
NORTH PACIFIC
ISLANDS
Table 1 2022
Population, million

Federated States of Micronesia 0.12
Republic of the Marshall Islands 0.06
Palau 0.02

GDP, US$, billion
Federated States of Micronesia 0.41
Republic of the Marshall Islands 0.22
Palau 0.21

GDP per capita, current US$
Federated States of Micronesia 4072
Republic of the Marshall Islands 6651
Palau 10500

Sources: WDI, World Bank staff estimates.

COVID-19 led to recessions in the Feder-

ated States of Micronesia (FSM), Repub-

lic of the Marshall Islands (RMI), and

Palau. Economic activity remained sub-

dued in FY22, and to gain momentum

from FY23 onwards as international trav-

el returns. Short-term fiscal surpluses are

projected for FSM and RMI, and smaller

deficits for Palau. While the agreement

was reached with the US on the renewal

of Compact-related fiscal transfers, struc-

tural reforms are needed to enhance fiscal

sustainability and support growth.

Key conditions and
challenges

COVID-19 outbreaks in FSM and RMI in
the second half of 2022 delayed border re-
opening plans. The outbreaks were swiftly
contained, allowing borders to fully re-
open. However, tourism is yet to recover,
with the visitor arrivals in Palau in 2022 at
only 10 percent of pre-COVID levels. In the
short term, the key challenges facing the
North Pacific include: (1) elevated global
food and energy prices; (2) slow recovery
of tourist arrivals (particularly in Palau);
and (3) fiscal risks.
Although the North Pacific countries have
come to an agreement with the US on a new
fiscal chapter of the Compact, there remains
several challenges that can hinder long-
term fiscal sustainability. First, details of the
new fiscal chapters are not yet public, so it is
unclear if the shortcomings of the previous
agreement have been addressed. Second,
the fiscal chapter is not in perpetuity and
will expire again, subject to negotiations.
Third, the new agreement can lower the in-
centive to enact meaningful fiscal reforms,
especially in FSM and RMI where the re-
form agenda has been slow.
Despite the renewal of the fiscal chapter
of the Compact, reform-based fiscal adjust-
ments, such as domestic revenue mobiliza-
tion and expenditure rationalization, are
likely to remain important. Natural disas-
ters and climate change also pose a threat
to livelihoods. Finally, governments need
to implement structural reforms to ensure

a sustainable economic recovery that sup-
ports the livelihood of the bottom 40 per-
cent of households. However, the lack of
recent household data makes it challeng-
ing to monitor development progress and
the impacts of shocks and limits the poten-
tial for evidence-based policy.

Recent developments

Strict border closures and related trade dis-
ruptions in the past three years curtailed
construction activity, transport, and do-
mestic consumption in the North Pacific. In
FSM, the pandemic led to three years of re-
cession in FY22, with a cumulative output
contraction of 5.7 percent in FY20-FY22. In
RMI, after a contraction in FY20, fish ex-
ports supported an economic expansion of
1.1 percent in FY21. Inflation rose rapidly in
FY22, reaching 5.3 percent in RMI and 5.8
percent in FSM. Large parts of FSM and RMI
fiscal revenues have been protected from
the downturn in domestic activity, particu-
larly donor grants and fishing revenues.
Pending the release of FY22 fiscal data, FSM
and RMI registered fiscal surpluses of 1.5
percent and 0.7 percent of GDP in FY21, re-
spectively. Consequently, government debt
declined to 22 percent of GDP in RMI and to
15 percent in FSM.
In Palau, the pandemic has severely im-
pacted the economy with a third year of
consecutive recession in FY22. The tourism
industry and its related business activities
(around 40 percent of GDP) have been cur-
tailed and trade flows are severely disrupt-
ed. GDP is estimated to have contracted
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FIGURE 2 North Pacific Islands / Consumer price inflation
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further by 2.8 percent in FY22, with
tourism arrivals remaining subdued due to
a lack of direct flights from major destina-
tions. Inflation surged in FY22 to over 12
percent due to higher food and fuel im-
port prices which form a large share of
household spending. The fiscal deficit re-
mained sizeable at over 9 percent of GDP
in FY22 due to a decline in non-grant rev-
enue as economic activity slowed. This
deficit has been financed by concessional
external borrowing, which is estimated to
have raised general government debt to
around 90 percent of GDP from around
39 percent in FY19.
Poverty in the Palau and FSM is expected
to have risen relative to pre-crisis levels.
The sharp economic contraction in FY20
and FY21 led to formal-sector job losses
and lower demand for goods in the infor-
mal economy. For Palau, the disruption in
tourism activities likely led to increased
vulnerability for households employed in
the sector. For FSM, many households re-
ly on annual remittance inflows that are
estimated to have dropped in FY21 and
are expected to remain depressed in
FY22. However, in RMI, poverty is pro-
jected to have fallen from 2020, given that
a decline in GDP in 2020 may not have
been as strong as a decline in population.
In FSM, poverty reduction is likely to be
slower, given that a return to economic
growth is not projected until FY23.

