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The last Article I'V consultation was concluded in November 1999. Executive Directors
underscored the need for fiscal consolidation and structural reforms to expand the
productive base of the economy and to prepare for the scheduled reduction in foreign grants.

Discussions for the 2001 Article IV consultation were held in Koror during

September 7-20, 2001. The staff team comprising Ms. Abdelati (head), Mr. Khatri, and
Ms. Kim (all APD), worked closely with Ms. Olaso, the PFTAC Banking Regulation and
Supervision Advisor, whose visit overlapped with the mission. The team met with President
Remengesau, Vice President Pierrantozi, Minister of Administration Saddang, Minister of
Trade and Commerce Besebes, other senior government officials, UNDP advisors, other
donors, and private sector representatives.

Economic activity is weak and fiscal performance has deteriorated in FY2001. Real
GDP growth is estimated at around 1 percent in the past two years, with a slump in tourism
only partially offset by the continuation of several large infrastructure projects. The overall
fiscal deficit widened to 15 percent of GDP, financed primarily, as in earlier years, by a
drawdown of assets from U.S. Compact grant receipts.

The FY2002 Budget (recently approved) targets a substantial consolidation, with the
overall deficit falling to 7% percent of GDP, Passage of the tax package presently before
Congress would reduce the deficit to below the target of 5 percent of GDP recommended by
staff and limit asset drawdown.

The resumption of previously stalled structural reforms is a welcome step that would
help revive growth. The administration that took office in January 2001 has embarked on a
wide range of initiatives aimed at public sector reform and removing impediments to
growth, Particularly noteworthy are a new investment law currently under debate in
Congress and proposals to streamline government. Financial sector legislation was recently
passed, but implementation is yet to begin and some areas of the new legislation need to be

strengthened.
Palau accepted the obligations of Article VIII, Sections 2, 3, and 4 in December 1997.

The principal author of this report is Ms. Abdelati.
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1. BACKGROUND

1. The Republic of Palau has depended on external assistance for decades. Japan

used the islands as a military base from 1914 and developed basic infrastructure. In 1947, the |

islands became a strategic Trust of the United Nations, administered by the U.S, In 1981,
Palau established a constitutional government and commenced discussions with the U.S. on
an association agreement that was concluded in 1994, ten years after similar agreements with
the Federated States of Micronesia and Marshall Islands. The Compact of Free Association
provides grants totaling nearly $600 million over 15 years in exchange for U.S. defense

contro] (Box 1).

2. Compact grants were front-loaded in the first two years, intended to provide
investment income and to finance budgetary spending until domestic revenue-raising

capacity is strenpgthened. Nearly three fourths of

the cash grants were received during the first Summary of Compact Grants
seven years of the fifteen-year agreement. The (5 ilion, unless oiherwase indicwed)

4 Ameunts Grants
upffont ca§h grants for current operations and. Rt Unspont
capital projects have been largely spent, enabling Totl  fom Balanec from

. . 1994/95- of Grants 2001/02-
budget deficits averaging 9 percent of GDP (after o ammnis 2000/
grants) during the past six years, without domestic Total Comapast graces w5 31 150 24
or foreign borrowing.’ In addition, in-kind
. . 1. Total casgh receipts 411 304 106
Compact grants were provided, in the form of (porcent of tota ailocstion) 74%) 25%)
various federal services and direct financing of a g::ﬂ:mm g o w us
~ road project. A Compact Trust Fund (CTY) of Non-Trust Fund grants (NTF} M 24 2w 106
axs . - I i
$70 million, established to generate an income Contt e Mo %
stream in the long run, has almost doubled in 1, Tota is-kind grant aid w6 -
nominal terms despite sizeable losses in FY2001 2 In-iind road project 149 34 o
. Inkind faderal services 36 13 23
Over the past six years, non-Compact grants N
. - emo!
(from the U.S., Japan, and Taiwan Province of Amval average of Non-Trust Fund cash grams
: (as perceni of GDF) (16%)  (26%) (10%)
Chma%]have averaged 11 percent of GDP e 5 ) o0 eed "
annually.

3. Although per capita GDP is high ($6,180) in comparison with other Pacific
Island countries, primarily becanse of very large U.S. grants, the economy faces several
challenges common to other small island economies. The main challenges include a
narrow productive base, a shortage of skilled labor, a small domestic market, inadequate

! The overall government deficit (before grants) has averaged 35 percent of GDP, financed
from current-year grants as well as by drawing down unspent balances.

2 Trust Fund resources can only be invested in U.S. securities and bonds, and are distributed
among five funds that are managed by two U.S.-based institutions. The investment strategy is
periodically reviewed by a U.S. investment advisor and a Board of Trustees.




infrastructure, and vulnerability to external shocks and natural disasters. The service sector
constitutes a large proportion of GDP, with total grant aid exceeding one fourth of GDP
annually, supporting the government sector. Tourism and fishing are the main private sector
activities. A large share of the active workforce (36 percent) is engaged in the public sector,
accounting for almost 50 percent of all wages paid in 1999. This partly reflects the demands
of the communal system and the requirements of staffing a modern bureaucracy (Box 2).

4. As with other small Pacific Islands, significant financial resources are needed to
address geophysical challenges. About 80 percent of the land area is on Babeldaob Island
that is virtually inaccessible, but is expected to develop rapidly after the completion of two
off-budget capital projects—the Japan-funded Koror-Babeldaob Bridge (in 2002) and a U.S.-
funded Babeldaob Island ring road (in 2004). The 250 islands and their marine environment
are fragile and could be destroyed by irresponsible development. The islands are home to a
large variety of birds and unique vegetation, which are threatened by soil erosion and
pollution from construction. The sutrounding waters contain a diverse marine life and coral
reefs, which are vulnerable to storms and climate change that could jeopardize income from
tourism and fishing, Environmental protection has required significant budgetary resources to
develop locai agencies and expertise.

II. RECENT DEVELOPMENTS AND PROSPECTS’

5. Economic activity has been weak in the last two years and inflation is low
(Figure 1 and Table 1). Following a 5% percent decline in FY1999, real GDP is estimated to

have expanded by only 1

Fiscal Indicators

percent annually in FY2000 {In pervent of GDP)

and FY2001 (years ending 150 -

September). Tourist LR ".‘ e Fis cabbslance {including grants)
activity—the main source of 1o A T Dameti v R
income—has not recovered | FAW

since the Asian crisis, and its s | ;

impact on overall growth has O R

only been partially offset by 1o |

project-related construction. -0}

Price inflation remains 30t

?;gg%tl()z;ﬁdngfgeﬁ lniower e 92/93 93/94 94/95 95/96 96/97 97/98 98/99 93/60 00/01 POUOZ .

ropose

than m the US Pubic and Source: Palzuan authoritics,

. private sector wages have
remained stable since 1996.

3 Macroeconomic analysis for Palau is hampered by significant deficiencies in statistics. In
particular, balance of payments and fiscal accounts contain large errors and omissions due to
insufficient reporting and missing items.



6. In spite of fiscal consolidation
efforts, the overall fiscal deficit (including
grants) increased to 15 percent of GDP in
FY2001 from 4 percent of GDP in the
previous vear (Table 2). This larger deficit
stems mainly from a sharp decline in the
income from U.S. invested assets through
lower dividends and realized losses

{6% percent of GDP), and lower external
grants (10 percent of GDP). Current
expenditures declined by 9 percent of GDP,
reflecting fiscal consolidation efforts after the
November 2000 election. Capital spending
increased slightly to accommodate
reconstruction following damage from Storm
Utor. Improvements in administration ytelded
nearly 3 percent of GDP in tax and nontax
revenue as a number of measures were

Reasons for Widening Deficit in FY2001
(In porcers: of GDF)
Reasons for Qm:&
Clangs from ~ Extexaal Folicy
FY0o Factors  [Improvenens  Other I/
Tk reverme 17 1.7
Nortax reverze =52
O which : Trvestment incorme: H4 64
LY which: : Fees & charges 11 1.1
Current granis 0.7 0.7
Capial grants 91 91
Current expenditure 94 54
Capital experditure 08 0.8
Erors and Omissions 64 5.4
Overall balance -11.2 -162 114 54

Overall balence, exchading grants ~— -1.4

1/ Represcrls anounss to be reimbrsed (fom meirbursable grants) and changes in accounts
payahlrireceivable.

introduced ahead of the passage of the tax reform act.

7. Government asset balances have
been declining, reflecting drawdowns to
finance operational deficits as well as
recent investment losses. The fiscal deficits
have been financed mainly by withdrawals
from government financial assets excluding
the CTF (non-Trust Fund Assets or NTFA).*
Since a large part of the NTFA balance,
which now stands at only $44 million, is
associated with specific capital projects,
freely usable official assets are estimated at
$8 million (less than one month of imports).

Government Assets (NTFA) and Usable Reserves
{In milliens of U_5. doliaz}

130

160 ey Government financial assets, wxcluding CTF
140
130

wmneren U Rk |6 TESETV E4

Source: Palauan suthorities.

The market value of the CTF, which had grown at an average annual rate of over 13 percent
during the period FY1995-FY2000 {to $162 million), declined by 17 percent in FY2001 (to
$135 million), as about 60 percent of the Fund’s assets are invested in U.S. stocks.

8. The external current account deficit has widened in recent years as project-
related capital goods imports have increased and tourist receipts have fallen (Table 3). The
worsening external position suggests that Palau’s competitiveness continues to deteriorate.

* NTFA is the total of government asset balances, including the unspent balances of current
and capital grants, and Local Fund balances, and excluding the Trust Funds.




The real effective exchange rate (REER) has

Current Accouni, Imporis and Tourist Receipts

appreciated by 25 percent since 1995 “ tn persest of GD?)
Tourism competitiveness began to decline «
after the Asian crisis reflecting the lagged v
10
effect of a strong U.S. dollar and large real ; .
depreciations in the currencies of competing | = _______ - ~o ~
Asian destinations. Moreover, airfares are e IR o
- - . -6
high as the)_/ are determined by a single w0 o
carrier servicing Palau, and hotels have been |} “Z-Siamui o™
: ) . .
reI.UCta.Iit’ unt]'l recenﬂy’ to adJUSt thelr e 9703 2304 9495 H5M96  94/9) 979E  9BSY 92400 00401 0142
prices in the face of weaker demand. Source: Palavan authoritios Famans:
9. The capital account was boosted in Real Bffective Exchange Rate and Toutist Arrivals
FY2000 by a grant and loan from Taiwan | e Petemt

Province of China, both to finance
infrastructure; however, an expected grant in
FY2001 did not materialize. External debt,
which is all long term, remains low at

16 percent of GDP. Outstanding debt had »
been repaid by 2000, before contracting a ot

e Tauriet armivelt 60,000

{right seak}

105} 50,0004

0} 4 40,000
4 30000

4 20000

REER
fieft 1 cale)

$20 million concessional loan to finance the s} { t00m0
new Capital building. Foreign investment is " 0
tmpeded by current regulations and by e o o

unclear land use rights (See Box 2).

10.  Banking operations continue to be characterized by large outflows of deposits to
U.S. banks. There is no central bank or reguiatory body. Five pieces of financial legislation
have been introduced in June 2001, in advance of Palau’s review by the Financial Action
Task Force (Box 3). In approving the Financial Institutions Act (FIA), Congress diluted the
provisions for banking regulation and supervision. Nevertheless, the law establishes a
Financial Institutions Commission (FIC) to oversee banking regulation and supervision of the
20 registered banks.

11,  Alarge number of bills and legislative amendments have been proposed to
Congress in the past 10 months to revive the previously stalled fiscal retrenchment and
structural reforms. In addition to financial sector legislation, these include a foreign
investment act, budget reform act, statistical act, and constitutional amendments related to
streamlining the executive and legislative branches.

> Palau uses the U.S. dollar as its domestic currency. REER calculations are based on the
Palau CPI which has been available since June 2000, the U.S. CPI for previous periods, and
the CPI of Palau’s four main trading partners: the U.S., Japan, Taiwan Province of China,
and Singapore.



12, Near-term growth prospects are uncertain. Real GDP growth is projected to be
around 3 percent at best in FY2002. The current account deficit is expected to widen
somewhat to around 15 percent of GDP as lower investment income is offset by a slight
improvement in tourism receipts. Tourism is expected to grow by 3 percent, somewhat less
than forecast before the events of September 11. Since mid-September, there have been no
indications of a slowdown in planned private sector investment or construction activity.

HI. REPORT ON THE POLICY DISCUSSIONS

13. The discussions focused on: (f) the FY2002 Budget; (ii) the steps needed to
achieve fiscal sustainability and maintain adequate reserves (in the form of freely
usable government assets); and

(iii) structural reforms to foster growth.
In the face of declining external grants,
Palau needs to act promptly to reduce its
fiscal imbalances on a sustained basis and
achieve surpluses in the second half of the
decade. Palau’s growth performance since
the Asian crisis is one of the lowest among
Pacific Island economies, underscoring the
need to continue with infrastructure
development while accelerating the
implementation of the government’s 0
structural reform agenda aimed at boosting
domestic and foreign investment.’

Aversge Real Growth Raies of Pacific Island Countries, 1998-200%

14.  To frame its discussions, the team prepared with the authorities medium-term
scenarios. The team noted that future returns on U.S. stocks and bonds are likely to be much
smaller than in 1995-2000. Thus, the income from the CTF alone could not be relied on to
replace lost Compact grants from FY2010 onwards on a sustainable basis. Early withdrawals
would further weaken the CTF’s financial position.

A. The FY2002 Budget

15. At the time of the mission, Congress was debating the FY2002 Budget that
targeted an overall fiscal deficit of 6% percent of GDP.” The budget focused primarily on

€ The Management Action Plan (MAP) prepared in March 2001 outlines the administration’s
reform priorities with specific time-bound plans, targets, monitoring mechanisms, and six-
monthly reports. It aims to accelerate implementation of previously stalled structural reforms.

7 As explained in the background paper, the Budget is presented to Congress in a format that
excludes most grant-financed capital spending. On this basis, the administration proposed a
' (continued)



cutting current expenditure (by about 5 percent of GDP)—by reducing transfers to
enterprises and goods and services—while increasing capital expenditure (by 3 percent of
GDP). Additional grants were expected from Taiwan Province of China for capital projects
and storm-related reconstruction. However, this budget was based on an optimistic projection
for GDP growth and did not include specific revenue measures. The authorities explained
that some further tax administration improvements were being implemented and that the tax
reform legislation was expected to be approved by the end of FY2002.

