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Foreword

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 (the Update) 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 (fiscal envelope) that will ensure fiscal stability and sustainability
over the medium-term.

The FRDMA specifies seven principles of Fiscal Responsibility against which fiscal policy can be
assessed and evaluated. The Update provides forecasts of the economy based on current and
intended policies over the medium-term and 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.

The onset of the COVID-19 pandemic and subsequent collapse of Palau's tourism industry, Palau
was able to maintain economic and financial stability, with support from donor partners, both
bilateral and multilateral, without severe impact on the social wellbeing of our population.
However, this was not achieved without significant cost as the nation ran a series of large fiscal
deficits and the external debt to GDP ratio rose to 79 percent of GDP in FY23. To help maintain
financial stability during this period Palau enacted a series of reforms that required substantial
policy initiative and effective coordination between our executive and legislative branches. The
tax reform initiative proved to be successful and led to a significant improvement in the fiscal
position despite the slow economic recovery of the tourism sector. Fortuitously, the second
Compact Review Agreement,C-23, was agreed between the Republic of Palau and the United
States in May 2023 and approved by the US Congress in March 2024. This led to new grants
streams and a surplus of 4.1 percent by the end of the fiscal year.

The Update, the third of its kind for Palau, has thus been formulated during a more favorable
period with strong revenue growth, additional Compact grants, and a slow but steady
improvement in the tourism industry. While our government has made progress to return the
nation to compliance with the principles some have yet to be achieved. With the commitment of
our leadership to maintain the reform agenda with full compliance over the medium term.

We note that this document is technical, complex and lengthy, as it fulfills necessary legal
requirements noted above, however, we hear the call for more citizen centric publications. We
will be producing such a document, EFU At a Glance, to simplify and translate the technical
information included here to further strengthen transparency, civic engagement and inclusion.

Under the FRDMA the Minister of Finance is required to include a statement of fiscal
responsibility. My attestation has been included at the outset and in part C below. Finally, |
would like to take this opportunity to thank all those who supported Palau during COVID-19 and
subsequent recovery without which the nation would have experienced severe hardship. | would
also wish to give my thanks to the ADB in the preparation of this Economic and Fiscal Update.

October 30, 2024
Minister of Finance: The Honorable Kaleb Udui.
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Background and Attestation to the Principles of Fiscal
Responsibility by the Minister of Finance

The economic and fiscal update is required under the Fiscal Responsibility and Debt
Management Act. The objectives of fiscal policy for the current administration have been
specified in the Fiscal Strategy issued by the President and shared with the OEK and the public
as required by law under the Fiscal Responsibility and Debt Management Act (FRDMA). These
objectives and policies form the basis for the design of the annual budgets specified in the
FRDMA and follow the cycle indicated in the flow chart. This economic and fiscal update
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(referred to as the Update) is an integral part of the budget cycle. The initial step required is the
creation and maintenance by the Ministry of a Medium-Term Economic and Fiscal Model: “MTEF-
mod". The model provides the economic forecasts and fiscal envelope (the resources available
to government to fund the budget), which underlies the economic and fiscal forecasts presented
in this report.

Under law the Economic and Fiscal Update is required to:

Provide economic and fiscal forecasts based on current policies,

Provide projections of the impact of fiscal policy changes under consideration, and

3. Attestation by the Minister of Palau’s current and planned adherence to the Principles of
Fiscal Responsibility.

In addition, the FRDMA specifies requirements of the economic and fiscal forecasts:
Economic Forecasts

1. Afive-year forecasting period: prior year, current year, budget year and 2 additional
years this Update during FY2024 covers FY2023-FY2027,

2. Apredetermined set of economic indicators: GDP, GNI per capita, CPI, population and
employment, visitor arrivals, and money and credit statistics, and

3. Assumptions on which the forecasts are made.

Fiscal Forecasts

Five-year forecasting period: prior year, current year, budget year and 2 additional years,

2. Apredetermined set of fiscal indicators: revenues, expenses, capital expenditures,
financing, public debt, and overall fiscal position,

3. Acomparison of actual and budget figures for the prior and current fiscal year,

4. Assumptions underlying the fiscal forecasts,

5. Sensitivity of the forecasts to changes in economic conditions, and

6. A comparison of prior year fiscal forecasts with actual results.

Economic and Fiscal Projections have been formulated on a conservative basis. The Economic
and Fiscal Update, including forecasts specified in law, requires the Update to be based on
current policies. Where new policies are under consideration the economic and fiscal
implications must be analyzed. While the economic recovery is showing signs of gathering
momentum with the return of flights from Japan and new flights from Australia, there is still a
long way to go and travel from Korea have yet to return. In the Update the projections relating to
the continuing recovery have been formed on a conservative basis with the level of visitors
achieved in FY18 not projected to return till FY28.

In the short to medium term the administration will adopt a strategy to consolidate the fiscal
position. The most pressing fiscal risks lie in the public financial sector. Both the CSPP and
RoPSSA are projected to collapse in near- to medium-term and require reform. Draft legislation
has been prepared to place the two systems on a sustainable path but will require legislative
action from the new OEK after the coming election. Palau’s external debt has risen to high levels.
Return to pre-covid levels will require use of the C-23 debt consolidation grant stream to
accelerate repayment of principal. Due to the close hold on fiscal policy during the COVID period



and favorable domestic revenue performance the nation has accumulated significant cash
reserves. These resources can be allocated to build the newly created reserve funds to protect
the nation from future adverse cyclical and climate events. The FRDMA established two funds for
this purpose: (i) the cyclical reserve fund and (ii) the climate resilience reserve fund.

In the longer-term economic growth will be targeted through implementation of the high value
tourism strategy and diversification and support for prudently selected new opportunities in
the international finance sector. As the economy fully recovers and in the longer-term the
nation will return to a policy focus to achieve the high value tourism concept—always ensuring
no damage to Palau's pristine environment. In addition, Palau will continue its prudent pursuit of
new opportunities that its sovereignty and fiber-enhanced communications capacity now
provide. The administration has focused on the international finance sector with new initiatives
like the Digital Residency, the possible issue of a US dollar-based and dollar-backed Stable Coin,
and the recently announced plans to issue savings bonds through a fintech digital app and block
chain technology.

An outline of the material presented in the Economic and Fiscal Update: The Update is
comprised of a section Summarizing the features of the Update followed by the main reportin
three parts: Part A provides an analysis of current economic and fiscal trends which form the
foundation for the forecasts. Part B provides the economic and fiscal forecasts in fulfillment of
the requirements of the FRDMA, and Part C provides an analysis of current and planned future
adherence to the Principles of Fiscal Responsibility.

The Minister attests that the forecasts made in the economic and fiscal update fulfill the
requirements of the FRDMA. In section B.1 a forecast is made based on current policy for the
economy over both the medium-term, FY23-FY27 and beyond through the end of the decade. In
section B.2 major policies under consideration by the administration are examined together with
an analysis of the sensitivity of the forecasts to changes in economic conditions. Finally, in Part C
the Update together with forecasts are reviewed and examined with reference to the principles
of fiscal responsibility. Since recent fiscal policies have unavoidably driven Palau into a position
not in adherence with some of the principles of fiscal responsibility, due to the impact of COVID-
19, the Minister indicates how and when Palau will return to adherence with each of the
principles.

Attestation by the Minister

The Economic and Fiscal Update is mandated under law to provide an attestation by the Minister
to the adherence of the Principles of Fiscal Responsibility, specifically:

The Update shall also include a statement of fiscal responsibility attested to by the Minister and
reporting on Palau’s current and planned adherence to the Principles of Fiscal Responsibility and
on such other matters as may be specified by regulation.



| hereby attest that this Economic and Fiscal Update fulfills the requirements of the Fiscal
Responsibility and Debt Management Act specified in law: RPPL No 11-13.

MM

Minister of Finance: The e Kaleb Udui
October 30, 2024
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Summary Features of the Economic and Fiscal Update
1  Recent Economic and Fiscal Developments

The collapse of the tourism industry. After a weak year for tourism in FY19 visitor numbers were
projected to rise in FY20 to 120,000 visitors. However, with the advent of the COVID-19 global
pandemic that number dropped to 41,674 in FY20 and in FY21 recorded a level of 3,412 for the
fiscal year. FY22 was also weak but in FY23 the tourism economy began to recover and there was
a small improvement with arrivals rising to 35,052. In FY24 the slow recover continued as greater
numbers of visitors were received from Taiwan and China reaching 52,155 by year end.

After a prolonged period of contraction due to COVID-19, the economy of Palau began to show
signs of recovery in FY24, with projected growth of 8.3 percent. Both FY22 and FY23 were
challenging years for Palau, as the economy stagnated due to low visitor arrivals, a strong US
dollar, and high inflation, which suppressed demand. However, in FY24, these factors began to
dissipate, allowing the economy to strengthen as inflation dropped significantly, visitors started
returning, and new infrastructure projects commenced. As a result, based on performance in
the first half of FY24, the economy is expected to grow by 8.3 percent.

GNI per capita declined significantly with the advent of COVID-19 resulting in Palau being
downgraded to middle income status. However, this was to be short lived and the nation has
been reinstated as high income as the economy improved. Gross national income fell
significantly during the COVID period and resulted in the World Bank downgrading Palau from a
high-income country to the upper-middle income group. This was a favorable outcome since it
enabled Palau access to donor assistance on more favorable terms. However, the result was
short-term and with the recent emergence of recovery Palau has now been reinstated as high
income. Palau continues to call for the international community to take account of
multidimensional vulnerabilities that the country faces as a small island developing state (SIDS).

Although inflation in Palau has historically been low, FY22 and FY23 saw sharp increases
reflecting inflation in oil and food prices and the introduction of the Palau Goods and Services
Tax (PGST). Inflation averaged 13.2 percent in FY22, largely due to global supply shortages,
expansionary fiscal policies, and the Ukraine war. As inflation began to ease globally in FY23, the
introduction of the PGST caused a temporary spike in local inflation. While the impact of the
PGST was a one-time occurrence, inflation remained high at 10.8 percent in FY23. For FY24,
inflation is projected to decline to 4.2 percent as the PGST's effects work through the economy.
By the start of 2023, inflation had fallen to low levels, with a relatively modest increase of 3.5
percent over the Q2-24/Q1-23 period.

The recent increase in inflation has eroded incomes and living standards. Wages in the private
corporate sector have risen in line with inflation, resulting in little change in real incomes. In
contrast, in the unincorporated private sector, nominal wages have remained largely stagnant,
leading to significant declines in real incomes. However, with the recent legislated increase in the
minimum wage, living standards in this sector should improve. In the public sector, nominal
wages have not risen sufficiently to offset inflation, leading to a decline in real incomes.

During the COVID-19 crisis, the government required total financing equivalent to 24 percent of
GDP to maintain operations during FY20-FY23. 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 percent of GDP in FY20. Tight fiscal controls
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reduced the deficit to 7.3 percent in FY21, and by FY22, it had largely been eliminated, falling to
0.6 percent. However, in FY23, the deficit rose to 2.9 percent due to increased expenditure in
several areas, despite the positive effects of the PGST. In FY24 as the recovery began to gain
strength, inflation abated, and with the benefits of the tax reform and C-23, the fiscal balance
turned positive recording a surplus of 4.1 percent of GDP.

Debt to GDP levels rise well above the target of 60 percent of GDP. The debt-to-GDP ratio rose
rapidly, from 30 percent in FY18 to 70 percent in FY21, as Palau borrowed to finance government
operations during the pandemic. Debt is estimated to have peaked at 79 percent of GDP in FY23,
with a projected decline to 69 percent in FY24, and gradual reductions thereafter. Debt service
costs have increased due to rising international interest rates, though they are expected to fall
as global inflation comes under control. As Palau’s income status changed to high income in
2024, this resulted in an increase in the debt-to-GDP target from 30% as stated in the Palau’s
Debt Policy to 60% to reflect the threshold for high income countries.

2  Economic and fiscal forecasts of the Economy over the medium-
term and beyond

i  ASSUMPTIONS

The projections assume a gradual recovery in the economy without being overly optimistic.
Earlier projections had assumed that economic recovery would be well underway by mid-2022
and would follow a similar path to that experienced elsewhere in the South Pacific. However, the
return of travel and the recovery of the tourism industry in East Asia have been below
expectations, leading to continual downward revisions. The current projections, therefore,
presume a gradual recovery without a quick return to normal occupancy levels that would be
possible given Palau's hotel capacity.

The tourism recovery is based on current flight arrivals and some additions expected in 2025.
For FY25, with the assumed return of flights from Japan and improved seat occupancy rates, the
number of visitors is projected to rise to 78,700. For FY26 and beyond, Palau is expected to
slowly rebuild its tourism industry, aided by the opening of the new IHG hotel in Malakal and the
Four Seasons resort. Average hotel occupancy rates are expected to increase from 35 percent in
FY26 to 50 percent by FY30, with 147,200 visitors projected for that year. This level approaches
the average seen during the FY14-FY16 period.

Construction demand is projected to grow strongly in the medium term. Historically,
construction has had a large impact on the economy. The projections anticipate construction
activity from several sources: (i) on-budget capital projects funded through C-23 and grants from
Taiwan; (i) significant off-budget funding from sources such as the U.S. military, the RUS grant to
PNCC for fiber installation, U.S. grants for the Mobile Network Modernization project, Japanese
capital projects, the ADB, and other donors; and (iii) private sector investment in new hotel
projects, including the IHG project and the Four Seasons resort, alongside a general increase in
investment activities as the economy expands.

