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FOREWORD

This review thethird of its kind for Palau, has been developed to assist the Republic of

Palau (RoP) in preparing for anticipated renewed terms of economic assistance under the
Compactof Free Association with the United States. This document has been developed

under a grant from the U.S. Department of the Interior and is administered tkineugh
Graduate School USA. 't is intended to asses
icy environment and to present a comprehensive set of economic statistics.

This review containsfour chapters(i) a description of economic developments in the

RoP; (ii) a discussion of policy and reform issu@g a chapter on the COFA Trust

Fund, peformance and simulations; and)(&chapteron economic prospectsd impact

of reformsover themedium andongterm. The descriptive section takes a standard mac-
roeconomic approach and includes: economic growth and employment; monetary devel-
opments angbrices; the external sector; and fiscal developments. The policy section dis-
cusses a selected set of publia privatesector reform issues facing Palau. It covers fis-
cal strategy and responsibility over the long term, the Palau planning and budget frame-
work, tax regime, and state owned enterprise (SOE) issues focusing on information and
communication technology (ICT) and water and sewer sector reforms. The renewed
Compact oversight requirements are discusseba brief section on the environment for
theprivate sector is included.

A new Chapter on the Compact Trust Fund (CTF) has been included vatisessment
of the performance of the Fund (CTdf)d simulations to assess the probabilitgttdin-
ing the objectives of the CTsubject to market riskl he mediumterm outlook and long
termprospectshapter analyzes likely economic developments imter term and
emerging fiscal threats in the longerm. A reform scenario is developed to correct for
the structural imbalances and policies to suppasafisustainability. Finally, a high
growth tourism scenario is presented urging the need for policy reform.

Thisreviewand statistical appendix have been prepared by Mark Sturton. Special thanks
go to: Casmir Remengesau, Director of Planning and BudgeteRart Silas, Director of

Tax and Customs; Muriell Sinsak of the Department of Planning and Statistics; Ruth
Wong in Treasury; and many other businesspeople from the RoP, who all supported the
preparation of the report and statistical appendix.

Thisreviewis available onlinat http://econ.pitiviti.ord.
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l. BACKGROUND AND SUMMARY

1. BACKGROUND

Palau completed a review of its Compact of Free Association with the United States, cul-
minating in the signing of an Agreement fenewed terms of economic assistancte
September 2010. The legislation required to enact the Review Agreement has been sub-
mitted to the U.S. Congress; however, all parties are still awaiting approval. As part of
the renewed arrangements, Palau welréquired to monitor its economic performance

and policy regime moractivelythan in the past. Aadvisory groupvill meet biannually

to review the economy arabsesgprogress toward any identified reforms. It has been

with this objective in mind that thigviewhas been developed to assist Palau to improve
economic monitoring in general and, more specifically, to meet its future obligations.

Thereviewcontainsfour main chapters(i) a review of economic developments; (ii) a
chapteron policy issuesfiii) a chapter on the COFA Trust Fund, performance and simu-
lations; and (iv) a chapter on economic prospects and impact of reforms over the medium
and long termThisreview is thethird of its kind and will analyze economic performance
from the start of the 2000s. Since the statistical estimates are more robust after the mid
2000s, greater attention will be focused on the pegiloceFY2005, including the recent
financial recessiofrecoveryand recent boom in tourisithe review of economic devel-
opments follows a standard macroeconomic approach: growth and employment; mone-
tary developments and prices; the balance of payments and external debt; and fiscal de-
velopments.

The policy issueshapterof thereviewhas two objectives in mind: to initiate a general

policy debate and to provide a preliminary set of possible issues for monitoring by the

Compact advisory group, once it is established. The first section discussaslPéd s f i s c al
strategy and the need foralenger m pol i cy and fi scal responsi
planning and budgeting system is discussed together with the tax reform tegirhas

been undeconsideration in Palau. The state owned enterpris&)S€xtor is small in

Palau, but reform has been initiated by the World Bank and Asian Development Bank

(ADB) in the areas of information and communication technology (ICT), water supply

and sanitation. The renewed Compact includes a new oversight mechétiisghe crea-

tion of an advisory group. The list of proposed areas and targets for monitoring are dis-

cussedA brief section of private sector issues is presented, including the need for regula-

tory reform and planning in the tourism secaw wellasar evi ew of the Worl d
ADoi ng Business Surveyo assessment for Pal au

In Chapter 3he performance of the Compact Trust Fund (CTF), which has been in exist-
ence since the onset of the Compaatewsewed A new section has been developed to
assess therpact of market risk on the attainment of the objectives of the CTF with sta-
tistical simulations based on Monte Carlo techniques.
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The final chapter of theeviewanalyzes likely economic developments in-tiear term

and emerging fiscal threats in the lenterm. A baseline scenario is developed based on
the current policy regime. In the nearm with the booming tourism economy, strong
growth generates large fiscal surpluses, but these mask a set of underlying fiscal threats.
A reform scenario is develed to redress these weaknesses and place the nation on a fis-
cally sustainable path. Finally, a high growth tourism scenario is preshigklighting

the need foregulatory reform and planning in the tourism sector

1. SUMMARY

As the world economfgell into recessionn FY2008 thePalaueconomysuffered a se-

vere contraction The nat i on 0 Perced io RYR00§, and ;m FYROib 'y 5
furthercontracted by a massive percent. Not only did tourism arrivals fall with declin-
ing world demand, but also the Compact Road projeated completiarin FY2011 and
FY2012, the tourism economy rabaled, and the economy grew by 4.7 ando@rzent,
respectively. IlFY2013the ecomomy contracted by 1,8ercent reflecting completion of
public construction projects in FY2012, and a reduction in tourism due to a variety of
structural factorsin FY2014 the economlyoomedwith recordgrowth of5.8 percent.