16.  The mission recommended that the overall fiscal deficit (including grants) for
FY2002 be brought down to below 5 percent of GDP. Events since the U.S. terrorist attack
suggested that nominal GDP growth would be modest, and thus revenue shortfails would
emerge. The team advised against delaying tax reforms until the end of FY2002 and urged
the authorities to move ahead with reforms to reduce exemptions, broaden the tax base,
introduce excise taxes, rationalize the import tax regime, and simplify the income tax regime.
If such measures could not be introduced in a timely manner, further expenditure cuts would
be needed. The mission stressed that continuation of a wage and hiring freeze and the
initiation of streamlining measures were necessary to contain personnel expenses as proposed
in the budget. Moreover, additional measures were needed in order to fund an Emergency
Contingency Reserve Fund (ECRF), as approved by Congress, without dipping into freely
usable reserve assets.® The authorities broadly agreed with the mission’s recommendations,
and indicated their intention to propose additional measures to Congress eatly in the year if
revenue targets appeared at risk.

17.  However, after the mission’s departure, Congress approved a FY2002 Budget
that would effectively yield a deficit of around 7% percent of GDP. This budget reduced
current expenditure by more than % percent of GDP, but also reduced import duties on
alcohol (1 percent of GDP) and did not take into account the cxpccted decline in domestic
revenues stemming from the economic slowdown (1 percent of GDP).”

18,  The government then indicated it wanted a lower deficit than Congress had
approved and to that end submitted a tax reform package on October 31, that is
expected to be approved by Congress and become effective in January 2002, In
consultation with the staff, the authorities developed a tax package that could yield 4 percent
of GDP on an annual basis. The package would include (i) reducing the 4 import duty bands

balanced budget for FY2002, implying a drawdown of 6! percent of GDP in the balance of
unspent capital grants.

¥ Five percent of domestic revenue would be set aside annually for the ECRF, and would
supplement usable reserves.

® The budget also took into account an increase in expected grants (1% percent of GDP) and
lower expected investment income (1 percent of GDP).



(0-150 percent range) to a flat 5 percent rate; (ii) limiting import duty exemptions;

(1ii) calculating import duties on the CIF, instead of FOB, value of imports; and

(iv) introducing excise taxes on tobacco, alcohol, fuel, boats, and vehicles. In addition, by
reversing the earlier reduction of duties on alcohol, revenue would increase by about

1 percent of GDP. The overall fiscal deficit for FY2002 would be reduced to 3% percent of
GDP, if the package is approved in full and implemented by January 2002.

B. Fiscal Sustainability and Related Structural Reforms

19.  The team emphasized the need to develop a medium-term fiscal consolidation
plan consistent with the scheduled phasing out of grants, in accordance with the present
Compact and realistic assumptions on future CTF returns and to take into account the need to
build an adequate level of reserves.

20.  Accordingly, fiscal policy should target a containment of current expenditure to
less than the total of domestic revenue and current Compact grants, since the majority
of capital expenditure is grant-financed. In spite of the decline in current expenditure from
61 percent to 52 percent of GDP in FY2001, and a further planned decline to 46 percent of
GDP in FY2002, it remains excessively high compared to similar countries (Box 4). Recent
expenditure cuts should be reinforced through accelerated public sector reforms in order to
make room for much needed human and physical capital improvements. Current expenditure
should be targeted to decline by 5 percent of GDP by FY2005, while capital expenditure
remains above 12 percent of GDP. At the same time, domestic revenue should be further
increased by 5 percent of GDP following implementation of the next stage of tax reform—
including the introduction of a simplified income tax and a sales tax—which the authorities
intend to present to Congress in FY2003. Undertaking these reforms in the next three years
would allow small fiscal surpluses to emerge from FY2005 onward, and to reach a level by
FY2009 that could compensate for the reduction in grant aid. The authorities confirmed their
intention to contain current spending below domestic revenue and annual Compact grants
while raising revenue as a percent of GDP by the end of the Compact period, although they
were constrained by often-conflicting demands by Congress that could prevent them from

achieving these goals.

21.  The mission endorsed the public sector reform initiatives aimed at streamlining
government operations and improving service delivery. In particular, staff welcomed
measures taken in January 2001 to introduce a hiring freeze, and reactivate the National
Planning Committee to oversee governmental reorganization. Since January, the President
had also submitted a proposed constitutional amendment that would reduce the legislative
branch from two houses to a single house, Revised public service system regulations were
drafted in October 2001 that include provisions for staff re-training, transfer, and redundancy
payments, as well as strengthening performance evaluation and standardizing benefits. A
separate law is being drafted to adjust compensation schemes during 2002 with the aim of
improving merit-based incentives. The authorities described a number of additional
initiatives, including the passage by Congress in July 2001 of a law initiating a “performance
management system’” that aims to eliminate duplication of services and ensure productive use
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of public funds. Legislation is also being prepared to reduce governmental operations by out-
sourcing services and privatizing some maintenance and operational functions. Finally, the
authorities are undertaking a study to further improve the efficiency of education and health
care expenditures, including reforms aimed at moving to a self-financed health system

(Box 5).

22.  The mission also emphasized the need for greater fiscal transparency and
monitering. Staff pointed to the need to strengthen fiscal accounting and monitoring by
developing in-house capacity to publish consolidated fiscal accounts; requiring state
governments to fully report their fiscal operations; and eliminating extra~-budgetary funds.
Although extensive reporting is undertaken by an external auditing firm to conform to U.S.
reporting requirements, fiscal reporting is inadequate for policy assessment and formulation.
Government finance data reveal large “errors and omissions™ that reflect amounts that are
reimbursable from grants and changes in accounts payable/receivable that result from
advances or partial payments to suppliers. The mission stressed the need to identify and
correct these discrepancies and to secure additional technical assistance and training if
needed. The authorities affirmed their intention to continue their ongoing investigation of
these issues in consultation with the staff.

23.  The mission urged that measures be taken to reverse the recent increase in
unfunded liabilities of the Social Security Fund (SSF) and the Civil Service Pension
Fund (CSPF). A change in the retirement qualification (from age 60 to 30 years of service
without reduced benefits) in July 1999 increased the unfunded liabitities of CSPF from

$15 million to $24 million. In addition, an increase in benefits related to a cost of living
adjustment in 2000 required a lump-sum transfer to the CSPF of $7.3 million, of which only
$1.5 million was transferred in FY2001. The authorities indicated that annual lease income
from one of the two internet concessions (each yielding $1.3 million) that were recently
awarded to private companies will be earmarked for the CSPF. The government has proposed
to Congress alternative funding plans for CSPF contemplating budget contributions,
earmarked income, increased payroll contributions, and benefit reductions. While the SSF is
self-financing by law, recent changes to benefits have increased its unfunded liability from
$15 million to $20 million without providing for additional funding. In this connection, the
mission welcomed the proposed legislation to reverse a part of this increase in benefits.
However, while both funds will be able to continue to meet their current obligations for many
years from current surpluses, the mission noted that the authorities need to devise plans to
elirninate the unfunded liabilities of the two funds, which underscores the importance of
reducing the size of the civil service and revising the contribution and benefit schemes.

C. Other Structural Reforms.

24.  In view of Palau’s sluggish growth performance, the mission stressed the need to
proceed more vigorously with the government’s structural reform agenda. In particular,
the team stressed the need for adequate financial sector regulation and supervision to
promote efficient intermediation of financial savings and the elimination of impediments to
private and foreign investment.
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Financial sector reforms

25.  The mission welcomed the passage in June 2001 of legislature aimed at
combating money laundering. The FATF has since reviewed this legislation and deemed it
adequate to keep Palau off the list of noncooperative countries. Moreover, the authorities had
earlier forced the closure of one bank that was involved in unauthorized offshore operations.
However, banking regulation and supervision remain virtually nonexistent, although there is
no evidence of systemic banking problems and NPL ratios are very low (Box 6).

26. The mission alse welcomed the recently passed Financial Institutions Act (FIA),
which paves the way for establishing the Financial Institutions Commission (FIC) to
oversee banking regulation and supervision. However, in order to ensure adequate
oversight, the mission pressed for amendments in the following five areas: (i) removing
potential sources of conflict of interest; (i1) clarifying the definition of regulatory capital and
raising the capital adequacy requirement to international norms; (iii) requiring adequate
record-keeping, reporting, and external certified auditing of all banks, not only foreign banks;
(iv) clarifving the FIC’s mandate to request additional reports and conduct on-site
inspections, and completing an initial evaluation of all existing banks against the new
regulations; and (V) re-instating the provision that limited the type of activities undertaken by
a licensed financial institution to its level of paid-up capital. The authorities indicated their
willingness to amend the legislation and/or address these issues through FIC regulations
before the end of 2001. They also welcomed the prospective technical assistance from
PFTAC in achieving this objective.

Removing impediments to investment

27. The mission stressed the need to remove impediments to private investment,
including through amendment of the foreign investment law, which is expected in fiscal year
2002, and acceleration of dispute resolution by the Land Courts, which is now underway
through increased budgetary allocations to the courts. The authorities recognized that foreign
investment was constrained by a cumbersome review process and restrictions on foreign
participation in various activities. In addition, as discussed in the background paper, the
spread of Palanan-owned “fronts” for foreign investors has reduced transparency and
negatively influenced investor incentives. The authorities noted that a new foreign
‘mvestment law was currently under Committee review in the Congress and that legislation
was being prepared that would permit longer leases for foreign investors and broader land
rights to joint ventures. The authorities were keen to resolve these investment constraints in
view of the growth prospects of Babeldaob Island, and related foreign financing needs,
following the completion of the Compact Road.

28. In view of the recent deterioration in competitiveness, the mission recommended
that labor laws be revised. A minimum wage of $2.50 per hour for Palauans was introduced
in 2000, while a head tax of $500 is levied on employers for each foreign worker. Average
wages for all foreign workers are about 50 percent of those of Palanans, but wages of
unskilled foreign labor are as low as $0.35 per hour plus lodging. The minimum wage
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legisiation, in combination with the taxation of foreign labor, was intended to reduce the
reliance on public sector employment by increasing private sector wages, especially for
unskilled labor, However, it appears to have effectively worsened employment opportunities
for Palauans, pushed up wages for foreign labor, and contributed to deteriorating
competitiveness. The authorities stated that they planned to prepare a modern labor code with
a view to encouraging greater private sector opportunities for Palauans.

29. A Tourism Promotion Task Force has been formed to investigate ways to boost
Palau’s tourism earnings, especially through reducing the relatively high cost of air
tr::l.nsport.10 Accordingly, officials have sought discussions with investors interested in setting
up an airline that would link Palau with some of its neighbors thereby lowering noncharter
airfares through increased competition and improving connections to Europe. Some other
proposals under consideration involve diversification into new activities, e.g., golf courses,
sports fishing, and retirement communities.

30.  The authorities fully recognize the need to preserve Palau’s fragile environment
and to protect against soil erosion and have embarked on a wide range of
environmental initiatives. Tourism prospects are closely tied to the success of efforts to

preserve Palau’s prime diving sites,
while limiting construction-related Tariff Rates in Pacific Island
pollution. Key institutions have been p—
formed to monitor and analyze : Avemge  Effective  IMPs Trade
environmental data, regulate Country o ey oo
infrastructure development, and Republic of Palan 3/ < 63 1
promote presetvation policies. A major Republic of Mrshall Istands 1 7.1 5
part of the government’s effort is Federated States of Micronesia ... 15 4
geared toward adequate safeguards Fiji 124 5.7 5
ahead of the expected urbanization of Pupua New Guinea 8.8 835 !
Babeldaob Island. The authorities stated | Xirbati 187 205 3
that a number of legislative items are Samoa 12 26 5
bemg prepar ed to a d dI'eSS Solomon Islands 22.7 11.5 4
environmental issues. Tt s 3

Vanuatu 73 4
Trade liberalization Average (excl. Palan) 14,4 14.0 39

] BMF Bxch Arrang and Exchange Restrictions, 2000; and IMF Country

. . : Reports. The repored rates are for the latest available year,

31 Palau’s trade regime is ¥ Calenlsted as the amount of insport. duties or trade taxes relative %o tote] imporis,
relatively open and the proposed tax | L et o b, v o o e s
reforms noted earlier constitute a baence of ﬁ:ﬂiﬁmﬁ?;thelmge rf ad vy ot e sociic s

than ad valorem, This is a rough staff estimate.

'° In addition to the single airline carrier servicing Palau, there are some chartered flights
from Taiwan Province of China and Japan. However, these involve packaged tours that
include food and accommodations at hotels owned by the overseas tour operators and
generate little revenue for local businesses.
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further improvement. Most imports are subject to a 3 percent tariff rate (See Tax Summary,
Recent Economic Developments, Table 15); vehicles are subject to a rate of 5 percent, in
addition to specific quantity-based import levies. Some luxury items are subject to a

25 percent rate. Alcohol and cigarettes are also subject to specific levies. Exceptions apply to
medicine, food, and boats for personal use, as well as grant-financed imports and goods for
government use. There are no export restrictions and only fish exports are taxed. The
proposed tax reform noted earlier wouid introduce a uniform 5 percent tariff rate and remove
exemptions for food, medicine, and boats for personal use. Palau would continue to have one
of the lowest tariff rates among the Pacific Islands economies.

D. Medium-Term Growth Scenarios

32.  The team emphasized that improving growth prospects would require an
acceleration in the pace of structural reforms, and prepared with the authorities two
illustrative medium-term scenarios covering the period through 2009/10 (See Annex V). The
reform scenaric assumes approval by Congress in the coming months of the tax package,
investment law, and expenditure management reforms. It also assumes continued
implementation of the government’s strategy—as described in the MAP—which outlines
sectoral priorities for infrastructure development, as well as further plans to improve the
provision of public services and streamline government operations.

33. Implementation of these reforms would facilitate a rise in annual real GDP -
growth to 6 percent by the end of the decade, with tourism boosted by improvements in
competitiveness spearheading private sector growth. Freely usable official reserves would
increase to over three months of imports. Beyond 2009, the fiscal and external deficits
resulting from the cessation of Compact grants could be filled by sustainable withdrawals
from the CTF. In the less optimistic scenario which assumes no structural reforms, real
growth would be constrained to 2 percent annually during this decade, and continued large
fiscal deficits would make it impossible to compensate for the sizeable reduction in grants
without substantially eroding official reserves and requiring Palau to undergo a difficult
adjustment process. The authorities confirmed that Palau is keen to avoid the sharp output
contractions that some other islands had experienced following the declines in grants upon
which they had become reliant, as needed adjustments had been postponed.