Fiscal projections are based on the FY25 budget passed by the OEK. The FY25 budget was
appropriated at the end of September 2024 but changes were minor when compared to the
earlier FY24 budget including supplementals. These have been included in the projections, along
with the minimum wage increases of 75¢ per hour for the private sector for FY25 and FY26. In
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anticipation of a new administration and OEK in early 2025 some upward adjustment has been
factored in to provide more realistic projections that are likely to transpire during the year.
Going forward after FY25, it has been assumed that historical trends in civil service employment,
wages and other expenditures revert to pre-pandemic trends.

Baseline projections reflect current policies in place and not those under consideration. In line
with the FRDMA the baseline projections do not assume the implementation of the RoPSSA and
CSPP reforms under consideration. C-23 debt consolidation funds are assumed, reflecting
current policy in the FY24 and FY25 budgets, to be used for debt service to maximize fiscal space
for current operations. The impact of these reforms together with replenishment of the cyclical
and climate resilience funds are taken up as special policies and scenarios under consideration
by the government.

ii  ECONOMIC AND FISCAL OUTLOOK

The economy is projected to grow strongly, by 11 percent in FY25, and by an average of 4
percent annually over the remainder of the decade. In FY25, both the tourism and construction
industries are expected to continue growing, with GDP projected to expand by 11 percent by
Graduate School USA. While this rate of growth is substantial it is from a low base and will only
return the economy to the level attained in FY19. It should be noted that this is the higher range
of GDP forecast as the IMF forecast FY25 at 6.2%. This range reflects the uncertainty on final
tourism numbers for FY25. Through FY30, tourism is expected to fully recover, and annual
growth is forecast to average 4 percent. In the labor market, Palauan employment returned to
full employment in FY24, while additional demand during the remainder of the decade will need
to be met by foreign labor.

The fiscal position is expected to tighten in FY25. In FY24, with the implementation of C-23,
drawdowns of $15 million from the COFA Trust Fund, and buoyant tax revenues generated from
the recovery, revenues grew strongly. In FY25, revenue growth is expected to slow to 8 percent
before drawdown of available funds from the CTF. While grants struggle to keep pace with
inflation, tax revenues are projected to increase by 17 percent as tourism recovers and PGST
receipts grow. Expenses are anticipated to grow modestly by 5 percent, while capital outlays will
increase sharply as C-23 infrastructure, donor, and military projects accelerate. Overall, a fiscal
deficit of 1.1 percent of GDP is expected in FY25 without recourse to the COFA fund.

Over the remainder of the decade the fiscal position will improve with continued economic
recovery, but fiscal balance will deteriorate in FY30 due to loss of the debt consolidation grant.
Through FY26-FY30 continued economic expansion coupled with prudent fiscal policy will limit
the size of the public sector and the fiscal position will gradually improve. A surplus of 4.4
percent is projected for FY29, which falls to 3.2 percent in FY30 as the economy hits a fiscal cliff
due to the termination of the C-23 fiscal consolidation funds.

External debt to GDP is projected to fall to 61 percent of GDP in FY25 and gradually decline
thereafter below the updated 60 percent sustainability target. The debt to GDP ratio rose
rapidly to 79 percent in FY23 and fell to 69 percent in FY24. In FY25 it is projected to fall to 61
percent and thereafter to decline gradually falling below the 60 percent sustainability target for
high income countries. While debt principal will be repaid during this period much of the decline
is due to the growth in the denominator of the debt/GDP ratio. Debt service as a percentage of
domestic revenues, which also peaked in FY23 at 22 percent, will also fall as international
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interest rates fall and the economy grows. The availability of the C-23 fiscal consolidation grant
stream will greatly assist in alleviating fiscal pressure during the period FY24-FY29, but without
adoption of a debt management strategy will incur a significant fiscal cliff in FY30.

Fiscal outlook over the medium- and longer-term looks favorable and raises the potential for
new initiatives. With recovery under way and the strong performance of the tax reform initiative
the fiscal position is projected to continue to improve. This is based on adoption of conservative
expenditure policies consistent with past performance before COVID. As a result, the projections
indicate a gradually improving fiscal outturn. This outturn, which is before drawing on the COFA
Fund, will enable Palau to execute the reforms needed to the ailing pensions system, RoPSSA
and CSPP, without raising new taxes or adopting a fiscally austerity program. It also leaves open
the question of the best deployment of the allowable use of distributions from the COFA Trust
Fund.

3 Impact of policy changes under consideration by the government
and sensitivity of the projections to variation in assumptions

The economic model is used to estimate impact of policy changes under consideration:

1. Implementation of the Social Security reform package transmitted by the President to
the OEK,

2. Implementation of the reforms to the Civil Service Pension Plan adopted by the CSPP
reform participatory workshop held in November 2022 and creation of a defined benefit
replacement,

3. Adoption of a debt consolidation strategy, and
4. Replenishment of the Cyclical Reserve Fund and Climate Resilience Reserve Fund

Reforms to RoPSSA will place the SS system on a sustainable path for the next 20 years. In the
absence of reform RoPSSA is projected to collapse in FY33 and pensioners would only receive
74¢ per dollar of earned benefits. At a participatory workshop in November 2021, reforms were
crafted to set ROPSSA on a financially sustainable trajectory. An increase in the contribution rate
of 2 percent was proposed along with modest reductions to benefits and with indexation of
benefits but slightly below the average increase in wage rates. The reform proposal adopted the
principle that the SS system should be self-financing without need of funds from government. As
a result, the fiscal impact is minor, although household incomes are projected to decline by 4
percent by FY30.

Reforms to CSPP will entail termination of the defined benefit scheme and replacement by a
defined contribution program. In the case of the CSPP without reform, the fund is currently
projected to collapse FY27 when beneficiaries would receive 57¢ per dollar of earned benefits as
the scheme defaults to a Pay as You Go system. A participatory workshop was held during
November 2022 to redesign the system with closure of the existing defined benefit scheme and
replacement with a defined contribution system. Existing liabilities would be made good through
reform of the benefit stream and an allocation of 1.5 percent of PGST to the legacy DB scheme.
In addition to the termination of the legacy DB scheme a replacement DC program will be
initiated. By FY30 the reform will incur a 0.9 percent reduction in fiscal balance and 1.1 percent
loss in household incomes.
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Adoption of a debt consolidation strategy will reduce debt levels, avoid a fiscal cliff in FY30,
but come at the cost of reduced fiscal space in the near- to medium-term. The FY24 and FY25
budgets were programmed to use the C-23 fiscal consolidation funds to service existing debt
without acceleration of repayment of debt principle. Continuation of this policy will result in debt
remaining at high levels, reduction of the capacity to incur new debt and result in a large fiscal
cliff in FY30. Adoption of a debt management strategy focused on the use of the funds to pay
down the principle of loans with high interest charges set at market rate with short duration
would result in an improved debt profile. Debt service obligations would gradually decline and
avoid a fiscal cliff in FY30. It would, however, come at the cost of reduced fiscal space in the near-
to medium-term.

Accumulation of significant cash balances presents an opportunity to build Palau’s Cyclical and
Climate Resilience Reserves. During the COVID-19 period, Palau raised substantial funds for
deficit financing and mitigation efforts. However, prudent use of these funds, along with
increased revenues from the tax reform, has led to significant cash balances that exceed the
government's immediate cash management needs, although subsequent supplemental budgets
are expected for FY25. With available cash balances exceeding $70 million, subsequent
supplemental budgets are expected for FY25 and Palau is in a position to replenish reserve
funds, that were previously used for budget expenses, to their target levels

More detail on these simulations and sensitivity of the results to changes in key variables is to be
found in Part B section 2 of the Update.

4  Current and Planned Adherence to the Principles of Fiscal
Responsibility

i MANAGE OPERATING EXPENDITURES OVER THE MEDIUM-TERM WITHIN OPERATING
REVENUES AND IN RELATION TO THE RATE OF GROWTH OF THE ECONOMY

The COVID-19 pandemic forced an unavoidable departure from the first principle of fiscal
responsibility, but fiscal balance was restored in FY24. The impact of COVID and execution of
large deficits in FY20 and FY21 resulted in Palau falling out of compliance with the 1° principle.
While the fiscal position improved in FY22 and FY23 after implementation of the tax reform,
fiscal balance was not restored until FY24 when C-23 came into force and economic recovery got
underway.

ii MANAGE NET CAPITAL AND FINANCIAL ASSETS, INCLUDING THE COFA TRUST FUND, TO
ACHIEVE RISING REAL NATIONAL NET WORTH OVER TIME

Real net national wealth has fallen significantly in recent years and especially since the onset
of COVID-19. Net national wealth has deteriorated for three main reasons: (i) capital expenditure
on public infrastructure has declined as a share of GDP, (ii) the onset of COVID required
significant incurrence of debt, and (iii) falling levels of financial investments of public sector
financial institutions. Restoration to prior levels of national wealth is a long-term process
requiring reductions in debt levels, reforms to the PFI sector, and acceleration of investment in
infrastructure. In the near to medium-term net national wealth will rise with early repayment of
debt funded from the Compact fiscal consolidation fund and reforms to the pension sector.
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iii  MANAGE DEBT PRUDENTLY

External debt has been well managed in Palau, but recent financing needs to mitigate the
impact of COVID-19 have resulted in high levels of debt to GDP. External debt has risen sharply
to 79 percent of GDP in FY23 with large COVID deficit financing needs but has plateaued and will
decline gradually going forward. New borrowing will be in economic and financially sound
projects that do not entail a reduction in national wealth. Without new borrowing, debt levels
below the targeted ceiling of 60 percent of GDP for high income countries, are projected for
FY26, and a level approaching 30 percent by FY30.

iv 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 has been a key achievement of the administration’s fiscal reforms. The passage of
the Palau Goods and Services Tax, RPPL No. 11-11, and implementation at the start of 2023
marked a milestone in Palau's fiscal history. Further administrative improvements are required,
but the groundwork for a modern and efficient tax system has been established. The
administration will take special care to ensure that the predictability of the tax system is
maintained over time and the burden is equitably shared.

v MANAGE RESERVES AND INSURANCE COVERAGE TO OFFSET CYCLICAL VOLATILITY, THE
COSTS OF NATURAL DISASTERS, AND THE IMPACT OF CLIMATE CHANGE

The General Fund Reserve has been replaced with a Cyclical Reserve and a Climate Resilience
Reserve Funds, however Palau is not currently complying with this principle. As part of the
FDRMA Palau replaced the prior general fund reserve with two new special funds: (i) the cyclical
reserve fund, and (ii) the climate resilience fund. However, while contributions have been made
in accordance with law, the cyclical reserve fund has been used to fund recent budgets outside
of the conditions for withdrawals. The availability of cash reserves provides the opportunity to
replenish these funds and the government aim to comply with fund conditions as they move
towards full recovery in the economy.

vi 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

The main area of fiscal weakness has been in the management of the State-Owned Enterprises
and Public Financial Institutions. In the SOE sector, PNCC, BSCC and the NDBP have been
financially well managed and operate on a commercial basis at full cost recovery. Until recently
the PPUC operated below cost and in the majority of years recorded negative operating income.
However, in both the power and wastewater divisions, PPUC has now implemented a full cost
recovery tariff and hopefully going forward will operate on a financially sound basis.

The financial position of the Social Security system poses a significant fiscal risk, but reforms
have been drafted and transmitted to the OEK. After a recent actuarial assessment, it was
established that RoPSSA financial investments were projected to collapse by FY33 and without
reforms or injections of cash pensioners would only receive 74¢ per dollar of earned benefits.
With support from the ADB a framework was developed to guide the reform process. A
participatory workshop held in November 2021 resulted in building consensus for reforms to
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place ROPSSA on a financially sustainable path. Legislation has been drafted and submitted by
the President to the OEK.

The financial position and potential near-term collapse of the Civil Service Pension Plan poses
a huge fiscal risk. It has long been established that the CSPP is in greater financial distress than
RoPSSA and without additional financing it is currently projected to collapse by FY27 and
pensioners would only receive 57¢ per dollar of earned benefits. A process for reform of the
CSPP was initiated in late 2022 with the objective of closing the existing Defined Benefit scheme
and switching all current contributors to a Defined Contribution program. The first part of the
reform process was the design of a means to finance the existing liabilities due to existing
pensioners and contributors. The second part of the reform process has been the design of the
DC scheme. Work on design of the DC scheme is now largely complete and legislation is being
drafted for consideration by the new OEK after the November elections.

vii MANAGE FISCAL RISKS AND CONTINGENT LIABILITIES PRUDENTLY

There are a variety of areas that pose significant and special fiscal risks to Palau that require
careful monitoring. Analysis of these risks will be developed in future issues of the Update as
Palau builds capacity in the execution of the law:

Macroeconomic volatility.

Financial sector crisis.

Change in debt interest rates.
Demographic changes.

Natural disasters.

Government guarantees.
Government litigation and lawsuits.

©® N v A~ DN -

Public private partnerships and/or private financial initiatives.
9. Environmental degradation.

