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FOREWORD  

This review, the third 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 

Compact of 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 through the 

Graduate School USA. It is intended to assess the RoPôs economic performance and pol-

icy environment and to present a comprehensive set of economic statistics. 

This review contains four chapters: (i) a description of economic developments in the 

RoP; (ii) a discussion of policy and reform issues; (iii) a chapter on the COFA Trust 

Fund, performance and simulations; and (iv) a chapter on economic prospects and impact 

of reforms over the medium and long term. The descriptive section takes a standard mac-

roeconomic approach and includes: economic growth and employment; monetary devel-

opments and prices; the external sector; and fiscal developments. The policy section dis-

cusses a selected set of public and private sector 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 discussed and a brief section on the environment for 

the private sector is included.  

A new Chapter on the Compact Trust Fund (CTF) has been included with an assessment 

of the performance of the Fund (CTF) and simulations to assess the probability of attain-

ing the objectives of the CTF subject to market risk. The medium-term outlook and long-

term prospects chapter analyzes likely economic developments in the-near term and 

emerging fiscal threats in the longer-term. A reform scenario is developed to correct for 

the structural imbalances and policies to support fiscal sustainability. Finally, a high 

growth tourism scenario is presented urging the need for policy reform. 

This review and statistical appendix have been prepared by Mark Sturton. Special thanks 

go to: Casmir Remengesau, Director of Planning and Budget; Rhinehart 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. 

This review is available online at http://econ.pitiviti.org/. 

http://econ.pitiviti.org/
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I. 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 for renewed terms of economic assistance, in 

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 will be required to monitor its economic performance 

and policy regime more actively than in the past. An advisory group will meet biannually 

to review the economy and assess progress toward any identified reforms. It has been 

with this objective in mind that this review has been developed to assist Palau to improve 

economic monitoring in general and, more specifically, to meet its future obligations. 

The review contains four main chapters: (i) a review of economic developments; (ii) a 

chapter on policy issues; (iii) 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 term. This review is the third 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 period since FY2005, including the recent 

financial recession, recovery and recent boom in tourism. The 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 issues chapter of the review has 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 discusses Palauôs fiscal 

strategy and the need for a long-term policy and fiscal responsibility framework. Palauôs 

planning and budgeting system is discussed together with the tax reform regime that has 

been under consideration in Palau. The state owned enterprise (SOE) sector 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 mechanism with the crea-

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

cussed. A brief section of private sector issues is presented, including the need for regula-

tory reform and planning in the tourism sector, as well as a review of the World Bankôs 

ñDoing Business Surveyò assessment for Palau. 

In Chapter 3 the performance of the Compact Trust Fund (CTF), which has been in exist-

ence since the onset of the Compact, is reviewed. A new section has been developed to 

assess the impact 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 the review analyzes likely economic developments in the-near term 

and emerging fiscal threats in the longer-term. A baseline scenario is developed based on 

the current policy regime. In the near-term with the booming tourism economy, strong 

growth generates large fiscal surpluses, but these mask a set of underlying fiscal threats. 

A reform scenario is developed to redress these weaknesses and place the nation on a fis-

cally sustainable path. Finally, a high growth tourism scenario is presented, highlighting 

the need for regulatory reform and planning in the tourism sector. 

1. SUMMARY  

As the world economy fell into recession in FY2008, the Palau economy suffered a se-

vere contraction. The nationôs economy fell by 5 percent in FY2008, and in FY2009 it 

further contracted by a massive 10 percent. Not only did tourism arrivals fall with declin-

ing world demand, but also the Compact Road project neared completion. In FY2011 and 

FY2012, the tourism economy rebounded, and the economy grew by 4.7 and 3.2 percent, 

respectively. In FY2013 the economy contracted by 1.8 percent reflecting completion of 

public construction projects in FY2012, and a reduction in tourism due to a variety of 

structural factors. In FY2014 the economy boomed with record growth of 5.8 percent. 

This was mainly driven by large 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 of the population 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 workers. GDP per capita has risen by 1.1 percent per 

annum since FY2000. Gross National Income attained a level of $13,357 in FY2014, 

placing Palau slightly above the upper-middle-income ceiling of the World Bankôs classi-

fication of $12,746. The labor market in Palau is close to full employment, and employ-

ment has risen by 0.3 percent annually since FY2000. 

