
Water Sector Improvement Program (RRP PAL 44031) 
 

PUBLIC FINANCIAL MANAGEMENT ASSESSMENT 
 
A. Introduction 
 
1. This summary Financial Management Assessment (FMA) has been prepared in 
accordance with ADB’s Guidelines for the Financial Management and Analysis of Projects1 (the 
Guidelines) and the publication, Financial Due Diligence, A Methodology Note.2 The FMA 
incorporates a summary Financial Management Internal Control and Risk Assessment required 
by the Guidelines. 
 
2. The FMA considers the Government of Palau, including the Ministry of Finance (MOF), 
in its role as Executing Agency for the Water Sector Improvement Program (the Program). 
 
B. Issues Impacting Financial Management in Palau 
 
3. Issues that potentially impact the financial management of the proposed Program 
include a public financial management (PFM) systems, that require strengthening, and PFM 
capacity issues. 
 
4. Palau has made solid progress in improving PFM since achieving internal self-
governance in 1981, particularly in government financial accounting and reporting – unqualified 
audit opinions have been issued on the Government financial statements since fiscal year 
2005/2006. The Office of the Public Auditor and Office of the Special Prosecutor perform their 
mandate effectively; Palau is an active participant in the ADB/OECD Anti-Corruption Initiative for 
Asia and the Pacific; and public finance legislative frameworks are reasonably sound. However, 
despite recent progress, further improvement is required. In common with many Pacific 
developing member countries, Palau has shortage of skills in financial management, including 
financial analysis, management accounting, and financial reporting. The Ministry of Finance has 
limited capacity, in both staff numbers and skills. The application of budget processes is not 
consistently applied and the quality of budget preparation and analysis prior to submission of 
annual budgets to Congress needs improvement. Most line Ministries do not link annual budget 
projections to national and sectoral planning priorities. Cash planning and performance 
management systems are ineffective, hampering service delivery, and failing to provide a 
reasonable basis on which to plan, manage, or monitor expenditure. 
 
5. These findings are consistent with those of the most recent review of Palau’s use of 
Compact of Free Association funding over the past 11 years, undertaken by the United States 
Government Accountability Office.3 That report concluded that Palau’s financial accountability 
has improved, but that it still has persistent internal control problems in areas such as 
procurement, cash management, and equipment and property management, some of which 
have been recurring for many years. 
 
6. Recognizing these issues, in May 2008, the Pacific Financial Technical Assistance 
Centre (PFTAC) carried out a scoping study to look at options for supporting budget reform.4 
Working closely with PFTAC, ADB processed technical assistance in late-2009 to support the 
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implementation of the PFTAC scoping study.5 Linked with this work, PFTAC have developed a 
cash management manual for Palau and is currently working closely with MOF to support the 
implementation of the manual and enhance cash management practices. In addition, PFTAC 
has provided recent support for enhancing tax administration and policy, financial sector 
regulation and supervision, and economic and financial statistics. 
 
7. Palau has in place a procurement law,6 which applies to the procurement of goods and 
services by the national and state governments and by most agencies of the national 
government.7 Although the law designates procurement officers at the national and state levels 
to oversee procurement, Palau’s procurement system is centralized. All procurement is 
processed through the MOF, and the Attorney General and his or her state counterparts must 
certify the form and legality of all contracts. The procurement law also contains specific 
provisions dealing with conflict of interest and the offering of gifts and gratuities, which apply to 
all procurement personnel. In addition, the Code of Ethics Act contains provisions that apply to 
all civil servants. 
 
8. In relation to procurement procedures, Palau does have model tender documents and 
contracts with anti-competition clauses. Procurement opportunities must, by law, be announced 
in a newspaper of general circulation. In addition, each procurement officer must notify all 
eligible contractors of every procurement opportunity. Prequalification is available, and 
procurement must be advertised for 15 days before bidding begins. Although bidders are not 
present at the bid opening, the procurement law includes detailed procedures for bid opening 
aimed at enhancing transparency. A selection committee may be set up to evaluate bids, but 
the procurement officer makes the final decision. All bidders must be informed of the result and 
the reasons for the decision. There is a review process available to actual and prospective 
bidders. 
 
