five Municipal governments
to develop rules and regulations for the act, which were approved in 2003. To
date, 14.5 miles of WFR boundary line have been surveyed and marked. CSP
and the Municipal Governments carry out quarterly monitoring of activity within
the WFR, and provide survey findings to leaders at all levels of government and
the traditional chiefs for action.

7 In other States, the community of Dalipebinaw in Yap set aside a 40 hec-
tare tract of privately owned land as a school forest reserve in 2002, and four
communities have committed to establishing community-based marine protected
areas as part of a SPREP-sponsored International Waters Programme (IWP)
project being undertaken by the State of Yap. The Kosrae Development Review
Commission (DRC) has worked closely with the USDA Forest Service in Kos-
rae to document the biology of the unique Yela Terminalia Swamp Forest and
develop alternatives to alleviate damage from the proposed completion of the
circumferential road. In addition, DRC has proposed several stream watersheds
as protected areas in the State’s recently revised Kosrae Island Resource Man-
agement Plan, and the development of the Utwa-Walung Marine Park as both a
conservation and recreational area continues under the supervision of Kosrae
Division of Commerce and Industry.

i Analysis of Problems, Issues and Constraints

8  While the State governments have made significant progress developing
conservation/protected areas, the National government, mainly out of respect for
State jurisdiction and to a lesser extent, due lack of staff resources and expertise,
have not moved forward to develop or implement guidelines for the selection,
establishment, and management of protected areas in the FSM. Also, while each
of the States have adopted and are implementing various monitoring programs,
the National government still needs to adopt a standard monitoring protocols to
allow roll-up of resource and threat data on a national and regional level. Last,
except for minor exceptions (ecotourism in all States, sponge farms and wood-
carvings in Pohnpei), the National and State governments have not been able to
successfully work with the private sector to support benefit-generating activities
in conservation area communities.
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b  Create sustainable financing mechanisms for environmental and
sustainable resource initiatives

i Assessment of the Current Situation and Sector Performance

9  The major accomplishment under this policy element was the creation of
the Micronesia Conservation Trust (MCT), the region’s first conservation trust
fund, in 2002. Beginning in February 2001, in response to a recommendation
from the1999 Economic Summit, a group of 18 private and public sector leaders
from the four FSM states—collectively representing the national government,
state and municipal government agencies and legislatures, private businesses,
local NGOs, and traditional leaders—formed a steering committee to develop a
sustainable source of funding for the nation’s environment strategy. During de-
liberations, the steering committee met with representatives of two other trust
funds in the region—the Foundation for the Philippine Environment, and the
Papua New Guinea Mama Graun Conservation Trust Fund. In November 2001,
the steering committee agreed on a final draft of articles of incorporation and by-
laws for MCT. The steering committee also authorized a public invitation for
applications to serve on the first board of directors of the Trust Fund. Nomina-
tions were received for directors, and, in April 2002, a selection committee ap-
pointed the founding board of MCT. In a May 2002 board meeting, a 3-year
strategic and financial plan and a comprehensive fundraising plan were com-
pleted and approved. The MCT is set up as a private non-profit corporation with
a governing board that include members from national, state, and municipal gov-
ernments, NGOs, business, and academic institutions. It works to mobilize
funding from a variety of sources to build an endowment from which to provide
long-term support for sustainable natural resource management in FSM. Re-
cently, interest in the trust has been expressed by a number of donors, including
the European Union, the US Department of the Interior, and several private
foundations. The Trust places special emphasis on building the capacity of Mi-
cronesian organizations to design and manage conservation programs In addi-
tion, the MCT will provide a forum to bring together the national, state, and lo-
cal governments with private enterprises and non-government organizations to
collectively address the challenges of natural resource management in FSM,
form public-private partnerships, and share experiences and best practices.

10 Other national accomplishments include the development a draft data-
base/spreadsheet of all existing and proposed environmental projects by the
President's Council on Environmental Management and Sustainable Develop-
ment (SD Council) to encourage coordination and identify gaps. This database
still needs to be expanded to include State activities.

11 Two States made some progress on improving access to conservation fund-
ing. In Yap, the Yap Community Action Program (YapCAP) recruited a fund-
raising specialist (Australian volunteer) to assist State and community environ-
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ment fund-raising. Pohnpei State is also working to establish a royalty fee on all
dredging and sand mining activities to support resource management. The Con-
servation Society of Pohnpei (CSP), a new NGO in 1999, is leading the nation in
NGO fund-raising with a current staff of 19 and a budget of $300,000/year, and
has been assisting NGOs in the other States to improve their fund-raising capac-
ity.

i Analysis of Problems, Issues and Constraints

12 The Micronesia Conservation Trust’s status as a private, rather than public,
entity has created some confusion amongst certain sectors of the government.
The National and State governments’ strong support will be needed to get the
MCT capitalized, and the government role in identifying and facilitating effec-
tive access to external sources of funding (bilateral, multilateral, international) is
essential. Coordination between the government and the MCT needs to be fur-
ther improved. Much more also needs to be done to develop in-country capacity
(government and non-government) to identify financial needs, prepare proper
funding proposals, secure funding, and manage budgets effectively. The MCT
will be focusing on this capacity issue as they grow the trust and begin to give
grants to the nation’s conservation NGOs and community groups. None of the
States made progress on the development of sustainable conservation funding
mechanisms to cover the recurrent costs of conservation, although Chu’uk did
initiate a dive fee and Pohnpei is working on the coral and sand dredging royalty
fee. The National government needs to build their capacity to better assist the
States in this regard.

¢ 1.2.3. Expand and Promote Environmental Ethic

i Assessment of the Current Situation and Sector Performance

13 The States, especially Kosrae and Pohnpei, have led the way on expanding
the nation’s environmental ethic. On Pohnpei, the Conservation Society of
Pohnpei (CSP) is taking a major role in environmental education at all levels of
society. CSP has pioneered a program, Youth to Youth in Island Conservation,
with several State government partners that connects school children with envi-
ronmental projects on the island. Sixth grade classes spend the year working
alongside local environment agency staff monitoring coral reefs, planting low-
land kava, or establishing local medicinal plant gardens, and then come together
to report their experiences at an Island-wide Science Fair at the end of the year.
CSP also launched the "Green Road Show" last year, a mobile program bringing
environmental issues to elementary schools around the island through skits,
songs and discussions. Two Environmental Educators (EE) visit all primary
schools in Pohnpei (public and private) four times during the school year, cover-
ing the 4 environmental topics selected: Watershed, Mangroves, Coral Reef, and
Pollution and Waste Management. CSP also targets out of school youth with
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their Youth Conservation Corps (YCC) program. The YCC features a six-month
conservation training, featuring an intensive training during which the youth
visit and camp at all officially recognized Marine Protected Areas (MPA) and
Reserves around the Island of Pohnpei. The participants for the YCC program
are selected by leaders in their communities on the basis of being “at risk” for
not completing their education and participating in unsustainable fishing prac-
tices.

14 CSP, College of Micronesia Land Grant Programs, Pohnpei State govern-
ment, The Nature Conservancy, and other local partners are also targeting the
island's adult population to address the major cause of island deforestation — the
commercial cultivation of sakau in the upland forest. The successful “Grow
Low” education campaign teaches sustainable methods of lowland sakau culti-
vation through workshops, demonstration farms, advertisements, videos, posters,
and t-shirts. The program has reached more than 600 farmer participants and
more than 150,000 plants are now growing in the field. Also on Pohnpei, the
State EPA has actively sponsored island-wide clean-ups, publishes a regular
newsletter, and through their Mr. Mwakelekel campaign, promote environmental
education in the island’s schools.