Palau has generally maintained a prudent fiscal policy. Since FY2005, it has recorded a 

fiscal balance in the range of +3.5 to -2.1 percent of GDP. With the onset of the economic 

recession in FY2008 and FY2009, the fiscal balance turned negative. However, since the 

recovery in FY2011, the government has recorded surpluses in each year with a large sur-

plus of 3.5 percent in FY2014 reflecting the booming tourism economy. While the fiscal 

position has generally returned to a favorable status, the government accumulated a sizea-

ble array of short term debt during the economic downturn, primarily in the form of ac-

counts payable. While much of this has been paid down, a significant proportion 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 climb by 33 percent in FY2015 the government imposed a reduction 

in charter flights of 50 percent to limit market disruptions and address environmental 
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concerns. However, the limited implementation of this policy has yet to reduce the num-

ber of visitors from China from the pre-reduction recorded levels. With a further 260 

rooms coming on line in the near future, it is difficult to see how such a policy will be ef-

fective, unless these new rooms remain unoccupied. Palau has adopted a policy to attract 

high value tourists, but the recent growth and new hotels are catered to the package tour 

segment. It would be useful for the policy of banning or numerically restricting charters 

be re-visited and perhaps replaced with more effective, economic incentive-related poli-

cies to ensure the appropriate signals are sent to current and potential investors in the Pa-

lau tourism sector and in allied investment opportunities. A tourism policy should be de-

veloped that clearly lays out the an effective set of regulations, ensures the administrative 

capacity to implement them, and particularly initiates land zoning controls so that as Pa-

lau can effectively processed with its high value tourism concept. 

A second area of concern is the governmentôs apparent failure to proceed with the ICT 

reforms that have been proposed to implement a new fiber optic connection to the coun-

tryôs internet backbone. Palau has a deeply under-developed and under-performing inter-

net architecture in relation to its otherwise impressive level of development. The current 

proposal to establish a Belau Submarine Cable Company with financing from the ADB 

provides a unique opportunity to piggy back onto the SEA-US cable project linking Indo-

nesia, the Philippines, Palau, and Yap to Guam, Honolulu and the U.S. mainland. The 

connection offers a low cost opportunity, with scheduled connection to go live in early 

2017, and well managed maintenance. The projected cash flow will fall below the current 

expensive satellite connections during the grace period of the loan, and thereafter will in-

cur an 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. Internal politics 

need to be set aside so 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, has progressed as expected. Given the nationôs rapid growth in 

tourism, Palau needs a modern tax system that is suited to a tourist economy. A VAT, the 

center piece of the reforms, is exactly what is needed, as it will equally divide the tax 

base between Palauans and tourists. It is not envisaged that this 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 with government 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) if full cost recovery is to be achieved. In its absence, the govern-

ment is likely to incur 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 remains, five 

years later, awaiting 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 enhancements involve a 

further 15 years of financial assistance. Current grant assistance will also continue, alt-

hough at a declining level. Additional resources will be provided to support the Compact 

Trust Fund, infrastructure maintenance and capital projects. A new feature of 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 long-term economic sustainability of Palau by recommending economic, 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 FY1999-FY2009 and then $15 

million annually for government operations through the Compactôs fiftieth year in 

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 returns, but based on projections done at the end 

of FY2009 would have resulted in failure of the CTF to achieve its original objectives, if 

the terms of the Compact had remained unchanged. As a result of the required Compact 

section 432 Review, an agreement was reached to renew the economic assistance terms 

of the Compact, to reduce planned withdrawals, and to deposit additional funds into the 

CTF over the period from FY2010-FY2023. If the Agreement is approved, current pro-

jections indicate a strong likelihood that the CTF will achieve the original objectives and 

persist, albeit at a slowly declining level, beyond FY2044. 

Palauôs economy is expected to continue on a high growth path over the medium-term 

with rates of 6.7, 4.4 and 6.7 projected for FY2015 through FY2017, respectively. This 

favorable outturn reflects continuing strong tourism growth with the completion of sev-

eral hotels in the next few years. In addition the Airai-Koror Sanitation Project funded by 

the ADB will provide a significant stimulus to the economy. Should the renewed Com-

pact become effective, it is likely that the use of the capital grant component will further 

stimulate the economy. 

The nation continues to face several longer-term challenges which could lead to a deteri-

oration of the current favorable fiscal position, including the Civil Service Pension Fund 

(CSPF), water and sewer subsidies, and reduction in the real level of Compact funding. 

On the current path, the fiscal balance is projected to turn negative by FY2024 when the 

CSPF is projected to become exhausted. A policy reform scenario is considered at the 

end of this Review to return the nation to long-run fiscal balance, address the long-term 

decline in real Compact transfers, and address the need to shore up the COFA Trust 

Fund. 
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II.  REVIEW OF ECONOMIC DEVELOPMENTS  

A. Growth and Employment  

1. GROSS DOMESTIC PRODUCT , GROWTH AND STRUCTURAL CHANGE  

i Overall trends in economic activity 

1. The first part of the 2000s, FY2001 through FY2004, was a buoyant and positive 

period for the Palau economy (Figure 1). The economy grew by an average annual rate of 

2.9 percent, reflecting both large construction projects and strong tourism growth. Of the 

average annual economy-wide growth of 2.9 percent, construction (primarily the $149 

million Compact Road project) contributed 1.0 percent and tourism activities (accommo-

dation, meals, diving and tours) 0.8 percent. Tourist arrivals grew from a level of 56,501 

to 85,004, an annual growth rate of 8.5 percent. 

