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ECONOMIC ANALYSIS 
 
A.  Summary 
 
1. Despite its remoteness, Palau’s small population of around 20,000 people enjoys a high 
standard of living compared with other countries in the region, largely as a result of financial 
support from the United States (US). Gross domestic product (GDP) per capita in 2009 was 
estimated to be $8,400 in real terms.1 Palau’s small and narrowly based economy is heavily 
reliant on tourism and public expenditure. This makes the country highly vulnerable to external 
shocks. The private-sector-led tourism industry accounts for almost half of the country’s GDP.2 
Although grant-funded public spending has declined substantially since independence in 1994, 
it continues to play an important role in driving the economy. Total government expenditure as a 
ratio of GDP averaged around 44% during FY2005–FY2009. Domestic revenue funds around 
55% of current expenditure, while the remainder is funded through external budgetary support.3 
Capital expenditure is funded almost exclusively from external sources. Growth in tourism has 
driven a general expansion in hotels, restaurants, construction and retail trade. As a result, the 
services sector now accounts for around 80% of the country’s GDP. Palau’s external debt level 
was projected to be around 38% of GDP in FY2009. The majority of debt is attributable to 
publicly owned companies ($48 million), while government debt accounts for only around 9.6% 
of GDP ($23 million).4  
 
B.  Economic Analysis of Water and Sanitation Sector Reforms 
 
2. Significant reforms are needed in the water sector to support the provision of efficient 
and sustainable utility services to support economic growth and private sector development in 
Palau and a reorientation in government spending. In the absence of reform, growth in the 
country’s tourism industry can be expected to be constrained by a fixed water supply.  
 
3. Under existing arrangements, responsibility for the delivery of water supply and 
sewerage services is vested in a number of different government agencies, including the Capital 
Infrastructure Projects Division and the Division of Utilities under the Ministry of Public 
Infrastructure, Industry and Commerce, and the Ministry of Finance. This fragmented supply 
structure results in the inefficient delivery of water and sanitation services, and prevents any 
organization from taking steps to improve the current situation.  
 
4. At current tariff levels, which have remained unchanged since the Utility Regulations, 
1986 were issued, revenues cover 20% of water and sewerage system operating expenses plus 
depreciation.5 As a result, public funds are needed to cover revenue shortfalls. In FY2010, 
around $3 million was provided in direct subsidies for water and sewerage service supply.6 Low 
tariff levels and flat rates have also encouraged inefficient water use, by sending incorrect price 
signals to consumers, resulting in per capita demand of around 169 gallons per person per day, 
which is 5–10 times more than that of Asian countries. Current production levels of around 
3.8 million gallons per day are close to maximum production capacity of the water system. 

                                                 
1  Pacific Technical and Financial Assistance Centre estimates. 
2  IMF. 2010. Staff Report for 2010 Article IV Consultation. Washington, DC. 
3  ADB. 2009. Palau: Policies for Sustainable Growth, A Private Sector Assessment. Manila. 
4  IMF. 2010. Staff Report for 2010 Article IV Consultation. Washington, DC. 
5  ADB. 2009. Technical Assistance to the Republic of Palau for Preparing the Babeldaob Water Supply Project. 

Manila. 
6  Government of Palau. 2010. Supplementary Budget Paper. Koror.  
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Without reform, demand for water will exceed production capacity. Increased demand will occur 
due to population growth and increases in tourism.  
 
5. Inadequate investment in maintenance has also resulted in high levels of nonrevenue 
water. In 2009, total losses as a percentage of total production were estimated to be 43%, which 
is equivalent to around 586 million gallons for that year alone (footnote 6). In the absence of 
reform, the integrity of the system will continue to deteriorate, with rising losses. Increasing 
volumes of unmet demand will adversely affect the economy (the mainstay of which is tourism, 
which crucially depends on a reliable water supply) and the quality of life in Palau. 
 
6. Under the proposed program, the Palau Water and Sewer Corporation (PWSC) would 
be established under new legislation to assume direct management responsibility for the sector, 
and be properly equipped and staffed to undertake planning, operation and maintenance, 
investment functions, and effective ownership of water supply and sewerage assets. Capacity 
relating to the water supply and sanitation functions of the existing Bureau of Public Works and 
Environmental Quality Protection Board will be strengthened. A draft Water Law and 
amendments to existing water resources laws will be prepared. The aim of these reforms is to 
create an autonomous, commercially oriented management capacity for the sector backed by 
appropriate authority through new legislation, which will eliminate the need for the government 
to allocate scarce resources to manage the sector and subsidize its costs.  
 