15 In Kosrae, the Development Review Commission has made a substantial
contribution to environmental awareness building through publication of a news-
letter and numerous community consultations on various local and nation issues.
The DRC also conducted a one year multimedia RARE campaign focussed on
the Tuhram or Kosrae White-eye, the island's State bird. Chuuk, through the
College of Micronesia, and Yap, through the Yap Environmental Stewardship
Consortium (YESC) and the Division of Marine Resources, also carried out one
year RARE campaigns on their State birds, the Uwaw (Chuuk Monarch) and the
Gigiy (Yap Monarch). The RARE campaigns are especially effective because
they reach all levels of society and build pride in each island's unique biological
resources. The sponsoring agencies also learn and master various forms of envi-
ronmental awareness raising. A local NGO on Chuuk, GATA (Guide and Assist
through Awareness), has sponsored a touch football league on the State center of
Weno through which they have raised young people's awareness and apprecia-
tion for the environment and social issues.

i Analysis of Problems, Issues and Constraints

16  Although much has been accomplished in improving environment al edu-
cation in the nation's schools, neither the National nor any State government has
been able to develop a full environmental curriculum. Efforts are now being
made, at least in Pohnpei, to partner the education departments with local NGOs
and resource management agencies to develop a curriculum grade by grade.
Some progress has also been made in increasing the local capacity to convert
technical environmental information into easily understandable materials that
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can be widely disseminated, however, many efforts are still being undertaken by
outside consultants/volunteers with local counterparts. Public access to resource
data and information (e.g., putting environmental laws on the Internet, creating
WebPages for environmental agencies and organizations) is still in beginning
stages. Hopefully the new NBSAP clearinghouse mechanism, funded by UNDP-
GEF, will improve this deficiency. Environmental library resources are still
inadequate, although COM-FSM central library has made a tremendous effort to
gather and preserve environmental information published in and/or about the
FSM. A conservation corner project currently being undertaken by the Conser-
vation Society of Pohnpei and Peace Corps promises to improve environmental
resource material in elementary schools.

d Support the Development of Environmental NGOs and CBOs

i Assessment of the Current Situation and Sector Performance

17 Since 1999, the FSM National Government has made a substantial effort to
more fully involve the NGO sector in policy development and projects, seating
NGO representatives on the SD Council, Climate Change Country Team, and
the NBSAP Task Force. They have also employed various NGO staff as local
consultants on the nation's environmental reports, including the Climate Change
communication, NBSAP, WSSD report, etc. State governments have also fol-
lowed suit and Yap (Yap Stewardship Consortium) and Pohnpei (Pohnpei Re-
source Management Committee) have set up joint government/NGO/private
sector consortiums to improve coordination and eliminate redundancies. Pohnpei
has contracted the Conservation Society of Pohnpei and a local private surveyor
to survey and mark the island's Watershed Forest Reserve, and are working
closely with CSP to train the State's Marine Conservation officers and improve
compliance and community involvement in the State's Marine Sanctuaries. In
Kosrae, the DRC and Commerce and Industry are working closely with the Kos-
rae Conservation and Safety Organization to improve public awareness and
management of the long-standing Utwa-Walung Marine Park.

18 To further develop the nation's conservation NGOs and improve NGO-
government relations and coordination, the Nature Conservancy launched the
Micronesia Leaders in Island Conservation (MLIC) network in Sept. 2002 to
"strengthen the organizational and technical skills of conservation leaders and
their organizations so they can better protect and manage important natural areas
in Micronesia". MLIC is a peer learning network, and founding members were
selected from a pool of government and non-government applicants from the
Federated States of Micronesia and Palau on the basis of their demonstrated
commitment to leading conservation activities in Micronesia. MLIC members
attend leadership retreats, participate in learning exchanges and mentoring pro-
grams, carry out facilitated self-assessment of their organizations, and consult
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with top conservationists working outside of their islands. Through these various
programs, the participating organizations will be able to rapidly share successes
and lessons learned, identify and address common needs for technical assistance
and other support, and work together on local and national issues.

i Analysis of Problems, Issues and Constraints

19 Environmental NGO growth in the FSM in the last four years has been
impressive, and the National and State governments have been very supportive
in that growth. The governments still, however, need to develop some type of
tax-exempt status for NGOs, perhaps using Palau's NGO tax exemption law as a
model. Also, while the National and State government have begun to make bet-
ter use of NGOs and contractors, trainers, and general project partners, there is
still a lot of room for expansion.

e Create Strong Regulatory Climate when and where appropriate

i Assessment of the Current Situation and Sector Performance

20  Over the last four years, a number of accomplishments have been made in
improving the regulatory climate. Kosrae State updated the Kosrae Island Re-
source Management Plan KIRMP) through a highly participatory process.
Pohnpei has pioneered a joint law enforcement agreement with the State's Mu-
nicipal governments to allow them authority and provide support to enforce
State laws, including those governing resource conservation. Pohnpei also hired
on four Marine Conservation Officers to enforce State laws, especially those
pertaining to the Marine Sanctuaries. The State also added a full-time environ-
mental conservation lawyer in Attorney General's Office, and promulgated rules
and regulations for the 1999 Sanctuary Act and the 1987 Watershed Forest and
Mangrove Reserve law, allowing the two acts to be fully enforced for the first
time. The State is also using $250,000 from a fishing violation fee shared with
the National government to further improve marine enforcement within the
State's 12 mile zone. Chuuk State has increased surveillance for dynamite fish-
ing, a major problem, and police are inspecting all fish for signs of dynamite
damage before allowing fish to be exported. In Yap State, the Yap Environ-
mental Stewardship Consortium (YESC) introduced legislation to incorporate
environment and community input into the development review process and
other improvements to existing legislation that is currently awaiting action by
the Yap Legislature.

i Analysis of Problems, Issues and Constraints

21 The National government has not yet established a national environ-
ment/natural resource management agency, and has not encouraged States to do
so either. As a result, the environment sector straddles a number of agencies and
divisions of agencies, which leads to problems in coordination and cooperation.
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The National government still has not updated key legislation existing Title 25
to remove citations to Trust Territory Administration and clarify National Gov-
ernment’s authority to set minimum standards for air and water quality, sanita-
tion, and toxic waste management for States to follow, in furtherance of the Na-
tional Government’s authority to safeguard the public health. Neither has the
National government adopted national legislation regulating bioprospecting
(now known as genetic resource access and benefit sharing), although some pro-
gress has been made on drafting such legislation. Much work still remains to
assist the States to develop legislation supporting the national commitments
brought on by the various environmental treaties and conventions the FSM has
seceded to over the last decade.

f  Improve cooperation and coordination between different levels of
government

i Assessment of the Current Situation and Sector Performance

22 After the 1999 Summit, the Sustainable Development Council was recon-
stituted and revitalized (including NGO participation for the first time), and the
SD Secretariat was established in the Department of Economic Affairs. How-
ever, in recent years, the Council has met irregularly and has also suffered from
a lack of credibility with the States due to transportation and communication
challenges of getting State representatives to actively participate. When funding
has been available, the National government has made efforts to send State gov-
ernment representatives to international meetings or training with or in behest of
the National government. The most successful example of cooperation and co-
ordination amongst different levels of government as well as NGOs and the
private sector was the recent completion of the nation's National Biodiversity
Strategy and Action Plan. To develop the NBSAP, a national task force
partnered with State task forces and through two national workshops and
intensive state consultation processes, produced a truly national action plan. The
State governments and NGOs are now undertaking to develop State BSAPs to
specify how the States will implement the national goals set out in the NBSAP.
Through the NBSAP Add-On project, the National government is now
partnering with the States to set up a clearinghouse mechanism to improve
communication mechanisms to ensure information is broadly disseminated to all
governmental and non-governmental agencies in the environmental sector.

i Analysis of Problems, Issues and Constraints

23 Although a Secretariat was established for the National SD Council, no
budget was created for Council activities. The SD Council needs to meet more
regularly (at least quarterly), and be funded at least for basic costs, including one
dedicated staff member. There was a recommendation from the Economic Sum-
mit to convene a National Environmental Conference to review and revise the
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1992 NEMS (National Environmental Management Strategy) and update other
key policies and legislation, however this never happened. The National gov-
ernment needs to work with the States and NGOs to find a way to bring the na-
tion's Environment Sector players together on some sort of regular basis (every 2
years) to review progress, and reconfirm and prioritize goals. The Education and
Health sectors have successfully accomplished this over the last few years, and
the Environment Sector players should learn from their example. Last, commu-
nication mechanisms to ensure information is broadly disseminated to all gov-
ernmental and non-governmental agencies in the environmental sector needs to
be further improved - hopefully the proposed clearinghouse mechanism will
effectively serve this purpose.

g Develop technical support for existing and future environmental
programs

i Assessment of the Current Situation and Sector Performance

24 The National government has improved cooperation with the States and
international donors to improve the availability of training opportunities and the
participation of State agency staff. The National and State governments have
also on occasion extended training opportunities to NGO and the private sector.
However, overall training/capacity building in the environmental sector remains
generally opportunistic, relatively uncoordinated, and severely under funded.

i Analysis of Problems, Issues and Constraints

25 The 1999 Summit recommendation to conduct an assessment of technical
training needs in the areas of waste management, environmental monitoring,
chemical safety, resource management, emergency preparedness, and other areas
has not been carried out. As a result, training for existing staff in the nation's
environment sector remains uncoordinated and less effective than it could be.
Although increasing graduate educational opportunities was a strong recommen-
dation from the 1999 Economic Summit, little if any progress was made in mak-
ing National and State education resources available to fund graduate and un-
dergraduate scholarships in environmental studies. Also, the several students
with environmental/resource management degrees that have returned to the FSM
in search of employment opportunities have had a difficult time finding work in
the government due to limited budgets and hiring freezes. Some of these stu-
dents have since returned to the US to pursue other opportunities. The National
and State government need to prioritize the development of technically compe-
tent environmental/resource management staff and the integration of these peo-
ple into key government positions on their return to the FSM in order to ensure
the continued building of the nation’s environmental capacity.
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i Summary of problems, issues and constraints

26  The lack of a central environment/resource management agency at the Na-
tional and State levels has limited government effectiveness and coordination in
the sector. The relative irregularity of meetings and lack of credibility at the
State level of the SD Council has not improved the situation. The National gov-
ernment is trying to build better mechanisms to encourage the States to meet
national guidelines and minimum standards in environmental areas, without ex-
erting too much pressure on the States, but so far effectiveness has been limited.
Because of the importance of a healthy environment to the basic social and eco-
nomic welfare of the nation, the environment may be one area in which the Na-
tional government needs to take a stronger stand in relation to the States. The
nation has improved natural resource and threats monitoring, but there is still is
no standard protocol in place and roll up at the national level is difficult or im-
possible, leaving key decision-makers with less than adequate information on
the state of the nation's environment.

