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FINAL REPORT
THE STUDY FOR PROMOTION OF ECONOMIC DEVELOPMENT
INTHE REPUBLIC OF PALAU

1.  APPRAISAL OF ECONOMIC PERFORMANCE

A recent country study undertaken by the IMF states as follows. “Palau faces many

- development constraints common ‘among Pacific island economies, including a narrow
resource base, geographical isolation, a small domestic market, a lack of infrastructure
and skilled labor, and vulnerability to external and natural shocks.” The validity of
this statement is no doubt, :

The ROP is quite young in historical terms, having acquired political self-determination
from United Statcs Trust Territory rule in Janvary 1980 when the Constitution was
instituted, and independence when the Republic was proclaimed on November 1, 1994,
Hence, il is not surprised that many features of general society, governance, econonic
performance, decision making, clc. are characterized by dichotomies, such as the stress
between “post-colonial trauma and pro-active nation building”, “iradition and the need
for modernization”, “subsistence eéconomy versus monctary economy”, and “old
traditional style versus modernized style”, the latter being demanded by any country,
which wants to pursue a process of development under (hc cxtcmal conditions of
globahzatlon

The objeclwes of the Sludy is lo assist the GOP in its nation- -building efforts (1) by
providing an 1mpfarual and objective dmgnosw of the “state of the nation’s economy”,
and (2) by providing a catalogue of measures to put the right fundamentals into place.
Hence, the format struclure of both, ‘analysis and . reporting centers around one
fundamental question: What needs to be done to re-institute, establish and maintain
long-terin macroeconomic wablllly and sustainability of the ROP?

lI National Pohcy Ob_;ectwes and Hierarchy

Palav’ s Conshlutlon which came into force on January 1SI 1980 and which states the
essential rules, under which the ROP should be governed, regulates some fundamental
policy principles of oulstanding relevance in the context of this Study.  These
principles, which must be kept in mind when discussing national (and state)
government policy objectwcs and which form important clemenls of Palau’s overall
enabling environment, are’ as follows:

Arllclc IV Secuon 6 (“Fundamental nghts”) states that “No peison shall be

1mpnsoned fur debt.” This provxsmn, tailored after the American Constilution, as

noble as it is in its mlenuons, creates difficulties, in view of the fact that the ROP

has' tany -foreign laborers and no ‘corporate bankruptcy law. = At corporale

managenient tevel, it may create dlfflcultles to pereecute in case of fraud or other
- 111egal behavmr :

Article VI ("Responsnbnhues of the Natmnal Govemment”) says that the national
government is to provide especially, “free or subsidized health care” and “public
‘education for citizens who shall be free and compulsory”. This provision has an
obvious direct impact on the national -budget. The health ‘care system for
Palavans gearantees currently a subsidy for health care cost of between 95 to 30
percent, depending on the income level and family size. The self-cost component
. for Palavans in health care cost recovery is, therefore, betwéen 5 to. 70 percent of
the lrealmenl cost. : The majonly of Palayans pay around 30 percent of the actual
cost. In other words, around 70 percent of health care treatment cost has to be
funded ‘fromi regular budgel sources, Non-Palavans, and therefore the huge

! IMF Staff Country Report No 99/147 p 3.
? Listed in the text 1n the order, in which lhc)r appear in the Conslltuuon
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forcign labor force, should in theory pay the full price or 100 percent of their
health care cost.  However, in reality many fore:gn workers do not have a health
insuzance resulting in unpaid bills after health care treatment. The total of such
bills add to the budget burden. The ROP.is now considering new health care
legislation to address some of the underlying problems. . In any event, it will be
next to impossible to either increase the self-cost component considerably (thereby
reducing the inherent health care system subsidies and, thetefore, the burden on
the budget) or introduce wholly private health care systems without changing the
Constitution. This is even more so the case for education. Hence, it will be
difficult to realize any savings and/or reductions in the budget items relevant for
health care and education.

Anticle IX and Adicle X1 regulate the powers of national and State governments to
impose taxes, fees and levies. However, it is important to understand that State
Governments cannot duplicate any taxes, levies and or fees already imposed on
national level. Any taxes, levics and fees passed by State level legislatures are
reviewed by the Attorney General’s office and rejected, if they meet duplication
criteria. This mechanism has severe consequences for State Governments to
raise, independent from the national level Government, any revenues, and it has
important practical implications. For example, if the road sections within State
‘boundaries ‘of the new Babeldaob Road are transferted in terms of O&M
responsibility to State Governments, as has been hinted to the Stady Team, State
Governments would still depend on the allocation of nauonal level budgel
resources for proper levels of O&M resources.

Article XHI, Section 8 (“General Prowsnons”) states that only citizens of Palau
and corporations wholly owned by citizens of Palau may acquire title to land or
waters of the ROP. This principle creates very practical problems at two levels,
First, foreign owned or’ dominated corporations cannot own and, therefore,
collateralize land. ~ Secondly, there are uncertaintics how thé GOP can a arrange for
exterrilorality for embassies and other entities with diplomatic siatus, such as the
UN and other regional organizations.

Article XIHI, Section 9, states that no taxes shall be imposed on land. = As will be
demonstrated later in this Study, there is an urgent need to raise the revenue side of
the national budget, This constitutional restraint limits the government’s scope
of levymg new and addmonal taxes, as and when the need arises.

Amcle XHI, Section 11, states that Congress shall desxgnate a place in Babeldaob

- to be the permanent capital of the ROP nof later than ten years after. the effective

date of the Constitution. Hence, the question of the new capifal in Melekeok
Stale is for the national Government not an 1ssue of “need” _but one of

- consmullonal requnrements
- To be cager for more self-rellant” development is the smgle mosl important policy
objecu\'e putsued by the GOP. ,
Institutional Matters

- It is beyond the scopé of this Study to dlscuss eachand every aspecl legal aspects, elc
‘Hence, the followmg narrative will hlghlight some selected essentials in lhe following -
areas: _ _

*  The overall legal and re’gulatory frameworks;

* The national planning process;
*  Good governance; and

1-2



FINAL REPORT
THE STUDY FOR PROMOTION OF ECONOMIC DEVELOPMENT
IN THE REPUBLIC OF PALAU

* Rolesof public and privz;tg sector.

1.2.1 The Overall Legal and Regulatory Frameworks

Palav’s Constitution, which may have been prepared with an eye on the American
Constitution, but certainly also with a view (o balance the “traditionally rooted power
structure” with the requirements of a modern & democratic state®, cements and
regulates many aspects, which can casily appear as rather obstacles than advantages to
a modern state, which in turn is based an a monetary economy. One example will
suffice to make the point. It is not immediately self-evident, why a nation of some
14,750 Patavan residents (estimated for 1999/2000 and excluding the over 5,000
foreign workers) needs 16 States, with the majority of such States having much less
than 1,000 registered inhabitants and a real population size living there, which is

“actually even much smaller. The inherent public burden (in term of budget) to pay for
the operations of the needed government machinery and personnel stands in no relation
to any conceivable economic basis and or benefit, However, it appears that there is
insufficient political will at present to address such fundamental issues in the political
arena.

. The ROP is as regards the overall legal framework still, accordmg to the office of the
Attorney General, in the process of putting the right “structures in place”. “Palau
National Code (PNC)” laws have replaced most Trust Territory laws, rules and
regulations and they are, therefore, not applied anymore. The following important
laws are at prcsent consndered by the leglslature

Ani msurance and health code

This is of obvious importance not only for Palaw’s overall business climate, but also to
‘address the many problems related to the huge foreign labor force and the burden its
creates on the public budget

Immigration and labor codes
The same general observation as above applies. Issues relevant in this context are
controversial, since the huge numbers of non-Palavan workers are viewed, on the one
hand, with skepticism, while they are, on the other hand, needed to maintain growth in
certain sectors of the economy. The ROP has a minimum wage law ($2.50 per hour)
covering Palavan citizens. There are discussions now to extend this law to cover non-
'Palauan workers. Given the composition of the foreign workforce and the ROP’s
__ compelitive edge in the region, such a move may have profound implications for
foreign direct investment (FDI) attraction and the economy’s overali competitiveness

- A néw tax code

- An overhaul of the tax structure and its rates is overdue and needed, in order 6 broaden
the Goverriments fevenue-base and increase overall fevenues, - However, in addition to

" the constitutional fimitations (as indicatéd above) imposed on such néw law, it appears
to be somewhat unclear up to now, what the ovérall net cash-benefit to the treasury of
the new tax will be. . "There is also resistance in the business oommumly, which is

N pctmonlng Congrcss through conceried, cfforts of the Chamber of Commerce and
Industry to cnsure that no nel overall tax increase leg;slatlon is made for a period of

U five years As is the case ‘with so many other issues, it is difficult to perceive over the
long-term how the ROP can have 1t both ways, S0 to speak

S Bankmg law R '
This is undoubtedly a musl for a modem econony. Djscussmn focuses on how to

3 Please se¢ the Article V, Sections 1 and 2 dealing with “Traditional Rights"”.
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124

integrate proper banking supervisory legislation with the idea of establishing the ROP
as an international financial center.

Bankruptcy laws
Should also bc passed on an urgenl basis, in order to mlroducc more clarity and

transparency in the econoniic sphere.

The National Plannmg Pmcess

The analysis comamed in the Economic Memorandum attached as an Appendu\ to this
Study has demonstrated clearly the fundamental dangers inherent in managing the
country and economy on an “ad-hoc” and “as & when needed” basis. It is quite clear
that lhere is not only a pressing need to monitor key performance parameter of the

_ economy", but also to have short-to medium term numerical fargets for major internal

parameter, such as the budget, public investments, external ODA resources, the balance
of payments situation, and so on. The “Asian Crisis” should have taught meanwhile
the lesson that much bigger and more complicated economies can get into serious
trouble, if complacency in this area is allowed to settle in. The ROP has received at
her independence in 1994 a well-prepared and comprehensive development plan, which
was financed by the United States and implemented through UNDP, No adequate
answéts were provided, why lhls plan has been lgnored for all practical purposes over
all Ihese years

Good Governance

It is not surprising that in a small communily, such as Palau, with its cross-relationships
in terms of family and clan, that there are many people wearmg many hats, However,
in the medium- to Iong term there should be a clear separation between “pohllcs” and
“business”. A first stcp in the right direction is the “Ethics Code”, which is presently
under consideration. - 1t is utterly detrimental to attracting more FDI, if and when a
foreign businessperson has 1o discuss histher business proposal with members of an
entity scrutinizing his/her proposal, while such members have, at the same time,
business interest in the same or a similar linc-of-business.

Roles of Pubhc and anate Sector

The ROP is by many sfandards 2 young nation w:th a past post- mdependence fecord of
only some five years. It is self-evident from the data and other relevant
documentatmn that thé GOP has tried since mdcpendence to pursue a govcrnmenl-led
gmwth sirategy. “Howeéver, whlle past performance may be impressive in comparison
with other small island nations in the South Pacific, the past five years have also

. revealed the limitation to such an approach, in particular when one of the major policy

N objectives of the authonhes is an increasing level of economic seif-reliance. The

following issues, which will be addréssed, more in detail in the main- economic
summary repont, need to be hlghllghted

As'is the case for nations big or small a proper “overall enabting environment”
favor 0f the pnvate sector, to use the terminology of the World Bank”; has to be (or
has ‘to be put) in p]acc, which harvcsts the enel‘gy and crealnvnty of people, a
country’s most 1mp0r(anl assets ' : :

The government’s role in the medlum- to long term should be that of a prudem
policy maker and regulator and not necessanly that of a player in thc _economic
“ sphere ~

4 ‘This effort is supported by UNDP “Public Scclot Suppon" pro]ccis
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Among of the key-functions of government in the economic sphere is to maintain
prudent long-lerm suslainable internal and external balances. This would imply
avoiding, but not be limited to avoiding unsustainable budget and balance-of-
payments deficits. Tt would also imply that there is prudent and adequate planning
machinery in place ensuring prioritics and predictability

Last, but not least, there is an urgent need to put a minimum economic base/critical
mass into place. It is very doubtful, how any economy can be, without such a base,
more self-reliant in this era of “globalization”.

Fundamental constraints for making more profound statements about the actual role of
_ the public and private seclor in Palau’s economy are:

There is limited basi¢ data on owaership patterns and so on, including informal
andfor indirect government influence and interference.

The utilities are a perfect example for the problems underlying the latter aspect.
Board members of the utilities, for example, are appointed directly, and Managing
Directors of the utilities are obviously bound by Board decisions. On the other
hand, it is apparent from the legal frameworks for the utilities that they are perceived
as government-independent units, sometimes even referred to as “private” entities.

However, some of them are exempted from corporate tax payments (which would
contradict that they are “private”) and utilities rates arc determined more on social
than corporate performance grounds. It fact, it appears from interviews ¢arried out
with all utilities, that operating revenues of the utilities are insufficient to cover debt-
services (for example PNCC), dcprecralron and/or needed future net-investments.

It is clear from the above that the GOP has presenlly no clear polrcy on an increasing
role of the prwate scctor in Palau’s development proccss Palaw’s “Chamber of
Commerce and Industry” is, to some extent, involved in Palau’s policy deliberation
process. For example, the Chamber was member of the Banking Commission and the
Chamber is informed by the FIB through copies of the relevant documents of FIAC
decisions.

Hence, it must suffice in the context here to hlghllghl that the Chamber has a clear
‘business plan, whlch not only slates the Chamber’s mission, but also the current
~ Committee structure, its goals and dctallcd aclw;tres The mdwrdual Commlllees and

altached goals are:

Tourism Committee
The year 2000 goal is to “Promote quahly tourism while proteclmg the environment
maxrmwng use of the indigenous labor force.” : :

.Ullllllﬂs Comittee - : C
The year 2000 goal is to “Provide support to ensure rel:able elcctncal power generatron
' and distribution capable of meclmg future needs and demands S

N Labor and Immlgralron Commiltce
~ The year 2000 goal is to “Review current legrslatlon on Foreign Labor and immigration
_ ',and propr)se 1mprovemenl o

A Commeicial Port Commmee : '
The year 2000 goal is to “Identify and secure a locauon for a conlamer yard to allow
for increased volurne at the commercial port ”

Airport Commiltee
The year 2000 goal is lo “Repair the exrslmg terminal building 1o ‘ensure that it is safe
and in its best condr_uon and promote the construction of a new terminal building as

15
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soon as possible.”

Land Matters Commillee

* The year 2000 goal is to “Facilitatc the determination of land ownership and the return

of public land to rightful owners; provide zoning laws and building codes and the
enforcement thereof.”

Foreign Investment Committee ' _ ‘
The year 2000 goal is to “Improve foreign invesiment laws and regulations that
encourage foreign investment and adequately protect investors and their investment.”