10. Local government and/or devolved administrations.

11. State owned enterprises and Public Financial Institutions.
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Part A Economic and Fiscal Review - FY2024: Foundation
for Projections in the Update

1 Recent Economic Performance and Recovery

i TOURISM DEVELOPMENTS

Visitor numbers boomed between FY10 and FY15 due to a large influx of package tourists,
mainly from China. In FY15, annual visitor arrivals reached 168,484, an increase of 87,527
visitors, or 108 percent above the FY10 level (see ). However, from FY16 through
FY19, visitor numbers declined each year, reaching a low of 89,379 in FY19. The original
increase in visitors was driven by the availability of excess capacity in tourism facilities;
occupancy rates rose from 40 percent in FY10 to 63 percent in FY15. Most of this growth
occurred in middle- to lower-grade establishments, with a corresponding increase in
package-tour visitors, predominantly from China.

The tourism boom encouraged new investment, but declining visitor numbers caused
occupancy rates to plummet. From FY15 to FY19, the drop in arrivals was largely due to
fewer Chinese visitors, caused by travel restrictions from Chinese authorities and limitations
on charter flights imposed by Palau. Additionally, there was a significant reduction in higher-
spending tourists from more traditional markets. As visitor numbers grew and occupancy
rates improved in the mid-2010s, new hotel construction increased, just as the industry
began to contract. By FY19, occupancy rates had dropped to 34 percent due to the decline in
visitors and the addition of unoccupied facilities.

Tourism collapsed with the onset of COVID-19 in early 2020, and signs of recovery only
began to emerge in mid-2023. FY20 was expected to be a strong year, with 120,000 visitors
projected, but by the end of March 2020, international arrivals had fallen to zero due to the
pandemic, although 41,674 visitors were recorded for the fiscal year starting in October
2019. By mid-2021, Palau had completed a comprehensive vaccination program and
reopened its borders in July. Despite expectations that Palau would follow other Pacific

200,000

FY15
175,000 168,424

150,000
125,000
100,000
75,000
50,000

25,000

0

Q®

!

\\©

Q DY
N\ Q\{\ <

QO

Q"

W

< A\

O 0 N AL D b
G oV P (1 (U (12 Y

Figure 1 Visitor arrivals
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economies in recovering, this did not materialize. With countries such as Japan hesitant to
resume travel, Palau’s tourism sector remained largely dormant for nearly two years. Flights
from Taiwan and charter services from Macau resumed in mid-2023, leading to the arrival of
35,052 visitors for the year.

The prolonged absence of tourism and slow recovery led to continual downward revisions
of overly optimistic projections. Palau's tourism situation mirrors that of regional neighbors
Guam and CNMI, where visitor numbers are also at around 50 percent of pre-COVID levels.
Despite this, the nation remains optimistic, with confidence in the attractiveness of its
tourism product. Two international hotel chains, IHG and Four Seasons, have begun
construction, and a new hotel has been completed in Melekeok. However, a key constraint
has been the lack of scheduled flights, along with the high value of the US dollar, which has
made Palau and the region less competitive.

ii  RECENT ECONOMIC PERFORMANCE

Palau’s economic growth has been modest and characterized by significant volatility. From
FYO0O to FY19, economic growth in Palau averaged 0.5 percent per year', as shown in
. Growth during this period fluctuated between strong growth phases, driven by
construction and tourism, and periods of substantial contraction. Palau’s economy
experienced four distinct cycles during this period: (i) early expansion with the construction
of the Compact Road and growth in tourism; (ii) contraction during the Global Financial
Crisis; (iii) a tourism boom fueled by an influx of Chinese tourists; and (iv) a contraction just
before the COVID-19 pandemic.

' Trends estimated using log-linear regression.



Palau’s economy is projected to have declined by 17 percent in FY23 compared to pre-
pandemic levels in FY19. FY20 was expected to be a strong year for the Palau economy, with
construction picking up pace and significant growth anticipated in the tourism industry.
However, the onset of COVID-19 halted international travel, and no further visitors arrived.
GDP is estimated to have contracted by 6.0 percent in FY20 and an additional 11.8 percent in
FY21, as the full impact of the tourism sector collapse was felt. illustrates the
sources of growth by demand component. In FY20, while tourism demand sharply declined,
capital investment and government spending helped maintain some economic activity. By
FY21, the economy saw a further drop in activity as visitor numbers remained virtually
nonexistent, and construction also decreased significantly. However, the Cross Act and
CARES Act mitigation programs helped support household incomes and expenditures,
preventing a more dramatic decline.

In FY22, as tourism recovery failed to materialize, high inflation further reduced demand,
leading to continued economic contraction. Despite some improvement in tourism, largely
due to longer stays by military personnel and ongoing construction projects, the economy
contracted by 1.5 percent in FY22. Global supply chain constraints and expansionary fiscal
policies led to sharp increases in inflation, further exacerbated by the war in Ukraine, which
drove up oil and food prices. Palau experienced a 13.2 percent inflation surge, contributing
to the overall economic decline.

The economy remained weak in FY23, despite a modest recovery in the tourism sector. It
was anticipated that Palau’s economy would be well on its way to recovery by FY23, similar
to other South Pacific tourist destinations. However, Palau's key tourism markets in East Asia
were slow to resume outbound travel, and visitor numbers only reached 35,000. Flights
resumed from Taiwan and Macau in early 2023, accelerating recovery. Inflation remained
high at 11 percent, driven by the introduction of the 10 percent Palau Goods and Services
Tax (PGST) in January 2023. Although tourism and construction improved, the sharp rise in
consumer prices weakened demand, limiting GDP growth to just 1.3 percent.
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In FY24, the economy began to recover, with an estimated 8.3 percent growth?. Visitor
arrivals are projected to have reached 52,000, a 49 percent increase over FY22 but still well
below the pre-COVID level of 116,000 in FY18. Inflation moderated to an expected 4.6
percent as global inflation pressures eased, and the impact of the PGST worked through the
system. Additionally, construction activity increased significantly with the start of new
military projects.

After a steep decline during COVID-19, the private sector stagnated through FY23 before
showing signs of recovery in FY24. highlights the impact of COVID-19 on the private
sector. While the public sector remained stable, supported by government and donor
financing, the private sector bore the brunt of the pandemic's effects. Between FY19 and
FY21, private sector activity fell by 31 percent and showed no recovery over the next two
years. However, in FY24, as inflation eased and tourism and construction picked up, the
private sector grew by 16 percent, reaching activity levels last seen in FY10.

iii GROSS NATIONAL INCOME PER CAPITA

Population growth in Palau has remained static, unlike the FSM and RMI which experienced
significant out-migration. Palau's population consists of native Palauans and a sizable
foreign workforce, primarily from the Philippines. Since 1986, the Palauan population has
remained largely stable, growing by just 0.1 percent per annum after accounting for external
migration, reaching 12,436 in FY20. The number of foreign residents, driven by demand in
the tourism sector, has grown from 1,550 to 5,178 over the same period.

The World Bank reclassified Palau as a high-income country. While constant price GDP per
capita grew in line with overall GDP during the pre-COVID period of FY00-FY19 at 0.5 percent,
Gross National Income (GNI) per capita, the measure used by the World Bank to classify
income levels, rose by 1.8 percent annually. Based on the World Bank’s Atlas method?, Palau
achieved high-income country status before COVID-19. However, following the economic
impact of the pandemic, Palau was reclassified as a middle-income country, which allowed
greater access to donor funding. As of July 1, Palau has once again been reclassified as a
high-income country.

iv. EMPLOYMENT

The labor market experienced fewer job losses during the pandemic than initially feared,
with 1,710 jobs lost in FY21 compared to FY19. In FY19, Palau’s labor market consisted of
5,641 Palauan workers and 5,800 foreign workers. In normal times, Palauan employment is
near full capacity, with foreign workers making up for excess demand. Between FY00 and
FY19, Palauan employment grew by an annual average of 0.3 percent, while foreign
employment fluctuated with economic conditions, as shown in . Early projections
estimated job losses of up to 3,100, or 27 percent of the labor force, due to the pandemic.
However, actual data for FY21 showed a loss of 1,710 jobs, or 15 percent of the FY19
workforce.

Data for FY24 has been estimated on performance in the 1% 6-9 months of the year.

World Bank country income rankings are based on the Atlas method, which attempts to smooth
exchange rate and inflation fluctuations and is not directly comparable to the Palau GNI per capita
estimates, which are based on nominal GNI divided by the population.
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The impact of job losses was mitigated by employers retaining workers on reduced hours
and government employment programs. In the private sector, 1,550 jobs were lost,
representing a 24 percent decline between FY19 and FY21. However, these figures do not
account for reduced working hours and pay, which many tourism operators implemented to
cope with revenue shortfalls during the pandemic. On a full-time equivalent basis, the loss of
private sector jobs was likely much higher. Overall, the impact of the pandemic on
employment was less severe than expected, aided by employers’ retention strategies and
government support programs that helped sustain wage levels and reduce costs.

In FY23, employment grew strongly, particularly in the private sector, with rehiring of
foreign workers. Employment levels remained steady in FY22, but by FY23, total employment
grew by 915 jobs, or 9 percent, almost entirely in the private sector, which saw a 15 percent
increase. Foreign employment grew by 16 percent, while Palauan employment increased by
a modest 4 percent. The weak growth in the broader economy raises questions about the
source of this employment growth. It is likely that the private sector rehired workers lost
during the pandemic in anticipation of recovery and to address supply shortages. Data from
the first two quarters of FY24 suggest these trends continued, with employment nearing the
levels reached during the employment boom in 2017.

v INFLATION

Inflation in Palau has historically been moderate, but recent global events have led to a
rapid increase. Trend inflation in Palau averaged 2.8 percent between FY00 and FY21,
though this figure masks significant volatility in fuel and food prices during periods of global
instability, such as the financial crisis, as shown in . In FY22, Palau experienced a
surge in inflation due to the same forces affecting the rest of the world. Expansionary fiscal
policies enacted during the COVID-19 pandemic, combined with supply shortages as the
global economy reopened, drove inflation to levels not seen since the 1970s and 1980s. The
Ukraine war further exacerbated the situation, with rapidly rising fuel and food prices
pushing inflation in Palau to 13.2 percent in FY22.
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Figure 6  Employment by Palauan and foreign workers

The introduction of the PGST in FY23 led to a further increase in inflation, as businesses
raised prices by 10 percent without offsetting reductions from the removal of legacy taxes.
Inflation in FY23 remained high at 10.8 percent, despite the removal of import and gross
receipts taxes. Businesses effectively added 10 percent to prices without adjusting for the
repeal of these taxes, eroding household real incomes and increasing private sector
profitability. This shift in the distribution of income was an unintended consequence of the
PGST. By the end of Q1-24, prices had largely stabilized, rising by a modest 1.9 percent.
Inflation for FY24 is projected at 4.6 percent, reflecting current trends and the residual
effects of the PGST's introduction.

An analysis of recent inflation trends reveals several contributing factors. Between Q1-
2020 and Q1-2024, overall inflation increased by 30 percent. Of this, 19.4 percent was due to
rising domestic and imported inflation, while 10.6 percent was attributed to the PGST*,
Within the 19.4 percent, 7.5 percent was driven by food price increases, 6.7 percent by fuel
and electricity, and the remainder by other domestic factors. An analysis of the PGST's
impact shows that 4.2 percent of the inflation spike was due to discretionary changes in tax
rates, while 6.4 percent was due to increased business margins.

vi WAGES

Real wages in both the private and public sectors have declined over the long term, with a
considerable disparity between the two. Between FY10 and FY23, nominal wages grew by
2.1 percent annually in the private sector and 3.5 percent in the public sector, as shown in
. However, real wages declined by 0.3 percent in the private sector while growing by
1.1 percent in the public sector. In FY23, public sector wages were 120 percent higher than
those in the private sector. Wages for Palauan workers were 59 percent higher than for non-

4 Of the total of 306 items priced in the CPI 276 are subjected to PGST. Of the 276 items 129 rose by
exactly 10 percent (47 percent) and 179 (65 percent) rose by between 9.5 and 10.5 percent
between January and February 2023 at the when PGST was implemented.
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Figure 7 Nominal and real wages, FY10 prices

Palauan workers, with most Palauans employed in the public sector and most non-Palauans
in the private sector.

