
Water Sector Improvement Program (RRP PAL 44031) 
 

FINANCIAL ANALYSIS 
 
A.  Summary 
 
1. Water tariffs in Palau do not encourage the prudent consumption of water. Collected 
revenue currently covers only 20% of sector operating costs, with the balance met through the 
government’s annual budget appropriation. Lack of government funds means the subsidy is 
provided at the minimum level needed to maintain services, with no funding available to fund 
preventive maintenance or capital expenditure. One consequence is that the reticulation 
network is in need of repairs, with very high levels of leakage. The Government of Palau’s 
(government) objective is to create self-financing and efficient water and sewerage services. 
This will be achieved by creating the new Palau Water and Sewer Corporation (PWSC) and 
raising water tariffs over time to levels that ensure full cost recovery. The sector analysis is 
therefore based on the principle of full cost recovery and focuses on the actions needed to 
achieve this. 
 
B.  Recent Financial Performance of the Sector 
 

1. Water and Sewer Revenue and Operating Expenses 
 
2. The government finances the operation, maintenance, and capital costs of water supply 
and sewerage functions at a cost of approximately $2.4 million per year, which accounts for 
around 80% of the total cost of providing these services. The Koror and Airai water supply and 
sewerage functions are undertaken by a combined operational unit in the Ministry of Public 
Infrastructure, Industry and Commerce; billing and collection of water charges is the 
responsibility of a section of the Ministry of Finance (MOF). No fees are currently charged for 
the sewer service. 
 
3. The Koror–Airai water supply system has metered and unmetered customers. Currently, 
there are approximately 3,290 metered and 480 unmetered water connections in Koror and 
Airai. All metered domestic and non-domestic customers are currently charged uniformly at 
$0.85 per 1,000 gallons, while unmetered customers are charged flat monthly rates ranging 
from $5 to $10. Tariffs scheduled in the Utility Regulations, 1986 still apply. The production of 
treated water per person is extremely high; the average consumption rate of 169 
gallons/person/day is higher than in any other Pacific country.1 
 
4. Revenue from water charges in FY2009 was approximately 28% of the total water 
supply and sewerage operating expenses. For FY2010, revenue is forecast at approximately 
20% of water supply and sewer operating expenses, excluding depreciation. The main reasons 
for the increasing deficit are (i) a 38% increase in electricity charges, driven by increases in 
global oil prices; and (ii) a 12% drop in revenue due to rationing of supply in the first quarter of 
2010. 
 

2.  Current Estimate of Total Losses (Nonrevenue Water) 
 
5. National water supply systems, including water from treatment plants, have been 
substantially improved from 1994 to 2009, and water supply networks have been expanded. 

                                                      
1   ADB. 2009. Technical Assistance to Palau for Preparing the Babeldaob Water Supply Project. Consultant’s report. 

Manila.   
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However, system losses remain high with nonrevenue water (NRW) approximately 43% in 
FY2008. This total of NRW comprises two elements: (i) technical losses due to leakage of water 
from the distribution and reticulation system; and (ii) commercial losses, i.e., unbilled 
consumption, due to lack of network meters. No estimate of the split between technical and 
nontechnical is available; however, it is assumed that commercial losses were at least 50% of 
the total NRW. It is assumed that levels of losses have not changed significantly in the current 
year.  
 
6. The planned repair and replacement of the water reticulation network is expected to 
reduce technical losses significantly. Similarly, it is anticipated that installation of meters for all 
customers would significantly lower commercial losses. Forecasts show a reduction in NRW to 
25% by FY2016 is possible with the program. On that basis, it is projected that production of 
water will decline while billed water will increase. Savings in operation and maintenance costs, 
primarily electricity and chemical costs, are anticipated at the lower production level. The 
increased volume of billed water will result in increased revenues. 
 

3.  Consumer Arrears 
 
7. Consumer debtors excluding current month arrears were approximately $130,000 as of 
30 September 2008. This level of debt equates to approximately 81 days of annual sales, which 
is above the standard sector “benchmark” level of 31 days. However, due to a focused effort by 
MOF, significant reduction in the level of debtors, excluding current month arrears, was 
achieved in FY2009. By the end of the year, the arrears had been reduced to approximately 
$36,000, which equates to 22 days of annual sales. 
 