Asian Business Affairs Committee o
The year 2000 goal is to “Improve relalions with Asian markets and increase
commercial and business opportunities with those markets.” :

Committee on Banking Commission

The year 2000 goal is “To establish a Banking Commission to inform and regulate
banks and financial institutions in Palav, (o establish uniform mduslry standards &
practices.”

Agriculture Committec

* The year 2000 goal is “To promote local agriculture, consumption of local produce,

export of local produce and investments in agriculture and horticulture.”

Fisheries Committee
The year 2000 goal is “To promote fishing induslry.”

Strategic Committee
The year 2000 goals are to “ (1) The Chamber request OEX to pass legislation to
impose moralonum on tax increase up to year 2000. (2) Push for an enactment of

legislation to‘ensure that no net overall tax increase legistation is made for a period of 5

years. (3} Support privatization of some of the government services, Push for less
government, and greater productivity from the government employees”,

GDP Growth and Structural Composition

There is a general lack of reliable macro-data on the ROP, which creates difficultics for

" the repubhc in its membershlp with miemallonal orgamzatlons such as the IME. This
‘problem is currently addressed by a UNDP project®, which is to establish tetiable GDP

and other related macro-economic data. The data generated by the UNDP project are
widely used, including by the IMF, and they are also oopled w1dely Thxs seclion
draws almost exclusively on the same data, :

The ROP's nominat GDP has grown from around $76.9 million in 1990 to an ‘e_s'tirnate_d
$129.3 million in 1998°, indicating a compol‘md growth rate over the eight-year period
of 6.71 percent in nominal terms. - Nominal GDP growth performance has been
distinctly different when comparing Trust Terntory (up to October 1994) wnlh ROP
times. Palau’s economy was hit by a severe recession in the years 1992 and 1993,
when nominal GDP contracted by -1.68 percent in 1992 and by a slaggermg 193
percent in 1993 with the absolule size of the economy fallmg below its 1990 level’.
The pre-independence GDFP growth rate for the period 1990 to 1994 is recorded as 2. 43
percent, likely to indicate not only a decline in nomma] but also rca! per-caplta income
(Table 1.3.1 refess). : :

3 UNDP “Public Sector Development Peoject”,
¢ Ona calendar year basis. .
7 The reasons for this serios recession are unclear and need to be clarified.
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Table 1.3.1 Nominal GDP Growth Performance 1990 to 1999
Year Nominal GDP | Annual Average | Compound Growth Rales
{million $) Growth Rate (%) over the Period (%)

1990 76.889 Base Base Baso
1991 83.660 907

1992 82450 -1.68

1993 75.909 -7.93 Y

1994 84.631 11.49 243 Base

1995 105.211 24.32

1996 124.264 18.41

1897 131137 553 Y Y
1998 129.250 -1.44 .47 | 671
1999 129.250" 0.00

Source:  JICA Study Team
Nole: * Figure in 1999 is estimaled by lhe IMF,

The immediate post-independence years 1994, 1995 and 1996 were characterized by a
substantial jump in nominal GDP reflected in considerable double-digit nominal growth.
That growth was fueled by a huge cash injection into the economy ($263.1 million,
equivalent t6 311 percent of Palau’s 1994 GDP size) negotiated under the COMPACT
and related direct United States payments. Such growth was carried by initial success
stories in tourist arrivals, increasing from some 40,500 in 1993 to 69,230 in 1996
driving in turn growth in the hotels & restaurants sub-sectors, and trade and transport
sub-sectors, the growth of which was driven by the United States direct grants and

" payments and the imports that they caused. However, as is reflected clearly in the
annual GDP growth rates, nominal growth after 1996 has not only been declining
sharply, but the ROP’s economy has slipped again into a recession in 1998 and it is
eslimated to have been stagnant in 1999,

The structure of Palau’s economy was in the past heavily dependent on the tertiary
sector, which accounted already in 1990 for about 59 percent of GDP. The
dependence of the economy on the tertiary sector, that is private and public sector
services, has increased subsequently and notably as of the recession years 1992 and
1993 accounting for 81 percent in 1994 and an estimated 85 percent in 1998 (Table
1.3.2 refers).

Tablé 1.3.2 Structure 6f GDP

: . _ {Unit: percent}

' : e 1934 1998 {eslimation)
Primary Sector © ) 864 455
" |Secondary Sector 48 | 787 8.09

Tertiary Sector - . 5859 81.04 8538
o Lessbankd)arges NA 1.19 . 095
. {Plus impodt duties - . NA 3 M 293
Gop 100.00 10000 10000

Notes:  The high shafe of the primary sector in 1990 s most likely wrong due lo slatistical,
_There is an overvaluation of the fishery sub-sector, which was comrected in the

. © 0 glatistics as of 1993,
: S_ouroe: JICA Study Team

: '-The relevance and welght of bolh the pnmary and secbndary sectors have declined over

~ the years‘ The share of the secondary sector, which is in terms of size Palau’s second

~ important economic scctor, declined from about 15 percent of GDP in 1980 to stightly

- below 8 percent in’ 1994 and around 8 percent in 1998, The primary sector has played

and commues to play a relatively minor role in Palau’s economy. - ‘The share of the

. primary sector in nommal GDP has been halved over the period 1993 to 1998, which is
'from around 11 percent in 1993 to some § percent in 1998.
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1.3.1 GDP Growth, Engines of Growth & Per Capita Income

The above described structural features and changes therein need o be filtered through

growth-matrix analyses, in order to answer the following simple questions:

*  Which sector/sub-sectors carried past nomin_al GDP growth and to what extent?
*  What impact on GDP nominal growth has sub-sector growth and changes
therein?

Economic sub-sectors can subsequently be ranked, under given factor endowment
conditions, in order of importance for achieving overall GDP growth,

As mentioned already above, the overall ccortomic nominal growth performance of
Palau’s economy over the period 1990 to 1998 has been recorded at a compound
growth rate of 6.71 percent.

Table 1.3.3 Nomina! and Estimated Real GDP Growth

Unit | 1900 | 001 | 1992 | 1003 | 1008 | 1005 | 1996 | 1007 (esgi’;gon)
Nominal GDP Sthousand | 76,889) 83,850] 82.450] 75,000 84.631] 105.211] 124.264] 131.437] 129550
Real GOP (3% of defialor) | § thousand | 76,880| 61,417 80.045] 73,698] 82,166 102,147] 120,645] 127.317] 125485
Real GDP (5% of deflalor) | $thousand | 75,380] 79,867 78.574] 72,204 80,601 100.201] 118 347} 124.802] 123,095
Tolal numbet of residents® | Persons | 15,122] 15521 15931] 16.352] 16,7831 17.25| 17.985] 18.459] 18.947
Nominal Per Capitalncome | $ | 5085|5403 _6.475] _4.642] 5043] 6.108] 6909 7.104] 682
Real Per Copitalncome (3%) | $ | 5,085] 52461 5025 2.507] 48%| 5930] 6.708] 6897 6623
Real Per Capitalncome 5%) | $ 5085] " 5.146] 4929] 4421 4803 o817 6s80] 6766] 6407

Source:

Notes:

JICA Study Team , . o
* Include the considerable amounl of non-Palauan temporary workers.  Growth has béen estimated at 2.64 percent
per yéar though this is tikely to bé overéstimated. ' .

However, the nominal growth may be misleading, since it doesn’t take inflation into
account. Official inflation data are not available yel. Notwithstanding this fact, if
onc assumes a dollar based inflation rate of say between 3 percent and 5 percent
annually, the following major trend features for the Palauan economy over the eight-
years period 1990 to 1998 are summarized as follows:

The overall growth performance of the economy has been and continues to be in
bad shape, As observed above, the nominal GDP growth rate over the eight years
period 1990 to 1998 has been recorded at 6.71 percent. Nominal GDP growth
over the period 1990 to 1994 was 2.45 percent, and 11.19 percent in the post
mdepcndence period 1994 to 1998. The economy has slipped into another
recession in 1998 with a negauve nominal GDP growth rate of -1.39 percent.

This picture changes, if GDP values are deflated by elther a 3 or 5 percent

inflation rate. In such event, deflated GDP would have grown by a c¢ompound

growth rate over the period 1990 to 1998 of 6.31 percent (w:th a inflation of 3%)
~and a 6.06 percent for the case of 5% of inflation.

Actual contraction of the economy in the reccssnon periods 1992/93 and 1998
would have been considerable with about -1.4 percent (1993 at a inflation of 3%),

- -2.03 percent (1993 at a inflation of 5%), and -1.44 percent (1998 at a inflation of
3% against 1997), and 1,44 percent (1998 for a inftation of 5% against. 1997)

'The impact oii the staustlcal per capita income (meanmg hete per capl(a income of

~ lofal number of remdenls, mcludmg the hiige foreign labor force) would have been
sngmficant “In case of a 3 percent inflation rate adjusted economy, per capila

~ income would have increased by 3.36 percent over the period, and in case of a 5
percenl inflation rate ad]ust‘,d economy per caplta income would aclually have
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grown by 3.11 percent on average over the period.

Whatever the nmnbers have been remains to be determined on basis of exact
econometrical data. k is, however, clear that Palan’s cconomy has been in lwo severe
recessions in 1992/93 and 1998/99, that is in four out of the nine ycars analytical period.
This alone would hint at severe structural problems within Palau’s economy,

- Notwithstanding the rudimentary nature of macro-economic data, they can be employed
to establish a scnse for past engmcs of growth (in the positive and negalive sense). A
growth-analysis matrix approach is cmployéd toward that end. . The resulls of this
analylical tcchnique, which are summarized in Table 1.3.4, reveal the following
analylical pattern:

The tertiary sector, which was 77 petcent of nominal GDP on average over the
period 1990 to 1998, accounted for around 8 percent of nominal growth. The
transport & communications sub-sector had a weighted growih rate of 2.64 percent
the single most imporlant past engine of growth. This sub-sector alone accounted
for 33 percent of tertiary scctor growth, or 39 percent of nominal GDP growtk.

The second most imporlant sub-scctor was public administration, which accounted
with a weighted growth rate of 1.76 percent for 22 percent of lertiary sector growth
and 26 percent of nominal GDP growth.

The third and fourth most important sub-seclors have been the “wholesale and retail
irade” and “hotels & reslaurants” sub-sectors, which accounted for 1.01 and 0.97
percent growth, equivalent to around 13 and 12 percent, respectively, of tertiary
sector growth, or around 15 and 14 percent, respectively, of nominal GDP growth.

All other sub-sectors of the economy have played in the past either a mar‘gmal or a
. negative role in sector and/ GDP nominal growth performance.

Table 1.3.4 Resuits of Growth-matrix Analysls
(Unit. percent)

Adjusted & Welghted
Parameter Avera%;ggos?;:lgcg»rgShare 1 Growth Ra_\!g
: 1990-1998 -
Agricullure : 242 . 0
Fishedes ' - : o 8e2 - | . 136
) PRIMARYSECTOR . 11.04 - e
Mining & quamying - 0.26 . 004
Manufacturing - : 079 0.06
Eléctricity, gas & waler s 093 L 050
Construction . - S o788 0.14
SECONDARY SEGTOR B 987 | - 035
Trade = --. .© o o0 1151 o102
Hotels & reslaurants 1041 . 097
Transport & communications i218 .| . 264
Finance & inswante - 4.24 S 040
Réal estate & business senvices - ' 493 ‘ 053 .
Public admiristration R ¥/ 1 , “1.76
Other services : 573 - 079 -
TERTIARY SECTOR. . ) 77.32 8.12
Less: Imputed bank charges * 0.87 000
Plug: Impor duties * B 265 0.25
Gioss Domestic Product ~~ 10000 : 6.71

Source:  JICA Study Team -~ -
Notes: * excluding the years 1990 and 1991 due lo data unavaitabilily.

1.9 -
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13.2

These four listed sub-scctors combined accounted on trend average for about 62
percent of Palaw’s economy and 95 percent of nominal growth performance. The key
features are summarized as follows:

The transport & communications sub-sector alone accounted for around 39 percent
of the compound nominal growth of cconomy over the period 1990 (o 1998

Public administration added on average 26 percent to compound nominal GDP
growth, Both sector combined carried 66 percent of GDP growth, and -

The “wholesalé and retail trade” and “hotels and restaurants” sub-sectors carried
each around 15 percent of GDP growth,

Table 1.3.5 Ranking of Sub-gectors

_ (Unit: peicent)
Avetage Sector| Accumulated | Weighted | Accumulated
Shate Seclor Share | GrowthRate | Giowth Rate
: : 1590-1993 1990-1998 1990-1993 1990-1998
Rank 1: Transport & ; '
communications i2.18 1218 264 264
Rank 2: Public ; ' :
administiation _ 2232 349 1.76 4.41
Rank 3; Wholesale and hh - ;
iRetall Trade 17.54 5201 1.02 542
Rank 4: Holels & : ' ‘
I estautants - 1041 6241 0.9_7 : 6.3_9

Source:  JICA Study Team
Noles:  Negalive growlh sub-sectors aré not laken into acoount here.

The above paftern suggests strongly not only the overall struciural weakness of GDP
growth, but also that past and future nominal- GDP growth performance will depend
crucially on the growth performance of the above sub-sectors, in particular “transport &
communications” and “public administiation”, One example may suffice to illustrate
such strong dependency and struclural weakness. Let us assume, for example, that
“transport & communications” sub-sector growth in a given period is zero. Such
event will have a direct and strong negative impact on overall GDP growth reducing it
under given factor endowment conditions by some 2.64 percent points, In order (o
maintain past nominal GDP trend growth of 6.71 percent, this loss of 2.64 percent out
of the 6.71 percent would have to be compensaled for from stronger growth of other
sub-sectors of the economy, or GDP growth would be reduced to 4 07 percent

The only immediate candidates for such compensalion are the sub-seclors ranked 2 to 4
in the above table. I, say the “public administration” sub-sector wete Lo compensate,
it would have to grow at factor 1.5 ils past 1990 to 1998 trend growth rate of 9.27 -
percent, or 13.9 percent.  Such an event is highly unfikely and also undesirable. '

The Primary Sector: Growth & Structural COmposmon

The absolute output value of the primary sector has been fallmg steadnly since 1993
recording a negative compound growth rate of -5.36 percent over the penod 1993 to
1998 (Table 1.3.6 refers).

i-i0
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IN THE REPUBLIC OF PALAY
Table 1.3.6 Growth and Structural Composition of the Primary Sector
Parametet unit 1999 | e | s | 10 | 1097 (esgfa?m)
Tolal Gulpul value $ thousand 8,082 1,313 6544 5715 5910 6,135
Agriculture % 28.1 3241 370 432 410 432
Fishery % 719 67.9 630 568 59.0 56.8
Primary Seclor }
Annual growth rate % Base 951 ] 1052 | LB kKL 276
. Cotepound growth % Base 535
Agricuiture ]
Annual growth rale’ % - |Base A 315 302 -1.72 8.16
Compound growth % Base 342
Fisheries
Annual growth ;ate %  |Basé -14.49 -16.97 2042 7.25 099
Compound gronth % Base 4.71

Source:. JICA Study Team

The contraction of the primary’ sector output measured in nominal terms has actually
accelerated from -9.51 percent in 1994 to -10.52 and -11.75 percent in 1995 and 1996,

_ respectively. Primary sector output growth has seen some modest recovery with 3.38

and 2.76 percent in 1997 and 1998, respectively. This somewhat drastic reduction has
been caused by steep contiaction in fishery sub-sector oulput, reflected in a negative
c¢ompound growth rate of -9.71. percent over the period 1994 to 1998, and steep
contractions in 1994 (-14.49 percent), 1995 (-16.97 percent), and 1996 (-20.42 percent).
The agricultural sub-sector is small in absolule size, but it reached a compound growth
rate of 3.12 percent over the period 1993 to 1998. The dramatic reduction in fishery

sub-séctor output is reflected in its diminishing weight in the primary sector. The

fishery sub-sector has dominated in 1993 primary sector output with its share of about
72 petcent.  This share has fallen since to around 57 percent in 1998.