34, Nevertheless, the authorities shared the staff’s view that even if they pursued the
reforms underlying the reform scenario, there would be significant risks to the
medium-term outlook associated with implementation capacity and external
vulnerability. While the government’s long-term Master Development Plan issued in 1996
confirms the need to achieve fiscal and external sustainability and to do what is required, key
measures have not so far been adopted on schedule. Both technical assistance requirements
and political developments contributed in the past to delaying passage of legislation.
Although several key reforms had been recently introduced, there remains a large agenda of
pending legislative reforms. Moreover, the vulnerability of tourism to a number of factors—
changes in the fragile marine environment, commercial fishing, pollution from increased -
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levels of construction and manufacturing, and the global economic downturn—underscores
the possible adverse effect on growth prospects if timely corrective action is not taken.

35.  The medium-term exercise served to illustrate the extent of fiscal adjustment,
averaging 1 percentage point of GDP per annum over the next 8 years, needed to
prepare for the expected decline in grant aid by about 6% percent of GDP in FY2010.
Although the government’s stated objective is to refrain from CTF withdrawals before
FY2010, the scenarios showed that in the absence of fiscal reforms, existing reserves would
be depleted by FY2008 and CTF withdrawals would be needed. In discussing future CTF
returns, the team emphasized the need to assume more modest returns than those achieved in
recent years, particularly in view of the substantial stock market losses in FY2001, and to
avoid withdrawals before FY2010 and limit them thereafter (Annex VI). The authorities
agreed with the desirability of limiting withdrawals beyond 2010 to a level aimed at
maintaining the real per capita value of the CTF."!

IV. TECHNICAL ASSISTANCE AND DATA ISSUES

36.  Severe data shortcomings continue to hamper economic assessment and policy
formulation. Following the recommendations of the staff team during the 1999 Article TV
consultation discussions, regular GDP compilation was undertaken, a CPI index was
developed, and a new customs reporting system has improved trade statistics. The authorities
agreed that the next priority 1s a statistics law to formalize the government’s role in collecting
and disserinating economic data to the public, which would also prepare Palau for
participation in the GDSS. They also recognized that improvements would be needed in the
balance of payments and govemment finance statistics.

37.  Asin the case of other small island economies, Palau has a dearth of economic
management expertise and is dependent on foreign advice. Palau benefits from a
considerable amount of PFTAC advice (see Annex II). In general, technical assistance has
been effective and advice is implemented in a timely manner. The authorities are requesting
additional PFTAC assistance in establishing effective banking supervision, designing
financial disclosure guidelines, modifying bank taxation rules, and establishing a banking

survey.

V. STAFF APPRAISAL

38.  In spite of sizeable fiscal expansion, economic activity has been weak and
prospects remain poor in the absence of structural reforms. This outlook reflects the
economy’s high dependence on tourism and the poor performance of that sector since the
Asian crisis. Recent grant-financed infrastructure projects have only partially offset some of

" With the assumption of average nominal returns of 6-8 percent during the period FY2002-
FY2009, and no early withdrawals, an amount of $2-8 mililion could be drawn in FY2010,
which could be gradually increased thereafter.
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this weak demand. Cost competitiveness has declined due to the relative strength of the U.S.
dollar. Private investment remains low reflecting rigidities in the land and labor markets, and

cumbersome regulations on foreign investment.

39.  Palau needs to undertake large fiscal adjustments to prepare for the decline and
subsequent cessation of U.S. Compact grants, without depleting government assets.
Although the authorities believe that some amount of grant assistance will continue to be
forthcoming from other sources, it is prudent to assume that future support will be much less
than is now available. Consequently, fiscal deficits on the scale of those incurred over recent
years will not be financeable.

40. In moving to fiscal sustainability, the authorities should target a marked
reduction of the overall government deficit in FY2002 to below 5 percent of GDP, and a
balanced budget by FY2005, when the unspent balance of capital grants is expected to
be depleted. However, in view of the recent budget passed by Congress that yields a deficit
of 7% percent of GDP, it is important that additional revenue and expenditure measures be
approved to achieve the intended deficit target in FY2002 and beyond.

41.  To this end, the tax package currently under review in Congress should be
implemented as soon as possible. This package focuses appropriately on streamlining the
import tax structure, introducing excise taxes, reducing exemptions, and broadening the
import duty tax base. In FY2003, the authorities should move ahead with plans to shift to a
more efficient and equitable tax structure by introducing a simplified income tax and a sales
tax, as well as continuing to adjust fees on public services.

42.  Fundamental structural reforms are essential to achieve long-term fiscal
sustainability while fostering growth and building reserve assets. As such, the new
administration’s reform program is pointed in the right direction by focusing on revenue
mobilization, public administrative reform, human capital development, financial sector
development, investment promotion, and environmental protection. If these reforms are
elaborated and initiated in the coming year, Palau would be much better prepared to absorb
future external shocks and the prospective reduction in U.S. grant assistance. Given the low
level of freely usable reserves, there is a need to build a buffer against adverse external
shocks, while continuing to avoid withdrawals from the CTF. In developing future policy
options, it is important to adopt more conservative assumptions on CTF’s future returns. The
establishment of an Emergency Contingency Reserve Fund is a welcome step and every
effort should be made to commence its funding in FY2002.

43.  The planned curtailment of current government expenditures by advancing civil
service reform should be continued. The salary and hiring freeze should be enforced until
the size of the civil service is reduced through attrition and existing posts are linked strictly to
skill and performance requirements. It is important to proceed expeditiously with plans to
reorganize the government by reducing the number of offices and removing some layers of
government. In particular, there is merit in the administration’s aim to consolidate state
government activity into a more unified central administration and to establish a unicameral
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legislature. At the same time, fiscal monitoring capacity must be strengthened by recruiting
qualified staff, requiring state governments to report their fiscal operations, eliminating extra-
budgetary funds, and developing in-house accounting, forecasting, and reporting capacity.

44.  The government should emphasize the intended shift in its role from being the
main employer to one of supporting private sector investment and entrepreneurship.
Reform initiatives aimed at right-sizing government and improving service delivery are
welcome. The new “performance management system,” if successfully implemented, could
eliminate duplication of services and ensure productive use of public funds, while out-
sourcing or privatizing some maintenance and operations services.

45.  Palau’s growth prospects will depend critically on its ability to develop tourism
by attracting foreign investment and nurturing domestic entrepreneurship. The
government’s structural reform agenda recognizes the need to remove impediments to
Palau’s growth and is broadly appropriate. Nevertheless, implementation has been slow in
the last seven years suggesting that concerted efforts are needed to expedite the current
initiatives to remove restrictions of foreign investment and delays in resolving land disputes,
which have discouraged investment. Success in removing these impediments will require:

(i) Congressional support for the initiatives outlined in the MAP; (ii) prioritization and
sequencing of the broad range of initiatives; and (iii) timely elaboration of specific strategies,
related legislation, and implementation procedures.

46.  While the recent passage of financial legislation is welcome, continued efforts are
needed to establish a viable supervisory framework in Palau. Although there are no signs
of immediate systemic risk, it is essential that Palan develop a financial sector that is capable
of intermediating savings and providing credit for viable projects. Weaknesses in the
regulatory and supervisory framework must be addressed by amending the legislation and-
establishing a strong Commission that is capable of ensuring its effective implementation.
Moreover, the financial disclosure of audited bank reports will lead to strengthened
accounting and disclosure practices of businesses which would, in turn, encourage bank

lending.

47.  Weaknesses in data continue to hamper the assessment of economic
developments and policy formulation. With the exception of recent improvements in trade
data, other components of balance of payments statistics are weak and incomplete. Fiscal
accounting is extensive, but improvements are needed in developing consolidated reports to
guide policy formulation and in removing remaining discrepancies. Efforts are also needed to
compile quarterly GDP indicators, a GDP deflator, and monetary statistics.

48.  The next Article IV consultation with Palau is proposed to take place on the 24-month
cycle,
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Box 1. Republic of Palau: The Compact of Free Association

The Compact of Free Association (the “Compact™) is a 50-year political, strategic, and economic
treaty between the Republic of Palau and the United States. Under the Compact, Palau conducts its
own domestic and foreign affairs, while the United States retains control of defense and security
matters as well as exclusive strategic access to the land adjoining the Airai Airfield and a part of
Malakai Harbor, Under the Compact, the United States is to pay the government of Palau a specified
sum of meney in the first 15 years of the Compact. The Compact took effect on October 1, 1994, as
Palau became a sovereign nation in free association with the United States.

The Compact payments are not entirely economic aid. Rather, they are a combination of rent and
aid, which amounts to nearly $600 million in total direct payments. About three quarters of the cash
amounts have been disbursed in the first seven years. Under the Compact, citizens of Palau may enter
the United States and establish residence as nonimmigrants, and accept employment. The terms of the
Compact and its related agreements are subject to review by both parties at specified intervals during

its 50-year life.

The main goal of the Compact funds is to establish an infrastructure that would enable Paian to
become self-sustaining by the end of the 15-year period. Among the conditions of the Compact’s
approval by the U.S. Congress was the formal adoption by the Palanan government of an economic
development plan (EDP), which outlined particular goats and methods to achieve these goals. In
addition, the government of Palau is required to report annually to both the President and Congress of
the United States “on the implementation of the plans and on its use of the funds™ made available
under the Section 211 Grant (as detailed in Table 4). The Compact funds comprise the following
elements:

¢ One portion, Section 211(f) amounting to $70 million, is set aside for a Trust Fund, which is to
provide a stream of income over the long mn.

s  Another large element of grant assistance provides front-loaded grants in the first year of the
Compact for current and capital improvements that are lowered in the second year and further
reduced from the fifth year.

s Assistance is also provided in the form of an in-kind grant amounting to $149 million for the
construction of the Compact Road on Babeldaob Island. This project is planned for completion by
summer 2604,

¢ In addition to economic assistance, the United States has made available to Palau under the
Compact services and programs of agencies such as (i) the Federal Deposit Insurance Corporation
(FDIC), the Small Business Administration, the Economic Development Association, the Rural
Electrification Administration, the Job Training and Training Act, Job Corps; (ii) postal services;
and (iii) services relating to tourism and marine resource development of the Department of
Commerce.

In addition to Compact support, Palau continues to be eligible for other U.S. assistance, based on
| direct proposals to grantor agencies, which bave amounted to an additional $7 million annually in

recent years.
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Box 2. Republic of Palau: Tribal Influences and Land Rights

Like other Pacific Island economies, cultural factors permeate and influence economic and
political processes. The traditional tribal system is intertwined with the demands of a modern
government and has resulted in a large public service where resources are allocated in a manner in
which collective decision-making remains an important element.

The large size of the public sector stems partly from the need for consensus-building and tribal
representation. The system of government is modeled after the U.S. and comprises 16 states which
have their own constitutions, legislature, and elected governor and are represented in the two houses in
the National Congress—known in Palauan as Olbiil Era Kelulau (OEK). Although the tenets of
modemn democracy and the traditional tribal system have been skillfully blended, reconciling the
differences between a comymunal and private enterprise system has been more challenging, as it has
been throughout the Pacific. Triba! leaders continue te play a role in decision-making.

A major constraint on economic development has been the nncertainty over property rights, in
particular title and rights te land. A communal land tenure system appears to raise transaction costs
for undertaking commercial agriculture, tourism, mining, and other activities. Nonmarket allocation
rules, along with shortcomings in the demarcation and registration of plots, give rise to disputes over
access to land. Foreigners cannot legally own land, nor enter certain industries. Restrictions on the use
of land as collateral also hinder credit growth. The constitution prohibits the taxation of iand.

The concentration of land approvzls in the hands of a relatively small number of influential
Palaunans also creates the potential for corruption and misuse of resources. Much of the land in
Palau is owned by clans and can only be given or sold to a Palauan individual by the unanimous
consent of ctan members. At the same time, Japanese occupation during WWII and the subsequent
redistribution of land created much confusion about land ownership. There are also difficulties in
gaining access to land for public purposes, such as for the provision of {elecommunication services.

Recognizing the consequences of such uncertainties, the government has taken steps to make the
land market more predictable without changing the fundamental institutional construct which
reserves freehold land for Palauans oniy. All lands have been required to be surveyed and registered
with the Land Court by 2005. Less than 10 percent of land had been regisiered by the mid-1990s,
However, the number of litigations has increased, slowing down the process and making it difficult to
acquire land that is suitable for development. Even after titles are granted, there are still individual-to-
clan disputes. Courts have recently increased their capacity o handle the litigation, but only

50 percent of cases have been resoived.

To facilitate foreign investment, Palau allowed in 1995 leasing of land for up to 50 years (with a
further 59 years extension). Foreign concerns seeking long-term land access tend to take local
partners, especially landowners, or obtain fixed-term leases on lands for which titles have been
obtained and registered in the Land Court.

It will be important to continue making progress on:
* accelerating the process of land surveying and registration;

e clarifying procedures for government land acquisition for infrastructure and public use; and
» further strengthening the capacity of the Land Courts.
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Box 3. Republic of Palau: Initiatives to Combat Money Laundering

Reports that offshore banks in Palau and other Pacific Island economies were involved in large-
scale money laundering activities prompted in late-1999/early-2000 a few large international banks
to place a ban on U.S.~dollar denominated transactions involving Palau, Nauru, and Vanuatu. In
response, Palau established a National Banking Review Commission to investigate thesc allegations.
Composed of representatives of the government and members of the business sector and chaired by
the Attorney General, the Commission was given broad powers to determine the accuracy of reports
by the international banks that had imposed the bans. The Commission issued a report declaring that
there is no credible evidence that any financial institution in Palau had engaged in activities that

would justify the accusations.

The U.S. Department of State has raised concerns over Palau’s bank licensing procedures. The
Money Laundering and Financial Crimes Report, 2000 notes that a few shell banks had been
established through a mechanism in which entities in Palau applied for certification of incorporation
and business licenses in a local (in lieu of national) level jurisdiction. None of these were ever given
foreign investment approval or any approval to do business in Palau. Nonetheless, a few of these were
reported to have handled atmost $2 billion in suspicious transactions with foreign financial entities.

