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EXECUTIVE SUMMARY

Evaluation purpose. This special evaluation study (SES) assesses the effectiveness of
Asian Development Bank (ADB) support for public sector reforms in Pacific developing member
countries (DMCs). The SES addressed three key questions: Was ADB support relevant to
Pacific DMC reform needs? Was ADB’s approach to supporting reforms in the Pacific and use
of the program loan modality and technical assistance (TA) effective? How can ADB improve its
support to Pacific DMCs for reforms? The SES evaluates 11 loans approved over 1996-2002 to
8 Pacific DMCs—2 in Micronesia (the Federated States of Micronesia [FSM] and the Republic
of the Marshall Islands [RMI]); 3 in Melanesia (Papua New Guinea [PNG], Solomon Islands, and
Vanuatu); and 3 in Polynesia (Cook Islands, Samoa, and Tonga).! The SES considers how
reform processes and political economy factors have influenced the reform agenda, design, and
results of ADB'’s support; and recommends ways to improve ADB'’s future support for Pacific
DMC reforms and development.

Evaluation approach. The evaluation followed the Independent Evaluation
Department’s evaluation guidelines, principles, and procedures—with emphasis on the reform
process from a political economy perspective. The approach involved identifying issues that
positively or negatively affected the core political economy factors of reform, specifically reform
ownership, the capacity of institutions to implement reforms, and their combined effect on risks
and uncertainties to reform commitment. To understand the extent of reform ownership and
capacity to implement, the reform process was assessed. This included factors that influenced
formulation of the reform agenda, managing complexity, endorsing reforms, implementing
reforms, and sustaining reforms. To accomplish the evaluation using this perspective, the SES
combined a desk analysis of macroeconomic, mesoeconomic (e.g., economic structures and
institutions), and microeconomic conditions prior to and after reforms; a program loan results
indicator trend analysis; and in-country interviews and consultations with over 140 stakeholders
to understand their perceptions on reform relevance, processes, and effectiveness. The team
also consulted with other development partners that provide support to Pacific DMCs.

Initial conditions. Economic conditions and performance prior to the reform programs
were generally weak and deteriorating in several countries. Pacific DMCs, seven of which are
considered weakly performing states, generally exhibited slow economic growth and some had
negative economic growth in the 1990s. Average annual gross domestic product (GDP) growth
during the 1993-1997 pre-program period was 1.1%, compared to 2.6% during the 2002—-2007
post-program implementation period (the last program loan included in the evaluation was
approved in 2002). GDP growth rates were higher in some South Pacific countries. GDP per
capita varies significantly between countries, from about $803 in Vanuatu to $5,584 in the Cook
Islands. Large savings—investment gaps are characteristic of most countries. Inflation was
relatively low until 2007 when rising oil and food prices led to rapid increases in inflation rates
and triggered near crises in some countries. Large trade deficits pervade, with low export levels
that reflect low domestic value added and dependence on imported foods. With the exception of
PNG, public (especially in Micronesian countries) and private transfers (especially in Polynesia)
accounted for a substantial share of current account inflows.

Pacific developing member country constraints. Melanesian countries have relatively
large land areas relative to population, but the Micronesian and Polynesian countries studied
have small land resource bases and are generally remote—many with sparse, dispersed

! Micronesia, Melanesia, and Polynesia are not formal subregions of the Pacific Islands; the groupings reflect
location, historical, and social similarities.



populations throughout their numerous islands—which gives rise to diseconomies of scale and
high costs of accessing domestic and especially export markets. In the 1990s, economies
tended to be inward looking in terms of growth and development. Pacific DMCs became
independent relatively recently, and building of modern institutions was work in progress when
ADB support for reforms began. Governments are the dominant player and the largest employer
in the Micronesian countries covered in the evaluation—largely financed by transfers from the
United States under the Compact of Free Association. However, these transfers were
significantly declining through the 1990s, reducing public expenditure and increasing pressure
to reduce the size of government. The pervasiveness of government was not as dominant in the
Melanesian and Polynesian countries. However, excessive intervention in private goods
provision, while seen as responding to market failures, led to inefficient operation of monopolies
(government-owned and natural) that were a drain on public resources and constrained private
sector response. Nevertheless, the provision of physical infrastructure and public services was
insufficient and inefficient. Skilled human resources, education, and training—except in
Polynesia—remain relatively low, affecting public and private sector performance. Reconciling
cultural diversity, the role of traditional leadership, and pro-reform and less supportive patronage
systems within each country and in the region also presents a challenge for the institutional
development processes. Constrained by limited public finances and access to local private
financial capital, and thus limited domestic capital formation, Pacific DMCs have relied on
external sources to finance growth and development.

ADB strategies. In the mid-1990s, ADB, in discussion with other development partners,
developed strategies to tackle constraints to reform and development. These strategies focused
on (i) creating an enabling macroeconomic environment; (ii) reducing the size and raising the
productivity of the public service; (iii) creating an enabling environment for the private sector,
and lowering costs for domestic and foreign business; (iv) increasing returns from productive
sectors; and (v) regional cooperation, including resource management, trade, and
transportation. In 1995, the Pacific Regional Department (PARD), then called Office of Pacific
Operations, produced its first strategy covering operations in the Pacific for 1996-2000. In
support of developing strategies for Pacific DMCs, ADB supported analytical work in the Pacific,
much of which underpinned the rationale for supporting reforms leading to program loan
formulation. In 2000, PARD prepared a new strategy, which included lessons from the 1996—
2000 strategy, including the need to enhance DMC ownership of policy reform and investment
programs.

ADB support. Partly due to the decline in official development assistance transfers to
the Pacific in the mid to late 1990s, Pacific DMCs turned to agencies such as ADB to finance
reforms and development. This was further justified by the suitability of the program loan
modality for financing specific reform costs. ADB became the largest lender to the region,
addressing both public investment constraints and facilitating the removal of systemic
inefficiencies through reform. In line with the Pacific strategy and country needs over 1996—
2002, ADB approved 11 program loans supporting public sector reform to 9 Pacific DMCs: Cook
Islands, FSM (2 program loans and a related project loan), Nauru, PNG, RMI (2 loans), Samoa,
Solomon Islands, Tonga, and Vanuatu.

Getting reforms on the agenda. Reform agendas in each Pacific DMC supported were
initiated by incumbent governments. Individual reform programs varied in detail, but they
generally addressed three areas: (i) sound fiscal and financial management, (ii) improved public
service delivery, and (iii) enhanced environment for private sector development. Improved
macroeconomic management was a relevant response to current or imminent fiscal crises and
sluggish economic growth. All countries (except Samoa, which had earlier addressed a severe



fiscal crisis) were faced with persistent budget deficits, some of which had reached crisis
proportions. Most of the Pacific DMCs had large public services that budgets could no longer
afford. Public sector productivity and service delivery reforms were related to the worsening
fiscal situation, but even prior to the reforms the provision of most public services in the Pacific
DMCs were deemed inefficient, and improving public service efficiency and delivery of services
was a relevant agenda item. A third area was to reduce the role of the public sector in the
economy and to enhance private sector development. ADB helped develop the reform agenda
in all countries through TA and consultations. The degree to which the efforts built on an
existing reform agenda, versus being developed by ADB, was a factor in determining local
ownership and commitment to reform. The type and degree of consultation across countries
varied together with the degree of ownership and commitment.

The main reform agenda driver was a fiscal crisis—current in the case of the Cook
Islands and Vanuatu, imminent in the case of the FSM and RMI, and on the horizon in PNG and
Tonga. The exception was Samoa whose financial sector reforms followed earlier fiscal reforms.
Elsewhere, fiscal stresses hastened the need for reforms and prioritized immediate fiscal
reforms. However, the dominance of the public sectors and structural imbalances in the
economies dictated the need for reducing the size of the public sector and efforts to encourage
growth in the private sector. ADB’s analysis of economies and pending crises and
understanding of government reform priorities identified a wide range of needed and relevant
reform areas. Consultation with officials, politicians, and other stakeholders was carried out,
although urgency led to contracted consultation in some cases. Greater emphasis was placed
on economic diagnostics over institutional and organizational assessment.

Managing complexity. The sequential order, timing, and optimal pace of specific
macroeconomic, structural, and institutional reforms are important for conceptual and practical
reasons. A sequenced approach to reforms was largely accomplished in Samoa, following the
Government’s own macroeconomic and structural reform road map. For other countries, the
reform programs’ focus on downsizing the public sector to reduce expenditure, revenue-raising
measures, and tax administration improvements (all designed to help attain fiscal stability) were
considered necessary and urgent. However, several program loans had complex agendas that
tried to accomplish too much simultaneously. Reform programs were mostly planned for
implementation over 3 years. Some measures could be accomplished in the short term (e.g.,
budget cuts to reduce deficits quickly), but institutional and public enterprise reforms needed 5—
10 years to implement.