This was mainly driven by lge increases in tourist activity, but other sectors in the econ-
omy also contributed significantly to the growth.

The population of Palau consists of Palauans and a large number of foreign workers,

mostly Filipinos. Since 1986 the Palauan component ofdpalption has grown by 0.3

percent, after allowing for external migration, reaching 12,814 in FY2012. The number of

foreign workers has grown from 1,550 to 4,631 over the same period, reflecting the in-

creased need for tourism industry work@®P per capga has risen by 1 fercent per

annum since FY2000. Gross National Income attained a levéB#3 in FY2014

placing Palaslightly above theippermiddle-incomeceilingoft he Wor | d Bankds c
fication of $12,746The labor market in Palau is clasefull employmentand employ-

ment has risen by Ofercent annually since FY2000.

Palau has generally maintained a prudent fiscal policy. Since FY2005, it has recorded a
fiscal balance in the range of 530 -2.1 percent of GDP. With the onset of the momic
recession in FY2008 and FY2009, the fiscal balance turned negative. Hosvevethe

recovery in FY2011, the governmdrasrecorded surplesin each year with a large sur-

plus of 3.5 percent iRY2014reflecting the booming tourism econonWhile the fiscal

position has generally returned to a favorable status, the government accumulated a sizea-
ble array of short term debtring the economic downturprimarily in the form of ac-

counts payabléWhile much of this has been paid down, a significanp@rtion remains.

On the external front, Palau has a favorable position, with external debt equivalent to just
28 percent of GDP in FY2014

The rapid growth in tourism has presented special challenges to Palau. With total visitor

arrivals expected to climby33 percent in FY2015 the government imposed a reduction
in charter flights of 50 percent to limit market disruptions addresgnvironmental

XV



concernsHowever, he limited implementation of this policy has yet to reduce the num-
ber ofvisitors from Giinafrom the pe-reductionrecordedevels With a further 260

rooms coming on line in the near future, it is difficult to see boeh gpolicy will be ef-
fective, unlesshese new roomemainunoccupied. Palau has adopted a policy to attract
high value tourists, but the recent growth and new hotels are cateregtzkiage tour
segmentlt would be useful for the policy of banning or numerically restricting charters
be revisited and perhap®placed with more effective, economic incentretated poli-

cies to ensure the appropriate signals are sent to current and potential investors in the Pa-
lau tourism sector and in allied investment opportunifeeurism policyshouldbe de-
veloped thatlearly lays out the an effective set of regulati@msures thadministrative
capacity to implement them, and particularijiatesland zoning controls so that as Pa-
lau can effectively processed with hggh valuetourism concept

A second area of coprnis theg o v e r napparent faikire tproceed wittthe ICT
reforms that have been propogedmplement a new fiber optic connection to toin-

t r ynt@reet backbond?alau has deeply undedeveloped and undgrerforming inter-

net architecture irelation to its otherwise impressive level of developméhe current
proposal to establish a Belau Submarine Cable Company with financing from the ADB
provides a unique opportunity to piggy back onto the $FAcable project linking Indo-
nesia, the Philipines, PalatandYap to Guam, Honolulu and the U.S. mainland. The
connection offers a low cost opportunity, with scheduled connection to go live in early
2017, andvell managed maintenance. The prageltash flow willfall below the current
expensive dallite connectiosduring the grace period of the loan, and thereaftin-
curan annual cost increase ($0.5 million), which should be more than covered by a rap-
idly expanding business that is currently depressed by very high prices. lIptditics

need to be set aside that Palau can proceed with a mission critical piece of infrastruc-
ture.

A series of further reform issues confront the nation. The tax reform initiative, which ap-
peared to have traction, hpogressed as expect&li v e n t Brapidgravithiimo n 6
tourism Palau needs a modern tax system that is suited to a tourist economy. A VAT, the
center piece of the reforms, is exadtlgat is neededas it will equally dividethe tax

base between Palauans and tasiril is not envisaged ththis initiative will resurface

until after the 2016 elections. The Civil Service Pension Fund also presents a significant
challenge, which is projected to be depleted in 10 years. No action is currently under con-
sideration, but reforms are needed witvgmment transfers to shore up the current 15
percent funded ratio to pension liabilities. The recent transfer of water and sewer opera-
tions to the PPUC (Palau Public Utilities Corporation) will require significant increases in
rates (estimated 3 fold) fifill cost recovery is to be achieddn its absencghegovern-

mentis likely toincur large annual subsidies.

Near the end of FY2010 Palau signed the Compact Review Agreement with the U.S.
Subsequently the Agreement was submitted to the U.S. Congress where it rBweains
years laterawaiting approval. The terms of the renewal for Palau, though less than what
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had been requested, would still be considered favorable. The key enhancenudvesain
further 15 years dinancialassistance. Current grant assistamitealso continue alt-

hough at a declining level.d&litional resourcewill be provided to suppothe Compact

Trust Fund, infrastructure maintenance and capital projects. A méwrdeof the renewed
Compact is the creation of an advisory group comprising five members: two from each
country and one by mutual agreement. The purpose of the advisory group is to contribute
to the longterm economic sustainability of Palau by recommega&iconomic, financial

and management reforms.

