
Water Sector Improvement Program (RRP PAL 44031) 

FISCAL ANALYSIS 
 

A. Summary 
 
1. The cost of providing water and sewerage services is approximately $2.8 million per 
year. Of this, $600,000 is collected in fees. The balance, $2.5 million (17% or domestic revenue) 
is met through the Government’s annual budget appropriation. This high subsidy—at 80% of 
costs and 1.2% of gross domestic product (GDP)—is a significant burden on the Government. 
The Government does not provide subsidies to other State-owned enterprises including the 
Palau Public Utilities Corporation and the Palau National Communications Corporation. The 
Government has an outstanding liability to the Palau Public Utilities Corporation of $4.2 million, 
predominately for arrears in electricity payments for the Water and Sewerage Division of the 
Ministry of Public Infrastructure, Industries and Commerce.  
 
2. The proposed Program will have a positive impact on the Government’s expenditure 
position as the impact of progressive increases in tariffs take hold. Table 1 shows the impact 
through the elimination of Government Budget support in FY2015. 
 

Table 1: Total Budget Subsidy for Water and Sanitation Sector 
($ million) 

 

 FY2010 FY2011 FY2012 FY2013 FY2014 FY2015 
Government 
Subsidy 2.1 2.2 1.4 1.1 0.4 0.0 

Cumulative 
Subsidy 2.1 4.3 5.7 6.8 7.1 7.1 

Source: Asian Development Bank. 
 
3. The IMF noted that elimination of the subsidies on water and sewage by increasing the 
charges to reflect the full cost of supplying the services would be key to achieving a reduction in 
current spending of 5.5% of GDP between FY2010–FY2015. Further, the improvements in 
efficiency that are expected from the reforms under the program are expected to lead to 
increased revenue for the Government. The Program is therefore important in enabling the 
Government to maintain its fiscal position in spite of reductions in grants. 
 
B. External Debt 
 
4. Palau’s external debt is projected to be about 35.8% of GDP in FY2010. This is low 
relative to other countries1 but the magnitude of the debt has been increasing in recent years. 
The major cause of the increase has been public enterprise debt which rose from 15.4% of GDP 
in FY2006 to 22.6% of GDP in 2009. An important reason for this increase was the inability or 
failure of the public enterprises to pass on price increases, most notably the steep increases in 
oil prices. 
 
5. Palau’s core-government public debt is low and has been declining since FY2007. It 
consists primarily of two loans: one for the completion of Phase II of the national capitol 
construction project in Melekeok State, and one for the purpose of undertaking various 
improvements to the Palau International Airport. The sum of $2,713,000 is proposed for 
appropriation for FY2011 for the purpose of payment of interest and principal. 
 

                                                 
1 This compares with external debt of more than 60% in the Republic of the Marshall Islands. 
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Table 2: External Debt 
(% of GDP) 

 

 FY2005 FY2006 FY2007 FY2008 FY2009 FY2010a 
Government debt 10.8 9.8 12.2 11.6 10.7 9.6
Public enterprise debt 16.0 15.4 18.1 19.6 22.6 21.4
Other debt 2.5 3.0 3.5 3.9 4.4 4.7
External debt 29.3 28.2 33.8 35.1 37.7 35.8
Source: International Monetary Fund (IMF). 2010. Republic of Palau. Staff Report for the 2010 Article IV 
Consultation. Washington, DC. 

 
6. The proposed loan of $16 million for the Water Sector Improvement Program—$10 
million to be repaid by the Government and $6 million to be repaid by the utility—will mean that 
total external debt will increase to about 42% of GDP. While the loan is Government debt, its 
effective liability will remain low at about 38% of the total or 15.5% of GDP.  
 
C. The State of the Budget 
 
7. The annual budget in the Republic of Palau (Palau) is prepared and introduced into the 
Parliament (Olbiil Era Kelulau) by the President either in separate bills or as a consolidated 
budget. The budget is prepared on a cash-basis and is required to be balanced. All sources of 
funds (Table 3) are matched by an appropriation, either for general operations or for debt 
servicing. 
 
8. The Bureau of Budget and Planning within the Ministry of Finance has been developing 
the main elements of a medium–term expenditure planning and monitoring framework 
necessary to plan expenditure, deliver Palau’s medium-term development strategy priorities,2 
and monitor government expenditure performance. However, implementation and adherence to 
this framework are less than anticipated as the Bureau is hindered by understaffing. 
 