To achieve shorter-term gains from fiscal balance and longer-term fiscal sustainability,
Pacific DMCs appreciated that there would be short-term hardships, particularly for those
retrenched from the public service and as a result of reform of state-owned enterprises (SOES). It
was recognized that these costs had to be borne if the economies were to be set on a better
growth path. To mitigate the short-term negative social and economic impacts from the reform
process, and in some cases to create needed fiscal space for improved public spending, program
loan funds were provided and justified use of the program loan modality. However, covering
reform costs and support from pro-reform governments and “champions” (pro-reform leaders or
patrons) did not always overcome the complexity of reforms—in some cases they lost subsequent
elections. For example, the assumptions that redundant public workers would be absorbed into
the private sector and that structural shifts would occur even over the medium-term were not
realistic given the lack of systemic advice and training for retirees and laid-off workers as part of
the reform program. Thus, aspects of the short-term negative effects of reforms were
underestimated or poorly managed, with incorrect assumptions made.



Attention was given to the preparedness of key oversight agencies such as departments
and ministries of finance, economics, and planning. However, less attention was paid to the
capacity of agencies, such as public service commissions, which are at the center of civil
service reform; and insufficient analysis was made of how to implement such institutional
reforms. Introducing reforms, such as performance orientation in public service, requires
attitudinal changes and medium- to longer-term horizons. At the time, there was less consensus
on the most effective ways to improve the private sector environment, both on the part of Pacific
DMCs and within ADB—partly because of the political implications of reducing existing public
sector roles in private goods’ production and uncertainty over private sector responses.
Privatization and reform of SOEs was a common feature of reform programs but took longer to
materialize than expected or else stalled.

ADB played a key role in donor coordination, helping to explain the need and nature of
the reforms, encouraging funding support, and holding several consultative group meetings.
Cofinancing was limited and most development partners provided parallel assistance. Despite
early development partner coordination, there were instances where ADB’s role needed to be
clarified over time. For example, ADB program loans financed retrenched public servants under
the downsizing program, which could not be funded under the Compact of Free Association with
the United States. This justified the initial ADB support. However, a complication for
coordination arose when new development partners (such as Taipei,China grants to the RMI)
provided unconditional development aid that, in effect, financed reversals of public wage bill
restraints. The relative roles and effects of such transfers from development partners need
careful consideration when determining respective development partner roles, as this can affect
initial assumptions and increase risks to future commitments. Overall, better coordination
between development partners was needed.

Endorsing reforms. Conditionalities can be the outcome of long periods of consultation
and discussion that result in setting out a mutually agreed package of measures to achieve the
chosen objectives of the program. Conditionalities can also take on an administrative function for
loan implementation, including preconditions or actions for loan release compliance that trigger
access to the next credit tranche. Excessive use of fixed policy conditionalities and policy actions
(in the case of the Cook Islands, there were 124 policy actions and 44 tranche conditions),
together with rigid implementation time frames, is not a realistic perspective for implementation. Of
second tranche conditions, 49% were complied with (including the cancelled program loans to
PNG and Solomon Islands), suggesting that governments had difficulty implementing the second
phase of policy actions and conditions. As experienced elsewhere in ADB program lending,
second and third tranches tend to experience delays—partly because realization of the
implications of reforms caused hesitancy, or because of the complexity of the steps needed to
fulfill a requirement such as difficult legislation. The deeper the change in the rules and incentives,
the longer the time needed to make changes, let alone achieve a behavioral response.

Implementing reforms. Overall, funds were used by governments in the initial stages of
program implementation and for their intended purposes. Economic management programs
involved fiscal reforms to reduce or reverse budget deficits. Short-term fiscal targets were often
achieved, entailing expenditure cuts and revenue raising measures, although the latter were
only partly achieved in Micronesia. Elsewhere, measures to increase domestic revenue
generation were implemented, with regulations developed and passed, and were relatively
resilient. Fiscal management measures usually involved public service downsizing, mainly to
help reduce expenditure; targets were generally met in the Cook Islands, FSM, RMI, and
Vanuatu. In most cases, reform targets for public service delivery were not sufficiently strategic,
given the lack of a longer-term view of a future public service focused on core activities. While



employment and expenditure reduction targets were achieved within the life of programs,
employment and wage bills crept back up, in some cases exceeding previous levels.

Strengthening public expenditure management was a component of most reform
programs, and several governments introduced a form of performance or output budgeting. This
initiated the first steps in improving allocative and expenditure efficiency. However, to analyze,
plan, and effect budget realignments requires time and skills, significant policy decisions, and
systemic institutional improvements. Voluntary retrenchment approaches can also undermine a
reform agenda for public service improvement, as many qualified and experienced retirees
availed of packages, left the civil service, and often emigrated. Overall, recurrent expenditure
issues were addressed during implementation, but realignment for improved sector service
delivery at line agency level was not significantly addressed.

A remaining institutional constraint in Pacific DMCs is their relatively limited, systemic
capacity to manage reforms. The reform programs were more successful in Pacific DMCs
where existing capacity levels were stronger, particularly in economic, financial, and
development planning. Capacity development, therefore, formed a critical component of the
reform programs. TA to support reforms was perceived as useful by respondents but tended to
support policy advice and implementation support rather than organization-level capacity
development, especially how-to aspects of reform. Individual-level capacity development
through training was evident in most countries, but needed structural and institutional capacity
development results, targeting organizational structures and institutional change, were limited,
especially in line agencies. Better understanding is needed of the wider needs for institutional
capacity development, including the role of nontraining support for processes and organizational
change and change management processes needed to effect public sector management
improvements and reforms.

Sustaining reforms. Most reform programs achieved the immediate need to stabilize
finances at the macroeconomic level, but the sustainability of outcomes over the medium and
longer term outcomes was mixed. Government expenditure as a proportion of GDP has seen a
small decline in most countries, but after initial reductions, wage bills have in some cases
increased again to unsustainable levels, particularly in the FSM and RMI. Budget deficits have
reemerged in the FSM and RMI but improvements have been made in Cook Islands, Samoa,
Tonga, and Vanuatu, with budget surpluses being maintained. The FSM and RMI remain grant
dependent but program loans supported the establishment of trust funds to help prepare the
countries for fiscal independence in 2023 when the Amended Compact of Free Association
expires. In Melanesian and Polynesian countries, tax income became the main revenue source.

Public financial performance assessments carried out for the Cook Islands, Samoa,
Tonga, and Vanuatu note that budget preparation and economic planning processes are
generally adequate, but there is room for improvement in timeliness and accuracy. Although the
ministries of finance in Polynesia have relatively good skill levels, institutional capacity for policy
making, planning, and service delivery remains weak. However, despite several follow-on TA
projects, there is still a serious shortage of local expertise in high-quality economic policy advice
in Pacific DMCs. This suggests that TA provided together with the reform loans have not met
capacity development expectations and designs were not sufficiently systematic, tending to
provide short-term training to individuals rather than considering the needs for longer-term
institutional capacity development.

Cultural aspects, and both positive and negative patronage networks, were not
sufficiently considered. In PNG, traditions such as the wantok system of social obligations
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toward kinsmen are not necessarily consistent with modern public sector governance systems.
Incompatibility between traditional customs and modern institutions sometimes affected the
envisaged reform progress. Elsewhere, vested interests that opposed reforms (such as SOES)
and budget realignments and management also slowed reforms. Having a champion, including
traditional leaders or patron (such as in the RMI), for a reform program is often cited as a key
factor in the success of reform programs. However, reliance on a single champion or patron can
have negative impacts if the champion is no longer in authority. Changes in government during
and after program loan implementation periods affected the sustainability of reforms in the RMI,
some FSM states, and Solomon Islands. Public consultation during reform design,
implementation, and post-program follow-up is needed to ensure wide understanding and
transparency of the intent of reforms.

ADB programs supported reforms to improve public sector efficiency, but the impact of
reforms for private sector development has so far been modest. The reduction in the size of
government may have reduced crowding-out effects in some economic sectors, but efforts to
stimulate the private sector through specific institutions and incentive improvements have
yielded modest results overall. In Polynesia, there is a better climate for investors, and a few
key success stories, but key constraints remain (small markets, lack of resources, and high
utility costs). Public enterprise reforms have not been implemented as envisaged in the FSM or
RMI, but have made some recent progress in Vanuatu and the Polynesian countries. In all
countries, legal and policy improvements were made to improve the enabling environment for
private sector development, but effects have had a limited impact on private sector growth to
date. Domestic investment and foreign direct investment remain relatively small in all countries
and trade deficits persist in Micronesia and Polynesia, although external debt has been reduced
in all countries. Overall, the structures of the economies have not changed significantly as a
result of the reforms. Nevertheless, tourism has emerged as a growth source in the Cook
Islands, Samoa, Tonga, and Vanuatu; and remittances are increasingly important in supporting
the current account in several countries.