Palau has sought assistance from the United States, the Pacific community, the U.N,, and the
IMF in its efforts to develop an anti-money laundering regime and has participated in
international meetings and conferences on financial crime. Palau is also a signatory to the anti-money
laundering initiatives of the Pacific Island Forum and has made significant advances to comply with
the Honiara Declaration (which calls for the implementation of the FATF 40 Recommendations}.

In June 2000, FATF listed some Pacific Island Forum members, but not Palau, as
“noncooperative jurisdictions”. These countries were regarded as having detrimental rules and -
practices, which obstruct international cooperation against money laundering and allow criminals to
escape the effect of anti-money laundering measures. Palau was not reviewed at that time.

The FATF Plenary Meeting in June 2001 postponed a review of Palau’s status regarding
“noncooperative jurisdictions”. The decision on Palau and three other countries was postponed

until September as each of these countries had passed legislation in recent weeks that had not yet been
incorporated into FATF’s results, More time was needed to review this new legislation.

In September 2001, the FATF review was completed and, based on the legislation passed in
June, Palau was not included on the list of con-compliant or non-cooperative countries. Since
June, one bank’s license was revoked. Also, the activities of several previously licensed financial
institutions that do not meet the eligibility criteria under the new law, will be restricted. Palau intends
to continue to implement the FATF 40 Recommendations.

There is currently no law in Palau permitting offshore banking. The Offshore Banking Act was
suspended in 1982,
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Box 4. Republic of Palau: Comparison of Fiscal Indicators Among Pacific Island Countries

Palan’s domestic revenue is supplemented by substantial U.S, grant receipts. Combined tax and nontax revenue
(excluding grants) are the second highest among the island economies in relation to GDP. Nontax revenue collections are
only secend to that of Kiribati which receives large sums from fishing rights. Although Palau receives substantial grants of
around 25 percent of GDP, these are lower than grants received by the Federated States of Micronesia (FSM), Marshall

Islands (RMT), and Kiribati.

Palau has a relatively high ratio of wage expenditure to GDF although currenat expenditures as a percent of GDP are
in line with other island states, The government is the largest employer, accounting for about 30 percent of total
employment, In 1999, public sector wages accounted for about 50 percent of all wages paid.
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Box 5. Republic of Palau: Social Services

Expenditures on health and education in Palau are in line
with the average expenditures in other island economies.
Education, health, and medical services are provided by the
government in Palau. Qutlays for these services account for
16 percent of GDP, compared with a range of 8 percent and
27 percent of GDP for other island economies.

A number of initiatives are aimed at improving cost-
efficiency of public health and education services. Despite
declining government transfers in recent years, the main hospital
was able to provide increased medical services to patients by
imposing health service fees at about 25 percent of medical cost,
The demand for increased medical services was largely due to
an increase in the number of foreign workers in Palau.
However, much scope remains for improving the quality of
education services, as about 38 percent of teachers are high
school graduates who do not hold college/university degrees.
Some savings can be achieved by limiting the school lanch
program which currently extends to private schools.

Palau faces a shortage of skilled labor which is one of its
main developmental constraints. A community college was
established in 1993. The Ministry of Education records show
that enrollment grew by 7 percent for elementary schools and

13 percent for secondary schools in 1998-99. The total stndent
enrollment was 4,150 in 2000. Palau is facing a shortage of local
teachers, and the student-teacher ratio increased to its highest
level in 1998-99. A teacher’s certification bill is awaiting
Parliamentary approval. The intreduction of local certification
standards will increase the number and quality of teachers.

Health Expenditure

Kiribati  RM1 Palw  FSM

I {In percen: of GDP, 1995/2000)

Samoa  Tonga

Fiji  Vanuaty

Education Expenditure

Kiribati FSM RMI

[ {In percent of GDP, 1995/2000)

Palay Fiji Vamuatu Samoa Tonge

Human Development Indicators in Pacific Island Countries

Percentage Percentage  Percentage
of People of Popula-  of Under-
Human not tion weight

Develop-  Expectedto  Percentage without Children  Human
ment Index Reach of [lliterate ~ Accessto (5 Yearsor  Poverty
Country (HDD 1/ 40 Years Adults Safe Water QOlder) Index 2/
Palau 0.861 7.3 8.6 14.0 8.0 16.8
Micronesia 0.569 10.5 28.7 56.0 15.0 26.7
Fiji 0.667 7.4 7.1 23.0 7.9 85
Kiribati 0.513 16,3 78 200 129 12.6
Marshal! Islands 0.563 13.2 25.6 235 17.0 19.5
Tonga 0.647 0.3 1.0 10.0 17.0 3.6
Samoa 0.590 137 43 63.0 21.0 49.1
Sclomon Islands 0.371 8.4 69.7 5.0 20 39
Vanuatu 0.425 12.2 66.5 13.0 23.0 46.6

Source: Pacific Regional Strategy, The World Bank (2000).

1/ The Human Development Index {1 being the highest ranking) is derived from combining the average life
expectancy at birth, aduit literacy, gross schoel enrcllments, and adjusted GDP per capita.
2/ The Hluman Poverty Index is derived from combining the life expectancy, literacy, and standard of living indices.
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Box 6. Republic of Palau: Banking System

Palau has a large banking sector relative to its population. The financial sector consists of

around 20 registered banks (not all of which are active), including three U.S.-based banks, a
development bank, and a number of small credit unions. The branches of U.S.-based banks are
insured by the FDIC and follow U.S. regulations. Local banks are not yet subject to formal regulation.
As Palau uses the U.S. dollar, and given its strong links with the U.S. banking system, deposit rates in
Palau tend to mirror those of the U.S. However, lending rates vary from 5-18 percent for smaller
loans, and commercial loans are exiended at the U.S. prime rate plus 1-4 percent.

Commercial banks lending is limited and funds have tended to flow out of the country. Foreign
commercial banks have tended to pool deposits at their headquarters for investment elsewhere, as
indicated by the substantial excess of deposits over loans. Lending has tended to focus on smaller
consumer loans (well secured by deductions from salaries paid into bank accounts) rather than
business loans. Conumercial loans are viewed as more risky and the difficulties in using land as
collateral has presented a problem for foreign-owned banks.

The National Development Bank of Palau

National Development Bank of Paiau: Loans

{NDBP) eased this constraint by {in thousands of U 8. dollars
guaranteeing 90 percent of commercial w000

loans for a fee (the NDBP can also assume 7000

the title of land in the case of default). The w000 s

NDBP’s provision of loan guarantees and 0 / ——
lending was constrained in 1998/99 by the w0 , 4

deterioration in its balance sheet (related to 0 ey

poor-quality directed lending). New o RN

management was brought in to focus on loan o0 o *

recovery and improve monitoring and loan N - e :

risk assessments. In 1999, the NDBP made 193 1994 195 1906 1997 1998 1999 2000
news loans of only $350,000, which increased |

in 2000 to around $3.2 million with the |
recovery of its financial position and a
government transfer.

Bank regulation and supervision in Palau is being developed following the enactment of the new
Financial Iastitutions Act (FIA), which was approved in June 2001. While there is some concern
that the final form of the legislation has resuited in the general weakening of supervision powers over
financial institutions, the authorities have indicated their intention to strengthen the law through
amendments and regulations. The FIA represents a step forward as several previous attempts to have
banking legislation enacted have failed. The FIA will be implemented by the Financial Institutions
Commission {FIC), to be overseen by five Board members who will develop regulatory guidelines
and monitor banks’ compliance. Selection of the five Board members has been difficult, due to the
lack of qualified individuals who are not current Bank officials. There is also a concern over the lack
of appropriate funding for the FIC. Once the Board members and staff are selected, the FIC is
expected to review the accounts, operations, and staffing of each of the licensed banks to determine
their compliance with the new regulations as presented in the FIA, They will also begin to collect
banking data that can form the basis for a banking survey.
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Figure 1. Republic of Palau: Selected Economic Indicators, 1993-2002 1/
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Table 1. Republic of Palau: Selected Economic and Financial Indicators, 1993/94-2001/02 1/

Nominal GDP (2000):  US$118.2 million
Population {2000): 19,129
GDP per capita (1999):  1JS$6,17%

Est. Praj.
1993/94 1994/95  1995/96 1996/97 1997/98 1998/99 1999/00 2000/01 2001/02

{In millions of U.8. doliars, unless otherwise specified)

Heal sector
Nominal GDFP 2/ 815 95.2 108.2 113.2 1173 113.5 1182 1225 1259
{percent change) 10.1 4.0 13.6 4.6 ie -33 42 EX 6.1
GDP deflator 3/ 2.8 28 19 2.3 1.6 22 30 26 3.0
Rezl GDP (percent change) 7.3 10.9 104 2.3 20 -54 1.1 L0 30
Nowminal GDF (FY) BL6 92.3 165.0 112.0 1163 i14.4 i17.0 1214 1230
Business and tourist arrivals 32,578 47,023 60,719 66,441 63,656 49,170 45,932 49,751 51,223
Tourist spending 294 40.6 54.2 61.2 58.0 54.1 53.2 54.3 54.8
Public finance
Central govemnment
Revenues 49.6 165.1 66.5 580 71.3 51.0 750 616 70.0
Domestic 18.8 22.1 29.1 24.9 41.3 29.0 429 40.2 354
Grants . 309 143.0 37.5 332 30.0 2240 321 214 346
Expenditures 504 653 75.1 76.5 64.6 7.7 34.5 712 79.7
Current 474 56,7 581 583 54.8 63.7 8 611 594
Capital 30 8.5 17.8 183 2.9 8.0 12.7 14.1 20.3
Overall fiscal batance (including grants) -0.4 97.3 -£.6 -16.3 24 -16.8 -4.7 -18.5 2.7
(In percentage of GDP} 0.5 105.4 .3 -14.5 2.1 -14.7 4.0 -15.2 -7.5
Overall fiscal balance (excluding prants} -31.2 -45.7 -A44.1 -49.5 -27.5 -318.8 -36.7 -19.9 443
(In percencage of GDP) -38.3 ~49.6 ~42.0 -44.2 -23.7 -339 -3l.4 329 -34.6
Compact Trust Fund (CTF) balince 4/ ] 70.8 712 105.5 1224 141.1 i61.8 135.0
Revenues 710 7.0 28.9 17.6 19.6 2.5 <258
Expenditures 0.3 0.6 0.5 0.8 0.8 08 1.0
Government assets (oon-Trust Fund assets) 5/ 0.5 915 24.1 81.0 85.1 67.0 1.7 44.0
Balance of capiral grants 6/ 61.6 55.9 447 3z.4 338 538 419 344
Balance of currens grants 6/ 382 353 3.1 44.1 230 185 14.7 140
Balance of usabie reserves (exclL.CTF) 5/ 35.1 30,3 36.1 43.4 389 294 7.6 7.2
Balance of paymemis
Trade balance -31.7 ~46.6 -58.5 -61.1 -52.1 -70.3 -115.6 -80.8 -85.1
Exports (fo.b.) 126 13.9 139 1.8 11.1 13.6 1.5 18.3 219
Impans {fo.b.} -44.2 -60.4 -72.4 -72.9 -53.2 -83.9 -127.1 -86.1 -107.0
Current account balance (including granis) 23 60.7 14 4.2 8.7 -143 427 -15.7 -189
{In percentage of GDF) 34 65.8 13 37 8.4 -12.5 -36.5 -12.9 -14.8
Current account balance {excluding grants) -25.6 <23.9 -24.8 -21.9 -16.7 -33.0 62,0 -34.8 -39.3
{In percentage of GDF} 2113 -25.9 23.6 -19.6 -14.4 -28.8 -52.8% -28.7 -30.7
Overzll balance 0.8 92.8 9.6 -16.6 -132 -20,9 13.9 -i8.5 -6.2
External debt 200 155 125 a.1 55 14 20.0 200 20,9
Fxternal debt service 4.5 30 34 36 4.1 14 8.7 0.7

Sources: Daia provided by the Palauan authorities; and staff estimates,

1/ Fiscal year beginning October 1.

2/ On z calendar year basis. The column 1995/96 refers to 1996, and so forth,

3/U.8. CPI is used as GDP deflator for 1995 1o 1999, Palau began compiling CPI from June 2000, therefore, the GDP deflator for year 2000 is the
average of U.S. deflator and Patau CPl. For 2001, Pafay CPI is used as deflator.

4/ Covers operations of the Trust Fund from 1994/95.

5/ Usable reserves estimated as gavernment assets (total reserves) pius annual drawable amounts from the CTF less the balance of {project-related)
capital grants. .