The- trend in the fisheries’ sub-sector requires explanation, in particular after the
independence year 1994 when the ROP started to claim a 200 miles Exclusive
Economic Zone (EEZ), Given the fish-rich resources of the ROP one would expect
somewhat that the commercial fishery sub-sector plays a more important role in the

struclure of the GDP S mcome s1de

The Secondary Sector Growth & Structural Composmon

Secondary sector output was in 1992 still at a nominal level of some $10.4 million,

confracting in 1993 as a result of the economy’s recession to a level of $6.6 million,

* equivalent to'a reduction in outpit value of some -36 percent. Since then, the oulput

value of the sécondary sector has remained in the period 1996 to 1998 at a similar level
of some $10.4 to 10,7 million. Thisis roughly equivalent in nominal terms to the

1992 output level, implying a perhaps quite considerable reduction in real terms, The

overall compound giowth performance of the secondary sector over the period 1992 to
1998 (including the, recession years. of 1992 and 1993) has been with 0.59 percent

- minute.  The eeonomys recession _ is reﬂected in the sharp drop in 1993 of
__construetlon sub-secior .output, wh:ch caused an annual negalive secondary sector

;fgrowth rate of about -36 percent, Annual secondary sector growth picked up again in

1995 (a growth raté of about 41 percent agamst the precedmg year), which has since
then slowed down con51derably to the one percent range in 1997 and 1998.

Secondary seCtor output has camed in the past and conlinues to be overwhelmmgly

. carried by constructton sector output whlch accounted in 1992 for about 81 and in

, 1998 for some 93 percent of secondary sector output, thereby determining the potential

RE
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growth performance of the secondary sector (Table 1.3.7 refers).

Table 1.3.7 Growth and Structural Composition of the Secondary Sector

uit | e | e | ot | tess | ot | orewr |

Total Quiput value $ thousand 10,369 6,605 6661 9419{ 10408 10,610 10,740

Mining & quarry % - 50 8.89 6.67 3.20 1.54 1.30 1.35

Manufaciute % 5.1 848 1111 9.78 1050 042 946
_ \titities % 8.25 1397 9.13 342 019 (473 -398

Conslruction % 80.95 6866] - 73.10 8390 £8.19 94,31 93.47
Secondary Seclor 3

Annual growth rate % Base -36.30 0.85 H41]. 1146 107 123

Compound growth % Base : e 0.59
Mining & Quasrying

Annual growsh rate % " Base 1.78 -24.36 -2 -47.51 -1266 507

Compound growth % Base -19.38
Manufacturing | o _

Annual growth rate % . Base] = 541 214 2446 1365 -12.16 4.96

Compound growth % Base 942
Utilities ' : ' :

Aniual growth fafe’ % Base 7950 34143 5164] - 9966 N/A NA

Compound growth * % Base : ik S - 8151

- Annugl growth raté % Base "45.97 136 - 6231 - 17145 - 808 000

Compound growth % Base ) _ 297

Source: - JICA Study Team
Noles: * only for the penod 1992 to 1996 aﬂer that output va!ue is negahve
NfA means not available,

The min'ing & quarrying sub-sector, the share of which in secondary sector output has
been falling continaously fiom around 5 percent in 1992 (the share peaked in 1993 with
roughly 9 percent of secondary sector output) to 1.5 percent. The share of the mining
& quarrying sub-sector has remained in the one percent order of magnitude over the
period 1996 to 1998. The mining & quarrying sub-sector comprises bauxite and
phosphate mining as well as quarcying for general construction purposes. Total output
value has been falling consistently from about $0.5 million in 1992 to arcund $0.15
miltion in 1998, which is reflected in double digit negative grdwth rates from 1994 to
1997. ‘The compound growth rate over the pcrlod 1992 to 1998 is eshma{cd at -19.38
percem .

. The manufacturing sub-sector, the ou(put value of which has been growmg from around
~$0.6 million in 1992 to some $1.0 million in 1998, plays likewise a minute role in both
GDP and the economy’s secondary sector. . ‘Though the base is very small, the overall
coimpound growth rate over the period 1992 to 1998 has been with 9.42 percent well
above nominal GDP aund secondary ‘sector growth, - - However, the manufacturing

sector’s outpul valué has been slagnalmg at around $1.0 mllllon over the years 1996 to
1998. : -

The performance of the uullues sub-sector compnsmg water and- eIectncnty, is
- somewhat unusual in that it has produced increasing ncgatwe oulput values in 1996,
1997 and 1998. The output ‘valug of this“public services prowdlng sub-seclor has
“declined by a compound’ negative gmwth rate of a'stunning -82 percenl, mdlcalmg
s{rong and persmtenl d]ffncult;ee wnhm this sub-sector

Conslruct:on, which is as mentloned above by far the most 1mportan{ sub sector within
the economy’s secondary sector, has performed with a compound giowth rate of 2.97
- percent also modestly over the period 199210 1998. ‘After having been affected
“severely by the récession (a negatwe gr0w1h rate of around 46 perccnt in 1993),
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construction sector growth jumped to around 62 percent in 1995 and is, since then,
slowing down considerably (around 17 percent in 1997 and 8 percent in 1998).

Notwithstanding this poor performance, construction accounts for around 93 percent of
sccondary sector oulput (1998).

The Tertiary Sector: Growth & Structural Composition

It is no exaggeration to state that the economy of the ROP is the economy’s tertiary or

services scctor. - The absolute size of this sector’s output has grown from arouid $45

million in 1990 to about $109 million in 1998 (see a lable in Appendix 2), equivalent to

a compound growth rate over the period of 11.71 percent, well above overall nominal

GDP growth. The tertiary sector’s output expanded rapidly in the immediate post-
independcnce years, when output grew by about 15 percent in 1994, around 27 perceat

in 1995, and 21 percent in 1996. Output growth since then has fallen drasucally to

around 7 percent in 1997, and it is estimated that outpul coniracted actually in 1998 by

around -2.5 percent,

The absolute size of four sub-sectors determine the absolute size of output of the
tertiary sector, namely:

Public administration;

Trade;

* - Transportation & commumcatlon, and
Hotels & restaurants.

The four seclors together accounted in 1990 for about 80 percent of terliary sector
output, and still around 77 percent in 1998. The trade sub-sector’s compound growth
rate over the period is recorded with 6.80 percent roughly in ling with overa]l nommai
expansion of GDP.

This sub-sector, which accounted for about 27 percent of tertiary sector output in 1990
and some 20 percent in 1998, has expanded rapidly in 1995 (about 38 percent growth)
and 1996 (about 21 percent growlh) and is since then contracting by about -8 percent in
1997 and some -10 percent points in 1998.

The wholesale and retail trade sub-sector has been, not surprisingly because of Palaw’s
extremely limited production base, consistently the second most important tertiary
sector in Palau’s economy after the “public administration” sub-sector.

Oulpul of the “hotels & restaurants” sub-sector has seen Steady expansion, growing
over the perlod under consideration well above nominal GDP growth al a compound

‘growth rate of 10.92 percent.
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Table 1.3.8  Growth and Structural Composition of the Tertiary Sector

. - \ 1938
Unit 1990 | 1991 _ 1992 1993 1994 1995 | 1996 1997 (estrmation)

Tolal Qulpul value Sthousand] 450471 48914] 55713; 59544] 68586) 86,784; 105,134] 111,965 109.215

Wholssale and Retal) Trade % 2667 2821 25.45] 2359 M54 2340 2338] 2018 18.62

Holels & restaurant % 1383 1392 978; 10.78] 1040| 1568} 1570] 1472 13.42

Transporation & % 48] 604 1672] 67| is27] 163 1651 1wm| 189

communication

Finance & insurance % 6.91 648 44 343 413 5.12 5.7 587 6.62

Real estfo & banking % 73| 7ol s8] ed2l e00] 52 4s1| 698 75

Public administration % 3155] 3072 3310 3433] 3352] 2674) 2559 26.49 26.44

Other senvices % 6.14 6.09 513 499 8.57 7.05 866 8.35 844
Tertiary Seclor _ _

Annual growth rate % Base 858 1390 688] 1519 2653 2114 6.50 246

Compound growih % Base : ' ' 1.1
Wholasale and Retail Trade

Annual growth rate % Base| 1485 1.57 0.21 503 3821 2046 4.998] 1000

Compound growth % Base 6.80
Hotel & restaurants : . :

Annual growih rale % Base B7l -1992] 17.74]  i1.42F 9083 2126 D471 -1500

Compound growth % Base 1092
Transport & communication . . :

Annual growth rate % Base 0.77] 171415 7.16 4971 3173 20281 1441 4.00

Compolnd growth % Base ' : ' 2543
Finance & insurance -

Annual growth rate % Base 204 2428 -1498]  58.76] 3701F  27.04] 1640 10.01

Compound growth % . Base : i1
Real Estate & Banking Services ‘ o : : o

Annual growth rale % Basej 1274] 9344 d2rrl 1295  1144] 10.28] 5394 1001

Compound growth % Basel 1262
Public administralion

Annudl growth rate % Base 810) 2273 1086 1246 093] 1595| - 898 -1.50

Compound growth % Base 9.2
Other services . - L

Annual growth rale % Base 7683 -4.00 388 9781 41151 4878 275 -1.50

Compound gromh % Base] : 16.23] .

Source:  JICA Study Team

The absolute size, which was recorded at about $6 miltion in 1990, has reached an
estimated $14 million in 1998, The output peaks have been in 1996 and 1997 when

* output was recorded at around $16.5 million. OQuiput growth of this sub-sector

jumped immediately after independence in 1995 by about 91 peicent. However,
growth has slowed down, and oulput has actually contracted in 1998 by around -15
percent.

The importance of the “transport & commumcahons sub-sector has grown cons:slently
within the tertiary sector struclure, Its share in tertiary sector oufput was a mere 7.5
percent in 1990 reaching almost an estimated 19 peccent by the year 1998, The sub-
seclor’s compound growth rate over the period 1990 to 1998 was, though from a small
base of about $3.4 million, with around 25 percent the highest among all terliary sub-
sectors. The absoluie size of this sub-sector was in 1998 with $18.9 million the
second largest after that of “public administration”. However, as is the ¢ase with other
sub-sectors, nominal growth performance has slowed down consistently and
considerably after 1995, when growth peaked at about 38 percent,  Still, the “transport
& communications” sub-sector is on¢ of the economy’s few sub-sectors, which still
achieved positive growth of about 4 percent from 1997 to 1998,

1-14
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The share of the “finance & insurance” sub-sector in tertiary sector output has and
remains the smallcst sub-sector. Its share was with around 6.9 percent the highest in
1990 and falling to its lowest point of about 3.4 percent in 1993. The share has

increased again to an estimated 6.6 percent in 1998.  However, this sub-sector’s output

has grown in absolute terms at a compound growth rate of 11.11 percent over the period.
In fact, with the two rccession years of 1992 and 1993, output vatue has increased from
roughly $3.1 million in 1990 to about $7.2 million in 1998 reflecting increased business
activities. -

The share of the “real estate & business services” sub-sector is relatively minor having
accounted for toughly 7.4 percent in 1990 and, after falling clearly below that level
thereafter, climbing again to around 7.9 percent in 1998. However, as is the case for
finance & insurance, the absolute size of this sub-sector’s oulput has grown
consistently by a compound growth rate over the period of 12.6 percent. The output

' _ size, which was around $3.3 mitlion in 1990, reached a level of $8.6 million in 1998.

The sub-sector was affected by the recession in only 1992, when oulput value
contracted by about -13 percent,

The “public administration” sub-sector has been the largest sub-sector in terms of size
at least for the period 1990 to 1998. It measured in 1990 around $14.2 million and
increased to an estimated absolute size of $28.9 million in 1998 implying a compound

 growth rate over the period of 9.27 percent.

In other words, output expansion in public administration has cxceeded that of the total

~ économy on annual average by roughly 38 percent over the whole period. It appears

from the avallablc data that

The aulhonllcs in Palau responded in 1992, the first year of the 1992 to 1993
recession “period, ‘to the crisis by increasing considerably public sector
employment. Qutput, which is in this sub-sector overwhelmingly labor force and
not capital or technology driven, increased by about 23 percent, while GDP
contracted by about -1.7 percent.

This trend is even more distinct for 1993.  Public sector output increased against
1992 by roughly 11 percent, while the overall economy contracted by roughly -8
pcrcenl

This tend of continuous eéxpansion of “public admimstrauon outpuf continues up
to 1997 when outpul value pcaked at $29.3 million, equivalent to 22 percent of the

- total ¢cononiy and/for 4.9 times the size of the pnrnary sector, andfor 2.8 umcs the
size of the economy ’s secondary sector,

" The “other scrvlces” sub- scctor has expanded steadlly and consxslently over the whole
~ period.  Qutput measurcd some $28 million in 1990 i mcn,asmg to an eslimated $9.2
‘miliion in 1998, equwalcnl toa compound growth rate in nominal terms of 16.23
_percent, some 9,52 percent pomt above the overall growth performance of the economy.

In fact, oulput growth juniped in 1994 the year of mdependcncc by a staggering 98
perccnt as agamst 1993 :

‘ Employment and Productmty '

_ The collectlon of data on employment by sub-sectors by GOP is lnmled onl, in census
| years. JICA Study Tcam used “Palau Travel & Tourlsm An Economic Perspechvc”
- prepared for Palau V's:tor Authority.

The data md1catc that actual employment mc]udmg Palauan and non-Patauan labor,

- '7 has mcregsc(_l fr_om:_S_ 599 pcoplc in 1990 to some 8399_ persons in 1999, This would

1-15
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be equivalent to a compound growih rate over the period 1990 to 1999 of 4.61 percent,
indicating an elasticity factor between nominal GDP and employment growth of 1.46.

