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1. Executive Summary
1.1 Purpose of the Paper

1. This paper sets out the key elements of a medium-term development strategy
(MTDS) in terms of overall goals, values and key constraints and considers economic
policies in more detail.

2. The paper focuses on various economic policies and institutions to improve national
development on a sustainable basis over the medium term. Sustainable national
development is interpreted as:

a sustained and widespread improvement in general standards of living while preserving
cultural and environmental values for the people of Palau.

3. The medium-term is interpreted as a 5-year period.

4, It is important to recognize that the Facility for Economic and Infrastructure
Management (FEIM) Project is preparing MTDS that is Palauan-owned, practical and action-
oriented. The will not be in the form of a detailed operation plan but rather it will establish
priorities and provide a framework and timelines for action. It will build on the plethora of
existing plans that already exist by adopting, amending and prioritizing key policies and
strategies.

5. An important starting point is the National Master Development Plan (NMDP) 2020
that was finalized in 1996 and set out a 20-year development plan in broad terms. A
weakness of the NMDP was that it did not establish priorities and set out strategic action
plans. Nevertheless many of the goals, policies, strategies and activities in the NMDP
remain relevant today and for the MTDS.

1.2 Vision and Goals

6. It is suggested that the vision for national development set out in the NMDP s still
appropriate for the medium and longer term and is expressed as:

To substantially enhance the quality of life of Palauans
and future generations of Palauans

7. This vision and associated overarching goals essentially imply an objective of
widespread and sustainable national development as defined above.

8. However, another specific goal that many Palauans would want to see represented
is that they maintain control of the economic development process and avoid foreign
domination of business. However, this specific goal can be considered to be an aspect of
enhancing the quality of life of Palauans.

9. Achieving the goal of sustainable national development, while also achieving the
goals of Palauan control of development and business when the country is highly dependent
on Compact funds and in need of foreign investment, is a major challenge that needs to be
well understood in terms of trade-offs and improved policies and institutions.
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13 Medium-Term Strategic Priorities and Development Constraints

10. A useful place to start in developing a medium-term strategy is in establishing key
strategic priorities. Recognizing the existing, strengths, goals and socio-economic
circumstances, it is suggested that the following strategic priorities would be part of an
effective medium term development framework:

i) Preserving key values and advantages.
i)  Achieving consensus for change.
iii) Addressing key binding constraints.

11. Preserving key values and advantages. It is suggested that the key values and
advantages that are important to preserve are:

i)  The environment.

ii) Cultural values.

i) Political stability.

iv) Public security and civil order.

v) Effective relationships with development partners.

12. To ensure the success of the MTDS, it will be necessary to develop and implement an
effective communication program to build a consensus for change. Key elements that it is
suggested will require emphasis in communication include:

i)  The benefits in terms of standards of living, cultural values and the environment if
the MTDS can be successfully implemented.

ii) The need for changes to be made in attitudes to the role and functions of
government and responsibility for the cost of government.

i) The need to improve the performance of government and government entities.

iv) The need to create an environment that is more conducive to private sector
development.

13. It is suggested that it is clear from the experience reflected in numerous reports and
from wide public and more focused consultation, that there is a good degree of agreement
that the key binding (or fundamental) constraints for sustainable economic development are :

i) the expectation that someone else shouldpay ( ia | alcikn @ e svéfdra o

wide array of government services and responsibilities and that government
services to firms and individuals will be heavily subsidized, that in turn affects
incentives to work and to adopt effective policies; and

ii) conflicts of interest that make it difficult to gain acceptance for and to implement
effective governance arrangements and policies for the benefit of the community
as a whole.

14. It is suggested that these constraints to a large extent reflect the scale of aid that has
been available over a long time frame and the small population of Palau. Many of the
recommendations for improvements presented in this report and in other sectoral reports
have been made in the past but not adopted. It is suggested that to a large extent this
reflects inadequate recognition of the above binding constraints and measures to address
them. The constraints are so fundamental and widespread that they are difficult to overcome.
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15. The pressure for the fiscal adjustment that could arise in the event of a reduction in
aid would have the benefit of helping to create the necessary consensus to address the
binding constraints. However, if aid was to continue at substantial levels, the motivation for
reform could also be facilitated by the efforts of donors in terms of requiring commitment to
and evidence of reform when aid is delivered.

16. Other weaknesses that also need to be addressed as a matter of priority but which to
a large extent follow from the above binding constraints are as follows:

i) the regulatory and administrative constraints on foreign investment;

i) weaknesses in land use planning to ensure that land that is used for economic
development purposes is consistent with the goal of sustainable national
development and environmental values in the MTDS; and

iii) inadequate governance, planning, management, regulatory and financing
arrangements for infrastructure, public enterprises and public services.

17. An important aspect that will need more consideration relates to the setting of
priorities for policies, strategies and activities both within sectors and across sectors and
major policy areas. This is because an effective medium-term strategy must recognize the
economic, social, political and practical constraints that exist in making progress with an
economic development plan. Thus when this and other papers are used to develop the
MTDS, the following criteria are used to help set priorities for the MTDS:

1) Support (S): the proposed policies, strategies and actions must have or be likely to
have the support of the community and elected officials. It may be the case that many
proposals do not have immediate support but they are so important for economic
development that there should be a committed effort to explain the benefits of proposals and
ensure support for them.

2) Impact (I): the proposed policies, strategies and actions must have or be likely to
have a substantial impact in terms of sustainable economic development. This criterion is
self explanatory and will rely on the various sectoral and policy papers prepared by FEIM for
the MTDS. However, it needs to be recognized that impact must also take account of
implementation capacity which is to a large extent covered in the third criterion below.

3) Doable (D): the proposed policies, strategies and actions must be practicable and
implementable having regard to the time and resource constraints.

18. It is proposed that the FEIM team will apply these criteria across all of the policies,
strategies and activities that it recommends for consideration by the PSC. Transparent
explanations will be provided to justify the application of the criteria and the conclusions that
are drawn.

19. An application of the SID criteria to each of the policy or institutional actions
recommended in this paper is provided in Section 6 of this paper.
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1.4 Economic Goals and Strategies

19. The suggested overall goal for economic policies and institutions, key strategies and activities and possible performance
indicators are set out in the table below.

Table 1: Economic Policy and Institutional Goals, Strategies and Key Performance Indicators for a Medium-Term Development Strategy

Goals

Actions/Strategies

Key Performance Indicators

Establish an enabling
environment to support
sustained and
widespread private
sector development.

Implement a Sustainable Fiscal Policy.

See Paper o ATermA Miscdl i 8trategy for
Sustainable Economic Development.

Address weaknesses in land use planning to
ensure that land that is used for economic
development purposes is consistent with the
goal of sustainable national development and
environmental values in the MTDS.

Improve the processes for secure, fair and
speedy leasing and sale of land.

Land use plans and zoning laws and regulations and
institutional capacity that facilitate economic development
while preserving environmental values, with priority given to
States where intensive development is likely in the near
future.

A regular forum for National-State cooperation on zoning,
land use planning and other policies affecting the use of
land.

Continue the program to provide Certificates of Title to land.

Consolidate the formal register of Titles so there is a single,
efficient and reliable source.

Continue to support the GIS that is being implemented.

Support a community awareness function so that the
community can (i) understand the potential value of land
and how to realize that land for their benefit while respecting
environmental values and (ii) understand and address any
adverse impact on the environment from economic
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Goals

Actions/Strategies

Key Performance Indicators

development and economic uses of land.

Develop standardized guidelines for the leasing of land.

Monitor the inflow of foreign labor to facilitate
private sector growth, adopt a uniform foreign
worker fee to minimize labor hiring distortions
and adjust the foreign worker fee to limit the
total number of foreign workers where
considered necessary for social and cultural
reasons.

Regular reports on the number and type of foreign workers.
A uniform foreign worker fee adopted.
Foreign worker fee increased where foreign worker

numbers are considered to b
economic, social and cultural circumstances.

Increase the number of Palauans with
vocational skills to support demands in the
private sector.

Bi-annual survey of occupational employment needs in the
private sector and public enterprises.

Courses and student numbers appropriate to meet
occupational demands as indicated in the survey.

Greater involvement of the private sector with education
content and priorities through establishment of a Vocational
Education Advisory Committee.

Remove the restrictions on foreign workers
being able to work for only 1 employer, being
required not to work for another employer for 5
years except under certain conditions, and to
limit the entry of dependents and their scope
to work.

Legislation to remove restrictions.

Ensure safe and healthy work conditions for all
employees and injured workers are adequately
compensated.

International Labor Organization requested to provide an
assessment and recommendation for an Occupational
Health and Safety Act.

Division of Labor, Department of Health and Attorney

Gener al 6s Of fice t o assess
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Goals

Actions/Strategies

Key Performance Indicators

Compensation Act.

Appropriate Occupational Health and Safety Act and
Workers Compensation Act in place where assessed to be
justified in cost benefit terms.

Facilitate foreign investment that is to the long
term benefit of Palau. This will involve either a
regime with no reserve list and no detailed
investment approval process but improved
capacity to address money laundering and
scams or the foregoing with a reserve list and
improved enforcement capacity.

Either a regime with no reserve list and no detailed
investment approval process but improved capacity and
mechanisms to address money laundering, scams and
other adverse impacts or the foregoing with a reserve list of
businesses and occupations and improved enforcement
capacity.