27  Privatization, as in other sectors, has also been slow. The National and
State governments need to build stronger partnerships and make funding avail-
able to the NGO and private sector to carry out the environmental protection and
resource management functions that these groups can perform more effectively
and efficiently. The National government still has to legally establish some sort
of tax-exempt status for NGOs to help them raise more resources from local
private sources. Although government/NGO/private sector relations have im-
proved considerably in the last few years, some distrust and lack of support still
exists.

28 The recurrent cost of environmental protection and natural resource con-
servation (management, monitoring, enforcement, maintenance of facili-
ties/infrastructure) continues to rise, but neither the National nor the State gov-
ernments have been able to divert current sustainable funding streams (e.qg., air-
port taxes, fines) or develop new sustainable funding mechanisms to offset these
costs. The Nation must prioritize the mechanisms that tax resource us-
ers/developers/those who benefit from the resource for environmental protection
and resource management costs of maintaining and preserving those resources.
In addition, the National and State governments need to build their and their
partners' capacity to access outside funding sources, and as well proficiently
manage and report on projects at all levels.

29 Public awareness of the importance of the environment, and their role in
sustaining it still needs to be improved considerably. A national environment
curriculum would help, as would more environmental materials in local lan-
guages. Public access to information resources is still insufficient, including
environmental materials available at libraries in the nation.
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30 Both National and State government need to continue to update existing
laws and fill in current legal and policy gaps, e.g., the lack of a national bio-
prospecting policy. Coordination for enforcement between National and State
governments needs to be further improved, and the National government needs
to increase its role both in creating minimum standards for all areas of environ-
mental protection and resource management, as well as improving training for
enforcement officers nation-wide.

31 Technical training programs need to be better coordinated with national
priorities and actual staff needs, and the nation needs to improve support for
technical graduate education and improve entry-level opportunities for returning
youth.

iv  Assessment of the sector’s development potential

32 Overall, the Environment Sector, established as a separate sector only in
1999, has come a long way in the last four years. A number of the recommenda-
tions put forth by the delegates to the FSM Economic Summit were accom-
plished, and significant progress has been made on others.

33 Problems, issues and constraints are well-documented and understood by
key agency staff in the sector, who are addressing these issues within the current
government and funding framework. With the new funding currently available
through Compact Il and the strong emphasis international and bilateral donors
are placing on the environment and poverty reduction, the Environment Sector is
well-poised to move forward strongly in the next planning period.

6.2 Strategic Goals, Policies and Outcomes

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

35 The FSM's environment has been steadily degraded as a result of;

e population growth and migration;

e over-harvest of fish and wildlife resources brought on by increasing eco-
nomic expectations amongst the island populace;
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human activities such as land clearing, logging, dredging, mining, agri-
culture, uncontrolled disposal of wastes, burning, reclamation, and
coastal/near-shore degradation;

natural hazards such as those associated with extreme weather events, cli-
mate change, high tides and sea-level rise; and,

competition with or predation by introduced alien species.

36  This degradation has had serious impacts on both the natural environment
as well as health and economic prosperity of the FSM's inhabitants and the na-
tion as a whole. These threats are further magnified in the FSM due to the fol-
lowing factors:

37

inadequate technical capacity of National, State and local governments,
NGOs, and communities;

inadequate financial resources, both from internal and external sources,
dedicated to the sector;

inadequate monitoring programs and other feedback to decision-makers;
and,

outdated National, State, and local laws and policies and insufficient en-
forcement.

Current indicators suggest that the current government environmental

agencies, partnerships, and policies are failing to adequately address these envi-
ronmental challenges. It is anticipated that focusing on the nine strategic areas
will bring about change in the sector as measured by the identified outcomes and
output measures. The nine strategic goals that have been identified to improve
the environment of FSM are:

mainstream environmental considerations, including climate change, in
national policy and planning as well as in all economic development ac-
tivities;

improve and enhance the human environment (improve waste manage-
ment and pollution control);

reduce energy use and convert to renewable energy sources/minimize
emission of greenhouse gases;

make FSM's genetic resources accessible for utilization and ensure bene-
fits derived are equitably shared amongst stakeholders;

manage and protect natural resources/protect, conserve, and sustainably
manage a full [functional] representation of the FSM's marine, freshwa-
ter, and terrestrial ecosystems;
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e improve environmental awareness and education and increase involve-
ment of citizenry of the FSM in conserving their country's natural re-
sources;

e establish effective biosecurity (border control, quarantine and eradica-
tion) programs to effectively protect the FSM's biodiversity from impacts
of alien invasive species;

e  create sustainable financing mechanisms for environmental and sustain-
able resource initiatives; and,

e enhance and employ in-country technical capacity to support environ-
mental programs.

38 These strategic goals will be reviewed annually but are unlikely to change,
whereas the activities and outputs which are recommended in this document may
change based on achievements, variations in environmental problems and politi-
cal will. The FSM has adopted a performance-based budget and departmental
resources will be assigned to achieve these goals, activities, and outputs.

39 The long-term vision for the FSM's environment sector has been stated
best in the nation's recently completed National Biodiversity and Action Plan
(2002):

40 The FSM will have more extensive, diverse, and higher quality
of marine, aquatic, and terrestrial ecosystems, which meet
human needs and aspirations fairly, preserve and utilize tra-
ditional knowledge and practices, and fulfill the ecosystem
functions necessary for all life on Earth

41  Further, the recommended sector goals and activities have been developed
based on the following basic principles developed during the NBSAP consulta-
tion process in all four States:

e Sovereign Rights - The people of the FSM hold the sovereign rights over
their biological diversity

e Community-based Approach - The community is the basic manage-
ment unit for biodiversity in the FSM — they have the right and responsi-
bility to manage and sustainably develop their biodiversity resources for
their benefit and that of future generations

e Traditional Heritage - We will build upon and utilize the rich traditional
knowledge and experience of our ancestors to devise and implement
strategies for the sustainable stewardship of our rich natural resources

e Ecological Integrity — We will strive to maintain and improve the diver-
sity and quality of our ecosystems, conserving our biodiversity in-situ
while enhancing our ecosystems’ capacity to adapt to change
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6.2.1 Strategic Goal 1: Mainstream environmental considerations, includ-
ing climate change, in national policy and planning as well as in all
economic development activities

a Analysis and Justification:

42  The key to sustainability of resource management and long-term environ-
mental health is through the integration of environmental considerations and
safeguards in economic planning and decision-making. This is a complex task
that needs to be addressed at all levels of government. Lack of institutional ca-
pacity at all levels, limited infrastructure development, lack of coordination and
integration of environment and conservation activities, limited economic alterna-
tives, lack of political support and limited funds pose major challenges to both
economic development and environmental management and conservation in the
FSM. Traditionally, environment and conservation have not been a national pri-
ority in the FSM, as they have not been part of the economic equation in FSM’s
development plans. Addressing basic needs such as alleviating poverty, food
security and earning money for survival are often a more immediate priority.
However, FSM and the other nations of the Pacific have become increasingly
aware that as small island nations with limited resources, both the direct com-
mercial exploitation of the nation’s fisheries, tourism, and agriculture, and other
important economic considerations like import substitution, subsistence, and
general public health, depend on a healthy natural environment. There is a tre-
mendous urgency to slow the rapid rate of resource extraction and environ-
mental damage occurring in the FSM and neighboring countries. Environmental
protection and conservation must become a priority for the National and State
governments if we hope to maintain and improve our quality of life. Main-
streaming conservation recognizes that a successful conservation strategy will
improve quality of life through a vibrant economy, a prosperous society and a
healthy environment. Mainstreaming is defined as “making conservation every-
one’s responsibility. It makes conservation part of all aspects of managing the
economy and society. It integrates conservation into all activities of individuals,
government, private enterprise and civil society at local, national, regional and
international levels” (SPREP, 2003).

