REPUBLIC OF THE
MARSHALL ISLANDS

4.1 Introduction

he Public Sector Reform Program (PSRP) Loan of $12

million to the Republic of the Marshall Islands was ap-
proved in December 1996, to be released in three tranches. Adjunct
technical assistance was provided that aimed at supporting PSRP
implementation in three specific areas: (a) program coordination
($515,000); (b) institutional strengthening of the transport sector
($575,000); and (c) establishment of a private sector unit ($760,000).
The loan amount compared with external grant assistance, mostly
under the Compact of Free Association with the United States, of
$40 million in the fiscal year ending 30 September 1997.

4.2 The Macroeconomic and Governance Context

Marshall Islands 1996 Economic Report (ADB 1997b) provides
a comprehensive analysis of economic development performance,
problems and policy issues up to 1996. The central challenge iden-
tified in the report was for a heavily aid-dependent, public sector-
dominated economy to adjust to reductions in external grants un-
der the Compact of Free Association with the United States. These
reductions occurred in 1992 and 1997; and, subject to the outcome
of re-negotiation of Compact funding in 1999, further reduction
could be anticipated in 2001. The magnitude of the adjustment
required is indicated by the fact that in the period FY1991-FY1995,
US grants accounted for an average 71 percent of total government
revenue and 59 percent of total expenditure. The budget deficit
before grants averaged 65 percent of GDP, and after grants a still
unsustainably high 16.5 percent.

The budget deficits of the early 1990s resulted from a failure
to adjust to the 1992 Compact stepdown. Instead, capital
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expenditure increased, high subsidies to public enterprises (espe-
cially Air Marshall Islands) remained, and the public sector payroll
grew. The number of public sector employees increased by 53 per-
cent between 1991 and 1995 - from 2,671 to 4,086, compared with
private sector figures of 4,168 and 4,724, respectively. By the end of
September 1995, with government’s financial reserves run down to
$3 million (from $47 million in 1991) and external debt at $141
million (134 percent of GDP), the incumbent President recognized
the need for urgent fiscal adjustment. A Policy Reform Program that
focussed on fiscal stabilization was developed with assistance from
aBank-funded Policy Advisory Team and presented to external fund-
ing agencies in December 1995 (see sections 4.3 and 4.4).

Given that public administration (including health and edu-
cation services) accounted for 27 percent of GDP in 1995, and that
public enterprises were prominent in transport and communica-
tions, finance, manufacturing and electricity and water, fiscal ad-
justment was bound to have a significant, negative impact on the
level of economic activity. Following annual growth of 3-4 percent
during the early 1990s, RMI’s real gross domestic product (GDP) fell
sharply by 7.8 per cent in 1996 and by 5.0 percent in 1997, accord-
ing to the Office of Planning and Statistics. In 1998, it is estimated
to have fallen by a further 5.0 percent, to about $57.5 million in 1991
prices. With population growing at 3.5 percent per annum, real GDP
per capita has fallen 41 percent in the 1990s - to an estimated $913
in 1998 (Figure 4.1). There are no recent data on GNP, but in 1990-
96 net factor income receivable from overseas averaged 6.4 percent
of GDP (World Development Indicators 1998). Income distribution
was, in the words of the 1996 Economic Report (ADB 1997b, p.47),
“highly skewed”. In 1991, average income in the outer islands was
47 percent of that in Majuro and 32 percent of that in the island of
Ebeye, Kwajalein atoll. The richest 20 percent of the Majuro popu-
lation received average incomes of over $3,000, whereas the poor-
est 20 percent received $840.

Declines in output during 1995-98 reflected not only the cuts
in government expenditure and employment made under the Policy
Reform Program, but also the poor performance of agriculture and
fishing. Agriculture and fishing output contracted by 20 percentin
FY1996-FY1997, and fell again in FY1998 because of the effects of
typhoon Paka (December 1997) and El Nino. Copra production con-
tinued to be adversely affected by low producer prices, inter-island
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transport problems, and an aging tree stock. Food and livestock pro-
duction fell. Fishing production contracted when unprofitable gov-
ernment-owned long-line and purse-seiner vessels ceased opera-
tions in FY1996. In line with the economic recession, the inflation
rate fell from almost 10 percent in FY1996 to 5 percent in FY1997,
and an estimated 4 percent in FY1998.

