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Annex 4: Streamlined Country Diagnostic’

The Systematic Country Diagnostic (SCD) covers a group of nine small Pacific Island Countries (PIC9)—
Kiribati, Marshall Islands, the Federated States of Micronesia, Nauru, Palau, Samoa, Tonga, Tuvalu, and
Vanuatu. The document updates the previous SCD, completed in 2016, and assesses emerging challenges arising
from the COVID-19 pandemic and increasing climate change risks. It refreshes the pathways identified in the earlier
SCD to reflect underlying structural constraints as well as emerging impediments to development now in the
foreground; the pathways to development are: (i) increased economic opportunities; (i) maximizing human capital
and its economic returns; and (iii) building more resilient incomes and livelihoods. As the PIC9 SCD Update shows,
while each country is unique, there are common challenges across the region. Moreover, development priorities
cannot be viewed in isolation—they are largely interconnected, with progress in one area depending on progress in
many others.

Small, remote islands with internally dispersed populations form an economic geography that imposes
structural constraints on both the private and public sectors. The PIC9 countries consist of small islands scattered
across a vast expanse of the Pacific Ocean—for example, Kiribati has a mere 120,000 people spread over tiny islands
that span a marine area as large as India. Economies of scale are limited, and costs associated with imports, transport,
and logistics are high. The PIC9 countries are largely left with a narrow set of key economic activities—tourism,
fishing, and agriculture. The limited economic diversity means increasing vulnerability to external economic and
disaster risks. These challenges translate into a common set of macroeconomic outcomes; nearly all PIC9 countries
suffer from high public spending, large trade deficits relative to the size of the economies, heavy reliance on external
flows (such as foreign aid and/or remittances) to fund deficits, and elevated risks of debt distress due to low debt-

carrying capacity.

Another consequence of the Pacific Islands’ economic geography hampers development—frequent and
intense natural disasters, exacerbated by climate change. The Pacific Islands have very high exposure and
vulnerability to the climate change impacts on land, marine, and water resources and climate-sensitive livelihoods.
Increased sea levels and storm surges threaten to exacerbate coastal inundation, cause shorelines to retreat, and
increase saltwater intrusion into freshwater aquifers and potable water. Environmental risks impede the accumulation
of productive infrastructure, put pressure on fiscal balances, and shift attention and resources from other fundamental
development activities.

The combination of distance and dispersion raises the cost of delivering public services, particularly health
care and education. High transportation costs make imported inputs, including medical equipment and supplies,
more expensive. Moreover, skill shortages in the local labor market constrain effective public service delivery. Given
these unique Pacific characteristics, governments must decide the range of services offered in each region. They must
also decide to whom these services will be provided, how they will be provided, and how they will be funded. Making
these decisions will often involve difficult tradeoffs between equity, efficiency, and other objectives.

Recent events have made some of these development challenges more pressing and others more nuanced. By
imposing travel restrictions and other measures, most PIC9 countries managed to delay COVID-19 infections until
the start of 2022. Postponing infections did not prevent widespread disruption in the PIC9 economy, with tourism-
dependent countries suffering the greatest blow. The pandemic’s economic toll, in addition to the inflation spikes seen
since Russia's invasion of Ukraine, pointed to the need for broadening economic opportunities. COVID-19 also
highlighted the Pacific region’s vulnerability to future external shocks—those related to health as well as to the global
impacts of economic shocks and climate change. Better service delivery will be key to improving the readiness to
respond to unforeseen events that disrupt the regional economy.

With PIC9 countries needing to jumpstart growth, COVID-19 and greater disaster risks have demonstrated
the importance of connectivity and building resilient economies. Limited physical and digital connectivity
between countries, population centers, and outer islands are key constraints that slow expansion into potential new
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areas of economic activity as well as limit access to global knowledge. Resilience can help broaden the economic base
and mitigate the economic and human costs of unexpected economic and health shocks and natural disasters. It can
be built through risk reduction; financial and fiscal buffers; and improvements in the business climate, labor mobility,
education, health, and social protection mechanisms. Addressing connectivity and resilience are complements to
structural reforms and investments designed to improve access to markets, jobs, and critical public services.