43  An effective conservation strategy must involve all sectors in development
through strong partnerships between conservationists and Governments, private
sector and civil society. There must be participation from all levels of society.
Mainstreaming also recognizes the three pillars of sustainable development and
addresses all sectors in development:

o ENVIRONMENT: Biodiversity and the natural environment
e ECONOMY: Economic activity
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e SOCIETY: People, their cultures, traditions, social situations and atti-
tudes.

44  The identification and establishment of alternative resource uses, including
promotion of market based alternatives with environmentally friendly or sustain-
able development business enterprises, and other innovations offer additional
opportunities. Existing environment and conservation international conventions,
effective private sector participation, and community based initiatives through
effective participation and utilization of local authorities and churches are other
options available in the FSM.

b  Economic Implications

45  Mainstreaming environmental considerations, including climate change, in
national policy and planning, will not involve additional costs as the strategy
calls mainly for better coordination between existing departments and levels of
government as well as with traditional leadership, private sector, and local com-
munities. Mainstreaming environmental considerations and climate change into
economic development activities may involve increased up-front costs to gov-
ernments, especially in developing infrastructure like roads, causeways, etc. to
be more environmentally "friendly", e.g. less impact on the natural environment,
and climate-proof, e.g., taking into consideration the future impacts of climate
change. However, properly designed infrastructure will generate real benefits to
the local population from the continued functioning of the natural ecosystems on
which the people depend as well as the avoidance of the costs of having to reha-
bilitate the natural systems degraded by poorly planned infrastructure. The costs
of "climate-proofing" government buildings and other infrastructure will also be
more expensive in the short-term. However, these additional costs will eventu-
ally be off-set in the long-run by future savings in maintenance and replacement
costs.

¢ Critical Issues for Implementation

46  The degree to which environment, conservation, and climate change con-
siderations have been mainstreamed into the policy, planning and economic de-
velopment activities varies considerably within the National government and
between the States. However, the ability of governments to deal with resource
management and environmental protection has generally decreased since the
step down of funds for the first Compact. With flat or declining economies, the
State governments have redoubled their efforts to develop economic infrastruc-
ture and opportunities, often with little regard for the environment. This has led
to a refocus of government departments and resource management staff on eco-
nomic development, as well as serious cutbacks in staff numbers and training
opportunities, which have led to low morale within government resource man-
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agement/environment departments and a loss of confidence in the agencies by
the communities they serve. The recognition of environmental protection and
sustainable resource management as a priority for State governments needs to be
encouraged by the National government through various approaches such as
long-term planning, tying development funding to sustainable development pri-
orities, and long-term capacity building.

d Outcome measures, justification, and linkages

47 National environmental functions centralized in an office/division to
better coordinate and assist the states in all aspects of the protection and
sustainable management of the nation’s ecosystems and natural environ-
ments by 2004

48 National and State government agencies responsible for implementation of
the environment sector are currently located across several departments and di-
visions. In several cases, the host agency's mission is not in line with or is
actually contradictory to environmental protection and sustainable resource
management. This has led to an overall lack of coordination between
environmental functions within and between levels of government as well as
relegating environmental as a relatively low priority in National and State
policy. Further, some important areas of resource management, e.g. wildlife
management, are not represented at all in the current National and State
government structure. The development of a national environment/resource
management office/division will allow the nation to set broad policy goals and
strategies, coordinate and assist environmental health and natural resource
conservation activities, and otherwise assist states address their environmental

HBD'ERPS |tglrt1lgp§ueset%5|hable Development Strategy completed by 2005

50 The Commission on Sustainable Development, created as a unit under UN
Department of Economic and Social Affairs (UNDESA) the 1992 Rio Earth
Summit, has urged all nations to develop National Sustainable Development
Strategies. The FSM has recently conducted and completed a national assess-
ment report of the Barbados Plan of Action +10 which will be submitted in
Mauritius at the Small Island Developing States (SIDS) meeting later this year.
This document will serve as a template to create the National Sustainable Devel-
opment Strategy, along with State inputs through the soon to be completed State
Biodiversity Strategies and Action Plans.

51 State BSAP/sustainable development plans developed and implemen-
tation begin by all States by 2005

52 Because of the strong State authority over resource management within
State jurisdictions (12-mile zone), the National Biodiversity Strategy and Action
Plan completed in 2002 is only framework within which States can determine
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their biodiversity conservation actions. With NBSAP Add-on funding from the
UNDP-GEF, each State is currently undertaking participatory processes to de-
velop State Biodiversity Strategies and Action Plans to mirror the NBSAP.
These should be completed by the end of 2004.

53 Land-use and zoning master plans developed and implemented for all
four state population centers by 2006

54  Development in the States' urban centers (Lelu/Tofol, Kolonia, Weno, and
Colonia) has been haphazard at best, and increasing pressures as rural popula-
tions move to "town" for employment, education, and other opportunities cur-
rently represents a major threat to the natural environment and human health in
these areas. Large percentages of urban populations are without access to sewer
systems, sanitary latrines, and safe drinking water. Further, improper drainage,
disposal of solid wastes in yards, streams, and shorelines, development of pig-
geries, stray dogs, and other environmental hazards combine to make urban liv-
ing in the FSM unsafe. Each State should prioritize the development and imple-
mentation of land-use and zoning master plans for the State urban center, and
then effectively enforce it.

55 100% of National and State financial assistance to municipalities for
infrastructure and economic development promotes environmentally sus-
tainable development practices by 2006

56  Municipal governments serve as the front-line decision makers in sustain-
able resource management and economic development matters. With assistance
from the National and State governments, each municipality should be encour-
aged to develop a long-term sustainable development plans and all funding from
higher levels of government should focus on the implementation of these plans.

57 Environmental Impact Assessments (EIA) carried out for 100% of all
government and non-government development activities to minimize ad-
verse impacts of development on the nation's environment from 2005 on-
wards

58 The National and State governments have all enacted legislation requiring
Environmental Impact Assessments (EIA) for development activities. However,
EIA legislation is only randomly enforced, and in some cases, especially for
large government projects, has been waived or ignored in the past. Often the cost
of doing a development project the right way costs more than the government
has available for the project. This situation frequently leads to decisions to go
ahead with projects anyway, leading to unacceptable negative impacts on natural
ecosystems and loss of ecosystem benefits to local communities in the vicinity of
development projects. The real costs of environmental impact must be fully as-
sessed for all projects, private and public, and decisions made based on the real
costs of the development, both current and future, in terms of it's impact on the
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natural environment. All four State EPA Boards and staff, who currently review
and make decisions based on EIAs, need to be fully trained in EIA, environ-
mental protection and sustainable development. Existing State development re-
view processes (including foreign investment permitting) should be revamped to
take into account environmental considerations and community input at all
stages of project review

59 100% of environmental violations successfully prosecuted by 2010

60 Laws are only as effective as their enforcement. Although the National and
State governments generally have a comprehensive set of legislation protecting
the nations' environment, lack of enforcement is a major problem in all jurisdic-
tions. Experience over the last four years in all jurisdictions has shown that the
most effective enforcement efforts have been those that combine commu-
nity/traditional authority with that of the government, e.g., Pohnpei's marine
protected area system. To ensure compliance with legislation protecting the na-
tions environment, State government agencies need to increase efforts to educate
resource owners/users on their scientific justification. In addition, on islands
where traditional leaders have authority, the State governments need to continue
and increase cooperation with them to integrate traditional and modern ap-
proaches to the sustainable management of natural resources. Communities
should continue to be the front line of defense for sustainable resource use.
However, experience in the FSM has also shown that the State government also
needs to be willing and able to step in when a community cannot handle a situa-
tion either because the illegal action is too culturally or economically controver-
sial or the violator is too powerful. For these situations, the State environment
protection agencies and natural resource management agencies must be strength-
ened to better enforce and prosecute offenders. Environmental Protection and
Conservation Officers need to designated and/or increased in all States, and
trained in legal procedures, evidence handling, and case development. The State
governments should also designate at least one lawyer/prosecutor with in the
government structure to focus fully on environmental cases.

61 Climate change adaptation strategies that address unacceptable risks
to the natural environment and built assets, including those arising from
natural hazards such as weather and climate extremes, variability and
change developed and implemented (climate-proofing) in all states by 2010

62 Global climate change is a proven phenomena, and in the small islands of
the FSM, this will mean increased extreme weather events (tropical storms, ty-
phoons, and drought), high tides, and sea-level rise. Each State must work with
the Municipal governments to develop and implement long-term plans for deal-
ing with the impacts of climate change, including the development of integrated
environmental and resource management objectives that enhance resilience of
coastal and other ecosystems to natural hazards; identification of structures, in-
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frastructure, and ecosystems at risk and explore opportunities to protect critical
assets; "climate proofing”

63 existing facilities and infrastructure; and integration of considerations of
climate change and sea-level rise in strategic and operational (e.g. land use)
planning for future development, including that related to structures, infrastruc-
ture, and social and other services.

