Economic & Fiscal Update

FVY24
At A Glance

* What is the Economic & Fiscal Update?

The Fiscal Responsibility and Debt Management Act (FRDMA, RPPL No.
11-13) mandates that at the start of each administration—or as circumstances
dictate—the President issues a Fiscal Strategy. The Fiscal Strategy outlines
the broad fiscal policies that the administration intends to pursue during its
four-year term. The Fiscal and Economic Update (EFU) supplements the
Fiscal Strategy as part of the annual budget cycle. It is intended to indicate the
economic and fiscal health of our nation and provide key information
concerning the level of resources available to fund the budget that will ensure
fscal stability and sustainability over the medium-term. The EFU provides
forecasts of the economy based on current and intended policies over the
medium-term.

* What is the EFU "At A Glance"?

The EFU At A Glance summarises the key information from the EFU but
makes the information more accessible and shorter for those who want to
understand the main updates in the economy. This is consistent with other
initiatives the government is undertaking by publishing more transparent and
engaging communications with the public, such as the flagship Citizens

Budget F\Y25.

* What are the Principles of Fiscal Responsibility?

The FRDMA §105 specifies seven principles of Fiscal Responsibility against
which fiscal policy can be assessed and evaluated. The EFU provides an
assessment of whether our government is in adherence with the principles. In
the case of departure from the principles the Minister of Finance is required to
indicate the reasons for departure, planned actions, and the time period
required to return to adherence.



Economic Performance & Forecasts

GDP
* Past Performance: F\Y20- FY22 Palau's

economy shrunk due to the prolonged impact
of Covid-19, low visitor arrivals, a strong US
dollar and high inflation.
* Future Forecast: signs of recovery in F\Y24,
o with projected growth of 8.3% and 11.1% in
F¥Y25 due to inflation dropping significantly,
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visitors starting to return, and new
infrastructure projects.

VISITORS

* Past Performance: tourist numbers peaked at
168,424 in F\Y15 and fell to an all-time low of
3,400 in FY21 due to the global pandemic and
has been increasing slowly since.

e Future Forecast: F\Y24 saw around 52,155
visitors which is still less than one third of the
peak but is due to increase year on year
gradually.
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INFLATION

1% * Past Performance: inflation has experienced

12% highs of 9.9% in FY08 due to a spike in world
10% oil prices and again in FY22 and FY23 of
8% 13.2% and 10.8% respectively due to global oil

o and food prices and the one-off impact of

4% PGST.
2% . .
¢ Future Forecast: for F\Y24, inflation is
0%

FYOL  Fvos  FYo7  FYlo  Fy3  PMe P9 FY22  FY2S projected to decline to 4.2% and moderate to

around 1.8% in FY27.

-2%

-4%



Fiscal Performance & Forecasts

FISCAL BALANCE
Fiscal surplus in FY2030
Yyl Expenditures projected to be $15.7m
(3.2% of GDP)

Fiscal surplus in FY2025
projected to be $-3.5m
(-1.0% of GDP)
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Fiscal surplus in FY2024
projected to be $12.6m
(4.1% of GDP)
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DEBT TO GDP

Exteranl debt
: Debt service / domestic revenues
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Past Performance: historically, Palau has
maintained conservative economic policies
and fiscal balance. However, the pandemic
led to a rapid deterioration in fiscal
conditions, resulting in a record deficit of 13%
of GDP in F\Y20.

Future Forecast: In F\Y24 as the recovery
began to gain strength, inflation abated, and
with the benefits of the tax reform and new

Compact, the fiscal balance turned positive
recording a surplus of 4.1%of GDP

Past Performance: the debt-to-GDP ratio
rose rapidly, from 30% in F\Y18 to 70% in
FWY21, as Palau borrowed to finance
government operations during the
pandemic. Debt is estimated to have
peaked at 79% of GDP in FY23.

Future Forecast: debt is projected decline

to 69% in F\Y24, and gradual reduce
thereafter.

Past Performance: Palau has maintained
prudent fiscal policy. It ran surpluses during
the tourism boom years FY14 - FY18 when
the government recorded annual surpluses
that averaged 4.6% of GDP In F\Y19, as the
number of visitor arrivals fell, the fiscal
position tightened, the government ran a
small deficit of -0.4% of GDPR and cash
deposits fell to S31m.

Future Forecast: F\Y24 government deposits
reach $77m and are due to increase steadily

to over $S100m by FY30.



Principles of Fiscal Responsibility

Manage operating
expenditures over the
medium-term within
operating revenues and
in relation to the rate of
growth of the economy

A fiscal balance of 4.1% of GDP was
achieved in FY24

Fiscal balance has
already been restored.

Manage net capital
and financial assets,
including the COFA
Trust Fund, to achieve
rising real national net
worth over time

Net national wealth (assets minus
liabilities) declined due to COVID
related deficit financing and reduction in
pension fund and fixed investments.