Evaluation. Overall, support for Pacific DMC reforms is rated “relevant”. Sound
economic diagnostic work helped to deepen understanding of constraints facing Pacific DMCs
and identify relevant reform needs. Program-backed reforms were generally high on
government agendas, but variable understanding of measures and complex designs risked
sustained commitment. Programs varied in the realism of the steps and time required for
institutional capacity development, generally underestimating needs and reflecting optimistic
assumptions on private sector response. Program formulation and implementation were
coordinated with key development partners, but would have benefited from greater country
leadership of the coordination process.

Overall, ADB assistance was rated “less effective”, with significant variation between
“less effective” ratings in some countries and substantial effectiveness in other countries.
Programs often achieved short-term fiscal and financial outputs and outcomes, but public
service delivery and structural transformation objectives were elusive. Program finance,
including counterpart funds generated from loan proceeds, was used to address the causes of
immediate fiscal problems and initiate reduced dependence on external transfers, but progress
has not met expectations in several countries. Institutional capacity development outcomes in
economic and public financial management and line agency public service delivery were partly
realized or not realized.

Outcomes were influenced by the depth of initial ownership of specific reforms, and later
by varying levels of institutional capacity to implement reforms. Cultural and traditional
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perspectives and related behavioral factors affected reform progress. Wavering support for the
reform agenda, complexity issues, delays in endorsement of reforms, and unforeseen
implementation issues influenced the degree of domestic support for initial policy choices and
ownership, which reshaped the reform approach and content in some cases. Lack of follow-
through and continuity by ADB on policy support, and the slow shift to investment lending,
contributed to aggregate negative net transfers to Pacific DMCs since 2002—some of which are
fiscally stressed but continue to have sovereign loan repayment commitments. TA often
provided the necessary support for reform agenda formulation and implementation but capacity-
building efforts at the institutional level were less effective, which in part reflects the need for
improvements in ADB TA design and management.

ADB assistance is rated “efficient” overall, but less so in some Melanesian and
Micronesian countries because of delays as well as unrealized benefits and efficiency gains.
Supported by prior TA, program loans were prepared on schedule, but implementation
efficiency was lowered by delays in meeting second tranche conditions and wavering
commitment by some previously pro-reform governments. Program loans implemented to
address urgent fiscal problems were accomplished in the short to medium term, but reform cost
mitigation and required complementary institutional capacity development were only partly
addressed, delaying realization of the reform benefits.

The impact of reforms supported by ADB is rated “modest” overall—with a lower impact
in Melanesian and Micronesian countries and in public service delivery and economic
transformation, but substantial impact in Polynesian countries, and Samoa in particular. A key
impact of programs was the reduced short-term fiscal stress achieved in several countries,
although this progress was later reversed in some cases, and social costs of reform were only
partly mitigated. The expectation that the private sector would absorb retrenched public sector
workers was unrealistic because of the different skills and experience needed by private
businesses, limited training for retrenched public sector workers, and other constraints to private
sector expansion. Public service reforms take time and deliberate actions to effect, and a lag is
expected in realizing program benefits. The lack of a systemic approach to capacity
development also limited public service delivery reforms. Economic transformation and private
sector growth expectations did not occur in FSM and RMI, and private sector-driven growth was
modest and sector-specific elsewhere.

ADB assistance is rated “less likely sustainable” overall, ranging from “highly
sustainable” in Samoa’s financial sector reforms to “less sustainable” in the Micronesian
countries. Overall, ADB support for reforms to all Pacific DMCs is rated “partly successful’. By
region, program loans in Pacific DMCs in the Polynesian countries were “successful” overall.
Results were overall “partly successful” in the Melanesian and Micronesian countries that
received ADB support for reforms. The SES ratings for the Vanuatu Comprehensive Reform
Program improved slightly compared with program completion report ratings, while SES ratings
in FSM and RMI were comparable or declined since the results of fiscal reforms have
deteriorated.

Key findings and lessons identified. The following lessons from ADB efforts in
assisting the reform process are highlighted.

(1) Getting reforms on the agenda: (a) where ADB support for reforms was
embedded in the Government’s initial reform agenda, commitment was more
effective; (b) wide public and intergovernmental consultation on the reform
agenda facilitated better understanding of the reasons for reform, and expected
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benefits and costs; and (c) lack of consensus among stakeholders on the role of
government and core public functions and services in the reform agenda led to
wavering on reform commitments in areas such as SOE reform and some
privatized public sector functions.

(i) Managing complexity: (a) in small, close-knit developing island economies
where the public sector is the main source of economic activity, the politics of
reform can be complicated and needed close monitoring and regular dialogue;
(b) identifying and supporting pro-reform leaders was important, but involvement
of a wider support base may have helped to better manage the risks and
uncertainties that underlie reform commitment; (c) political transitions required
more intense reengagement in policy dialogue by ADB and increased flexibility;
(d) pursuing moderate, sequenced reforms would have been more realistic,
especially where institutional capacity was limited; and (e) reforms introducing
modern systems needed to better consider historical, social, and cultural
traditions and context in design and implementation.

(i) Endorsing reforms: (a) further prior understanding of the purpose of legislation
in the overall reform effort was needed by lawmakers when legislation was being
passed; (b) reform targets were required, but their basis needed to be
rationalized and explained better; and (c) excessive use of conditionality was not
an effective approach to managing the reform process.

(iv) Implementing reforms: (a) program loan periods were too short to build the
capacity required to develop and manage reforms; (b) more effective approaches
to TA were needed to support reform implementation; (c) improved monitoring and
evaluation of the outcomes and development impact of reforms (against targets)
was needed to inform stakeholders of progress; (d) voluntary retirement can further
reduce capacity during institutional reform; and (e) intensified dialogue and
flexibility is required during a period of unanticipated political transition.

(V) Sustaining reforms: (a) economic and public service management reforms
initiated management and attitudinal changes toward accountability, but fell short
of reaching a critical mass in many cases; (b) assumptions on the response of
the private sector needed to be more realistic and reviewed regularly; and
(c) reform is a medium- to longer-term effort that needs continuous support from
ADB and—whether through TA, program lending, or sector investment support.

Conclusions and recommendations. This SES concludes that the broad thrust of ADB
support for public sector reforms in the Pacific is still relevant a decade later, even in the context
of current global economic conditions. However, effectiveness was limited by overambitious
objectives and designs that needed to better reflect government ownership—a challenge given
the political trade-offs and choices, and often unavoidable short-term social costs arising from
far-reaching reforms. Lending and nonlending operational designs underestimated reform
complexities, and did not reflect the medium- to longer-term processes needed, especially in the
context of Pacific DMCs’ institutional capacity constraints to implement complex economic,
organizational, and governance changes. Overambitious assumptions were also made on
structural adjustment toward private sector growth. When ADB reform measures went beyond
what was desired by the Pacific DMC governments, reforms were less successful or failed. ADB
support was more successful where the aims of ADB reforms aligned themselves with the
needs and capacity of governments—sector-specific reform for Samoa’s financial sector was
the most effective approach. The task of improving public service efficiency while cutting current
expenditure was underestimated and, in some cases, further weakened already limited
capacity. The outcome of the reform programs was also partly determined by the position taken
by traditional and newer patronage systems within Pacific DMCs on the reforms, which can act



as a positive or opposing force for reform, yet need to be understood for reforms to be effective.
Fiscal reforms were more effective, but sequenced follow-on support was not sustained; this
increased the risk to and uncertainty of reform commitment.

There is a significant unfinished reform agenda in Pacific DMCs that needs continued
support. The medium-term nature of the reform process points to the need for reform road maps
that consider the political economy of reform and related reform processes, risks, and
uncertainties. Thus, a change is needed in the way support for reforms are designed and
implemented to raise the relevance and effectiveness of support for reforms through program,
project, and TA operations. This needs to start with a detailed stocktaking and dialogue on the
status of the government's reform agenda and current stakeholder views for each Pacific DMC
in economic management, public goods and service delivery, and private sector development.
Operational designs need to ensure continuity of support in line with needs and absorptive
capacity. It also suggests the need for focusing support on strategic areas in line with ADB's
areas of comparative institutional advantage and committing to follow-through over the medium
term. Emerging practices in policy-based lending can be applied in conjunction with better
designed TA and investment operations that advance reforms where needed and justified. The
following are key strategic recommendations for consideration by ADB Management in
formulating future assistance programs.

Key Strategic Recommendations

Recommendation Responsibility Time Frame
Ownership. Enhance ownership by stocktaking and assessing the PARD PARD policy
current state of reforms progress and stakeholder support in Pacific dialogues and TA
DMCs as a basis for considering further support by (i) reviewing projects from
unfinished economic management, public service, and private sector 2009

reform agenda items through dialogue with Pacific DMC governments

and stakeholders; and (i) strengthening ADB'’s regular policy dialogue

and wider consultations on current issues and economic monitoring.