6.2.2 Strategic Goal 2: Improve and Enhance the Human Environment
(Improve waste management (reduce, recycle, reuse) and pollution
control)

a Analysis and Justification

64 Pollution from the improper disposal of both solid and liquid wastes,
mainly from domestic sources are a serious and growing threat to coastal and
marine inshore areas on all islands. This is especially true for population centers
where people live in over-crowded conditions with only minimum sewage treat-
ment. Existing sewage treatment and disposal systems were constructed during
the Trust Territory government, and are mostly poorly constructed and were not
designed to service the current population in the fast-growing district centers.
There is also inadequate attention to, and insufficient funding for routine main-
tenance of water systems, including monitoring. Coliform contamination of sur-
face and ground waters is common, presenting a continued health hazard to
populations with no other source of water for drinking and food preparation. The
provision of 24 hour potable water has not been achieved except in a few urban
areas and surrounding communities. Outer islands are particularly vulnerable as
the presence of a freshwater lens makes it unwise to use septic systems for waste
disposal.

65 Inadequate disposal of solid waste and lack of suitable landfill sites are
also a major pollution issue in urban centers, and to a growing extent, in rural
areas. The adoption of western food, beverages, and other products (cars, refrig-
erators, computers, air conditioners, etc.) on all islands has created concentra-
tions of solid wastes that are major eye-sores, sources of continued pollution,
and breeding grounds for rats, flies, and mosquitoes. Existing dumpsites are not
adequately maintained, nor do any sites, with the exception of Pohnpei, have
specific practices in place for dealing with hazardous materials. In rural areas
garbage is dumped along roads, in streams, or in lowland marsh areas. On some
high islands, solid waste is dumped in the mangrove zone to create land for
community or private use, causing human health hazards from water pollution
and reducing the health of the mangrove forests and their function as fish nurser-
ies and nutrient regulation.

66 The existence of persistent organic pollutants (POPS) is another pollution
problem faced by the FSM. In 1992, the FSM signed the Basel Convention on
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Transboundary Movement of Hazardous Wastes and Their Disposal, and has
also signed the Waigani Convention to Ban the Importation of Hazardous and
Radioactive Wastes. The nation also signed the Stockholm Convention on Per-
sistent Organic Pollutants. SPREP, under the "Persistent Organic Pollutants in
Pacific Island Countries (POPs in PICs)" project, estimated that approximately
130 tons of PCB liquids and 60 tons of pesticides (although only about 3 tons of
POPs pesticides) are currently in the FSM (SPREP, 2003). Many other hazard-
ous wastes were also identified as well. In addition, quite a large number of con-
taminated sites were discovered, including six locations of buried pesticides.
POPS are characterized by persistence in the environment, resistance to degrada-
tion, and acute and chronic toxicity. The lipophilic character of these substances
causes them to be incorporated and accumulated in the tissues of living organ-
isms leading to body burdens that pose potential risks of adverse health effects.
The continued existence of these hazardous wastes in the FSM poses a serious
health risk to the FSM population and natural environment.

b  Economic Implications

67 Overall, improving the management of environmental pollution and haz-
ardous wastes will require a larger investment of funding than that currently
made by State governments. Activities to reduce the importation of potential
pollutants and wastes are the exception, and the only costs would be an increase
public education activities. Government savings in the long run in terms of re-
duced solid waste problems and pollution would more than offset any costs. The
private sector may be negatively affected over the short-term by having to im-
port less polluting alternatives to banned products, but these costs could be
passed onto consumers. Handling wastes and pollution that are already in the
nation, e.g., establishing and/or upgrading, and managing safe waste disposal
sites, recycling, improving sewage treatment systems and promoting sanitary
latrines, and improving drinking water quality in rural areas will be more expen-
sive in terms of both human and financial resources. The agencies to handle
these tasks already exist in each State, but they will need to be upgraded in both
budgets and technical capacity. However, the alternative is to slowly be taken
over by our own waste! Of all the investments the Nation can make, the pay-off
on this strategy in terms of improved human health and quality of life is the
highest.

¢ Critical Issues for Implementation

68 Currently, the National agency that oversees the improvement of the hu-
man environment is the Department of Health and Human Services. National
legislation exists (1984 Environmental Protection Act), and the National gov-
ernment coordinates foreign assistance and sets minimum standards for air qual-
ity, water quality, and waste management. States have Environmental Protection
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Agencies (although in Kosrae the agency is named the Development Review
Commission) that are responsible to see that national standards are met or ex-
ceeded, and provide development review and permitting function. Previously,
these agencies were linked with the USEPA, but since the Nation's independ-
ence, the State EPAs have been integrated into the State government structure.
As result, State government leaders thus exert varying degrees of control over
each State EPA, including appointing the State Boards. This has sometimes hin-
dered the effectiveness of some State EPAs. In order to address this strategic
goal, EPAs will need to further strengthened in terms of staff capacity and budg-
ets. In addition, they should be more closely aligned with and supported by the
National government to assure their objectivity in assessing State development
decisions.

d Outcome measures, justification, and linkages

69 Ratification of the Stockholm POPs Convention by the FSM National
Congress by 2004

70 The FSM government has not yet ratified the Stockholm Convention,
which requires actions at the national level aimed at managing and eliminating
POPs. One specific obligation for countries is the development of a National
Implementation Plan (NIP). This activity has already begun for the FSM through
assistance from SPREP. Given that POPs are used and emitted in a variety of
economic sectors, including industry, manufacturing and agriculture, the devel-
opment of appropriate responses is a complex undertaking. It will require a
comprehensive approach and actions at various levels.

71 Importation of POPs into the FSM reduced by 70 % by 2010

72 The most effective way to deal with POPs in a small island nation like the
FSM is to never allow them into the country in the first place. Therefore, the
frontline of defense against pollution is to reduce imports of these substances.
Both the National and State governments must strengthen and enforce laws and
regulations controlling transboundary pollution and transport of hazardous sub-
stances. Also, in keeping with the nation's obligations under the UNFCC, all
imports of ozone-depleting substances (CFCs, etc.) should prohibited as soon as
possible, including all motor vehicles manufactured before 1996. National and
State legislation is needed to ban the further import of POPs. The National and
State governments also need to consider limiting or banning other non-
biodegradable packaging and other materials, e.g., glass (1 million year life),
Styrofoam (500 year life), and plastic bags (10-50 year life).

73 Solid wastes reduced by at least 10 % in all states, through reduced
imports, recycling, and other methods by 2010
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74  State governments need to establish and encourage waste reduction initia-
tives and the effective use of recycling programs for aluminum, glass, and paper
in all state centers, as well as supporting the development of other alternatives,
e.g., composting of organic wastes, etc. Some states (Pohnpei and Kosrae) have
already begun charging a tax on aluminum can imports to help subsidize recy-
cling costs. Opportunities also exist for other waste-reducing industries, e.g., a
local handicraft/industry designing and developing shopping bags to replace
disposable plastic bags, which could also be sold for tourists as souvenirs from
an "environmental-friendly" FSM. The National and State government should
lead the way by establishing a 100% recycling policy for all government offices
throughout the nation.

75 Safe solid waste disposal sites designated, established and managed in
100% of State centers and 50% of rural municipalities by 2010

76  Each Municipality should designate, establish and/or upgrade, and manage
easily accessible safe waste disposal sites on all populated islands, and encour-
age their effective use suitable. These sites should be conveniently located and
well-prepared to prevent any run-off into surrounding water bodies or leaching
into ground water. The dump sites should be set up to separate recyclable wastes
for collection and recycling, organic wastes for mulching, and hazardous wastes
(like petrochemicals, batteries, and other chemicals) for transport to a safe dis-
posal site. If possible, Municipal governments should contract with private busi-
ness to actually manage the sites. To maximize the dumpsite effectiveness, urban
municipalities should also encourage and promote the development and effective
use of solid waste collection systems.

77 At least 50% of households in urban areas served by effective public
sewage treatment plants by 2010

78  State Governments in partnership with urban Municipal governments and
semi-autonomous public utility commissions need to improve sewage treatment
facilities in main population centers. The focus should be on increasing the num-
ber of homes with connection to sewage system in urban centers, and well as
reducing the amount of untreated sewage discharge into lagoons in all States.
Sewage outflows also need to resited outside the barrier reefs to limit negative
impacts on the marine environment in all State centers.