An enlightened feature of the original Compact was the creation of a Trust Fund. The
CTF was intended to provide $5 million annually from FY #2009 and then $15

million annually for government operatiotisought he Compact 6s fi fti eth
FY2044. However, these projections were based on the CTF achieving an annual return
of 12.5 percent. As it turned out the CTF achieved a 7.4 percent return through FY2009.
This result was consistent with market resjrbutbased on projections done at the end

of FY2009would have resulted in failure of ti&lF to achievats original objectivesif

the terms of the Compact had remained unchanged. As a result of the required Compact
section 432 Reviewgnagreement wareached to renew the economic assistance terms

of the Compagto reduce planned withdrawabndto deposit additional funds into the

CTF overthe period from F2010FY2023. If the Agreement is approved, curnerd-
jectionsindicatea strong likelihoodhat the CTF willachieve the original objectives and
persist albeit at aslowly declining level beyondFY2044

P a | @aor@omy is expected to continue on a high growth path over the nestionm

with rates of 6.7, 4.4 and 6.7 projected for FY2015 thrdtigR017, respectively. Ti&
favorable outturn reflects continuing strong tourism growth with the completion of sev-
eral hotels in the next few years. In addition the Alitaror Sanitation Project funded by
the ADB will provide a significant stimulus to tleeonomy. Should the renewed Com-
pact become effectivé is likely that the use of the capital grant component will further
stimulate the economy.

The nation continues to face sevdogigerterm challengewnhich could lead to a deti-
oration of the curnet favorable fiscal position, includirtge Civil Service Pension Fund
(CSPH, water and sewer subsidiesdreduction in the real level of Compact funding

On the current pathhe fiscal balance is projected to turn negative by FY2024 when the
CSPF is projected to bemeexhaustedA policy reform scenario is considered at the
end of this Review to return the nationdag-runfiscal balance, address the letggm
decline in eal Compact transfers, aaddress theeed to shore up the COFA Trust

Fund.
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Il REVIEW OF ECONOMIC DEVELOPMENTS

A.  Growth and Employment
1. GROSSDOMESTIC PRODUCT , GROWTH AND STRUCTURAL CHANGE
I Overall trends in economic activity

1. The first part othe 2000s, FY2001 through FY2QMas a buoyant and positive
periodfor the Palau econom¥rigurel). The economy grew by an averag®ualrate of

2.9 percentreflecting both large construction projects and strong tourism growth. Of the
averageannualeconomywide grovith of 2.9percentconstruction(primarily the$149

million CompactRoad projecdtcontibuted 1.0percentand tourismactivities (acommo-
dation, meals, diving and tour@)3 percent.Tourist arrivals grew from a level of 56,501

to 85,004 an annual growthateof 8.5percent.

2. In the subsequetitireeyears(FY2005throughFY2007), the economy bottomed
outand then turnethrgely sagnantoefore the oncominglobalfinancial crisisof

FY2008. The main forcabat drove lhe economy in the early 2000s no longer sustained
growth. The increase in construction activity had peaked and was now on the wane. Tour-
ism growth was lao weak during thiperiod falling in FY20®% and FY200&nd only

just returning to the FY200®Bvelthreeyears later.

3. In FY2008 thefinancial crisis hitand GDPdroppedby 4.8percent. FY2009 was
even worsgewith the ecoomy contracting by a further ®percent. Several negative
forcesoccurredat the same time. Constructiohthe CompactRoad whichhad buoyed
economic growth inlte early 2000scame to an endrhatwas the dominant negative
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Figure 1  RoP real GDP growth (percent)
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force, responsible for percent of the twayear loss in GDP of 14 8ercentTourism
demandreflecting the onset of the financial crisidso turnedhegtive, and contributed
2.1 percento the overall declingFinally, the combined impact of these forces and high
rates of inflation of 10 and 5 percent in FY2008 and FY288&pectivelyfurther eroded
demand

4, By FY2010 thampact ofthefinancial crisishad bottomed ownd the economy
began to reover The economy grew by 3percent, of which 1.percent was due to

growth in tourismactivities FY2011 and FY2012 saw continued expansion and the econ-
omy grewstronglyin FY2011 by 4.7the highessince FY2004andagain by3.2 percent

in FY2012 of which tourismactivitiescontributed 2 and 1.&ercent of theverall

growth in the two yeard/isitor arrivalssoaredoy 26 percentin FY2011 and the number
surpassed 100,000 for the first tinieFY2012 numbers grew by a further 13 percent

and visitor arrivals reached a record 116,88% the end of FY201,2he higher enadf

the hotel and accommodation industry was operating atagacity andtourist prices

were rising.

5. The economy peaklin FY2013 and visitor arrivals declined bypércento

110,608 Overalleconomic growth declined by 1p&rcentof which 0.2 percent was due

to tourism.The major impact on the economy in FY2013 was from a reduction in public
sector infrastructure pregts, which contributed to a 1p@rcent fall ineconomic growth.

In FY2014 the economy bounced back and eodogrowth recorded 4.fercent. Tour-
ism activities accounted for 2pkrcent of the total andsitor arrivals reached a record
125,417 Thesources oeconomic growth in FY2014 evewidespreadvith retailing,
professional and financial servgand public administratioall making important con-
tributions.