The PIC9 SCD Update complements the 2050 Strategy for the Blue Pacific Continent. Through the Pacific
Island Forum (PIF), Pacific leaders have recognized that building a strong and resilient region is critical for sustainable
development. Pacific leaders are now developing their 2050 Strategy for the Blue Pacific Continent, which focuses
on the need to ensure collective action on social, cultural, environmental, and economic integrity. Many of the
elements of this PIC9 SCD Update complement thematic areas set forth in the 2050 Strategy.

Along with greater development needs has come greater development partner support, which presents
benefits and challenges. Australia, New Zealand, China, Japan, the EU, the United States, and other bilateral and
multilateral partners have promised increased financial and technical support to the region on top of already substantial
flows. Given the inherent challenges the Pacific region faces, aid is expected to be an ongoing and increasing source
of finance. Grants to the Pacific grew over 7.8 percent annually from 2011-20. The Pacific region is among the highest
recipients of grant aid as a share of GDP among other small island developing states and lower middle-income
countries.

Increasing Economic Opportunities

Enhancing economic opportunities starts with industries already making significant contributions to PIC9
economies—tourism and fishing. Tourism is likely to remain a key driver of economic growth and source of
livelihoods. As the industry recovers from the pandemic, the challenge will be to reset tourism positively, focusing on
the goal of building a sustainable, inclusive, and resilient sector. Demand will be key. Investments in marketing,
promotion, and product development should be paired with those in digital transformation at the government,
destination, and business levels. Countries getting a large share of their incomes from ocean fisheries fared much
better during the pandemic. The system of tuna-fishing permits serves as a model for cooperation among PIC9
countries. They could further increase the permits’ value by extending fishing rights over larger areas or longer times
and by making permits transferable among purchasers. Estimates of potential added revenue range from 1 percent to
8 percent.

With limited domestic opportunities, international labor mobility is an important path for delivering
significant and pro-poor benefits in PIC9 countries. Working overseas confers benefits to migrants, their
households, communities, and sending and receiving countries. In the PIC9 countries, remittances are a significant
income source that helps bring many households out of poverty. During COVID-19 migrant remittances provided
much needed financial support to the region, despite travel restrictions. With borders reopening, sending countries
could expand opportunities by targeting the skill enhancement required under existing schemes and focusing on new
destinations, such as Canada and Korea. Australia and New Zealand now mostly recruit skilled labor for permanent
migration, but greater openness to all forms of potential PIC9 migration would be a boon to sending and receiving
countries.

Digital transformation holds great promise for PICs. Considering the Pacific Islands’ small, dispersed populations
and vast distances, the shift to digital has significant potential to reduce transaction costs, create jobs, support
innovation, and expand access to services and markets. Fixed broadband networks are critical for stable, high-capacity
data transactions, such as online education, e-commerce, video streaming, and enterprise use. Increased public sector
investments in digital connectivity infrastructure—particularly middle- and last-mile fiber optic networks—are critical
to PICs overcoming the “tyranny of distance.” The focus must be on reducing the digital divide by expanding
international connectivity and local broadband services to outer islands and remote communities. However,
infrastructure alone won’t be enough. The PIC9 counties also need to prioritize support for the development and
adoption of whole government digital strategies focused on laying the foundations for priority digital public services,
such as education and health care. They also need to accelerate work on enabling legal and regulatory frameworks for
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digital services and removing barriers to inclusion.

Maximizing Human Capital and its Economic Returns

Access to basic health and education is fundamental to improving human development and livelihood
opportunities, increasing productivity and potential for labor mobility, and responding to resilience challenges.
By international standards, PIC9 health budgets receive a high share of government resources, in part due to their
small size and geographic constraints. However, the region still faces serious health challenges—for example,
persistently high incidences of chronic non-communicable diseases (NCDs) like diabetes. Health outcomes could be
improved through allocative efficiency that directs more to preventative measures, such as policies that encourage the
availability of and access to healthy foods. In strengthening health financing, the largest source of future investment
is likely to be efficiency gains in the use of existing resources. In education as in health care, PIC9 spending is high
by international standards. Even so, poor learning outcomes remain a significant challenge. Expanding and improving
early childhood education is one key area identified that will give students a better grounding in fundamentals like
reading. Programs to enhance teaching skills across all grade levels are showing good results.