2. In the subsequent three years (FY2005 through FY2007), the economy bottomed 

out and then turned largely stagnant before the oncoming global financial crisis of 

FY2008. The main forces that drove the 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 also weak during this period, falling in FY2005 and FY2006 and only 

just returning to the FY2005 level three years later. 

3. In FY2008 the financial crisis hit, and GDP dropped by 4.8 percent. FY2009 was 

even worse, with the economy contracting by a further 10.5 percent. Several negative 

forces occurred at the same time. Construction of the Compact Road, which had buoyed 

economic growth in the early 2000s, came to an end. That was the dominant negative 

 

Figure 1 RoP real GDP growth (percent) 
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force, responsible for 5.8 percent of the two-year loss in GDP of 14.8 percent. Tourism 

demand, reflecting the onset of the financial crisis, also turned negative, and contributed 

2.1 percent to the overall decline. Finally, the combined impact of these forces and high 

rates of inflation of 10 and 5 percent in FY2008 and FY2009, respectively, further eroded 

demand. 

4. By FY2010 the impact of the financial crisis had bottomed out and the economy 

began to recover. The economy grew by 3.7 percent, of which 1.3 percent was due to 

growth in tourism activities. FY2011 and FY2012 saw continued expansion and the econ-

omy grew strongly in FY2011 by 4.7, the highest since FY2004 and again by 3.2 percent 

in FY2012, of which tourism activities contributed 2.5 and 1.8 percent of the overall 

growth in the two years. Visitor arrivals soared by 26 percent in FY2011, and the number 

surpassed 100,000 for the first time. In FY2012 numbers grew by a further 13 percent 

and visitor arrivals reached a record 116,856. By the end of FY2012, the higher end of 

the hotel and accommodation industry was operating at near capacity, and tourist prices 

were rising. 

5. The economy peaked in FY2013, and visitor arrivals declined by 7 percent to 

110,608. Overall economic growth declined by 1.8 percent of which 0.2 percent was due 

to tourism. The major impact on the economy in FY2013 was from a reduction in public 

sector infrastructure projects, which contributed to a 1.3 percent fall in economic growth. 

In FY2014 the economy bounced back and economic growth recorded 4.9 percent. Tour-

ism activities accounted for 2.4 percent of the total and visitor arrivals reached a record 

125,417. The sources of economic growth in FY2014 were widespread with retailing, 

professional and financial services, and public administration all making important con-

tributions. 

6. The sources of growth by expenditure component of GDP1 are revealed in Figure 

2. The major driving forces of the economy are clearly seen to be tourism and 

investment, both of which have had a dominant impact. In FY2008 and FY2009 the 

completion of the Compact Road had a stronger impact than the financial crisis and 

reductions in tourism. Between FY2010 and FY2012, clearly tourism was the driving 

force, but in FY2013 declines in both public investment and tourism resulted in 

reductions in GDP. In FY2014, while tourism is generally considered the main driving 

force, it was renewed investment in hotels that had the more significant impact. Figure 2 

indicates the impact of economic performance on household final consumption 

expenditures was signficant in FY2009, and that government expenditures have been 

stable, contributing little to economic change. 

ii  GDP by institutional sector 

7. Figure 3 illustrates the overall level of constant price GDP and the performance 

and contribution of the private and public sectors. A major observation from Figure 3 is 

                                                 
1 Note: imports, which make up the difference to GDP growth, have not been included. 
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that despite the recent growth in tourism, the level of GDP remains below that attained in 

FY2005, and is 4.1 percent lower. While the recent resurgence in tourism and investment 

has led to rapid growth during the last five years, it has failed to regain the ground 

achieved 10 years ago. The figure also clearly reveals the impact of the recent economic 

developments on the private sector, the growth in the early 2000s peaking in FY2004, the 

impact of the recession, and the recent improvements with the setback in FY2013. 

 

Figure 2 GDP by major expenditure categories and contribution to growth, FY2005 
prices (US$ millions) 
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Figure 3 RoP real GDP by private and public sector, FY2005 prices (US$ millions) 
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8. The public sector, on the other hand, has remained very stable during the period, 

underpinning economic activity. During this time, the public sector has grown by an an-

nual average of 0.7 percent. The public sector is represented by the national government, 

state owned enterprises (SOEs), the state governments and government agencies. While 

the national government has actually contracted by 0.6 percent, growth in the other com-

ponents of the public sector has been more rapid, averaging 2.8 percent. Taken as a 

whole, these other components of the public sector represent 80 percent of the national 

government by size. To its credit, the government has avoided development of a large 

SOE sector dependent on government subsidies. 