6. The sources of growth sxpenditure component of GBRre revealed ifigure
2. The majordriving forces ofthe economyare clearly seen to be tourism and
investment, both of which have had a domtrimmpact. In FY2008 and FY2009 the
completion othe CompactRoadhad astrongerimpact than the financial crisis and
reductions in tourism. Between FY2010 and FY2012, clearly tourism was the driving
force, but in FY2013 declines bothpublic investmenand tourism resulted in
reductions in GDPIn FY2014, whiletourismis generallyconsidered the main driving
force, it wagenewed investment in hotdlsat had the morsignificantimpact Figure2
indicatesheimpact of economiperformancen household final consumption
expendituresvas signficanin FY2009,and that government expendituresveaabeen
stable contribuing little to economiachange

i GDP byinstitutional sector

7. Figure3illustratesthe overall level of constant price GIaRd theperformance
and contribution of the private apdblic sectorsA major olservation fronFigure3is

1 Note: imports, which make up the difference to GDP growth, have not been included.
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Figure 2  GDP by major expenditure categories and contribution to growth, FY2005
prices (US$ millions)

thatdespite the recent growth in touristing level of GDRemains below that attained in
FY2005 and is 4.Jpercenfower. While the recent resurgence in touriamd investment
has ledo rapid growthduring the last five yearg hasfailed toregain the ground

achieved 10 years agbhe figure also clearly reveals the impact of the recent economic
developments on the private sector, the growtheneiarly 2000s peaking in FY2QQ4e
impactof the recessigrand the recenmprovementith thesetbackn FY2013
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Figure 3  RoOP real GDP by private and public sector, FY2005 prices (US$ millions)
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8. The public sectqion the other handhas remaied very stablduringthe period
underpinningeconomic activityDuring this timethe public sectohas grown by an an-
nualavemge of 0.7percent The public sector is representagthe national government,
state owned enterpris€SOES), the state governments and government agencies. While
the national government has actuabntracted by).6 percent, growth in the other com-
ponents of the public sector Hasen more rapicaveragng 2.8 percent Taken as a

whole, these other components of the public sextpresen80 percentof the naional
government by siz&.o its credit the government has avoided development of a large
SOE sector dependent on government subsidies.

9. It is clear fromFigure3 that variabilityin econonic performance hasome from

the private sector and that responsiiidicieshave held the public sector in cheak

lowing the engine of growth to be focused on private initiative. This has not come with-
out costas dependency on a narrow range of economic activities brings significant risks
in terms of downturn in periods of weak demand. However, given the size of tharPala
economyand resource constrairgach risks ar&argelyunavoidable.

lii GDP by industry

10.  Agricultural production is small in Palaaccounting for 1.4g¢ercent of GDP. It is
represented by a few commercial farms, informal growers, subsistence production for
household consumpticand government extension activities. Little is known alnouk
commerciaproduction and estimates are projected in relatiopopulation change.

With the recent estimated declines in population, production estimates argattewn
hough backward linkages from the tourism sector would afford opportuiaties

creased output

11.  The fishing sector is small in Palau compared witlgm®oring Micronesian
economiesln economic statistics the fish that are caught and owned by foreign fishing
businesses (the sashimi grade fishefgport tothe Japanese market) are not considered
part of GDP. The ohore fish based activities to packaand reexport the fish from Pa-
lau are considered part of service expats] docontribue to GDP although the activity
is small. Takng the industry as a whalencluding shore based activities, aquaculture,
fish for the home markeand the tourism ustry, together with a small contribution
from subsistence productiprepresents just.2 percent of GDP and has declined by an
annual average of 0.8 percent since FY2000.

12.  The manufacturing sector is very smallthough garments were produced for ex-
portat the start of the 2000 periddoseoperations closeith 2001. The utilities sectas
now completely operated by tRalau Public Utilities Corporation (PPU&hcecom-
pleting theamalgamatiorf the water and sewer operations previously utiteegoern-
mentBureau of Public Work<Electricity production has remained stable duringothst
five years despite the growing econonms rising prices hawdampenedlemand. Water
wassupplied through thBureau of Public Worksut this agencyhas now beeamalga-
matedinto the PPUC as part of the ADB/ater Sector ImprovemeRrogram(WSIP).
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13.  Construction has been a leading industry in Rdfatiatives have included se-

ries of largepublic sectoiprojects with the JapaRalau Friendship Bridge at the stait

the 2000s, the CompaRbad during the early and mRD0Os, theCapitol complex dur-

ing the same period amnariousairport improvement projectslotel construction has

also been significant as new plant has been added through the period. Howeveif, much o
hotel constructi on | sorpuwdudee bytthe ewneendassiot i o wn
represented in the constructistatistics At the start of the 2000sonstruction rpre-

sented 1(ercent of GDPIt rose toa peak ofL5 percent inFY20@ and has sice fallen

to 3percent in FY2014it is likely that much of theconomic activity associated with the

two hotel projects completed in FY2014 are yitincluded in the construction series.