Continuity. Ensure continuity in ADB support for government reform PARD Address in next
priorities through a mix of program, project, and TA operations— Pacific-wide and
harmonized with other development partners, and in line with ADB areas Pacific DMC

of comparative institutional advantage by (i) providing continuity and strategy period
predictability in support for reforms and development—with sequenced,

medium-term, and where feasible cluster or single tranche operations

against country targets, using prior conditionality approaches against

government-owned targets; (ii) adopting programmatic approaches to

reforms and development that are harmonized with development

partners; and (iii) focusing ADB support on areas where it has

comparative institutional advantage.

Focus. Enhance operations focus on priority removable binding PARD New program
constraints, and address economic and public resource management and TA designs
separately from sector goods and service delivery improvements or in and operations
sequence by (i) addressing reforms and development in well-defined from 2009
operations that focus on macroeconomic and major crosscutting issues

separately from sector level reforms or in sequence and in line with

country capacity assessments; and (ii) ensuring that Pacific DMCs and

ADB have consistent expectations on reform direction and progress

reflected in strategies, business plans, and operational documents.




Recommendation Responsibility Time Frame
Capacity. Focus TA on the institutional capacity development needed to PARD New TA designs
support reforms through more effective designs by (i) using a "how-to" and operations
and demand-driven approach for TA, (ii) coordinating TA with from 2009
development partners and expanding use of pooled, flexible, longer-term

TA designs that effectively assist Pacific DMC institutions to acquire

capacity; and (iii) improving the targeting of TA to address specific

reform and capacity development issues for public service delivery in

specific sectors.

Facilitate Private Sector Development. Target removable constraints PARD New TA and

to private sector development in a better manner, and facilitate provision lending

of industry and constraint-specific TA support: (i) target critical private
sector enabling environment constraints that can be feasibly addressed;
and (ii) provide needed industry and topic specific expertise, and more
focused and continuous how-to type support for privatization processes
to advance SOE reforms.

operations from
2009

ADB = Asian Development Bank, DMC = developing member country, PARD = Pacific Department, SOE = state-

owned enterprise, TA = technical assistance.
Source: Asian Development Bank.

H. Satish Rao

Director General
Independent Evaluation Department
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INTRODUCTION
A. Study Purpose

1. This report presents the findings of a special evaluation study (SES) that assessed the
effectiveness of Asian Development Bank (ADB) support for public sector reforms in Pacific
developing member countries (DMCs). The SES addressed three key questions: Did ADB
support relevant reform needs? Was ADB’s approach to supporting reforms in the Pacific and
use of the program loan modality and technical assistance (TA) feasible? How can ADB
improve its support to Pacific DMCs for reforms? In addition to preparing program completion
reports (PCRs) for each program loan, ADB has independently evaluated four program loans to
Pacific DMCs through program performance evaluation reports (PPERs) (Appendix 1, Table
A1.3).! This study evaluates a wider set of program loans to Pacific DMCs approved over 1996—
2002 to identify cross-country and strategic issues that have influenced the development
effectiveness of program loans. The SES considers how the domestic and regional economic
context, ownership, institutions, and ties to traditional bilateral development partners influenced
the results of ADB’s support to reforms in the Pacific DMCs; and identifies ways to improve the
relevance and effectiveness of future ADB approaches to support Pacific DMC reforms. The
following Pacific DMCs were selected for this SES, that were grouped by regions of the Pacific
for purposes of the study: (i) Micronesia: the Federated States of Micronesia (FSM), the
Republic of the Marshall Islands (RMI); (ii) Melanesia: Papua New Guinea (PNG), Solomon
Islands, and Vanuatu;? and (iii) Polynesia: Cook Islands, Samoa, and Tonga.

B. Approach

2. The study’s approach (Appendix 1) evaluated ADB support to Pacific DMC reform efforts
by assessing if ADB’s response to Pacific DMC requests for assistance was relevant to the
context and constraints (Appendix 2), and updated or identified results to date (Appendix 3).
Prior studies of ADB support for reforms recognized that policy-based lending for reforms is
often not implemented as planned, and can have unexpected consequences that can be
explained by political economy factors.® This evaluation adopts a similar approach, which
involves identifying core political economy factors that influenced Pacific DMC reforms. These
factors include reform ownership and institutional capacity to implement reforms, and their effect
on risks and uncertainties to reform commitment. To understand the extent of reform ownership
and capacity to implement reforms, reform processes were assessed—including factors that
influenced formulating the reform agenda, managing complexity, endorsing reforms,
implementing reforms, and sustaining reforms. The political economy framework used in the
evaluation is in Appendix 1, Figure Al.

3. The evaluation method involved two stages. The first phase reviewed PCRs and
PPERs—program loan design and monitoring frameworks were used to identify key impact and

ADB. 2008. Program Performance Evaluation Report on the Public Service Program in Papua New Guinea.
Manila; ADB. 2004. Program Performance Audit Report on the Public Sector Reform Program in the Marshall
Islands. Manila; ADB. 2003. Program Performance Audit Report on the Public Sector Reform Program in the
Federated States of Micronesia. Manila; and ADB. 2003. Program Performance Audit Report on the Economic
Restructuring Program in the Cook Islands. Manila.

The assessment of ADB support to the Solomon Islands is limited, as the ADB loan program was cancelled in
October 2000 because of political uncertainty. The program loan to Nauru (Loan 1661-NAU: Fiscal and Financial
Reform Program) was also cancelled because of Government's noncompliance with second and third tranche
release requirements and is not included in the evaluation.

See, for example, Abonyi, G. 2005. ERD Working Paper 70: Policy Reform in Viet Nam and the Asian
Development Bank’'s State-Owned Enterprise Reform and Corporate Governance Program Loan. Manila.
Available: http://www.adb.org/Documents/ERD/Working_Papers/WP070.pdf



outcome indicators to assess conditions before, during, and after program implementation.
Second, to understand stakeholder perceptions of the reform processes in each country,
semistructured interviews were carried out that reflected the political economy framework and
evaluation criteria.* Appendix 4 summarizes Pacific DMC stakeholders’ views provided in
interviews of the relevance and effectiveness of reforms. Appendix 5 provides the Pacific DMC-
wide summary of initial and post-reform conditions and factors that affected the reform process.
The team consulted bilateral development partners in the region to obtain their views on ADB’s
performance in supporting Pacific DMC reform efforts.> The evaluation followed Independent
Evaluation Department guidelines, principles, and procedures—ensuring the independence of
the study and avoiding conflicts of interest.

. PACIFIC DEVELOPMENT CONTEXT

4. Macroeconomic Conditions. Each country’s sociopolitical context, key economic and
social trends, and key indicators are in Appendix 2. The economic performance of the Pacific
DMCs since the early 1980s has been generally poor compared with their East Asian neighbors.
The small Pacific island countries, some of which are considered fragile states, generally
exhibited slow and sometimes negative economic growth in the 1990s.° Average annual gross
domestic product (GDP) growth during the 1993-1997 pre-program period was 1.1%, compared
to 2.6% during the 2002—-2007 post-program implementation period (the last program loan
included in the evaluation was approved in 2002). GDP per capita varied from about $803 in
Vanuatu to $5,584 in the Cook Islands. Inflation was relatively low until 2007 when rising oil and
food prices led to rapid increases in inflation rates and triggered near crises in some countries.
The RMI was worst affected by price shocks, with inflation reaching 23% in 2008. The Pacific
island countries are small, isolated, and vulnerable to natural disasters and must look outside
the domestic economy for sustainable growth. Large trade deficits pervade, with low export
levels that reflect low domestic value added and dependence on imported food (Figure 1 and
Appendix 2, Figure A2.6).”

The interviews were administered to over 147 policy makers, officials tasked with implementing reforms,
stakeholders from six Pacific DMCs visited by the evaluation team, and development partner representatives from
the Australian Agency for International Development, International Monetary Fund (IMF), New Zealand’s
International Aid and Development Agency, United Nations Development Program, and the United States
Department of the Interior.

Consultations were held with the Australian Agency for International Development; United States Department of
the Interior; New Zealand Agency for International Development; IMF's Pacific Financial and Technical Assistance
Center in Suva, Fiji Islands; and the United Nations Development Programme (UNDP), Fiji Islands.

In 2007, seven Pacific DMCs were categorized as weakly performing countries—FSM, Kiribati, PNG, RMI,
Solomon Islands, Timor-Leste, and Vanuatu. Source: ADB. 2008. Working in Fragile Environments: A Midterm
Review of the Pacific Strategy (2005—-2009). Manila.