The recent surge in inflation had a significant negative impact on real wages, though public
sector wage increases helped mitigate the impact. The sharp rise in inflation in FY22
resulted in a steep decline in real wages. Public sector nominal wages grew by just 0.6
percent, and the 13.2 percent inflation rate led to a corresponding drop in real wages. In
FY23, public sector wages were increased by 75¢ per hour, resulting in a 12.6 percent
nominal wage increase. After accounting for the ongoing inflation from the PGST, real wages
rose by 1.5 percent. In FY24, a further 75¢ per hour increase in public sector wages is
expected to help offset prior inflationary pressures. In the private sector, nominal wages
rose by 5.8 percent in FY22, partially offsetting the inflation surge. However, nominal wages
grew only marginally in FY23, resulting in a 13.8 percent decline in real wages compared to
FY21. In mid-2024, the OEK passed legislation to raise the minimum wage for private sector
workers by 75¢ in FY25 and another 75¢ in FY26, which should help alleviate some of the
inflationary pressures on private sector wages.

vii THE FISCAL OUTTURN

Palau has maintained a prudent fiscal policy and ran surpluses during the tourism boom
years. After the global financial crisis, when Palau ran a series of fiscal deficits, the fiscal
position improved between FY10 and FY13, with Palau recording a period of fiscal balance
(see ). As a result of economic recovery in FY14 and the tourism boom years through
FY18, the government recorded annual surpluses that averaged 4.6 percent of GDP. By the
end of FY18, government deposits had risen to $43 million, up by $34 million from five years
earlier. In FY19, as the number of visitor arrivals fell to a level not seen since FY10 and the
fiscal position tightened, the government ran a small deficit of -0.4 percent of GDP, and cash
deposits fell to $31 million. However, despite the reduction in reserves, fiscal prudence
during the boom years established a significant cushion, which would prove crucial during
the COVID-19 crisis.
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Figure 8  Government revenues and expenditures

Total financing needs of 24 percent of GDP were required to finance the fiscal deficit during
the COVID-19 crisis (FY20-FY23). With the impact of COVID-19, Palau's fiscal position
deteriorated rapidly. From a balanced position in FY19, the government incurred a large
deficit of $33.7 million or 13.0 percent of GDP in FY20. A larger deficit had been anticipated
for FY21, as the pandemic affected the entire fiscal period. However, rising grant levels to
cover large mitigation programs helped reduce the deficit to $17.3 million or 7.3 percent of
GDP. In FY22, despite the economy’s continued deterioration, the fiscal position improved as
grant levels further increased, and the deficit narrowed to $1.5 million or 0.6 percent of GDP.
In FY23, the government implemented tax reforms that led to a $15 million increase in tax
revenues, a 34 percent rise over FY22. However, expenditure growth also accelerated, driven
by (i) a 75¢ pay award, (ii) increased use of goods and services, and (iii) growth in grants and
subsidies. As a result, the deficit grew to $7.6 million or 2.5 percent of GDP. Over the COVID
period, total financing needs amounted to $60 million, or 24 percent of GDP, to support
Palau through the crisis.

Available financing was sufficient to maintain government operations through the end of
FY23. To finance the deficit, Palau requested funding from the Asian Development Bank
(ADB). A series of loans were initiated: (i) the Disaster Resilience Program (DRP), (ii) the
COVID-19 Pandemic Relief Option (CPRO), and (iii) the Recovery through Improved Systems
and Expenditure Support (RISES) program. The total available funds from the ADB amounted
to $90 million, which, combined with Palau’s own reserves from the tourism boom years,
exceeded the $60 million needed to keep the government operational and maintain financial
stability during the COVID-19 crisis. While the ADB funding was more than sufficient to cover
the deficit, the strength of the tax reforms further reduced Palau's total financing needs.

Revenues in FY24 are expected to grow by 34 percent or $44 million, supported by new
Compact grants and tax revenue growth. In FY24, with a full fiscal year under the new tax
regime, tax revenues are projected to rise by $12 million, or 20 percent, above FY23 [evels.
Additionally, the 2023 Amended Compact (C-23), agreed between Palau and the United



States in May 2023 and funded by the U.S. Congress in March 2024, provided new revenue
streams. These included (i) $20 million in operational budgetary support, (ii) $5 million in
infrastructure grants, (iii) a $5 million infrastructure maintenance grant, (iv) $10 million for
fiscal consolidation, and (v) continued access to the COFA Trust Fund (CTF), with a drawdown
of $15 million or 4 percent, whichever is greater>.For FY24, it is assumed that Palau will draw
the $20 million grant for operations, but due to timing issues, the infrastructure grant will
not be utilized, while the entitled $15 million will be drawn from the CTF.

An overall surplus of $12.6 million or 4.1 percent of GDP is projected for FY24. While the C-
23 Compact provided a significant increase in revenues, expenditures also rose. The
implementation of a second 75¢ pay rise for civil servants and other provisions in the June
supplemental PL11-34 also increased expenses. Grants to other layers of government rose
by $7 million, or 33 percent, including subsidies and capital transfers to the Palau Public
Utilities Corporation (PPUC) for operations and repayment of the Koror-Airai Sanitation
Project (KASP) loan ($3 million). Block grants to state governments increased by $3.5 million,
along with additional transfers to the collapsing Social Security (SS) and Civil Service Pension
Plan (CSPP) funds ($3.5 million). A further $3 million in wage tax refunds for Palauan citizens
was also included. While additional Compact capital funds are available, it is assumed that
these funds will not be fully utilized due to capacity constraints. After accounting for the
additional revenues and expenditures, a $12.6 million surplus is anticipated, which is
equivalent to 4.1 percent of GDP.

Viii EXTERNAL DEBT

Palau incurred significant debt to finance the nation during COVID-19. To support the
country through the crisis, Palau took out a series of loans from the Asian Development
Bank (ADB), including (i) a $15 million facility under the Disaster Resilience Program, (ii) $20
million under the COVID Pandemic Relief Option, and (iii) a $55 million policy-based loan
under the RISES program, consisting of two subprograms of $25 million and $30 million. The
conditions for the release of funds under Subprogram 1 were met by early 2021, with the
second set of conditions for Subprogram 2 completed by the end of FY22.

A policy-based loan was arranged on favorable concessional terms through the ADB. During
2023 while the outlook for recovery remained uncertain Palau arranged a further policy-
based loan comprised of two sub-programs of $12.5 million under the Sustainable Oceans
and Resilience Strengthening Program for contingency financing. In FY24, with additional
financing from the 2023 Amended Compact (C-23), and a new concessional loan, the fiscal
position continued to strengthen. The first subprogram funds were received in the third
quarter of 2024. In total, Palau incurred $115 million in debt in response to COVID-19.

While COVID-19 was the primary cause of Palau’s rapid debt increase, the nation also
incurred debt for other strategic purposes. In addition to the $115 million in debt for deficit
financing during the pandemic, Palau has borrowed, or is committed to borrowing, for other
purposes. These include the $15 million Taiwan HLDP loan in FY20 and a $5 million loan
from Taiwan for Women and Youth Entrepreneurs and MSMEs re-lending in FY21. Additional
borrowing includes an ADB policy-based loan of $10 million for the Palau Public Utilities
Corporation (PPUC) in two subprograms in FY22 and FY23, $15.8 million from Australia and

> The new C-23 budget streams are discussed in greater detail in chapter 9.



JBIC for the second internet fiber project in FY23, and a planned $15 million loan from Saudi
Arabia for the National Development Bank of Palau (NDBP) for land subdivision and housing
in FY25. In total, recent non-COVID strategic borrowing amounts to over $60.8 million.

The external debt-to-GDP ratio rose rapidly to 79 percent of GDP in FY23. Due to the global
pandemic and other funding needs, Palau’s external debt surged (see ). External
debt increased from 30 percent of GDP in FY19 to 52 percent in FY20, and then to 70 percent
in FY21. While the debt level plateaued in FY22, it reached a record high of 79 percent in
FY23. However, much of this increase was due to the decline in GDP (the denominator). As
the economy began to recover in FY24 and GDP grew significantly, the debt-to-GDP ratio fell
to 69 percent.

External debt service has also risen significantly, but with the benefit of the C-23
consolidation grant, it fell to 12 percent of national government revenues in FY24. Debt
service, measured as a percentage of national government domestic revenues, followed a
similar trend as the debt-to-GDP ratio. It was 12 percent of domestic revenues before the
crisis in FY18, including State-Owned Enterprise (SOE) debt service, but rose to 22 percent in
FY23. Excluding SOE debt service (including on-lent loans), national government debt service
was projected to peak at 10 percent of general fund revenues in FY23. With the availability of
the C-23 debt consolidation grant, debt service is expected to fall to 12 percent of national
government revenues in FY24, with national government debt service alone largely
disappearing.

Recent increases in international interest rates have added to debt service costs. While the
level of debt Palau has incurred is historically high, the concessional nature of the loans (i.e.,
more favorable terms than market loans) should limit the risk of debt distress. Recent IMF
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Article IV consultations with Palau support this view®. However, future borrowing and
interest rate risk must be carefully evaluated and in line with the medium term government
strategy.

Palau temporarily ceased debt service on the Koror-Airai Sanitation Project (KASP), but
repayments have since resumed. As part of the FY24 budget, the OEK legislated that the
government should cease further payments on the ADB KASP project until the President and
the ADB addressed disputes related to loan repayments for the unfinished project. Following
discussions between the Administration, OEK, and ADB, Palau agreed to resume
repayments. The new C-23 debt consolidation fund could be used to rapidly pay down
outstanding debt under this loan.

6 International Monetary Fund, IMF Executive Board Concludes 2023 Article IV Consultation with Palau:

Press Release No. 23/467, Washington D.C., December 21, 2023.
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Part B The Economic and Fiscal Forecasts

1 Economic and fiscal forecasts of the economy over the medium-
term and beyond

Analysis to this point has provided a detailed discussion of the performance of the economy
and fiscal outturn during the pandemic and through FY24. In the first section of Part B of the
Update the discussion starts with a baseline projection or scenario based on existing policy
as the economy continues to recover after FY24 and onwards through FY30. The focus of the
analysis is to provide a conservative but realistic projection of the economy, fiscal outturn,
together with financing needs. Special attention is devoted to external debt sustainability.
The second section in Part B provides an analysis as mandated in law of the impact of
economic and fiscal policy changes under consideration, and also considers the sensitivity of
the economic and fiscal forecasts to changes in economic conditions.

i ASSUMPTIONS OF THE PROJECTIONS

The projections assume a gradual recovery in the economy without being overly
optimistic.” Earlier projections had assumed that economic recovery would be well
underway by mid-2022 and would follow a similar path to that experienced elsewhere in the
South Pacific. However, the return of travel and the recovery of the tourism industry in East
Asia have been below expectations, leading to continual downward revisions. The current
projections, therefore, presume a gradual recovery without a quick return to normal
occupancy levels that would be possible given Palau's hotel capacity.

Tourism recovery is based on current flight arrivals and some additions expected in 2025.
As outlined in Section A of the Update, projections for the tourism economy in FY24 estimate
a total of close to 52,200 visitors (see ). For FY25, with the assumed return of flights
from Japan and improved seat occupancy rates, the number of visitors is projected to rise to
78,700. For FY26 and beyond, Palau is expected to slowly rebuild its tourism industry, aided
by the opening of the new IHG hotel in Malakal and the Four Seasons resort. Average hotel
occupancy rates are expected to increase from 35 percent in FY26 to 50 percent by FY30,
with 147,200 visitors projected for that year. This level approaches the average seen during
the FY14-FY16 period.

Construction demand is projected to grow strongly in the medium term. Historically,
construction has had a large impact on the economy. The projections anticipate construction
activity from several sources: (i) on-budget capital projects funded through C-23 and grants
from Taiwan; (ii) significant off-budget funding from sources such as the U.S. military, the
RUS grant to PNCC for fiber installation, U.S. grants for the Mobile Network Modernization
project, Japanese capital projects, the ADB, and other donors; and (iii) private sector
investment in new hotel projects, including the IHG project and the Four Seasons resort,
alongside a general increase in investment activities as the economy expands.

Fiscal projections are based on the FY25 budget passed by the OEK. C-23 was passed into
law in March 2024, and Palau submitted its first Annual Implementation Plan (AIP) for FY24

7 The projections of the economy for the FY24-FY30 period are derived from an economic model,

MTEF-mod, developed by the Graduate School USA. The projections form the basis for discussion
and analysis of the economic outlook.
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Figure 10 Visitor arrival projections: FY10-FY30

to the U.S. in July 2024 which was approved with minor alterations. The AIP for FY25 has also
been submitted but has yet to be approved. A second supplemental budget for FY24 was
passed by the OEK in June 2024 and included significant changes from the original FY24
budget. The more recent FY25 budget was appropriated at the end of September 2024 but
changes were minor when compared to the earlier FY24 budget including FY24
supplementals. These have been included in the projections, along with the minimum wage
increases of 75¢ per hour for the private sector for FY25 and FY26. In anticipation of a new
administration and OEK in early 2025 some upward adjustment has been factored in to
provide more realistic projections that are likely to transpire during the year. Going forward
after FY25, it has been assumed that historical trends in civil service employment, wages and
other expenditures revert to pre-pandemic trends.

Baseline projections reflect current policies in place and not those under consideration. In
line with the FRDMA the baseline projections do not assume the implementation of the
RoPSSA and CSPP reforms under consideration. C-23 debt consolidation funds are assumed,
reflecting current policy in the FY24 and FY25 budgets, to be used for debt service to
maximize fiscal space for current operations.. The impact of these reforms together with
replenishment of the cyclical and climate resilience funds are taken up as special policies
and scenarios under consideration by the government.

ii  ECONOoMmIC AND FISCAL OUTLOOK
a OUTLOOK FOR THE ECONOMY

The economy is projected to continue strong growth in FY25 as tourism and construction
activity improve. Based on the assumptions outlined, the economy is expected to grow by
up to 11.1 percent in FY25, with visitor arrivals reaching 78,700 and construction activity
increasing by 18 percent (see ). The tourism recovery is anticipated to continue into
FY26, with visitor numbers projected to rise to 93,700. At that point, GDP growth is expected
to moderate to 4.2 percent, reaching a level 5 percent higher than that of FY18. After
regaining much of the ground lost due to COVID, the economy is projected to grow at a rate
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Figure 11 GDP level and growth: FY18-FY30

of 4.1 percent per annum between FY26 and FY30, as capacity utilization and profitability
levels normalize.

b EMPLOYMENT

The labor market is expected to return to previous levels in FY25, with growth driving
demand for foreign workers. Palau’s labor market consists of two segments: Palauan
workers and foreign workers. The Palauan segment is generally at full employment, with
additional labor demand fulfilled by foreign workers. Since most Palauan workers are
employed in the public sector, the pandemic had less of an impact on them compared to the
overall labor market. Projections suggest that Palauan employment largely recovered to pre-
pandemic levels by FY24, and further expansion is unlikely unless strong incentives are
introduced to encourage former migrants to return (see ).