9. It is clear from Figure 3 that variability in economic performance has come from 

the private sector and that responsible policies have held the public sector in check, al-

lowing the engine of growth to be focused on private initiative. This has not come with-

out cost, as 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 the Palauan 

economy and resource constraints such risks are largely unavoidable. 

iii  GDP by industry 

10. Agricultural production is small in Palau, accounting for 1.4 percent of GDP. It is 

represented by a few commercial farms, informal growers, subsistence production for 

household consumption and government extension activities. Little is known about non-

commercial production, and estimates are projected in relation to population change. 

With the recent estimated declines in population, production estimates are down, alt-

hough backward linkages from the tourism sector would afford opportunities for in-

creased output.  

11. The fishing sector is small in Palau compared with neighboring Micronesian 

economies. In economic statistics the fish that are caught and owned by foreign fishing 

businesses (the sashimi grade fish for export to the Japanese market) are not considered 

part of GDP. The on-shore fish based activities to package and re-export the fish from Pa-

lau are considered part of service exports, and do contribute to GDP although the activity 

is small. Taking the industry as a whole, including shore based activities, aquaculture, 

fish for the home market, and the tourism industry, together with a small contribution 

from subsistence production, represents just 2.2 percent of GDP and has declined by an 

annual average of 0.8 percent since FY2000. 

12. The manufacturing sector is very small. Although garments were produced for ex-

port at the start of the 2000 period, those operations closed in 2001. The utilities sector is 

now completely operated by the Palau Public Utilities Corporation (PPUC) since com-

pleting the amalgamation of the water and sewer operations previously under the govern-

ment Bureau of Public Works. Electricity production has remained stable during the past 

five years, despite the growing economy, as rising prices have dampened demand. Water 

was supplied through the Bureau of Public Works, but this agency has now been amalga-

mated into the PPUC as part of the ADB Water Sector Improvement Program (WSIP). 
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13. Construction has been a leading industry in Palau. Initiatives have included a se-

ries of large public sector projects with the Japan-Palau Friendship Bridge at the start of 

the 2000s, the Compact Road during the early and mid-2000s, the Capitol complex dur-

ing the same period and various airport improvement projects. Hotel construction has 

also been significant as new plant has been added through the period. However, much of 

hotel construction is undertaken as ñown accountò or produced by the owners and is not 

represented in the construction statistics. At the start of the 2000s, construction repre-

sented 10 percent of GDP. It rose to a peak of 15 percent in FY2002 and has since fallen 

to 3 percent in FY2014. It is likely that much of the economic activity associated with the 

two hotel projects completed in FY2014 are not yet included in the construction series. 

14. The wholesale and retailing sector is dependent on demand from the local and 

tourist economies. It comprises two major components: fuel importers and general mer-

chandisers. Value added from fuel imports, although growing during much of the 2000s, 

dropped in FY2009-FY2010, reflecting restructuring in the sector as the original distrib-

uters left the market and new firms entered with lower margins. Once the new owners be-

came established, value added has returned to its former levels and needs of the economy. 

General merchandising has responded to the general well-being in the economy, growing 

in the 2000s with the large construction projects and growth in tourism. During the reces-

sion output declined, but has since picked up over the last four years with the revival in 

tourism. 

15. The hotel accommodation, restaurant and transportation industries have been 

leading sectors in the economy as shown in Figure 4. Value added in the two industries 

displays a period of growth in the early 2000s, stagnation and contraction in the mid to 

 
Figure 4 Hotels, restaurants and transport value added, FY2005 prices (US$ millions)  
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end 2000s, and then a sustained period of growth between FY2009 through FY2014. The 

transportation sector includes the operation of water-based tours/diving, land transporta-

tion and the operation of the local airport. The overall contribution of the two industries 

has risen from representing 12 percent of GDP in FY2000 to 17 percent in FY2014ðan 

indication of significant structural change. 

16. The communications sector includes the Palau National Communications Corpo-

ration (PNCC), an SOE, and other providers of communications services. The telecom-

munications output of the PNCC has grown rapidly since the early 2000s reflecting the 

buoyancy of the telecom industry internationally. Demand for cell phones and internet 

has been buoyant, despite poor service quality and exceptionally high cost due to a lack 

of connectivity to the Internet backbone. Performance in the financial intermediation sec-

tor has been erratic. This sector is made up of commercial banking, the National Devel-

opment Bank of Palau (NDBP), and other financial service providers, such as insurance 

and money transfer companies. Performance in the commercial banking sector has been 

erratic. Factors have included: weak regulation in the early 2000s, collapse of the Pacific 

Savings Bank in FY2007, restructuring, better regulation and a return to improved perfor-

mance in recent years. The NDBP grew rapidly through the 2000s but has declined since 

output peaked in FY2010. Other financial services are small in magnitude and have not 

displayed growth. 