Implementation of the
NIIP, reforms to RoPSSA
and CSPP together with
implementation of a debt

management strategy

will lead to rising net
national wealth

Manage debt
prudently

Debt/GDP rose to nearly 80% of GDP in
FY23 due to Covid related borrowing
and reduction in nominal GDP

Debt levels are projected
to fall below the 60%
Debt/GDP threshold for
high income countries by
FY27

Manage the revenue
regime to best fit the
structure of the
economy, to provide for
an equitable allocation
of tax burdens, and to
allow for predictability
over time

Tax reform implemented January 2023

In adherence

Manage reserves and
insurance coverage to
offset cyclical volatility,
the costs of natural
disasters, and the
impact of climate
change

FY25 budget draws on the cyclical
reserve fund to support state
government operations.

Future budgets will
continue to build the
reserve funds; funding of
budgets from these
sources will cease.

Manage the non-
primary government
public sector
prudently, including
ensuring State Owned
Enterprises and Public
Financial Institutions
are managed to deliver
services on an effective
and financially
sustainable basis

SOE sector is in adherence after
adoption of full cost recovery tariffs:
PFls are not in adherence: operating

under unsustainable financial policies

Proposed reforms of
RoPSSA and CSPP will
return the PFI sector to

compliance once
legislative actions have
been taken.

Manage fiscal risks
and contingent liabilities
prudently

Disclosure of fiscal risks in EFU;
Formal analysis to be undertaken on all
fiscal risks

In adherence as of FY24

*Green=Adherence to principle; Orange=Temporary divergence; Red=Non-adherence




Glossary & Technical Terms

Economic Forecasts: prediction of the future state of an economy, based on
statistical methods and various economic indicators and assumptions based
on current and intended policies over the medium term. Economic forecasts

help determine fiscal policy ie spending & taxation.

GDP (Gross Domestic Product): measure of a country's economic health and
size over a period of time. It's calculated by adding up the value of all goods
and services produced within a country's borders during a specific period, e.g.
Fiscal Year.

Fiscal Year: period of time for economic or accounting purposes. Palau's

Fiscal Year runs 1Ist October to 30th September. F\Y24 is 1st October 2023 to
30th September 2024.

Inflation/ CPI: The Consumer Price Index measures change over time in the
prices paid by consumers for a representative basket of goods and services.
The CPI measures inflation as experienced by consumers in their day-to-day

living expenses.

Fiscal Balance: the difference between total revenue and total expenditures,

which is the most common indicator of a government's overall inancial health.

Fiscal Surplus: when total government revenues exceed total government

expenditures.

Fiscal Deficit: when total government spending exceeds total government

revenues.

Debt to GDP Ratio: a metric that compares a country's debt to its economic
output. It's expressed as a percentage and is used to gauge a country's ability
to repay its debt.



Glossary & Technical Terms

Domestic Revenues: government revenue from tax and non-tax resources

available to the government to use to fund public spending.

Debt Service: the amount of interest and principal paid on a loan or debt,

usually on a periodic basis like the fiscal year.

Debt interest: the cost a government pays to borrow money, typically

expressed as a percentage of the principal amount borrowed.

Debt principal: the amount of money that is originally borrowed and must be
repaid.

Debt Financing: the act of borrowing money, ie taking out loans, to fund

activities or operations.

Government Deposits: funds held by the government in bank accounts. They
can include money held by the national treasury, states and other entities.

Operating Expenditures: the funds budgeted for the day-to-day costs of
running the government to cover salaries for public servants, providing public

goods and services and debt servicing.

Operating Revenue: total amount of money a government receives from
various sources to fund its operations, provide goods and services, and enforce
laws. Sources include taxes, social contributions, charges for services.

Coapital assets: the physical infrastructure and equipment that the government
owns and uses to be productive and their initial useful lives extend beyond a
single reporting period.

Financial assets: the assets held by a government, such as cash, currency and
loans.



Glossary & Technical Terms

COFRA Trust Fund: The Compact of Free Association (COFA) Trust Fund is a
fund that supports Palau’s national budget established in 1994 for Palau
through a Compact agreement between the Republic of Palau and the United
States. The U.S. government contributes the initial capital to the fund, and
Palau can withdraw $15m each year as per the rules of the 2023 renewed
compact agreement.

Real National Net Worth: the total value of a country's assets minus its
liabilities at a specific point in time. It's a key indicator of a country's ability to
spend and take on debt. Government liabilities are the financial obligations of
a government sector, including debt and pension liabilities.

NIIP: National Infrastructure Investment Plan

RoPSSRA: Republic of Palau Social Security Administration

CSPP: Civil Service Pension Plan

Reserves and insurance coverage: are assets that a government holds to meet

future payments and emergencies.

Non-primary government public sector: public entities outside of central

government ministries.
Fiscal Risks: factors that can cause fiscal outcomes to differ from expectations.

Contingent Liabilities: obligations that may occur when an uncertain event
happens.