Ensure monetary and overall financial stability
and improve the functioning and integrity of
the finance sector in order to contribute to
lower costs of finance increased confidence,
savings and investment.

Continue to use US dollar as the official currency in Palau.

Financial Institutions Commission has appropriate powers
and sufficient resources to monitor the finance sector and
enforce breaches of regulations.

Improved capacity and powers to investigate and prohibit
money laundering activities.

Take meaningful steps to ensure the Civil Service Pension
Plan (CSPP) and Social Security Fund (SSF) are fully
funded over the longer term. This will most likely require a
defined contributions plan rather than defined benefits
entitlement for the Pension Plan and no increase in benefits
for the SSF.

Integrate the objectives of the Palau National Development
Bank (PNDB) into the MTDS and government policies.

Merge the PNDB and the Palau Housing Authority (PHA).

Investigate the scope for the PNDB to offer infrastructure
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Goals

Actions/Strategies

Key Performance Indicators

bonds.

Investigate the scope for an international corporate registry
and supporting legislation to facilitate the legal minimization
of international taxes.

Adopt modern commercial laws and
supporting institutions.

Secured transactions legislation and supporting regulations
and filing system.

Bankruptcy legislation.

Low-cost procedure and supporting legislation for
commercial arbitration.

Sale of goods legislation specifying rights and obligations.

Establish and implement a monitoring and
evaluation system for the MTDS.

Ministries and government entities to ensure strategic and
operational plans are consistent with MTDS and relevant
performance indicators are in place.

Interdepartmental committee, chaired by the Office of
Budget and Planning is established to oversee integration of
MTDS into strategic and operational plans, approve
performance indicators and monitor progress and
performance implementing the MTDS.

Improve the capacity for evaluating public
policies independently and transparently.

Undertake a review of the effectiveness of the current
institutional arrangements and legislation with respect to
conflicts of interest and make recommendations to ensure
that conflict of interest issues are effectively addressed.

An experienced economist recruited or facility established to
provide independent evaluations and advice to the
executive, congress and public interest groups. Evaluations
to be made publicly available.
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Goals

Actions/Strategies

Key Performance Indicators

National Government to fund an
Environmental Specialist and adequate
engineering and land survey expertise to
assist the States in complying with EQPB
requirements.

Environmental specialist recruited in MRD to assist the
States with EQPB requirements.

Adequate engineering expertise and land survey expertise
in the National Government made available to the States.

Review and revise the role, objectives,
functions, governance arrangements, and
specific regulatory requirements and
procedures of the EQPB to simplify and
streamline requirements for development
purposes.

Review of EQPB.
| mpl ementation of reviewos

Review and revise regulations and procedures
of the Bureau of Arts and Culture to simplify
and streamline requirements for development
purposes.

Appropriate revisions to Bureau of Arts and Culture
regulations and procedures.

Establish a regular formal forum to facilitate
National-State cooperation and progress the
development and implementation of key
policies at the State level.

A regular and formal forum for National-State cooperation
established
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1.5

20.
below.

Infrastructure Goals and Strategies

The suggested overall goals and strategies and key performance indicators for the infrastructure sector are set out in the table

Table 2: Infrastructure Goals and Strategies and Key Performance Indicators for a Medium-Term Sustainable Development Strategy

Goals

Actions/Strategies

Key Performance Indicators

Provide and maintain
infrastructure  on  an
efficient and equitable
basis to improve access
and support expansion
of economic activity.

Greater priority for maintenance.

Existence of an adequate maintenance fund and
maintenance system, maintenance reports, level of
maintenance expenditure as a proportion of capital
expenditure.

Implement arrangements  for

outsourcing of maintenance.

competitive

Outsourced maintenance expenditure as a proportion of
total maintenance expenditure.

Establish user charges that will eliminate
financial deficits but are as equitable as
possible.

Financial position for infrastructure services and

structure of user charges.

key

Establish a community service obligations
policy for key utilities.

Coherent and financially sustainable community service
obligations policy in place for key utilities.

Reform the governance arrangements for
government owned utilities to ensure they are
more commercially focused and accountable
for performance.

A commercialization policy that contains the following
principles: clear and non-conflicting objectives; management
autonomy and authority; strict accountability for
performance; and competitive neutrality in relation to private
sector activities.

Financial, unit cost and service quality indicators for public
utilities.
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Goals

Actions/Strategies

Key Performance Indicators

Introduce appropriate economic (price and
quality of service) regulation for utilities.

Economic regulations that establish price and service
standards based on efficient costs and that can be easily
monitored.

Develop a national ports strategy.

National ports strategy in place with appropriate regulatory
arrangements for economic, environment and national
security aspects.

Develop and implement a general building and
zoning code.

Building and zoning code in place that ensures a pleasant,
low impact, safe and sustainable environment. The code
should provide for uniform national standards for at least
electrical wiring, sanitary facilities, structural design and
aesthetic requirements.

Integrate  environmental objectives and
requirements into the infrastructure sector.

Infrastructure plans that are designed to address
environmental objectives and requirements.

Improve investment evaluation criteria and
capacity and transparency.

Existence of entity responsible for investment evaluation,
criteria designed on the basis of improving welfare of Palau
as a whole and adherence to criteria in decision making.

Communicate the desirability of change to
gain community and political support.

Communication program and success in implementing
above strategies.

Economic Policies and Institutions for Sustainable National Development

June 2008

Page 14




1.6 The Roles and Responsibilities of Government Goals and Strategies

21.

enterprises are set out in the table below.

The suggested goals, key strategies and activities and possible performance indicators for the role of government and public

Table 3: Role of Government: Goals, Strategies and Key Performance Indicators for a Medium-Term Sustainable Development Strategy

Goals

Actions/Strategies

Key Performance Indicators

Lower the relative size of
the public sector in Palau
over time and increase
the efficiency, integrity
and effectiveness in
delivering essential
services, products and
policies required by the
community that cannot
be provided by the
private sector efficiently,
in the long-term national
interest of Palau.

Pursue  opportunities  for  privatization,
outsourcing and public-private partnerships
where justified on economic grounds

Current government expenditure as a proportion of GDP.

Entities or functions where private sector becomes

successfully involved

Pursue opportunities for rationalization and
amalgamation  of government  owned
businesses and functions e.g. water and
sewerage and power.

Entities rationalized and improved financial performance
and efficiency of public enterprises.

Develop improved governance, accountability
and regulatory arrangements for government
owned businesses (as also identified for the
infrastructure sector).

A commercialization policy that contains the following
principles: clear and non-conflicting objectives; management
autonomy and authority; strict accountability for
performance; and competitive neutrality in relation to private
sector activities.

Financial, unit cost and service quality indicators for public
utilities.
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Goals

Actions/Strategies

Key Performance Indicators

Economic regulations that establish price and service
standards based on efficient costs and that can be easily
monitored.

Review, redefine, restructure and improve the
performance of the civil service.

Wage bill of the civil service as a proportion of total
government expenditure and GDP.

Review the performance of the Cost Reduction
Plan that has been in place since 2002 and
develop and implement appropriate
adjustments.

Non-wage bill of the civil service in real terms and as a
proportion of GDP.

Review ofex pendi ture to d
sizedo of government a
with MTDS priorities to reduce expenditures
(as per t he pa{fiam Fiscah
Strategy for Sustainable Economic
Devel opment 0.

Review of public expenditure functions and performance
undertaken and recommendations implemented.

Revise and enforce guidelines for managing
conflict of interest situations for public officials
and elected representative to advance the
public interest.

Existence of appropriate guidelines.

Improve the capacity for evaluating public
policies independently and transparently.

An experienced economist recruited or facility established to
provide independent evaluations and advice to the
executive, congress and public interest groups. Evaluations
to be made publicly available.

Increased National-State cooperation on all
policies where there are State responsibilities
and the National government can assist.

A regular and formal forum for National-State cooperation
established.
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2. Purpose of the Paper

22. This paper focuses on various economic policies and institutions to improve national
development on a sustainable basis over the medium term. Sustainable national
development is interpreted as a sustained and widespread improvement in general
standards of living while preserving cultural and environmental values for the people of
Palau. The medium-term is interpreted as a 5-year period and this paper sets out the key
elements of a MTDS in terms of overall priorities, values and key constraints and considers
economic policies in more detail.

23. To help provide a context for formulating and assessing appropriate economic
policies and institutions, it is important to outline the overall vision and plan for development
in Palau as well as for specific sectors of the economy and the management and financing of
development. Thus this paper sets out, at a preliminary stage, what the project team
perceives is the overall vision for economic development, largely based on the NMDP and
subsequent plans and policies that have been adopted or advocated by the leadership.

24. The paper then summarizes the key goals and strategies for key economic and
infrastructure policies and for the role of government in achieving development objectives. It
should be noted that sectoral, management and financing aspects are being covered in more
detail in separate papers as part of the FEIM project, and so in many cases specific
recommendations are still to be formulated and are not presented in detail in this paper.

25. The paper then turns to a focus on economic policies and institutional arrangements
to support development. Polices and institutions that affect land, labor and investment
markets generally together with other policies important for establishing an effective enabling
environment for the private sector are considered in detail. In addition, some suggestions for
a framework for monitoring progress in implementing development policies and plans and for
institutional strengthening for economic evaluation and policy formulation are presented.

26. Finally, an application of the SID criteria to each of the policy or institutional actions
recommended in this paper is provided in Section 6 of this paper.