Figure 1, Trade Performance, excludes PNG, given its large trade surpluses from 1993 to 2007 and sizable relative
surplus in 2007 on account of higher oil and mining commaodity prices valued at $7.3 billion.



Figure 1: Economic Growth and Trade Performance
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Sources: Asian Development Bank Pacific Department and Economics and Research Department.

5. With the exception of PNG, public and private transfers (grants and remittances) account
for a substantial share of current account inflows. Large savings-investment gaps are
characteristic of most countries (Appendix 2). High levels of external financing for economic
activity are used through foreign loans and grants, especially in Micronesia (Figure 2). External
debt levels are falling but remain high in the RMI, where 2007 debt levels reached 67% of GDP
of which 68% is owed to ADB. External transfers in the form of grants are a major source of
government revenue, especially for the Micronesian economies that were largely grant-driven
as a result of the Compact of Free Association (unique to the FSM and RMI) (Appendix 2). In
Melanesia and Polynesia, government revenue sources increasingly include value-added tax
(VAT), in part because of reform efforts. Government expenditures exceeded revenues prior to
the reform period in most countries, as rising fiscal deficits were a driving force behind the need
for reforms (Appendix 2). Overall, macroeconomic management improved over 2002—2007, with
better control of fiscal deficits, debt, and inflation (Figure 2, Figure 5 for PNG, and Appendix 2,
Table A2.1).2 However, the sustainability of these gains is an increasing concern.

Figure 2: Fiscal Performance and External Debt
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COO = Cook Islands, FSM = Federated States of Micronesia, GDP = gross domestic product, PNG = Papua New
Guinea, RMI = Republic of the Marshall Islands, SAM = Samoa, TON = Tonga, VAN = Vanuatu.
Sources: Asian Development Bank Pacific Department and Economics and Research Department.

® In 2007, PNG posted a substantial fiscal surplus of $153 million.



6. Meso-Level Influences. Several meso-level factors contribute to the mixed economic
and social performance. Constraints common to all Pacific DMCs include the geographic
limitations of small and remote islands, many with limited resources and production bases,
scattered over the vast Pacific Ocean. Together with restricted air and shipping connections and
inadequate infrastructure, location disadvantages increase market access costs. Domestic
markets are limited because of small, dispersed populations with a limited range of skills.
Furthermore, Pacific DMCs have limited access to finance and traditional land rights systems
that can be a disincentive to investors. Cultural factors and traditions vary widely between island
groups and significantly influence public decision making, and the enabling legal and regulatory
environment.

7. Contributions to growth from agriculture and industry are low, although subsistence
activities continue to play a role in most countries (Appendix 2, Figure A2.2). Value addition
from primary commodities (such as fish and other agricultural commodities) tends to be low,
while tourism can be a good but localized employment generator (as in Cook Islands, Samoa,
and Vanuatu). Scale diseconomies from the narrow production base, small domestic markets,
limited access to resources and export markets are the key constraints to private sector
opportunities and growth. There were successes in niche markets (e.g., tourism, agriculture,
and fisheries fleet servicing); growth in the Cook Islands, Samoa, and Vanuatu was largely led
by buoyant tourism. Recent political instability in Solomon Islands and Tonga has contributed to
flat or fluctuating growth rates. Sharp rises in commodity prices favored PNG at least until 2009,
while the same increases adversely affected other countries. Overall, services drive GDP
growth, but this constrains growth in cases where the sector’s largest client is the Government
(Appendix 2).

8. The Government remains the dominant player and the largest employer in Micronesian
countries. Governments in Melanesian and Polynesian countries may not be as dominant, but
excessive intervention in private goods provision, while seen as responding to market failures,
has led to inefficient operation of natural monopolies or further constrained a private sector
response to possible market opportunities. Limited growth was often used as the justification for
public sector involvement in private goods production (such as fisheries and agriculture) or low-
return areas (such as buildings and rental properties). However, inefficient public enterprises
crowd out private sector initiatives and curb the development of already limited markets. As a
result, economic structures were dominated by the public sector, and the private sector was
largely constrained to services and primary production with little value added (Appendix 2).
Furthermore, even if transport and communications costs are reduced, coordination failures
within countries and at regional levels result in the inability of Pacific DMCs to capture a larger
share of the benefits from the Pacific’s natural resources such as fisheries. Business transaction
costs in Pacific DMCs remain high (Appendix 2, Figure A2.11).

9. At the same time, public goods investments and delivery were costly to provide, with
mixed efficiency and relatively limited outreach and provision to rural and outer islands.
Revenue and expenditure patterns also vary by country. Government investment in social
infrastructure has been low, with most revenues spent on government operations (Appendix 2,
Table A2.1 and Figure A2.9). A high proportion of public sector expenditure was used for
salaries and wages. PNG, though, was recently able to increase its allocation for capital
expenditure, due to high commodity prices and related export revenues. Income tax revenues
were generally insufficient to finance investment in social infrastructure as well as improvement
in public services because of the thin formal income tax base. However, in most cases, public
sector wage levels exceed those of equivalent private sector jobs—resulting in scarce skilled
employees moving away from the private sector. This has also reduced the availability of limited
public funds for necessary social infrastructure and public services improvement. Inexperienced



and weak institutions, as well as political swings, constrain policy responses and service
delivery. The result was often imbalanced and inefficient public expenditure allocations, with
emphasis on recurrent versus capital expenditure.

10. Microeconomic Response. Progress in reforms to improve the response of business
has been slow. Foreign direct investment (FDI) is not substantial although, for example, the
introduction of competition in the mobile phone market in Samoa and Tonga has had a major
impact by reducing costs and increasing subscriber numbers, and Vanuatu has attracted tourist,
property, and niche export market-related investment. Better employment opportunities abroad
have encouraged workers to migrate, which has increased current transfers through
remittances. Pacific DMCs have high rates of out-migration. Negative net migration is high in the
FSM, Samoa, and Tonga. Unlike in the FSM, the benefits of out-migration from increases in
remittances are evident in Samoa and Tonga (Appendix 2, Table A2.1). However, progress
toward achieving the Millennium Development Goals (MDGSs) in many of the countries is slow,
with more than half of the MDGs categorized as slow or regressing (over one-quarter) in 2006.
Poverty and hardship in many of the countries remain serious and are increasing (Appendix 2,
Table A2.2). The implication is that public services expenditure may have risen, but the impact
remains mixed as evidenced by slow progress toward achieving MDGs. Governance indicators
show variable performance among Pacific DMCs (Cook Islands, Samoa, and Vanuatu are the
strongest performers) but others are below the 40 percentile rank (Appendix 2, Figure A2.10).

11. Pacific DMCs faced a number of inherent constraints. Their small land resource base
and economic size, remoteness, and dispersed populations give rise to diseconomies of scale
and high costs of accessing markets. The narrow economic bases and perceived slow market
response were often used as the rationale for government involvement in inefficient, public
resource-draining provision of private goods through state-owned enterprises (SOES). Yet,
provision of physical infrastructure and public services was costly, insufficient, and inefficient,
despite access to substantial foreign grant finance in some cases. Skilled human resources—
except in Polynesia—remain relatively low, which has constrained public and private sector
performance. Cultural diversity within each country influenced the development of modern
institution strengthening processes. Constrained by limited public finances, and restricted
access to local private financial capital and limited investment (domestic capital formation),
Pacific DMCs have relied on other external sources, such as development partners, to finance
growth and development. Pacific DMCs have also turned to agencies such as ADB, which
became the largest lender to the region supporting public sector reforms.

[l ASIAN DEVELOPMENT BANK SUPPORT FOR REFORMS
A. ADB Pacific Strategies

12. Key development partners in the mid-1990s discussed and developed strategies to
tackle the reform and development constraints. Strategies focused on (i) creating an enabling
macroeconomic environment; (ii) reducing the size and role of the public sector; (iii) creating an
enabling environment for the private sector, including removing perceived anti-export biases,
and lowering costs for domestic and foreign businesses (including wages); (iv) increasing
returns from forestry, fisheries, and tourism; and (v) regional cooperation, including resource
management, trade, and transportation. In 1995, the Pacific Department (PARD) (then called
the Office of Pacific Operations) produced its first strategy covering operations in the Pacific as
a whole, for 1996-2000.° Until then, strategies had been prepared for individual countries. A
specific aim of ADB assistance to the region was to improve assistance effectiveness by

° ADB. 1996. Strategy for the Pacific: Policies and Programs for Sustainable Growth. Manila.



creating an environment that will lead to improved productivity, increased private sector
investment, and sustained economic growth; and require ADB to take a more proactive role in
reaching agreements with governments and other aid agencies on how to establish and
implement improved policies.