79 100% of urban households and 50%0 of rural households with access to
sanitary latrines by 2010

80 Currently, a large percentage of the nation's urban and rural population
does not have access to sanitary latrines. During the cholera outbreaks in Chuuk
and Pohnpei, both States made concerted efforts to provide sanitary latrines to
all households, but since the outbreaks the situation has worsened again. State
government, in partnership with Municipal governments, churches and NGOs,
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must continue to provide and encourage the use of sanitary sewage disposal in
all rural areas (septic tanks, water seal toilets, composting toilets, etc.)

81 Coastal marine water quality (measured by PPM fecal coliform)
around urban centers improved by 100% by 2008

82 Coastal marine water quality in the vicinity of urban population centers in
the FSM has declined greatly over the last few decades. Runoff from roads, run-
off and leachate from dumpsites, trash, unsanitary latrines, and improperly sited
sewage outflows are just a few of the contributors to this decline. Since the ma-
jority of the State's populations live near and make use of these waters for food
and recreation, they represent a major health issue and environmental challenge.
State governments need to work on improving coastal marine water quality by
minimizing urban pollution sources outline above.

83 100% of FSM communities will have ample access to safe drinking
water supplies by 2020

84 The FSM has a high incidence of water-borne disease, including alarming
out-breaks of Cholera in Chuuk and Pohnpei in the last two decades. The Chol-
era outbreak in Pohnpei began in April, 2000 resulting in more than 2,400 hospi-
tal visits, 540 hospitalizations, and 19 deaths. At least 3/4 of the population
lacks access to "safe" water, and water-borne diseases are the third largest cause
of death in the nation. Similar threats to water quality from other types of non-
point pollution are also common in the islands. For urbanized State centers, cen-
tralized water systems have been constructed and are slowly being improved.
However, the given the low GDP, importance of traditional style of local gov-
ernance, and physically fragmented nature of the nation all discourage costly
centralized "solutions.”" State governments, in partnership with Municipal gov-
ernments, churches, NGOs and others, need to improve management of forested
surface catchments and aquifers to meet projected water supply demands and
improve community water systems in rural areas to assure access to safe drink-
ing water supplies. This includes the improvement of roof catchments, sand fil-
tering and other low-cost, low-tech methods, and the construction of low cost,
low-tech solar desalination pilot plants on atolls where drought is a possibility.
State governments should work with local Public Utilities Commissions to allo-
cate a percentage of water revenues to watershed management and improvement
(e.g. reforestation and educational programs). The National government, in part-
nership with the States and the USGS, should also reestablish a hydrologic
monitoring system for the FSM to monitor long-term surface water quantity and
quality

85 Increase preparedness for pollution emergencies (oil spills, chemical
leakage, etc.) in all States by 50 % by 2010
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86 Pollution emergencies present a real threat to both human and environ-
mental health in the small islands of the FSM. The State of Yap suffered two oil
spills in the last two years (Ulithi and Colonia Harbor), and local and National
government response was in both cases unsatisfactory. It's just a matter of time
before the FSM suffers a major oil spill. Mobil/Exxon and Shell, the nation's two
major petroleum importers, have developed emergency response plans for pollu-
tion emergencies caused in the course of their business, but as was evidenced in
the Yap spills, for all other spills, the State government must be prepared to han-
dle the brunt of the containment and clean-up efforts. All States must work to
increase preparedness and skills/capacity of relevant government and private
sector agencies to rapidly respond to pollution emergencies (e.g., oil spills, ship
grounding, natural disasters, etc).

87 Reduce damage to natural resources and human infrastructure and
health from local pollution emergencies (in terms of dollar loss) by 50 % by
2010

88 As above, through increased preparedness and upgrading of skills/capacity
of relevant government agencies to rapidly respond to pollution emergencies, the
overall economic, environmental, and health impacts should be decreased sub-
stantially over the next few years.

6.2.3 Strategic Goal 3: Reduce energy use and convert to renewable en-
ergy sources/Minimize emission of greenhouse gases

a Analysis and Justification

89 The FSM was one of the first countries to sign and ratify the United Na-
tions Framework Convention on Climate Change (UNFCCC), and the nation
remains concerned about the role that impacts of climate change may have for
the natural and socio-economic well-being of the country. Even though the FSM
is not a significant contributor to the global emissions of greenhouse gas (GHG),
the nation recognizes its obligations to join with other responsible nations in a
concerted effort to undertake reasonable source-oriented mitigation measures in
order to control the emissions of GHG into the atmosphere. Under the UNFCCC
each signatory country is obligated to:

e Develop, update and periodically publish and make available to the Con-
ference of the Parties (COP), their national inventories of anthropogenic
emissions by sources and removals by sinks of all greenhouse gases not
controlled by the Montreal Protocol;

e  Use comparable methods for inventories of GHG emissions and remov-
als;
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e Incorporate GHG Inventory results along with other requirements of the
UNFCCC into a National Communication report to be presented to the
COP

90 To fulfill these obligations, the FSM conducted the nation's first baseline
GHG inventory in 1997 (for the year 1994) and then presented results at COP4
in 1998 (Furow, 1999). This study identified the energy sector (electricity gen-
eration, transport, industry, household cooking, etc.) as the principle source of
GHG emissions in the FSM (99% of all emissions, which totaled 235.972 Giga-
grams). The FSM has committed to maintaining at the same level or reducing
GHG emissions, through response strategies combine both adaptation and miti-
gation benefits One example is the conservation of critical terrestrial and marine
habitats to improve their survival and continued health in the face of climate
change (adaptation) while also potentially enhancing the nation's ability of sus-
tain or increase its natural sinks for carbon dioxide (mitigation).

91 At present, a number of constraints still exist. States still continue to subsi-
dize their respective utility corporations, although cost recovery and user pays is
an emerging practice. No standardized technical and operational procedures ex-
ist due to the small fragmented nature of the nation’s energy sector and the ab-
sence of an effective coordinating and oversight mechanism between the Na-
tional and State governments and energy sector players. Existing alternative en-
ergy programs are not sustainable in terms of local expertise or sufficient fund-
ing for maintenance and replacement. Also, due to the relatively smallness and
remoteness of the FSM as a market, the nation is limited in its’ ability to negoti-
ate with oil companies to take more responsibility for the collection, removal,
and disposal of waste oil and other petroleum wastes.

92 The FSM's proposed approach to reducing energy-related GHG addresses
three categories:

o Demand-side management - activities aimed at reducing energy con-
sumption at the level of the user (e.g. energy conservation strategies, de-
sign and use of energy-saving appliances and technologies, various meas-
ures targeted at ground transportation, and education and training pro-
grams);

e Supply-side management - activities aimed at reducing the use of fossil
fuels (e.g., increasing the efficiency of existing energy systems, increased
use of renewable energy sources such as biomass, coconut oil fuel, solar
and wind power); and

¢ Sink Enhancement - activities aimed at increasing local sinks for remov-
ing carbon dioxide from the atmosphere with particular emphasis on de-
velopment of appropriate forestry management systems.
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b  Economic Implications

93 Since the largest import for the State governments currently is petroleum
products, mainly for electricity generation, this strategy should reduce govern-
ment spending over the long-term. However, at this point, renewable energy
source technology like hydro, solar, wind, and solar-wind hybrids are still more
expensive than diesel systems to install initially. However, long-term savings in
terms of lowering the purchase and use of petroleum products as well as indirect
benefits of reducing the chance of oil spills and other pollution emergencies and
lessening the FSM's contribution to global climate change will more than pay
back the higher initial investment. Lowering vehicle imports and improving pub-
lic transportation would mainly affect the private sector, and the government
would reap savings by not having to deal with improved transportation infra-
structure for increased traffic or disposing of abandoned cars and related solid
wastes. State governments in partnership with Municipal governments and
NGOs are already undertaking improving the management and conservation of
the Nation's natural forest and coral reefs, and the main need is for improved
coordination. There will be some related costs for recurrent activities that the
State governments are not currently sufficiently undertaking dealing with includ-
ing regular coral reef monitoring and air photography/vegetation surveys, en-
forcement of current development restrictions and EIA, and public education.