Employment growth over the period under consideration, according to these data, has
been highest in the combined “agriculture, fishery and mining” sub-sectors,
Employment, or the number of jobs, was recorded at 446 in 1990 and 784 in 1999,
which would imply a compound growth ratc of 6.47 percent. It appears that
coployment increased even during the recession years 1993 and 1998. No
explanation is available for this highly vnusual phenomenon.

Table 1.4.1 Estimaied Employment by Sub-seclors -

~ Sub-seclors | 1990 ] 1993 | 1994 | 1995 [ 1996 [ 1997 [ 1998 | 199
Figures [pbrsons) _ .
Agricutture, Fishing & Mining 445 543 613 | T4 738 153 168 784
Construction & Manufacluring 954 | 1027 | 4,125 | 1465 | 1488 | 1292 | 1236 | 1.261
Transport, Communications, Uliliies 477 532 | 605 4351 444 453 | 462 A
Trade, Restauranls & Hotels 800 09 | 4,053 | 1,448 | 14771 1506 | 1537 | 1567
Finance, Insurance & Real Estale 119 181 263 122 124 127 129 132
Services 687 824 | 1008 | 1573 | 1604 | 1,637 | 1,669 | 1,703
Public Administration 2516 | 2181 ] 2268 2202 | 2338 | 2385 | 2432 | 2481
TOTAL . » 5509 | 6497 | 6995 1 7759 | 79013 | 8073 | 8233 | 839
Share {percént) | . _ e
 [Agriculture; Fishing & Mining 797 8.76 962 933 | 933 9.33 933 [ 91
Construction & Manufacturing 17.04 | 1657 | 1608 | 1501 | 1501 { 1501 | 1501 | 1501
Transport, Communications, Utitities 852 8.58 865 561 561 1 5561 5861 561
Trade, Restaurants & Holels . . | 1420 | 1467 | 1505 | 1866 | 1867 (. 1865 | 1867 | 1866
Finance, Insurance & Real Estate 243 | 2 3.76 157 151 |. 157 1.57 1.57
Services 1227 | 1330 | 1441 | 2027 ) 2027 | 2028 | 2027 | 2028
Public Adminislration 3779 | 3549 | 3242 1-2954 | 2085 | -2054 | 2054 | 2054
TOTAL 100.00 | 100.00 100.00 | 10000 | $00.00 | 10000 | 100.00 | 100.00
Source:  Palau Travel & Tounsm An Economic Pefspective. '
Note: The fumbers as of 1995 afe somewhat surprising, since shates in tolal are almosl identical,

Total employment gencrated by the combined “construction and manufacturing” sub-
sectors increased from 954 jobs in 1990 to about 1,261 jobs in 1999, reflecling a
compound growth rate over the period of 3.15 percent. In this case, oo, employment
increased during the economy’s recession years. : :

Employment in the combined “lranspoft' communications & . utilitics’ “ sub-sectors

decreased over the period by about -0.14 percent, that is from 477 jobs in 1990 16 471
jobs in 1999. Employment in the combined “wholesale and retail trade, restaurants &
hotels” sub-scctors ‘increased considerable from some 800 jobs in 1990 to 1,567 in
1999. This would be equivalent to a compound growlh rate of 7.76 percent over the
period. Fmploymcnt for the combined “finance, insurance & teal estate” sub-sectors,

* which is in absolute ternis the smallest employmenl base in the economy, mcreased

only modestly by a compound growth rate of 1.16 percent

This growth rate lmphes a chaige in absolute number of: ]obs from 119 in 1990 to some
132in 1999. The “services” sub-sector has actually generated quite a number of new
additional jobs according to the data available. Employment grew from 687 people in
1990 to about 1,703 in 1999, implying a compound growth rate of 10.61 percent, the
highest growth among all sub-sectors of the economy. ~‘The “pubhc adrmmslratxon" ‘
sub-secior, which accounts for the highest share in cmploymenl has also increased the
number of jobs from 2,116 in 1990 t6 2,481 in 1999.  Such employmem developmenl
would imply a compound growth rale of 1.78 percont over the'period.

The numbers on employment shares across economic sub-sectors are somewhat

 illogical, since most shares appear to haVe remamed almost identical and/or stablc over
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the ycars from 1995 to 1999. It may, therefore, suffice here to just look at changes
between the census years 1990 and 1995, It appears that “public administration” is
the cconomy’s largest employer having accounted for around 38 percent of total
criployment in 1990 and 30 percenl in 1999. The fall in share is due to the
employment increase in other sub-sectors, since absolute cmployment has risen in
public administration from some 2,116 employccs in 1990 to 2,481 in 1999. The
second and third most imporlant sub-sectors for employment has been “Other services”,
which accounted for around 12 percent of total employment in 1990 and around 20
percent in 1995, followed by the “lrade, restavrants & hotels” sub-sectors, which
accounted in 1990 for around 14 percent and in 1995 for some 19 percent of total
employment. “Construction and manufacturing” combined absorbed some 17 percent
of employment in 1990 with its share falling to around 15 percent in 1995.

Although there have to be serious doubts about the completeness and accuracy of the
above employment data, it may be uscful to use them tentatively for a rough indication
of oulput per employce parameter and changes therein for the census years 1990, 1995
and the period 1990 to 1998 in Tabie 1.5.2.

Labor productivily measured in term of output value pes employee has been poor by
many standards. Labor productivity in the overall economy decreased by a compound
growth rate of -0.73 percent over the period 1990 to 1995 and increased over the
subsequent years 1995 to 1998 by a compound growth rate of 4.97 percent.  However,
over the whole period 1990 to 1998 compound labor productivily growth was a modest
1.37 percent, while the labor force itself mcreased at a compound growth rate of 4.94
percent. :

This perfonnancc phenomenon alone hints also at serious performance problems within
the Palauan economy in the form of actually decreasing tabor productivity, or, in other
words, a steadily increasing labor force producmg less and less outpul. The
performance of 1990-95, 1995-98 and 1990-98 is summanzcd in Table 1.6.3. Major
teends of the table are summarized as follows;

The transport, communications and utilities’ sub-sectors combined showed the
strongest positive frend with actual employment falling by -0.40 percent, while
output per employee increased by a compound growth rate of 16.34 over the same
pcnod _

Other positive trend sub-sectors were “finance, insurance & real estate”, in which
_employment increased by 1.01 percent, white output per employec lncrcascd over
the same period by 10.78 percent. Also, public administration performed well
with employment increasing by 1.76 percent, while output per employee mcreased
by 7.38 percent. -

" All other sub-sectors showed poor to almosl catastrOphlc iabor producuvny
~ performance. Employment in the “other services” sub-secior increased by 11.73
- percent while output per employee increased only by 4.02 percent. “Trade,
‘Restaurants & ‘Hotels” though important in overall size, performed poorly.
Employment in the sub-seclor increased by 8.50 percent, while output per
employee declined by a compound growth rate of -0.16 percent over the period
: _1990 to 1998

“Construction & manufaclunng haS' been likewise a poor. 'p‘er'f'ormer' ‘Total
'employmcnt increased by 3.29 percent, while oufpul per ernployee declmed by a
compound growth rate of -0. 81 percent over the teference period.

The worst performer in terms of labor productivity developments over the past
decade or so was beyond doubt the agnculturc, fishing & mining” sub-sectors.
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According to official data, employment in these sub-sectors increases by 7.03
percent, while oufput per employee declined by a staggering -19.13 percent.

Table 1.4.2  Output per Employee

' Average
Sub-sectors 1590 1995 1998 169010 98
Qutput value (§ thousand)
Agricultuie, Fishing & Mining 18943 6845 6,280 11,214
Conslruction & Manufacturing 9,080 8,624 11,022 8,619
Transport, Communication & Utilities 6,220 14,723 €022 13,013
Trade, Restauran!, & Holels 18,272 33998 | 6N 21
 |Finance, Insurance and & Real Estate 6,425 9,035 165602 | 9104
Services 2,767 6119 9,214 5693
Public Adminisiration 14,212 23203 | 23819 22,1517
TQTAL 76,919 | 102,747 | 126090 97,521
|Employment {persons) ]
IAgriculture, Fishing & Mining 445 724 768 679
{Construction & Manufacluring 954 | 1,165 1,23 1,146
Transpor, Communication & Utilities 477 435 462 485
Trade, Restaurant, & Holels 800 | 1448 1,537 1,287
Finance, Insurance and & Real Estale 119 122 123 150
Services ' 687 1,573 1,669 1,338
Public Administration 2418 2,292 2432 2312
ITOTAL Cl 5599 7,759 8233 1,397
@_@! Valua/Employee (s) : . R .
Agriculiure, Fishing & Mining 44,715 ~9454 | 81477 16,515
Construglion & Manufacturing 9518 1574 8ai7 7,521
Transport, Communication & Ulilities 13,040 3846 43,771 26,831
- {Trade, Restauranl, & Holels 22,840 23,479 22558 21539
Finance, Insurance and & Real Eslate 53992 74057 | 1224% 650,693
Services . 4028 | - 38% | 552 4,255
Public Administration 6,716 10123 | 11,875 9,583
TOTAL 13,738 13.242 15,315 13,184
Rate of Changes/Growth (percent)
Agriculture, Fishing & Mining - -26.71 4.72 -19.13
Construction & Manufacturing - 447 559 081
Transpoi, Communication & Ullities - 21.02 8.95 16.4
Trade, Restaurant, & Hotels - 055 ~1.33 0.16
Finance, Insurance and & Real Eslale - 6.52 1826 | 1078
Services - -1 0869 1238 4.02
tPublic Administration - 855 546 7.8
[TOTAL - 073 497 1.37

Securce:  JICA Study Team

Table 1.4.3 Labor Productlvlty by Sub—sector

S-ub~ seclors afe of Change in Actual Emp!oymenl R;tefof Chm;&%@l pet
. : 1990t095 1995!098 1990t098 19931095 19951098 | 1990198

Agriculturé, Fishing & Minlng 10.47 199 703 26 i 4.72 1913

- iConstruction & Manufacturing 4,08 192 329 447 559 081
Teanspor, Communications & Utilities -1.83 203 040 2.02 8.95 1634

- {Trade, Restaurant & Holels 1260 2.01 -850 - 055 133 016
Finance, Insurance & Real Estale 050 188 ] 101 - 652 ] 8% 10.78 |
Services 18.02 159 11.73 069 238 40
Public Administration 161 1 200 176 |- 855 546 133
TOTAL : 6.74 - 200 494 |. 073

137

Source: | JICA Study Team
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IN THE REPUBLIC OF PALAU
1.5 - Wages and Value of Output
The growth of gross wages and salarics in comparison with output and productivity
growth is among the significant indicators on how increasing wealth in'the economy is
distributed, for cxample belween wages and gross profits, and whether productivity
increases, which form the basic justification for gross wage and salary increases, stay
ahead of such wage & salary increases. An in-depth analysis of these features is
unforlunalcly not possible, due to data and time limitations®. However, what can be
done is to summarize the general trend belween developmerits in oufput and gross
wages and sataries. 1t has to be kept in mind in this context that nominal and not real
values aré used in the comparison and that conclusions are, therefore, indicative only.
The following major teends, as summarized in Table 1.5.1, can be observed over the
period 1990 to 1998. :
-Table 1.5.1 Gross Wages & Value of Oulput
] AnnualAverageGmssWages ) Valus of Oulput
Unit . Percent $ thousand Percent
EoonomicSubsector . | 1990 | 1094 [ 109 | 008 |100094]1094r8]100008| 1900 | 1594 | 1908 | ' l1oanas]isatsiissnss
Agricuttura 4777] 3336] 3.436] 3,177] 859| -153| 512 2206] 23a6] 2650] 2404] 054] 309 181
Fishing 3562 6460 4983] 48e9| 11.27| 226 4.29) 17647] 4967] 3485] 8.554| -27.96] 848| -18.35
PRIMARYSECTOR | 4.170] 4308) 4.060] 4023  1.3a] 1.98] 033) 19043] 7.313] 6135] 10958] -2218] 430} -13.70
Mining&quamind | = ol o] o _0f NAl WAl WAl CNA| 44]  145] © 329  NA] -2440] WA
[Manufacturing _ A7208] apu| 548 a0rh| 35| 324) 3] s 740] 1016] 784| 88i] 825 853
Utites 6353]_6679] 9.426] 6,610] 128] 8.42] 463 2849 60| 427|921} -3203] -28.21) -1004
Construction - 4076] "4131] agvel 4591 034] 476] 253 85| 4869 10006 7.834] -1306] 19.73] 203
SECONDARY SECTOR _ | 4892 5.212) 6528] 5001] 160] 579 ~367] 11899| 6561] 10.740] 9.795] -1350) 1269] -127
Wholesale and relal rade | 4684| 4.884] 5535| 5.226] 104] 3.48]  2.41] 12014] 14751] 20337) 17.389] 526] 83| 680
Hotels & restaurants 4,180] 5327] 5335 48%| 625 o004 3.10] s2%8] 7.132] 1s334] 10332 3320 1907 1087
Transpor {excluding ; . . ;
ommuricasons) 8050 733 77| 762|224 1.10| -055] 3371{ 10476] 20649].12.092| 3277{ 1849) 2543
Finance & insurance 8.368] 11,500 12667| 10609] 827] 24| 532] 3,it2| 3285] 7231] 4209] 05| 22.18] 111
Public administration 7678] _a6sll 11,185 9665] 597 368] 482| 14212 22980] 78879} 22,157 1278] 587 927
O e e')ms('_‘d“‘f“‘g sor7| s218] 6306 5324] 083 40| 27| 6080] 9993f 17.785| 10589] 1323] 15.50] 1436
TERTIARY SECTOR 6341] 7.334] 6.123) 7.225] 370|258 3.14| 45047} 63,566{109,215] 76,767 11.08] 1233] 1171
TOTAL ECONOMY 5,134] 5648] 6.237] 6446] 241 251 246] 76889 84631]129.250] 99.288] 243 1147} 674

Source:  JICA Study Team
Note: To(a[ eéonany equals GDP ﬁgures '

As recorded earlrer, nommal GDP growth over “the whole period 1990 to 1998 has
been 6.71 percent, - The available data suggest that national average gross salary and
wage levels over the same period rose by some 2.46 percent, indicating a positive
‘gap of 4.25 percent.  This would imply that the economy has expanded slightly in
real terms, while real salaries & wages have declined, if one assumes an average
“annual rnﬂatlon rate; of say between 3 to 4 percent -

i ;The pnmary ‘sector has been a very poor performer over the reference period. The
“nominal value ‘of the pnmary séctor’s gross output contracred by -13.7 percent, while

-fominal salaries & wagés déclined only by -0.3 percent. The relatively slower
decline in- wages & salaries’ indicates that ‘overall profrlabrlrly ‘and, therefore, the
- primary _sector’s capabilily to,.invest from' relained . profits/earnings must have