For foreign workers, labor demand is expected to return to its FY17 peak by FY25, with an
average annual growth rate of 3.5 percent in the latter half of the 2020s. Growth in the
tourism sector and increased construction activity are expected to drive strong demand for
foreign labor. Overall, the labor market is projected to grow at an average rate of 1.9 percent
per annum from FY25 to FY30.

¢ FiscAL IMPACT

After strong revenue performance in FY24, revenue growth will moderate in FY25, with tax
revenue remaining buoyant through the end of the decade. Following the significant growth
in tax revenues in FY24, the rate of increase is expected to slow in FY25 but remain
favorable, reflecting overall economic growth. Revenues are projected to rise by 5 percent.
PGST revenue is forecasted to grow strongly, increasing by 18 percent due to the tourism
recovery, with similar growth expected in hotel room and departure taxes (PPEF). Grants are
projected to remain largely unchanged as Palau refrains from drawing on the COFA fund,
while fully utilizing infrastructure grant funds. Other revenue streams are expected to
remain stable. These trends are anticipated to continue through the decade, with overall

14



8,000

FY19

7,000 5,800

6,000

5,000

4,000
3,000
2,000

1,000 Foreign labor
Palauan labor
0

AD

o Q0° e R Q® 0 &0

Figure 12 Employment of Palauans and foreign workers, FY18-FY30

revenues growing by 3.4 percent per annum. Tax performance will remain strong due to
tourism growth, while grants and non-tax revenues are expected to remain stagnant.

The fiscal position is expected to be close to balance in FY25, recording a fiscal deficit of -
0.1 percent of GDP. Following the payroll growth in FY23 and FY24, due to the 75¢ per hour
wage increase, payroll costs in FY25 are expected to revert to a trend growth of
approximately 3 percent per annum through the rest of the decade. Spending on goods and
services, accounting for inflationary catch-up from FY19 to FY25, is projected to grow by 19
percent, after which it will return to trend. Interest payments on debt are expected to decline
as US interest rates fall by 1 percent. In the absence of reforms, transfers to RoPSSA are set
to continue at $2.0 million a year as in the FY25 budget with further transfers to households
for power and water of $2.9 million. State block grants are anticipated to remain high at over
$13.1 million. In the projections, it has not been assumed that the entitled drawdown from
the COFA trust fund will be taken. Overall, expenditures are expected to rise by $11.9 million,
with the fiscal outturn close to balance with a small deficit of $0.5 million, or 0.1 percent of
GDP (see ). In comparison with FY24 and recognizing that CTF funds were drawn on
FY24 but not in the projections for FY25, the FY25 fiscal position represents improvement.

The fiscal position is projected to gradually improve through the end of the decade. As the
economy stabilizes after the upheavals caused by COVID, the tax reform, and the 2023
amended Compact, the fiscal outlook is expected to improve. Tax revenues are anticipated
to remain buoyant, while grants and non-tax revenues stagnate. On the expenditure side,
prudent fiscal policies are expected to keep most items under control. By FY30, the fiscal
position is projected to record a surplus of 3.8 percent of GDP. Notably, these projections do
not account for potential COFA Trust Fund drawdowns. This begs the question of how best
to use these funds: should they be saved to create a perpetual fund for future generations,
used to augment the limited Compact funds for infrastructure investment, or applied to
increase government operations and consumption?
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Figure 13 Government revenues and expenditures, FY19-FY30

d FINANCING

National government cash reserves remained at healthy levels during COVID and are
projected to rise further under the current policy scenario with the implementation of C-23
and full recovery of the economy. shows the level of government cash balances at
the end of each fiscal year, as well as the inflow of borrowed funds from the ADB for deficit
financing. During the FY20-FY23 period, the government borrowed $90 million for budget
support and deficit financing due to COVID. In FY24, the government drew down the first of
two sub-programs, each valued at $12.5 million, under the ADB's Sustainable Oceans and
Resilience Strengthening Program, with a similar drawdown scheduled for FY25.
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Figure 14 Government deposits are projected to rise with economic recovery strong
revenue performance and implementation of C-23
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In FY24, cash reserves are projected to rise to $77 million with the receipt of funds under C-
23, $15 million higher than the levels at the end of FY23. After a slight decline in FY25, cash
balances are projected to reach $125 million by FY30 as the economy continues to recover.
This healthy reserve trajectory is based on current policy assumptions. However, it is likely
that the government will implement reforms to address the ailing pension system and invest
in Palau-sourced development projects and infrastructure, which may result in actual cash
reserve outcomes differing from those projected in .

e EXTERNAL DEBT

C-23 debt consolidation grants are used to pay debt service rather than reducing principal.
The external debt and debt service projections in the Update reflect the strategy adopted in
the FY24 and FY25 budgets: to use C-23 debt consolidation funds to maximize fiscal space
for operational purposes. This strategy applies the funds to meet existing debt service
obligations without reducing the principal debt. Consequently, the debt-to-GDP ratio follows
the same trajectory as if Palau had not received the consolidation funds. The debt-to-GDP
ratio is projected to decline gradually from 69 percent in FY24 to 35 percent by FY30,
assuming Palau does not incur further external debt beyond known pipeline loans, as

illustrated in [glz8ig=is)

Palau faces a $10 million fiscal cliff in FY30 when C-23 debt consolidation funds are
depleted. The C-23 consolidation funds significantly reduce Palau’s debt service obligations,
cutting debt service from 22 percent in FY23 to 11 percent in FY24, and further reducing it by
6 percent through FY29. Since the C-23 funds are earmarked for national government debt
service, annual charges on national government debt effectively drop to zero during this
period. However, as the principal has not been reduced, debt service charges are projected
to rise sharply in FY30 when the debt consolidation grant expires, creating a $10 million
fiscal cliff.

While external debt has risen to historically high levels, it should not pose a significant risk
of debt stress if prudently managed. Debt service costs rose sharply after Palau borrowed
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Figure 15 External debt rises to high levels to GDP due to COVID financing needs.
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significantly to cover COVID-related deficits and new projects. Rising global interest rates
have also increased debt service costs, though these are expected to decrease as interest
rates normalize globally. Despite the large increase in debt, its concessional nature means
that the risk of debt stress remains low. However, future borrowing decisions must be
carefully evaluated, particularly with regard to interest rate risk.
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2  Impact of policy changes under consideration by the
government and sensitivity of the projections to variation in
assumptions

Section 2 of this Part of the Update is required under the FRDMA and focuses on (i) the
impact of economic and fiscal policy changes under consideration by the government, and
(i) sensitivity analysis of the economic and fiscal projections to changes in economic
conditions. In the former case the following policy proposals are discussed:

5. Implementation of the Social Security reform package transmitted by the President
to the OEK,

6. Implementation of the reforms to the Civil Service Pension Plan adopted by the CSPP
reform participatory workshop held in November 2022 and creation of a defined
benefit replacement,

Adoption of a debt consolidation strategy, and
8. Replenishment of the Cyclical Reserve Fund and Climate Resilience Reserve Fund

In the case of sensitivity analysis, the economic and fiscal projections are subjected to:

1. Aslower rate of recovery in the tourism market and on the reforms.
i POLICY CHANGES UNDER CONSIDERATION BY THE GOVERNMENT

a REFORMS TO SOCIAL SECURITY

Social Security System projected to collapse in FY35. An actuarial assessment® undertaken
at the end of FY18 presented a relatively optimistic outlook for RoPSSA, with a funded ratio
of 35.4 percent and a stable cash-flow balance projected over the medium to long term.
However, the evaluation had not factored in three supplemental benefits of $50 per month
awarded to pensioners. Since two of the three supplementals were not legal liabilities of the
SS they were not included in the evaluation despite the de facto obligation to honor the
benefits in the future. A subsequent evaluation® of ROPSSA established that once all three
supplemental benefits were included as liabilities, the funded ratio fell to 17.5 percent, and
the system was projected to collapse by FY33, see . In addition, pensioners would
receive only 74¢ on the dollar, and the government would be obligated to fill the gap,
estimated at $13 million annually.

A participatory process was adopted to draft a set of reforms to the collapsing SS. With the
support of the ADB and the Graduate School a participatory workshop was held in
November 2021 comprised of members of both Houses of the Olbiil Era Kelulau, the Social
Security Administration, the Office of the President, the private sector, and the Chamber of
Commerce. The participants of the workshop were divided into two groups, each of which
reviewed the materials and guiding principles, and adopted specific recommendations for
reform. A general sense of the workshop was that the social security system should operate
independently, without subsidies. Of particular note was that younger participants

Wilshire Associates, Inc., Republic of Palau Social Security Administration Actuarial Valuation as of
October 1, 2018, Santa Monica, CA 90401, September 2020

Callund Consulting Ltd, Actuarial Study and Assessment of the Republic of Palau Social Security
Administration as of October 2020, Berkshire, UK, February 2021.
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Figure 16  Social Security without reform

emphasized that increasing the contribution rate was key to the system'’s financial stability,
although it was noted this would increase costs for the private sector.

The workshop developed a single set of reforms. The two working groups and final
consolidation into an agreed single set of reforms utilized a specific ROPSSA model that
allowed the two groups to select different values of the reform parameters to derive a
sustainable solution. The recommendations of each group were compared, assessed and
together, the two groups finalized a single set of recommendations for comprehensive Social
Security Reform.

The key features of the consensus reforms adopted were:
e Theincrease in employee and employer contributions rates from 7 percent to 9
percent;
e The setting of a minimum base benefit at $4,000;

e The revision of the Pension Formula through the creation of new credit rates to
accumulated earnings;

e The inclusion of progressivity in the new pension formula (the redistribution of
resources from higher to lower earning groups);

e Theincrease in the full benefit retirement age from 60 to 65;

e Theincrease in the work year requirement for full benefits form 30 Years to 35 years;
and

e Anannual adjustment in benefits of 80 percent of the increase in average wages.

The OEK has yet to act on a presidential bill that proposes reforms developed during the
participatory workshop and reviewed by the IMF. These proposals, along with adjustments
to spousal and dependent benefits, were drafted into a reform bill and transmitted to the
OEK for consideration. However, no action has been taken by the OEK to date. During recent
IMF Article IV consultations, the IMF reviewed the proposed reforms and, in a hearing before
the Ways and Means Committee, recommended their prompt enactment. shows
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Figure 17 Social Security pensions with reform

that with these reforms, the stability of the social security system should be assured for
many years, although further adjustments may be needed depending on financial market
and demographic factors.

b  REFORMS TO THE CIVIL SERVICE PENSION PLAN

CSPP projected to collapse by FY26 without reform or injections of cash. In December 2023,
an actuarial’® assessment (Callund Report) of the CSPP was conducted and indicated that
without reforms or cash injection, the CSPP would collapse by FY26 (see ). The
report indicated that pensioners would only receive 57¢ on the dollar without additional
government support. The Callund assessment also revealed that CSPP had an accrued
pension liability of $232.9 million, with plan assets of only $23.5 million—representing a
mere 10 percent of liabilities. Although the OEK transferred $13.3 million to the CSPP over
the FY19-FY24 budgets to provide temporary relief, these funds have not altered the
underlying trajectory toward collapse.

Reform process adopted for the CSPP followed that developed for SS. A similar reform
process was followed for the CSPP. An initial assumption was taken that the existing defined
benefit (DB) scheme would be closed down. All future contributions from the time the
reforms were initiated would be made to a new defined contribution scheme (DC). Existing
pensioners receiving benefits would continue to do so while those with accumulated
pension rights would also continue to receive future benefits. A participatory workshop
designed along similar lines to that adopted for ROPSSA was convened to determine a
means of meeting the future pension obligations in a financial sustainable manner.

Participatory workshop crafts reforms that provide a long-term sustainable solution. At the
participatory workshop, the two groups were provided a set of reform options to find a

10 Callund Consulting Ltd, Republic of Palau Civil Service Pension Plan Draft Actuarial Valuation Report as
at October 1 2022, Berkshire, U.K. December 2023.
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Figure 18 Civil Service Pension Plan without reform

sustainable solution; to provide an equitable set of reforms that was financially viable and
matched benefit streams against revenue sources. As in the SS case the two groups utilized
a specific CSPP model that allowed the groups to select different values of the reform
parameters to derive a sustainable solution. The two groups were brought together, and
differences were resolved in plenary through a set of compromises. The following list
indicate the reforms adopted by the workshop:

e The normal retirement age would be 63 years;

e Unvested civil servants with less than 5 years of service would receive a payout
equivalent to their contributions without earnings, 1,044 members;

e Vested civil servants with between 5 and 15 years of service would retain their
existing pension rights, but with pensions determined at the average of the high
three years of salary at time of reform, 1,229 members;

e Vested civil servants with greater than 15 years of service would take a reduction in
crediting rate from 2 percent to 1.5 percent at the high three years of service at time
of reform, 883 members;

e Those in retirement would not be subject to any haircut;

e The new DC scheme would be based on 6 percent of salary for the employee
contribution and 3 percent of employer’s. The difference between the employer
contributions under the old and the new schemes, i.e. 3 percent, would be allocated
to support the old DB scheme.

e Two percentin the new PGST would be allocated to support the old DB scheme.

