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DEBT SUSTAINABILITY ANALYSIS1 
 

1. Palau’s short-term growth prospects deteriorated because of the COVID-19 
pandemic and its impact on the global economy. Palau’s tourism-driven economic growth had 
already been weak and volatile during fiscal year (FY) 2015–FY2019, averaging just above 1.3%. 
The economy is now expected to contract by 9.5% in FY2020 and 12.8% in FY2021 (Table 1). In 
the medium term, economic growth is expected to rebound to 2%. Average annual inflation (gross 
domestic product (GDP) deflator) is projected at 2.2% in FY2020–FY2024, in line with its recent 
trend. 
 
2. Countercyclical policy will cause fiscal imbalances in the short term. Assuming that 
fiscal policy remains expansionary (as it has been since FY2019) to support the economy through 
this global crisis, and tourism revenues remain depressed this year and the next, this would see 
fiscal deficits widen to an average 18% of GDP in FY2020–FY2021. If public expenditure and 
revenue revert to their historical levels from FY2022 onward, fiscal balances will return to surplus, 
averaging 3.8% of GDP in FY2022–FY2024.  
 
3. Palau’s public debt ratio will increase moderately and resume a downward trend in 
the medium term. Despite volatile growth, sustained budget surpluses have kept the public debt 
ratio in check, at less than 35% of GDP since FY2014. Fiscal deficits are now expected to push 
the debt ratio higher, from 32.5% in FY2019 to 57.6% in FY2021.2 However, the return to fiscal 
surpluses and fading global impacts of the pandemic, especially on the tourism sector, should 
bring relief in the medium term and cause a fairly swift decline in the debt ratio to 38.2% by 
FY2024 (Table 2 and Graph 1). 
 
4. Public debt is sustainable and fiscal vulnerabilities are contained. Public debt 
remains moderately low and is expected to increase only temporarily. Liquid assets held in 
government deposits and funds are expected to fund deficits and debt repayments falling due in 
FY2020–FY2021.3 The public external debt—which constitutes around 90% of total debt 
according to IMF Article IV data—is largely project-based and contracted on concessional terms.4 
Borrowing costs are low and exposure to rollover and interest-rate risks is limited. However, the 
country does face fiscal risks, especially in relation to its exposure to disasters triggered by natural 
hazards. The government also faces substantial contingent liabilities from state-owned 
enterprises debt, its guarantees of which account for 30% of the total public debt stock. In addition, 
Palau’s graduation to high-income status will narrow its access to concessional finance over time. 
 
5. Palau’s external conditions are fairly solid. Government deposits in US dollars, which 
serve as international reserves given that the US dollar has legal tender in the country, are at an 
adequate level in relation to the level of public spending. External debt, at about 31% of GDP as 
of FY2019, is low and not subject to vulnerabilities such as sudden capital flow reversals; the 
country mainly borrows from multilateral institutions for specific projects, and it does not resort to 
the private foreign capital markets.  

 
1  The macroeconomic, fiscal, and debt forecasts for FY2020–FY2021 are based on data provided by the Pacific 

Department, while the forecasts for FY2022–FY2024 rely on International Monetary Fund’s World Economic Outlook 
October 2019. The debt sustainability analysis is in relation to the gross debt of the General Government. 

2  This corresponds to the baseline scenario projection for FY2021 in Table 1, which excludes the proposed ADB loan. 
With the proposed loan of $20 million, equivalent to about 9% of projected FY2021 GDP, the debt ratio reaches 67% 
as shown in Graph 3 (and in Table 2 of the proposed program’s RRP). 

3  Palau holds cash reserves in a general fund, which amounted to around $31 million at end-FY2019 and can be 
withdrawn for deficit financing and debt repayments.  

4  IMF. 2019. Republic of Palau: 2018 Article IV Consultation Staff Report. Washington D.C.  

http://www.adb.org/Documents/RRPs/?id=54245-001-3


 
6. Financial assistance from ADB will provide space for countercyclical policy while 
raising the level of public debt. The proposed ADB loan in the amount of $20 million, on broadly 
concessional terms, represents 19% of Palau’s outstanding public debt stock of nearly $106 
million.5 Although the loan will inevitably lift the public debt ratio, it will not undermine its downward 
trend in the medium term (Graphs 2 and 3). The loan will not add significantly to the annual debt 
service obligations facing the Government. 
 
 
 

 

 
5  Public debt ($106 million) includes $91 million in debts outstanding at end-FY2019 and $15 million in ADB Contingent 

Disaster Financing Loan. 

Palau: Public Debt Sustainability Assessment
(variables expressed in percentage of GDP, unless otherwise indicated)

Table 1: Baseline Scenario
Est. Avg. Avg.