27. A separ at e pap e fTerno FiscalaStrafietyyefor i Sustainable Economic
Devel opment 0 focuses on t he financing
sustainability and should ideally be read in conjunction with this paper.

28. The contents of this paper contain material requested by the Project Steering
Committee.
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3. The Overall Vision and Plan for National Development

3.1 Vision and Goals of the National Master Development Plan

29. The National Master Development Plan vision was described as follows (NMDP,
1996, pp. 3-13):
To substantially enhance the quality of life of Palauans
and future generations of Palauans

30. To achieve this vision the overarching development goals as specified in the NMDP
were to:

i) increase real economic growth per capita on a sustained basis;

ii) share the benefits of economic growth on an equitable basis, but in ways that still
reward enterprise, risk taking and hard work, and allow foreign workers and
investors a genuine stake in development; and

i) enrich and enhance confidence in the Palauan culture, raise national
consciousness and protect the natural environment of Palau.

31. This vision and associated overarching goals essentially imply an objective of
widespread and sustained economic development while preserving cultural and
environmental values. It is suggested the vision and overarching goals would still be widely
accepted and are still highly relevant.

32. However, another specific goal that many Palauans would want to see represented is
that they maintain control of the economic development process and avoid foreign
domination of business (National/State Leadership Symposium 2007). This specific goal can
be considered to be an aspect of enhancing the quality of life of Palauans.

33. Achieving the goal of sustainable economic development, while also achieving the
goals of Palauan control of development and business when the country is highly dependent
on Compact funds and in need of foreign investment, is a major challenge that needs to be
well understood in terms of trade-offs and improved policies and institutions.

34. The challenge is to develop a medium term strategy and action plans to make better
progress in achieving the overarching goals and realizing the vision of the NMDP. Suggested
medium-term strategic goals, priorities, and strategies for this purpose, are set out in the
following section. Assessments of specific policies and sectors and suggestions for
improvements and key actions are set out in the rest of this paper and in more detail in
separate papers.

3.2 Medium-Term Strategic Priorities and Development Constraints

35. A useful place to start in developing a medium term strategy is in establishing key
strategic priorities. Palau has considerable potential for economic development, compared
with many other small island states. This reflects the advantages it has from its natural
environment, location, political stability, public security and the capacity of its people. The
Compact Agreement also constitutes an important strategic asset for the country. However, it
is clear that the development aspirations reflected in the NMDP have not been realized to the
extent that was expected at the time.
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36. I n particular when the Compact came into effe
was envisaged that by the end of the 15-year period when a review of the Compact would be

undertaken, Palau would have become largely self reliant. But at this point Palau is far from

being self reliant with local revenues covering only 60 percent of current government

expenditure and all capital expenditure being funded by external assistance. Although there

has been improvement since independence, the fact remains that more than half of total

government expenditure is financed by aid and as should be clear from recent performance

the budget is currently under considerable pressure. In addition, if effective action is not

taken in the near term, the pressures will build and be particularly acute if external assistance

declines.

37. The development of a medium-term strategy needs to take account of the strengths
of the Palauan socio-economic environment but also recognize the financing pressures in
specifying priorities and key actions. A medium-term strategy also needs to recognize that as
well as fiscal constraints there are important social, political, human resource and
management capacity constraints that need to be addressed and that it is difficult to make
effective progress across a wide front in addressing the many constraints to economic
development in Palau. This means that an effective medium term strategy should recognize
the importance of identifying and addressing the key binding or critical constraints rather than
trying to be overly ambitious with respect to reform efforts.

38. There is considerable support for such an approach in recent economic development
literature. Hausmann et.al. (2006) note that in trying to understand why performance over a
long time frame has been relatively poor, even though many countries have implemented a
wide range of recommended reform programs, it is important to recognize that addressing
some constraints will have little noticeable impact unless the key binding constraints are
addressed. Thus they recommend that countries need to figure out the one or two most
binding constraints on their economies and focus on lifting those constraints. The point is that
the binding constraints need to be addressed as a priority if meaningful progress is to be
made. A list of key binding constraints identified for Palau is set out below.

39. I n addition t o addressing t he binding const
development, it is recognized that there is a need to address specific concerns about

potential foreign domination of the economy and to preserve environmental and cultural

values in devising appropriate policies.

40. Recognizing the existing, strengths, goals and socio-economic circumstances, it is
suggested that the following strategic priorities would be part of an effective medium- term
development framework:

i) Preserving key values and advantages.
i)  Achieving consensus for change.
i) Addressing key binding constraints.
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41. Preserving key values and advantages. It is suggested that the key values and
advantages that are important to preserve are:

i) The environment.

i) Cultural values.

i)  Political stability.

iv)  Public security and civil order.

v)  Effective relationships with development partners.

42. To ensure the success of the MTDS, it will be necessary to develop and implement an
effective communication program to build a consensus for change. Key elements that it is
suggested will require emphasis in communication include:

i) The benefits in terms of standards of living, cultural values and the environment if
the MTDS can be successfully implemented.

ii) The need for changes to be made in attitudes to the role and functions of
government and responsibility for the cost of government.

i) The need to improve the performance of government and government entities.

iv) The need to create an environment that is more conducive to private sector
development.

43. It is suggested that it is clear from the experience reflected in numerous reports and
from wide public and more focused consultation, that there is a good degree of agreement
that the key binding (or fundamental) constraints for sustainable economic development are:

i) the expectation that someone else should pay for a wide array of government
services and responsibilities and that government services to firms and
individuals will be heavily subsidized, that in turn affects incentives to work and to
adopt effective policies; and

ii) conflicts of interest that make it difficult to gain acceptance for and to implement
effective governance arrangements and policies for the benefit of the community
as a whole.

44, It is suggested that these constraints to a large extent reflect the scale of aid that has
been available over a long time frame and the small population of Palau. Many of the
recommendations for improvements presented in this report and in other sectoral reports
have been made in the past but not adopted. It is suggested that to a large extent this
reflects inadequate recognition of the above binding constraints and measures to address
them. The constraints are so fundamental and widespread that they are difficult to overcome.

45, The pressure for the fiscal adjustment that could arise in the event of a reduction in
aid would have the benefit of helping to create the necessary consensus to address the
binding constraints. However, if aid was to continue at substantial levels, the motivation for
reform could also be facilitated by the efforts of donors in terms of requiring commitment to
and evidence of reform when aid is delivered.
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46. Other weaknesses that also need to be addressed as a matter of priority but which to
a large extent follow from the above binding constraints are as follows:

i) the regulatory and administrative constraints on foreign investment;

i)  weaknesses in land use planning to ensure that land that is used for economic
development purposes is consistent with the goal of sustainable national
development and environmental values in the MTDS; and

i) inadequate governance, planning, management, regulatory and financing
arrangements for infrastructure, public enterprises and public services.

47. An important aspect that will need more consideration relates to the setting of
priorities for policies, strategies and activities both within sectors and across sectors and
major policy areas. This is because an effective medium term strategy must recognize the
economic, social, political and practical constraints that exist in making progress with an
economic development plan. Thus when this and other papers are used to develop the
MTDS it is proposed to use the following criteria to help set priorities for the MTDS.

1) Support (S): the proposed policies, strategies and actions must have or be likely to
have the support of the community and elected officials. It may be the case that many
proposals do not have immediate support but they are so important for economic
development that there should be a committed effort to explain the benefits of proposals and
ensure support for them.

2) Impact (I): the proposed policies, strategies and actions must have or be likely to
have a substantial impact in terms of sustainable economic development. This criterion is
self explanatory and will rely on the various sectoral and policy papers prepared by FEIM for
the MTDS. However, it needs to be recognized that impact must also take account of
implementation capacity which is to a large extent covered in the third criterion below.

3) Doable (D): the proposed policies, strategies and actions must be practicable and
implementable having regard to the time and resource constraints.

48. It is proposed that the FEIM team will apply these criteria across all of the policies,
strategies and activities that it recommends for consideration by the PSC. It is recognized
that in applying the criteria there will be trade-offs to consider and that some strategies will
be ranked highly on some but not on the others. For example, a proposed strategy may have
a very large economic impact but not be readily supported by the community and leaders.
Transparent explanations will be provided to justify the application of the criteria and the
conclusions that are drawn.

49. The rest of this paper focuses on addressing several of the binding economic
development constraints from a technical perspective. Papers on other sectors provide more
detail for those other sectors.
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3.3 Economic Goals and Strategies

50. This section provides a summary of economic goals and strategies which are
considered in more detail in sub-sections of this paper and the separate paper on a Medium-
Term Fiscal Strategy and Economic Sustainability.

51. The topic of economic policies and institutions for sustainable national development
covers a wide field of policies, programs, activities and institutions. This section focuses on
macroeconomic policies of government and the policies and institutions directly affecting
land, labor and capital markets in general and particularly their implications for the private
sector.

52. Policies relating to infrastructure, public enterprises, government services and the
environment and social sectors are also relevant for supporting and defining the economic
environment from the perspective of the private sector. Given their close complementarity
with policies affecting factor markets from an economic perspective, the goals and strategies
for the infrastructure sector and for the appropriate role of government and for public
enterprise reform, are summarized in the following subsections. Separate papers provide
more detail on fiscal policy, agriculture, aquaculture and fisheries, tourism, the environment,
education, health and social services for vulnerable groups.