In 1999, economic activity has recovered as a result of aid-
funded roadworks employing about 300 people and, more impor-
tantly, growth in the fisheries sector. A reduction in domestic fuel
prices was the catalyst for a substantial increase in the foreign purse
seiner fleet. Fishing license fees are expected to rise to over $4 mil-
lion, compared with $1.8 million in 1998; and on-shore spending
by crews has stimulated the services sector. A loining factory that
will provide 300 jobs is to be built. Bank technical assistance to the
fisheries sector has been instrumental in the process leading to
these developments.

Substantial progress toward fiscal stabilization was made in
FY1996 and FY1997, as public service downsizing, the reduction or
elimination of subsidies to state-owned enterprises, and a major
drop in capital spending combined to generate overall budget sur-
pluses equivalent to 20 and 4 percent of GDP, according to IMF
estimates. These surpluses were used to make loan repayments and,
in FY1997, to reduce arrears. The budget for FY1998 aimed at con-
tinuing the fiscal adjustment, estimating a surplus equivalentto 11
percent of GDP would be achieved through a 17 percent cut in
expenditure. A 5 percent drop in revenue and grants was expected,
given the deferment of revenue-raising actions that originally were
to have been incorporated in the budget. However, in March 1998
a supplementary budget provided for a 13 percent increase in ex-
penditure on the estimated level, $6.5 million from general funds
and $2.2 million from anticipated assets sales that have not even-
tuated. In addition, revenue receipts were running below the esti-
mated level. Data on the actual outcome in FY1998 are not yet avail-
able, but it is likely that an overall deficit was realized, rather than
the large surplus needed to cover net amortization of external debt,
which stood at $125 million at the end of FY1997.

The absence of timely, reliable and comprehensive statistics
on government finances is one aspect of a lack of transparency in
governmentdecision-making, which is also on occasion notable for
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its unpredictability.2* However, government is ultimately account-
able at the ballot box. Elections to the Nitijela (parliament) are due
in November 1999, and a government that holds a slender majority
is now in election mode. In early March, it announced a substantial
rise in the copra subsidy, a cut in the general tariff rate from 12 to
5 percent, and large cuts in the tariff rates on alcohol, tobacco and
soft drinks. (The general rate had been increased from 10 to 12
percent in 1996 as a revenue-raising measure). There seems to be
considerable confidence amongst politicians and government of-
ficials that the need for further fiscal adjustment shall be forestalled
by increased external aid from Taipei,China, which RMI recognized
in late 1998, and by a successful re-negotiation of Compact fund-
ing. Belief in the latter outcome has been encouraged by a US
Department of Defense assessment of the US Army Kwajalein Atoll
(USAKA)/Kwajalein Missile Range (KMR) as a “national asset” be-
cause of its unique suitability for full-scale testing of long-range
missiles and intelligence gathering, and its importance for space
programs.?®> The Compact provides for automatic renewal rights of
the lease on Kwajalein for 15 years after expiration of the current
lease in 2001.

24 Audits of General Purpose Financial Statements for the fiscal years of 1995
and 1996 conducted by Deloitte and Touche note a lack of comprehensiveness in
accounts, inadequacies in accounting records, and inadequacies in internal control
structures. G. Vaughan-Jones, Review of Progress in Implementation of Budget Re-
forms, Republic of Marshall Islands, (TA2755-RMI, n.d.), notes “improvement of all
elements of financial management [is] an important necessary initiative for the
Marshall Islands”. The Minister of Finance observes: “Our financial records are in
terrible condition (17 major exceptions in the audit opinion)” (Tony A. de Brum,
Minister of Finance to Peter Sullivan, Vice President (East), 5 January 1999). Up to
the end of 1997, no executing agency for Bank loans had ever submitted the required
audited annual project accounts.

25 Testimony of Stanley O. Roth, Assistant Secretary of State for East Asian and
Pacific Affairs, Asia Pacific Subcommittee of the House International Relations
Committee, 1 October 1998.
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Figure 4.1: Real GDP per capita
(1991 prices)

1800
1600
1200 \
US$ 1000
'\’
800
600
400
200
0 T T T T T
1988 1990 1992 1994 1996 1998 2000

Sources: Office of Planning and Statistics, Marshall Islands Statistical Abstract 1997; staff
estimates.