2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2024 15-19 20-24

Public Debt 34.0 27.3 31.0 32.4 33.5 32.5 38.6 57.6 49.5 43.7 38.2

Macroeconomic Indicators

Real GDP Growth (%) 6.0 5.0 -0.4 -2.0 5.8 -1.8 -9.5 -12.8 2.0 2.0 2.0 1.3 -3.3

Inflation (%, based on GDP Deflator) 2.6 8.9 6.9 -1.1 -6.2 0.1 0.4 0.9 5.9 2.0 2.0 1.7 2.2

Depreciation of Local Currency against US dollar (%) 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Interest Rate on Government Debt (%, average effective) 3.5 2.0 3.5 2.9 2.9 2.8 2.8 2.3 1.6 1.5 1.4 2.8 1.9

Fiscal Indicators (General Government)

Revenue 43.8 41.2 42.0 40.0 44.4 43.5 39.7 42.2 42.6 42.6 42.6 42.2 41.9

Primary Expenditure 39.1 35.4 37.5 34.3 37.2 42.2 50.9 65.0 37.9 38.1 38.2 37.3 46.0

Interest Payments 1.1 0.6 0.9 0.9 0.9 0.9 1.0 1.0 0.8 0.7 0.6 0.9 0.8

Primary Balance 4.7 5.8 4.5 5.7 7.2 1.3 -11.3 -22.8 4.7 4.5 4.4 4.9 -4.1

Overall Balance 3.6 5.2 3.6 4.8 6.2 0.3 -12.2 -23.8 3.8 3.8 3.8 4.0 -4.9

Table 2: Baseline Scenario - Change in Public Debt
Est. Cum. Cum.

2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2024 15-19 20-24

Change in Public Debt -0.5 -6.7 3.7 1.4 1.1 -1.0 6.1 19.0 -8.1 -5.7 -5.5 -1.5 5.7

Identified debt-creating flows -0.5 -6.7 3.7 1.4 1.1 -1.0 6.1 19.0 -8.1 -5.7 -5.5 -1.5 5.7

Primary deficit -4.7 -5.8 -4.5 -5.7 -7.2 -1.3 11.3 22.8 -4.7 -4.5 -4.4 -24.4 20.5

Automatic debt dynamics 2/ -1.7 -3.7 -0.8 1.9 1.2 1.5 4.3 6.3 -3.4 -1.2 -1.1 0.2 4.8

Contribution from interest rate/growth differential 3/ -1.7 -3.7 -0.8 1.9 1.2 1.5 4.3 6.3 -3.4 -1.2 -1.1 0.2 4.8

Of which contribution from real interest rate 0.3 -2.1 -0.9 1.3 3.0 0.9 0.8 0.6 -2.3 -0.2 -0.2 2.3 -1.3

Of which contribution from real GDP growth -1.9 -1.6 0.1 0.6 -1.8 0.6 3.4 5.7 -1.1 -1.0 -0.9 -2.1 6.1

Contribution from exchange rate depreciation 4/ 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Other identified debt-creating flows 5.9 2.7 8.9 5.2 7.1 -1.2 -9.4 -10.1 0.0 0.0 0.0 22.7 -19.5

Residual, including asset changes 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Debt-Stabilizing Primary Balance  (' - ' means deficit) -5.2 -3.8 -3.4 -1.2 -1.1

1/ Indicate coverage of public sector, e.g., general government or nonfinancial public sector. Also whether net or gross debt is used.

2/ Derived as [(r - p(1+g) - g + ae(1+r)]/(1+g+p+gp)) times previous period debt ratio, with r = interest rate; p = growth rate of GDP

 deflator; g = real GDP growth rate; a = share of foreign-currency denominated debt; and e = nominal exchange rate depreciation 

(measured by increase in local currency value of U.S. dollar).

3/ The real interest rate contribution is derived from the denominator in footnote 2/ as r - π (1+g) and the real growth contribution as -g.

4/ The exchange rate contribution is derived from the numerator in footnote 2/ as ae(1+r). 

5/ Derived as nominal interest expenditure divided by previous period debt stock.

6/ Assumes that key variables (real GDP growth, real interest rate, and other identified debt-creating flows) remain at the level of the last projection year.

Table 3:  - External Indicators
Est.

2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2024

Debt Service (% of Reserves)  A/  B/ .. .. .. .. .. ..

Imports of Goods and Services (% of Reserves)   B/ .. .. .. .. .. .. .. .. .. .. ..

Interest Payments of Gov. External Debt (% of Reserves)  B/ .. .. .. .. .. .. .. .. .. .. ..

 A/  Debt Service in year t is the sum of interests payments in yeat t, ST debt outstanding at end of year t-1, and amortization payments of MLT debt in year t.

B/  Reseves are stocks measured at end of the preceding year.

Actual Forecast

Actual Forecast

Actual Forecast
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Graph 1: Change in Public Debt and Its Drivers (percentage points)
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Graph 2: Public Debt - Baseline and Alternative Scenarios
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Graph 3: Public Debt - Baseline and ADB Loan Scenarios