3.3.1 Current Situation

53. Many of the goals, policies and actions relating to factor markets and an enabling
environment for the private sector set out in the National Master Development Plan are still
relevant to Palau. Some progress has been made in pursuing strategies set out in the
NMDP, particularly in the finance sector and for land but limited progress has been made in
terms of effective policies for foreign investment and there are still important issues to
address in relation to land, the finance sector and modern commercial laws.

3.3.2 Medium-Term Goals

54. The NMDP (1996) set out various strategies and outputs relevant to an enabling
environment for the private sector in the chapter in the report on the macroeconomic
environment, and also in separate chapters in financing development, infrastructure, land
use planning and specific industry sectors. It is suggested that the following goal captures
the main theme of the NMDP recommendations for economic policies and institutions and is
most appropriate for the MTDS:

Establish an enabling environment to support sustained and widespread
private sector development.
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3.3.3 Medium-Term Strategies

55. The suggested overall goal for economic policies and institutions, key strategies and activities and possible performance
indicators are set out in the table below.

Table 1: Economic Policy and Institutional Goals, Strategies and Key Performance Indicators for a Medium-Term Development Strategy

Goals

Actions/Strategies

Key Performance Indicators

Establish an enabling
environment to support
sustained and
widespread private
sector development.

Implement a Sustainable Fiscal Policy.

See Paper o n -Terifm MEistal uStrategy for
Sustainable Economic Development.

Address weaknesses in land use planning to
ensure that land that is used for economic
development purposes is consistent with the
goal of sustainable national development and
environmental values in the MTDS.

Improve the processes for secure, fair and
speedy leasing and sale of land.

Land use plans and zoning laws and regulations and
institutional capacity that facilitate economic development
while preserving environmental values, with priority given to
States where intensive development is likely in the near
future.

A regular forum for National-State cooperation on zoning,
land use planning and other policies affecting the use of
land.

Continue the program to provide Certificates of Title to land.

Consolidate the formal register of Titles so there is a single,
efficient and reliable source.

Continue to support the GIS that is being implemented.

Support a community awareness function so that the
community can (i) understand the potential value of land
and how to realize that land for their benefit while respecting
environmental values and (ii) understand and address any
adverse impact on the environment from economic
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Goals

Actions/Strategies

Key Performance Indicators

development and economic uses of land.

Develop standardized guidelines for the leasing of land.

Monitor the inflow of foreign labor to facilitate
private sector growth, adopt a uniform foreign
worker fee to minimize labor hiring distortions
and adjust the foreign worker fee to limit the
total number of foreign workers where
considered necessary for social and cultural
reasons.

Regular reports on the number and type of foreign workers.
A uniform foreign worker fee adopted.
Foreign worker fee increased where foreign worker

numbers are consideredt o be too high
economic, social and cultural circumstances.

Increase the number of Palauans with
vocational skills to support demands in the
private sector.

Bi-annual survey of occupational employment needs in the
private sector and public enterprises.

Courses and student numbers appropriate to meet
occupational demands as indicated in the survey.

Greater involvement of the private sector with education
content and priorities through establishment of a Vocational
Education Advisory Committee.

Remove the restrictions on foreign workers
being able to work for only 1 employer, being
required not to work for another employer for 5
years except under certain conditions, and to
limit the entry of dependents and their scope
to work.

Legislation to remove restrictions.

Ensure safe and healthy work conditions for all
employees and injured workers are adequately
compensated.

International Labor Organization requested to provide an
assessment and recommendation for an Occupational
Health and Safety Act.

Division of Labor, Department of Health and Attorney

Gener al 6s Of fice t o assess
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Goals

Actions/Strategies

Key Performance Indicators

Compensation Act.

Appropriate Occupational Health and Safety Act and
Workers Compensation Act in place where assessed to be
justified in cost benefit terms.

Facilitate foreign investment that is to the long
term benefit of Palau. This will involve either a
regime with no reserve list and no detailed
investment approval process but improved
capacity to address money laundering and
scams or the foregoing with a reserve list and
improved enforcement capacity.

Either a regime with no reserve list and no detailed
investment approval process but improved capacity and
mechanisms to address money laundering, scams and
other adverse impacts or the foregoing with a reserve list of
businesses and occupations and improved enforcement
capacity.

Ensure monetary and overall financial stability
and improve the functioning and integrity of
the finance sector in order to contribute to
lower costs of finance increased confidence,
savings and investment.

Continue to use US dollar as the official currency in Palau.

Financial Institutions Commission has appropriate powers
and sufficient resources to monitor the finance sector and
enforce breaches of regulations.

Improved capacity and powers to investigate and prohibit
money laundering activities.

Take meaningful steps to ensure the Civil Service Pension
Plan (CSPP) and Social Security Fund (SSF) are fully
funded over the longer term. This will most likely require a
defined contributions plan rather than defined benefits
entitlement for the Pension Plan and no increase in benefits
for the SSF.

Integrate the objectives of the Palau National Development
Bank (PNDB) into the MTDS and government policies.

Merge the PNDB and the Palau Housing Authority (PHA).
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Goals

Actions/Strategies

Key Performance Indicators

Investigate the scope for the PNDB to offer infrastructure
bonds.

Investigate the scope for an international corporate registry
and supporting legislation to facilitate the legal minimization
of international taxes.

Adopt modern commercial laws and
supporting institutions.

Secured transactions legislation and supporting regulations
and filing system.

Bankruptcy legislation.

Low-cost procedure and supporting legislation for
commercial arbitration.

Sale of goods legislation specifying rights and obligations.

Establish and implement a monitoring and
evaluation system for the MTDS.

Ministries and government entities to ensure strategic and
operational plans are consistent with MTDS and relevant
performance indicators are in place.

Interdepartmental committee, chaired by the Office of
Budget and Planning is established to oversee integration of
MTDS into strategic and operational plans, approve
performance indicators and monitor progress and
performance implementing the MTDS.

Improve the capacity for evaluating public
policies independently and transparently.

Undertake a review of the effectiveness of the current
institutional arrangements and legislation with respect to
conflicts of interest and make recommendations to ensure
that conflict of interest issues are effectively addressed.

An experienced economist recruited or facility established to
provide independent evaluations and advice to the
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Goals

Actions/Strategies

Key Performance Indicators

executive, congress and public interest groups. Evaluations
to be made publicly available.

Review and revise the role, objectives,
functions, governance arrangements, and
specific regulatory  requirements and
procedures of the EQPB to simplify and
streamline requirements for development
purposes.

Review of EQPB.
| mpl ementation of reviewds

Review and revise regulations and procedures
of the Bureau of Arts and Culture to simplify
and streamline requirements for development
purposes.

Appropriate revisions to Bureau of Arts and Culture
regulations and procedures.

Establish a regular formal forum to facilitate
National-State cooperation and progress the
development and implementation of key
policies at the State level.

A regular and formal forum for National-State cooperation
established

Increased National-State cooperation on all
policies where there are State responsibilities
and the National government can assist.

A regular and formal forum for National-State cooperation
established.
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3.4 Infrastructure Goals and Strategies
3.4.1 Current Situation

56. The infrastructure sector covers a wide range of services and there are many issues
that need to be addressed to improve the performance of the sector and the delivery of
services to the community. A separate infrastructure report will examine the needs, problems,
priorities and policies of the sector and separate privatization and public enterprise reform
reports will consider options for greater involvement of the private sector and improved public
enterprise performance. This section of the report contains a brief overview of key aspects of
the current situation from an economic sustainability perspective and summarizes suggested
medium-term goals and strategies.

57. Key issues that need to be addressed in the sector include:

i) inadequate attention to maintenance;

ii) significant financial deficits and low charges for some services;

i)  lack of clarity for community service obligations policy;

iv) absence of a meaningful performance oriented governance framework for
infrastructure and utilities;

v)  lack of economic regulation;

vi)  absence of zoning regulation;

vii)  the need to mainstream environmental protection in the infrastructure sector;

viii) the absence of an effective infrastructure planning framework.

58. Pal auds pr ogr e s sstaimable bconomicsdevelopment iconsidered to
be highly vulnerable in the infrastructure sector, given the virtual complete dependence on
aid for the sector, the large backlog of maintenance, budget pressures, poor governance
arrangements for the sector and the pressures from tourism growth. This point is especially
clear following the completion of a vast new addition to the road network without identifiable
capacity to keep it maintained in the future, adding to the pressures to finance the operation
and maintenance of the Capitol building.

3.4.2 Medium-Term Goals
59. The overall goal of the NMDP can be described as to:

Provide and maintain infrastructure on an efficient and equitable basis to improve
access and support expansion of economic activity.

60. This goal is still considered to be appropriate for both the medium and the long term.
However, a more specific medium-term goal would be to make meaningful progress in
implementing the medium-term strategies set out below, as these are designed to address
the key existing problems and constraints in relation to the goal for infrastructure services.
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3.4.3 Medium-Term Strategies

61.
out in the table below.

The suggested overall goal for the infrastructure sector, key strategies and activities and possible performance indicators are set

Table 2: Infrastructure Goals and Strategies and Key Performance Indicators for a Medium-Term Sustainable Development Strategy

Goals

Actions/Strategies

Key Performance Indicators

Provide and maintain
infrastructure  on an
efficient and equitable
basis to improve access
and support expansion
of economic activity.

Greater priority for maintenance.

Existence of an adequate maintenance fund and
maintenance system, maintenance reports, level of
maintenance expenditure as a proportion of capital
expenditure.

Implement arrangements  for

outsourcing of maintenance.

competitive

Outsourced maintenance expenditure as a proportion of
total maintenance expenditure.