¢ Critical Issues for Implementation

94  As a developing country, the reduction of overall energy use will be politi-
cally difficult given that many of the FSM's citizens do not yet have access to
electricity, motorized transport, and other energy developments. However, with
proper education and increased public awareness and eventual elimination of all
energy subsidies, the reduction can be accomplished. The National and State
governments will need to set a strong example to the other sectors by cutting
down their own energy use first and promoting energy efficiency in their own
structures and daily operations. The growing problems presented by the import
of cheap Japanese cars into the nation could be curbed somewhat by adding an
vehicle disposal tax, which could then be used by the government to collect and
recycle the vehicles (perhaps to the Asian scrap metal market) once they are no
longer operable. The improved management of forests and coral reefs will re-
quire National and State governments to better coordinate and work closely with
Municipal governments, traditional leaders, and communities. Public awareness
and understanding of the important roles of forest and coral reefs will also need
to be improved.

d Outcome measures, justification, and linkages

95 Decrease the import and use of imported petroleum fuels by 50% by
2020



238 FSM Strategic Development Plan

96 A large portion of the nation's import debt as well as most of the emissions
of GHG from the FSM are attributable to the import and use of imported petro-
leum fuels. Therefore the most important action the Nation can take over the
next two decades is to decrease the amount of petroleum fuels being brought
into then nation through a coordinated program of reducing and eventually
eliminating energy subsidies, converting to renewable energy sources, promot-
ing energy efficiency in buildings, transportation, industry, and household cook-
ing, supporting public transportation, and other means.

97 10% of electricity in urban centers and 50% in rural areas will be gen-
erated using renewable energy sources by 2020

98 The FSM abounds in possible sources of renewable energy - solar, wind
and hydro - but these have only been minimally developed to date. The opportu-
nity to make use of renewable energy sources, especially in the FSM's rural ar-
eas where electric power is only just being developed, are numerous. The Na-
tional and State governments should take advantage of the latest renewable en-
ergy technologies and international funding programs like GEF and the EU to
establish or convert existing electric power systems to renewable sources.

99 100% of new public and 50% of private buildings in the FSM will
meet US standards for energy-efficiency by 2006

100 Many of the public and private buildings in the FSM have been designed
and constructed without consideration for energy use efficiency. The National
and State governments should improve energy efficiency of the house designs
being recommended and funded by the USDA and state housing assistance pro-
grams, and provide other incentives for the use of alternative and renewable en-
ergy sources and energy efficiency mechanisms in government and private sec-
tor buildings and development projects.

101 Private motor vehicle ownership/number of vehicles will decrease by
10% by 2010

102 Vehicle ownership in the FSM, especially in urban centers, has skyrock-
eted in the last two decades, mainly as a result of "dumping" of used vehicles in
the Pacific island countries by Japan. Many of these vehicles do not meet mini-
mum US pollution standards, are contributing to crowded and dangerous condi-
tions on the nation's roads, and eventually end up abandoned on the roadside.
The Nation, in partnership with the State government must institute minimum
efficiency standards for all petroleum product consuming vehicles and equip-
ment in the FSM. States, in partnership with urban Municipal governments also
need to work with the private sector to improve public transportation in State
population centers and discourage private vehicle use, including through educa-
tional programs. The establishment of a State or National vehicle disposal tax,
which could then be used by the government to collect and recycle the vehicles
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(perhaps to the Asian scrap metal market) once they are no longer operable,
would be an important activity.

103 The FSM will have a net gain of area covered by forests between now
and 2020

104 The US Forest Service carried out the last comprehensive vegetation sur-
vey in the early 1980's. Pohnpei State in particular was found to be suffering
from rapid deforestation and conversion to agriculture, mostly sakau (Piper me-
thysticum). Updated vegetation work carried out by The Nature Conservancy in
partnership with the State government in 1995 and 2002 demonstrated a loss of
more than 2/3's of the main island's forests in just 20 years. While other States
have probably had lesser rates of forest clearing and conversion, the nation's
remaining forests are in grave danger of being totally lost in the next 20 years.
The National and State governments need to better monitor their remaining up-
land and mangrove forests, and undertake planning, regulatory, educational and
other initiatives that will ensure the preservation of remaining native forests and
agroforests for watershed protection and as a carbon sink. The States should also
actively promote and encourage reforestation activities in degraded and defor-
ested lands and undertake educational and other initiatives that will lead to the
substitution of common secondary forest tree species for firewood for household
cooking needs to protect remaining mangroves and native forests.

105 The FSM will have a net gain of area and health status of coral reefs
between now and 2020

106 While the FSM has only 271 sqg. miles of land area, the nation's coral reefs
and lagoons make 10 times the amount of area (2,700 sq. miles) spread across
1,000,000 sg. miles of ocean. The nation's coral reefs are important resources for
the nation's subsistence and commercial well-being, providing food, medicines,
recreation, and tourism opportunities, In addition, the nation's coral reefs provide
a largely unmeasured sink for carbon dioxide which benefits the entire world.
The National government and the States should further expand educational and
other initiatives that prevent the degradation and destruction of coral reefs

107 The FSM will remain a net importer of greenhouse gases through 2020

108 The national GHG inventory carried out in 1997 should be repeated every
three years or so to monitor our emissions and report to the global community on
our progress in meeting international requirements. To date, initial calculations
suggest that the FSM is a net importer of GHGs - in other words our forest and
coral reef sink store more GHGs than we produce through the burning of petro-
leum products, agriculture and livestock raising, etc (John Mooteb, personal
conversation). The Nation's long-term goal should be to maintain this favorable
balance both to retain our influence in the global climate change community and
for the greater good of the future of our nation and planet.
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6.2.4 Strategic Goal 4: Enhance the benefits of the sustainable use of the
FSM's genetic resources and ensure benefits derived are fairly shared
amongst stakeholders

a Analysis and Justification

109 Genetic Access/Benefit sharing (ABS) is a contentious issue because of the
split between developed countries who have the technology and the developing
countries who lack the technology but own the resources. The notion prior to
World War Il was that genetic resources are a common heritage for all mankind,
but at that time only developed countries were involved in formulating interna-
tional law. The development of the Convention on Biological Diversity (CBD)
and the larger participation by developing countries in developing international
law brought to the forefront the notion of sovereign rights over genetic resources
and also traditional knowledge. Traditional knowledge is a more intangible com-
ponent, and recently the World Intellectual Property Organization (WIPO) has
reached an agreement with UNESCO and CBD to handle this issue worldwide.
Currently, the FSM does not have specific legislation specifically addressing
ABS, however several existing laws pertain to genetic resources and traditional
knowledge, e.g., Title 34 addressing consumer protection, Title 35 on copyright,
Title 23 on Resource Conservation (endangered species), Title 25 on environ-
mental protection, Title 32 regulating businesses, Title 26 on historical sites and
Title 22 relating to quarantine (see www.fsmlaw.org for full details). The De-
partment of Justice is reviewing the relevant Conventions and will draft resolu-
tions for consideration by FSM Congress for ratification. Internationally, the
World Intellectual Property Organization (WIPO) has reached an agreement
with UNESCO and CBD to handle Traditional Knowledge. An intergovernmen-
tal Committee has been formed to address this issue. At the Pacific regional
level, SPREP deals with biological and genetic resources while SPC and
UNESCO handle cultural resources with the Treaty on Folklore being finalized
by these latter partners. The FSM has already been subject to exploitation of its
genetic resources and traditional knowledge, so this is an urgent issue for the
Nation.

b  Economic Implications

110 Assuring that FSM's genetic resources accessible for utilization and ensure
benefits derived are equitably shared amongst stakeholders should not result in
any additional expenditures by the State and National governments. The agen-
cies that will develop and enforce access agreements already exist, and with
training should be able to develop the capacity to deal with this issue. The main
costs involved in this strategy are building the National and State capacity and
political will to deal with this issue, and increased public awareness.
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¢ Critical Issues for Implementation

111 Although the Nation must develop a national ABS policy covering the
regulations on transfer and movement and procedures, the States actually control
and manage the nation's genetic diversity and traditional knowledge pertaining
to it within their respective 12 mile zones. In providing access, a number of is-
sues will arise that the States may not have the capacity to deal with, e.g., nego-
tiating with experienced collectors/pharmaceutical companies. Some terms that
should be negotiated include purpose/use of the material, conservation guide-
lines, minimizing impact on non-target species, social and cultural considera-
tions, and other administrative provisions such as duration and termination of
agreement. Enforcement of material access terms (MATS) are usually difficult.
Some benefits that may be negotiated also can include conservation, sample
fees, milestone payments, royalties, capacity building or infrastructure. Royal-
ties are currently usually about 2.5 to 3 % of profits. Resource owners or com-
munities should ensure rights are clear and protected and that information is
always available where possible. Therefore, the negotiation of MATS will need
to be done in partnership between the National and the State governments to
assure success.

d Outcome measures, justification, and linkages

112 Access to genetic resources in the FSM enhanced to support economic
development and improved quality of life

113 The National and State government must develop complimentary national
and state laws and policies on ABS which assure that the nation's genetic re-
sources and traditional knowledge are accessible but benefits are equitable and
accrue to the actual owners of the resources, the people of the FSM. The Na-
tional government should also develop a model genetic access agreement in part-
nership with the States to prepare for foreign commercial interest in the nation's
biodiversity.