14.  The wholesale and retailing sector is dependent on demand fedocHi and

tourist economies. ttomprisegswo major components: fuel importers and generat-
chandisersValue added from fueinports,although growing during much of the 2000s
dropped inFY2009-FY201Q reflecting restructuring in the sector as the original distrib-
uters left the market and new firms entered with lower mar@inse the new owners be-
came establishegtalue addedhas returned to its former levelnd needs of the economy
Generalmerchanding hasresponded to the general wbing in the economy, growing

in the 2000s with the large construction projects and growth in tourism. During the reces-
sion output declingdut has since picked wgverthe last four years with the revival in
tourism

15.  The hotel accommodation, restaurant transpodtionindustries have been
leading sectors in the econgras shownn Figure4. Value added in the two industries
displays a period of growtin the early2000s stagn&on and contraction in the mid to
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Figure 4  Hotels, restaurants and transport value added, FY2005 prices (US$ millions)
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end2000s and thera sustained period of growtietween FY200¢hrough FY204. The
transporationsector includethe operation of watebased tours/diving, land transpmrt
tion andthe operation of the locairport. The overall contribution of the two industries
has risen from represemg 12percent of GDPri FY2000 to 1percent in FY2049 an
indicationof significantstructural change.

16. The communicationsectorincludesthe Palau National @nmunications Qgo-
ration (PNCC) an SOEand other providers of communications servicége &lecom-
munications output ahe PNCC has grownapidly since the early 2000s reflecting the
buoyancy of the telecom industry internationaldgmand for cell phoneand internet

has been buoyardespite poor service quality aegceptiondly high cost due talack

of connectivity to thénternet backbone. Performance in the financial intermediation sec-
tor has been erratidhis sector is made wd commercial banking, the Natial Devel-
opment Bank of Palau (NDBP), and other financial service provisiech, asnsurance
andmoney transfer companies. Performaimche commercial banking sector has been
erratic Factors have includedieak regulation in the early 20Q@®sllapse othe Pacific
Savings Bankn FY2007, restructuring, better regulation aadeturn toimprovedperfor-
mance in recent yearfhe NDBPgrew rapidlythroughthe 2000s but has deaéid since
output peaked in FY2@L Other financial servicearesmal in magnitude anthiave not
displayed growth.

17. Real estate activities are an important component of the econgpngsented by

both ownership of dwellings and commercial rentals. The former category is estimated in
line with population growth, which grewpuo 2005 but thereafter has declirfbdsed on

t he r ecent.) Commegial @nticgesra signgicant component of economic
activity in Palau due to the large number of foreign nationals, slightly larger than 25 per-
cent of the population. In thewdy 2000srenting grewrapidly with the need to house a
growing number of foreign workers in the construction and tourism indusfies.the
completion of the Compact road output adjusted downwartisnce agairhas grown
stronglysince that timevith increased demand form tourisin the revisednternational
Standard Industrial Classificatiol§{C) Version4 currently used in Palabusiness ser-
vices are separated into professional, administrative and support seavideskea mi-

nor contributiorto GDP.

18.  Public administration immade upof the national government, government agen-
cies, such as the Palau Community Action Ageanoy thePalau International Coral Reef
Center stategovernmerd, and social security fund$he rational government publ&d-
ministration hagxperienced downward tred of 0.4percent since FY200While Ko-

ror state gogrnment has grown rapidly by 4p@rcent reflecting buoyant revenues de-
rived from Koror State Park, other local government has grown moresthodean an-
nual average of 1.percent. Local government mggents 3percent the size of national
governmenadministrationwhile the remaining agencies codgoercent.
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19.  Education services are provided by the national governmatdu Community
College (PCCand nogovernment schoal$ervices provided by the public sector have
decliredby 1.3percenthrough the periodwhile those of the private sectanre small but
havegrown by 1.6percent Health services, which are predominantly provided by the na-
tional government, display erratic movement thave improved in the last two years.

The provision of private health services has grown strongly since FYRD88dition

there are a number of private services provided to househaitigling entertainment,
recreation, artand employmeniithin households

20. GDP also includes the receipt of indirect taxes and payment of subsidies to the
SOE sectorThere arghreemajor categories of indirect taxes: import taxes biness
grossreceiptstax (BGRT),andadditionaltaxes orproducts (hotel occupancy taXhe

path of all of these categories has mirrored that of the GDP and the economicresicle

ing in the early 2000s, deciimg during theglobalfinancial recession, anthstly, grow-

ing with the recent expansion in the tourist industry. Subsidies to the SOE sector, namely
to the utilities (PPUC), have generally been smafldanomicerms.

21.  Finally, an adjustment is made to GDP fifinancial intermediation services, in-
directly measwdd ( F | vihich\k)the difference between interest receipts and pay-
ments of the banking sector relating to productive activilieetrend hagenerallybeen
increasingy negative

v Structure of theRoPeconomy

22.  The structure of the RoP econoisypresented in two parts: by institutional sector
and by industryChanges in the structure thie economyby institutional sectobetween
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Figure 5  Structure of the RoP economy by institutional sector
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FY2000to FY2014 areindicatedin Figure5. The main observation thatinstitutional
changehas been minoFor the most part the picture presents a healthy structure, with
private enterprise representiagpercent of economic activity. Government activity, in-
cluding the national and state governments plus agewcigentlyrepresent@3 percent
and has faéin by nedy 4.2 percentduringthe period. This is aappropriate level for a
small developing economgnd s considerably less than the large public sectors in the
Federatedbtates ofMicronesia(FSM) andthe Republic of tharshalllslands(RMI).
Therole of the public sector in commercial activity is limited to tisBand telecommu-
nications buthas increased its shdrg 3.2 percent and represents 9.4 percent of. GDP