. declined quite srgmfrcantly Itis mtereslmg 1o note that developments within the

: :agrrcultural sub-sector indicate i increasing potential profitability, with nominal wages
- & salaries declmmg by -5 1.__percpn=t ‘while -nominal oufput grew at around 1.8
percent. - Potential profitability in the fishery sub-sector, on the contrary, must have

& For examplc dctaﬂcd accurate employment data by economic sub -seclof have not been made available. Hence, a

oompanson between produclwrly and wages & salary mcreases could not be underiaken.
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taken a serious decline with nominal output declining by about -18.4 percent, while
nominal salarics & wages actually grew by about 4.3 percent

The secondary scctor was another qulle poor performer losmg overall potential
profitability with nominal output declining over the reference perrod by -1.3 percent,
while nominal salaries & wages grew by 3.7 percent, Only in manufacluring has
nominal ouiput growth performed well above nominal salaries & wages growth.
The utilitics and construction sub-sectors have been quite poor performers in terms
of potential profrlabrlrty The worst perforiner has been the utilities sub-seclor with
drastic decreases in the nominal value of output, while nominal salaries & wages
grew at 4.6 percent, clearly above the level of national nominal salaries and wages
increase

Not surprrsmgly, and confrrmmg earlier presented fesults of the economelnc analysis,
the tertiary sector has been an overall good performer in terms of increasing potential
profitability. The nominal value of output grew by about 11.7 percent over the
reference period, while nominal salaries & wage increases stayed with 3.1 percent
“slightly above the average for the whole economy. In all sub-sectors of the tertiary
sector nominal output - growth has outpaced nominal ‘salaries & wages growth,
indicating increasing polenual profitability in economic performance. Increases in
the potential profitability in the transport sub-sector (excluding commumcauons) ;
have been outstanding throughout the whole economy, Nominal output growth was
around 25.4 percent, while riominal salaries and wages declined actually by aboul -
0.6 percent. The second best performer has been the ‘other services sub-sector
followed by hotels and restavrants. These economic activitics scem to be quite
profitable from an overall perspective. '

Balance of Payrrrents

Palau’s trade balance is characterized by a persistent and high trade deficit (Table 1.7.1

refers). . Expori, import and trade batance performance over the seven fiscal years)
1992/93 to 1998/99 displayed the following major trends:

The export performance of Palaw’s economy has been in constant decline. The
total value of exporls accounted for about $17.7 million in 1992/93, this value has .
since dropped to an estimated $11 miltion, or 62 percent of its 1992/93 level in
1998/99. - The share of exports as percent of GDP has subsequently ‘declined
consrderably from about 23 to 8 percent, “Such performance is equwalenl to a
negative growth performance of -7.66 percem over the period. .

“The absolute valug of 1mports has mcreased from $42 million in 1992/93 to $63
million in 1998/99, equivalént to a compound growth rate of 6.98 percent. The
value of imports peaked in 1995/96 and 1996/97 at a leve! of $72 mitlion. - It has
since decreased 1o a fevel of $63 million. . This would imply thai imports in terms
of percent of GDP have falien slrghtly from around 54 percent in 1992/93 to some
46 percent in 1998/99. It -has to0 be noted lhat these f.0.b. ‘values are
underestimated, since freight & insurance would have to be added, '

Given lhe high imporl demand of the economy and its poor export performance,
the trade balance or resource- gap has been growrng from around 32 percent of
- GDP in 1992/93 to-its peak ‘of some 48 percent of GDP in 1995/96 declmmg
again to some 38 percent of GDP in 1998]99 L
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Table 1.6.1 Export & Import Performance 1992/93 to 1998/99
; " 1598/99
Year | 199293 159304 1994195 199596 1936197 1997198 (estimation)
GOP 771544 §2,45) 100,066 119,501 129,419 129,722 135,208
Expords f.o.b. 17,739 12,582 13,868 13,907 11,814 11,095 10,594
Imports Fob. 42,28 44,240 -50,438 12424 72,804 -63,222 £53,258
Trade balance -24,470 31,658 46,510 58,617 -61,080 S22 52,264
In percent of GDP &
Expodds fob, 2283 1526 13.85 1184 913 8.55 807
Impbrts f.o.b. -54.43 -53.66 £0.40 £0.61 £6.32 48.74 4644
Trade balance -3.56 3340 4654 -48.97 47.20 -40.18 -38.37
Source:  {MF Counlry Repord
Noles:  GDPgrowthin  1938/99 has been assumed al 5 percent.
Table 1.6.2  Strugture of Imporis
; : Average
Parameler 1994 1995 1996 1897 1004 1007
: : {Unit: $ thousand, persons)
Gross Domestic Product 84,631 105,211 124,264 131,437 111,311
Poputation Size * _ 16,728 - 17,225 17,680 18,146 - 17445
Total Import Value ' 48,582 62,719 79.636 69,289 65,057
Of which . _ (Uml percent)
Food & live animals 14 15 12 16 14
Beverages & tobacco 8 . 7 9 8
Crude materials, in edible excepl fuel 0] [9) 0] . {0} i)}
Mineral fuels lubricant & rel. minerals 41 24 26 12 2%
Animal & vegelable ofls, fals & waxes {0] [0] 0] 10} {0}
Chericals & relaled producls _ 2 4 2 4 3
Manufactured goods ) -8 i 8 7
. Machinery & transport equ.pment 12 . A 30 25 23
Misc. Manufaclured Adicles 15 2 16 25 . 19
Commodities & Transaction 1 [o] [0 @ {0}
' {$ thousand)|
lmporlpercapﬂa 2904 3641 4,504 3,818 37
Food, beverage & iobacco 639 837 856 955 820
_Mineral fuels, lubacant 1,19 874 1,171 458 932
Chemicals & rel. minerals 58 - 146 o0 - 153 - 112
Manufactured Goods -+ ' 203 ) - 210 305 Y 1
Machinery & transporlation M9 765 1,354 ' 055 | 858
. Misc. Manufactured Arbdes . 4% 728 o 955 709
" Allother ' 29 ) : 45 38 : k)
Source:  IMF gounly repod ' ' '
Notes: * meaning total number of residents.  This number has been estimated usmg the grcmth rate reocxded beh\'een the

census yea's 1990 and 1995, i.e. 2.64 percenl. -
{0) means the value is very smail.

~ The extremely high tevels of consumption, which cannot be supported by Palau’s
“minuscule production base, warrant a closér look at the slruclure and sources of i imports.

Not surprisingly, “machinery & transport- ‘equipment” ‘together with “riineral fuels,
lubricants & related minerals” account on average for 47 percent of total lmports,
exceedmg 50 percent in 1996 (Table 1.6.2 refcrs)

Food, beverages and tobacco acconnfed’ on average over the four years penod for
another 22 percent of the tofal value of imports, and miscellaneous ‘manufaciured
products accounted on average | for another 19 percent of tolal import value.

‘The fraglle and dangerous mlcrrelallonshlp between the domestic consumpl;on patlcm

and import levels is illustrated by analyzmg the pattern in terms of per capila income
and per caplta import demand. - The average per capita income over the period 1994 to
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1997 was $6,381. A staggering 58 percent, equivalent to $3,729, of per capita income

‘was spent to feed the import bill.  On average, some $820 or about 22 percent, of that

total were spent for importing food, beverages and tobacco, and another $709 was spent
for importing and consuming miscellangous manufactured products.

The bulk of the balance went on average for paying the import bill for machinery &
transporl equipment ($858, or 23 percent of the total) and, subsequeatly the import of
mineral fuels, lubricants (accounting for $932 per year on average or 25 percent of the
total) and soon needed to support the country’s large vehicle fleet, but also electricity
gencrauon

Table 1.6.3 Balance 6f Payment Performance

Parametes 199293 | 190394 | 199495 | 199596 | 199607 | 190798 (gsggﬁ)
: 3 - (Unit: § thousand)
GOP {nominal) 77544 82450 { 100,066 | 119501 120419 | 120722 | 136208
Travel receipls 17,698 2429 40,564 54,213 61,220 58,003 53476
Investment income 3,202 A77 10,458 10,159 17.857 6,610 7.5%
Privale outllows 5,562 6542 | 5698 6,391 -7,465 1,190 1,134
Fishing rights . - 855 . 931 1,001 1,000 867 _ 800 82
Granls _ 27,592 27,845 84,643 31,080 29,598 28435 21,969
Curredl account (Including . , .
oficial granls) - 8243 8,219 68,345 12,646. 21,661 17,167 7,963
Current acobunt (Excluding . . , : .
official grants) -19349 | -19626 -16,293 -16},414 797 | 1.8 B -14,006
Ertors & Omissions . -12,213 -1,2710 -29,165 -29.838 -24.917 11,047 | 25352
Qverall balance - 28 - -380 96,309 -12,218 -3,085 4,096 1230
_ o . (Unit: percent)
Imporls {f.ob.) 5443 5366 £0.40 5061 £56.32 -48.74 -46.44
Tradé balance 3156 3840 -46.54 4897 A1 70 4048 | - -3837
Trave! receipls 282 | 3589 4053 4537 47.30 44.71 39.26
Investment income 4.13 o2 10.45 8.50 1380 510 557
Privale inflows -7A7 193 569 535 5.7 5.54 528
Fishing fighls 1.10 1.13 1.00 - 0.84 0.67 0.62 0.61
Giants 3558 B 84.59 2599 2287 2192 16.13
Current adcount (Including o
offcial grants) 1063 997 68.30 10.58 16.74 1323 585
 [Cuirent account (Exdudmg : Py : ' .
loffciat grants) -24.95 -23.80 -16.29 -1541 6.13 469 | -_!_0.28
Emors & Omigsions -15.83 -25.80 -28.15 -24.97 1925 849 -1861
Overall balance 031 046 96.25 -10.22 238 3.16

Source:  JICA Study Team

-14.18

‘The three most .importaﬁt countries of origin for Palau’s itﬁ;iorts are the Uniled States,
Guam and Japan. Together they accounted for 61 percent of imports in 1996 and 71

_ percent in 1997,

The large trade deficit, which accounted foran eslrmated 38 percenl of GDP_m 1998/99

]

‘was largely offset by estimated receipts from tourism (Table 1.6.3 refers).

As is the case for the other key fealures indicated above, balance of paymenls
characteristics hint strongly at the overall critical fragilily of Palau’s economy. - The
followmg crnucal re!atlonshlps illustrate that status:

Trade balance and travel receipts - :
The huge and persistent trade deficits, at time almosl reachmg 50 percenl of nominal
GDP (in 1995/96) “need”, so to speak, travel rccclpls, which mjcct cash into the

% Tthas to be dc!crmmed sull how much of thal part of the lmpoﬂ bill is nceded to support eléc!nc;ly generation,
which i is based on diesel power slations,
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economy needed to counterbalance the huge trade bill, to say it simply. Only in’s
1996/97, 1997/98 and 1998/99 appear those receipts to have exceeded the trade deficit.
Such over-dependence on travel/tourism receipts is dangerous in view of (1) the
volatility in the tourism market; and (2) Palau’s non-preparedness to absorb without any
difficulties large number of tourists.

Investment income
Investment income in the first threc years after independence has been sizable, ranging
from around 10 to 14 percent of GDP.. However, such income has fallen off in ’s

97/98 and 98/99 to around 5 to 6 percent of GDP.

Private outflows

The size of private outflows reﬂects perhaps the sizable foreign labor force, which
transfers back home part of their salarics and wages. In other words, any increase or
decrease in the size of the foreign labor force will have a direct and immediate effect on

that BOP position.

Official transfers-fishing rights _

They have, for the period under consideration, never been sizable and their conlribution,
measured in terms of percent of GDP, appears to be dechmng from around one percent
of GDP in 1992/03 to 0.6 percent in 1998/99

Grants - o

ROP’s dependence on grants is no news. What is interesting, however, are (wo
features, namely (1) they have stayed at very similar levels of between $27 (o 29
million with the exception of the mdependencc year 1994/95, when the level of grants
reached a staggering 85 percent of GDP and 1998/99 when they were down to a level
of $22 million, (2) In terms of trend the relevance of grant has decreased from around

- 36 percent of GDP in 1992/93 to some 16 percent in 1998/99

" Given such crrcumstances, it is not surprising that the current account can be kepl in the

positive only through the inclusion of official grants. Without that, the current
account would have shown red number numbers over all FY’s, ranging from around 25
percent of GDP in Trust Territory times to some 10 percent of GDP in 1998/99.
Needless to point out here, that this ‘declining level is only so, because of the

' consrderable growth achieved i in selected years from travel recelpts

" Brrors & omissions.

They are exlraordmanly hlgh (18 perccnt f GDP in 1998/99) and some explanatrons by

: _the authonues are warranted in this conlext

Overall balance - : : :
Having said all lhe above, Palau s overall balance has been in the red for all except two

- years, . The negative overall balance aécounted in 1998/99 for a sizable -14 percent of

GDP. - Such negative performance has an automatic and direct impact on the financial

~ holdings of the GOP (excluding Compact Agreement Section 211 (f), Trust Fund).

Govemmental Budget

There is a-general perception that the ROP’s public sector is oversized (in comparison
to.the private sector and the overall size of the econorny) and the ROP budget cannot be
sustained ovér the medrum- to Iong—tcrm, due (o the narrow economic tax and revenue
base and, therefore, its heavy dependence on external savings.  In fact, the revenue to
expenditure gap (grants being accounted for as regular budget items) requiring
financing was negative only in 1995/96 and 1998/99 (estimated) reaching -7.69 percent

“and an estimated -11.19 percent of nominal GDP, respectively. This picture changes

dramatically, if the grant element is taken out of gap calculations (Table 1.7.1 refers).
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It must be stated that not only is the ROP on the (otal revenue side heavily dependent
on external assistance, but also that a significant past of such resources have gone and
continue to go into recurrent expenditures for national average wages & salaries fueling
in turn consumption, and that not enough resources are allocated for any productive
purposes, such as maintenance and net-additions to the economic and social-
infrastructure,

The major characteristics and trends in GOP budgetary operations are summarized as:
‘Dependency level on grants and COMPACT funds

Total government revenues have almost always been overwhelmingly dependent on
externally funded grants. - The dependency ratio of revenues o pure grants has slightly
decreased from around 64 percent in 1992/93 to an estimated 43 percent in 1998/99,

~ However, if investment incomé from all sourcés is also taken into account, the

dependency ratio has with around 50 to 60 percent remained in the same order of
magnilude as in Trust Territory times. :

Other revenue features

The above is further illustrated by the fact the domesllc revenues alone have remamed
relatively inclastic to-the overall expansion of the economy. Taking the ’s as
computation basis, nominal GDP has grown by a compound rate of 9.87 percent over
the six-years period (8.01 percent since 1994/95) while tax revenues have grown by
only 8.75 percent (8.70 percent since 1994/95). In fact the overall share of domestic
revenues has remained in the same order of magnitude (w:lh the exception of 1996/97
and 1997/98) at around 23 to 24 percent ‘Pure tax revenues have since mdependence
remamed below Trust Tem(ory llmc tevels at around 13 to 14 percent.