9. ADB completed a procurement assessment of Palau in July 2010.8 The assessment 
concluded that Palau’s procurement law is well observed among government agencies, but 
does contain some ambiguity in procurement processes, particularly in evaluation methods. The 
assessment also noted that while there is a lack of operational guidelines and manuals, large 
procurement decisions are normally made by selection committees, and approved by authorized 
individuals with appropriate substantiation. 
 
C. Risk Analysis 
 
10. A summary Financial Management Internal Control and Risk Assessment was 
completed.9 The risk-assessment approach is based largely on International Standard on 
Auditing 400: Risk Assessment and Internal Control. The following risk assessments are based 
on existing circumstances, staffing and procedures, and include recommendations for risk 
mitigation measures. 
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Risk Type Risk Description Mitigation Measures Risk 
1. Country-
specific risks 

Public financial management, 
including inadequate 
accountability. 
 
Management and skills capacity 
in PFM. 
 
Malpractice and abuse of public 
financial management rules by 
employees. 

Ongoing efforts are underway by ADB 
and other development partners to 
strengthen PFM arrangements, including 
ADB's TA 7421-PAL: Implementing a 
Medium-Term Budget Framework. 

M 

2. Entity-specific 
risks 

Inadequate record-keeping, 
internal reporting, and 
monitoring of expenditure. 

Implementation support has been 
provided to the Government through the 
preparation of an implementation plan. 
Technical assistance will be provided to 
support the plans implementation (which 
will be funded under the Program loan). 

M 

3. Funds flow Two tranche disbursement to a 
specific Government of Palau 
bank account. 

Not applicable. L 

4. Budget 
allocation and 
execution 

Budget allocation is based on 
an annual appropriation 
approved by Congress and new 
or emerging financial pressures 
can create changes in earlier 
planning forecasts. 
 
Individual Ministries do not 
have their own bank accounts, 
therefore, execution relies on 
strict adherence to planned 
spend. 

The Policy Matrix includes requirements 
to: (i) provide budget support to cover the 
estimated annual sector deficits in fiscal 
year 2010/11 and fiscal year 2011/12; and 
(ii) to lend relevant funds to the Palau 
Water and Sewer Corporation (PWSC), 
once established, to cover technical 
assistance, capital expenditure, and 
public awareness campaign. 
 
In addition, the Program Steering 
Committee, Chaired by the Vice-President 
and Minister of Finance, assists with 
mitigating this risk. 

M 

5. Accounting 
and financial 
reporting 

Weak cash management and 
budgeting processes. 
 
Initially, cost center information 
is limited within the Government 
of Palau accounting system and 
sector financial reporting is 
weak, but PWSC will establish 
a discrete financial accounting 
and reporting system covering 
all aspects of sector financial 
performance. 

The Pacific Financial Technical 
Assistance Centre is supporting improved 
cash management practices and ADB is 
supporting budgeting practices under TA 
7421-PAL: Implementing a Medium-Term 
Budget Framework. 
 
Detail plans to establish PWSC have 
been prepared and will be implemented 
with technical assistance. PWSC will not 
become fully operational until financial 
management arrangements are assessed 
as in place and acceptable. 

L 

6. Procurement Palau’s procurement law is well 
observed among government 
agencies, but does contain 
some ambiguity in procurement 
processes, particularly in 
evaluation methods. It also 
does not totally mirror current 

Detailed plans to establish PWSC have 
been prepared and these cover the main 
elements of the procurement program. 
 
Technical assistance will be provided to 
support the plans implementation (which 
will be funded under the Program loan). 

M 
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Risk Type Risk Description Mitigation Measures Risk 
ADB requirements. 
Furthermore, the Government 
of Palau has very limited 
experience of large contract 
procurement. 

 
A short workshop to explain ADB 
procurement guidelines – relative to 
current practice will be required. 

7. Audit The Office of the Public Auditor 
is effective in undertaking its 
mandate and therefore lack of a 
timely audit review is low. 

Not applicable. L 

Overall Risk   M 
H = High, S = Substantial, M = Moderate, L = Low. 
 