23.  The financial sector has undergone significant restructdmifyving the closue
of several banks arttie collapse of the Pacific Savings Ba@kerall,thefinancialsec-
tor is small anchow representenly 2.3 percent of the economits share has falleny

1.8 percentreflecting the changes in the industsyructural weaknesseas the lending
environmentandalack ofa proactive business culture of the remaining bafkeshare
of thehousehold sectdras grown by 1.@ercent andnakes a significant contribution to
GDPin both marketed and nemarket production. Market produeti consists ofixed
incomesderivedfrom agriculture and fishingNonrmarketed produmn (for household
subsistencer own consumptionmainly entailshome ownershiput alsoincludesagri-
culture and fishing. Last]yhe share oindirect taxesas growrby 20 percent andepre-
sens 11.2 percent of GDPThe increase reflects changes in the structure of the economy
rather than changes in discretionary tax rates.

24.  Figure6 provides an indication of the&ructuralchanges in the economy bubrin
an industry perspectivélnlike the institutional structur¢here has been significant
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Figure 6  Structure of the RoP economy by industry
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change in the industry composition. The importance of the construction industry clearly
fell as the infrastructur&Capitol and hoteprojectswere completedConverselytourist
activities in hotels, restaurants and transgarh have grown rapidlyfrom 12to 22 per-

cent of GDP. Clearly, the change indicates the transformation of the economy into one
highly dominatedy and dependent on tourism. While Palas hanefited from tourism
growth, the substantial size of the industry indicates the potential risks of being depend-
ent on one indusy. The share of nrehardising, wholesalhg and retailing hasain-

tained its share d&DP, while the share di o t h e r e§ has grawm by @ercent and

risen in line with the growth in tourisiithe share of public administratitvas declined

as anticipated from the previous discussidkewise,education and healtiave dropped

as well

2. POPULATION , INCOMES, DISTRIBUTION AND POVERTY

25.  Figure7 displaysrecent trends in population as recorded by population census
from 1986 onwards. For Palauapspulation remained largely unaltered between 1986
and 1995However it grew by 1.3 percergnnuallybetween 1995 and 2000 and by 1.5
percentannuallybetween 2000 and 200Buring the lassevenyears the Palauan popu-
lation declined by an annual averagel.9 percent. It is difficult tgprovideexplanations
of the trendsDuring the first period19861995), it would appeathatthere was signifi-
cant outmigration, but between 1995 and 20pBople preferred to stay hontgertainly,
the economy was expanding during this period. Between 2005 angdi2@d@earshat
out-migration again accelerated as large numbers of people left the country. This would
be consistent with severe recession in the ecorfanyFY2008 through FY2010. How-
ever, while populatiotrendsrespond to economic incentives, the later periad also

one where opportunitiesereless favorabl@verseasWhile there is some questianthe
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Figure 7 Population by Palauan and non-Palauans, 1986-2012, constant prices
2000 (US$)
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credibility of the population trends,is hoped the coming 2015 census will provide a
more definitive picture

26.  For nonPalauans, which are strongly represerby Filipinosthe trends are

more in accord with economic developments and reflect the demand for alierDiebor.
mand rose from the mitl980s as the economy grew with both a significant increase in
the size of the public sector and tourism duringehessly days. In the first part tife

2000s there was strong demand for foreign labor to support the builditig Gompact

Road and tourism infrastructure. As these projects came to a @éyeand slackened

and thenumber oinon-Palauan$asfallen by 838between 2006 and 201Qverall tak-

ing both Palauans and n&alauans together, the population rose more smoothly between
1986 through 2005 but subsequently fell by 2,462 over thedastyears, an annual av-
erage decline of 1.9 percent.

27.  Figure8indicates the changes in constarnite GDPand realGross National Dis-
posable IncomeGNDI) per capita in 200 prices.The first important observation tlksat
therelatively high level of GDP per capipdaces Palau in th@gh-income group of the
World Bank classifications. In 2@1n current pricesPalau had a Gross National Income
(GNI) per capita of $13,353abovetheWo r | d B a-mdodesthrasholg ¢$12,76.

28.  Constant pricé&sDP per capita rose during tR&2000-FY2007 period in most
yearsand peaked at a level 08, $39percapitain FY2005 prices. The levéll precipi-
tously inFY2009 losing over $1,20in value sincd=Y2005as a result of the5lpercent
loss in economic activity. In the following threears the situation righted itself as eco-
nomic activityrecoveredandGDP per capitattained a level of 80481in FY2014.
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Figure 8  GDP and GNDI per capita, 2000-2014, constant prices 2005 (US$)
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However recent rises in GDP per capita have beanly due to the large reduction in
populationrather than increased economitidty . In a sensghis is a perverse outcome:
living standards were maintainbdcause large nurber of peoplemigrated

29. Figure8 also includes the trend in GNDI per capita from26¥Q Real GNDI
measures the sum of GRdjusted for terms of trade changalsis primary and second-

ary incomedgrom the balance of payments Palay the two measures are generally in
close proximityand move in parallel teach other. Primary income includes interest and
dividend earnings on foreign investments less dividend outflows. Dividend outflows are
large in Palapdue to the largeoteign investment component in the economy. Secondary
incomes are composed of grant incomes from the rest of the world, which is substantial,
less remittance transfers of foreign workdistoughoutthe period GNDI is greater than
GDP per capitaindicatirg grant incomes outweighed profit and other remittari2es.

ing the recession investment earnings dropped while grant lesldi€onstantand the

gap betweeNDI andGDPwidened These forceseversed between FY2009 and
FY2012 as the economy reboundiedt in FY2013 terms of trade and appreciation of the
U.S. dollar offset the decline in GDP. In genehal gap between GDP and GNDI widens
during weak pointsf the cycle and narrows duritigom times.