Establish user charges that will eliminate
financial deficits but are as equitable as
possible.

Financial position for infrastructure services and

structure of user charges.

key

Establish a community service obligations
policy for key utilities.

Coherent and financially sustainable community service
obligations policy in place for key utilities.

Reform the governance arrangements for
government owned utilities to ensure they are
more commercially focused and accountable
for performance.

A commercialization policy that contains the following
principles: clear and non-conflicting objectives; management
autonomy and authority; strict accountability for
performance; and competitive neutrality in relation to private
sector activities.

Financial, unit cost and service quality indicators for public
utilities.
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Goals

Actions/Strategies

Key Performance Indicators

Introduce appropriate economic (price and
quality of service) regulation for utilities.

Economic regulations that establish price and service
standards based on efficient costs and that can be easily
monitored.

Develop a national ports strategy.

National ports strategy in place with appropriate regulatory
arrangements for economic, environment and national
security aspects.

Develop and implement a general building and
zoning code.

Building and zoning code in place that ensures a pleasant,
low impact, safe and sustainable environment. The code
should provide for uniform national standards for at least
electrical wiring, sanitary facilities, structural design and
aesthetic requirements.

Integrate  environmental objectives and
requirements into the infrastructure sector.

Infrastructure plans that are designed to address
environmental objectives and requirements.

Improve investment evaluation criteria and
capacity and transparency.

Existence of entity responsible for investment evaluation,
criteria designed on the basis of improving welfare of Palau
as a whole and adherence to criteria in decision making.

Communicate the desirability of change to
gain community and political support.

Communication program and success in implementing
above strategies.
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3.5 The Roles and Responsibilities of Government Goals and Strategies

3.5.1 Current Situation

62. The government and government owned businesses dominate the economy in Palau
but the private sector has been an important contributor to growth in the past five years,
largely reflecting the growth of tourism and construction activity supported by government
contracts.

63. The general experience with economic development and growth is that economies
with large government sectors tend to achieve lower economic growth over the long term on
a per capita basis compared with economies where the private sector plays a more important
role. This reflects the extent to which valuable human resources work in government rather
than the private sector as well as the incentive structure in government and public
enterprises in relation to productive activities.

64. The NMDP (1996, pp. 3-15, 3-16) identified the importance of reducing the relative

size of government and improving the performance of public enterprises. Since 2003 the
government has been implementinga A Cost Reduction Plano that st
all government agencies practise measures for cost control and the reduction of

expenditures (Republic of Palau 2002). The Cost Reduction Plan has achieved some

success but the emphasis has been on control of non-wage expenditure limiting the

effectiveness of operations in some sectors and there is a need to rationalize and improve

the productivity of many government functions and activities.

65. The National/State Leadership Symposium (2006, p. 26) also identified concerns
about the communityds belief t hat Afithe gover nme
possible to ensure the welfare of the peopl ed a
government structures and the outsourcing of certain services in government. It
recommended that (National/ State Leadership Syn
structure of national and state governments be reviewed to identify duplicate functions in the
area of service delivery and make decisions to streamline and distinguish functions at the
di fferent | evels of government. o It also recomme
end of 2009. The National Economic Symposium Recommendations (2007, p. 7) included
recommendations to: reduce the government payroll, explore the feasibility of public-private
partnerships in infrastructure services and tran
brothero to a fAfacilitatoro for private sector d

66. The issue of the attitude that government should subsidize as many services as
possible and assume considerable responsibility for a wide range of functions has been
identified by the FEIM team as a key binding constraint. The MTDS will need to recognize
the need for an effective communication process to help change this attitude so that many of
the recommendations in the MTDS receive community and leadership support.
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3.5.2 Principles for defining the role and responsibilities of government, public
enterprises and public officials

Principles for defining the roles and responsibilities of government

67. Economic theory and practice provide a number of high level principles for defining
the role and responsibilities of government. The principles have general application but their
suitability and scope for effective implementation depend on the institutional capacity of
government, the stage of socio-economic development and the size of an economy. In
particular it is very difficult to define where the role and responsibilities of government should
end in a very small economy where there is considerable scope for missing and incomplete
markets to exist and for markets to fail in their role of improving the overall welfare of the
population but where direct government provision may also entail various conflicts and
difficulties.

68. The most important overall principle is that a government should as much as possible
focus on ensuring the basic elements are provided for a successful socio-economic
environment on a sustainable basis, where those basic elements are not likely to be provided
effectively in the absence of government intervention.

69. Recognizing the limited fiscal resources and the inefficiencies that arise if a
government tries to do too much, this suggests that priority should be given to providing core
public services that are essential for the well being of society. The economic concepts that
are relevant for defining the role of government focus on the need to address what are called
market failures but to recognize that there is also considerable scope for government failure.
This means that government intervention in attempting to address a perceived market failure
may lead to a worse outcome than if the market failure was left to underlying market and
social forces to address.

70. The main market failures that are relevant to Palau include:

The under provision of public goods. Public goods are goods or services where the
same level of service provides general benefits to a wide group of people at the same time
and it is difficult for the private sector to provide the service profitably. Law and order is
classic example of a public good. Thus a public good is not something that is merely of
benefit to the general public: to qualify as a public it must be such that it benefits the public or
a wide group of the public and is only financially feasible if it is provided or funded by the
government. Certain education and health services particularly basic education and primary
health care are likely to qualify as public goods in Palau.

Activity that benefits some people but leads to uncompensated costs on others. This concept
is referred to as a negative externality. A classic example is an economic activity that is
privately profitable but which creates adverse environmental impacts. The existence of
negative externalities provides a rationale for much environmental regulation.

Monopolies or entities that have substantial power over market prices and the quality of
services. This concept is self explanatory and likely to be particularly important in a small
market such as Palau.
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Missing or incomplete markets. In a small, developing economy there are likely to be
many markets or market transactions that do not exist or do not function as effectively as in
larger and more developed economies. The markets are likely to be missing or incomplete
because of the inability to generate benefits to overcome the various transactions costs that
are incurred in normal market activity. Transactions costs comprise the costs of negotiating,
organizing and enforcing contractual arrangements and also the many costs in terms of time
and other resources used in order to support economic activity.

The inability of markets to address the situation of vulnerable people or to achieve a
distribution of income that the community finds acceptable.

71. One of the fundamental reasons why a government in a developing country has a
tendency to do so much, if it can secure the financial support through for example aid, is that
transactions costs preclude the emergence of profitable market solutions but there is a
general or political consensus that the function or service or product should be provided.
Another factor that precludes a market solution in many circumstances in Palau, is that
property rights for land may preclude the purchase of land on which to build certain
infrastructure or constitutional provisions may preclude the ability to levy charges based on
land values.

72. This in turn leads to direct involvement of the government into areas where it is
difficult for a government to perform as well as a private individual or firm assuming the
funding problem could be addressed. Accepting these principles and perspectives there is,
however, likely to be considerable scope for the government in Palau to withdraw from direct
provision of many services. But it may still need to be prominently involved in helping to fund
those services and in regulating services where there are monopoly concerns.

73. The above principles can be applied in determining the scope for privatization and
outsourcing of activities that are being undertaken by government. For example, it would not
make sense to allow the private sector to establish rules in relation to activities that affect the
environment or to take unregulated responsibility for major infrastructure investments that
have monopoly characteristics. In addition the private sector will not be interested in
providing any service unless it can somehow provide that service profitably.

74. In considering the role and responsibilities of government the following suggestions are
offered for working guidelines in relation to defining the role of government and the scope for
greater involvement of the private sector. Government should take responsibility for:

Direct provision of the core functions of government that are likely to constitute public
goods as defined by economics.
Direct provision by government of other functions that the private sector is not willing to
provide but which clearly will provide an overall benefit to Palau, taking full account of the
ability and cost of government provision.
Specification of rules and policies that are considered to benefit the general public, taking full
account of the costs of the rules and policies.
Establishment of partnership arrangements with the private sector that clearly recognize the
roles and responsibilities of government relative to the private sector and the respective
advantages and disadvantages of the private and public sectors.
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Principles for the effective performance of public enterprises

75. Where it is not economically feasible or politically acceptable to privatize a
government function or business activity or involve the private sector in a substantive way, it
is important to implement the following principles for public enterprises in undertaking
business activities:

i) Clear and non-conflicting objectives.

i) Management autonomy and authority.

iii)  Strict accountability for performance.

iv)  Competitive neutrality so that a public enterprise has no significant advantages or
disadvantages relative to the private sector competitors or potential competitors.

76. It is important to recognize the implications of the principle for strict accountability for
performance in the case of public enterprises in Palau. There are many public entities
undertaking business and other functions in Palau that have been established with a degree
of independence but are still fundamentally government owned or funded entities. For
example, there are various entities with separate boards appointed by the President and
where those entities have a mission established by legislation and some broadly defined
reporting arrangements.

77. However, what is missing is a well defined agreement between the executive authority
and the Board as to what they are strictly required to do and how they will be held
accountable on a regular basis. In the private sector the owners of an entity hold the Board
accountable if the organization is not performing well and they will be keen to do so when
financial performance is weak. However, in the case of public entities the substitute for this
market accountability mechanism is often weak or virtually missing and often overlooked. In
this respect it is suggested that an important priority should be assigned to developing
improved governance and accountability mechanisms for all government entities in Palau.