Funds permitting, government is supportive of a sympathetic
interpretation of section 11 of the Constitution of the Marshall Is-
lands (1983), which refers to the functions of the Public Service Com-
mission:

[The Commission] shall take account of the need to
recruit and train an efficient staff, to afford reason-
able opportunities of employment for Marshallese and
to act consistently with government economic and so-
cial policy bearing in mind that conditions of employ-
ment in the public service are a major element in the
general well-being of the Marshall Islands.
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4.3 The Process of Program Design

4.3.1 Ownership and appropriate participation in the
design process

During late 1995, the government of RMI developed a Policy
Reform Program with assistance from a Bank advisory team that
arrived in Majuro in July.26 The program focussed on fiscal stabili-
zation and tax reform, privatization of public sector enterprises,
public service reform, and stimulation of private sector develop-
ment. The public service reform component was based largely on
a UNDP study - the Boag study - that was begun in January 1994
and adopted by Cabinet and the Nitijelain December 1995.%27 In the
latter month, the program was presented to, and endorsed by, the
first RMI Consultative Group Meeting in Manila. Subsequently, it
formed the basis of the Public Sector Reform Program (PSRP), which
reportedly included those reforms that the RMI government was
ready to implement and that were adjudged to have a chance of
actually being implemented over the next two to three years, with
technical assistance.

The Program Matrix was presented by the RMI President to
his Cabinet and approved prior to signing of the MOU on 31 May
1996. Beyond this, a one-day workshop, and some radio broadcasts,
there seems to have been little concerted effort to communicate
reform objectives and strategies to the legislature or the public at
large. With the death of President Kabua in late 1996, impetus for
reform was lost. The first National Economic and Social Summitin
Majuro was not held until January 1998, and then was at the request
of the funding agencies’ 1997 Core Group meeting in Fukuoka.
Summit papers were translated into Marshallese and circulated
amongst summit participants, and proceedings were broadcast on
the radio. This was the first major step taken to address communi-
cation gaps identified within the Government and between Gov-
ernment and the general public. There have been no summits since
the first, and none is planned.

26 TA 2295-RMI: Policy Advisory Team, approved for $2.5 million on 31 January
1995.

27 peter Boag, Public Sector Management Improvement Program, November 1995
(2 volumes). This study followed earlier studies of public service rationalization —
the 1988 Aries Report and a 1994 World Bank study.
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It remains the case that the reform process is seen essentially
as a public service downsizing instigated by the President of the day,
implemented through a Presidential Committee on Rationalization
of the Public Service established in October 1992, chaired by the
Chief Secretary of the Office of the President, and informed by the
UNDP study and PAT advisers. The Committee, later renamed the
National Steering Committee, presented targets to Cabinet and the
Nitijela for approval, and then informed Secretaries of Ministries of
the required, across-the-board cuts in numbers. Secretaries were
expected simply to comply. They still complain that there was in-
adequate attention paid to organizational structure and function,
and to individual ministeries’ staffing needs, let alone to effective
service delivery. It is telling in this regard that the Boag study notes
with reference to its downsizing estimates that “Obviously no dis-
cussions have been held with the Ministries concerned”.

4.3.2 Partnership and consultation with other external
funding agencies

The Bank has been holding Consultative Group meetings for
RMI since the December 1995 meeting mentioned above. The third
meeting was held on 30 January 1998 in Tokyo and, like previous
meetings, served to inform external funding agencies on design and
implementation issues and to identify priority areas for assistance.
During the process of formulation of the PSRP, the Bank consulted
with, and sought feedback from, the IMF and the World Bank.

4.3.3 Effectiveness of internal processing procedures

Processing procedures were completed relatively quickly. Fact
finding was completed from 18 to 31 May 1996, loan appraisal from
9to 18 September, and loan negotiations were completed on 18 No-
vember, 1996. Disbursement of the first tranche occurred on 6 Feb-
ruary 1997.
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4.4 The Content of the Program
4.4.1 The Public Sector Reform Program

The overall, long-term goal of the PSRP is to stimulate pri-
vate sector-led economic growth. This is to be done through the
achievement of three primary objectives: short-run stabilization of
government finances; ensuring long-term structural stability in gov-
ernment finances; and creation of an enabling environment for the
private sector. The first two primary objectives have related second-
ary objectives of increasing revenue, reducing recurrent expendi-
ture by 20 percent during the Program period, and improving man-
agement of funds under government control. The third primary
objective has the two related secondary objectives of reducing
government involvement in the economy and improving the regu-
latory environment. Fifty-nine reform actions to attain the objec-
tives are specified in a policy matrix: 38 relate to the first two pri-
mary objectives; and 21 to the third.

The first tranche of the $12 million loan was released upon
loan effectiveness, reflecting the fact that 15 policy actions in the
policy matrix were already completed. Thus, according to the RRP
(para 5 of Appendix 1), “The goal of stabilization of Government
finances was achieved by the beginning of FY1997, on 1 October
1996...by increasing revenues, and reducing expenditures”. The
active part of PSRP is therefore made up of 44 policy actions, 40 of
which explicitly address the second and third primary objectives.
Six actions are second tranche conditions and three are third tranche
conditions (Appendix 1).