6/ Staff estimate of the unused balance of grant receipts. Capital and cutrent balance do not add to total because of valuation losses in 2001.
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Table 2. Republic of Palau: National Govemment Budgetary Operations, 1994/95-2001/02

1994/95 1995/96 1996/97 1947/98 199890 1999/00  2080/01 2061402 2001/62
Estimated Budgel. Budget.
As Passedl/  Provosed 2/

(In thousands of U.S. dollars)

Total revenue and grants 165,086 66,538 58,036 71,306 51,017 74,984 61,493 70,058 75,233
Domestic revenue 22,069 20,087 24,364 41,325 29,024 2922 40,186 35,422 40,557
Tax revenue 13,351 15,637 16,829 15,637 18,925 22,879 25,762 25,195 30370
Salaries and wapes 3,822 4,096 4,620 4,720 5152 5,480 6,315 6,827 6,327
Import lax 3,136 3,298 3,350 4410 4972 £,433 6,473 6,138 10,338
Gross rovenue tax 4,774 6,068 6,260 6,260 5615 6,184 7,145 6,617 6,617
Other 1,619 2,175 2,090 3,647 3,185 4,782 5,82% 5,613 6,558
Nontax revernie 8,719 13,450 8,036 22,288 10,099 20,042 14,424 10,227 10,227
Fishing rights mcome Co238 210 130 120 137 13 76 134 134
Interest income 56 79 6B Bl 69 253 1,875 879 879
Fees and charges 1,247 1,195 1,158 1,440 2,950 2,113 2,573 2,984 2,984
Gihet 1,043 1,713 2088 15,288 1,361 1,876 1,383 1L4L0 1,410
Local trust funds 1,082 1,574 1,786 2,696 2,37 1,856 1,306 1,120 1,120
Tovestment mcome 5,061 8,679 2,806 2,663 3,205 13,906 6,711 3,700 3,700
Grants 143,017 37,452 33,172 29,981 21,993 32062 21,307 34,636 34,636
Custent prants 72,843 26,161 26,098 26,435 18,624 19208 19,128 20,342 20342
U.5. Compact 62,107 18,623 18,856 19,220 11,570 11,640 11,701 11,827 11,827
LS. non-Compact 10,431 7.23% 7,012 6,626 5420 6,828 6,748 7302 7302
Other couniry 308 299 230 589 634 829 679 1,213 1,213
Capital granis 70,174 11,291 7,074 3,546 3,369 12,764 2,17% 14,294 14,294
U.S. Compact 64,360 4,900 3,500 2,000 2000 2,000 2,000 2,000 2,000
.3, non-Compact 5,814 6,391 3,574 1,546 1,369 569 179 3,894 3,804
Other country 1] 1] 0 o ] 10,195 0 8,400 8,400
Total expendifire 65,251 75,148 76,542 64,617 . 74,678 84,493 77,202 79,6591 79,691
Current expenditure 56,722 58,145 58,252 54,761 63,680 71,767 63,080 59,417 59,417
Wapes and salsries 23,203 25,820 2.1 27,355 28,381 20275 29,363 30,358 30,358
Purchases of goods and services 23,627 19,896 25,298 22,982 27,256 36,414 25,360 24,327 24,327
Interest payments 83 o) 0 [1] 0 1] T T30 o0
Subsidies and other curren! imnsfess 9,809 12,422 5177 4,424 8,052 12,078 7,157 4,032 4,032
Public enterprises 5,543 7,889 3,037 1,964 1337 3,149 3,287 1,662 1,662
Other 4,266 4,540 2,140 2,460 6115 8,929 1,870 230 2370
Capital expenditure 8,529 17,003 18,290 9,856 7,989 12,726 14,122 20,274 20,274
Errors and omiagions 3/ 2,560 1,993 2,220 4,252 3,878 4,843 -2, 770 0 0
Orverall balance 97,276 -6,616 -16,285 2437 -16,786 4,667  -18,479 9,633 -4,458
Finzncing 97,276 6,616 16,285 -2,437 16,786 4,667 18,479 9,633 4,458
Ned Inng-term homzewing 4,500 3,000 3,400 3,600 4,067 18,566 [} q o
New borrowing [ 0 0 a ] 20,000 4 0 0
Principal repayments 4,500 3,000 3,400 1,600 4,067 1,434 0 0 0
Privatization recetpis 1] 0 3,052 o 1] /] [ a
Contingency Reserve Fund 0 0 0 ] [ 0 [ 1} 1,696
Other 4/ 92,776 5,616 16,633 1,163 20,853 -13,89% 18,479 9,533 6,154
{As a percent of fiscal year GDP)
Total revenue and grants 178.8 634 3.8 613 .6 64.1 50.7 54.6 537
Domestic revenns 239 27.7 22 355 254 3687 31 27.6 31.7
Tax revenue 14.5 14.9 15.0 164 16.5 19.6 212 19.7 237
Nomiay, revenuc 94 1Z.8 72 19.2 8.8 17.1 1.9 8.0 80
Of which : Irvestment income 55 83 25 23 28 1.9 5.5 29 29
Grants 1549 357 2.6 253 19.2 274 17.6 27.0 2.0
Current grenis 789 249 233 27 163 165 15.8 15.9 159
Capita} grants 76.0 10.8 63 10 29 10.9 18 111 i1
Total expenditure 70.7 7.6 68.4 55.6 62.6 722 63.6 62.2 62.2
Current expenditure 614 554 520 471 §5.7 61.3 52.0 46.3 46.3
Capilal expenditure 9.2 162 163 25 10 10.9 116 158 158
Overall balance 105.4 -6.3 -14.5 21 -14.7 -4.0 -15.2 =15 3.5
Overzlt balance, excluding pranis -49.6 -42.0 -44.2 =237 -33.9 -31.4 -8 -34.5 -30.5
Memorandum iters:
Direct financed projects not included abowve
Compact road project 5/ - e . - 5,000 20,000 28,571 28,571 28,57
Koror-Babeldeob Bridge 8/ 9,259 12359 3,050 3,090
New Airport Project 5/ . o 2,333 2,333

Sources: Reports on the Audit of Financial Stalements; and data provided by the Paiauan authorities. Fiscal year runs frem October to September.

1/ At the time the budget was passed, Congress also, separately, Teduced "sin texes®, reducing revenue by 51.2 million.

2/ Tncludes reduction in GRT relating ta the impact of the events of Septeruber 11 and changes lo import tax regime and introducing excise duties.

3/ Represenis monics {o be reimbnsed (from reimbursable grants), ch in ts paysble/receivable, ang other unidentified items.

4/ This is the change in governmenld assets (NTFA).

5/ Esfimates-of annual distursements out of total project cost of $125 million for the road; $24.7 million for the bridge and $14 million for the nirport.
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Table 3. Republic of Palau: Balance of Payments, 1994/95-2000/01

(In thousands of U.S. dollars)

Est. Proj.
1594195 1995/96 1996197 1997/98 1998/99 1999/00 2000/01 2001502
Trade balance 46,562 -38,517 -61,082 -52,127 -70,278 -115,619 -30,837 -B5,111
Exporis, f.o.b. 13,868 13,507 11,812 11,094 13,574 11,508 18,267 21,921
Impons, f.0.b. 1/ -60,438 -12.424 -72,894 63,222 -83,852 -127,127 -09,104 -107,032
Servives acconnt - 23,958 34,447 41,203 40,292 35,443 25,794 32,756 31627
Receipts 40,554 54,213 61,220 58,003 54,144 53,240 54,307 54,850
Travel 40,554 54,213 61,220 58,003 54,144 53,240 54,307 54,850
Payments -16,596 -19,766 20,016 -17,711 -18,701 27445 21,551 23,223
Freight and insurance -15,109 -15,106 18,223 «15.805 -16,770 -25.425 -19,821 -21,406
Travel -1,487 -1,660 -1,793 -1,506 -1,931 2,020 -1,730 1,817
Income 2,832 3,788 3872 271 6215 23,236 14,028 17,774
Investment income 2/ 10,438 10,522 9,410 5,608 12,204 27,782 21,575 26,830
Income and interest paymeat 3/ -7.626 -6,734 -5,538 -5,337 -5,989 4,546 -7.547 -9.056
Current transfers 80,499 21,659 20,180 11,306 14,288 23,976 18,368 16,799
Private 4,818 -5,408 -6,404 -6,062 -5,630 3,272 -1,899 -2,472
Inflows 2806 983 1,062 1,12¢ 1,500 11,135 5,686 597
Ousflows 5,688 6,391 7466 7,190 7,180 -TR62 7,585 8,443
Official 85,317 27,067 26,584 27,368 19,968 20,654 20,267 21,509
Business licenses and fees 1,001 1,008 867 1,724 1,915 1,933 1,728 1,763
Grants 84,643 26,161 26,098 26,435 18,624 19,298 19,128 20,346
Other 4/ -327 45 <381 ~791 57 577 -589 -£00
Current account 60,720 1,377 4,173 9,742 -14,332 42,663 -15,685 -18,9i2
(includes officinl grants)
Current account 23,923 -24,784 -21,925 -16,693 -32,956 61,861 -34,313 -19,258
{exchudes official grants)
Capital and financial account 65,674 10,251 5,674 14,146 7,003 51,484 6,144 14,193
Public sector 65,674 8,291 3,674 54 6,003 49,484 5,144 14,294
Capital grants 5/ 70,174 11,291 7,074 3,546 3369 12,764 2,179 14,254
In-kind capitat grants 6,701 18,154 2,965
Gross borrowing 20,600
Loat repayinents 4,500 -1,000 =3400 -3,600 -4,067 -1,434 [
Private scotor 2,000 2,000 14,200 1,000 2,000 1,000
Foreign direct investment 6/ 2,000 2,000 1,600 1,000 2,000 1,000
Other private itflows 13,200
Current plus capital account 126,394 11,667 9,847 23,888 -1.32% 8,321 9,541 4,719
Exvor and cmissions 7/ 233,618 21,284 26,481 25,051 -13,524 5,078 -8,938 1,435
Overall balance 8/ 92,776 9,616 -16,633 -1,163 -20,853 13,898 -18,479 -6,154
Memorandum items:
Tmports/GDP {in percent) 655 54,0 -85.1 -54.4 733 -108.6 -BL.6 -83.6
Import duties/GDP 34 31 34 33 43 5.3 53 5.7
Current account/GDP (in percent)
Including officiat grants 70.2 6.7 7.6 8.4 -12.5 -36.5 -12% -14.8
Excluding official grants -259 -23.6 -19.6 -i4.4 288 -529 287 -30.7
Service recaipts/GDP {in percent) 439 51.7 54.7 499 473 45.5 44,7 42,8
REER appreciation (12 month basis) 1.1 3t 54 1l 4.5 2.8 80
Usable reserves in months of imports 19.2 143 133 155 2.7 7.4 53 s
External debt/reserve ralio 0.2 0.1 0.1 0.t 6.3 0.1 0.5

Sources: Datz provided by the Patau authoritiss; and staff estimates.

1/ Includes dirsct financed aid project impors and ofher tax-exetnpt imports.
2/ Includes realized investment gains and losses.

3/ Includey estimated prafit repatriation by foreign fish and garment exporters until 2000/01, and intercst payment.
4/ Contribution to intemational and regionat organizations.
5/ Includes $13 million in 1997/98 for X-B bridge scitlement and excludes grants-in-kind,
6/ Staff estimates on investments in new hotels/resorts.
7/ Large error and omission ir 1994/935-1993/99 reflect underreporting of imports prior to April 1999 when new customs system was implemented. In addition,

net private current inflows are anderestimated as inflows are oaly reported by one bank in Palaw.

B/ Usable reserves calculated as NTFA (government assets excluding Compact Trust Fund) minus amounts related to capital projects.
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Table 4. Republic of Palau: Selected Social Indicators, 1995 and 2000

1,595 2,000
GDP per capita (U.S. dollars) 5,527 6,179
Area (sq. miles)
Land 188 188
Sea 237,850 237,850
Demographic indicators (2000)
Total population 17,225 15,129
Population growth (percent per anmum)
1986-90 2.4
1950-35 2.6 .
2000 e 2.1
Crude birth rate (per 1,000) 13.4 14.5
Crude death rate (per 1,000) 7.0 6.5
Infant mortality (per 1,000) 20.0 10.8
Labor force 8,368 9,845
Employed 7,780 9,621
Agriculture, fisheries, and mining 724 215
Construction 1,089 1,112
Manufacturing 78 345
Transport, storage, commumication, and other public utilities 436 765
Wholesale, retail, restaurants, and hotels 1,455 2,619
Finance, insurance, and real estate 124 116
Other business, personal, community, and social services 1,120 1,246
Public administration 2,875 3,203
Unemployed 588 224
Age structure (in percent)
0-14 28 24
15-64 66 71
65 and over 6 5
Public health and education
Education
Percent graduating
- Primary 97 97
Secondary 65 78
College 12 10
Student/teacher ratio {1998 and 2000) 11 11
Health
Number of encounters at dispensary 115 48

Sowrces: 1995 and 2000 Census of Population and Housing from the Qffice of Flanning & Statistics;

and Social Security Office.
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Republic of Palau: Fund Relations
(As of November 30, 2001)

L Membership Status: Joined: 12/16/1997; Article XTV

IL. General Resources Account: SDR Million %Quota
Quota 3.10 100.0
Fund Holdings of Currency 3.10 100.0
Reserve position in Fund 0.00 0.0

III. SDR Department: None

IV.  Outstanding Purchases and Loans:None

V. Financial Arrangements: None

V1. Projected Obligations to Fund: None

VII. Exchange Arrangement:

The U.S. dollar is legal tender and the official currency. Palau maintains an exchange system
that is free of restrictions on international payments and transfers for current and capital
transactions.

VYIIl. Article IV Consultation:

The first Article IV consultation discussions took place during June 24-July 6, 1999 and the
Article IV consultation procedure was completed on November 10, 1999. Palau is on a 24-
month consultation cycle.

IX. Current Financial Arrangement: None
X. Technical Assistance:

Technical assistance for the period June 1996--September 2001 is reported in the following
table.

XI. Resident Representative: None
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ANNEX 1

Republic of Palau: IMF Technical Assistance, June 1996—September 2001’

Topic

Date -

Fiscal Affairs Department

Public financial management

Tax policy and administration

Legal Department

Tax policy

Monetary and Exchange Affairs
Department

Banking legislation

Provided assistance on the preparation of longer-term  June 1996

fiscal forecasts.

Assisted Ministry of Administration with their
performance budgeting project.

Analysis of the Master Plan for the future direction
of tax pelicy and preparation of recommendations to
be used by a Tax Reform Committee.

Assisting the Tax Reform Committee in preparing
the future tax policy for Palau.

Assisting the Tax Reform Committee to examine
newly drafted tax law and preparing final report for
presentation to the President and the National

Congress.

Assisted with preparation of the new tax code and
with implementation of tax and customs

administration.

Assisted with drafting the new tax code.”

Assisted in establishing bank supervision functions.

Assisted, with support from PFTAC, in drafting
banking law and regulation.

July 1998

January 1998

March 1998

June 1998

October 1998—
March 1999

June 1998 and
September—
November 1998

October 2000

January 2001

! Palau has also been receiving technical assistance from the PFTAC for developing economic and financial

statistics (see Annex II),

? The Legal Department is providing ongoing assistance during the implementation stage {which is expected ta

begin shortly}.
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Republic of Palau: Support from the
Pacific Financial Technical Assistance Centre!

The Centre’s assistance since Palau joined the Fund has included 16 advisory missions, with
the main focus on the design of a comprehensive tax reform package and the establishment
of a financial institutions act that would meet international standards.

Public Financial Management

- Advice from the Centre has concentrated on the strengthenmg of budget processes
through improved monitoring of government expenditure and its financial position during
the year, implementation of performance budgeting, and the preparation of medium-term
budget projections as a basis for fiscal management.

Tax Administration and Policy

Beginning in 1998, the Centre assisted the authorities with the design and advancement

of a comprehensive tax reform package through the stages of planning, public debate, and
congressional hearings. In parallel, plans were prepared for a strengthening of the '
Revenue and Customs Bureau. Following an inactive period around the Presidential
election in 2000, the reform effort has resumed. Legal assistance from the Fund is being
organized, and the Centre will help with implementation and administration.