30. Based on the 200tousehold incomandexpenditure survefHIES) an analysis

of poverty and basic needs was conducted by the Uagific Centre (Suva, 2008).

The study indicated that 18.4 percent of households existed on a level of expenditure be-

low a Basic Needs Poverty Line (BNPL). GiveattfPalau is now estimated to be in the

Worl d Bankés high income group this is a | ar
in thatrates of unemployment in Ra based on the recent mini censusestenated at

less than 5 percent

31. The UNDP study alsmdicates that the Gini coefficient based on average house-
hold expenditurewas 0.25. (The Gini coefficient is a measure of inequality with perfect
equality having a coefficient of 0 and total inequality isBased on recent work on the
distribution of goss wages collected under the Social Security Administration, Palau has
a Gini coefficient 00.49, which is relatively high by international standards. For Pa-
lauans disregarding negitizens, the Gini coefficient falls @40 and reflects the large
numker of low income foreign workers in the country. Howewathmeasures of ine-
guality are only partial as they are not based on a full analysis of all sources of income
The UNDP study is based on household expenditures and not incohefSocial Secu-

rity Administrationstudy is based on individuals and does not capture subsistence or
business incomes. Thesults of the 201#IES, currently under analysigiill hopefully

shed further light on these important issues.

32.  Other interesting indicators of distution can be derived frome factorial distri-
bution of incomean the national accoun{share of wages and profits in GDP). At the

IlUNDP, Paci fic Cent rHeo,u sfeAdrmod Idy slinsc omfe talmed ZEX®PéEe ndi t
Suva, Fiji, 2008.
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start of the 200Qghe $are of wages in GDP averagedg@centfrom 2000to 2002but
thentrended dowward, averagings0 percent at the end of the 202014 period The re-
duction in the share of wages and commensurate increase in the share of operating sur-
plus reflects the changing structure of the economy. As the tourism economy has grown
relative to the public sector antherlaborintensive activitiesprofit-earning activities
haveincreased their share

3. EMPLOYMENT , EARNINGS AND WAGES
I Employment

33. Recentrendsin employmentarebased omuarterly data collected by tiiRepub-

lic of PalauSocial SecurityRetirement FUnRPSSRI:. Thefigures are estimated from
thereturnssubmittedto the RPSSRIBy employersandemployment is measured by a
count of individualsIndividuals who transfer from one job to another during the quarter
or turnover in migrant labor will tend to ekstate the numberndowever, the information

is the best available at this time and considered tefresentative adctual trends

34.  Figure9 indicates recent trels in employment of both Palauans and-aibizens.
Citizenship employment halsplayed a stable trend over time and grown from a level of
4,755 to 4,933luring the last 1years. There was a slight peak in the 120D0s reflect-

ing the additional demand for labor to complete the construction prajtrenship
employment fell wth the poor economic performance in FY2009, but has subsequently
strengthened with theecent tourism led growtf.he pattern for nowitizenship employ-
ment reveals a significantly different story. There was rapid growth in the early 2000s to
work on thegrowing tourism industry and construction projeetsd the use of foreign
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Figure 9  Employment by citizenship
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labor surpassed that Bhlauans. However, with the completion of the projé¢ktsde-
mand for foreign labor fell and the workers returned hdmhe past two years the de-
mand forforeign labor has picked with the booming economy.

35. FigurelOindicates the level of employment in the private sector, national govern-
ment anda third group comprisinthe SOEs, government agencies atadegovern-

ments. Trends in the private sector indiga@wthin the early 200Qswith the additional
demand for labor for the infrastructure proje¢tewever, the private sector declined

from FY2005 through FY201Qvith thecompletion of the projects and the onset of the
recession. Demand for privadector labor increaddetweerFY2011 and FY204 as a

result of the resurgence in the tourism industry, although less strongly than the growth in
visitor numbes. Thisimpliesgreater capacity utilization d&cilities and growth in
productivity. Excluding the construction industry from the privagetor figures yields a

far smamthermore or less stationatgendover the period

36. Employment in the national government indicates an average levele&dyB
ing the FY2006FY2004 period buthen shows a dim FY2005and a gradual decline
thereafter. Compensating for the reduction in national governemployment in the
SOEs,stategovernments and government agenbias grown rapidlyrom a level of
1,172 in FY2000 to 1,74l FY2013 or at an annual rate of 2.9 percefaken as a
whole, the level of employment in the public sector geswvn modstly by an annual av-
erage of 0.percent Fiscal policy and employment in the public sector has followed a
cautious trackprotectingPalaufromthe pitfallsexperienced bgther Micronesian econ-
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Figure 10 Employment in the private and public sectors
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omies which led topainful adjustments and reductions in public sector employment dur-
ing cyclical downturns. At the same tiptee cautious public sector employment policy
has allowed resources to fldwthe private sector andducedistortions in the labor
market.

i Wagerates

37.  Figurellprovides an indication of the trends in Palauan andaitaren wages.

The strong divergence between the two series could be taken to infer twatizemla-

bor is paid less thantizen labor. However, more detailed analysis suggests that the story
is more complex. In the private corporate sedalibizen wages are currentBi percent

higher tharthose fomontcitizens, although in the necorporate private sectaeitizen

wages ag 67 percenthigher. In banking and the national governmehe pattern is the

other way aroundvith noncitizen wages bein§j2 percent higher than citizerarnings

in banking and10 percenthigherin the national government. Clearlyages reflect the
required skill setscarcityand qualificationsn the different sectors.