‘Fax Structure and Rates o

Tax buoyancy is too low in the ROP and the cxpansmn of total tax revenues lacks
behind expansion of the overall economy. Such expansion has likely been carried
growth in import tax revenues and “other” tax revenues (Table 1.7.3 refers). The
authorities do recognize the need to mcrease overall tax revenues and a tax reform
package is under consideration.

Iaxnendnlure levels and growth : :

Expenditure levels have increased from around $46.6 million to $71.6 mllhon over the

period 1992/93 to 1998/99, equivalent to a compound nominal growth rate of 7.44

percent (Table 1.7.4 refers) With total revenues (mcludmg grants and investment

income) growing by only 2.23 percent over the same period, expendllure growth has

outpaced revenue growth by 5.21 percent on average. In othér words, not ‘only are

expenditure oullays high in absolute terms, but the gap between mcreasmg revenues
and cxpendlturcs is widening in favor of expendilures, - :
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Table 1.7.1 _Key Features of Budget Performance :
Parameler Ut | to020 | tooamd | tooums | 1005 | toomr | soarms | p:m)
Nomina! GDP Sthousand| 77544 82450 | 100066 | 119,500 { 120419 | 120722 | 136208
Domestic Revenues % 34 2276 2344 2385 30.21 3344 370
Tax revenues % 14.53 15.42 1334 1309 13.00 14.68 1368
Non-tax revenues % 8.1 .4 9.80 1077 17.21 18.717 10.01
Granls % 40.47 3743 1«_12.92 3 2563 231 LA
COMPACT % N/A NA 126.38 1968 721 | 1636 10.10
Other % - 4047 31.43 16.54 1166 8.36 675 7.60
Tolal Revenues & Granls % 63.72 60.18 165.07 5620 | 5584 56.56 4141
Current expendilures % 5547 5745 56.60 48.66 4504 2.1 44.76
Wages & salaries % 26.36 27.88 2318 21.61 2146 21.09 2011
Purchase goods & . - ]
s % 28.35 2663 .23.61 16.65 19.55 17.712 18.72
| Subsidies & our, T, % -~ 046 294 880 | - 1040 400 340 593
Capital expendilures - % 489 365 852 1423 14.13 1.60 184
OVERALL BALANCE % 0.31 0.46 100.83 -1.71 0.25 593 -11.19
Revenue/Expenditure Gap % 365 093 | 10094 -7.69 330 6.74 -11.19
Source:- JICA Study Team compulations.
Table 1.7.2 Revenue Depéndenc Ralios _
 Parameler Unit _1992193 199394 | 199495 | 199596 | 1996/07 | 1997/98 | 199849
GDP (nominal) $§ thousand 7?_,544 82450 | 100,065 | 119501 | 120419 | 129722 | 136,208
A. Tolal revenue & granls $thousand | 49,408 | 49,619 | 166476 | 65960 | 72270 | 73366 | 56308
Excluding ' : '
1. Granis $thousand | 31,384 30,857 | 143017 | 37451 33472 20981 | 24118
2. Compactnv. Inc, $ thousand 0 0 6206 | 8180 | 17,107 4,804 6,590
. 3. Local Trust Fund $ thousand 41 479 | 1082 | 1574 ] 1,786 2,696 2600
B. Revenues without 1. {$thousand | - 18024 | 18762 23,159 28,508 39008 1. 43385 32280
C. Revénues without 1.+2. $thousand | 18,024 18,762 16,853 20323 | 21,994 38,581 25690
D. Revenues without 1.42.+43. | $thousand | 17,583 | 18283 | 15871 | 18,756 | 20205 | 35885 [ 23,090 |
E. Revenue Dependency Ratio '
Togianls % 63.52 62.19 85.06 56.78 4590 | 4086 | 4276
-To grants & invesiment in : _
come and local trust fund % 6441 63.15 90.45 71.57 7204 51.09 59.06
F. Dependencyfactoras%ofGDP - L . - .
_Togranls - - . - % 4047 | - 3743 142921 - MY 2563 23.11 17.74
Togrants, investment :
income and focal trust fund % 4104 3501 .150.21 3950 40.23 28.89 2445
Sourcé:  JICA Study Team o '
' Table 1.7.3 Tax Revenue Structure and Changes :
~Poomeler | Uit | 199283 | 109904 | 190495 | 19956 | 10067 | 1997198 (r;m)
NommalGDP - $thwsand 77544 1 82450 100066. 11_9‘501 129 419 4 129722 | 136208
Total fax revenues { $thousand | 11,269 12,712 13,351 15637 1 16820 19,037 18,640
Of which: B ' - _ . -
_ Salaries & Wages $ thousand | 3,060 3455 3822 | 40064 - 4 620 4,720 5003
ImpofTax - - | $thousand | 2707 | 3258 | 3336 | 3298 | 3850 | 4410 | 458
- Gross Revenue Tax $thousand | - 4,194 4,753 4,174 5068 | 6260 6,260 5,884
Other.. - - - $thousand | - 1,308 | 1,246 - 1,619 2,475 2099 3647 3,167
Percent of total - R SRR TR N R o i
.- Salaries & Wagés . % 205 | A8} 2883 2649 | 2745 | - 24 79 - %8
Import Tax_ - % 24.02 2563 2349 | 009 | 283 | 2B47 | 2460
Gross Revenue Tax % R R IR 3881 ] 3N 288 | - s7
" Other . % 11.61 9830 12.43 13.91 1247 19.16 16.99

Source:  JICA Study Team
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Table 1.7.4_ Expenditures & Structural Changes

Pafameter Cumt | 19993 | 0oxms | 1eoams | 19956 | 199607 | 199708 (P‘ri?&’?g}
GOP {noming) Sthovsond | 77644 | 82450 | 100,065 | 119,501 | 120410 | 126722 | 136,208

Total expenditurés $thousand | 46576 | 50383 | 65168 | 75148 | 76542 | ‘64617 | 71,642

Cumentexpenditures | $thousand | 42784 | 47371 | 56630 | 58,145 | 568262 | 54761 | 62850

Salaries &Wages | $thousand | 20442 | 22980 | 23203 | 25820 | 27777 | 27355 | 21385

- Goods & services | $thousand | 21,985 21958 23627 | 198%6 | 25208 | 22982 | 27385

Interestpayments | $thousand | D 0 o] 0 0 0 .0

Subsidiesfransfers | § thousand 357 2424 9809 | 12429 5177 4424 8,050

Capital expenditures | $ thousand 3792 3012 8529 | 10,003 | 18290 0856 | 10617

Parcent of total . :
Currentexpenditufes | % 91.86 09402 85.91 1131 76.10 84.75 8?.73
Salaries & Wages % 43.89 4563 35.60 4.36 36.29 4233 38.22
_Goods & services % 47.20 4358 |  36.26 26.48 33.05 35517 38.22
Intérest payments % 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Subsidiesftransfers % 0.77 481 15.05 16.54 6.76 6.85 11.28
Capilal expénditures % 8.14 593 | - 1309 2263 2390 1525 14.90
Petcent of GDP : . _ . .
Currenl expenditures 55.47 57.45 55.60 4866 . 45.01 421 46.14
Salaries & Wages % 26.36 2188 2319 2161 2146 21.09 20.11
Godds & services % 28.35 26.63 2364 16.65 19.55 17.72 2011
Inlerest paymenls % 000 ] . 000 . 0.00 0.00 0.00 000 0.00
~ Subsidiestransfers % _ 046 294 9.80 10,40 4.00 341 593
Capitalexpenditures |, % 4.89 365 852 1423 14.13 71.60 7.84

_ Souroe JICA Study Team

General expenditure slructure
Current cxpendllures have over the past dominated the expenditure struclure of lhe
gOVemment S budgets The share of current expendilures in total budgel expenditures
was above the 90 percent mark in Trust Territory times (1992/93 and 1993/94 only),
decreasing to around 87 percent (1994/95) and falling further to around 77 percent (two
subsequent FY’s). This share is on the rise again reaching around 85 percent in
1997/98 and 88 percent in FU 1998/99. Budget expendilures officially classified as
“capilal expenditures”'® have been for whatever reason relatively low in Trust
Territory times (again only for 1992/93 and 1993/94) when ils- share in tofal
expenditures was around 8 percent (1992/93) and 6 percent (1993/94). - Capital
expenditures increased significantly after independence reaching levels of around 23 to
24 percent in ’s 1995/96 and 1996/97. This share has since then decreased again to
around 15 percent,

‘Cutrent expendilure slructutc

Current expenditures over the analyncal seven years ume frame have been almost split

‘equally among salaries & wages and the purchase of goods & services, which

accounted for similar shares in total cirrent expenditures. . Expansion of the absotute
level for salaries & wages over the whote period has been with a oompound grow1h rate
of 4. 99 percent faster than that for the purchasc of goods & services (3.73 percent).
Two outstanding features are that so far no interest payments have been necessitated
and, secondly, subsidies & current transfers have increased sharply since 1994/95
(around 15 percent of total expenditures in s 1994/95 and 1995/96) and ‘are in the rise
again almost doubling in 1998/99 (as against the prevmus FY) to around 11 percent of
total expendltures

0 Thete is a need to clarify, whether the substantial current expendllure calegory “purchase of goods & services”
may reflect parily capxta] expenditures.
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Capital expenditure structure

There is, for the time being, not enough information on the breakdown of capital
expenditures (purpose & outlays) so that it must suffice to state that capital
expenditures in absolute terms have grown considerably as of 1994/95 reaching a peak
level of $18.3 million in 1996/97, Since then they have fluctuated considerably
having been recorded at $10.7 million in 1998/99.

Banking Sector and Financial Institutions

It is important in the context of analyzmg and understanding the ROP’s economy and
the role the banking and financial institutions sectors plays therein, to start wilh a
couple of truisms and general observations, namely:

* The ROP uses the U.S. dollar as legal tender;

* The ROP has no central bank and/or banking supervisory institution and no
comprehensive supervnsory legislation (Ihough the filing of annual reports for
operational banks if required);

* The ROP currently regulates by law maximum lending rates through a Ncw

- York “prime lending rate plus surcharge” formula; and

» The primary function of an economy’s banking and financial institution sector is
to channel through lending operations nalional savings into investments yielding
the best possiblc return,

‘In has been somcwhal dl[flcull due to the absence of proper oomprehcnswe legislation,

to obtain a clear picture on the status and trends in Palau’s banking and financial sector.
It is quile clear, therefore, that the GOP is in no:position whatsoever to apply a

- Kéynesian approach in macro-management. -Notwithstanding this fact, the JICA

Study Team has made an attempt to gather some basic information through a primary
survey among the major operational banking institutions and to draw, based on the
interview and other related secondary data, a sketch of the position, trends and issues in
this important sector of the economy.

Structure of Banking Sector

There are, as of end 1999, somie 27 banking institutions chartered in the ROP, out of
which 12 have béen:chartered in 1999 alone. The majority of these bankmg
institutions fall or will have to fall undér Palau’s Foreign Investment law, requiring for
their operations a Foreign Investment. Approval Certificate. The following key
structural features can be observcd -

There are on]y wo bankmg mshlulxons, whlch enjoy a perp'etual” licensing status,
: namely the “Bank of Hawaii” and the “Bank of Guam” * :

There are five msututlons which are chartered out51de the ROP namely the “Bank of
Guam?: (incorporated - in- ‘Guam), the *Bank of ‘Hawaii” (moorporated in Hawaii),

_ :“Bank Pacific” (formerly Guam- Savmgs & Loan, incorporated in Guam), “First
Commercial Bank” (incorporated “in Taiwan), and “First. Federal Banking”
(incorporated in Nauru)

" There  are only two governmenl conifo]led banks, namely the “Melekeok
-.Government: Bank Corporauon" .which is a State-owned bank, and-th¢ “National
'Development ‘Bank of Palau - NDBP”, which should funcuon as a development

. finaicing mstltunon g :

Seven, out of thc 27 bankmg mslllullOﬂS, account as of end 1999 for the bulk of the

- currenlly prevamng bankmg operahons m lhc ROP, and

: '_Only ‘one msmutmn, the"‘Pa]au Construcuon Bank”, seems to be sector-w:se
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specialized in its operations.

Table 1.8.1 Rough Banking Sector Structure
Banking Institutions Incorporated before Banking Institutions Incorporaled after
Independence Independeénce
Bank of Guam Between 1994 and 1998: 7 institutions
Bank of Hawali :
Bank of Micronesia Corp. o
Melekeok Government Bank Corp. In 1999; 12 institutions
Pacific Savings Bank '
Palau Cenltral Bank, inc.
Patau First National Bank, Inc.
National Development Bank of Patau
Tolak: 8 institutions Total: 12 institutions

Source:  JICA Study Team

Key Features of Seven Selected Banking Institutions

It appears from the interview survey carried out among the seven important institutions

lhat:_

The total value of assets in the period 199972000 of these seven instilutions alone
must have been in the order of magnitude of at least $116 mllhon", equivalent to

- some 90 percent of the ROP’s 1999 GDP size.

The “Bank of Guam” and the “Bank of Hawaii” accounted for somme U.S. dollar 86
million out of the above total, equivalent to aboul 74 percent of the seven
msuluuons total assets, or 66 percent of the country s 1999 GDP size.

Most banks have only one branch in Koror. Only the “Pacmc Savmgs Bank
Ltd.” has presently two Branches, namely in Koror and Peleliv.  This Bank is in
the process of opening another branch in Arai State for the purpose of handling
and processing government paychecks.

It appears that the seven institutions have around 26,135 “customets” (covering
both depository & iending operations), out of which roughly 64 percent are with
the Bank of Guam and the Bank of Hawaii. The Pacific Savings Bank claims
about 7,000 customers or 27 percent of the seven institutions total cuslomer-base.
If these numbers were correct, it would.imply that the three: baiks -combined
account for 94 percent of the ROP’s financial sector total domestic customer-base.

It appears that the struclure of the customer-base is prcdommantly “private
individuals”. - Only the Bank of Guar  claims a diffefent pattern. - Their
customer-base compr:scs about 50 percent “private individuals” and the remaining
50 percent comprise “business”; “institutional entities” and “govemrnent”

Main bankmp. functions

The two most important bankmg funcllons quoted in the i mtemews were:

* To serve as degository banks (¢hecking, savmgs and time deposst accounts), and
*  Consumer lending,

Major features of lending operations

The most revealmg features rasulung from lhe bankmg msmuuon mtcme.w survey
were: oo _ .