17. Real estate activities are an important component of the economy, represented by 

both ownership of dwellings and commercial rentals. The former category is estimated in 

line with population growth, which grew up to 2005 but thereafter has declined (based on 

the recent ñminiò census.) Commercial renting is a significant component of economic 

activity in Palau due to the large number of foreign nationals, slightly larger than 25 per-

cent of the population. In the early 2000s, renting grew rapidly with the need to house a 

growing number of foreign workers in the construction and tourism industries. After the 

completion of the Compact road output adjusted downwards but once again has grown 

strongly since that time with increased demand form tourism. In the revised International 

Standard Industrial Classification (ISIC) Version 4 currently used in Palau, business ser-

vices are separated into professional, administrative and support services, and make a mi-

nor contribution to GDP. 

18. Public administration is made up of the national government, government agen-

cies, such as the Palau Community Action Agency and the Palau International Coral Reef 

Center, state governments, and social security funds. The national government public ad-

ministration has experienced a downward trend of 0.4 percent since FY2000. While Ko-

ror state government has grown rapidly by 4.9 percent reflecting buoyant revenues de-

rived from Koror State Park, other local government has grown more modestly at an an-

nual average of 1.7 percent. Local government represents 32 percent the size of national 

government administration while the remaining agencies cover 8 percent. 
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19. Education services are provided by the national government, Palau Community 

College (PCC) and nongovernment schools. Services provided by the public sector have 

declined by 1.3 percent through the period, while those of the private sector are small but 

have grown by 1.6 percent. Health services, which are predominantly provided by the na-

tional government, display erratic movement but have improved in the last two years. 

The provision of private health services has grown strongly since FY2009. In addition, 

there are a number of private services provided to households, including entertainment, 

recreation, arts and employment within households. 

20. GDP also includes the receipt of indirect taxes and payment of subsidies to the 

SOE sector. There are three major categories of indirect taxes: import taxes, the business 

gross receipts tax (BGRT), and additional taxes on products (hotel occupancy tax). The 

path of all of these categories has mirrored that of the GDP and the economic cycleðris-

ing in the early 2000s, declining during the global financial recession, and, lastly, grow-

ing with the recent expansion in the tourist industry. Subsidies to the SOE sector, namely 

to the utilities (PPUC), have generally been small in economic terms. 

21. Finally, an adjustment is made to GDP for ñfinancial intermediation services, in-

directly measuredò (FISIM), which is the difference between interest receipts and pay-

ments of the banking sector relating to productive activities. The trend has generally been 

increasingly negative. 

iv Structure of the RoP economy 

22. The structure of the RoP economy is presented in two parts: by institutional sector 

and by industry. Changes in the structure of the economy by institutional sector between 

 
Figure 5 Structure of the RoP economy by institutional sector 
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FY2000 to FY2014 are indicated in Figure 5. The main observation is that institutional 

change has been minor. For the most part the picture presents a healthy structure, with 

private enterprise representing 45 percent of economic activity. Government activity, in-

cluding the national and state governments plus agencies, currently represents 23 percent 

and has fallen by nearly 4.2 percent during the period. This is an appropriate level for a 

small developing economy, and is considerably less than the large public sectors in the 

Federated States of Micronesia (FSM) and the Republic of the Marshall Islands (RMI). 

The role of the public sector in commercial activity is limited to utilities and telecommu-

nications, but has increased its share by 3.2 percent and represents 9.4 percent of GDP. 

23. The financial sector has undergone significant restructuring following the closure 

of several banks and the collapse of the Pacific Savings Bank. Overall, the financial sec-

tor is small and now represents only 2.3 percent of the economy. Its share has fallen by 

1.8 percent, reflecting the changes in the industry, structural weaknesses in the lending 

environment, and a lack of a proactive business culture of the remaining banks. The share 

of the household sector has grown by 1.6 percent and makes a significant contribution to 

GDP in both marketed and non-market production. Market production consists of mixed 

incomes derived from agriculture and fishing. Non-marketed production (for household 

subsistence or own consumption) mainly entails home ownership but also includes agri-

culture and fishing. Lastly, the share of indirect taxes has grown by 2.0 percent and repre-

sents 11.2 percent of GDP. The increase reflects changes in the structure of the economy 

rather than changes in discretionary tax rates. 