As the Pacific Islands look for additional sources of future job creation, it will be critical to ensure women can
take advantage of employment opportunities. Women are less likely to have formal jobs than men, with
detrimental effects for both their welfare and the economy. Instead, women are more likely to take informal jobs, often
in subsistence agriculture and petty trading occupations that are lower paid and more vulnerable. Improving women’s
labor market prospects will require favorable legal and policy environments, reducing barriers and vulnerabilities that
inhibit work, and encouraging education in skills relevant to the job market. PIC9 countries suffer from high rates of
GBYV, and gains in women’s employment with effective legal and support systems will support greater safety and
empowerment.

Building More Resilient Incomes and Livelihoods

Emergency preparedness and response systems need strengthening to ensure greater resilience to ongoing and
future risks. Progress is needed in three key areas: (i) development of disaster and financial risk management policies,
with planning tied to contingent financing; (ii) facilitating the market for other disaster risk financing products
(including insurance) to meet the emergency needs of households, the private sector, and governments; and (iii)
strengthening policies and legislation linked to climate resilient investments. Climate smart investments could include
resilient infrastructure and climate-informed settlement policies and management plans. Social protection to mitigate
the impact of shocks would benefit from adaptive approaches that reduce reliance on informal safety nets in favor of
universal systems that are responsive to shocks and protect vulnerable households. Key features include early warning
systems, long-term financing, and digital tools for scale and speedy response.

Agriculture and coastal fisheries play important roles in providing employment, meeting the subsistence needs
of the poor, and mitigating economic shocks. However, a lack of income diversification means households are
extremely vulnerable to shocks in agriculture itself (e.g., droughts, floods, and tropical cyclones) as well as to long-
term changes to agricultural and fishery productivity due to the cumulative effects of climate change. Tourism might
hold the key to more resilient farming and fishing industries. Tourists typically want to eat local but demand high
quality, making tourism sectors a substantial potential market for locally grown produce, marine products, and value-
added niche products. At present, most food consumed by Pacific Island tourists is imported. Agri-tourism based on
organic production systems and extensive and largely pristine coastal and marine resources may help support both
resilient food supplies as well as boost the tourism sector.

The COVID-19 pandemic and exposure to natural disaster risks has clearly demonstrated the vulnerability of
PIC9 economies’ heavy reliance on a narrow base of economic activities. While the current economic structure
can continue to produce modest future growth, events since 2019 have laid bare the importance of greater economic
diversification and resilience to shocks. The region will benefit from a more dynamic private sector that attracts
investment, as well as trades, innovates, and produces goods and services with greater productivity than today.
Strategies to improve the business climate should include reducing the regulations that increase the cost of starting
and operating a business, rethinking land-use and planning policies that stifle urban growth, using governance reforms
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and digital tools to lower the cost of trade, and developing financial market infrastructure and new financial products.

Fundamental Enablers: Strengthening Governance and the Business Environment

Public sectors play a larger role in the PIC9 economies than in most other developing economies, magnifying
the importance of good governance and stable public finances. Weaknesses in governance and public financial
management (PFM) systems undermine the efficient and effective use of resources. They are also linked to failures
in meeting goals, poor budgetary outcomes, and inadequate service delivery. Deficits and debt are potential problems
that are likely to flare up in times of economic shocks. More effective PFM systems with a combination of greater
transparency, increased capacity among finance, accounting, and procurement staff, and professional auditing
procedures would improve public sector efficiency and decision making. The path to sustainable public finances lies
through increasing domestic revenue, improving the efficiency of spending, and strengthening the rules and capacity
for managing liabilities and sovereign wealth funds. Current and accurate data are fundamental to good governance,
including PFM. The PIC9 nations’ common economic geography creates opportunities to explore cooperation in the
increasingly important data realm—for example, sharing regional best practices. Innovative approaches can help to
overcome specific challenges. For example, in PICs as elsewhere, phone surveys have been used to monitor the
socioeconomic impacts of shocks in a cost-effective and timely way.