Palau was described as “a debtor Societ " in Whiéh borrowiny ':i'é deiven (as far as
y 4 :

" It has to be pointed out again that the numbérs quoled hete are based 0 answers prov1ded in thc mlemew survey,
. and not on audited accounts. Hence such dala have {6 be mterpreted with caution.’
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private individuals, which constitute the vast majorily of borrowers, are
concerned) by two factors: (1) “Customs”; and (2) a “consumption pattern”, which
is tailored around the “American model” (as is quite apparent from the number
and type of cars on Koror’s streets and the prevailing white consumer goods),

There is significant spread between deposit and lending rates. Deposit rates (at
May 1999 level), depending on the type of deposit, range from 0 to 3.95 percent,
while lending rates range from belween 12 to 18 percent with an implicit spread of
8 to 14 percent,

Customs has two functions in the monelarized system. First, it induces borrowing,
somelimes to staggering amounts, in order to meet the social cxpectations associated
with these traditionai social rules. Secondly, it serves as a risk-lowering factor for
lenders, since customs requires also that debts be honored (in case the borrower cannot
repay, dies, and so on) through the extended family system.

Another important feature of the banking system, which needs to be understood clearly,
is the fact that bank-lending rules & contracts allow banks to recall total loan
repayment, if, in the subjcctive internal assessment of the lending instituiion, the
borrower may face fulure problems in debt-service. In other, words, there are no
objective criteria, which would determine when banks could take action to recall loans.

The following general obsérvations are called for in this context;

Given thic fact that the ROP economy is U.S. dollar-based (and, therefore, to some
* degree U.S. dollar inflation sénsitive), lendmg rates, in parllcuhr real lending rates, are
extremely high. Banking operations are, in view of the high spread between deposit
and lending rates, obviously highly profitable from a potentials point of view

The above circumslances result in two quite serious consequences.  First, commercial
lending, which is at around 12 to 15 percent, is quite limited, since only few
“commercial projects can produce an IRR high enough (a minimum of 21 to 25 percent)
to secure debt-service and a reasonable ROI andfor ROE for the investor. Second,
foreign investors are highly unlikely to source part of their financing needs from
Palau’s financial market, due to the extravagant lending rates.  As a consequence,
foreign investors will have to come to Palau with there offshore financing in their
“suitcase” so to speak, crealing a need for offshore collateralization, This factor in
_combination with the fact that foreign investors cannot own land is an absolute and
serious constraint to incréasing FD1into the ROP. 1t is, therefore, not surprising, that
commercial borrowing is quite limited to sub-sectors with high. profitability, such as
telailing.

Secondly, the even hi'ghe'r constimer lending rates can 'only be reatized as long as (1) the
-allotment system remains in place, and (2) collateralized assets ¢an be realized in case
of default, and (3) the economy keeps expandmg and does not slip into a prolonged

. recession.

~ Conclusions on structural Weaknesses in the banking sector

These structural features are, from a macro-economic perspeclive, so ovenwhelmingly

* important,. that the following concIuSlons wnh serious conscquences for macro-
management must be drawn: o

_ The banklng sector appears to funcllon mamly by draw:ng nalmnal savmgs into its
system, which in turn are then invested off-shore andfor on-lend in form of highly
expensive consumer lending. ~Such lendmg, in turn, impacts on the already
extravagant import-bill of the ROP, in view of the spendmg pallem associated with
such consumer lending. -
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Domestic savings are channcled only to a very limited extent into produclive
. commercial investment into the ROP economy.

The allotment-based consumer lending will function only smoothly as long as the
econoniy keeps performing/growing well, in order words, as long as there is no
pressing nced to scale down the workforce, in parlicular the large Palauan
dominated government labor force; and as long as the collateratized assets can be
realized quickly in case of loan-repayment default.

In other words, the system is structured and operating presenily in a way that there
is a pertinent danger for triggering a banking scctor crisis, should an increasing
number of salary & wage receivers, who are banking sector borrowers, be released
from the employed workforce, in particular in the public sector.

“There are no precise data on the structure of the current lending portfolio of the

banking system, in particular the total outstanding amounts of consumer and working
capital/investment loans, which are not performing. The interviewed banks were, for
obvious reasons, reluctant to discuss this matter with the Study Team other than in very
general terms. There is, however, circumstantial evidence from discussions with
secondary soutces, such as lawyers and companies engaged collecting debts, which are

-not serviced properly, that the non-service of debts seems to be a widespread
phenomenon.

Other features of lending operations, collateral & non-performing loans
It appears from the survey results that only for the two major banks, the Bank of Guam

'and the Bank of Hawaii, were there a significant split between consumer lending and
~ lending to business operauons The structure of lending operations of the Bank of

Guam was clalmed to be 75 percent for business lending, and the remainder of 25
percent for consumer lending. ~In the case of the Bank of Hawaii, lending 0perat10ns
between the two potential borrower groups was said to be roughly at pair, - All other
banking institutions structure of lending operations was predominantly geared toward
consumer lending, even that of the National Development Bank of Palau (NDBP),

~ which seems to be an odd phenomenon The features of the NDBP are interesting

from many pomts of view. They are gwen Iherefore, a separate section below,

~ The consumer lendmg of all mlemcwed mst;tuttons is collaterahzcd at two levels:

* By real estate and other tanglblc assels of up to 120 percenl of the borrowed
amount; and

*  Through the allotmeint s system.’

In case of investment lendmg, such lending is collateralized with tanglblc assets.

: Only the Bank of Hawau uses a more modem, cash ﬂow-based approach in investment
lendlng

The definition of a “non- perforinin'g loan” variés among insmutions ' 'one mslitution
classified loans into this category, if they defaulted for a period exceeding 90 days, and
two other institutions said that the default penod should exceed 180 days.  No overall
mdlcalwe data could be obtained on the total number of loans falling into this category.
Only one bank, which had at the time of the interview some 484 outstanding consumer -
loans, said that they had 65 cases of non-performing loans in their portfolio, equivalent
to 13 percent of the number of all outstanding loans ‘However, no value was altached

0 that number of non—performmg loans.

_ Percepllon of Palau’ s economic performance :

Somewhat suiprising were also the answers (o the bank’s perceplions of the Palauan .
economic performarnce prospects. Most banks viewed the construction and hotels &
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restaurants sub-sectors as future engines of geowth for the Palavan economy, but then
had no loan exposures in these sub-sectors. Likewise, the interviewed institutions
either avoided a clear answer and/for could not substantiate their perceplion of the short
to medium-term GDP growth-perspective of the economy. ~ Three institutions
estimated it to be between 7.5 to 10 percent and two institutions quoted 5 to 7.5 percent.

. Only one bank said explicitly that GDP growth would be below 5 percent without ODA

projccts‘ angd another institution said GDP growth would be over 1{) percent,

The National Deve ¢lopment Bank of Palau - '

The ROP-has no ceniral bank and/or banking supervisory inslitution, but it has a
development bank, the NDBP.  Surprisingly, the NDBP does not currently function as
a typical development bank. The bank, which has some 8 employees, total assets in
the amount of about $7.2 million (as of beginning 2000) and which is led recently by a
new dynamic President from Fiji, has been engaged in the past in some lending and
guatantceing commercial bank loans. ‘The Bank, which is prohibited by law to accept
deposils, has not exlended any new loans over the past 18 months, due to a lack of
capital. The function and past performance of the NDBP seems to be highly unusual
from many perspeclives,

The following issues need to be addressed on an urgent basis in this context:

There can be no doubt that the ROP needs a bankmg institution, which plays the
role of a traditional development banking institution. Such an institution is not
only needed to introduce more downward pressure on lending rates, but also to
serve government development objectives in priority sectors of the economy as
well as for SME and vienture capital lending.

The relevant authorities should review, on an urgent basis, the necd in the country
for such an institution, since it is obvious that many of thé development directions,
such as for example in agnculturc cannot be viable at the lending rates of the
commercml banking sector.

If such need has been established, the authorities should determine the role the
existing NDBP is to'play in the future development process of Palau. Obviously,
if there were a need for such an mslitulion, the NDBP \\ould bc the most logical
candldate : : .

' However, if the NDBP is lo play lhlS rolc ina serious manncr, it has to be
:, cmpOWcrcd to do so, whlch may entail various icgal and statutory changes

Conversely,_.lf the: NDB_P_can_not function in its originally intended role of a
. development bank, then there is actually no need for this institution at alt,

Foreign ﬁmjc{t*faves‘ﬁaem‘

Current Sltuatmn of FIAC Issuance -

"Tablc 1 9 1 shcws lhe 1ssuance ‘of Forc;gn Invcslmcnt Approval “Certificate (FIAC)

from 1974 to 1999, In 1974 to 1983, average annual 1ssuance 1s around one per year,

- and in 1984 to 1993, it is around four per year. It is increasing since the middle of

1990s resultmg from economic development by the Compaci Fund and infrastructure

' develc)pmcnt pro;ects such as the Compact Road In 1999 lhc 1ssuancc mcreased
rapidly to 26 in a year. . S

Out of the compames whlch success (o have I‘IAC about 65% arc domg business

aclivily in Palau according to the ‘comparison of lhc list of FIAC companics with
busmcss dlrcclory of Patau, .
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Table 1.9.1 l'ssuance of FIAC -
1974-11984 -1 , .. . N . . .
1083 | 1003 1994_ 1995 1996 1997 | 1998 1999 Total
No. of Issyance 9 4 7 12 12 § 17 26| 132
Source:  Foreign Invesiment Board

Year

Table 1.9.2 shows issuance of FIAC by business field in 1998 and 1999. Hotel and
real estate occupies 30.2% in recent two years.  Construction and rock quarry follows
it by 18.6% and accounting, design and consultant ranked the third position. This
seems Lo reftect the expectation of tourism developmcnt and infrastructure development
in Palau.

Table 1.9.2 Issuance of FIAC by businéss field
Business Field _ 1993 1999 T_o!al

Garmenl

Finance

' mwm. Rock quasry

Restaurant

Holel, Real Eslale

Adr Transport

-1Accounting, Design, Consultant

Hezlth Service

iUty Service (Water, e!eclncny)

Movie -
Repalr service of machine equnpmenl :
Tolal -
Source:  Foreign lnveslment Board

—

Blo|=lrlrn|co]m o [eneoin
T3 o | I3 | I3 [0 | | 3 | 2 0| e [ M2
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Laws & regulatlons for FDI

The fundamental taw regulating FDI in the ROP is the “Foreign Investment Act 28
PNC Scctions 101 et seq.” The cntity responsible for screening, approving and
monitoring FDI is the “Foreign Investment Board -FIB” and the proceedings for all FDI
related matters are regulated in “Regulations Implementing The Foreiga Investment Act,
28 PNC Sections 101 et seq.”. 'The FIB has five fundamental functions, namely (1) to
review, evaluate, and approvc applications; (2) to monitor and énforce compliance; (3)
to monitor, including spot inspections; (4) to review the procedures and regulations;
and (5 to submit an annual report to the President, The FIB has séven members,

which are appomted by the Presrdcnt wnh the advlcc and consent of the Senate and the
OEK.- o -

The following busincss activities- are reserved excluswcly for citizens and busmess
enterprises in which citizens have an ownership interest, They are_not permmed to
undertake by any business cnterpnse in which no cmzen has’ an ownérship mtcrest

*  Wholesale or relail sale of goods; . . e e
* Allland transportahon, mcludmg bus semces, laxt semces and car renlals,

*  Handicraft and gift shops (exempted are the premlses of hotels and the Palau
International Airport);

* Bakeries;
* Barservices; | :
-+ Tour gUIdCS ﬁshmg gulde.s, dwmg gmdes and any other form of water -
lransportauon services; :
¢ ‘Travel and tour agencies;

* Operations manufacluring products bemg produced by who]ly Palauan-owned
manufacturing ¢nterprises; :
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*  Equipment rentals for both land and water within the ROP including cqunpmcnt
for purpose of tourism;

*  Commercial fishing for other than highly migratory species; and

*  Any such other businesses as the Board may determine,

Paragraph 106 of the law regulates that the minimum investment requirement is $0.5
million, Likewise, no approvat cerlificate shall be issucd for foreign investment, in
which less than 20 percent of the persons engaged are citizens of the ROP. -

_ Probiems & Constrains of EDI Environment

The Foreign Investment Advisory Services, a joint service of the International Finance
Corporation and The World Bank conducted review of the environment of foreign
invesiment. The report points out and recommends the followings:

if the Palauan government wishes to maximize the quality and quantity of foreign
investment in Palau, it needs to replace the current regulatory ﬂpproach with a
registration process for foreign investors.

It is recommended that the Government protect as few sectors as few seclors as
possible and include only those sectors where there will be at least a reasonable
levet of competition from among citiZen investors.

It is recommended that the Government apply the absolute minimum of conditions
such as the current ]oml venture requrrements and the deposu guaranlees of
foreign mvcslors

Forelgn investment momlormg is currently ineffective and it is rccommended that
the Government establish a new monitoring system.

The present citizen employment policy is in effective and discriminates against
foreign investors. It is tecommended that the Government either abandon the
foreign worker fee or review the amount of the fee, and apply the minimum wage
legislation evenly in the private sector.

To cnhance the effecliveness of the policy for employing foreign workers, it is
recommended thal the Government designate work permits to specific positions in
‘approved investments, issue the permits to the investment concérned, and award
residence permits for foreign workers against work permits. And the Government
assesses the individuals nominated to fill the work permit posmons only on the

- standatd immigration criteria not on quahﬁcatlons skllls or experiences since
there are matters for the employer. -

- As an inducement to foreign investors, it is recbmrﬁcndéd that the Goﬁemment
automaucally award to all FIRC holders one of more work- permlls for key
: management posmons and that they be valid for the’ durauon of the FDI project.

To enhance’ the promollon of mVeslment in Palau 1t is- recommended that the
' Government establish an investment promolion agency, develop an invesiment
promotion slratcgy, and prepare an mvcslment promotion brochure.

Bt is recommended that the Government give favorable consideration to the
proposals for the rcformmg tax environment prepared by IME. . It is also strongly
recommended that Palau continue a policy of no tax incentives for investors.

As further attraction of FDI, it is recommended that the Government consider
membership of the International Cenfer for the Settlement of Investment Disputes
(ICSID) and the Muliilateral Investment Guarantee Agency (MIGA).

1-33



CHAPTER 1 APPRAISAL OF ECONOMIC PERFORMANCE

1.10

The Government doesi’t scem to carry out the recommendations described before.
And more intervicws from managess of FDI companies, they point out followings:

Criteria of FDI approval arc not clear. It often occurs that applications of FDI,
which are accepted business field, have not approved or delayed without clear
reason.

In general Palauan Governmenl assume an attitude of arrogant supenonly for FDIs
though most of developing coumnes manage to aliract FDIs.

Not only the reform of FDI approval system, but also economic systems have to be
improved. Tor example, some famous international bank deny to send money to
Palau because Palavan government doesn’t have laws and institutions for financial
sector, and a possibility of the money laundering is available here. Potential FDI
companies hesitale to invest in Palau in such situation.