24. Figure 6 provides an indication of the structural changes in the economy but from 

an industry perspective. Unlike the institutional structure, there has been significant 

 
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 infrastructure, Capitol and hotel projects were completed. Conversely, tourist 

activities in hotels, restaurants and transportation have grown rapidly, from 12 to 22 per-

cent of GDP. Clearly, the change indicates the transformation of the economy into one 

highly dominated by and dependent on tourism. While Palau has benefited from tourism 

growth, the substantial size of the industry indicates the potential risks of being depend-

ent on one industry. The share of merchandising, wholesaling and retailing has main-

tained its share of GDP, while the share of ñotherò services has grown by 7 percent and 

risen in line with the growth in tourism. The share of public administration has declined 

as anticipated from the previous discussion. Likewise, education and health have dropped 

as well. 

2. POPULATION , INCOMES , D ISTRIBUTION AND POVERTY  

25. Figure 7 displays recent trends in population as recorded by population censuses 

from 1986 onwards. For Palauans, population remained largely unaltered between 1986 

and 1995. However, it grew by 1.3 percent annually between 1995 and 2000 and by 1.5 

percent annually between 2000 and 2005. During the last seven years, the Palauan popu-

lation declined by an annual average of 1.9 percent. It is difficult to provide explanations 

of the trends. During the first period (1986-1995), it would appear that there was signifi-

cant out-migration, but between 1995 and 2005, people preferred to stay home. Certainly, 

the economy was expanding during this period. Between 2005 and 2012, it appears that 

out-migration again accelerated as large numbers of people left the country. This would 

be consistent with severe recession in the economy from FY2008 through FY2010. How-

ever, while population trends respond to economic incentives, the later period was also 

one where opportunities were less favorable overseas. While there is some question of the 

 
Figure 7 Population by Palauan and non-Palauans, 1986-2012, constant prices 
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credibility of the population trends, it is hoped the coming 2015 census will provide a 

more definitive picture. 

26. For non-Palauans, which are strongly represented by Filipinos, the trends are 

more in accord with economic developments and reflect the demand for alien labor. De-

mand rose from the mid-1980s, as the economy grew with both a significant increase in 

the size of the public sector and tourism during these early days. In the first part of the 

2000s, there was strong demand for foreign labor to support the building of the Compact 

Road and tourism infrastructure. As these projects came to a close, demand slackened, 

and the number of non-Palauans has fallen by 838 between 2006 and 2012. Overall, tak-

ing both Palauans and non-Palauans together, the population rose more smoothly between 

1986 through 2005 but subsequently fell by 2,462 over the last seven years, an annual av-

erage decline of 1.9 percent. 

27. Figure 8 indicates the changes in constant-price GDP and real Gross National Dis-

posable Income (GNDI) per capita in 2005 prices. The first important observation is that 

the relatively high level of GDP per capita places Palau in the high-income group of the 

World Bank classifications. In 2013 in current prices, Palau had a Gross National Income 

(GNI) per capita of $13,357, above the World Bankôs high-income threshold of $12,746. 

28. Constant price GDP per capita rose during the FY2000-FY2007 period in most 

years and peaked at a level of $9,739 per capita in FY2005 prices. The level fell precipi-

tously in FY2009, losing over $1,120 in value since FY2005 as a result of the 15 percent 

loss in economic activity. In the following three years, the situation righted itself as eco-

nomic activity recovered, and GDP per capita attained a level of $10,481 in FY2014. 

 
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 been partly due to the large reduction in 

population rather than increased economic activity. In a sense, this is a perverse outcome: 

living standards were maintained because a large number of people emigrated. 

29. Figure 8 also includes the trend in GNDI per capita from FY2000. Real GNDI 

measures the sum of GDP adjusted for terms of trade changes, plus primary and second-

ary incomes from the balance of payments. In Palau, the two measures are generally in 

close proximity and move in parallel to each other. Primary income includes interest and 

dividend earnings on foreign investments less dividend outflows. Dividend outflows are 

large in Palau, due to the large foreign 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 workers. Throughout the period GNDI is greater than 

GDP per capita, indicating grant incomes outweighed profit and other remittances. Dur-

ing the recession investment earnings dropped while grant levels held constant, and the 

gap between GNDI and GDP widened. These forces reversed between FY2009 and 

FY2012 as the economy rebounded, but in FY2013 terms of trade and appreciation of the 

U.S. dollar offset the decline in GDP. In general the gap between GDP and GNDI widens 

during weak points of the cycle and narrows during boom times. 

30. Based on the 2006 household income and expenditure survey (HIES) an analysis 

of poverty and basic needs was conducted by the UNDP1 Pacific 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). Given that Palau is now estimated to be in the 

World Bankôs high income group this is a large number. The result is perhaps surprising 

in that rates of unemployment in Palau based on the recent mini census are estimated at 

less than 5 percent. 