The first three second tranche conditions — to downsize the
public service, end subsidies to Air Marshall Islands, and continue
the three-year wage freeze — are the key actions to reduce
government’s recurrent expenditure. The Reduction in Force (RIF)
program provides retrenched public servants with a lump-sum pay-
ment of 3-9 months’ pay, depending on length of service, and
monthly maintenance payments over a three-year period, calcu-
lated according to the benefit rules of the Marshall Islands Social
Security Administration. Other key, non-tranche actions contrib-
uting to strengthening public finances from the revenue side in-
clude improving tax and customs administration; reducing tax ar-
rears; simplifying the import duty schedule, with a basic duty of 12
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percent and eight other rates between 5 and 150 percent; reducing
exemptions from import duties and the Gross Revenue Tax; and dou-
bling the petrol tax.

The fourth second tranche condition concerning the estab-
lishment of a Financial Reserves Trust Fund as a long-term source
of recurrent revenue is worthy of special mention. It drew its inspi-
ration from the Tuvalu Trust Fund that began in 1987 and has op-
erated successfully since, providing around 20 percent of
government’s annual recurrent revenue. The introduction of the
Fund concept into the RMI PSRP represents an acknowledgement
of the severe development constraints confronting this ultra-small
atoll economy, and the consequent limitations to private sector
activity and bankable development projects.

Compared with the first four second tranche conditions, the
condition requiring a reduction in the numbers on the Air Marshall
Islands Board, and the third tranche condition requiring a tax on
rental income from commercial building, seem trivial.

The original and plausible expectation was that, with reform
and the Bank’s program loan, there would be an economic reces-
sion in 1996-98, the depth of which would be reduced in compari-
son with the reform-but-no-loan scenario as a result of the RIF
payouts. Thereafter, economic recovery would depend on the
strength of the private sector’s response. Both the Boag report and
the RRP acknowledge that the private sector would not be able to
quickly absorb many, if any, retrenched public servants.28 The RIF
program, including a counselling and training component, was
expected to mitigate the impact of retrenchment.

Three risks are identified as potentially preventing success-
ful implementation and effectiveness of the reform program: (1) in-
sufficient capacity in government; (2) a loss of government com-
mitment to the pace of reform as opposition grew with the retrench-
ment of public servants; and (3) a failure of the private sector to
respond to reforms as expected. The first risk was to be minimized
through the use of Bank technical assistance. A Program Co-
ordinator was to be assigned to the Rationalization Committee. TA

28 projections in Marshall Islands 1996 Economic Report (p.45) were that real
GDP would fall almost 50 percent in 1996-2001, before modest recovery on the back
of increased government expenditure made possible by completion of debt repay-
ments and continuation of Compact funding into 2002 and 2003.
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in institutional strengthening of the transport sector was to be
provided. And a Private Sector Unit was to be supported. The sec-
ond risk was to be reduced through a 1997 public information cam-
paign, and through the provision of a safety net for retrenched public
servants (the RIF program). With regard to the third risk, separate
TAs were to design strategies expected to improve the policy envi-
ronment in the fisheries and tourism sectors.

Although both the Boag report and the RRP refer to the need
to produce a quality public service, the design of the PSRP reflects
an overriding concern with the achievement of a more affordable
public service through reductions in the number of ministries,
outsourcing of some services, and cuts in staff and operating bud-
gets. There is no discussion of the basic framework of a post-reform
government that can more efficiently and effectively deliver the ser-
vices required by a rapidly growing population. From the outset,
therefore, the PSRP ran the risk of cutting staff too far in some areas
and not far enough in others, potentially creating hierarchical im-
balance (removing too many managers, key personnel and key
classes of personnel) and diminishing the capacity of an organiza-
tion to deliver core services at an appropriate quality level. With the
focus on downsizing, the likelihood was that the target number of
1,484 would become an end in itself, rather than a signpost on the
way to achieving the goals of public service reform.

Public service downsizing alone was considered hard enough.
As the RRP notes:

The issue of what is affordable is difficult to address, in
the light of the considerable uncertainties in RMI’s
future.

The decision on the extent of downsizing was made
more difficult in the absence of any reliable data on the
actual size of the civil service (Appendix 1, paras 28,29).