7. It is expected that creation of the PWSC and the move toward full cost recovery will 
improve the government’s fiscal position by reducing the need for ongoing subsidies. Under the 
proposed program, by 2012 water and sewerage tariffs would be raised and meters installed for 
all domestic and commercial consumers. This is expected to encourage better demand 
management, resulting in current water and sewerage system capacity being sufficient to meet 
demand over the short- to medium-term. In addition, under the asset maintenance and 
infrastructure replacement policies and plans to be prepared by the PWSC under the proposed 
program, water losses through leakages are expected to be substantially reduced.  
 
8. In addition to improving the government’s fiscal position as water and sewerage services 
achieve full cost recovery, the proposed water sector reform program can be expected to result 
in real resource savings for the economy by improving the efficiency of water use, which can be 
expected to eliminate future unmet demand from existing system capacity, reduce the risk of 
water shortages during droughts, and provide potential health benefits through improved water 
quality.  
 
C.  Growth Record 
 
9. Palau’s economy grew at an average annual rate of 4.1% in real terms from 2001 to 
2005. However, in recent years, growth performance has been poor with the economy 
contracting at an average rate of 2.8% over 2006–2009.7 The economy was adversely affected 
by the global economic crisis that contributed to a contraction in real growth of 4.9% in 2008, 
and a further 2.1% in 2009, largely as a result of falling tourist numbers, a decline in foreign 
direct investment and completion of large infrastructure projects, predominantly funded by 
development assistance from Japan, Taipei,China, and the US.8 However, the economy is 
expected to recover in 2010 and grow at a rate of 1%, along with economic recovery in Japan 
and Taipei,China—two of Palau’s most important tourism markets. 

                                                 
7  Growth rates were calculated using revised Pacific Technical and Financial Assistance Centre GDP estimates. 
8  Falling tourist numbers were caused largely by the bankruptcy of an airline from Taipei,China. 
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10. As a small open economy, Palau is dependent on imports for almost all traded goods, 
which account for around half of GDP. Merchandise exports are small relative to the size of the 
economy, as a result of the service-dominated economy and the small contribution made by 
agriculture, fishing and manufacturing. Palau has run a large services account surplus as a 
result of the high level of tourism receipts, which account for 90% of exports, and grants, which 
have kept the capital account in surplus. The high dependence on imports and narrow export 
structure are a significant source of vulnerability. In 2008, Palau was severely affected by terms 
of trade shocks resulting from high global food and oil prices, which resulted in a deterioration of 
the country’s current account. This also resulted in sharp increases in inflation, from 3.2% in 
2007 to 12% in 2008.9 Rates of inflation eased in 2009, falling to 2.9% for that year. However, 
inflation is expected to rise as a result of the post-crisis recovery in oil prices. 
 
11. Palau’s growing popularity as a tourist destination has resulted in a steady increase in 
visitor arrivals, from 20,000 in 1991 to over 87,000 in 2007. Tourism accounts for approximately 
half of GDP in Palau. GDP growth is linked to fluctuations in tourism arrivals, as illustrated in 
Figure 1.10 The global economic crisis resulted in a significant decline in arrivals and GDP 
growth. As the global economy emerges from the crisis, tourism in Palau is also rebounding. 
Visitor arrivals were adversely affected by the global economic crisis and bankruptcy of an 
airline from Taipei,China, which resulted in an 18.5% decline in tourist numbers between 2007 
and 2009. However, by early 2010 tourist arrivals were approaching pre-crisis levels.  
 

Figure 1: Tourism-Led Growth 
 

 
 GDP = gross domestic product, LHS = left hand side, RHS = right hand side, e = estimate. 
Note: All years are financial years. 
Source: Asian Development Bank. 

 
12. The lack of economic diversification in Palau poses significant risks because tourism, 
which is based on the country’s unspoiled environment, is vulnerable not only to changes in 
economic conditions in its main tourism markets but is also affected by climate and natural 
disaster events. For example, every 7–10 years, Palau experiences substantially lower rainfall 
caused by the El Niño Southern Oscillation. For example, severe drought during 1997 and 1998 

                                                 
9  ADB. 2010. Asian Development Outlook 2010. Manila. 
10  Palau Tourism Authority. 
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caused a large fall in visitor arrivals.11 It has been estimated that the economic cost of this event 
in terms of tourism losses was a 3.3% reduction in GDP (footnote 3).  
 