Financial Sector Regulation and Supervision

The absence of a regulatory system and supervisory capacity despite a sizable number of
licensed onshore and offshore banks and deposit-taking institutions presented a systemic
and reputational risk for Palau. In response, assistance from the Centre focused on the
establishment of a comprehensive Financial Institutions Act and the definition of
principle features needed to meet international standards. Subsequently, an IMF legal
expert assisted in drafting the required legislation. PFTAC’s Banking Advisor is currently
assisting with the establishment of a supervisory framework.

Economic and Financial Statistics

In 2000, the Centre conducted an assessment of data needs, institutional structures, and
operational procedures for an effective production and dissemination of a core set of
economic and financial statistics. Following the mission’s advice, the authorities are
using the GDDS as an organizing framework. Areas that will require priority assistance
include: the establishment of a Statistics Act to legitimize and organize data collection
and dissemination, as well as the compilation of banking survey data, quarterly GDP
indicators and a GDP deflator, and improved extemal sector data collection.

! The Pacific Financial Technical Assistance Centre {(PFTAC) in Suva, Fiji is a multi-donor technical assistance
institution, financed by IMF, UNDP, ADB, AusAID, and NZODA, with the IMF as Execcuting Agency. The Centre’s
aim i3 to build skills and institutional capacity for effective economic and financial management that can be sustained
at the national level. Member countries are: Cook Islands, Federated States of Micronesia, Fiji, Kiribati, Marshall
Islands, Nauru, Niue, Palau, Papua New Guinea, Samoa, Solomon Islands, Tokelau, Tonga, Tuvalu, and Vanuatu,
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Republic of Palau: Relations with the World Bank Group

Total commitments: None
IFC investments: None
The Republic of Palau joined the World Bank Group on December 16, 1997.

In recent years, the Bank Group has provided nonlending services to Palau in a number of

areas.

. In the health sector, the Bank has provided technical assistance involving the review
of a draft health care plan and legislation.

. In March 1999, the Bank Group’s Foreign Investment Advisory Service (FIAS)
carried out a diagnostic review of the investment environment and, since then, has
undertaken two separate reviews of new draft foreign investment legislation.

. ’[’Ee Bank also provided assistance on the Y2K problem, and on the management of
coastal areas,

. In the latter part of 1998 and early-1999, South Pacific Project Facility (SPPF), a
small- and medium-enterprise (SME) development initiative of the International
Finance Corporation provided advisory services to the National Development Bank of
Palau. More recently, work has commenced on a number of SME projects in the
tourism sector.

. Formal input is being provided for a Sustainable Tourism policy.

The Bank’s fourth biennial Regional Economic Report for its Pacific Island member
countries, inchuding Palau, was issued in November 2000. This report, ‘Cities, Seas and
Storms: Managing Change in Pacific Island Economies,’ aims to help the people and
governments of the pacific islands deal proactively with some of the major challenges and
opportunities confronting them at the beginning of the twenty-first century. It focuses
particularly on the three areas: the growth of towns, the management of ocean resources, and
the impact of, and adaptation to, climate change.



-32- ANNEX IV

Republic of Palau: Statistical 1ssues

The Office of Planning and Statistics is responsible for the compilation of national statistics. There
are presently no official statistical publications at the aggregate level and data on national accounts,
monetary developments, and the balance of payments are very limited. Since the first Article IV
consultation mission in July 1999, the authorities, however, have been providing available core
economic data to the Fund.

A, Real Sector

Since 1984, GDP estimates by economic activity at current prices have been compiled by different
organizations, including the UNDP, the United Nations Economic and Social Commissions for Asia
and the Pacific, and under a joint project by the University of Oregon and the U.S. Department of
Interior. With assistance from a UNDP consultant, the Office of Planning and Statistics has produced
revised GDP estimates for 1996-99 by compiling sectoral data using wage data from social security
and profit data from the corporate tax returns. GDP data for 2000 are based on a preliminary
compilation and the 2001 estimate is based on interviews with local businesses and on tourist arrival
information. There are plans to develop quarterly GDP estimates. Quarterly price statistics have been
collected since June 2000 that will be used in the future to produce a CP1 series and develop a GDP
deflator.

B. Government Finance

Extensive government data are compiled at the national level as part of annual budgetary process, and
the authorities have been providing these fiscal data to the Fund on a regular basis. Weaknesses in
this data involve mainly the transformation of the data into GFS format and some areas of
misclassification. Problems arise from the proliferation of special earmarked funds. Moreover,
although external auditors and investment managers provide detailed accounts, these reports are not
effectively used to provide public information or regular reports for policy-makers. State
Governments have not provided budgetary accounts for the past three years. The reporting of annual,
quarterly, and monthly data for the GFS and IFS, respectively, 1s highly recommended.

C. Monetary Accounts

Balance sheet data are not currently provided by banks te the authorities, hence there is no official
banking or monetary survey reported. At present, the banks only file corporate tax forms to the
Ministry of Administration. The authorities had agreed to take steps to have banks report their
balance sheet by end-1999, but this has not been done. The mission assisted in initiating a summary
of operations of the major banks using the corporate tax forms. Improved reporting is expected with
the formation of the Financial Institutions Commission.

D, Balance of Payments

Balance of payments data are very weak. Only import data are reported in a systematic way through
the new customs system. All other items are rough estimates based on incomplete information. The
estimates are based on fiscal data (for official transactions), tourism data (for service receipts), and
social security data (for worker remittances). No information is collected on foreign investment
activities and the lack of commercial banking data hampers estimation of other capital flows.



Data of latest
ohservation

Date received

Frequency of
data 1/

Frequency of
reporting 2/

Source of data 3/

Mode of
reparting 4/

Confidentiality 5/

Frequency of
publication 6/

Republic of Palau; Core Statistical Indicators

(As of October 15, 2001)
Central
Reserve/ Bank Consumer Current Overalt
Exchange  International Base Balance Broad Interest Price Exports/ Account Government External
Rates Reserves Money Sheet Money Rates Index Imports Balance Balance GDP/GNF Debt
FY2001 2000 2001
N/A July 2001 N/a N/A N/A 6/01 06/01 6/01 09/01 (prel) (prel) (prel)
NfiA 9/99 N/A N/A N/A 9/01 09/01 09/01 10/01 10/01 09/01 09/01
N/A M N/A N/A N/A M Q M A A A A
N/A v N/A N/A N/A v v E v v v A
N/A A0 N/A N/A N/A A A AQP AO A0 AQ A
N/A E N/A N/A N/A A" v V.E v v v v
N/A A N/A N/A NiA u U U U u U u
D/A Y N/A N/A N/A \'% v A v v v A

1/ A - annually; M- monthly, Q — quarterly, D - daily.
2/ D - duily; V - staff visits. )

3/ P - publicly released information; A - direct reporting by the authorities; O - staff estimates.

4/ E - electronic data transfer; V - staff visits.
5/ U - unrestricted use; A - for staff use only; B - embargoed for a specified period and thereafter for unrestricted use.
6/ A - annyally; D - daily; V - staff visits.
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Republic of Palau: Mlustrative Mediam-Term Scenarios, 2001/02-2609/19

The authorities’ medium-term strategy aims to establish institutions and policies in Palau that
will promote economic sustainability, The strategy as described in the Management Action Plan
(MAP) issued in March 2001, focuses on developing the private sector, minimizing government
intervention, providing physical infrastructure, and developing human capital. Reforms of the public
sector and the financial sector, together with efforts to improve the environment for foreign investors,
will—if implemented fully and in a timely manner—move Palau towards sustainability in the post-
Compact period. Reform implementation has picked up since the November 2000 election, but most
initiatives require Congress approval. Delays would endanger the effectiveness of the reforms in
boosting growth and achieving a sustainable fiscal and external position by 2009.

Two alternative medium-term scenarios were discussed with the authorities. The Reform
Scenario assumes that the government adheres to the priorities identified in its MAP, pursuing the
fiscal and structural reforms necessary to achieve long-term sustainability. Under this scenario,
deficits through 2004/035 would be limited to capital spending financed by unspent balances of capital
grants and budgetary surpluses would be achieved in the second half of the decade. Structural reforms
foster growth in the private sector, tourism, and investment. The No Reform Scenario assumes that
the reforms necessary to attain sustainability are delayed and only partially adopted. In both
scenarios, growth and imports are expected to reflect the large infrastructure projects scheduled for
the next two or three years. The slowdown in growth in the region and globally following the events
of September 11 are expected to affect tourism in 2001/02. Both scenarios do not take inte account
climatic or other external shocks. Both scenarios assume that the government refrains from using the
Compact Trust Funds before 2008/09. The main differences between the two scenarios are

highlighted in Figure V.1.
A The Reform Scenario (Table V.1)

Real GDP growth rates gradually approaching 6 percent by the end of the decade are based on
accelerated implementation of structural reforms. Vigorous pursuit of the fiscal and structural
reforms outlined in the MAP can be expected to spur a more dynamic private sector led by tourism, as
well as foreign and domestic investment as the environment for such investment improves. The
removal of impediments to foreign investment and progress with land registration, together with
improved reporting of corporate information, will support domestic uses for private savings currently
held outside of Palau. Inflation is expected to remain in line with Palan’s major trading partners at
around 3 percent.

Fiscal sustainability

The government’s medium-term objective—to maintain expenditure growth below revenue
growth—is appropriate. If the first tax package becomes effective in January 2002, tax gains could
amount to 3 percent of GDP in 2001/02 and the fiscal deficit would be limited to around 3% percent
of GDP. In the following year, however, the fiscal deficit would widen as grant aid would decline
back to normal levels from the expected sharp increase in 2001/02, The deficit could be eliminated by
2004/05 as domestic revenues increase with the introduction of the second stage of tax reforms
(income tax and VAT/sales tax). Capital expenditure would stay relatively high, in line with the
objective of developing infrastructure to support private sector development. Initially, current
expenditure is expected to decline in nominat terms following the implementation of output
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budgeting, a hiring freeze, and outsourcing of government services, and other planned civil service
reforms. Government expenditure would then begin to grow, but at a slower rate than nomina! GDP.

The fiscal consolidation will allow for preservation of the CTF, while also raising tax revenue
collection to replace grants, and slowly building usable reserves. The scenario shows that the
Contingency Reserve Fund would accumulate to around $20 million by 2008/09. Non-Compact
grants are expected to continue beyond 2009, but total grants would decline sharply to less than half
of their previous level following cessation of Compact grants. In 2009/10, the fiscal position would -
switch to a deficit that could be financed by CTF withdrawals without eroding the value of the Fund
in real terms, if no withdrawals have been made before then.

External sustainability

Reflecting the fiscal consolidation, the overall balance of payments moves into surplus towards
the end of the period. It is assumed that a concerted effort is made to promote exports (assisted by
Palau’s joining the ACP countries in getting favorable access to EU markets). Reforms to foreign
investment legislation and labor laws would improve competitiveness. Imports are assumed to grow
more rapidly during the period 2002-2004, while a nurnber of large infrastructure projects are
underway, but then grow at a slower pace than nominal GDP after 2005——on the assumption that the
private sector develops some domestic capacity for import substitution. The current account balance
declines somewhat, as the trade deficit is partly off-set by receipts from growing tourism.

B. The No Reform Scenario (Table V.2)

This scenarios assumes that the critical structural reforms continue to be postponed and the
government falls further behind on its timetable for reform. The slower fiscal consolidation
would mean that insufficient spending on infrastructure is undertaken and real GDP growth would
thus remain fow (reaching a maximum rate of 2 percent).

Fiscal sustainability

Under this alternative scenario, there is insufficient effort to reduce dependence on grants, and
once they cease, a large sudden adjustment would be needed. Government expenditure is assumed
to grow in line with GDP. Current expenditure declines, but not sufficiently to allow capital
expenditure to increase relative to GDP. Domestic revenue would not increase in FY2002 in the
absence of approval of the tax package, but revenues would gradually recover to the growth rate of
nominal GDP. The overall government deficit in this scenaric worsens in the second half of the
period, resulting in a gap in 2009/10 that could not be met on a sustainable basis from CTF
withdrawals.

External sustainability

The drawdown of reserve assets through capital outflows under this scenario implies that
external sustainability cannot be achieved. The trade balance remains large under this scenario, and
inflows from foreign investment would be lower. With the large overall balance of payments deficit,
government reserve assets would be completely depleted by 2007/08.