The numbers given in the Boag report are shown in Table 4.1.
Following an immediate cutin government employees through ter-
mination of the school-feeding program and privatization of ser-
vices in Public Works and the Ministry of Transport and Communi-
cations, the report recommended a further cut in “Core Govern-
ment” numbers to 1,484, a 5 percent annual decrease in the aver-
age wage rate, and a 3 percent annual decrease in operations bud-
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gets. Roughly 38 percent was thus to be cut from the public service
budget over a five-year period. The Rationalization Committee en-
dorsed the target number of 1,484; and the March 1996 interim bud-
get cut wages by 5 percent for the 22 percent of employees receiv-
ing over $10,400 per annum, and reduced appropriations for min-
istries’ operating expenditures by 3 percent. The PSRP reduced the
timeframe for downsizing to one year.

It should be acknowledged that the Bank sought to provide a
stand-alone, small-scale advisory TA to assist with implementation
of civil service reform.2° This was to provide an analysis of the cur-
rent civil service organization and prepare a detailed, timebound
action plan which would, amongst other things, identify required
parliamentary approvals and legislative action and training and
counselling needs of retrenched public servants. However, there was
an 11 month delay in the start of the TA (from July 1996 to mid-
1997), largely because of sluggishness in Bank processing attributed
to staff changes; and the chosen consultant was in country for under
two months.

4.4.2 Rationale and appropriateness of loan amount

The background diagnosis presented in the RRP is as com-
prehensive as data limitations permit. Government was unable to
continue to pay the existing public service workforce, subsidize
public enterprises, service the external debt, and still deliver the
current level of services. Fiscal projections for FY1996-FY2003 pre-
sented in the 1996 Economic Report and revised in the RRP are the
best available demonstration of the quantitative dimensions of the
required fiscal adjustment and its negative impact on income. If
anything, the bleakness of the medium-term economic outlook is
understated because the impossible demands placed on private
sector growth are not spelled out. It has been estimated that, in the
absence of growth in public sector employment, the private sector
in RMI would have to grow at a sustained 10.6 percent per annum
just to absorb new entrants into the workforce (ADB 1998a, p.75).
The PSRP is presented as a means of providing “at least some longer

29 TA N0.2599-RMI: Civil Service Reform Implementation, approved 2 July 1996
for $100,000.
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term hope” and, through provision of loan funds, softening the
impact of reform-induced recession (RRP, para 32).

Table 4.1: Public Service Downsizing

Oct. 1995 Oct. 1995 Oct. 2000 % Reduction
(total to new core)

Total Govt. Core Govt. New Core

Employees 2,125 1,739 1,484 30.2
Total wages 21.7 15.21 10.77 50.4
Operations 10.6 10.55 9.09 14.2
Total recurrent 32.3 25.76 19.86 38.5

Source: Peter Boag, Public Sector Management Improvement Program, November 1995
(2 volumes).

The loan amount of $12 million is “based on the scope and
the costs of the policy reforms, the importance and urgency of the
reforms, and the critical state of public finances” (RRP, para 84). The
amount is divided as follows: $5.5 million for the RIF program; $4.0
million for paying off Air Marshall Islands’ commercial debt; and
$2.5 million for the Financial Reserves Trust Fund. The first num-
ber was estimated on the basis of expected retrenchments. The sec-
ond represented two-thirds of AMI’s outstanding commercial debt.
The third number likely seemed an appropriate amount for seed-
funding the Trust. With regard to the allocation of $4 million to pay
off commercial debt of the ailing AMI, there was presumably some
confidence that professional management, a change in the consti-
tution of the board of directors, and assistance in developing an
aviation policy would turn the enterprise around.

4.4.3 Consistency with country and Pacific strategy
Both the rationale for the program loan and the content of

the PSRP are consistent with the Bank’s Pacific and country
strategies:
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Policy reform and improved economic management are
the overall strategic objectives of Bank operations in
RMI...During the 1996-99 period, a first priority is sta-
bilizing public finances. The Bank will also support
investments in public sector reform and private sector
development (Country Strategy, p.50).

4.4.4 Relevance and focus

The PSRP’s general relevance has been acknowledged above.
It has an explicitly limited focus, as explained in the RRP (Appendix
1, paras 3, 4):

While [the] three primary objectives are necessary to
address the short-term fiscal constraints and create an
environment for sustainable growth, these objectives
alone are not sufficient to achieve that growth. The PSRP
therefore is a program with a limited focus designed to
create a stable macroeconomic framework which will
contribute to the overriding objective of the creation of
an improved enabling environment for private sector-
led economic growth.