13. In support of developing strategies for Pacific DMCs, ADB supported analytical work in
the Pacific, much of which underpinned the rationale for supporting reforms through analytical
work leading up to program loan formulation. The Pacific Islands Economic Report provided a
comprehensive view of economies and strategic issues country by country. In 2000, PARD
prepared a new Pacific strategy.’® Based on lessons from implementation of the previous
strategy, PARD recognized the continued disappointing growth performance and increasing
poverty. Lessons from implementation of the 1996-1999 strategy included the need to
(i) enhance Pacific DMC ownership of the policy reform and investment programs, (ii) design
development interventions that take into account local culture and local capacities, (iii) pace and
sequence governance and economic reforms to ensure effective institutionalization, and (iv) use
consultants judicially without creating dependency. The strategy proposed continuing support
for economic management, governance, and public sector reform; and called for the continued
use of program and sector loans to support reform programs. In the event, no further loans were
approved until 2009. Other studies, such as PARD’s private sector development 2004
assessment,** identified the private sector as essential to growth and recommended further
reforms to the enabling environment.

B. Lending Support for Reforms

14. In line with the Pacific strategies and country needs from 1996 to 2002, ADB approved
11 program loans supporting public sector reform to 9 Pacific DMCs—the Cook Islands, FSM (2
program loans and a related project loan), Nauru, PNG, RMI (2 loans), Samoa, Solomon
Islands, Tonga, and Vanuatu. Table 1 summarizes the purpose and basic data for each
program loan. The Samoa program focused only on financial sector reform, but this was part of
the Government’'s broader public resource management reform program. TA grants were
approved to support implementation of all the program loans. The 11 program loans drew on
both ordinary capital resources (OCR) and Special Funds resources, and totaled $211.8 million
equivalent, with the largest loan ($70.0 million) to PNG (Public Service Program Loan [Appendix
1, Table A1.3])."? ADB approved 18 associated TA grants totaling $10.8 million and 1 TA loan
for $1 million. Summaries of the reform program loans and TA are in Appendix 3. Table 1
summarizes their purpose.

15. The program loans were a significant part of the lending portfolio to the Pacific between
1996 and 2002 (totaling 44% of lending), increasing finance to support the region at a time
when total official development assistance (ODA) flows were declining (Figure 3). At the same
time, the decline in program loan support after 2002 and the overall decline in lending after
2001, followed by a slow increase in investment project lending, led to net negative ADB
transfers since 2002. However, approvals through project loans have increased since 2007
(Appendix 3, Figure A3.1). This is likely to return transfers to a positive trend on aggregate, but
will still leave some countries with negative flows without new flows from ADB.

% ADB. 2000. A Pacific Strategy for the New Millennium. Manila.
1 ADB. 2004. Swimming Against the Tide: An Assessment of the Private Sector in the Pacific. Manila.
2 The private sector development program loan to FSM included a project loan of $8 million.



Figure 3: Development Assistance Flows to Pacific DMCs
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Table 1: Program Loan Summary

Item Cooks ERP RMI PSRP RMI FFMP FSM PSRP FSM PSDP
Loan Amount $5 million OCR ($3 million; | SDR8.4 million—-$12 million | SDR6.32 million—$8 million | SDR12.979 million—$18 Program loan SDR3.912
(tranches) $1.83 million) equivalent ($5.5, $3.5 and | equivalent—plus $4 million | million equivalent ($10 million—$5 million equivalent;
$3.0 million) OCR ($4.3 million, $5.4 million, $8 million) Project loan SDR6.273
million, $2.3 million) million—$8 million equivalent
Approval Date | September 1996 January 1997 May 2001 April 1997 December 2001
Objectives Macroeconomic stability, Fiscal stabilization and Ensure sustainable income | Reforming and reducing Develop a sound economic
particularly fiscal and sound fiscal policies flows for future generation | the size of the public and legal environment
external balance Privatization of public Strengthen public sector sector to adjust to conducive to private sector
Reduction government role | enterprises financial and economic declining external resource | development
and increased private Public sector reform management transfers Improve access to and
sector activity—agriculture, | Stimulate private sector Stabilize fiscal position Shifting balance of competitiveness of land,
fisheries, tourism development Improve effectiveness of economic activity away labor, and capital resources to
Mitigation social costs public service from the public sector to increase business prospects
resulting from downsized Enhance private sector the private sector and performance
public sector and rise in policy environment
emigration
Item Samoa FSP Vanuatu CRP PNG PSP Solomon Islands PSRP Tonga EPSRP
Loan Amount $7.5 million ($4 million; SDR14.977 million-$20 $70 million (2 tranches of SDR18.8 million-$25 SDR8.02 million-$10 million
(tranches) $3.5 million) million ($10 million + $5 $35 million—2nd tranche million equivalent ($15 equivalent
million; $5 million) cancelled) million, $10 million)
Approval Date | February 1998 July 1998 December 2001 August 1998 May 2002

Objectives

Promotion and
establishment of
sustainable market-based
financial sector policies
Privatization or
corporatization of SOEs

Public sector reforms:
redefine role of
Government; enhance
regulatory and public
services

Financial and economic
reforms: increase
productivity and growth of
private sector

Support improvement of
social development
indicators, particularly for
disadvantaged, rural pop

Improve public service
delivery in key sectors
Increase private sector-led
economic growth

Reform and reduce size of
public sector, partly to
adjust to economic
contraction

Shift balance of economic
activity away from the
public sector to the private
sector

Fiscal reform
Improved public sector
service delivery

CRP = Comprehensive Reform Program, EPSRP = Economic and Public Sector Reform Program, ERP = Economic Restructuring Program, FFMP = Fiscal and
Financial Management Program, FSM = Federated States of Micronesia, FSP = Financial Sector Program, OCR = ordinary capital resources, PNG = Papua New
Guinea, PSDP = Power Sector Development Program, PSP =Public Service Program, PSRP = Public Sector Reform Program, RMI = Republic of the Marshall
Islands, SDR = special drawing right, SOE = state-owned enterprise.

Source: Asian Development Bank database.




16. In 1999, PARD assessed the reform programs then under way in six countries (Cook
Islands, FSM, RMI, Samoa, Solomon lIslands, and Vanuatu).*®* Many of its key findings, noted
below, remain concerns today:

0] Political commitment to, and ownership of, the reform program is essential, as
reform is a destabilizing process involving change and costs to segments of
society; governments undertaking reforms invoke risks such as possibly losing
mandates to rule, which ADB must be sensitive to and understand.

(i) Stakeholders expect to see some immediate tangible benefits. Improved fiscal
stability addressed immediate crises, but this did not produce obvious immediate
gains to counteract the negative impacts of public sector downsizing.

(iii) Designs were too complex and ambitious in terms of time targets, and beyond
the capacity of governments to implement without external consultant input.

(iv) The objective of fiscal stabilization took precedence over other reforms.

(V) A longer-term perspective was required, but most loans were of 2-3 years
duration, raising the question as to how ADB remains actively involved and
maintains its leverage with the government after loan closure.

(vi) Cultural traditions permeate society and social processes that affect decision-
making and actions of public servants, particularly where newly proposed
systems clash with traditions (e.g., wantok system of social obligations toward
kinsmen). Culturally sensitive participatory approaches to introduce reform
measures are needed.

17. Subsequent completion reports and postevaluations also reported mixed results. The
program loans for the Cook Islands, FSM, and Samoa were rated “successful” in PCRs and
PPERs. The others were rated “partly successful” (or “unsuccessful” in Nauru and Solomon
Islands) since outcomes and impact were less than anticipated, largely because of political
constraints and weak institutional capacity. Appendix 2 summarizes the outputs, outcomes, and
impacts achieved for each reform program loan; and PCR or PPER ratings. In addition, PARD’s
2000 strategy document (footnote 10) recognized four lessons from implementation of the 1996—
1999 strategy: (i) Pacific DMCs had to have stronger ownership of reforms, (ii) reforms had to take
into account local culture and capacities, (iii) reforms had to be paced carefully to ensure that they
become part of local institutions, and (iv) consultants were to be used judiciously.