Table 3: Total Revenue and Grants  
($ million) 

 

 FY2005 FY2006 FY2007 FY2008 FY2009 FY2010a 
Domestic Revenue       
 Tax revenue 30.1 29.4 29.8 31.5 29.7 32.0 
 Non-tax revenue 6.3 6.6 6.5 6.8 6.5 6.4 
 Local trust funds 1.3 2.2 2.1 1.3 1.7 1.7 
Grants       
 US Compact 12.5 12.7 12.7 13.2 12.8 14.5 
 US non-Compact 7.2 7.8 8.9 8.0 9.3 12.8 
 Other countries 1.0 1.1 4.5 4.2 1.3 3.6 
 Capital grants 15.0 22.4 24.9 18.2 20.1 19.0 
Total 73.4 82.2 89.4 83.2 81.4 90.0 
FY = fiscal year, US = United States. 
a projected. 
Source: International Monetary Fund (IMF). 2010. Republic of Palau. Staff Report for the 2010 Article IV Consultation. 
Washington, DC (http://www.imf.org/external/country/PLW/index.htm). 
 

                                                 
2  Government of Palau. 2008. Medium-Term Development Strategy: Actions for Palau’s Future and accompanying 

Explanatory Booklet. Melekeok. 
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9.  The major source of government revenues has been grants from external sources, 
principally the United States (US). In FY2010, these grants are projected to represent 
approximately 55% of government revenue. Most US assistance is provided under the Compact 
of Free Association (the Compact) which came into force on 1 October 1994, when Palau 
became a sovereign nation. The Compact is a 50-year strategic treaty under which the US 
retains control of defense and security matters in Palau. In exchange, the US established a trust 
fund and provided Palau with pre-specified grants for the first 15 years of the Compact.  
 
10. US Compact assistance amounted to about 20% of Palau’s GDP between 1994 and 
2008. Of this, two-thirds came in the form of budget support and one-third for federal services—
roads, weather, postal, and aviation. In addition, the US provided $70 million in seed money for 
the Compact trust fund (about 50% of FY1997 GDP). Over the same period, the US also 
provided non-Compact assistance of about 10.5% of GDP. 
 
11. The performance of the trust fund has fallen short of expectations. The purpose of the 
fund was to provide a steady stream of income that would replace Compact grants after 2009. 
Palau was allowed annual withdrawals from the fund amounting to $5 million during FY2000–
FY2009, and $15 million thereafter (actual withdrawals started only in FY2002). The fund 
returned 7.5% per year through FY2009. This is above the benchmark but falls short of the 
12.5% that was anticipated during the Compact negotiations. By end FY2009, the Compact trust 
fund had accumulated $140 million, compared with $260 million expected at the outset. 
 
12. The Compact mandates that the US and Palau governments formally review the terms 
of the Compact on the 15th, 30th, and 40th anniversaries of the Compact and mutually agree to 
any alterations. The first 15 years formally ended on 30 September 2009. After initial delays, the 
two countries reached agreement on grant assistance for another 15 years. Under the 
agreement, which still needs to pass the US Congress, the US would continue assistance at 
about current levels, including $13–14 million annual budget support and $28 million for 
infrastructure maintenance. Some of the budget support may be frontloaded, so that Palau can 
clear its government arrears, and annual withdrawals from the trust fund would again be 
restricted to $5 million. 
 
13. Domestic revenue of approximately $40 million is projected for FY2010. The largest 
single source of revenue is the gross revenue tax which has a cascading effect and deters 
foreign investment. While procedures for collecting customs revenues have been strengthened, 
enforcement in other areas remains a problem and overall tax compliance is only around 50%. 
Public enterprise reform could also improve the revenue flow to government. Expected benefits 
from enterprise reforms will come from: (i) improving efficiencies by contracting more 
maintenance functions such as roads and repairs, and maintenance of government buildings; 
(ii) providing services such as electricity, water, and sewerage on a commercial basis; and (iii) 
increasing revenue from government corporations and profit – making enterprises including 
telecommunications and the airport. 
 
14. The public service wages and salaries bill was the fastest growing component of current 
expenditure over the decade 1995 to 2006. In spite of efforts to control, it was still around 43% 
of projected FY2010 current expenditure (Table 4). Downsizing the public sector, in terms of 
both personnel and functions, will be an important step in reducing spending to a sustainable 
level. 
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Table 4: Total Expenditure  
($ million) 

 

 FY2005 FY2006 FY2007 FY2008 FY2009 FY2010a 
Current expenditure 62.8 68.8 72.4 75.6 73.7 73.6 
 which includes:       
 Wages and salaries 31.7 32.8 34.3 35.4 31.7 31.6 
 Other purchases of goods 
 and services 

 
21.4 

 
26.0 

 
28.2 

 
28.9 

 
31.5 

 
33.4 

Capital expenditure 13.6 22.7 25.2 16.7 21.3 19.0 
Total 76.4 91.5 97.6 92.3 95.0 92.6 
Overall Balanceb (including 
grants) 

-3.0 -1.9 -12.3 -6.6 -6.1 -2.6 

FY = fiscal year. 
a projected. 
b defined as total revenue minus total expenditure. 
Source: IMF. 2010. Republic of Palau. Staff Report for the 2010 Article IV Consultation. Washington, DC (February) 
(http://www.imf.org/external/country/PLW/index.htm). 
 