114 Fully document traditional knowledge and practices pertaining to the
FSM's genetic resources by 2020

115 The need to fully document the FSM's traditional knowledge and practices
has been emphasized many times (FSM 2002, SPREP 1993), however to date,
only some progress has been made. The strong cultural value and difficulty of
collecting traditional knowledge and the fear that documenting this knowledge
makes it easier to exploit are two reasons for the lack of progress so far. Still,
every day, FSM elders die and take another bit of the Nation's collective tradi-
tional knowledge with them. To assure that the this valuable resource is pre-
served for the benefit of future generations and the world, the National and State
Governments should allocate funding to collect traditional knowledge in what-
ever form is appropriate in some central location. Access to this information
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should be accessible, but terms of accessibility need to be worked out between
the government and the actual "owners" of the knowledge. WIPO (World Intel-
lectual Property Organization) has established protocols for the collection and
archiving of traditional knowledge that should be adopted by the FSM. The FSM
National History and Archives Unit currently deals with this issue, but have not
yet addressed knowledge relating to biological resources. To further the collec-
tion and preservation of traditional knowledge and support ABS efforts, all State
Foresters, State Marine Resources and State Agriculture Chiefs should be
trained in ethnobotany and genetic access and benefit sharing. Traditional
knowledge databases should be established and maintained in all states. Other
activities that can improve can promote and protect the process of passing down
traditional knowledge through generations should also be implemented.

116 All research on the FSM's traditional knowledge and genetic resources
is permitted and monitored to ensure that benefits are equitably shared by
2006

117 Currently, the FSM National Agriculture Unit of the Department of Eco-
nomic Affairs issues permits for bringing plants, animals and plant products and
animal products from outside FSM. The FSM States issue permits for interstate
traffic. The Agriculture Unit also collaborates with the FSM National History &
Archives Unit of the Department of Health, Education and Social Affairs in the
research application process, especially if related to agriculture. Researchers
apply for entry permits from FSM Immigration and include a research proposal
that is reviewed by the Unit with a resulting recommendation to be returned to
Immigration. In the past, most foreign researchers have worked in the areas of
archeology, geology, geography and the social sciences. Recently, however,
researchers in the life sciences have become more prevalent. The current re-
search proposal load has begun to overwhelm the Unit, and this has led to in-
creased collaboration with Department of Economic Affairs and the State gov-
ernments to review proposals. The decision for approval now rests with the
States. There are a lot of gaps in the current research approval process, and is-
sues include the lack of expertise to review proposals and a lack of coordination
between States and the National Government, exacerbated by the fact that visi-
tors can come for 30 days without a permit. The review process also requires
some improvement and monitoring after the permit is issued.
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6.2.5 Strategic Goal 5: Manage and Protect the Nation's Natural Envi-
ronment/Protect, conserve, and sustainably manage a full and func-
tional representation of the FSM's marine, freshwater, and terrestrial
ecosystems

a Analysis and Justification

118 The FSM's total area consists of 607 islands (total land area 271 square
miles) and 2,700 sq. miles of coral reefs and lagoons located over more than 1
million square miles of ocean. These important resources are the foundation for
the nation's long-term economic self-sufficiency. The geographic complexity
and isolated nature of the nation's islands have led to the development of ex-
tremely high levels of endemism of flora and fauna. The biodiversity of the FSM
is globally important, and includes over 1000 plant species (of which 200 are
found nowhere else on earth), 119 bird species, and 27 native reptiles. Its reefs
are the home to over 1000 species of fish and 350 species of hard corals (Smith
2001, Edward 2002). However, the extreme vulnerability of island ecosystems
and species to impacts such as habitat destruction and invasive species has re-
sulted in the FSM biodiversity being amongst the most endangered in the world.
The FSM NBSAP (FSM 2002) identified the major threats to the FSM's biodi-
versity and natural environment are human induced and include invasive alien
species, habitat alteration and loss, destructive harvest techniques and over-
exploitation of natural resources. The impact of extreme natural events such as
cyclones, drought and fire may also be significant at times. The future impact of
climate change and sea level rise is uncertain at this stage but could be signifi-
cant, especially on the low lying islands and atolls which could disappear com-
pletely.

119 Pacific island biotas are particularly vulnerable because the biota evolved
in the absence of mammalian predators, grazing herbivores and many of the dis-
eases that evolved on larger land masses. Furthermore, the small size and iso-
lated nature of the FSM islands results in increased vulnerability to disturbances
that may be relatively minor on a larger land mass. Threats to the nation's natural
environment are on the increase. Although population growth has slowed due to
heavy out-migration to the US (Hezel 2003), there is increasing commercialisa-
tion and globalisation of the FSM economy. Coupled with these changes in
socio-economic systems has been an erosion of traditional knowledge and tradi-
tional systems of resource management.

120 The outcome of the combination of extreme fragility and increasing threat
is that the biological diversity the FSM is one of the most highly threatened in
the world. At the same time, there are a number of constraints to mounting an
effective response to environmental threats in the FSM, including a low level of
technical infrastructure and expertise, a lack of current information on the state
of natural resources and biodiversity, a poor understanding of environmental
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issues amongst the general population, and poor integration of environmental
issues in national development planning.

b  Economic Implications

121 Improving stewardship of the FSM's natural resources, including the estab-
lishment of special protected areas, will require a greater investment from both
the National and State governments. The National government's role of assisting
the States to improve general planning for sustainable land and coral reef man-
agement and to develop and implement guidelines for the selection, establish-
ment, and management of conservation areas, while providing and/or facilitating
technical and financial assistance, will require at least one full-time staff position
at the existing Department of Economic Affairs or in a new Environment De-
partment. The State government role continues to shift from the western model
of resource “owner and manager” towards a partnership role with the local
communities - creating a legal framework for community-based conservation
and the development of protected areas, assisting with overall management co-
ordination and monitoring, and provision of technical and financial assistance
and capacity building. This will necessitate further reorganization of the existing
or reinstating new State government resource management agencies, including
adding more technical/scientific positions and eliminating activities and posi-
tions that are better undertaken by the private sector, e.g. plant and animal nurs-
eries, provision of supplies, equipment services, etc.

122 The nation's communities will need coordinated National and State gov-
ernment support in terms of technical and financial assistance for design, plan-
ning, management, compatible enterprise development, and monitoring. While
some funding assistance can be expected from the international community in
the short term, the FSM and State governments must assess and help create long-
term conservation financing mechanisms to support the recurrent costs of gov-
ernment, community, and NGO conservation efforts.

¢ Critical Issues for Implementation
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123 According to the joint opinions of the National and State Attorneys Gen-
eral on National-State environmental responsibilities under the Constitution, the
State governments have jurisdiction over all land and marine areas up to 12
miles out. Therefore, while the National government can provide overall coordi-
nation, encouragement, and facilitation of technical and financial assistance, the
actual establishment of conservation areas will need to be undertaken at the State
and Municipal level. The States also differ in respect to their actual control of
terrestrial and marine resources (Table 1).

124 In Yap and Chuuk, terrestrial and inshore marine candidates for conserva-
tion areas will be located entirely on privately owned or community-controlled
areas. Even in Pohnpei, where the majority of the “public” lands and waters are
located, most areas are under some form of community or private control. An
example is Pohnpei island’s extensive upland forests, which although legally
designated as public lands, are claimed by the traditional paramount chiefs as
“luen wehi” (left-over kingdom lands). To complicate the situation, most of the
easily accessible "public" forest areas are actually controlled by residents of ad-
jacent communities who use them for production of sakau (Piper methysticum)
and hunting. This situation dictates that the State governments work closely Mu-
nicipal governments, traditional leaders, NGOs, and community leaders in iden-
tifying, designing, managing, and enforcing conservation areas. The on-going
development of State Biodiversity Strategies and Action Plans (SBSAPS) in co-

Table 1. Summary of Land and Marine Tenure in the FSM States

State Terrestrial tenure Marine tenure

Chuuk

All land is privately owned Mangrove forests and inshore ma-
rine areas are privately-owned or
controlled by communities, while
outer reef and open lagoon areas

are public property

Kosrae Previously, all lands above 100 Mangroves and lagoon “below the
meters (Japanese line) were consid- high tide mark” are considered
ered public watershed forest reserve, | public lands
but 1996 Constitutional amendment
returned all land to private owners

Pohnpei Nearly 50% of the island, including Mangroves and lagoon “below the
most of the mountainous interior and | high tide mark” are considered
large coastal swamps are considered | public lands
public lands

Yap All land is privately or clan owned Mangrove and lagoon areas are

village-owned and controlled
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ordination with municipalities and communities may be the best vehicle to ac-
complish this, and the National and State governments should devote sufficient
resources to this important under