To attain these objectives, reforms are included in
three areas: the public service, fiscal policies and the
transport sector. The main rationale for the inclusion of
these three areas...is that all three have a large impact
on public sector finances, and reforms in all three are
necessary to achieve private sector-led economic growth.

Reform actions extended to improving the regulatory envi-
ronment, but did not address all of the issues raised in a Bank re-
view of private sector operations in the Marshall Islands.30 This
review concluded that “the private sector environment is con-
strained by lack of long-term funding for project finance, a deficient
legal environment, a lack of respect for the court, and a lack of
enforcement of laws, rules and regulations, in particular [those]
related to duties and taxes”.

30 RMI: Country Programming Mission — Review of Private Sector Operations,
5 February 1996.
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4.4.5 Appropriateness and Sustainability

The PSRP design covers what was accepted by the President
and some officials, on advice from the PAT team, as a necessary
public service downsizing. As noted above, it does not address the
more difficult task of identifying what services government should
provide in the future, deciding how government operations could
be restructured to deliver these services, and formulating an action
plan with a timetable. Nor does it provide a mechanism ensuring
that the reform program is marketed to the public and private sec-
tors, the legislature and the public at large. The absence of such a
mechanism, combined with an initial weakness in participation and
ownership, plus the Constitutional recognition of the public ser-
vice as an employer (section 4.2), raises doubts about the durability
of any downsizing. In these circumstances, the Bank and its advi-
sory team are readily cast in the dual role of enforcer of undesired
reforms and scapegoat.

4.4.6 Likely impact on governance

Governance is dealt with in the PSRP insofar as it involves
the regulatory environment, which is described in the RRP as “cur-
rently nontransparent with many discretionary powers vested with
the executive branch of the Government” (Appendix 1, para 16).
Specific actions to improve transparency and predictability of de-
cision-making include the third tranche condition to remove com-
pany registration from Cabinet hands and make it the sole respon-
sibility of the Registrar of Corporations; a review of policy and pro-
cedures concerning hiring of foreign workers; improving procedures
for issuing of business licenses to foreign investors and passing new
legislation to provide standard international protection for such
investors; establishing an Ombudsman’s office; and creating legis-
lation and procedures to ensure security of land leases (Appendix
1, C2).

More generally, it should be noted that legislation has not
been codified or published in the past three years and that depart-
mental regulations have never been codified or published. This basic
requirement of good governance is not mentioned in the PSRP.
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4.5 Implementation
4.5.1 Actions to date

At the time of loan effectiveness, three revenue-raising ac-
tions and 11 expenditure-reducing actions had already been satis-
fied. Conditions for second tranche release were not fully met on
schedule (September 1997), because of Government’s sudden re-
moval of Air Marshall Islands’ chief executive officer and a failure
to downsize the public service to 1,484 employees. In the event,
release occurred one year later, after a new CEO had been recruited
for AMI, and on the basis that the Bank (1) effectively waived the
tranche condition requiring an AMI board of five (there were seven
members), and (2) granted a waiver that transferred two second
tranche conditions into the third tranche box. One of these was the
1,484 target, which government undertook to meet in 1999. The
other was the establishment of the Financial Reserves Trust Fund:
government had set aside $300,000 as its contribution, but had not
passed the required legislation.

In early March 1999, 30 of the 59 policy matrix actions were
completed and remained in place, three had been completed but
subsequently reversed, and 26 remained incomplete. The reversals
concerned rationalization and raising of import duties, the reduc-
tion of copra subsidies, and the number of AMI board members.
Included in the incomplete category are all of the revised third
tranche conditions. Five pieces of legislation are yet to be passed,
and the public service downsizing target has not been met (though
the number had dropped from 2,303 in October 1995 to 1,607 at the
end of 1998). The condition requiring imposition of a tax on rental
incomes from commercial buildings will have to be waived if the
third tranche is to be released, since it was to be met through intro-
duction of value-added tax legislation, which has been withdrawn
from the Nitijela.3!

31 By the end of March 1999, all legislation except for that concerning company
registration had been passed; and Bank staff were confident that third tranche con-
ditions would be met on schedule.

93



RerForms IN THE PaciFic

4.5.2 Use of loan and counterpart funds

Paragraph 104 of the RRP states that: “The Borrower will en-
sure that the Counterpart Funds withdrawn from the Special Ac-
count to be established for the purpose of the loan, will be used for
(i) financial support for civil servants retrenched from the public
service under the RIF program, (ii) supporting retirement of AMI’s
accumulated commercial debts, and (iii) supporting the establish-
ment of the Financial Reserves Trust Fund”. This requirement has
been complied with, but actual allocations to the three categories
have not corresponded exactly to the program loan tranching sched-
ule. Air Marshall Islands has received $4.37 million instead of the
scheduled $4.0 million because of an apparent oversight by the ex-
ecuting agency (the Ministry of Finance). This has provided a wind-
fall to the management of a cash-strapped AMI and, together with
the strengthening of the SDR exchange rate, has left the RIF pro-
gram $0.5 million short of its intended allocation.