8. This satisfactory level of performance appears to have been sustained during the current 
year and MOF data indicate total arrears were $34,000 as of 30 June 2010. However, if future 
collection levels should again fall below the level of annual billings during the transition to sector 
financial viability, the annual government subsidy would need to increase.  
 

4.  Financial Projections FY2011–2015 
 
9. Annual financial projections were prepared to forecast sector performance through the 
end of FY2016. The key findings show that on the basis of the proposed tariffs, financial self-
viability could be achieved by the end of FY2015 (Table 1). 
 

Table 1: Summary Sector Financial Projections 
($ million) 

      FY2011 FY2012 FY2013 FY2014 FY2015 FY2016 
Water                
Total revenue  0.757  1.073  1.418  1.840  2.040  2.121  
Total operating expenses 2.470  2.579  2.711  2.694  2.591  2.659  
Net profit/loss  (1.713)  (1.506)  (1.292) (0.854)  (0.550)  (0.537)  
Sewerage               
Total revenue  0.000  0.647  0.833  1.057  1.168  1.215  
Total operating expenses 0.516  0.548  0.591  0.599  0.583  0.596  
Net profit/loss  (0.516)  0.099  0.242  0.458  0.586  0.619  
Combined net profit/loss (2.229)  (1.407)  (1.051) (0.396)  0.035  0.082  
( ) = negative, FY = financial year. 
Source: Asian Development Bank. 
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5.  Proposed Tariff Requirements 
 
10. The government’s objective is to move toward full cost recovery in the water and 
sanitation sectors, with the aim of making the supply of water a self-sustaining and efficient 
operation. This will require gradual achievement of full cost recovery over the next 5 years. The 
structure should include a new “lifeline” block for domestic consumers to ensure that the low-
income group can afford the projected water tariff levels that can meet the financial objectives. 
After FY2015 when full recovery of costs is achieved, tariffs should be adjusted annually at the 
inflation rate to keep up with increases in operation and maintenance costs (Table 2). 
 

Table 2: Tariffs Proposed, FY2011–FY2015 
($) 

Item   Effective From 1-Feb-10 1-Feb-11 1-Feb-12 1-Feb-13 1-Feb-14 
Water       
Lifeline Below 5,000 gals per month 

(per 1,000 gals per month) 
0.85 1.06 1.17 1.29 1.41 

Domestic  Above 5,000 gals per month 
(per 1,000 gals per month) 

0.85 1.28 1.91 2.54 3.38 

Nondomestic (per 1,000 gals per month) 0.85 1.28 1.91 2.54 3.38 
Sewerage       
Domestic (per 1,000 gals per month)   0.30 0.30 0.32 0.33 
Nondomestic (per 1,000 gals per month)   1.28 1.70 2.21 2.87 
Source: Government of Palau, Ministry of Finance. 
 

6.  Government Subsidies  
 

11. The forecasts show that the annual sector subsidy the government needs to provide will 
be reduced over FY2011–FY2015 (Table 3). 

Table 3: Government’s Annual Subsidy Forecasts, FY2011–FY2015 
($ million) 

 

Item  FY2011 FY2012 FY2013 FY2014 FY2015 
Net profit/loss water supply    (1.713)  (1.506)  (1.292)  (0.854)  (0.550)  
Net profit/loss sewerage         (0.516)  0.099  0.242  0.458  0.586  
Loan repayments 0 0 0 0 (0.031)  
Total government subsidy 2.229  1.407  1.051  0.396  0 

( ) = negative. 
Source: Asian Development Bank. 
 
C.  Affordability 
 
12. An affordability analysis was undertaken to ensure that domestic consumers, particularly 
those in the low-income group, can afford the proposed water tariff levels. The results of the 
analysis show that the percentage of monthly household income spent on water will remain 
below 2% of monthly revenue for the average consumer throughout the period (Table 4). 
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Table 4: Affordability of Proposed Tariff Increases 
($) 

 Average Monthly Billings FY2011 FY2012 FY2013 FY2014 FY2015 FY2016 
Domestic water bill 7.23 9.78 11.79 13.80 16.26 16.14 
Domestic sewerage bill 0.00 0.90 0.90 0.95 0.99 1.03 
Total domestic bill 7.23 10.68 12.69 14.74 17.26 17.18 
             
Average monthly household income 731 769 806 840 875 910 
Percentage of income spent for water and 
sewerage (%) 0.99 1.39 1.57 1.75 1.97 1.89 
Source: Asian Development Bank. 
 