31. The UNDP study also indicates that the Gini coefficient based on average house-

hold expenditures was 0.25. (The Gini coefficient is a measure of inequality with perfect 

equality having a coefficient of 0 and total inequality is 1.) Based on recent work on the 

distribution of gross wages collected under the Social Security Administration, Palau has 

a Gini coefficient of 0.49, which is relatively high by international standards. For Pa-

lauans disregarding non-citizens, the Gini coefficient falls to 0.40 and reflects the large 

number of low income foreign workers in the country. However, both measures of ine-

quality 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 incomes. The Social Secu-

rity Administration study is based on individuals and does not capture subsistence or 

business incomes. The results of the 2014 HIES, currently under analysis, will hopefully 

shed further light on these important issues. 

32. Other interesting indicators of distribution can be derived from the factorial distri-

bution of income in the national accounts (share of wages and profits in GDP). At the 

                                                 
1 UNDP, Pacific Centre, ñAnalysis of the 2006 Household Income and Expenditure Surveyò, 

Suva, Fiji, 2008. 
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start of the 2000s, the share of wages in GDP averaged 61 percent from 2000 to 2002 but 

then trended downward, averaging 50 percent at the end of the 2012-2014 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 and other labor-intensive activities, profit-earning activities 

have increased their share. 

3. EMPLOYMENT , EARNINGS AND WAGES 

i Employment 

33. Recent trends in employment are based on quarterly data collected by the Repub-

lic of Palau Social Security Retirement Fund (RPSSRF). The figures are estimated from 

the returns submitted to the RPSSRF by employers, and employment is measured by a 

count of individuals. Individuals who transfer from one job to another during the quarter 

or turnover in migrant labor will tend to overstate the numbers. However, the information 

is the best available at this time and considered to be representative of actual trends. 

34. Figure 9 indicates recent trends in employment of both Palauans and non-citizens. 

Citizenship employment has displayed a stable trend over time and grown from a level of 

4,755 to 4,933 during the last 13 years. There was a slight peak in the mid-2000s, reflect-

ing the additional demand for labor to complete the construction projects. Citizenship 

employment fell with the poor economic performance in FY2009, but has subsequently 

strengthened with the recent tourism led growth. The pattern for non-citizenship employ-

ment reveals a significantly different story. There was rapid growth in the early 2000s to 

work on the growing tourism industry and construction projects, and the use of foreign 

 
Figure 9 Employment by citizenship 
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labor surpassed that of Palauans. However, with the completion of the projects, the de-

mand for foreign labor fell and the workers returned home. In the past two years the de-

mand for foreign labor has picked with the booming economy. 

35. Figure 10 indicates the level of employment in the private sector, national govern-

ment, and a third group comprising the SOEs, government agencies and state govern-

ments. Trends in the private sector indicate growth in the early 2000s, with the additional 

demand for labor for the infrastructure projects. However, the private sector declined 

from FY2005 through FY2010, with the completion of the projects and the onset of the 

recession. Demand for private sector labor increased between FY2011 and FY2014 as a 

result of the resurgence in the tourism industry, although less strongly than the growth in 

visitor numbers. This implies greater capacity utilization of facilities and growth in 

productivity. Excluding the construction industry from the private sector figures yields a 

far smoother more or less stationary trend over the period. 

36. Employment in the national government indicates an average level of 2,369 dur-

ing the FY2000-FY2004 period but then shows a dip in FY2005 and a gradual decline 

thereafter. Compensating for the reduction in national government, employment in the 

SOEs, state governments and government agencies has grown rapidly from a level of 

1,172 in FY2000 to 1,742 in FY2013 or at an annual rate of 2.9 percent. Taken as a 

whole, the level of employment in the public sector has grown modestly by an annual av-

erage of 0.7 percent. Fiscal policy and employment in the public sector has followed a 

cautious track, protecting Palau from the pitfalls experienced by other Micronesian econ-

 
Figure 10 Employment in the private and public sectors  
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omies, which led to painful adjustments and reductions in public sector employment dur-

ing cyclical downturns. At the same time, the cautious public sector employment policy 

has allowed resources to flow to the private sector and reduce distortions in the labor 

market. 

ii  Wage rates 

37. Figure 11 provides an indication of the trends in Palauan and non-citizen wages. 

The strong divergence between the two series could be taken to infer that non-citizen la-

bor is paid less than citizen labor. However, more detailed analysis suggests that the story 

is more complex. In the private corporate sector, citizen wages are currently 21 percent 

higher than those for non-citizens, although in the non-corporate private sector citizen 

wages are 67 percent higher. In banking and the national government, the pattern is the 

other way around, with non-citizen wages being 12 percent higher than citizen earnings 

in banking, and 10 percent higher in the national government. Clearly, wages reflect the 

required skill set, scarcity and qualifications in the different sectors. 

