
TAX REFORM IN THE FSM 

1. History 

In January 2005 the Tax Reform Task Force (TRTF) was established by Presidential Order 
No.27 to investigate all possible options for tax reform and make appropriate 
recommendations.  After wide-ranging research and consultation they reached a consensus on 
several recommendations (June 2005) which include the following:  

 Replace the Gross Revenue Tax  with a Net Profits Tax (NPT) 

 Replace the states sales tax with a Value Added Tax (VAT) 

 Establish a new Unified Revenue Authority (URA) to replace the existing state 
and national tax offices.  The URA will be charged with responsibility to 
oversight the collection of all taxes, National and State. 

 Reform the rate structure of the wages and salaries tax to include a tax free 
threshold. 

Later in 2005, the TRTF presented its recommendations to the leadership and received the 
approval of the FSM Economic Policy Implementation Council (EPIC), the FSM Congress 
and then by the FSM President. The next step was the formation of the Executive Steering 
Committee (ESC), which consists of the Vice President of the FSM, the four State 
Governors, and a private sector representative.   The technical working group was also 
created to provide support to the ESC in carrying out its mandate. The mandate for the ESC is 
to oversee the successful implementation of the tax reforms as recommended by the TRTF. A 
Tax Reform Project Team in the FSM Department of Finance and Administration provides 
staff support to the ESC and coordinates overall work relating to the review, approval, and 
implementation of the tax reform proposals.  
 

2. Why Tax Reform? 

There are quite a number of compelling reasons for reforming the tax system in the FSM 
without delay. As projected during the 3rd FSM Economic Summit, new funding levels and 
structure under the Amended Compact will result in deteriorating economic and budgetary 
situations. The FSM needs to undertake tax reform for the following reasons: 

 To address budgetary pressures and in some cases imbalances resulting from 
decreases and different structure of compact funds; 

 To better position the FSM economy to weather the adverse impacts of decreases in 
compact funding by improving the tax regime to one that is more supportive of 
private investment and growth; 

 To address inherent weaknesses in current tax administration; and 
 To position the tax system to be in compliance with Trade Liberalization Agreements 

FSM is party to. 
 

The state and national governments have implemented programs to streamline 
administrations and reduce public expenditures where possible but that will not be enough to 
respond to the financial needs of the nation over the coming years due to the magnitude of the 
adjustment required over the long term. A comprehensive tax reform plan is needed to raise 
local revenues to replace revenues no longer available under the Amended Compact. Tax 
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reform is also needed to respond to the failings of the current tax system, including the tax 
structure, the tax administration system and to address collections/compliance issues. 

3. Features of the Tax Reform Proposal 

The first component of the tax reform proposes that the tax administration will be modernized 
and strengthened through the introduction of a uniform set of rules for administering taxes 
nationwide (Revenue Administration Act) and the consolidation of all tax administration 
functions into an independent Unified Revenue Authority (URA). 
 
The second component proposes the modernization of income taxes through the elimination 
of the Gross Receipts Tax (GRT) coinciding with the introduction of a Net Profits Tax (NPT) 
at a rate of 25%. The NPT will apply to businesses with annual gross revenues exceeding 
$10,000. Businesses with annual gross revenues between $2,000 and $10,000 will pay a 
presumptive annual tax of $80 while businesses under $2,000 will not pay any NPT. NPT 
returns for those exceeding $10,000 will be filed annually with quarterly instalments.  
 
As part of the comprehensive tax reforms there will be a reduction in the wages and salaries 
tax on employees. It is proposed that the first $5,000 of earnings will no longer be subject to 
tax. Wages and salaries above that amount will be subject to the current rates of 6% for 
annual wages of $5,000 to $11,000 and 10% applying to annual wages above $11,000. 
 
The final component proposes to put in place a nation-wide VAT by streamlining the national 
import duties and replacing the existing state sales taxes with a State VAT. The streamlined 
import duty will be creditable against state VAT on subsequent supplies. Registration to 
collect the VAT will be mandatory for businesses with taxable supplies (annual turnover) in 
excess of $100,000 per year and will be voluntary for those under the $100,000 threshold. 
Businesses collecting the VAT on their sales will be entitled to claim VAT paid on purchases 
related to their business. VAT returns will be filed on a monthly basis. 
 

4. Legislation and Status 

Since the creation of the ESC, considerable work has gone into the drafting of the enabling 
legislation that will need to be passed at the State and National levels in order for these 
changes to come into effect. A team of Finance and Legal officials from the National and 
States governments staffing ESC have also reviewed and provided considerable input to the 
draft tax reform legislation to make them what they are today.  

The proposed measures to be considered by the State Legislature are:  

 Revenue Administration Act;  

 State VAT & Repeal of state sales tax;  

 State Excise Tax on sin goods; and  

 Delegation of tax administration to URA. 
 
The proposed measures to be considered by the FSM Congress are: 

 Unified Revenue Authority Act; 

 Revenue Administration Act; 

 Standardize import duty at 10% for all goods; 
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 Net Profit Tax and repeal GRT; and 

 Amendment to Wages and Salaries law.  
 
The 16th FSM Congress passed the Unified Revenue Authority (URA) Act during its last 
special session in April 2011. Provided that all of the legislation is passed, ESC has proposed 
a thirty month implementation timeline that begins once enactment takes place. 