PIC9 countries are highly dependent on external assistance, and recent geopolitical dynamics add another
layer of complexity to the existing fragility context. In the past five years, the Pacific has become the focus of more
intense strategic competition among geopolitical players. Given this and the inherent challenges the Pacific region
faces, aid is expected to be an ongoing and increasing source of finance. Heightened competition for influence in the
region may lead to a greater abundance of bilateral development assistance, which will require enhanced coordination
and capacity to absorb resources and greater monitoring and evaluation to ensure development impact. A less benign
impact may be increased policy uncertainty as established alliances are challenged.

PIC9 development priorities cannot be viewed in isolation—they are largely interconnected, with progress in
one area depending on progress in others. Tourism and agricultural resilience are closely linked. Good governance
and stable public finance underpin all aspects of increased economic opportunities, maximizing human capital and
building more resilient incomes and livelihoods. In turn, connectivity and the digital transformation are essential for
handling the information and data needed for better governance—plus global marketing for tourism, greater labor
mobility, better health care and education outcomes, and adaptive social protection systems. The many
interconnections underline the importance of whole government digital approaches that bring a wide range of
programs and systems into a single digital universe. Investments in digital infrastructure are needed to develop secure
government networks and data centers, cloud processing systems, data exchanges between systems, and shared
services.

A common economic geography means the PIC9 countries share many of the same challenges; it also provides
the basis for common approaches in meeting some of them. The Pacific Island countries increased revenues from
tuna fishing through collaboration under the Parties to the Nauru Agreement. The success has led to few other
significant cooperative ventures. Regional cooperation mechanisms like the Pacific Island Forum, working under
regional and global agreements, can help coordinate efforts to facilitate development on shared challenges under their
new 2050 Strategy for the Blue Pacific Continent. These efforts at greater regional cooperation and integration not
only depend on policy collaboration but on having sufficient, comparable, and credible economic data as a base for
dialogue.

Summing Up: Regional and Country Priorities

The SCD Update concludes with an analysis that prioritizes the key issues and constraints within a framework
that recognizes the differences among the PIC9 countries. The aim of this country-by-country review of priority
areas is to identify those solution areas that promise to yield the highest impacts on the World Bank’s support to
countries to achieve the twin goals of reducing poverty and promoting shared prosperity with a manageable number
of high priorities. Prioritization is carried out in a two-step process. The first step reviews the main issues identified in
the SCD against a set of prioritization criteria: direct impact on the sustainable twin goals; connection to other priorities
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(spillovers—indirect impact on goals); urgency given COVID-19, disasters risk, and climate change; time horizon
(immediacy of impact); evidence base; and feasibility. The step second applies the first considerations to each of the
nine countries to review the country-specific relevance of high priority issues. The aim is to limit the number of high
priority issues for each country to those most important with respect to making progress toward the twin goals.

The PICY countries face common issues, but each country faces unique challenges shaped by their
characteristics. Each country’s key characteristics and risks to help determine the most pertinent development
priorities are summarized in Table A6.1. Many of the underlying constraints and their consequences are common
across the region, but variation in their country characteristics will lead to different emphasis on development
priorities. These characteristics, the similarities and differences within the region, include:

a. Nearly all countries are extremely remote, meaning high transport costs and the need for greater investments
in digital connectivity and services.

b. Nauru, Palau, and Tuvalu have extremely small populations, which limits their capacity for private sector
opportunities and increases the size of the public sector as a share of the economy. All three countries suffer
from smallness and challenges in providing services.