4.5.3 Effectiveness of monitoring

The RRP (para 105) noted that the Bank “will monitor closely
the implementation and impact of the Program, including future
policy, institutional and financial developments, and any other
changes likely to have an effect on the Program. The Office of Plan-
ning and Statistics will be charged with the design and implemen-
tation of amonitoring program”. The Bank has undertaken the moni-
toring task as planned, and this has been facilitated by the appoint-
ment of a PSRP Coordinator from mid-1997 (though the contract
surprisingly contains no requirement for regular reporting to the
Bank). In addition, under the Loan Agreement, the RMI Government
is required to submit semi-annual reports on progress to the Bank.
This has been done. However, there is no evidence that the Office
of Planning and Statistics has designed and implemented a moni-
toring program, or that it has effectively pursued the task of track-
ing retrenched public servants. As in the FSM reform program, an-
ecdotal evidence is the only basis for establishing what has hap-
pened to these people. Nor has the RMI government forwarded
operational and financial statements of AMI to the Bank on a
monthly basis.
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4.6 Results
4.6.1 Participation and ownership

From the beginning of the PSRP, it is doubtful that participa-
tion and ownership have been strong enough to underpin a sus-
tained reform effort. The public service downsizing was very much
a top-down initiative of the late President’s, supported by external
advice. After the President’s death the Bank’s Policy Advisory Team
became marginalized, at least in part because of a reported failure
to gain the trust and respect of the new leadership.

In 1999, the prospect of aid from Taipei,China and a belief that
Compact funding will be re-negotiated mean that a government in
election mode is unlikely to revitalize the reform process. Enough may
be done to ensure release of third tranche funds, and thus to retain
credibility with external funding agencies (including Taipei, China).

4.6.2 Public service downsizing and government
finances

Strengthening of government finances is the core of the PSRP,
with public service downsizing the primary means. The Nitijela’s
Interim Budget (Appropriation Act FY1996) imposed staff ceilings
and cancelled 178 existing vacancies. Then, under the first phase of
the RIF program, the Ministry of Social Services was disbanded, with
53 staff being transferred to other ministries, and 179 cooks and 33
administrative staff receiving three months’ notice. Under the sec-
ond phase, a further 103 public servants were given notice. Thus
315 personnel within the jurisdiction of the Public Service Com-
mission (which does not include police and education) were
“RIFFED” by 31 August 1997 - all of them funded out of General
Funds, not Federal Program funds earmarked for special projects.
In addition, there was a 5 percent across-the-board pay reduction
for salary brackets over $10,400 p.a.; and Public Works was merged
with the Ministry of Resources and Development, thereby reducing
the number of ministries from 10 to 8. 1998 updates on downsizing
have been made painstakingly from the Ministry of Finance payroll
by the PSRP Coordinator, and show that there were 1,607 govern-
ment employees at 4 December 1998, compared with 2,303 on 27
October 1995. This represents a 30 percent reduction.
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The impact of staff cuts on service delivery is unknown, al-
though efficiency gains in Health have enabled the maintenance of
the pre-reform level, according to the Secretary. Generally, no mea-
sures have been taken to improve staff productivity.

The annualized savings in recurrent expenditure from the
downsizing are estimated to be in excess of $4.2 million; and if the
1,484 target is hit will rise to $5.1 million. Expenditure on person-
nel out of General Funds has fallen from $15.0 million in FY1996 to
$11.1 million in FY1998, or 26 percent, according to Ministry of
Finance data, coming in below original budget estimates. During
the same period, total recurrent expenditure out of General Funds
has fallen from $29.2 million to $22.7 million, or 22 percent, so that
the share of personnel expenditure has fallen from 51.4 percent to
48.9 percent. Personnel expenditure in FY1998 absorbed 47.8 per-
cent of domestic revenue.