Principles of good governance

78. Finally, there are principles for ensuring good governance and addressing conflicts of
interest that are likely to be particularly important in a small country like Palau. In broad
terms, governance is about the institutional environment in which citizens interact among
themselves and with government agencies. It encompasses the functioning and capability of
the public sector, as well as the rules and institutions that create the framework for the
conduct of both public and private business, including accountability for economic and
financial performance, and regulatory frameworks relating to companies and partnerships
(ADB 1999, p.3).

79. There are four elements for good governance that the ADB (2004, pp. 4-5) describes
as follows:
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i) Accountability. This involves making public officials answerable for government
behavior and responsible to the entity from which they derive their authority. This
process requires the establishment of criteria to measure the performance of
officials and oversight mechanisms to ensure that these criteria are met. Its
existence is imperative for the functioning of governments.

i) Participation. This derives from an acceptance that people are at the heart of
development; they are not only its ultimate beneficiaries, but also its agents,
acting through groups or associations and as individuals.

i)  Predictability. Thi s refers t o tthe raleeffawoe nits tef fwehd tcihv ef
society. It refers to (i) the existence of laws, regulations, and policies to regulate
society and (ii) their fair and consistent application. It encompasses well-defined
rights and duties, as well as mechanisms for enforcing them and for settling
disputes in an impartial manner. Its importance cannot be overstated, since
without it, the orderly existence of citizens and institutions would be impossible.

iv)  Transparency. This refers to the availability of information to the general public
and clarity about government rules, regulations, and decisions. Policies or
decisions that are known only to the preparers and administrators of the
information, distort the governance process. Transparency in government
decision making and public policy implementation reduces uncertainty and can
help inhibit corruption among public officials. To achieve appropriate
transparency,theci t i zends rights t o istrefigihenedavithi on may
a degree of legal enforceability.

80. These elements of governance tend to be mutually supportive and reinforcing:
accountability is often related to participation and is also the safeguard of predictability and
transparency. Similarly, transparency and openness of information cannot be assured without
legal frameworks that balance the right to disclosure against the right of confidentiality, and
without institutions that accept accountability. Note that, in the context of the MTDS, the
principles of accountability and transparency highlight the importance of an improved
accountability regime for all public enterprises and public entities of a quasi-independent
nature as noted above in discussing the accountability aspects of public enterprises.

Principles for addressing conflicts of interest for public officials and elected
representatives

81. Turning to the issue of conflicts of interest which are likely to be a frequent issue of
concern in a small country. The Organization for Economic Co-operation and Development
(OECD) (2003) has set out a number of recommendations for guidelines for managing
conflicts of interest in the public service that have general applicability for all individuals
involved in some form of public service in Palau including at the political level. The OECD
guidelines define a conflict of interest as follows:

AA o6conflict of interestd involves a confli
interests of a public official, in which the public official has private-capacity interests

which could improperly influence the performance of their official duties and
responsibilities. o
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82. The OECD suggests the following core principles for managing a conflict of interest
(OECD, pp. 5-6):

i) Serving the public interest. This involves ensuring that decisions and advice
are based on the public interest without regard for personal gain; that public
officials should dispose of private interests that could compromise official
decisions in which they participate or where this is not feasible abstain from any
official decisions which could be compromised by their involvement; and that
public officials should not take advantage of their position including inside
informationd they have access to in
public office.

ii) Supporting transparency and scrutiny. This involves public officials acting in a
manner that will bear the closest scrutiny including not only acting within the letter
of the law but also respecting broader public service values such as impartiality
and integrity; the disclosure of relevant private interests and affiliation; and
transparency in managing a conflict of interest situation.

i)  Promoting individual responsibility and personal example. This involves
taking responsibility for arranging private affairs to avoid conflicts of interest and
identifying and resolving conflicts of interest in the public interest when a conflict
arises.

iv)  Engendering an organizational culture which is intolerant of conflicts of
interest. This involves public entities adopting appropriate management policies,
processes and practices for controlling and managing conflicts of interest; and
creating and sustaining a culture of open communication and dialogue
concerning integrity and its promotion.

83. Palau has a Code of Ethics Act (RRPL No. 5-32) adopted in 1998, that contains a
specific provision defining a conflict of interest as follows (Section 6 a):

their

ANo empl oyee may take, participate in taking
to attempt to influence any official action where it is reasonably foreseeable that the
action could have a material financial effect on that employee, or any financial
interest of that employee, that is different
84. The Act contains a number of specific prohibitions and also requirements for all public
officials to file annual financial disclosure statements. The Act (p.2) applies to any
"nominated, appointed, or elected officer or employee of any state government or the
nati onal government 0. The Act al scoforce the Aacb | i shes

Criminal and civil penalties are also specified by the Act. However, the Commission.

85. Examples of conflict of interest that arose in the time frame when the MTDS was being
prepared include:

i) Elected officials voting on or discussing matters that directly or indirectly affect
businesses where they have a direct or indirect personal interest.

ii) Individuals with authority influencing policy and regulatory decisions that would
impact on their business.

iii)  An individual who is involved as both a regulator and a firm or major investor in
the sector being regulated.

iv)  An individual that is involved in providing government services to a sector and
who also has a business interest in that sector that could be advantaged by those
services.
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86. Of particular concern in assessing conflict of interest issues in Palau are situations
where congressmen and other public officials may have various business interests but do not
abstain from discussion or voting or making decisions on legislation or policies that may
directly or indirectly affect those businesses. This could be a key reason why it is has been
so difficult to get critical legislation passed that would benefit the public as a whole, such as
amendments to the Financial Institutions Act discussed elsewhere in this paper.

87. Due to resourcing constraints, it appears as if the Ethics Commission has very limited
capacity to properly monitor and enforce compliance with the Code of Ethics Act, particularly
in relation to serious conflicts of interest. There are two part-time board members, a full time
manager and a full time secretary with a total annual budget of around $40,000. There is no
investigator or legal counsel. Most matters that require investigation or enforcement are

referred to the Attorney Gener al 6s Office and it i's not

effectively investigated. It is recommended that as part of the MTDS a review be undertaken
of the effectiveness of the current institutional arrangements and legislation to ensure that
conflict of interest issues are effectively addressed.

88. However, it is recognized that in a small population that still contains significant
elements of traditional culture, as in Palau, there will inevitably be conflicts of interest and it
will not be possible to adopt measures to address conflicts of interest as in larger high
income countries. The main measures that are likely to be effective relate to ensuring that
policies and legislation are well researched and analyzed and information and analysis are
made transparent and readily available.

3.5.3 Medium-Term Goals

89. The goals and strategies set out in the NMDP with respect to the overall size and role
of government and the scope for privatization are still considered to be relevant. Recent
leadership and community symposiums have also confirmed the importance of redefining the
role of government, streamlining government functions and outsourcing commercial
activities. In addition, it appears that there are various weaknesses with respect to
arrangements to address governance and conflict of interest issues in government and public
enterprises that need to be addressed.

90. Based on the existing NMDP and other information reviewed for this report, the goal
for the role of government and public enterprise reform is suggested as;

fLower the relative size of the public sector in Palau over time and increase the
efficiency, integrity and effectiveness in delivering those essential services,
products and policies required by the community that cannot be provided by the
private sector efficiently, in the long term national interest of Palau.0
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3.5.4 Medium-Term Strategies

91.

term are set out in the table below.

The suggested goals for the role of government, key strategies and activities and possible performance indicators for the medium-

Table 3: Role of Government: Goals, Strategies and Key Performance Indicators for a Medium-Term Sustainable Development Strategy

Goals

Actions/Strategies

Key Performance Indicators

Lower the relative size of
the public sector in Palau
over time and increase
the efficiency, integrity
and effectiveness in
delivering essential
services, products and
policies required by the
community that cannot
be provided by the
private sector efficiently,
in the long-term national
interest of Palau.

Pursue  opportunities  for  privatization,
outsourcing and public-private partnerships
where justified on economic grounds

Current government expenditure as a proportion of GDP.

Entities or functions where private sector becomes

successfully involved

Pursue opportunities for rationalization and
amalgamation of government owned
businesses and functions e.g. water and
sewerage and power.

Entities rationalized and improved financial performance
and efficiency of public enterprises.

Develop improved governance, accountability
and regulatory arrangements for government
owned businesses (as also identified for the
infrastructure sector).

A commercialization policy that contains the following
principles: clear and non-conflicting objectives; management
autonomy and authority; strict accountability for
performance; and competitive neutrality in relation to private
sector activities.

Financial, unit cost and service quality indicators for public
utilities.
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Goals

Actions/Strategies

Key Performance Indicators

Economic regulations that establish price and service
standards based on efficient costs and that can be easily
monitored.

Review, redefine, restructure and improve the
performance of the civil service.

Wage bill of the civil service as a proportion of total
government expenditure and GDP.

Review the performance of the Cost Reduction
Plan that has been in place since 2002 and
develop and implement appropriate
adjustments.

Non-wage bill of the civil service in real terms and as a
proportion of GDP.

Review of expenditure to determine the fi r i
sizedo of government a
with MTDS priorities to reduce expenditures
(as per t he pa{fiam Fiscah
Strategy for Sustainable Economic
Devel opment 0.

Review of public expenditure functions and performance
undertaken and recommendations implemented.

Revise and enforce guidelines for managing
conflict of interest situations for public officials
and elected representative to advance the
public interest.

Existence of appropriate guidelines.

Improve the capacity for evaluating public
policies independently and transparently.

An experienced economist recruited or facility established to
provide independent evaluations and advice to the
executive, congress and public interest groups. Evaluations
to be made publicly available.