38. For Palauansiominal wages have risen through the pebgp@n averageate of
2.4percent annually. The annual rate of increase moderated in FY2009 with the onset of
the recessigrbutresumed the upward trend thereafter-Y2014 the data indicates a

rapid growth in wages of 8.3 perceahndstrongwage growth in the private sector and

state governmentd hisreflecss tightening of the labor market and the strong fiscal posi-
tion of Koror State For the norcitizen segmennominal wages were relatively stable
through FY2009, but since that tirtteeyhave shown an upward treneflectingthe in-
creasing growth in tourispnising by4.6 percentper annum. In FY2014 wage growth

was 6.8percent but not as strong as in the Palauan segment.
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39. Figurel2indicates the level of averageal and nominalvage rates in the private
and public sectors. Cldgrthe public sectopays the highest rate of remuaton, with
rates of pay exceeding the private sectomoye thar/5 percentn FY2014. While it
might be inferred thgtublic sectomwage policy is distorting the market through paying
higher wages, such conclusicsin the comparison between Palauans anetitiaens
may not be warrantedhe skill set in the two sectors is differeBbvernmentadmin-
istration, education and healtforkersrequirea higherevel ofskillsthanemployeesn
thetourism sectarWage rates ithe public sectohave risen byanannual averageateof
1.8 percenduringthe periodin comparson with a rise 0.2 percent in the private sec-
tor.

40.  While nomhal wages grew econonwide by2.0percenin the 14 years under
discussion, the same is not true of real wqtfeslevel of nominal wages adjusted for
changes in inflation or CRIFor the economgealwages fell by an average @0 per-
cent, withpublic sectorreal wages failhg by 1.1percentand the private sector lfy7
percentrespectively.

41.  In April 2013the Palauan @ngress, known as the Olbiil Era KelulgdDEK),

passed a revised minimuwage bill increasinghe minimum wage from $2.50 an hour

to $2.75beginningOctoberl, 2013 The bill stipulated that the minimum wage would in-

crease by 28entsin the subsequent years until it reached $3.50. The bill also permitted

employers to take into account reasonable deductions for cost of housing apdbfood

vided to an empl oyee. The -rbeislild eanptpilaileds etnop |boo
Exemptions from the minimum wage apply to farm labor, domestic helpers, NGO em-

ployees and a few other selected groéyighe current time$20 per day is a rule of
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Figure 12 Average nominal and real wage rates in the private and public sectors
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thumb for domestic help, which equates to the old®@es hour. While this group is ex-
emptfrom the new minimunwage the new standard is likely to increase iemd wages

and reduce demand for unskilled labor. However, given the high rate of emplogment i
the economy, the new rate should not have a great impact on increasing unemployment.

B. Developments in the Tourism Sector
1. TRENDS IN ARRIVALS AND PLANT UTILIZATION

42.  Towards the end of 2014 Palau began to experience a very large influx of visitors
fromthePe pl e 6 s R e p ushggeastng tbat gro@th in arravadsiring FY2015

was likely tosurpasshe level of visitors attained in FY2014 of 125,417 and reach a rec-
ord level 0f180,00@ a44 percent increase. These developments led éotavedebate

in Pdau that tourism growth was proceeding tapidly, causingadverse impaston ex-

isting operatordocal infrastructureand the environmenAs a resultthe President of

the Republicthrough executive ordgplaced a limit on the number of charter flights
originating from ChinaA brief analysisexaminegheserecent trend$o shed light on

thar impact.

43.  Figureldindicates recent quarterly trends on visitor arrivals by nationality.
Clearly, the Chinese market has expladedcling over 25,000 during the first quarter of
2015 which is wellabove the next group of visitor®fn Japan. There is some evidence
although inconclusivat this stagethat the rapid growtbf Chinese visitor&asdeterred

ot her groups. The Japane slkghemspendingtoyrist al auds f
fell during the last quarter of 2014 andstiof 2015compared to the same period a year
previously Howeversuch fluctuationgre not uncommarand it is worth nothing that
lower spending tourists from Taiwan declined during the same period. The U.S.,market
which isheavily focused on divindias maintained levels. There is thus some support for
the observation that advance booking of accommodation has lirngedavailabilityfor
visitors from other sourcealthough determinatioaf clear trend®f displacemente-

quires further data and anglis.

44.  Palau tourism plant includes a variety of differgrades andategories ranging

from higherqualityto more basic facilitates, including smafieratorsn remoter parts of

the country and divboati | ialoards In total at the end of 201there were 1,593

rooms availablén Palau While noformal grading of tourism plant has been established

in Palay for the analysis presented in this review, hotels have been graded in consultation
with industry representates. Highendfacilities incluae the Palau Pacificdgort and the

Palau Royal Resort. Three other gradage been categoriz&ithrough D.Based on im-
migration statistics and hotel of destination of visitors, estimates of occupancy rates can



























































































































































































































































































