c. Nauru, Palau, and Vanuatu are highly dependent on services, particularly tourism. Nauru is a special case
because its economy is nearly completely dependent on its Regional Processing Centre, funded under a
memorandum of understanding with Australia. Tourism economies will need to pay special attention to
strengthening health services as well as look to diversify economically, both within the tourism industry and
by creating linkages to agriculture and other sectors.

d.  All economies are susceptible to disasters and climate change, but due to underlying vulnerabilities Tonga and
Vanuatu will need to make disaster risk management an immediate top priority. Moreover, all maritime
economy sectors that depend on natural resources face threats that impact their resilience. Growth of those
sectors requires efforts to improve environmental sustainability and resilience to climate change.

e. Fiscal sustainability and risk of debt distress is a concern for all countries, albeit for some more than others.
However, all countries will need to pay close attention to financial risk mitigation measures and revenue
mobilization, including those in the US Compact. Renegotiation of the agreement will likely imply more fiscal
independence.

f.  Among the other common high priorities are better health care (particularly addressing NCDs), improving
quality of education, greater women’s formal employment and empowerment, and improving the investment
climate.

Table A4.1: Summary of Key Underlying Characteristics by PIC9 Coun
Income Dependence
(& Human  Dependence on Fishing Risk of
per Capital  on Tourism License Debt
capita, Index* (% of GDP)® Revenues (%  Distress’
of GDP)°

Distance Relianceon  Reliance
to wage on aid

markets remittances  flows (%

(km)! (% of GDP)*  of GDP)}

Country

Population'

Tuvalu
Vanuatu
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KEY:
Importance

Notes: (1) See A-3; (2) see figure 25; (3) see figure 1; (4) see figure 30; (5) see Table 3; (6) WDI and National Budgets, average FY 18-FY21; (7) see Table 7.

The region and country-specific high-priority solution areas are summarized below (Table A6.2), taking into
consideration these country characteristics. The regional solutions identified in the first prioritization step are
represented by the rows of the table while the columns indicate the relative importance of each solution to each
country. Greater priority on tourism, for example, focuses on countries where tourism is currently high and/or there is
potential for future growth. Expanding opportunities in oceanic fishing is particularly relevant to those PIC9 countries
in the Western and Central Pacific Ocean, accounting for more than 25 percent of global tuna catch. Oceanic fishing
and many other priorities benefit from regional action or coordination. For example, options to increase oceanic
fishing revenues, outlined earlier in the report, require coordination among Parties to the Nauru Agreement (PNA).
New technology offers the hope of cheaper and more frequent data to support evidence-based policymaking in the
region and monitoring of household welfare and policy outcomes; pilots in one country, such as High Frequency
Phone Surveys used during the COVID-19 pandemic, can determine how to apply new methods within the region
and be extended to other countries, while economies of scale in design, development, and procurement could reduce
costs further. Emergency preparedness and response systems need strengthening at the country and regional levels to
ensure greater resilience to ongoing and future risks. This will involve improvements in legal and institutional
frameworks, equipment, personnel, information management, and facilities.
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pecific Development Priority Solution Areas

Pathway 1: Increasing economic opportunities
Revitalize and
realize
sustainable
tourism

+ Expand
opportunities in
oceanic fishing

Enhance labor
mobility
opportunities

Improve digital
connectivity and
services in
private and
public sectors

pital and its economic returns

Improve quality
of education and
increase access




to secondary and
higher education

Strengthen
health systems
to improve
coverage and
resilience
Increase
women’s paid
employment and
reduce gender-
based violence

FSM Y11 PLW KIR NRU TUV WSM TON VUT
+ Strengthen
climate and
disaster risk
policies and
build resilient
systems

Develop
adaptive social
protection
systems




Strengthen
resilient
agriculture and
fisheries for
small-scale
operators

Enhance
economic
infrastructure
and investment

climate under
GRID

Improve public
revenue and
expenditure
management

Ensure
macroeconomic,
fiscal, and debt
sustainability

RMI
Fundam

PLW

ental enablers: Si

KIR
engthening governance and the business environment




+ Explore
technologies to
fill data and
knowledge gaps

* High priority from 2016 + High regional priority
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