13. The socioeconomic survey revealed that 96% of respondents are willing to pay twice the 
amount they currently pay for water and sewerage (footnote 1). The average domestic charge is 
currently $7.23 per month, although many households pay significantly less. For example, a 
typical household with one or two adults currently pays $3–$5 per month.  
 
14. Studies conclude that with an appropriate public awareness program, it would be 
possible to reduce the water consumption per capita by around 40% from present levels. A 20% 
reduction is considered possible in the short term. These anticipated reductions would serve to 
significantly mitigate the impact of the increased monthly charges. It is therefore reasonable to 
conclude that the proposed water tariffs, as set out within this program, are “affordable.” 
 
D.  Key Risk Factors Related to Achievement of the Financial Objectives 
 
15. The projected financial performance of the sector has shown that the financial objectives 
of cost recovery, including debt service, could be met. However, to attain the financial 
objectives, tariffs must be raised as proposed. The financial sustainability of the project and the 
proposed PWSC largely depends on the government remaining committed to the reform 
program. 
 
16. More specifically, the main risks associated with the program related to achievement of 
the financial objectives are as follows: 

(i) Failure by the government to impose post-FY2013 tariff increases. These are 
needed to reach the financial break-even target by the end of FY2015. 

(ii) Inability of the government to fund the required subsidy, covering (a) the loan to 
repair and replace water system piping, and to fund capacity development 
projects; and (b) the full level of the assessed financial support to meet the 
shortfall between operation, maintenance, debt-servicing costs, and projected 
revenue of the PWSC. 

(iii) Failure by the government to impose a quarterly fuel adjustment factor. Electricity 
costs are significantly impacted by changes in global oil prices, and represent 
approximately 60% of the current sector cost base. To mitigate the impact of 
changes in global oil prices on its cost structure, it is recommended that a 
quarterly fuel adjustment factor be introduced, based on the quarterly adjustment 
made by PPUC. On this basis, both increases and reductions arising from 
changing global oil prices would be passed on to the consumer and so the 
overall effect on the PWSC’s annual financial performance would be neutral.  
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E.  Palau Water and Sewer Corporation Capacity Building Requirements  
 

1.  Creation of an Effective Finance Function 
 
17. The PWSC will require significant consultant support to establish the finance function 
and to build financial management capacity. It is envisaged that this support will be financed by 
funds from the ADB program loan, re-lent by the government to the PWSC. The scope of the 
financial technical assistance support should cover the following:   

(i) Establishment of the finance function. Establish the organization and 
structure, formalize the financial policies and procedures, and create essential 
support systems and ledgers (e.g., general ledger, debtors ledger, fixed assets 
register and payroll). 

(ii) Corporate budgeting. Design and implement an annual corporate budget 
process and an in-year budget monitoring process, identifying relevant board 
interventions in the process. 

(iii) Management accounting and financial reporting. Design and assist in the 
implementation of improved financial management and operational reporting to 
facilitate good governance. Specifically, identify the key financial information to 
be presented to the board on a monthly or quarterly basis (e.g., sales, 
receivables, cash flow, system losses, budgetary performance). Provide training 
for the board in interpreting the financial management information they will 
receive. 

(iv) Financial planning. Assist the PWSC in the development of a longer-term 
financial planning capacity model. Support the PWSC in the second year to 
update annual financial forecasts. Provide training to the board on use of the 
financial forecasts as a key governance tool, and to PWSC staff in the use, 
management, and updating of the model. 

(v) Financial control. Provide on-the-job training of key staff to strengthen internal 
control procedures and to facilitate monitoring of major elements such as billing 
and cash collection, receivables, provision of doubtful debts, the write-off of bad 
debts, and financing of future capital investment projects. 

 
2. Other Support Needed 

 
18. In addition, the PWSC will require support to revise the tariff structure and to develop 
and implement a focused program to reduce commercial losses. 

 