Financing the closure of the DB scheme will involve a long-term process requiring
government funding until all liabilities are met. illustrates the projected closure of
the DB scheme. Pensions will continue to be paid to eligible civil servants under the old DB
scheme, albeit with some reductions. The payment needs are expected to remain stable
until FY37, after which they will gradually decline. To cover the costs of the DB scheme's
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closure, three revenue streams are proposed: (i) an allocation from PGST collections (which
can now be reduced to 1.5 percent due to the buoyancy of the tax reform), (ii) the 3 percent
payroll contribution, and (iii) a 12.5 percent allocation from the PPEF to support CSPP. These
sources will continue until FY46, when further funding will no longer be required, as
sufficient reserves will have accumulated to cover all remaining benefit claims. CSPP
investments are expected to decline until FY28, then begin rising until FY46, at which point
they should be sufficient to cover remaining liabilities. After that, investments will gradually
decrease as the number of remaining DB scheme pensioners diminishes.

The projected fiscal position indicates that Palau should be able to implement the reforms
without the need for significant fiscal adjustment. At the time of the CSPP workshop and
assumed impact of the PGST, it was estimated that a two percent increase in PGST would be
necessary to balance the equation. However, after the implementation of the PGST, it is now
apparent that a 1.5 percent increase in PGST would be sufficient. The impact of the reforms
is a 0.9 percent of GDP reduction in the projected fiscal surplus of 3.2 percent in FY30 to 2.3
percent (see ). Given the projected strength in Palau’s fiscal over the medium-term
Palau will be able to implement the reforms without the need to increase taxes or significant
fiscal adjustment.

Reforms to the legacy DB scheme and new DC program are being drafted into law for
consideration by Palau’s leadership. Since the CSPP participatory workshop, the pension
task force has finalized the design of the new DC scheme and legislation is being prepared
for both the winding down of the DB scheme and the initiation of the new DC program.
While the reforms may not get implemented during the current administration the intent is
that they will be available for consideration when the new administration and OEK assumes
office in early 2025.
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C  ADOPTION OF A DEBT CONSOLIDATION STRATEGY

Current use of C-23 fiscal consolidation funds has been to maximize fiscal space to fund
expenditures. The projections provided in the Update reflect the strategy outlined in the
FY24 and FY25 budgets: using C-23 debt consolidation funds to maximize fiscal space for
operational purposes. An alternative strategy would be to accelerate the repayment of loan
principal, prioritizing loans with shorter durations and those with interest payments based
on higher market rates. This approach would reduce fiscal space in the short term but lower
the debt-to-GDP ratio and alleviate future debt stress.

Current use of fiscal consolidation funds will incur a large fiscal cliff and contraction in
FY30. [Flz8lg= 7 illustrates the profile of debt service costs through FY40. Without the use of
C-23 funds, debt service remains high, representing 22 percent of domestic revenues in
FY23, falling to 9 percent by FY35. Under the current scenario adopted in the FY24 and FY25
budgets, the C-23 consolidation funds are not used for accelerated debt repayment but
instead to maximize fiscal space for operations. Debt service drops rapidly in FY24 to 12
percent of general fund revenues, gradually falling to 6 percent by FY29. However, it rises
again to 13 percent in FY30 as the C-23 fiscal consolidation funds are depleted. This rapid
increase in debt service costs in FY30, amounting to $10 million, would necessitate
significant fiscal consolidation to maintain balance.

Adopting a debt management strategy would enable a more efficient use of the C-23
consolidation grant, albeit at the cost of reduced space for operations in the near term.
Alternatively, the government could adopt a strategy to deploy C-23 funds for accelerated
debt repayment. Under this approach, debt service would decline gradually through FY29
and continue to fall through FY35 without incurring a fiscal cliff or requiring a large fiscal
contraction. demonstrates the impact on the debt-to-GDP ratio under the two
scenarios. Strategic use of C-23 funds would reduce the debt-to-GDP ratio from 50 percent
to 39 percent in FY29, an 11 percent reduction. This strategy would alleviate debt stress and
allow for greater borrowing capacity in the future. However, it would come at the cost of
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reducing the operating budget in the near term. Given the increased grant availability from
C-23 and the buoyancy of tax reform, there is scope for a more efficient use of the C-23 debt
consolidation fund, aligning with its original purpose.

While the government’s cash flow position will deteriorate in the near term, it will improve
in the long term. illustrates the effect of adopting a debt consolidation strategy on
the cash flow position (difference between baseline projection and consolidation scenario).
Under this strategy, the fiscal balance improves modestly as the repayment of principal
reduces interest charges compared to the baseline, on average by close to $1 million during
FY25-FY30. However, using the C-23 consolidation grant for early principal repayment, a
“below the line” financing item, leads to a temporary cash flow reduction of $33 million by
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Figure 22 Reduction in debt due to adoption of debt consolidation strategy, $'m
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FY27. From this point onward, cash reserves steadily improve, exceeding the baseline by
FY35. Given the government's current strong cash reserve position, which is projected to
exceed $70 million in FY24, this temporary reduction in reserves should not lead to fiscal
stress.

d REPLENISHMENT OF THE CYCLICAL RESERVE FUND AND CLIMATE RESILIENCE RESERVE FUND

The Fiscal Responsibility and Debt Management Act establishes Cyclical Reserve and
Climate Resilience funds. As part of the FRDMA, Palau created two reserve funds: the
Cyclical Reserve and the Climate Resilience Reserve Fund. The Cyclical Reserve is targeted to
reach the equivalent of three months of general fund revenues, while the target for the
Climate Resilience Fund will be set by regulation. Contributions of 2 percent and 1 percent of
local revenues, respectively, are to be made to these funds until they reach their targets. The
Cyclical Reserve allows withdrawals if revenues in any year fall below 5 percent of projected
levels, while the Climate Resilience Fund may be accessed if the President declares a state of
emergency. Both funds have been established, and initial contributions have been made.

Accumulation of significant cash balances presents an opportunity to build Palau’s Cyclical
and Climate Resilience Reserves. During the COVID-19 period, Palau raised substantial funds
for deficit financing and mitigation efforts. However, prudent use of these funds, along with
increased revenues from the tax reform, has led to significant cash balances that exceed the
government's immediate cash management needs. Currently, the reserve funds are
underfunded and in prior budgets have been utilized for operational expenses, which are
not in compliance with the FRDMA. With available cash balances exceeding $70 million,
Palau is in a position to fund these reserves to their target levels and bring the government
back into compliance with the law and C-23 requirements.

e IMPACT OF THE REFORMS INDIVIDUALLY AND IN COMBINATION

The impact of the reforms individually and in combination is small on the level of economic
activity and fiscal balance. In this section the impact of the reforms individually and in
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combination is projected. In nearly all cases the impact of the reforms is on the financing
account and has little impact on the level of economic activity. The impact on the fiscal
balance is also small and all scenarios are within 1 percent of each other. Under the
combined scenario, the fiscal balance remains above 2 percent of GDP. There is some
erosion of household incomes due to the reduction in benefits under the reform scenarios
of SS and CSPP amounting to 5 percent, but this reflects the reduction in average household
incomes rather than the impact directly on pensioners. For the affected households the
impact of the pension reforms would be greater.

The major impact of the reforms is on the level of government deposits and suggest
implementation may require a staged approach. shows the impact of the different
reforms on the level of government deposits. The SS reforms have little impact on
government as the reforms were designed to be free of government subsidy. In the case of
CSPP the cost of winding down the legacy DB scheme is directly born by government and
deposits are $15 million lower by FY30. Implementation of the debt consolidation strategy is
costly in the near-term but evens out over the long haul. In the case of building up the
cyclical and climate reserves there is significant loss of deposits in FY25 when the program is
implemented. In FY25 it was assumed the government transfers the target amount of $25
million into the cyclical reserve fund and $20 million into the climate resilience reserve fund.
This depletes the level of cash reserves, but they remain above the level required for cash
management needs. However, when all scenarios are combined the level of cash reserves
approaches zero, suggesting a more gradual approach to building up the reserve funds
would be needed to maintain financial stability.
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Figure 24 Impact of combined reforms on the level of government cash deposits

27



f  SENSITIVITY OF THE FORECASTS TO CHANGES IN ASSUMPTIONS

Under a weak recovery scenario fiscal balance is maintained but cash balances would fall
and require a slower pace of reform. In accordance with the requirement of the fiscal
responsibility law, the Update is required to examine the sensitivity of major assumptions
that have a significant influence on the model projections. In this section, we examine the
impact of two scenarios: (i) a delayed tourism recovery, and (ii) delayed tourism recovery
coupled with implementation of the reforms. Under the delayed recovery scenario
occupancy rates are projected to fall from 35 to 30 percent in FY25 and from 45 percent to
40 percent in FY30. This translates into a reduction of visitors from 78,700 to 66,800 in FY25,
and from 147,200 to 127,900 in FY30. provides a comparison of the two
projections with the baseline. Under the delayed recovery scenario, the impact on GDP is a
reduced level of 4.1 percent in FY25, which falls by 5.5 percent in FY30. Adding the reforms
into the mix makes little difference to the results. In the case of the fiscal position, the
surplus is lower by 1.9 percent in FY30 under the delayed recovery and 2.6 percent once the
reforms are introduced, although overall balance is maintained under both scenarios.
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However, the impact on government's cash balances is significant. Under the delayed
recovery scenario the government's cash flow position is largely stationary after FY25
remaining close to $60 million. However, once the reforms are introduced the cash position
declines significantly and turns negative in FY27 suggesting that a slower pace of reform may
be needed.
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Part C  Current and Planned Adherence to the Principles of
Fiscal Responsibility

The Principles of Fiscal Responsibility stated in law are:

1 Principles of Fiscal Responsibility

The principles of Fiscal Responsibility are defined in the Fiscal Responsibility and Debt
Management Act (FRDMA) 8105 as:

A. The government shall pursue its policy objectives in accordance with the following principles
of responsible fiscal management:

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

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

3. Manage debt prudently;

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;

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

6. 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; and

7. Manage fiscal risks and contingent liabilities prudently.

B. Notwithstanding sub-section A above, the Government may depart from the principles of
responsibility provided the:

departure is temporary;
President states the reason for the departure;

3. President indicates the period of time required to return to adherence to the principles;
and

4. Should any such circumstances arise which force departure from these principles during
the fiscal year, they must be timely disclosed in accordance with the provisions of the
FRDMA.

As required under law the President is required to submit to the OEK at the start of each
administration—or as circumstance dictate—a Fiscal Strategy that outlines Palau’s fiscal goals
and policies and that clearly demonstrates adherence to the principles of fiscal responsibility.
The following discussion refers to the President’s Fiscal Strategy and adherence to the principles
outlined in the Economic and Fiscal Update. Since current fiscal policies have not resulted in full
adherence to all seven of the principles of fiscal responsibility, due to the impact of COVID-19
and slow economic recovery, the Economic and Fiscal Update is required to indicate how and
when Palau will return to adherence with the principles.
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i MANAGE OPERATING EXPENDITURES OVER THE MEDIUM-TERM WITHIN OPERATING
REVENUES AND IN RELATION TO THE RATE OF GROWTH OF THE ECONOMY

The COVID-19 pandemic forced an unavoidable departure from the first principle of fiscal
responsibility. Analysis of the impact of the COVID-19 pandemic provided in the Update indicates
the unavoidable need to increase expenditures even as the revenue base contracted. The
adoption of these policies did not represent any lack of responsible economic and fiscal
management, but rather the need to maintain government operations and to pay for a
significant mitigation effort to protect affected businesses, households, and affected employees
from dire financial hardship. While these actions resulted in a departure from the first principle,
they helped maintain economic and financial stability and social well-being within the nation
during a time of unprecedented crisis.

Return to Fiscal Responsibility has been restored. As stated in law, departure from the
principles is permitted provided the departure is temporary and the President indicates the
period of time required to return to adherence to the principles. The departure from the
principles was intended to last only as long as the pandemic lasted and only until the recovery of
the economy was complete. In FY22 Palau ran a small deficit of 0.6 percent of GDP, but in FY23
the deficit widened to 2.9 percent. In FY24 the renewal of the Compact eased fiscal pressure
considerably with the emergence of new grant streams, an additional $20 million for operations,
$10 million for debt consolidation, and a surplus of 4.1 percent of GDP is estimated. The fiscal
position is anticipated to improve through the remainder of the decade as the economy fully
recovers and Palau benefits from the recent tax reforms.

i MANAGE NET CAPITAL AND FINANCIAL ASSETS, INCLUDING THE COFA TRUST FUND, TO
ACHIEVE RISING REAL NATIONAL NET WORTH OVER TIME

Real net public sector national wealth has deteriorated significantly since the onset of COVID.
Although there is no comprehensive measure of net national wealth there is much evidence to
suggest that national wealth in non-financial and financial assets has deteriorated significantly.
After a burst in investment in the early 2000s for the Compact Road, public sector capital stock
as recorded in the audits has fallen after allowing for depreciation. This is consistent with annual
investment figures, which have also declined as a share of GDP. During the COVID period Palau
has incurred significant external debt for deficit financing to support government operations.
Debt has also been incurred for a variety of other purposes to support reforms at PPUC, housing
finance for NDBP, and the second fibre optic cable. Further there has been significant erosion of
the value of reserves of RoPSSA and the CSPP, which are headed for collapse. Adding these
forces together estimates suggest net public sector financial wealth has deteriorated from $115
million (40 percent of GDP) in FY18 bottoming out to $12 million in FY23 (4 percent of GDP). With
reforms proposed by the administration for RoPSSA and the CSPP, together with
implementation of a debt management strategy, it is anticipated that net national wealth will
regain some of the recent losses and rise to $76 million or 15 percent of GDP by FY30.