Table V.1. Republic of Palau: Government's Reform Scenario |

1994195 1995/%6 199647 199798 .1998/99 199500 2000/01 2001028/ 2002/03 200304 200405 200506 2006/07 2007/08 2008409 2009/10
Bstimated
Real sector
Real GDP growth (CY, pereent) 2/ 109 10.4 2.3 2.0 54 1.1 1.0 3.0 1.9 4.1 45 5.2 53 55 55 6.1
Visitor arrivals per yoar 2/ 47,623 69,330 73,719 68928 56466 56502 55,395 57263 60,699 64,948 70,793 77,166 34,881 93369 102,705 111,949
(pricentage change) 6.7 474 6.3 6.5 -1%.1 0.1 -1.6 3.0 6.0 7.0 9.0 9.0 10,0 10.0 10.0 9.0
Public finance {(percent of GDF)
Revenne and grants 178.8 63.4 518 61.3 4.5 64.1 50.8 58.8 53.0 53.8 515 53.0 523 51.6 510 45.1
Domestic 23.9 277 222 35.5 25.4 367 13.1 31.7 331 15.0 37.0 181 38.5 389 39.3 108
EGrmmd_s 1549 157 29.6 25.8 19.2 27.4 177 27.1 20.0 187 165 14.9 13.8 127 11.7 53
xpenditures 10.7 716 68.4 556 62.6 722 63.6 622 59.3 56.9 536 518 50.0 48.2 46.5 45.0
ccmm' m[t 614 554 526 47.1 557 61.3 §2.0 46.4 453 4314 412 393 175 36.2 34.5 34.0
apil ] ) .92 162 16.3 .5 70 10.9 11.6 15.8 14.0 13.5 124 12.5 12.5 12.0 12.0 1.0
Overall fiscal balence (ncluding grants) 105.4 6.3 -14.5 2.1 -14.7 4.0 -15.2 3.5 6.3 EN! 0.1 13 2.3 34 4.5 0.1
Overall fiscal balance (excluding grants) 496 420 442 237 .339 314 329 -30.5 262 219 1646 -136 0 -11.4 93 12 5.2
Balance of payments (US$ nm.)
Exports {£a.b.) 13.9 139 11.8 111 136 115 183 21.9 23.1 24.6 263 28.0 29.9 319 4.0 357
Imports (fo.b) -60.4 724 129 632 839 1271 99.1 <1070 -1146  -1194 <1166  -1147  -1244 1352  -1470  -160.7
Balance of trade (IJS$ mn.) -46.6 -58.8 61.1 521 03 1156 808 -85.1 915 948 904 267 945 1033 1129 -1249
{As percentape of GDP) 504 558 o546 44.8 614 98.8 -66.6 -66.5 658 636  .563 498 501 -50.4 507 -51.3
Cunrent account balance (US$ mn,)
Including grants 6/ 607 1.4 42 9.7 -14.3 427 -15.7 -18.9 -12.4 -9.6 -3l 35 3.4 35 LY -0.7
(As percentage of GDF) 65.8 13 39 8.4 -12.5 36,5 129 -14.8 2.9 6.5 -1.9 2.0 1.8 1.7 1.7 0.3
Excluding grants £2.3 -16.1 290 202 363 747 371 535 396 371 29.1 219 2120 220 218 -13.3
(As percentage of GDP) 892 344 259 174 317 63.9 0.6 -41.8 283 249 -18.1 [12.6 1179 -10.7 9.8 55
Overall balanee 928 96  -16.6 -1.2 209 139 185 -6.4 £.6 57 -1.3 1.0 32 5.7 8.7 -0.9
Govemnment assets (NTFA, USS mn.) 3/ 96.8 £6.3 80.8 818 67.6 77.9 4.7 357 253 17.5 14.1 127 132 15.9 214 16.9
Contingency Reserve Fund (US$ 1uv) 4/ g 0 6 0 0 (] i} 1.7 3.5 5.6 1.7 102 129 15.8 19.0 22.6
Balance of capital grants/loans (USS mn ) 62 56 45 38 34 54 42 16 24 12 1} 1} ] 0 0 0
Compact Trost Fund Batance (USS$ mn.) 5/ 70.8 712 1055 1224 1411 161.8 1350 1458 1575 1701 1837 1984 2143 2314 2499 2613
Of which : Amomnt drawable from CTF &/ 0.0 0.0 0.0 0.0 50 5.3 55 58 6.1 64 67 70 7.4 7.8 8.1 8.0
Usable reserves 7/ 15.1 303 36.1 43.4 8.9 29.4 74 73 10.7 17.6 28.3 29.9 334 39.5 486 475
Bxternal debt (US§ mn.) 155 12.5 9.1 55 1.4 20.0 20.0 20.0 20.0 20.0 18.9 171 166 15.4 143 13.1
Extemal debt service ({55 mn.) 45 3.0 3.4 36 4.1 1.4 0.7 0.7 0.7 22 22 2.1 2.0 2.0 1.9 1.9
Principel payments .. 4.1 1.4 2.0 0.0 0.0 1.1 1.1 1.1 R L1 1.1 1.1
Interest payments 0.0 0.0 0.7 0.7 0.7 11 1.0 1.0 0.9 0% 0.8 0.7
Nominal GDP(FY) (USS mn.) 923 1050 1120 1163 1144 1170 1214 1286 1367 1466 1577 1705 1850 2009 2184 2384

Sources: Palau Statistical Yearbook; Palauan authorities; and stafl estimates,

1/ Fiscal year beginning Celober 1.

2/ In calendar years to 1996/97 for visitor attivals.

3/ Excludes the Compact Trust Fund and Contingency Reserve Fund,

4/ The Contingency Reserve Fund is 5 percent of unrestricted local revenues; unrestricted lm:al revenue is taken ag 75 percent of dumestic revenie.

5/ The CTF balance iz assamed to grow by 8 percent anpually, with no withdrawals until FY2014. Withdrawal from FY2010 onwards are pssumed to be such that net balance of the CTF grows by 2 percent each year.

6/ The CTF Agreement atlows for withdrawals of $5 million a year fram 1998/99, with an inflation adjustment of § percent cach year.

¥/ Usable rescrves arc defined as government assets (NTFA) plus the Contingency Reserve Fend less the balance relating to capllal grants.
8/ This incorporates adoption of the full tax package presented to Congress on October 30,
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Tabie V.2. Republic of Palau: No Reform Sceparic

1994195 1995/36 1996/97 199798 1998A9 199900 2000/01 2001/02 8/ 2002/03 200304 2004/05 200506 2006/07 200708 200809 2009/10
Estimated
Real sector
Real GDP prowth (percent) 2/ 109 0.4 2.3 2.0 54 1.1 10 3.0 2.4 19 2.1 2.1 2.1 2.1 2.1 2.1
Visitor anivals per year 2/ 53229 69,3306 73,719 68928 56,466 55,502 55395 57,263 39,553 61,340 64,407 68270 72,368 76,710 81,312 86,191
(percentage change) 20.8 302 63 6.5 -18.1 0.1 14 3.0 40 3.0 5.0 6.0 6.0 6.0 60 6.0
Public finance (percent of GDP)
Rgﬂnm and grents 1788 63.4 518 61.3 44.6 64.1 508 547 50.0 50.9 494 48.7 479 472 46.5 391
omestic 23.9 27.7 22.2 355 254 36.7 331 27.6 20.8 316 322 32.5 325 325 32.5 32.5
EGmnmc;; 154.9 5.7 29.6 25.8 192 27.4 117 27.1 202 19.3 174 16.2 15.4 147 14.0 6.5
xpenditures 70.7 71.6 68.4 356 62.6 72.2 6.6 62.2 603 584 573 56.1 56.1 56.1 56.1 56.1
CCurrm_ tzllt 61.4 55.4 52.0 47.1 55.7 61.3 52.0 464 49.3 4714 46.3 45.1 45.1 451 45.1 45.1
api ) 9.2 16.2 163 8.5 7.0 109 11.6 158 1L.0 1.0 11.0 1.0 11.0 11.0 11.0 11.0
Ovesall fiscal balance (mcludi_ng grants} 105.4 -6.3 -14.5 21 -14.7 4.0 ~15.2 -1.5 -10.3 -1.5 7.6 -7.4 -8.2 -89 -9.6 -17.0
Overall fiscal balance (excluding prants) 49.6 420 442 23.7 339 314 -32.9 -34.6 365 -26.9 -25.1 236 236 -23.6 236 236
Balance of payments {US$ mn.)
Bxports {£o.b.) 119 13.9 11.8 111 136 115 183 21.9 224 232 24.0 24.9 258 26.7 177 28.7
Tmports (fo.b) 604 724 2729 63132 839 -127.1 991  -]070 -1129 <1185 -1247 <1311 1380  .14501 1527 -160.6
Balanee of trade (US$ mn.} 466 -58.5 61.1 -52.1 203 -1156 -80.8 -85.1 90.5 5531 .100.6 -1062  -1122  -1184  -125.0  -132.0
(As percentage of GDP) -50.4 558 -54.6 448 -61.4 988 -66.5 565 661 -66.3 -66.5 -66.8 7.0 612 £7.5 1.7
Curzent account balance {US$ mn)
Including grants 60.7 14 432 9.7 -143 427 -15.7 -189 -134 -17.1 22.5 -49.1 52.5 -56.1 -59.8 -75.8
(As percentage of GDP) 65.8 13 3.7 8.4 -12.5 -36.5 129 -14.8 -10.0 118 -14.9 309 314 318 323 389
Excluding grants 823 -36.1 -29.0 202 363 747 -37.1 -53.5 -40.9 445 48.5 745 -78.0 81.6 854 -88.4
{As percentage of GDP} 292 344 259 -174 317 | 639 -30.6 413 29.9 308 321 468 46.6 463 461 454
Overall belance 92.8 9.6 -16.6 -12 -20.9 13.9 -18.5 54 -139 <119 12,6 -12.8 -14.7 -16.7 -18.7 -34.0
Govermnment assets (NTFA, US$ mn) 3/ 96.8 6.3 BO.8 81.8 6.6 71.9 437 35.7 20.2 6.5 -7.9 0.0 0.0 0.0 0.0 0.0
Contingency Reserve Fund (US$ mn.) 4/ 0 1] 0 Q 0 0 ] 1.7 i3 5.1 6.9 g.8 2.7 0.0 0.0 0.8
Balance of capital pramts/loans (USS$ nm.) 62 56 45 k7] 14 54 42 16 24 12 0 0 ] ¢ 0 ]
Compact Trusi Fund Balance (US$ mn.} 5/ 708 772 1055 1224 1411 161.8 1350 1458 1575 1701 1837 1752 1756 1741 1705 1841
Of which: Amount dawshle from CTF 6/ 0.0 0.8 0.0 0.0 5.0 53 5.5 5.8 6.1 6.4 6.7 7.0 7.4 7.8 8.1 -
Usable reserves 7/ 151 303 16,1 434 389 29.4 74 73 53 6.1 6.0 37 27 0.0 0.0 0.6
External debt {US$ mn.) 15.5 12.5 9.1 55 1.4 20.0 20.0 20.0 204 20.0 89 17.7 16.6 15.4 14.3 13.1
External debt gervice ((US$ 1m.) 4.5 3.0 1.4 16 4.1 1.4 0.7 0.7 07 2.2 2.2 2.1 26 2.0 1.9 1.9
Principle payments . 41 14 0.0 0.0 0.0 1.1 1.1 11 1.1 11 1.1 1.1
Intercst payments 0.0 0.0 0.7 0.7 0.7 1.1 1.6 1.0 0.9 0.8 0.8 0.7
Nominal GDP(FY) (USS mn.) 923 1056 1120 1163 1144 1170 1214 1280 1352 1421 1494 1572 1653 1738 1830 1923

Sources: Palau Statistical Yearbook; Palanan authorities; end staff estimates.

1/ Fiscal year heginning October 1.

2/ In calendar years to 1996/%7 for visilor srrivals.

3/ Excludes the Corpact Trust Pand and Cuntingency Reserve Fand.

4/ The Contingency Reserve Fand is 5 pereent of unrestricted local vevenues; unrestricted jocal revenue is taken as 75 percent of domestic revenve.
5/ The analysis asswmes the CTF balance grows by E percent anmally, with no withdrawals until FY2010. Withdrawal from FY2010 onwards are assumed to be such that net balance of the CTF grows by 2 percent cach year.

6/ The CTF Agreement allows for withdrawals of $5 million a yoar from 1998/99, with an inflation adjustment of 5 percent each year.
7/ Usahle reserves are defined as povernment assets (NTFA) plus the Contingency Reserve Fund less the balance relating to capital prants.

B/ 'This scenasio assumes that the lax package before Congress is not approved this year,
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Figure V.1. Republic of Palau: Medium-Tenn Macroeconomic Sc

-38-

2009/10
12 12
1o k Real GDP 410
gk (Percent growth) ] ¢
§r 416
4 44
0F 40
2t )
4 F Reform Scenario 14
------ No Reform Scenario
% F {6
_8 i rs L B 4 r3 1 Nl ' E 'l 4 Nl t, ' -8
> oo g no
i il o s
65 65
Current Expenditure
s r (In percent of GDP)] %
5 F 4 55
50 | 1 50
45 b R .-
40 r 1 40
—————Reform Scenario
I[ZE  emreen No Reform Scenano 4 35
30 2 Il Il 'l 3 'l + [l L '] 'l I3 Il L I 30
o> ® o nd
\qqh \999 QG& 1969
60 60
Usable Reserves
50 F - 1 50
(U.S. dollars millions)
a0} 1490
30 4 30
4 20
20 F
4 10
10 < 40
0 Reform Scenarie,
R No Reform Scenarie T4 -0
_10 Il Il 'l 'l 3 'l Il Il 'l '] b E i L '] _20

7o o
W P & 2

Source: Palauan Authorities; and staff estimates.

0
"

ANNEX V

enarios, 1994/95-
45 45
Domestic Revenue
a0 b (In percent of GDP) } 4,
35 p 4 35
30 4 30
nLr Reform Scenario 12
------ No Reform Scenario
20 L 'l F I B} N N L L L 3 e L 20
> o R° ao
\Qqh \qqﬁ 190&' qﬁd\;
10 10
Fiscal balance (including grants)
5¢ {(In percent of GDP) 15
1} 40
S b 1 -5
=10 b 4 -0
15 F «————Reform Scenario % 15
------ No Reform Scenario
-20 1 '3 Il s I E rl 'l . N - E Il L 1 _20
»° © g al
x‘ﬁh \9"9 'L°°h >
300 350
CTF Balance
250 | (U.S. dollars milliopey™] 300
4 250
200
" 200
150
4 150
100
4 100
50 F Reform Scenario 4 s0
------ No Reform Scenario
D ¥ L L] € L] L) 1§ LY 1 L) L L) Li Ll ¥ 0
§° W o no
\995‘ ‘399 105h 19@



-39- ANNEX VI

Republic of Palan: Compact Trust Fund—Analysis of Future Possible Income

Although the rate of return on the investment of Compact Trust Fund (CTF) resources has so
far exceeded expectations, lower returns should be expected in the future. Average returns for the
period 1994/95 to 1999/00 were 13% percent, but the average dropped to 11 percent following
negative returns of 17 percent in 2000/01. When the CTF was established, the average return
envisaged was 12V percent, and at that time, it was assumed that the value of the Fund could be
preserved even with annual withdrawals of $5 million from 1998/99 to 2008/09, and $15 million
thereafter.' These assumptions appear to have been overly optimistic and unachievable, Staff analysis
indicates that, even with returns of 12 percent annually, broadly in line with the historical average,
withdrawals of this magnitude would erode the value of the Fund. Moreover, the experience of the
past 7 years should be considered exceptional and much lower average retumns are to be expected in
the future. Staff prepares alternative assumptions for evaluating the future income potential from the
Fund, based on returns of 6-8 percent annually. Staff also suggested that the authorities aim to limit
future withdrawals beyond 2008/09 so as to target 2 percent annual real increase over the long term.

To illustrate the sensitivity of the future value of the CTF and of maximum possible
withdrawals to various assumed rates of return, staff discussed a number of different scenarios
with the authorities. The table below summarizes the analysis from three different assumptions on
rates of retum under three different strategies. Under Scenario 1, no withdrawals are made until the
end of the Compact Period; thereafter, $15 million is drawn annually. In Scenario 2, $5 million is
drawn from 2002 and then $15 million is drawn annually from 2010. In Scenario 3, the maximum
withdrawal is made each year in an amount that allows the Fund to increase in real terms by

2 percent. The scenarios assume 3 percent future annual inflation.