13. Palau entered into the Compact of Free Association with the US following independence 
in 1994. Under the terms of the first Compact, which expired in 2009, Palau received around 
$600 million in grants to fund government services, basic infrastructure, and the creation of the 
Compact Trust Fund (CTF) over a 15-year period. Compact payments accounted for an annual 
average of 20% of GDP during 1994–2008. Non-Compact grants provided by the US have also 
been significant and have accounted for an average 10.5% of GDP per year.12 The CTF was 
originally intended to provide a steady income stream to replace Compact grants after 2009. 
Under the agreement, Palau was permitted to withdraw up to $5 million per year from the CTF 
up to 2009 and $15 million annually thereafter. The value of the CTF rose from an initial 
$70 million in 1994 to $176.4 million in 2007. However, the value of the CTF declined by almost 
20% from 2007 to 2009 as a result of the deterioration in global financial markets, although 
some of its value has since recovered (footnote 12).  
 
14. The governments of Palau and the US are currently negotiating the terms of extended 
grant assistance, under which Palau would receive around $250 million in Compact assistance 
until 2024. However, the decline in funding over the medium term poses a significant challenge 
for fiscal management, and the government must either look to additional sources of revenue 
and/or exercise greater restraint on current expenditure to address the anticipated financing 
gap. The government has set a fiscal target to reduce current account expenditure by 5% of 
GDP and raise revenue by 5% of GDP overFY2010 to FY2014. To fill the remaining financing 
gap, the government could resort to CTF drawdowns, but this could affect the fund’s long-term 
sustainability.13  
 
D.  Key Constraints to Economic Growth 
 
15. Given that grant-funded public spending still plays a significant role in driving the 
country’s economy, as available Compact grants decline over the next 15 years the government 
must promote alternative sources of private-sector-led growth. Adequate investment in 
sustainable infrastructure and utilities services is needed to support higher rates of growth, 
particularly in the tourism sector. 
 
16. The government needs to reorient spending toward more productive uses, and to reduce 
its involvement in commercially viable activities to avoid crowding out the private sector. 
Government-owned businesses supply water, sewerage, electricity, and communication 
services. Tariffs charged for water services do not achieve full cost recovery, and high direct 
and indirect subsidies are required to cover costs. Investment in infrastructure maintenance and 
development activities, which are required to support higher levels of economic growth, 
particularly in the tourism sector, has also been inadequate. In early 2009, Palau experienced 
blackouts when power generation equipment failed as a result of inadequate maintenance, and 
the utility assumed additional debt to finance rehabilitation of its generators. Subsequent action 
has been taken to raise tariff levels under a new pricing template so that costs associated with 
changes in oil prices are passed on to consumers, but full cost recovery has yet to be achieved.  
 

                                                 
11  ADB. 2008. Technical Assistance to Palau for the Facility for Economic and Infrastructure Management. 

Consultant’s Report. Manila (TA 4929-PAL). 
12  IMF. 2010. Staff Report for 2010 Article IV Consultation. Washington, DC. 
13  ADB. 2009. Country Partnership Strategy: Palau, 2009–2013. Manila. 
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17. Foreign direct investment, which is concentrated in tourism-related industries, averaged 
13% of GDP per year from 2003 to 2007 (footnote 13). Further capital inflows are constrained 
by foreign direct investment rules, difficulties in securing access to land, and labor laws. Under 
Palau’s Foreign Investment Act, potential investors are required to undergo a number of 
complicated and cumbersome screening processes to obtain necessary approvals. In addition, 
the act specifies a long list of activities that are reserved for local investors. To bypass foreign 
ownership restrictions, a number of business “fronts” have been established. Palau’s private 
sector is heavily reliant on unskilled foreign labor. Currently 6,000–7,000 foreign workers are 
employed in Palau, with the majority engaged in construction and tourism-related activities. The 
majority of Palauans are employed in the public sector, with only around 2,000 engaged in 
private sector activities.14 Existing labor regulations have created distortions in the labor market 
by setting differential minimum wage rates for Palauans and foreign workers. Limits on the 
number of foreign workers in Palau also serve to constrain the economy’s productivity growth. 
Palau’s landholding system, which currently allows foreigners to lease land for up to 99 years, is 
subject to a number of complexities and uncertainties, which acts as a barrier to private sector 
development (footnote 14). 
 
18. The discovery of offshore oil and gas deposits in Palau’s exclusive economic zone could 
potentially provide an important source of income for the country. However, plans for a Texas-
based company to drill test wells before May 2011 are controversial, given the country’s 
international reputation as an ecotourism destination and the recent oil spill in the Gulf of 
Mexico. 
 
 
 

                                                 
14 ADB. 2007. Palau: Policies for Sustainable Growth—A Private Sector Assessment. Manila. 