Increased National-State cooperation on all
policies where there are State responsibilities
and the National government can assist.

A regular and formal forum for National-State cooperation
established.
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4. Economic Policies and Institutions for Factor Markets and
the Ease of Doing Business

4.1 Land
4.1.1 Status of Policy Objective and Relevant Legislation

92. The NMDP (1996, p. 7-1) identified uncertainty over property rights and particularly
over title and rights to land as a major constraint on economic development. The NMDP
(1996, p. 7-15) stated the strategy for land as follows:

fincrease land ownership and the availability of suitable land for development through
improved processes and institutional building relating to land use management, legislation,
National-State responsibilities, environmentalcont r ol s and baseline

93. The history of land ownership in Palau and recent developments are summarized in the
recent ADB (2007) economic report. Palau is still in the process of moving from a mix of a
traditional community based land ownership, public ownership and individual ownership to
one in which ownership is assigned formally to individuals or groups of individuals and to
National and State Land authorities.

94. The NMDP (1996, p. 7-3) noted that only 9 per cent of all land had received a
Certificate of Title which is the formal title that assigns ownership rights to an individual or
group of individuals. However, considerable progress has been made since the NMDP was
prepared in surveying land and determining ownership with a Certificate of Title. The
situation with respect to land may now not be as bleak a picture as has been painted in many
reports as there are a number of tourism projects under construction or in the pipeline that
seem to have been able to acquire effective leasing rights. These are described in the
separate FEI'M Working Paper: sii IMaiftenanset and
Regul ati onso, f orseverat zemibotels under dorestruetionzor registered with
the FIB T Sea Passion (Malakal); Palau Vacation (Malakal); Palau Ocean Resort (Malakal);
PHC-Arman (ex Nikko site Ngermid); Pacific Investment (Anguar). These developments
represent almost 1000 rooms i nearly double the current inventory. Others mentioned or in
progress include Golf course in villas (Airai); Outrigger site next to Cliffside Hotel, Ngedbus
Island south of the Rock Islands; Morita site near PRR; and Rip Tide beach site in Malakal.

95. In addition, recently legislation was passed allowing for 99 year leases for public land.
However, private land can only be leased for 50 years with an option for renewal, subject to
agreement, of 49 years. This places an investor who makes a substantial investment in a
fixed asset or in building the reputation and brand of a business at a substantial
disadvantage at the time of lease renewals. It also needs to be recognized that the
experience to date has been that it can take up to around 10 years to resolve lease issues
for substantial parcels of land thereby significantly reducing the effective lease term. In
addition resorts require considerable maintenance expenditure to maintain quality and
investors affected by the uncertainty as to whether a lease will be renewed on reasonable
terms and conditions may be discouraged in spending on maintenance expenditure affecting
the quality of the investment at the time of renewal and the prospects for lease renewal. One
way to overcome that problem is for the landowners to negotiate an equity stake in resort
investments in the first place as has been done in some cases in Palau.
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96. The situation may be also be changing to make it easier to negotiate and finalize long
term lease agreements, as it is understood that considerable clan land has been acquired by
single private Palauan investors in recent years. Most of the long time frames and disputes
with respect to land leases in the past have occurred in relation to clan land reflecting
difficulties in getting a consensus in a clan for the long term lease of land.

97. Also the perception (ADB 2007, p.31) that land law makes no distinction between legal
and equitable title, so that an owner of a parcel of land cannot legally assign the use of it to
someone else, is not considered to be correct in Palau. A prominent Palauan lawyer
confirmed that an owner of a parcel of land has the rights to lease, assign and sell that land.
However, it is not possible for a leasee to sub-lease land without the agreement of the lessor,
although this is often the case in countries with well developed property rights as well.

98. However, there is still considerable uncertainty with respect to property rights and the
potential value from better utilization of land. Some well connected and well resourced
Palauans and foreign investors may be able to deal effectively with the land tenure
arrangements. However, information weaknesses and associated uncertainty disadvantage
most Palauans and foreign investors who are not highly familiar with the land ownership and
leasing situation in Palau. In addition there are weaknesses in land use planning and
disputes between the National and State authorities over ownership and usage rights for
public land. Another issue that has been raised is that the National Government holds
considerable land in Koror that is underutilized while the demand for land in Koror is very
high.

99. In summary, it is suggested that the main issues currently relate to:

i) weaknesses in land use planning capacity and associated conflicts between
development projects and the impacts on the environment;

i) the need for greater cooperation between the States and the National
Government with respect to land use planning, zoning and land availability; and

iii) information weaknesses for Palauans about the value and potential use of land
and how to market land and for foreigners about the status of property rights with
respect to land for foreigners.

100. As explained in the NMDP, for some time Palau has had a policy of transferring public
land through the National Palau Public Land Authority to State Public Land Authorities. The
Land Court has jurisdiction over land disputes for public lands. In 2003, RPPL 6-31 was
passed in which the goal was to devise a system whereby the Land Court systematically sets
hearings to determine the ownership of the land parcels in the Republic. The purpose of the
law is to expedite and streamline the process of determining all land ownership within the
Republic.

101. The steps taken to acquire title to land are as follows:

i) Designation of area by Bureau of Land and Surveys; Notice is served to all
claimants and to the public.

i) A preliminary survey known as Aimonument a:

individuals staking out their claims in the field.

i) A formal survey is conducted and a worksheet is produced to be used at the
formal hearing

iv)  The Land Court undertakes a formal hearing and makes a determination of
ownership

Economic Policies and Institutions for Sustainable National Development Page 41
June 2008



v)  The Determination of Ownership is given 30 days to be appealed and if there are
no appeals filed a final land title is then given to the individual(s).

As of early 2008, 80% to 90% of all claims have been surveyed and by the end of 2007
10,306 Certificate of Titles have been issued. It is understood that this represents about half
of all claims.

102. The Land Court has taken steps to improve the process in which land ownership rights
can be more clearly and efficiently determined. However, the complex issues that arise from
the history of land tenure arrangements in Palau and limited funding continue to restrict the
ability of the Land Court to deal with the backlog of disputes and claims.

103. In order to expedite the process, consideration should be given to an increase in
funding to hire more Judges and assist with computerization of the registration of land and
also to support the Bureau of Land and Surveys.

104. The history of land ownership in Palau has created much uncertainty in relation to land
titte and use rights and it has taken considerable time and effort to clarify and formally
register land titles. Although formal property rights to land are now much clearer a
perception of uncertainty still prevails for Palauan and foreign investors because of past
cases of litigation relating to land specifically involving foreign investors. It is likely to be the
case that information weaknesses are a more significant issue for foreigners than Palauans
but, as noted, the main difficulty with leasing land typically occurs when the land is owned by
a clan as it is very difficult to get all members of the clan to agree to long term leases and
terms and conditions.

105. It is important to recognize that the Certificate of Title is a guarantee to the holder to
his/her land. It cannot be contested once it has been issued by the Land Court. It is only in
very special cases that the Land Court revisits the rights covered by a Certificate of Title.
Although the special cases are limited, the history of disputes in the past, the frequency of
litigation, the long time frame for securing leases for some resorts and the unsuccessful
outcomes for others still lead to considerable uncertainty generally for foreign investors.

106. Another issue is that in many cases, the issue of Certificate of Land is expressed in
terms of Aithe family ofod which <creates
transactions and the security of land ownership and leasing rights. The actual names of
people in the family are provided as an attachment to the Certificate of Title but an investor
would still consider a list of many owners as creating potential risks and costs for reaching
and maintaining an effective sale or lease agreement. The problems and delays in leasing
land from clans in the past are a testament to this perspective.

107. Anot her problem has been the incidence
RPPL 6-46 addressed the issue of double sale of land. The law requires that land
transactions be recorded at the clerk of courts and criminalizes the person who seeks to sell
the land to a second purchaser. However, the land is also required to be registered at the
Land court, creating additional costs. There is also a system available at the Bureau of Land
and Surveys that can provide a Title search of specific land parcels.

108. Litigation that has become a frequent feature of the land disputes and has contributed
to delays in the leasing of land and construction of facilities. The litigation has typically arisen
as a result of the various customary laws and land statutes that affect land ownership.
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109. An important problem for many Palauans is lack of information and understanding
about the potential value of their land and how to realize that potential value. This
information weakness together with the uncertainties associated with security of title has
meant that many Palauans sell their land at a price that is lower than what it could be sold if
there was better information and less uncertainty. There are differing views of the extent to
which, for the average Palauan, the problem is one of inadequate information about potential
value or uncertainty leading to a low price. It may be that in the past uncertainty was the
dominant factor but where there is a Certificate of Title and recognizing the limited scope for
revoking those titles, the main problem now may be one of information and understanding.
In any case, an issue that has been highlighted is the extent to which a few wealthy families
have been able to accumulate large parcels of land by purchasing land from Palauans who
are at an information disadvantage (National Economic Symposium 2007).

110. It should be recognized, as well, however, that the Constitutional prohibition of land
reduces the value of land to potential sellers because it means the market for ownership of
land is limited to Palauans rather than the world at large (ADB, 2007, p. 37). This situation is
unlikely to change. However, the recent legislation to allow 99 year leases for public land
should improve the attractiveness of leases to foreigners and increasing the potential value
of land. In addition although the concentration of land ownership amongst Palauans raises
equity concerns, it is also likely to facilitate the effective leasing of land to foreigners as the
problem of reaching agreement with a clan is then avoided. This in turn is likely to facilitate
more effective use of land that will benefit the nation as a whole.