38. For Palauans, nominal wages have risen through the period by an average rate of 

2.4 percent annually. The annual rate of increase moderated in FY2009 with the onset of 

the recession, but resumed the upward trend thereafter. In FY2014 the data indicates a 

rapid growth in wages of 8.3 percent, and strong wage growth in the private sector and 

state governments. This reflects tightening of the labor market and the strong fiscal posi-

tion of Koror State. For the non-citizen segment, nominal wages were relatively stable 

through FY2009, but since that time they have shown an upward trend reflecting the in-

creasing growth in tourism, rising by 4.6 percent per annum. In FY2014 wage growth 

was 6.8 percent but not as strong as in the Palauan segment. 

 
Figure 11 Palauan and non-citizen average wage rates 
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39. Figure 12 indicates the level of average real and nominal wage rates in the private 

and public sectors. Clearly, the public sector pays the highest rate of remuneration, with 

rates of pay exceeding the private sector by more than 75 percent in FY2014. While it 

might be inferred that public sector wage policy is distorting the market through paying 

higher wages, such conclusions as in the comparison between Palauans and non-citizens 

may not be warranted. The skill set in the two sectors is different. Government admin-

istration, education and health workers require a higher level of skills than employees in 

the tourism sector. Wage rates in the public sector have risen by an annual average rate of 

1.8 percent during the period, in comparison with a rise of 2.2 percent in the private sec-

tor. 

40. While nominal wages grew economy-wide by 2.0 percent in the 14 years under 

discussion, the same is not true of real wages (the level of nominal wages adjusted for 

changes in inflation or CPI). For the economy real wages fell by an average of 0.9 per-

cent, with public sector real wages falling by 1.1 percent and the private sector by 0.7 

percent, respectively. 

41. In April 2013 the Palauan Congress, known as the Olbiil Era Kelulau (OEK), 

passed a revised minimum-wage bill, increasing the minimum wage from $2.50 an hour 

to $2.75 beginning October 1, 2013. The bill stipulated that the minimum wage would in-

crease by 25 cents in the subsequent years until it reached $3.50. The bill also permitted 

employers to take into account reasonable deductions for cost of housing and food pro-

vided to an employee. The bill applies to both citizen and ñnon-residentialò employees. 

Exemptions from the minimum wage apply to farm labor, domestic helpers, NGO em-

ployees and a few other selected groups. At the current time, $20 per day is a rule of 

 
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 $2.50 per hour. While this group is ex-

empt from the new minimum wage, the new standard is likely to increase low-end wages 

and reduce demand for unskilled labor. However, given the high rate of employment in 

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 

from the Peopleôs Republic of China, suggesting that growth in arrivals during FY2015 

was likely to surpass the level of visitors attained in FY2014 of 125,417 and reach a rec-

ord level of 180,000ða 44 percent increase. These developments led to an active debate 

in Palau that tourism growth was proceeding too rapidly, causing adverse impacts on ex-

isting operators, local infrastructure, and the environment. As a result, the President of 

the Republic, through executive order, placed a limit on the number of charter flights 

originating from China. A brief analysis examines these recent trends to shed light on 

their impact. 

43. Figure 14 indicates recent quarterly trends on visitor arrivals by nationality. 

Clearly, the Chinese market has exploded, reaching over 25,000 during the first quarter of 

2015, which is well above the next group of visitors from Japan. There is some evidence, 

although inconclusive at this stage, that the rapid growth of Chinese visitors has deterred 

other groups. The Japanese market, Palauôs favored source of higher spending tourists, 

fell during the last quarter of 2014 and first of 2015 compared to the same period a year 

previously.  However, such fluctuations are not uncommon, and it is worth nothing that 

lower spending tourists from Taiwan declined during the same period. The U.S. market, 

which is heavily focused on diving, has maintained levels. There is thus some support for 

the observation that advance booking of accommodation has limited room availability for 

visitors from other sources, although determination of clear trends of displacement re-

quires further data and analysis. 

44. Palau tourism plant includes a variety of different grades and categories ranging 

from higher quality to more basic facilitates, including small operators in remoter parts of 

the country and dive boat ñlive-aboards.ò In total at the end of 2014, there were 1,593 

rooms available in Palau. While no formal grading of tourism plant has been established 

in Palau, for the analysis presented in this review, hotels have been graded in consultation 

with industry representatives. High-end facilities include the Palau Pacific Resort and the 

Palau Royal Resort. Three other grades have been categorized B through D. Based on im-

migration statistics and hotel of destination of visitors, estimates of occupancy rates can 


















































































































































































