D. Fiscal Sustainability 
 
15. A FY2010 Supplementary Budget3 proposed changes to existing taxes and new taxes 
and charges including hotel room tax, departure tax, environmental protection fee known as 
‘green fee,’ changes to taxes on wages and salaries, import tax, annual alien registration fee, 
and scuba diving tax. However, the measures were not adopted in their entirety and they have 
been reintroduced in the FY2011 budget. If these measures are enacted as proposed, it is 
anticipated that domestic revenues will increase by approximately $2 million. Taking these 
anticipated revenues into consideration in formulating the budget for FY2011, the estimate of 
local revenues that will be available for appropriation is $36 million. 
 
16. In its 2010 Article IV consultation, the IMF estimated that to ensure fiscal sustainability 
over the medium-term, the current balance4 would need to improve by 1.5 percentage points of 
GDP per year over the next 10 years. The Government’s Medium Term Fiscal Framework 
2009-2014 of a 5% reduction in expenditure and a 5% increase in revenue over 5 years 
supports the International Monetary Fund’s recommendations. 
 
17. The IMF noted that comprehensive reforms are needed to sustain fiscal consolidation 
over the medium term. On the revenue side, the IMF reiterated earlier recommendations to 
eliminate import duty exemptions, move to cost, insurance and freight evaluation, and replace 
the gross revenue tax with a corporate income tax. According to IMF estimates, the first two 
measures could produce savings of 2% of GDP between FY2010–FY2015. On the expenditure 
side, further cuts in the wage bill were recommended, given that Palau’s wage bill exceeds the 
Pacific island average by at least 1 percentage point of GDP. 
 
18. In addition, the IMF noted that elimination of the subsidies on water and sewage by 
increasing the charges to reflect the full cost of supplying the services, would be key to 
achieving a reduction in current spending of 5.5% of GDP between FY2010–FY2015. Further, 
the improvements in efficiency that are expected from the reforms under the program are 
expected to lead to increased revenue for the Government. The Program is therefore important 
in enabling the Government to maintain its fiscal position in spite of reductions in grants. 
                                                 
3  The Fiscal Year 2010 Supplemental Budget Authorization and Appropriation Act. 
4  Defined as domestic revenue minus current expenditure. 
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19. Going forward, the IMF projected the current account of the balance of payments to 
improve (Table 5), but noted that Palau’s external position remains vulnerable. The current 
account should improve in line with fiscal consolidation, but the external position remains 
vulnerable to terms-of-trade shocks and valuation losses on Palau’s overseas investments. The 
narrow export base—90% of exports are in tourism—is also a source of vulnerability. The IMF 
pointed to the need to contain the debt of public utilities and to allow for greater pass-through of 
global oil prices to raise profitability. 
 

Table 5: Medium-term Projections (with program) 
($ million)a 

 

  FY2010a FY2011 FY2012 FY2013 FY2014 FY2015 
Real Sector       

GDP (constant FY2004) 173.3 176.8 182.1 187.5 193.2 199.0
GDP (current) 218.4 227.2 238.7 250.8 263.5 276.8
GDP Growth 1.0 2.0 3.0 3.0 3.0 3.0
Consumer Prices 6.0 4.0 3.0 2.0 2.0 2.0
       

Public Finance       
Total Revenue 90.0 85.1 85.0 85.1 84.9 84.9

Domestic Revenue 40.0 40.8 42.7 45.0 47.3 49.7
Grants 50.0 44.2 42.3 40.2 37.7 35.2
   

Total Expenditure 92.6 91.0 90.6 90.2 89.4 88.8
Current Expenditure 73.6 71.0 70.6 70.2 69.4 68.8
Capital Expenditure 19.0 20.0 20.0 20.0 20.0 20.0

Errors and Omissions 0.0 0.0 0.0 0.0 0.0 0.0
   
Current Balance 

      (excluding  grants)b 33.5 -30.1 -27.9 -25.3 -22.2 -19.2
Overall Balance 

      (including  grants) -2.6 -5.9 -5.6 -5.1 -4.5 -3.9
   

Balance of Payments   
Current Account Balance 

      (excluding grants) -51.9 -49.1 -48.0 -46.4 -44.8 -42.9
Current Account Balance 

      (including grants) -20.9 -20.0 -19.3 -18.3 -17.1 -16.1
   

Without Program   
Continued Subsidy 0.3 0.2 1.0 1.3 2.0 2.4
Overall Balance -2.9 -6.1 -6.6 -6.4 -6.5 -6.3

FY = fiscal year, GDP = Gross Domestic Product. 
a unless otherwise noted. 
b defined as domestic revenue minus current expenditure. 
Source: IMF. 2010. Republic of Palau. Staff Report for the 2010 Article IV Consultation. Washington, DC. 
(http://www.imf.org/external/country/PLW/index.htm). 
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