Some regulations about non-citizen workers are big constrains for FDI companies.
Annual payment of US$500 per a non-resident worker a year is heavy burden for
FDI companies, which is commitling in the markel system.

. Land dispute in the all ovér the country is also a big constrain for FDL

COMf’AC’I‘ and other ODA Resources -

Negollallons between Palau and the United States have been marked by bitter internal
disagreements and political struggles. Somc of the controversy seems to linger on
until today. However, the negotiated COMPACT agreement resulted in the ROP’s
independence in free association with the U.S. The following aspects of the
COMPACT are of importance within the context of this Study: (1) the COMPACT'’s

basic philosophy and time frame; (2) total resources made available, their purposes and

mechanisms of disbursement and monitoring; and (3) impact on the ROP S reSouUrce use

- and economy.

The Compact of Free Association (in shost COMPACT) is a 50-year strategic, political
and economic treaty between the ROP and the United States, which went into effect on
Qctober 1, 1994, The ROP conducts under the COMPACT its own domestic and

- foreign affairs as any sovereign nation would, while the United States refains control of

defense and sccurily matters as well as exclusive strategic access to Palau’s waterways
and Koror and Arai land areas.” The U.S. Congress approved the COMPACT in 1986
and finalized it in 1989 passing other related laws. . Among the condilions of Congress
for the COMPACT’s approval was the formal adoption by the GOP-of an economic
development plan (EDP), which was to oulline particular goals and how to achieve

_ them, usmg COMPAC[ funds’

The COMPACI‘ 1s, in essence, 3 mix of ald and renl The rnein goal of the

- COMPACI‘ is to put infrastructure in place that would enable the ROP to become a
__rself sustaining economy by the end of a 15-years ‘period 1994 to 2009. There are, in
principle, two types of funds, restricted ones, i.c. they ¢an only be used for a particular

purpose, and unrestricted funds, the use of whlch can be decnded freely. COMPACT
funds are designatéd for three general uses: : S

. "'Fundmg g()vemment recuirent expendltures to mamtam a certam lcvel of public

© serviee while the economy moves toward mor¢ rehance on market forces and
the private séctor; ' :

*  Building of basic infrastructure, such as roads energy, transport, communication
and ‘water facilities so that the ROP can become evenlually a self -supporfing
economy; and - Lo :
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*  Establishment of a trust fund in the form of a long-term investment portfolio of
initially $70 million (provision 211(f)) that would yield enough cash reserve
over the 15-years period to replace the budgetary aid provrdcd by the United
States durmg the 15-years period.

The C()MPACI‘ requires (1) the GOP to submit annual reports detailing expenses by
use and type of funds, and (2) calls for annual economic consultations between the
ROP and the United States.

There is quite some confusion in some official documents, economic reports and the
press about how much funds have been used already, how much are still available for
future use, and how long will such funds last. 1It-is useful and necessary, since these
questions are of essence to budgetary aspects of this Study, to clarify essential points:

It has been the practice of the U.S, in the past to disburse to ROP’s treasury funds
directly, once a project/expenditure itemn has gone through the established review
and approval procedures. Hence, as a consequence, funds for a particular
purpose may have been transferred to the ROP say in 1996, while actual
expenditures and disbursements in the ROP occurred only say 2 years later.  This
time lapse has ¢reated additional investment earnings, while the funds stayed in
the financial system either onshore and/or offshore, It is, therefore, essential to
judge fund flows from three perspectives, (1) appropriated by the Uniled States
and transferred to the ROP treasury; (2) appropriated by the ROP for its intended
purpose and (3) actual expcndllure incurred by the ROP. -

This practice is discontinued since the Compact road.  All expendrtures for the
Compact road are paid for directly to the coniractor by the US treasury. In other
words, the funds to not circulate through the ROP’s economic and financial system
and cannot generate additional investment income for the treasury.

That leaves the GOP with little feverage, since the only source to cover any fiscal
(and for that matter BOP gaps) deficits are (1) yields from the 211(f) trust fund, on
the use of which there is a $5 million p.a. ceiling between 1998/99 and 2008/09;
and (2) yields from other funds already received from the United States, but
expenditures not yet having materialized,

Table 1. 10 1 and Table 1.10.2 summarize the prcture of funds avallabxlrly according the
- various sources made available to the JICA Study Team.

Table 1 11.1 would suggest a tolal fund availability (o the’ ROP of about $412.26
million for the period 1994/95 to 2008/09, excluding yields from the 211(f) trust fund
and yields fiom appropnatcd and transferred, but not yét used funds. If the 211(f)
trust fund were taken out of this amount (for thé reasons see further below), which total
resourccs carmarked under the COMPACI‘ would be $342 26 mrllron :

_ Assummg funhcr Ihat all carmarked funds up to 1999/2000 havc been approprra!ed by
the ROP (but as regards 199972000 not yef all disbursed 10 cover actual expenditures)
this would imply an overall avarlable balance as of the current of $51.40 million.
However, other official and public documents seem to indicate drfferenl levels of not
yet appmpnated funds as summarrzed in Table 1. 10 2,
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Table 1.10.2 Dlverging Data on Funds Availabllity as of 2000/01
{Unit: $ million)
Totat Funds Avaitable as
Data Source of 200001
Scheduted Disbursement of Compact £1.40
Fund {Table 1.10.1) )
Budget Cffice £5.80
Union Address, May 2000
24 {f) Trust Fund 164.50
: Inappropiale by Aprl 30 2130
Office of Planning & Statistics 144.55

Source:  JICA Study Team

Nole: * Excludes 211 (f). Comprising $121.30 not yet received
as of December 1999 and $23.22 received, but not yet
appropriated.

1i could not yet be determined with certainty which number is correct and it is assumed
that the $27.3 million mentioned in the May 2000 “State Of The Republic Address”

refers to funds already received under the COMPACT, bul not yet appropriated and

spent by the ROP.
Table 1.10.3 shows amounts of ODA (Official Development Assistance) by major

“Development Assistance Commitiee (DAC) members of OECD and International

Organizalions. It shows the United States and Japan are major player of aids to ROP.
Aids by other countries are limited in grants of small equipment, training program and
scholarship program. Besides DAC major countries, Republic of Korea and Israel
g:anlcd scholarship program training program, and dispatch some specialists.

' Table 1.10.3 ODA by DAC Major Countrles and internatlonal Organizations

Note: -

{Unit: $ milfion)

Year 1= 204 H 4 G T m o Tolal

95 | US(1320) | Japan(9.5) A‘zf)‘if;’a UNTA (0.1) - . - 1418

Auslialia  {NewZesland |

% | Us(Es0) [Japan(d0) | "0 04) UNTA {0.1) - . 624

o7 | US(240) |sepan(138) | UNDP (0.7 AL{;‘?}“? UNTA{D.4) |unFpA(0.1) "e“‘(gz")‘““_" 389
- Source: Annual Reporl on Japan's ODA 1998

'Nelexpendﬁurevalue '

“The Government of Palau is going to bortow $20 million” from the International

Commercial Bank of China in Taiwan in order to lmplemenl the phase 2 of Capital
Relocation Project in Melekeok.  The phase 2 project aims to construct buildings for
the execuhve legislative and judicial branches.

~ According to the’ information made available to the Study Team, there are - with the
“exception of the COMPACT with the United States - no other formal bilateral
© Arrangéments, such as trad¢ agréements,’ currenlly m force.

_ Table 1.10. 4 shows a summary overview on the type and amounts involved, indicating

that the ROP has received since 1994 some $55 million (excluding the pending airport

~ project) in assistance in the ficlds of fisheries, power generation and distribution and

transport.  To this the $5.0 miltion for the mantlme survc;llancc patrol boat from

'Auslraha have to be added,
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Table 1.10.4 Assistance to the ROP from Japan and Australia 1994 10 Present

_ {Unit: § milion
Country  Puposs 1994 10 1999 202ge::nd Totat

Fisheries Facility & Equipment in Peleliu, Koror, 5 o

Japan and Ngeremlengui 260 260

Fisheries Facility & Equipment in Ngaraard,
Jopan Ngardmau and Kayange! - 200 . 2.00
, Power Distibution in Koror, Ngchesar,

430301 preteeok, tbobang, Ngaremlengul 12.12 122

Japan Power Distribution IV - 003 0.03

Japan Palau inteinational Coral Reef Center . 102 1.02

Japan Pelefiu Channel Dredging : 3.02 302

Japan New KB Bridge : : 28.00 28.00

I Sub-total 19.77 3502 54.79

Australia | New Palrol Boal, Eqmpment and Tralning 500 5.00

| Totdl : . A1 3502 - 5979

Source: _Capital Improvement Pm;ecl (CI P) Offica

Note:

The list does not include new terminal building of Palau International Airport, which is estimated al
around $25.8 mitlion

Aparl from ODA,- GOP is going to borrow $20 million from. the International
Commermal Bank of China in Taiwan in order to lmplemenl the phase 2 of Capital
Relocation Project in Melekeok, The phase 2 project aims to construct buildings for
the executwe legislative and judicial branches.

The ROP is member in the IMF, the World Bank group, UNDP and ‘other specialized

agencies of the UN-system. ~ Needless to say that such membership has oulstanding
importance, since it provides the ROP with a window not only to international impariial

“expertise, but also potential assistance. In fact, UNDP sponsors currently two

important projects in the ROF, namely

*  TTP/97/002-Informal Employment and Sustainable Livelihood; and
e TTP/97/001-Public Sector Development Project.

Informal Employment and Sustainable Livelihoods Project began in 1997, and
continues until now. The project aims to facilitate private seclor development, -
primary production and family self-reliance by strengthening the informat sector of the
Palavan economy. The project collected information and data about informal

_ economy until now, and will concentrate in sub,sist_cnt agricullure development until

now,

© The pubhc secior dcveIOpment pro;ect is of somewhal crucnal imporiance, smce itis to

produce macroeconomic data on the ROP, whlch form an essential element in’ Article 4

_negotiations with the IMF. . The project aims’ to. increase the efficiency - and
. _effectiveness of the cml sefvice by addressing weakness. in the cenlral semung

functions of national planmng, financial and. ©organizational management, 1 also aims
to strengthen aid coordination, improve data collection and stalistical analysis for
development planning, and introduce vigorous analysis in" planning, Although all

‘ministries would be mvolvcd in the pro;ect when thc pro;ecz stars in 1997 actual

' cooperatlon |s limited.

'Porcign Tnvestment Adwsory Semce a Jomt semce of the {nlematlona! Fmancml

Corporation {IFC) and The World Bank conducted a review of the environment for
foreign invesiment in Palau in accordance with a request from the Vice President; the -
Minister of State and the Minister of Commerce and Trade, It issued the report
describing the prcscnl 1nveslmenl pollcy environment, primary focusmg on the
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~ Governmenl’s policies and procedures. The reporl also recommends a number of

areas that should be a priority for attention by the Government if it wishes to enhance
the attractivencess of the enviconment it offers for foreign direct investment.

IMF conducted a tecent economic developments study based on the Ardicle 1V
consullation and issued a country report in 1999,

Palau is not member country of Asian Development Bank (ADB), though it warms the
weakness of cconomy in the Pacific Islands, and conducted some economic reform
projecis there. According o the interview o the responsible personne! in the Burcau
of Foreign Affairs, Palau don't wish to enter the ADB member because GDP per capita
of Palau is enough high not to be aided by other member countries, but to aid other
countries.

Though disbursement and tender procedures differ between thie three donors referenced
above, the -fact remains that the ROP has benefited directly or indirectly since

- independence in 1994 from assistance in the amount of about $472 million for recurrent

expenditures and the cstablishment of social and economic infrastructure.

This is equivalent to assistance of roughly $31,993 per Palavan residing in Palau in
1999, or $2,133 on an annual average over the 1994 to 2009 15-years period (at 1999
Palavan population size of an estimated 14,753, i.e. excluding non-Palavan residents).
The annual average of $2,133, in tumn, is roughly cquwalcnt to 34 percent of the
economy’s average wages & salaries in 1998.

: External Relatmns and Contractual Obhgat:ons

The ROP is only five years old as an mdependent sovereign nauon but she has already
a wide range of bilateral and’ mult:ialcral_rela_llonshnps and the ROP is signalory to a
number of important internalional conventions and agfeements.

Bilateral relations

The ROP has formalized relations with the United States, Japan, Italy, the Philippines,
Taiwan, and Thaitand. The ROP has Embassies in the United States (Washington
D.C.) and Japan (Tokyo). The following Embassies are in the ROP:

* United States of America; Charge d’Affair level representation (the U.S.
Ambassador in Manila, Philippines, covers the ROP);

»  Japan; Charge d’affairs level representation;

* ltaly; Ambassador level representation;

*  Philippines; Ambassador level representation; and

* ‘Taiwan; Ambassador level representation (decided, but not yet physically
established).

Accofding to the information 'mad_'c available to the Study Team, there are - with the

exception of the COMPACT with the United States - no other formal bilateral
arrangemenls such as trade agreemcnts currently in force.

International organizations

The ROP is member in the IMF, the World Bank group, UNDP and other specialized
agencics of the UN system. Neédless to say that such membership has oulstanding
importance, since it provides the ROP with a window not only to international 1mpamal
expertise, but also potentlal assistance, :

Patau is not ‘member country of Asian Development Bank (ADB) lhough it warms the
weakness of economy in the Pacific Islands, and conducted some economic reform

projects there.  According to thé interview to the responsible personnel in the Bureau
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of Forcign Affairs, Palau don’t wish o enter the ADB member because GDP per capita
of Palaun is enough high not to be aided by other member countrics, but to aid other
countries.

Siguatory parly
The ROP is, likewise, 31gnatory parly to many important international agreements and

convenllons

Bnef asscssment
The following observations are not only obvious, but also calied for. :

Long-term bilaterat relations should be dictated by long-term national inferests and
needs and there should be a reasonable balance between the cost (o the country for
such relations and the benefits derived from them. There is a need in the ROP (o
adopt a more systematic and cost-benefit oriented approach. Areas of national
interest are obviously the fisheries sub-sector; trade relations; general HRD
oricnted arrangements (educalion, science & lechnology), and general ODA
arcangements.

The cost to the country (direct and indirect impact on the public budget) of her
bilateral, multilateral and other obligations could not be determined exactly.
However, the GOP should make such an assessment with a view to pnonuze
desired relationships and attaching a benefit label to them.

Last, but not least, there is a dite need o assess, from an impartial and objective
pomt of view the country’s need for ODA assistance in its different form.  There
is likewise a dire need to establish a systematic and crédible internal ODA pohcy
formulation and implementation mechanism. Is this is not done properly, it is
perfectly possible that ODA assistance, at feast to the extent that it builds up
physical infrastruclure assets, fums in the medium (o long-term into an
unsustainable burden for the ROP.
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