Summary of Analysis of Future Returns from Investing CTF Under Different Assumptions

Withdrawal Assumption (3 mn) Value of Trust Fund in 2010 (§ mn)
Pre-2009 2005/10 201920 6% Return 8% Return 1225 Return
Scenario 1 Nil 15 i5 212 254 358
Scenarto 2 5 15 i5 ' 157 192 281
Scenario 3* Wil 221 311734 226 262 351

* Maximum withdrawal subject to allowing Fund fo increase in real terms by 2 percent, depending
on the rate of return of 6/8/12 percent. At a 6 percent average return, a maximum withdrawal of
$2 million in 2009/10 would assure a 2 percent increase in the real value of the CTF value.

! In the original Compact Agreement, the maximum permissible withdrawal allowed—starting in 1998/99—was
$5 million, adjusted for inflation (the CTF agreement assumes an inflation rate of 5 percent per annum),
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Figure VI.1. Republic of Palau: Compact Trust Fund, 1995-2030
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Statement by the IMF Staff Representative
January 4, 2002

The following information on recent economic and policy developments, which does not
change the thrust of the staff appraisal in SM/01/358, has become available since the staff
report was issued.

I. The two tax reform bills submitted by the President to the OEK (Palau’s national
congress) in October, consisting of tax administrative reform and import tax reform, have
been assigned to committees in both houses. The two bills were expected to be approved
before the end of 2001 but the process has been delayed. Hearings on these two bills are
expected to commence later this month when the OEK resumes its regular session. Every
month of delay is estimated to reduce expected tax collections by one-third of a
percentage point of GDP.

2. There have also been delays in establishing the Financial Institutions Commission
(FIC). Although the President submitted the list of nominees in October, and the OEK
has met to review it, their decision has not yet been issued. In the meantime, members of
an Interim Financial Regulation Committee are drafting some preliminary regulations and
reviewing the re-licensing applications of existing banks with assistance from the Pacific
Financial Technical Assistance Centre (PFTAC). The cutoff date for the filing of
applications for existing banks was December 17, 2001. Based on the reviews completed
to date, two “shell banks,” which were not in operation but had advertised themselves to
have been authorized by Palau, have been effectively closed.

3. The number of tourist arrivals declined by about 25 percent in the October—
November period compared to the same period of the last fiscal year. This decline was
larger than projected in the staff report and is mostly due to fewer arrivals from Japan as
the number of charter flights were temporarily reduced. However, there has been a pick
up in charter flights from Japan since December and the staff’s FY2002 projection of

3 percent growth in tourist activity could be achieved if tourist arrivals increase by an
average 8 percent over last year for the remaining months of the fiscal year. This would
depend on the continued frequency of both charter and regular flights to Palau and the
pace of recovery of tourism in Asia.
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Public Information Notice DEPARTMENT
Public Information Notice (PIN) No. 02/36 International Monetary Fund
FOR IMMEDIATE RELEASE 700 19" Street, NW
March 28, 2002 Washington, D. C. 20431 USA

IMF Concludes 2001 Article IV Consultation with the Republic of Palau

On January 4, 2002, the Executive Board of the International Monetary Fund (IMF) concluded
the Article |V consultation with the Republic of Palau.”

Background

The Republic of Palau has had one of the lowest growth rates among Pacific Islands in spite of
sizeable grants. The Compact of Free Association provided front-loaded grants totaling nearly
$600 million over the fifteen-year period to 2009. Of this amount, a Trust Fund of $70 million
was set aside that stood at $135 mitlion at end-September 2001. In addition to Compact grants,
other grants from the U.S., Japan, and Taiwan Province of China, have enabled the funding of
budget deficits averaging 9 percent of GDP (after grants) during the past six years, without
domestic or foreign borrowing. External debt (all of which is long term) remains low at 15 percent
of GDP.

Palau faces a number of development challenges. Substantial improvements in human and
physical infrastructure are needed to sustain higher growth rates. About 80 percent of the land
area is on Babeldaob island which is virtually inaccessible now, but it is expected to develop
rapidiy after the completion of a Japan-funded bridge in 2002 and a U.S.-funded island access
road in 2004. Recent labor shortages have increased reliance on foreign labor. The public
sector is large and accounts for 36 percent of total employment. Foreign investment is impeded
by current regulations and by unclear land use rights. Environmental factors—storms, climate

! Under Article IV of the IMF's Articles of Agreement, the IMF holds bilateral discussions with
members, usually every year. A staff team visits the country, collects economic and financial
information, and discusses with officials the country's economic developments and policies. On
return to headquarters, the staff prepares a report, which forms the basis for discussion by the
Executive Board. At the conclusion of the discussion, the Managing Director, as Chairman of
the Board, summarizes the views of Executive Directors, and this summary is transmitted to the
country's authorities.

Washington, D.C. 20431 = Telephone 202-623-7100 o Fox 202-623-0772 » www.imf.org
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change, and soil erosion from urban development—could destroy natural resources without
adequate preventive measures that require budgetary resources.

Economic activity has been weak in the fast two years and inflation is low. Following a 5 percent
decline in FY19899, real GDP growth is estimated to have been only 1 percent annually in
FY2000 and FY2001 (years ending September). Tourist activity has not recovered since the
Asian crisis, and its impact on growth has been only partially offset by project-related
construction.

The overall fiscal deficit (including grants) increased to 15 percent of GDP in FY2001 from

4 percent of GDP in the previous year. This larger deficit stems mainly from external factors,
namely a sharp decline in investment income from lower dividends and realized losses, and
lower grants. Current expenditures declined by 9 percent of GDP, reflecting fiscal consolidation
efforts, and improvements in tax administration yielded nearly 3 percent of GDP. These savings
allowed capital spending to increase slightly to accommodate reconstruction following damage
from Storm Utor.

Asset balances have been declining as a result of drawdowns to finance fiscal deficits, as well
as recent investment losses. Although there have been no withdrawals from the Compact Trust
Fund to date, its market value declined by 17 percent in FY2001 after registering average
returns of 13 percent in the previous six years (about 60 percent is invested in U.S. stocks).

The external current account deficit has widened in recent years as project-related capital
goods imports have increased and tourist receipts have fallen. The capital account was boosted
in FY2000 by a grant and loan from Taiwan Province of China, both to finance infrastructure;
however, an expected grant in FY2001 did not materialize. The worsening external position
suggests that Palau’s competitiveness continues to deteriorate. The real effective exchange
rate has appreciated by 25 percent since 1995. Tourism competitiveness began to decline after
the Asian crisis reflecting large real depreciations in the currencies of competing Asian
destinations. Airfares are high and are set by a single carrier servicing Palau. Discussions with
two potential airline investors aimed at reducing air transport costs are likely to be delayed due
to recent events.

The administration that took office in January 2001 has embarked on a wide range of initiatives
aimed at removing impediments to growth. Passage of financial iegislation in June contributed
to the Financial Action Task Force (FATF) decision not to place Palau on the list of
noncooperative jurisdictions with respect to money laundering. The new Financial Institutions
Act paves the way for establishing a Financial Institutions Commission to oversee banking
regulation and supervision of the 12 licensed banks. A budget reform law introduced
“performance management system” to improve public sector efficiency. A new investment law is
currently under debate in Congress, as is a tax reform act, a statistical act, and constitutional
amendments related to streamlining the executive and legislative branch.

The near-term outlook is uncertain. Real GDP growth is projected to be around 3 percent in
FY2002. The overall fiscal deficit is expected toc narrow significantly reflecting an increase in
grants and in domestic revenue if current tax reform proposals are approved by the Palau
Congress. The external current account deficit is expected to widen somewhat to around
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17 percent of GDP as lower investment income is offset by a slight improvement in tourism
receipts. Tourism is expected to grow by 3 percent, somewhat less than forecast prior to the
events of September 11. However, these prospects are subject to considerable down side risks
because of the global economic slowdown.

Executive Board Assessment

Executive Directors commended Palau's new administration for reinvigorating the reform
process and welcomed the recent legislative initiatives aimed at public sector reform and
removing impediments to economic growth. At the same time, they pointed to several
challenges facing Palau: the sluggish growth performance, which remained lower than other
Pacific Island countries; the need to diversify the production base to reduce vulnerability to
external shocks through improved competitiveness and active promotion of private sector
development; the end of the current Compact funding provisions in FY 2010, and the draw-
down of the government’s asset balances. Directors agreed that the main tasks ahead are to
remove investment impediments in order to build the basis for sustained growth, to reduce
Palau's dependence on foreign assistance, and to achieve medium-term fiscal sustainability.

Directors considered that the large overall fiscal deficit in 2001 is not sustainable, given that
nearly three-fourths of the cash component of Compact grants (excluding the Trust Fund) has
been spent. They welcomed the recent efforts to address this problem—including the
strengthening of tax administration, restraint on public sector wages, and a hiring freeze during
FY2001. Nevertheless, they urged further fiscal consolidation, especially since foreign
assistance is likely to be smaller in future years and there is a need to maintain an adequate
reserve buffer to protect against future external shocks.

Directors urged the authorities to develop a medium-term fiscal consolidation plan consistent
with the scheduled end of current Compact funding provisions, based on realistic assumptions
about future Compact Trust Fund returns, and aiming to achieve a balanced budget by FY2005.
Directors recommended that domestic revenue be raised to a level that would offset the
expected reduction in grants in FY2010 and avoid depletion of the real value of the Trust Fund.
To achieve this objective, previously delayed tax reforms would need to be implemented without
further delay.

As a first step, for FY2002, Directors urged that the tax package presented to Congress in
October 2001 be implemented as soon as possible in order to achieve the targeted reduction in
the overall fiscal deficit. It will also be essential to prepare the next phase of tax reform,
including income and sales tax reform, for presentation to Congress during the coming year. In
view of Palau’s relatively high public sector wage bill compared with neighboring countries,
Directors emphasized the need to continue with the hiring freeze and to proceed with the
recommendations of the National Planning Committee on governmental reorganization, while
ensuring that a sufficiently strong social safety net is in place to assist the most vulnerable
segments of the population. Directors also expressed concerns over the recent increase in
unfunded liabilities of the Social Security Fund and the Civil Service Pension Fund, and urged
that the contribution and benefit schemes be revised.
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Directors supported the structural reform agenda set out by government in its Management
Action Plan (MAP) of March 2001. Noting that failure to deal effectively with structural
impediments in the past had prevented a widening of the economy’s productive base, Directors
urged consistent implementation of the policies in the MAP.

Directors stressed the need to shift the government’s role from being the main employer to one
of promoting adequate physical and human capital development. Directors were encouraged by
ongoing reorganization efforts, including plans to reduce the size of the civil service, the better
linking of existing posts to skill and performance requirements, and the removal of some layers
of government while outsourcing services and privatizing some maintenance and operational
functions.

Directors stressed the importance of fostering an environment conducive to private investment,
In this regard, they welcomed the recent presentation to Parliament of the new foreign
investment law and hoped for its speedy adoption. Directors considered it important to reduce
the rigidities in land and labor markets that have constrained the growth of tourism and private
investment more generally. Therefore, they urged continued efforts to accelerate dispute
resolution by the Land Courts. Directors expressed concern over the impact of the recent
minimum wage legislation on competitiveness, and encouraged the authorities to review other
regulations on employment.

Directors welcomed the passage in June 2001 of legistation aimed at combating money
laundering and establishing a framework for banking regulation and supervision. In this
connection, they urged prompt establishment of the Financial Institutions Commission (FIC} that
will develop regulations and oversee the implementation of the new legislation. They also called
for further strengthening of the regulatory and supervisory framework to address some of its
weaker elements, including through the drafting of the FIC regulations, amending the newly
passed Financial Institutions Act, if necessary, and by requiring financial disclosure of audited
accounts by all licensed banks.

Directors welcomed the steps that have been taken to improve data reporting and quality, and
encouraged Palau to participate in the Fund’s General Data Dissemination System. However,
they noted that significant statistical deficiencies remained, particularly in balance of payments,
national accounts, and monetary statistics, that continue to impede effective surveillance and
policy formulation. They therefore urged the authorities to continue their efforts to improve data
collection and dissemination and to improve reporting to the Fund.

Public Information Notices (PINs) are issued, (i) at the request of a member country, following the
conclusion of the Article IV consultation for countries seeking to make known the views of the IMF to the
public. This action is intended to strengthen IMF surveillance over the economic policies of member
countries by increasing the transparency of the IMF's assessment of these policies; and (ii) following
policy discussions in the Executive Board at the decision of the Board. The Staff Report for the 2001
Article IV Consultation with Palau is aiso available.




Republic of Palau: Selected Economic and Financial Indicators, 1996/97-2000/01 1/

Est.
1996/97 1997/98 1998/99 1999/00 2000/01
Real sectar
Nominal GDP 2/ i132 117.3 ¥13.5 118.2 1225
GDP deflator 3/ 23 1.6 22 30 2.6
Real GDP (percent change) 23 2.0 -5.4 1.1 1.0
Business and Tourist arrivals 66,441 63,650 49,170 45,932 40,731
Public finance
Domestic revenue 24.9 41.3 290 42.9 40.2
Grants 332 30.0 220 321 21.4
Expendilures 76.5 64.6 71.7 84.5 772
Cument 58.3 548 63.7 71.8 63.1
Capital 13.3 99 8.0 12.7 14.]
Overall {iscal balance {including grants) -16.3 24 -16.8 -4.7 -185
(I percentage of GDIP} -14.5 2.1 -147 -4.0 -15.2
Compact Trust I'und (CTF) balance 1055 122.4 1431 161.8 1350
Government Assels (non-Trust Fund assets) 81.0 85.1 67.0 71T 44.0
Balance of payments
Exports (f.0.b.) 11.8 11.1 136 1.5 183
Imports (f.o.b.) -9 -03.2 -83.9 -127.1 -GG, 1
Current account balance (including grants) 42 9.7 -14.3 -42.7 -157
{In percentage of GDP) 37 8.4 -125 -36.5 -128
Overall balance -10.6 -1.2 -20.9 15.9 -18.5
External debt 9.1 55 1.4 200 200

Sources: Data provided by the Palavan authoritics; and IMF staff estimates.

1/ Fiscal year beginning October 1.
2/ On a calendar vear basis. The column 1996/97 refers to 1997, and so forth.
3/ Based on US CP1and Palau CPJ from 2000.



	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