The administration is taking a series of measures to reverse the downward trend in national
wealth. Funding for infrastructure has in the past relied on both grants and loans from bilaterals
and multilateral donors. While these relationships will be maintained and strengthened Palau
will need to develop new sources of finance. Before COVID Palau was designated as a “high”
income country by the World Bank which limited the nation’s access to concessional or grant
financing from some donors. As a result of the impact of COVID on GNI, Palau was downgraded
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to a middle-income country, but this redesignation was short lived and Palau has now been
reassigned to the high income grouping.

1. The government has prepared a National Infrastructure Investment Plan and more
recently the Palau Development Plan to identify and list priority investments.

2. The new C-23 provides two grant streams for investment, (i) direct investment, and (ii)
infrastructure maintenance, both equivalent to $5 million per annum. Both resources
will provide an important source of development finance.

3. A new approach to the financing of investment has been the development of Private
Public Partnerships. Palau has issued a PPP policy statement and entered into a Power
Purchase Agreement for the supply of electricity. It has also entered into a Joint Venture
with a foreign business for the operation of the national airport.

4. The domestic capital market has not been developed and affords an opportunity to issue
bonds and debt instruments. As an initial step the administration is in the process of
issuing a block chain App based savings bond to small savers to raise capital for re-
investment in the economy. At a future date Palau will also work towards issuing bonds,
but this will require a credit rating with one or more of the international ratings agencies
and careful planning.

5. The COFA Trust Fund is an important element of national wealth but was originally
designed as a sinking fund. Under the new C-23 an additional $100 million is earmarked
for the CTF. Palau is eligible to draw 4 percent of the corpus annually, which will be
sufficient to preserve the real value of the corpus with a significant degree of confidence.
However, it will not be sufficient to replace the new Compact operational and capital
grants streams in FY44 and therefore fail to achieve perpetual fund status to main the
living standards of future generations of Palauans.

6. With a favorable result from the C-23 negotiations and positive result from the tax
reform, this Update indicates Palau is likely, under current fiscal policy, to generate
significant surpluses that would provide substantial resources for infrastructure
investment and future development.

iii MANAGE DEBT PRUDENTLY

External debt has been well managed in Palau, but recent financing needs to mitigate the
impact of COVID-19 have resulted in high levels of debt to GDP. Until recently and before the
COVID-19 pandemic Palau had adopted a cautious and prudent external debt policy; debt to
GDP was in the 30 percent range. However, in the period preceding COVID-19 Palau had
incurred a significant increase in debt and the pandemic itself resulted in a further substantial
increase; debt to GDP rose to 79 percent in FY23, although it is projected to decline gradually
through FY30. The passage of the Fiscal Responsibility and Debt Management Act has laid the
groundwork and framework for the management of external debt and establishment of an
institutional capacity to monitor, to assess the incurrence of new debt, and to conduct a periodic
debt sustainability analysis (DSA). A debt management policy statement has been issued and
outlines the framework for debt management. TA support is been requested to support Palau
for the adoption of standard software for debt recording and management. A debt management
unit has been created and is being established to:
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1. Provide technical review on every proposed borrowing and every proposed issuance of a
sovereign guarantee, in particular, assessment of the various risks involved, terms and
conditions of borrowing, and debt-servicing strategy;

2. Assist the Minister to develop and maintain a debt management policy for consideration
by the President;

3. Develop and utilize a project appraisal and approval framework for the assessment of
loan-financed project and to provide subsequent advice to the Minister; and

4. Undertake a periodic DSA to support the debt management component of the Annual
Economic and Fiscal update as set forth in the FRDMA and render its opinion or advice
thereon to the Minister.

iv. 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 has been a major achievement of the administration’s fiscal reforms. The passage
of the Palau Goods and Services Tax, RPPL No. 11-11, and subsequent implantation at the start
of 2023 marked a milestone in Palau’s history. The key elements include:

A Palau Goods and Service Tax (PGST),

Excises taxes to replace former import duties.

A Business Profit Tax (BPT)

Medium size business will remain on the Business Gross receipts Tax and small
businesses will pay an annual fee.

A w N

5. Reform of the Wages Tax with zero rate collected on Palauans with wages less than
$15,000.

6. The hotel-room occupancy tax will be reduced to 10 percent.
7. Introduction of a carbon tax.

Tax reform was implemented over a short timeframe but must be considered a large success.
Preparation of the Palau tax reform program took place over a year's time span that entailed
training in administration, development of new IT systems, training and familiarization of the
private sector, numerous public information sessions, and a major symposium devoted to the
program. On January 1, 2023, the new program was implemented and after an initial breaking in
period is now well established. Support was provided by numerous donors including: the IMF,
PFTAC, Pacific Financial Technical Assistance Centre and ATO the Australian Tax Office. While the
period of implementation was short and given the limited capacity of a small nation such as
Palau, it must be considered successful. Perhaps the major downside of the program was the
unanticipated large increase in prices that came at a time when global inflation was high. While
some increase in prices had been anticipated, it far exceeded the net impact of the 10 percent
increase in PGST and offsetting repeal of the BGRT of 4 percent and general import tax of 3
percent. It is hoped that as vendors reprice their commodities and competitive forces exert
themselves that profit margins will revert to normal levels. It should be noted that the increase
in prices was a once-off shock to the system and since the start of 2023 inflation has moderated
and recorded 1.9 percent between Q1-2023-Q1-2024.

Going forward several initiatives are underway:
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1. An evaluation of the tax reform initiative has been undertaken with a view to initiating
improvements to the system that have arisen from the experience during
implementation. The tax reform program has entailed the replacement of the prior
legacy inefficient taxes, the BGRT and general import tax, with modern taxes. However,
the current reformed regime does not include a general personal income tax, which
would form a second phase of the reforms.

2. An evaluation of the current Tax Information System has been undertaken with
preparation of a needs assessment to form the basis of an RFP for the selection of a
modern risk based Commercial Off the Shelf (COTS) IT system.

3. Asycuda, a modern industry standard, risk-based, IT customs administrative system
developed by UNCTAD has been operationalized and integrated in the tax reform
process.

4. While pressure exists to offset some of the recent cost of living increases and unwind
some of the tax reforms, this administration intends to stay the course, maintain the
existing regime without modification in a predictable manner, and to conform to the
fourth principle of fiscal responsibility. The administration will focus on the protection of
vulnerable groups and maintain a strong fiscal position to resolve the large fiscal risks
that exist especially in the pension system.

vV MANAGE RESERVES AND INSURANCE COVERAGE TO OFFSET CYCLICAL VOLATILITY, THE COSTS
OF NATURAL DISASTERS, AND THE IMPACT OF CLIMATE CHANGE

The General Fund Reserve has been replaced with a Cyclical Reserve and a Climate Resilience
Fund. As part of the FRDMA, Palau reformed the prior general fund reserve and introduced two
new special funds: (i) the cyclical reserve fund, and (ii) the climate resilience fund. The cyclical
reserve is being funded with 2 percent of domestic revenues until 3 months’ worth of domestic
revenues, averaged over the prior 3 fiscal years, have been accumulated after allowing for cash
management (liquidity) needs. Once funds have attained the target, contributions will cease.
While withdrawal of funds is permissible only if annual domestic revenues have fallen more than
5 percent below budget levels, this principle was not adhered to during the post-COVID era. The
administration intends to restore this principle in future budgets. The climate resilience fund is
earmarked to address climate related events and natural disasters. A rate of contribution of 1
percent of domestic revenues is set aside into the fund until a target value is reached specified
in regulation. Withdrawal of funds is permissible only after the President declares a state of
national emergency. The administration is currently seeking support from the World Bank to
assist in estimating the frequency and cost of climate events, which will then be used as a basis
to derive the target value.

Vi 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

The main area of fiscal weakness lies in the management of the State-Owned Enterprises and
Public Financial Institutions. In the SOE sector, PNCC, BSCC and the NDBP have been financially
well managed and operate on a commercial basis at full cost recovery. Until recently the PPUC
operated below cost and in the majority of years recorded a negative operating income.
However, in both the power and wastewater divisions, PPUC has now implemented a full cost
recovery tariff and hopefully going forward will operate on a financially sound basis. This will
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significantly reduce fiscal risk. However, in the power and wastewater divisions, significant
transfers have been introduced to support residential consumers. Such transfers benefit all
residential customers regardless of their capacity to pay and as such are poorly targeted. It is the
intention of the administration to replace the existing transfers with more targeted support to
disadvantaged households.

The financial position of the Social Security system poses a significant fiscal risk, but reforms
have been drafted and transmitted to the OEK. After a recent actuarial assessment, it was
established that RoPSSA financial investments were projected to collapse in FY33 and
pensioners would only receive $0.74 in the dollar. With support from the ADB a framework was
developed to guide the reform process. A participatory workshop held in November 2021
resulted in building consensus for reforms to place RoPSSA on a financially sustainable path.
Legislation has been drafted and submitted by the President to the OEK.

The financial position and potential near-term collapse of the Civil Service Pension Plan poses
a huge fiscal risk to Palau. It has long been established that the CSPP is in greater financial
distress than RoPSSA and is projected to collapse by FY27 and pensioners would only receive
$0.57 in the dollar without reform or additional transfers. A process for reform of the CSPP was
initiated in late 2022 similar to that adopted for SS. The objective was to close the existing DB
scheme and switch all current contributors to a DC version. The first part of the reform process
was to design a means to finance the existing liabilities due to existing pensioners and
contributors. The second part of the reform process has been the design of the DC scheme.
Design of both parts of the reforms have been established, and the administration is currently
drafting the reforms into law for submission to the OEK.

Success with implementation of the tax reform, C-23, and economic recovery will present a
fiscal environment that will enable Palau to resolve many formerly difficult fiscal issues. The
SOEs and PFlIs have presented considerable fiscal risk. However, significant progress has been
made initially in the SOE sector and hopefully to follow in the public financial institutions. As
Palau emerges from the COVID-19 crisis and recovery gets locked in with the success of the tax
reform and implementation of the C-23, Palau will enter a unique period that will provide the
fiscal space to resolve issues that have seemed unsolvable for many years.

Vii MANAGE FISCAL RISKS AND CONTINGENT LIABILITIES PRUDENTLY

There are a variety of areas that pose significant and special fiscal risks to Palau that require
careful monitoring under the FRDMA. The following provides a list and a brief discussion of
areas that will be developed in future issues of the Update as Palau builds capacity in the
execution of the law.

i.  Macro-economic volatility: The Palau economy is subject to a high degree of
economic volatility. In the last 20 years, not including the recent COVID-19 global
pandemic, there have been 7 years of negative growth and 2 years experiencing a
greater than 5 percent increase or decrease in GDP. Such volatility has a significant
impact on tax revenues and provision of public services. Principle 5 of the fiscal
responsibility framework provides for the creation of a cyclical reserve fund to
mitigate the impact of fiscal risk.

ii.  Financial sector crisis: The financial sector is comprised of private and public sector
entities. Public sector financial institutions pose a special fiscal risk and have been
separately identified under principle 6 and discussed in depth in the preceding
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Vi,

Vii.

viii.

sections. In the past the banking sector has precipitated at least one period of severe
financial crisis but is now well regulated under FDIC provisions (for the US bank
branches) and the Financial Institutions Commission (for all banks). An annual
assessment of the banking sector concerning financial soundness, capital adequacy,
non-preforming loans etc. is undertaken by the FIC.

Change in debt interest rates: Much of Palau's external debt has been incurred on
concessional terms with low interest rates. However, a considerable portion is on
variable international rates based on LIBOR now SOFR plus a percentage. The recent
rapid acceleration in inflation, shift in monetary policy and increase in US and other
international interest rates has led to a significant increase in Palau’s debt service
commitment. Under C-23 provisions have been agreed to provide Palau with a fiscal
consolidation grant of $10 million over 6 years. Although the first two years of the
fiscal consolidation grant have been used to service existing debt, the administration
intends to use the remainder of this grant to pay down variable interest rate and
short duration loans.

Demographic changes: The population of Palau is comprised of Palauans and a
significant number of foreign workers primarily from the Philippines and
Bangladesh. While the population of Palauans has remained largely static, under the
provisions of the Compact, Palauans have the right to live and work in the U.S.
Should these conditions change there is potential for significant fiscal impact.
Maintaining good relations with Palau's neighbors and monitoring human and
worker’s rights will provide a safe and secure environment for foreign workers and
ensure stability in the supply of foreign labor. The Palau economy is highly
dependent on foreign workers on which the tourism economy and RoPSSA system
depend. While demographic change is generally long-term in nature it requires
careful monitoring.

Natural disasters: Palau is subject to periodic and significant climate events and
natural disasters. Since 2010 there have been two major Typhoons and one e/ Nino
draught. Under principle 5 of the fiscal responsibility framework Palau has created a
climate resilience reserve fund intended to provide cover for small to medium-sized
events over the medium-term but has yet to specify a target level of reserves. Palau
has also subscribed to the ADB Disaster Resilience Program with immediately
available loan funding of up to $20 million. Palau is projected to be subject to
“significant,” albeit periodic, climate events that might require greater funding and
additional insurance options need to be examined.