The public service downsizing has thus contributed signifi-
cantly to a strengthening of public finances. This does not mean,
however, that fiscal worries are over, and some cautionary observa-
tions are in order. As noted above, the RRP asserts that “The goal of
stabilization of Government finances was achieved by the begin-
ning of FY1997, on 1 October 1996...by increasing revenues, and
reducing expenditures”. The aide memoire of a review mission 25
September - 10 October 1997 repeated the claim: “the overall fiscal
position of the Government seems to have stabilized”. But less than
a year later deferred liabilities of between $3 and $8 million sur-
faced, and a Bank consultation mission was referring to a present
crisis of Government finances that threatened to derail the ongo-
ing economic and financial reforms. The 12.5 percent pay reduc-
tion approved by Cabinet as an emergency measure in 1998 was
abandoned following a public outcry.

Appropriations to subsidize government agencies actually
have increased from $1.34 million in FY1997 to $1.63 million in
FY1999: although appropriations for the Majuro Water and Sewer
Company, government shipping operations and AMI have been
eliminated, subsidies to the Ebeye Power Plant and Tobolar have
been maintained, and those to the Marshall Islands Visitors Author-
ity and the government-owned Outrigger Hotel increased. Govern-
ment has also announced an intention to buy two new aircraft for
Air Marshall Islands, though AMI’s poor financial position would
probably prevent its realization. The 1999 budget was passed by the
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Nitijela one month after the start of the fiscal year, without estimates
of the outcomes in FY1998. It reportedly includes only one line ap-
propriations by ministry and, for the first time, an unexplained $1.2
million contingency provision.32 The March 1999 announcement
that the general import duty will be lowered from 12 to 5 percent
and that the copra subsidy will be increased has been made with-
out apparent consideration of the budget implications; and repre-
sents a reversal of earlier PSRP policy actions.

4.6.3 Public enterprise restructuring

The Private Sector Unit is charged with the task of reviewing
public enterprises and identifying privatization options, with the
assistance of a team of consultants. This work is in process. Follow-
ing Bank TA in the transport sector, the privatization of domestic
shipping services is proceeding. Generally though, there is some
doubt that there will be further effective action, given the expira-
tion of the PSU Coordinator’s contract in April 1999, and some re-
luctance on government’s part. Attempts to make AMI profitable
are ongoing, but its financial position is fragile. Potential commer-
cial lenders would not expect to be paid off by the Bank a second
time.

4.6.4 The Reduction in Force program

The precise number of public servants RIFFED by the end of
1998 has not been reported, but the number is in the vicinity of 350.
In the absence of the planned monitoring by the Office of Planning
and Statistics, it is not known what has happened to these people.
The anecdotal evidence is that none has returned to the outer is-
lands as expected, perhaps partly because there is no way in which
they could receive their monthly maintenance payments if they were
to return. The retrenched have either stayed in Majuro or joined
family in the United States, where Marshallese can find unskilled
jobs, such as those available in Tyson’s chicken processing plantin
Arkansas. The planned training and counselling component of the
PSRP never eventuated.

32 A copy of the budget was not available for the mission to examine.
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4.6.5 Private sector development

The third objective of the PSRP is creation of an improved en-
abling environment for the private sector. Actions in pursuit of this
objective are pending or indefinitely postponed. In the meantime,
contraction of the public service has caused a contraction in the pri-
vate sector because so much private sector activity depends on sales
to the public sector. Particularly in the retail trade sector, businesses
extended credit to public servants against future wage payments.

One positive development noted in section 4.2 has been the
growth in the fisheries sector, in which a stand-alone Bank TA has
played a crucial initiating role. Though not directly linked to the
PSRP, this TA benefited in its early days from the Policy Advisory
Team’s efforts in changing government thinking about the role of
the private sector in economic development. Another positive de-
velopment, which is the outcome of TA linked to the PSRP, is the
privatization of domestic shipping referred to above.

4.7 Looking to the Future

Although progress has been made in the Marshall Islands, the
reforms have been slower in coming than originally expected, and
the reform process has now lost momentum. Key lessons that
emerge from the RMI reform experience are not diminished in im-
portance because they are familiar:

0 There needs to be strong government ownership of the
reform program if it is to succeed. Governments and
economies cannot be reformed by external agents; they
must reform themselves.

0 There needs to be strong community-wide participation
in the reform process that is informed and encouraged
by an effective public relations program that markets the
reforms.

0 Apublicservice retrenchment program should be based

on a clear specification of the desired future form of
government.
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The design of a reform program should pay careful at-
tention to the identification of key performance indica-
tors that are relevant to the aims of the program, and to
the information demands that such indicators make. For
example, where an objective is the strengthening of pub-
lic finances through reducing the absorption of resources
by the public service, personnel expenditure is an indi-
cator that is both more relevant and more easily mea-
sured than the number of civil servants.
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