V. A POLITICAL ECONOMY PERSPECTIVE TO REFORMS

18. The PARD 1999 report (footnote 13) is a comprehensive and candid self-evaluation of
ongoing efforts to address program lending performance. Of concern to this evaluation is that
several findings from the PARD study remain today. Following completion of most program
loans approved from 1996 to 2002, this evaluation provides an opportunity to revisit findings 10
years after PARD’s 1999 report from the perspective of an independent evaluation. Use of the
political economy perspective also allows the evaluation to assess the processes underlying
reform outcomes and the interaction of political economy factors. Other ADB studies recognized
that viewing reforms as a “technical exercise in optimal policy design” is not always realistic and
that reforms are a complicated, long-term, and uncertain process of societal change in
incentives, behaviors, institutions, relationships, and power alignments (footnote 3). Reforms
involve political considerations because choices often involve conflicting views and interests.
Institutions influence the reform process and where reforms involve organizational change,
which can also change authority and the control of resources causing resistance by vested

13 ADB. 1999. Reforms in the Pacific: an Assessment of the Asian Development Bank’s Assistance for Reform
Programs in the Pacific. Pacific Studies Series 17. Manila.
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interests, there are further risks and uncertainties. This is exemplified in recent evidence of how
politics and patronage systems can result in policy capture in favor of vested interests in the
Pacific.* Although maore difficult to reflect in the context of this evaluation, because of the less
visible nature of traditional leadership systems and patronage networks that can help or hinder
reforms, observations from literature are included on how they can influence reforms. Thus,
ownership, conflicting interests, and institutional factors are shaped by reforms involving a
process that might involve several different attempts. The reform process and its evaluation
summarized in this section can be broken down into the following five steps:

() Getting reforms on the agenda. Assessment of the motives for how reforms
were included in the reform agenda and their relevance in addressing constraints.
(i) Managing complexity. The extent to which influences on factors affecting the

reform agenda were considered, including reformers and the status quo, decision-
making processes, and whether gains and losses were factored into designs.

(iii) Endorsing reforms. Assessment of reform outputs in relation to goals and
objectives, including the use of conditions, tranche releases, and program loan
proceeds.

(iv) Implementing reforms. Assessment of issues that affected reform design and
implementation, including capacity to analyze and manage reforms; the
perceived value of ADB advice, and the influence of governance structures,
culture, and traditions.

(V) Sustaining reforms. Issues supporting or constraining reform sustainability and
assessment of the change management process used.

A. Getting the Reform on the Agenda

19. Was ADB’s response relevant to constraints and government reform agendas?
Individual reform programs varied in purpose and scope, but generally addressed three key
areas: (i) sound fiscal and financial management, (ii) improved public service delivery, and (iii)
enhanced environment for private sector development. These areas were in line with ADB’s
Pacific Strategy (footnote 10). The first area addressed macro-level economic management,
which was a relevant response to a current or imminent fiscal crisis or deteriorating budget, and
sluggish economic growth. All countries (except Samoa, which had already reformed in
response to a fiscal crisis) were faced with persistent budget deficits, some of which had
reached crisis proportions (e.g., the Cook Islands). Most of the Pacific DMCs had large public
services that budgets could no longer afford, so most programs included reduction-in-force
efforts (except in Samoa). The second broad reform area addressed public sector productivity
and public service delivery. In part, this was related to the worsening fiscal situation, but even
prior to the reform programs, the provision of most public services in the Pacific DMCs was
deemed inefficient. Thus, improving public service efficiency and delivery of services was a
relevant agenda item. A third area was to reduce the role of the public sector in the economy
and to enhance private sector development, which was identified in many reports as essential
for economic growth and development.

20. A key reform agenda priority was the existence of a budget crisis—current in the Cook
Islands and Vanuatu, imminent in the FSM and RMI, and on the horizon in PNG and Tonga.
The crises hastened the need for reforms and prioritized immediate fiscal adjustment. However,
at the same time, the dominance of the public sectors and structural imbalances in the

4 Duncan, R., G. Hassall. 2008. How Pervasive is Clientelist Politics in the Pacific? Paper presented to the Second
Annual Interdisciplinary Social Science Conference, Economics and Democracy at the Australia National University
8-10 December.
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economies dictated the need for reducing the size of the public sector and for efforts to
encourage private sector growth. This led to the program loans focusing on the three main
areas cited above. Features of the program loans to Cook Islands, FSM, RMI, and Vanuatu are
seen in the first program loans to these countries. Even if these loans were addressing local
needs, they gave the impression of a common ADB model, according to respondents. In
Samoa, on the other hand, with no immediate crisis, the Government developed the agenda of
the reform program; ADB was asked to support financial sector reforms only, not the whole
government agenda. The key factor within ADB’s influence that affected the relevance of the
reforms was appropriate in-depth analysis of the economy and the pending crisis. Needed
analysis included gaining an understanding of government priorities and capabilities, and
understanding the feasibility of reforms—given political, cultural, and institutional factors.
Political and institutional aspects, in particular, required widespread consultation with officials,
politicians, and the public. However, more emphasis was placed on economic diagnostics over
institutional and organizational assessments, although this was progressively examined as
reforms proceeded (in cases such as the FSM). Thus, support for improving economic
management was relevant, but design measures to ensure effective transmission through
meso-level agents and institutions was less evident.

21. Was ADB’s approach to policy dialogue and public consultation effective? In all
countries, ADB helped to develop the reform agenda through TA and consultations. ADB-
facilitated in-country economic summits were useful in facilitating public ownership but could
have been more widely and continuously used in some countries, including during
implementation of the reform programs. In other cases, consultation was reported as
inadequate. In Vanuatu, for example, public consultations were held but respondents said that
more time and wider stakeholder consultations were needed to consider the reforms. This also
contributed to the impression that ADB was applying a common model. The provision of large
TA projects covering several years (such as in the FSM) was a new and welcome approach
given the extent of assistance needed, as was the alternate approach in Samoa of providing a
series of TA projects over several years. This clustered, intermittent, and phased approach to
TA had merits, such as continuity and better opportunity for counterpart learning-by-doing.
Thus, the degree to which the reforms built on an existing reform agenda contributed to local
ownership and commitment for change. As shown in the summary reform process matrix in
Appendix 5 (based on individual country reform process matrixes), commitment and ownership
continue to be key factors in the success and sustainability of the reform agendas and actions.

B. Managing the Complexity of Reform Issues

22. Were program designs feasible for facilitating reforms? The general intended effect
of macroeconomic stabilization is to restore balance to rekindle economic growth in response to
external and internal imbalances. At the sector and microeconomic levels, low domestic and
international market competitiveness—caused by chronic inefficiencies in production factor use
and low productivity, falling export prices, or rising imported raw material prices—may require
more specific structural reform action as a subset of first generation reforms. Similarly, for public
services, allocative and expenditure efficiency improvements and improved benefit incidence
often require far-reaching human and organizational change and capacity development. The
sequence, timing, and pace of macroeconomic, structural, and institutional reforms and their
interrelationships are important for conceptual and practical reasons. Generally, fiscal
imbalance and control should be addressed as a prerequisite to attending to financial sector
reforms, for example, to avoid the risk of inflation and debt overhang. This suggests the need for
a phased plan or a reform road map.
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23. A well-sequenced approach to reforms was accomplished in Samoa, following the
Government’s own reform road map. For other Pacific DMCs, the reform programs’ focus on
downsizing the public sector to reduce expenditure, revenue raising measures, and tax
administration improvements (all designed to help attain fiscal stability) were considered
necessary and urgent. However, it is evident that several program loans had a complex agenda
that tried to accomplish too much simultaneously. Reform programs were generally planned for
implementation over 3 years; some measures could be accomplished in the short term (e.g.,
budget cuts to reduce deficits quickly), but capacity development and institution-related reforms
often require medium- to longer-term horizons. Greater consideration regarding the timing and
sequencing of the often wide-ranging reform measures was needed.

24. Improving the efficiency and effectiveness of the public service was a feature of most
reform programs. Targets were set for downsizing, with insufficient analysis and consensus
(including political) of the core activities that government should maintain and which activities to
reduce. In Vanuatu, targets were set at 10%—15% reduction, with inadequate prioritization. A
target for reduction-in-force of 400 public sector jobs was met and in the short-run reduced the
fiscal pressure of the public wage bill, but the basis for approaching cuts was not clear. The RMI's
Public Sector Reform Program (PSRP) targeted a reduction-in-force of 1,484 public workers to
reduce the wage bill. Implementation experience has shown that prioritization requires time to be
achieved, and needs consultation and sufficiently strong public service commissions (PSCs) to
manage force reductions effectively. Thus, redundancy exercises were largely budget-driven and
generally not linked to substantive reforms of the public service, including PSCs and line
agencies. A trade-off is also apparent in reducing government expenditures and the number of
public servants. For example, introducing a performance orientation into the public service
requires attitudinal changes that take time and deliberate actions to effect, and a lag is expected in
improved service delivery as a result of reforms. Initiating wide-sweeping and ambitious reforms in
a low capacity institutional environment with vested interests to maintain or reverse job cuts
undermined otherwise successful short-run macroeconomic reforms in some cases. Partial
analysis was made at preparation of how to manage and implement such reform complexities.

