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	Why is Full Inflation Adjustment a Necessity for Compact Funding?
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The RMI Government and the United States negotiated a financial package, under the economic assistance of Title Two of the amended Compact of Free Association, consisting of: 1) a 20-year term of economic grant assistance for economic sector investments; 2) a trust fund to be comprised of RMI and U.S. funding that was meant to replace economic grant assistance in 2023; and 3) Kwajalein Atoll military use landowner compensation, impact and special needs funding. The U.S. has determined that the application of a two-thirds inflation adjustment is sufficient for the proposed funding based on the current funding of the Compact that is also adjusted at the two-thirds rate.
 During the U.S. Congressional legislative process for the current Compact and during recent negotiations with the Administration no economic or political reason or justification was given for less than full inflation. 

The RMI Government contends that the funding should be fully adjusted for the following reasons:

· The purpose of the economic grant assistance is to maintain fiscal stability for the 20-year term. However, given the decrement to the grant assistance of $500,000 per year (which is required to go to the Compact Trust Fund in order for it to be viable), the grant assistance loses real value over the twenty-year term at such a rapid base that the RMI will be unable to replace the decremented loss and real loss by local revenue generation. This may result in: 1) reducing government expenditure in key areas where the Government has targeted increases: education, health, environmental management and infrastructure development and maintenance; 2) raising taxes that will hinder private sector development and locally generated personal consumption and saving; and 3) fiscal deficits.

· The RMI, by the nature of its limited resource base, is a net importer with most imports originating from the U.S. Thus, the RMI imports the fully inflated costs of goods and services imported. When adding distributor, shipping and insurance costs, the inflation rate that is actually experienced by businesses and individual consumers is often at a higher rate than the U.S. inflation rate as evidenced by the RMI Consumer Price Index. 

Why Apply the Full Inflation Adjustment to the Economic Grant Assistance?

The above chart shows the estimated flow of economic grant assistance over the proposed 20-year term of Title Two. The chart illustrates that if the two-thirds inflation adjustment is applied, the funding will maintain an almost level basis but will lose real value during the proposed term. Thus, the RMI will have to either increase local revenue generation or reduce expenditure. The RMI is taking steps to increase tax revenue generation but estimates even with about 3 percent annual increases in revenue generation the Government will not fill the gap of the declining real value of the Compact’s economic grant assistance. The same is true for budgetary cost cutting: the public sector, in the last 5 years has been substantially reduced in terms of number of employees and functions, further cost cutting will not fully substitute for the loss of real funding. The impact of full inflation adjustment to the Compact Trust Fund contributions is also significant.  By allowing for the full inflation adjustment the amounts contributed will increase to a level that provides a more stable and adequate corpus in 2023. 

Why Apply the Full Inflation Adjustment to Kwajalein-Related Payments?

The United States maintains access to the U.S. Army’s Ronald Reagan Missile Test Range on Kwajalein Atoll as well as receives numerous defense and security assurances and privileges through the Compact and its sub-agreement on Military Use and Operating Rights (MUORA). In fact, the RMI has agreed to extend the MUORA until 2066 with a further 20-year option that can lead to a U.S. presence until 2086. While it is difficult to anticipate inflationary demands during this period, it is necessary that the related payments maintain a real value to fully compensate Kwajalein landowners. Leaving the inflation adjustment at a two-thirds rate gives the United States an increasing benefit at the expense of the Kwajalein landowners and RMI citizens as the cost of Kwajalein use is reduced because of inflation. This difference becomes a significant rebate to the United States the longer the MUORA is in effect.







� Section 217 of the current Compact of Free Association allows for the two-thirds inflation adjustment of Sections 211, 212, 214, 215, and 231 grant funds. The adjustment is per the U.S. Gross National Product Implicit Price Deflator (USGNPIPD) or 7 percent, whichever is greater, with the base year being 1981. Section 218 of the negotiated Amended Compact allows for the two-thirds inflation adjustment to Sections 211, 212 and 216 grant funds per the USGNPIPD or 5 percent, whichever is greater, with the base year of 2004.
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