Government guarantees: Most loans incurred on behalf of the SOEs from institutions
like the ADB are incurred by the sovereign government and are thus guaranteed as a
condition of the loans. Direct lending to the SOE sector, which is not guaranteed by
the sovereign, nevertheless incurs risk.

Government litigation and lawsuits: These are generally of an unknown nature and
cannot be forecasted in advance. However, when such events occur and are known
they need to be disclosed.

Public private partnerships and/or private financial initiatives: Earlier discussion in
this section indicated the intent of government to utilize PPPs as a financing modality
for the delivery of public infrastructure and related services. A PPP policy statement
has been issued for outlining government’s PPP framework. Part of the initiative
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includes the establishment of a PPP monitoring unit, which will be responsible for an
assessment of PPP associated fiscal risk.

Environmental degradation: Palau devotes special attention to its environment given
the special attributes immeasurable value of its natural resources. To preserve its
environment Palau has declared a marine sanctuary over much of its EEZ and
prohibits commercial fishing in 80 percent of its ocean waters. The nation’s tourism
industry is, unsurprisingly, highly dependent on the quality of its environment.
Degradation of the environment is thus a key area of fiscal risk to be closely
monitored.

Local government and/or devolved administrations: Transfers to state governments
have grown strongly with a doubling in the last 10 years. This poses a significant
fiscal risk. The Fiscal Strategy released by the President indicates the intent to
implement a rules-based approach to the funding of the state governments to
moderate the recent rapid acceleration in funding.

Koror State Government (KSG) incurred significant fiscal deficits during the COVID
crisis financed through withdrawals from the state’s investment funds which have
fallen from over $25 million to less than $10 million. Koror state has requested loan
financing from the national government and $5 million will be on-lent from sub-
program one of the ADB SOARS program. A second tranche of $5 million is being
considered once sub-program two is effective. With the recovery underway Koror
state’s finances have been improving, but the high degree of dependence on one
source of revenue suggests the need for diversification, such as charging market
rates for leases, and to maintain a sufficient level of reserves to maintain operations
through extended periods of revenue downturn.

State owned enterprises and public financial institutions: The SOE and PFIl sectors
are a special area of fiscal risk and have been included under principle 6 of the fiscal
responsibility framework and discussed in detail in preceding sections. The former
SOE policy statement will at an appropriate time be incorporated into law with the
requirement for the establishment of an SOE monitoring unit to address SOE
performance and risk. It is likely the PPP monitoring unit and SOE unit will be
combined into a single body.
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FRDMA Principles: Adherence and Performance Matrix: Linkage to FS Policy Actions

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
percent of GDP was
achieved in FY24

Fiscal balance has been
restored.

FS policy action 1
FS policy actions 8-11
FS policy action 15

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

Not in adherence
net national wealth declined
due to COVID related deficit
financing and reduction in
pensions 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

FS policy actions 2-3
FS policy action 6
FS policy action 16-17
FS policy action 19-21

Manage debt prudently

Not in adherence
Debt/GDP has risen rapidly
with significant new
borrowing and reduction in
nominal GDP

With economic recovery
underway and fiscal balance
restored debt levels are
projected to fall below the
percent to GDP threshold
for high income countries
by FY27

FS policy actions 1-2

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

In adherence
Tax reform implemented
January 2023

FS policy actions 3-5
FS policy action 7
FS policy action 10
FS policy action 23

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

Not in adherence FY25
budget draws on the cyclical
reserve fund to support

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

FS policy action 18
FS policy action 22
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Principles

Status

Return to adherence

Linkage to

Fiscal Strategy policy

state government
operations.

actions

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:

PFIs 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.

FS policy action 12-14

Manage fiscal risks and contingent
liabilities prudently

Deemed in adherence;
Formal analysis to be
undertaken on all fiscal risks

Deemed in adherence as of
Fy24

FS policy action 7
FS policy action 21
FS policy action 24

39




Appendix 1  Economic and Fiscal Forecasts as required under
the Fiscal Responsibility Law RPPL 11-13

Economic and Fiscal Forecasts

FY23 FY24 FY25 FY26 Fya27

Per Capita Income measures

GDP current prices, $ million 269.5 309.9 356.0 382.1 405.6
Population 17,442 17,637 17,648 17,659 17,669
GDP per capita $ 15,453 17,573 20,173 21,640 22,955
GNI per capita $ 14,547 17,390 19,820 21,188 22,434
GNDI per capita $ 15,956 19,098 21,586 23,015 24,267

National accounts
GDP, at constant FY2019 prices, $ million (ave. GDP(P) a 235.6 255.1 283.5 2954 306.8

GDP, % growth 1.6% 8.3% 11.1% 4.2% 3.8%
GDP production, $ million 235.6 255.1 283.5 295.4 306.8
Agriculture and fisheries 8.3 8.2 8.2 8.2 8.2
Manufacturing, utilities, construction 19.8 238 273 259 26.6
Wholesale and retail trade 30.6 323 33.7 34.2 34.7
Accomodation, restaurants and transport 27.9 36.5 49.2 56.9 62.7
Public admin, Health and education 62.5 63.3 63.2 63.2 63.2
Other services 62.3 67.1 74.4 78.0 80.9
Taxes less subsidies on products 241 24.0 275 291 30.5
GDP by Expenditure, $ million 231.6 258.2 293.8 298.2 309.2
Final consumption expenditure, government 93.6 91.9 98.0 98.1 98.3
Final consumption expenditure, households 176.9 189.5 204.8 211.7 218.3
Gross capital formation 76.1 89.5 105.6 97.1 99.8
Gross domestic expenditure 346.5 370.9 408.4 406.9 416.3
Exports 62.9 81.4 108.6 125.4 138.0
Less Imports 177.7 1941 223.2 2341 2452

Prices (annual percent change)

Consumer price index 10.8% 4.6% 2.7% 2.3% 1.8%
Average wage 21% 6.3% 4.7% 3.6% 2.2%
Export price Index 6.8% 3.6% 3.2% 2.9% 2.0%
Import price Index 7.0% 1.3% 1.5% 1.5% 1.5%
Terms of trade -0.2% 2.2% 1.6% 1.4% 0.6%

Employment and Wages

Number of employees 10,661 11,258 11,826 11,975 12,247
% change 11.7% 12.3% 9.9% 4.9% 4.6%
Private sector 5,924 6,535 7,075 7,206 7,462
% change 17.9% 10.3% 8.3% 1.9% 3.5%
Public sector 3,909 3,952 3,979 3,988 3,998
% change 0.3% 1.1% 0.7% 0.2% 0.3%
Other 827 770 772 781 787
Palau citizens 5,563 5,624 5,676 5,757 5,846
Foreign workers 5,030 5,634 6,150 6,217 6,401
Average annual wage 14,846 15,784 16,519 17,119 17,501
% change 2.1% 6.3% 4.7% 3.6% 2.2%
Private sector 10,704 11,125 12,044 12,579 12,860
% change 3.0% 3.9% 8.3% 4.4% 2.2%
Public sector 22,140 24,370 25,263 26,078 26,853
% change 5.8% 10.1% 3.7% 3.2% 3.0%
Average annual real wage (FY21 prices) 11,808 11,999 12,230 12,385 12,436
% change -7.9% 1.6% 1.9% 1.3% 0.4%
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Economic and Fiscal Forecasts (continued)

FY23 FY24 FY25 FY26 FY27

Tourism
Total Tourism receipts, $ million 52.4 73.4 104.7 126.4 143.2
Tourist nights 220,506 298,789 424,039 500,377 557,369
Receipts per visitor, $ 1,495 1,407 1,331 1,349 1,365
Receipts per visitor night, $ 238 246 247 253 257
Average length of stay, nights 6.3 5.7 5.4 5.3 5.3
Tourism arrivals 35,052 52,155 78,675 93,696 104,913
Japan 3,143 6,267 16,875 20,902 24,030
South Korea 866 729 729 903 1,038
Taiwan 9,373 9,768 15,072 18,669 21,463
China 7,707 16,473 27,081 32,708 36,655
USA 7,960 10,341 10,341 10,835 11,159
Europe 2,271 3,849 3,849 4,951 5,840
Other 3,732 4,728 4,728 4,728 4,728
Hotel occupancy rate 16.4% 21.3% 28.2% 35.0% 38.3%
Number of Hotel rooms, yearly average 1,944 2,019 2,169 2,209 2,253

Government Finance Statistics, ($ million)

Revenue 129.1 173.3 182.4 191.3 198.1
Tax revenue 58.2 70.6 83.4 90.7 96.8
Grants 58.6 82.6 78.9 80.1 814
Other revenue 12.3 20.2 20.1 20.5 20.0

Expense -122.4 -143.6 -158.5 -156.0 -158.3
Compensation of employees -49.1 -52.3 -53.9 -55.5 -57.2
Use of goods and services -33.5 -35.0 -41.6 -42.7 -43.8
Other expense -39.8 -56.3 -63.0 -57.9 -57.4

Net Worth and its Changes -6.7 -29.7 -23.9 -35.3 -39.8
Nonfinancial assets -14.5 -17.1 -27.4 -28.0 -28.5
Financial assets 9.6 -16.1 0.0 -7.1 0.6
Financial liabilities -1.8 34 3.5 -0.1 -11.9

Overall fiscal balance -7.8 12.6 -3.5 7.3 11.3

(In percent of GDP)

Revenue 47.9% 55.9% 51.2% 50.1% 48.9%
Taxes 21.6% 22.8% 23.4% 23.7% 23.9%
Domestic revenues 21.7% 26.6% 22.2% 21.0% 20.1%
Grants 4.6% 6.5% 5.6% 5.4% 4.9%

Expense -45.4% -46.3% -44.5% -40.8% -39.0%
Compensation of employees -18.2% -16.9% -15.1% -14.5% -14.1%
Use of goods and services -12.4% -11.3% -11.7% -11.2% -10.8%

Non Financial Assets -5.4% -5.5% -7.7% -7.3% -7.0%

Overall fiscal balance -2.9% 41% -1.0% 1.9% 2.8%
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Economic and Fiscal Forecasts (continued)

FY23 FY24 FY25 FY26 FY27
Balance of Payments
Current account balance -146.0 -127.5 -135.8 -131.2 -132.8
Goods and services balance -154.8 -154.4 -160.7 -155.4 -156.0
Goods balance -162.4 -183.2 -214.8 -228.9 -243.7
Exports of goods f.o.b. 1.7 24 34 4.0 4.5
Imports of goods f.0.b. 164.2 185.6 218.3 232.9 2481
Services balance 7.7 28.8 541 735 87.6
Exports of services 63.9 86.3 119.6 142.6 160.4
of which Travel 52.4 73.4 104.7 126.4 143.2
Imports of services 56.2 57.5 65.5 69.1 72.8
Primary income balance -15.8 -3.2 -6.2 -8.0 -9.2
Inflows 244 27.8 30.0 31.1 32.1
Outflows 40.2 31.0 36.2 39.1 41.3
Secondary income balance 24.6 30.1 31.2 323 324
Inflows 441 52.3 56.4 58.9 60.9
of which: Grants on budget 31.2 38.2 39.0 39.7 40.3
Outflows 195 222 252 26.6 28.5
Capital account balance 194 69.9 80.2 30.8 313
Net lending/borrowing (Current+Capital) -126.6 -57.7 -55.5 -100.4 -101.5
Financial account balance -143.3 -33.9 -52.9 -94.9 -97.0
Direct investment (net lending(+)=assets-liabilities) -74.2 -81.1 -96.5 -106.2 -116.5
Portfolio investment (net lending(+)=assets-liabilities) -15.2 30.7 45.8 -5.3 -71
Other investment (net lending(+)=assets-liabilities) -53.9 16.5 -2.2 16.5 26.6
Assets (net acquisition) -14.7 18.5 0.1 15.2 13.6
Liabilities (net incurrence) 39.2 2.0 23 -1.4 -13.0
Of which: Public sector loans 39.2 2.0 23 -14 -13.0
Errors and omissions -16.7 237 2.6 55 4.5
External Debt, $ million
Gross External Debt, total 212.0 213.9 216.2 214.8 201.9
National Government 194.6 198.1 201.6 201.4 189.5
Public Enterprises 17.3 15.9 14.7 134 124
Gross External debt as % of GDP 78.6% 69.0% 60.7% 56.2% 49.8%
Debt Service 15.6 19.9 20.6 20.6 184
Debt service as % of national government revenues 12.1% 11.5% 11.3% 10.8% 9.3%
Depositiory Coporations Survey ($ million)
Net foreign assets 2514 269.9 270.0 285.1 298.8
Domestic claims -8.7 -19.4 -4.1 -8.2 -9.7
Net claims on national government -45.1 -60.5 -49.9 -56.6 -60.6
Claims on other sectors 36.4 411 45.8 48.4 50.9
Private non-financial corporations 8.9 10.3 11.9 12.9 13.7
Individuals 275 30.8 33.9 35.6 37.2
Broad money liabilities 2344 245.5 261.7 272.4 284.0
Demand deposits 115.5 123.9 132.5 136.7 140.6
Other deposits 119.0 121.6 129.2 135.7 143.4
Capital and other accounts 8.3 5.0 4.2 4.6 5.0
Loans to deposit ratio, % 15.5% 16.8% 17.5% 17.8% 17.9%
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