25. Reducing the size of the public sector had an impact on the market for the private sector
in most countries as the private sectors were often focused on the service sector, serving the
needs of the government and public servants. Several respondents considered, even at the time
of program loan formulation, that it was unrealistic to expect the private sector to absorb
retrenched public servants, and for former public servants to become entrepreneurs.
Nevertheless, improving the regulatory environment for the private sector was an integral feature
of several reform programs to promote private sector growth. At the time, there was also less of a
consensus on the most effective ways to improve the private sector environment, both on the part of
Pacific DMCs and within ADB—partly because of the far-reaching implications for existing public
sector roles in private goods production as well as uncertainty over private sector response. TA
often provided advice and reports on how to encourage private sector development, but this was at
a strategic and generic level, with limited specifics on measures to be taken or and how-to advice—
a common observation of respondents. The outcomes of private sector development initiatives in
program loans did not meet expectations, although recent changes in the approach in some Pacific
DMCs have seen some progress.

26. Privatization and reform of SOEs were a common feature of the reform programs, but
respondent views were that too much was expected too quickly, with a narrow idea of alternative
solutions. There was also limited capacity and experience as to how to privatize SOEs, and the
model initially proposed by ADB was not generally supported by either the government or SOE
management—alternative scenarios should have been considered, as they are now (e.g., in
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Tonga). In the Cook Islands, Samoa, and Solomon Islands, it was believed that pressure from the
Treasury to raise cash through the sale of SOEs, together with pressure from ADB to remove
these operations from the public sector, led to this rush. Reform attempts were also affected by
influential members on the boards and management who were concerned about losing their
positions and privileges. In addition, not surprisingly, there was resistance to privatizing SOEs
given the implications for loss of asset control. Flexibility was needed in designing reforms to fit
each SOE’s circumstances. In Tonga, where reform of SOEs had been slow, ADB is now
assisting through a more targeted approach.

27. Did program designs reflect understanding of institutional capacity to carry out
reforms? The reform programs were developed and coordinated with finance and economic
management agencies, the focal point of contact for ADB. These agencies worked closely with TA
support who helped to develop the reform programs. These counterpart agencies generally had
sufficient capacity and understanding to carry out the fiscal reforms. However, understanding and
capacity outside the key ministries varied, with respondents in Samoa and Tonga noting that the
reform agenda and implementation were too focused on, and driven by, the Ministry of Finance—
with other agencies not being adequately involved in conceptualization and design. Overall, short-
term public sector downsizing measures were sufficiently understood and owned by reformists of
the day. However, cases of later upsizing (e.g., FSM, RMI, and Vanuatu) reflect the reversible
nature of fiscal and public service reforms under political interests that changed over time.
Sustaining fiscal adjustment measures that depend on sustained institutional reforms was more
complex to manage within the program loan time frame than expected because of the risks to
commitment.

28. There was less understanding and ownership by stakeholders of reforms targeted at
improving institutional and service efficiency and effectiveness. Effective implementation of this
required the PSCs in each country to be the key agency for reforms, but commissions were
inadequately skilled to fulfill this function. Development and application of administrative rules
and procedures needed greater attention, as did understanding of line agency constraints and
needs. In some countries, restructuring plans designed to reduce the number of ministries or
departments, and eliminate unnecessary public services to improved efficiency, were impeded
by political interests and even reversed in some cases (e.g., the RMI's wage restraints). These
risks emerged where public sector jobs were not necessarily valued for the services provided by
the position, but for the employment and income they generate. Thus, cuts were not necessarily
based on the importance of the position to the public. In other cases, a lack of technical
understanding of how to go about reductions results in blunt (poorly targeted) approaches to
downsizing. PARD’s approach to addressing capacity development is further discussed in
Appendix 6.

29. Were gainers and losers arising from reforms identified and handled the right way?
The adverse social and economic impacts were assessed and identified.® In most reform
programs, particularly those addressing current or pending crises (Cook Islands, FSM, RMI, and
Vanuatu), there were few alternatives. The nature of reforms involved public spending cuts;
changes in the control of public assets such as SOEs; and highly political public sector work force
reductions, involving short-term gainers and losers. In reform programs involving downsizing, the
public sector had immediate social impacts and mitigation measures were included, such as lump
sum payments. However, the reform programs assumed that the private sector would be able to
absorb some of the retrenched public servants, and that some of them would become

BA good practice example is the poverty impact assessment for the FSM Public Sector Reform Program (Appendix
1, Table A1.3); see Appendix 6 of the report and recommendation of the President.
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entrepreneurs. Coalition governments and governments with slender majorities had to be
cautious, needing to keep coalition partners on side, handling opposition from specific groups, and
softening reform impacts to keep the public on side. Several respondents recognized the risk to
commitment where governments relied on coalition partners to remain in power, and pointed to the
need to align reforms with political and electoral cycles.

30. Overall, Pacific DMCs appreciated that, to achieve the short-term gains of fiscal balance
and longer-term fiscal sustainability, there would be hardships—particularly for those retrenched
from the public service. To mitigate the negative social and economic impacts, and in some cases
to create fiscal space for improved public spending, program loan funds were provided, which
justified use of the program loan modality. For example, program loans funds were used to help
repay government debts where due, and to finance retrenchment of public servants. The size and
specific use of loan financing is summarized in Appendix 3, Table A3.2. Thus, governments and
other respondents recognized the program loan as an appropriate reform financing modality.
Program loan tranching was used as the incentive for continued reform progress. Finance
agencies in the respective countries generally responded that the loan sizes were adequate for
reform needs, although they indicated that more funding was needed for TA support in
implementing the reforms, especially for SOE privatization. Covering reform (adjustment) costs
and support from pro-reform governments and champions did not always overcome the political
complexity of reforms. Thus, the political value of adjustment cost payments can be short-lived if
the intended effects of reforms are not realized as expected.

31. Was reform support coordinated among Pacific DMCs and development partners?
In addition to in-country summits, PARD adopted the concept of consultative group meetings.
The first consultative group meeting for the Pacific was held in Manila in 1995 for the first reform
program loans in the FSM and RMI. The meetings were convened to help donor partners
understand the need for reform reforms, with the respective governments presenting their
reform agendas and seeking funding support. Consultative group meetings were held for the
Cook Islands in June 1996, at which the Government presented its reform agenda; and in June
1997, to gain funding support. A consultative group meeting was also convened for Vanuatu in
June 1997. For later loans, ADB played a key role in donor coordination, helping to explain the
need and nature of the reforms and encouraging funding support. The consultative approach led
to a generally coordinated development partner response at the time, but total cofinancing was
limited—with most partners self-financing parallel but often complementary support (Appendix 7
provides a summary of development partner roles).

C. Endorsing Reforms

32. Conditionalities can be the outcome of long periods of consultation and discussion that
result in setting out a mutually agreed package of measures to achieve the chosen objectives of
the program. Agreed and implemented conditions and policy actions can be a measure of
reform endorsement. Conditionalities can also take on an administrative function for loan
implementation, including preconditions or actions for loan release compliance that trigger
access to the next credit tranche. While this administrative function may be needed, it can affect
the relationship between conditionality and policy changes. Used judiciously, conditionality can
address moral hazard, keep reforms on track, and strengthen the hand of reform champions.
However, excessive use of fixed conditionalities and rigid implementation time frames may not
provide a realistic perspective for implementation. ADB-wide program lending reviews, carried
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out in 1996 and 1999," found that a large number of policy conditions included in program
loans incurred implementation delays compared with the original schedule.

33. The Pacific DMC program loans evaluated shared a similar range of experiences.
Program loan tranching and conditionality were used for ensuring that reform steps are
undertaken. In terms of policy actions and tranche condition numbers, Appendix 5, Table A5.1
shows that tranches were generally front-loaded but a key feature of the program loans were the
large number of conditionalities and policy action requirements used. In the case of the Cook
Islands, there were 124 policy actions and 44 tranche conditions; together with rigid
implementation, time frames were not realistic for effective implementation. Second and third
tranches experienced more delays—partly because realization of the implications of reforms
causes hesitancy, or because the complexity of the steps needed to fulfill a requirement such as
legislation. Of the second tranche conditions, 49% were complied with (including the cancelled
program loans to Nauru, PNG, and Solomon Islands), suggesting that governments had difficulty
implementing the second phase of policy actions and conditions. Thus, initial allocations of loans
were successful, but second tranche releases were delayed by an average of 1 year in two-thirds
of the program loan cases. In cases where the Pacific DMC reform priorities were for short-term
budget solutions, while program loans were designed for long-term solutions, this outcome is to
be expected. Overall, it appears that the deeper the change in the rules and incentives, the longer
the time period needed to meet the condition, let alone achieve a behavioral response.

D. Implementing Reforms

34. Were loan funds used for identified reform costs? The loans provided essential
funds to help repay government debts and to help pay for the adjustment costs of the reform
programs, such as retrenchment of some public servants—thus, they were appropriate. Second
tranche releases were often delayed because of difficulties in compliance with conditions, but
once released, they were used in line with program objectives. Overall, funds were used by
governments in the initial stages of the programs and for the intended purpose, but this di