Outlook

The projected global high inflation and
modest growth in 2023 are expected to
lower economic growth prospects in the
North Pacific. With all major economies of
the world – the US, Euro area, and China
- expected to slow down, the softening of
aggregate demand in major trading part-
ners does not bode well for the North Pa-
cific Countries, especially for tourism-de-
pendent Palau. Given t FSM and RMI’s re-
liance on fish exports, economic prospects
will depend on the terms of trade. In FY23,
FSM’s economy is projected to expand by
2.9 percent, and RMI’s economy is expect-
ed to grow by 1.9 percent. While GDP in
RMI is expected to have recovered to its
pre-pandemic level in FY22, it is not ex-
pected to do so in FSM until FY24. In line
with easing global food and energy price
prices, inflation in FY23 is expected to sub-
side to 3 and 3.7 percent in FSM and RMI,
respectively. In FY23, Palau is projected to
grow by 12.3 percent, on the back of robust
recovery of tourist arrivals to around 50
percent of the pre-crisis level. However,
GDP is projected to remain on a lower tra-
jectory until tourist arrivals reach the pre-
pandemic level in FY24. Inflation in Palau
will remain elevated in FY23 at 8 percent
due to higher food and fuel import prices.

Fiscal surpluses of 1.6 percent and 1.3 per-
cent of GDP are projected in FSM and RMI
for FY23, as fiscal stimulus is unwound
and grants from donors are sustained. An-
other large deficit of 4.1 percent is project-
ed in Palau in FY23, as non-grant revenues
remain below pre-crisis levels.
The outlook is subject to significant down-
side risks. First, international food and en-
ergy prices could rise further or stay ele-
vated for longer than expected due to the
ongoing or deepening Russian invasion of
Ukraine. If growth in advanced economies
is slower than anticipated, projected recov-
ery in tourism may fail to materialize and
weaken growth prospects in tourism-de-
pendent economies. Finally, the region’s
vulnerability to natural disasters and cli-
mate change remains an important under-
lying adverse risk.
In RMI, the fiscal surplus is projected to
improve further to 2.2 percent of GDP by
end of FY24. Palau’s fiscal deficit is expect-
ed to gradually narrow, reaching about 1
percent of GDP in FY24 and FY25 due to
an increase in tourism receipts and full im-
plementation of the tax reform bill. Going
forward, although the finer details are cur-
rently unclear, a recently signed Memo-
randum of Understanding between the US
and FSM, RMI, and Palau about the fiscal
chapter of the Compact is potentially a
boost to the fiscal outlook in these coun-
tries beyond FY2024.

TABLE 2 North Pacific Islands / Macro poverty outlook indicators (annual percent change unless indicated otherwise)

2020e 2021e 2022f 2023f 2024f 2025f
Real GDP growth, at constant market prices

Federated States of Micronesia -1.8 -3.2 -0.6 2.9 2.8 1.3
Republic of the Marshall Islands -2.2 1.1 1.5 1.9 2.1 2.3
Palau -8.9 -13.4 -2.8 12.3 9.1 4.7

Upper middle-income poverty rate ($6.85 in 2017PPP)a,b

Republic of the Marshall Islands 31.3 28.3 26.9 25.7 24.1 23.0

Sources: ECONMAP, IMF, and Worldbank.
e = estimate; f = forecast.
Note: Values for each country correspond to their fiscal years ending September 30.
a/ Calculations based on EAPPOV harmonization, using 2019-HIES.
b/ Projection using neutral distribution (2019) with pass-through = 1 (High) based on GDP per capita in constant LCU.
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