4.1.2 Recent Leadership and Community Views

111. The National Economic Symposium Report (2007, p.10) highlighted land use planning
and zoning as high priorities. It also noted the conflicts that frequently arise between the
National and State governments over the control and use of land. The main example here is
that the National Government holds public land in Koror that is underutilizes.

112. The National/State Leadership Symposium (2006) recognized that Koror, Ngaraard and
a few other States have land use plans that are being implemented but some states still lack
sufficient input and expertise to complete comprehensive long-term plans.

113. The recent Governors Economic Forum (2008) also highlighted the need to address
land use planning and zoning issues at the State level, the extremely limited human resource
and financial capacity of the States and the need for closer cooperation between the National
and State governments in addressing these and other National-State issues.

4.1.3 Assessment of NMDP Strategies

114. The NMDP 1996 (pp. 7-16 to 7-17) contains a long list of desirable outputs for
improving the potential use of land in the economic development process. Broadly the
recommendations covered:

Improving the titling of land;

Improving land planning;

Community education;

Zoning of land in Koror and Airai;

Valuation of land and property;

Geograpical information system (GIS) developed for Palau;
Guidelines and systems for dispute resolution for significant projects;
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Eminent domain (compulsory acquisition) powers implemented;

Guidelines for leasing arrangements developed and implemented

Public or community based land corporations for banking of land established or
State enterprise zone models in place;

A homestead levy system developed.

115. As noted there has been considerable progress in the titling of land and continued
support for this activity is recommended. Improvements in land use planning have been
identified as an important ongoing priority. As explained above limited information and
understanding by the general public is an important factor limiting the potential value that
most Palauans can realize from their land and needs to be addressed in the interest of equity
as well as economic opportunity for the country as a whole. Community awareness
programs are also important for raising awareness of the risk that development poses for
environmental values and the actions necessary to avoid or address them. Improved
information would also contribute to establishing more appropriate land values. The need for
zoning laws in areas where economic development is proceeding rapidly has also been
identified as a priority.

116. Good progress has also been made in establishing a GIS for Palau with the Palaris
project but further work needs to be done to make the system fully operational and the
process could be speeded up with some technical assistance.

117. Guidelines and systems for dispute resolution for significant projects have not been
developed, however, as noted there are a number of major tourism projects in the pipeline
and the main problem seems to be ensuring effective land use plans are in place and
enforced.

118. Although National and State governments have eminent domain powers they appear to
be rarely used.

119. Guidelines for leasing arrangements have not been developed and given the
information weaknesses identified for Palauans and the uncertainty faced by foreigners, such
guidelines would be a useful and low cost mechanism for facilitating land leases.

120. The recommendation for some form of land banking recognizes the uncertainties and
transactions costs that foreign investors face when leasing land for their prospective
businesses. Two concepts have been suggested: a land corporation that would have a bank
of available land and a secure low cost means of leasing land in the land bank; and a state
enterprise zone model.

121. The corporation model could be based on a government corporation or it could be an
opportunity for a private corporation or community co-operative. If the corporation could
ensure that prospective leases were secure and persuade investors of their security this
could be a very effective model for facilitating leasing transactions and realizing better values
for many landholders. However, it is understood that there is a group of private individuals
pursuing this concept and at this stage there would not seem to be justification for specific
government intervention to develop a land bank corporation.
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122. The zone model is not based on a fAfree tradeo
mechanism to facilitate speedy access to land serviced by essential infrastructure. However,

it would only be appropriate where there was the likelihood of significant demand. The idea

could however, be extended to the conversion of Malakal Island to a tourist precinct and will

be investigated in separate reports by the infrastructure and tourism advisors. The Ngardmau

free trade zone includes access to land as part of the package that it is marketing to

investors.

123. The homestead levy system would entail a levy or resources fee for the use of
resources on land with homestead title. The rationale for the levy was to provide an incentive
for development and to recognize that occupants of land with homestead title were not
fulfilling the conditions required of homestead title to use the land productively (PNC Title 35
Public Lands). The NMDP noted that while a tax on land was not allowed under the
constitution, it appeared possible to charge a levy user or resources fee. However, such a
fee would be perceived as a tax irrespective of the legal position and is most unlikely to be
acceptable to the community.

4.1.4 Assessment of Recent Proposals

124. The recent proposals from the major symposiums focus on completing the land use
master plans and establishing effective zoning principles and regulations for development
purposes. It is clear from the work of the infrastructure and environmental advisers on the
FEIM project and the information considered for this report that these proposals should be a
priority in the MTDS.

125. Zoning regulations are needed to ensure that at a particular site development is not
detrimental to preserving environmental values but also to ensuring aesthetic values for
citizens and tourists. The specific form of the zoning regulations will vary from State to State
depending on the nature and extent of development pressures.

126. A uniform building code is needed to ensure basic safety and quality standards are met
as well as for cost effective maintenance and aesthetic reasons. Uniform building codes for
the country are likely to be cost effective.

127. Zoning regulations have only been developed for Koror but they were neglected for
many years, are outdated and inappropriate to current contexts and they do not exist for
other States. In Koror they were not enforced for many years. There is also no building code
for any State except for US funded projects. The result is haphazard, unsightly, unsafe and
conflicting use of land.

128. However, it is important to recognize that States have limited planning capacity and

extremely limited financial resources and in addition the extent and nature of land use

planning needs and zoning needs will vary across States depending on their size, location

and devel opment potential. So itfiitss naltl agpmppropa
land use planning and zoning for all States. In addition there is a need for the National

Government to give greater recognition of the States capacity constraints in addressing the

need for improved land use planning and zoning and a building code.
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4.1.5 Importance of Land Market Reform

129. Land is an important factor of production and clear, well defined and well enforced
property rights to land are one of the fundamental reasons for the development of high
income countries and for unlocking the potential wealth of developing countries (De Soto
2000). Land is important for the direct income flows that it can generate through economic
use as well as being one of the best forms of security for finance when property rights are
well defined.

130. However, land use needs to balance economic, environmental and cultural interests
and values. There is a need to continue the process of formal titling of land as well as to
address the weaknesses in land use planning and zoning and the information problems for
both Palauans and foreign investors if land is to contribute effectively towards the goal of
sustainable national development. The balancing of the various potentially conflicting uses
of land needs to be reflected in the recommendations for improves strategies for the use of
land.

4.1.6 Recommendations for Improved Strategies for the Land Market

131. The recommendations for improved strategies and actions for the land market to a
large extent mean implementing some key recommendations from the NMDP that have still
not been implemented and some additional suggestions.

132. The recommendations are all important but presented, in suggested descending order
of priority as follows:

i) Ensure the development of land use plans and zoning laws and regulations and
institutional capacity that facilitate economic development while preserving
environmental values. This will involve the close cooperation of the National
Government and the States, with priority given to States where intensive
development is likely in the near future.

i) Establish a regular forum for National-State cooperation on zoning, land use
planning and other policies affecting the use of land.

i) Continue the program to provide Certificates of Title to land.

iv)  Consolidate the formal register of Titles so there is a single, efficient and reliable
source.

v)  Continue to support the GIS that is being implemented.

vi)  Support a community awareness function so that the community can (i)
understand the potential value of land and how to realize that land for their
benefit while respecting environmental values and (ii) understand and address
any adverse impact on the environment from economic development and
economic uses of land.

vii) Develop standardized guidelines for the leasing of land, including a well defined
mechanism for the adjustment of lease payments that reflects the success of the
lessee and arrangements that are fair and reasonable for both lessee and lessor
for the renewal of leases. This could include some form of equity sharing of
Palauans in the investment.
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4.1.7 Priority for Land Market Reform

133. It is suggested that the above recommendations for land market reform should be a
high priority given: their potential to contribute to sustainable national development; the
likelihood that they would be well accepted by the community; and their practicability.

4.2 Labor
4.2.1 Status of Policy Objective and Relevant Legislation
134. The NMDP presented the strategy for the labor market in very broad terms as follows:

AfReorient | abor mar ket i ncffardigh laberso aehievk suffieienta ge t he
growth in employment levels in the private sector in Palau, particularly in more highly

remunerated and skilled positions, to limit unemployment and the attractiveness of

emigration, support a higher quality of life and a more competitive private sector and reduce

social conflict. ( St rategy 3.3.4.3)0

135. The main features of labor market regulations and associated regulations affecting
the labor market in Palau are as follows:

i) The Division of Labor Rules and Regulations Statement of Policy (Part II)
specifies that preference be given to Palauan citizens in employment and that
employment of non-citizen workers should not impair the wages or working
conditions of Palauan workers.

i) A 30 day advertisement period for employment positions is specified during
which the Division of Job Placement attempts to find a qualified Palauan for the
advertised position.

iii)  Employers are responsible for ensuring a number of minimum living conditions
for foreign workers. These cover minimum shelter, washing, sanitary and kitchen
facilities and emergency first aid supplies but are specified in very general terms.

iv)  Employers are required to provide safe and healthful working conditions for both
resident and non-resident workers, including adoption of reasonable and
adequate health and safety rules and adequate supply of drinking water and
sanitary toilet facilities at the workplace. However, detailed requirements to
ensure workplace health and safety or to compensate injured workers for lost
income in the event of workplace injury are not specified.

v)  Employers are also responsible for all medical expenses arising from
employment-related activities.

vi) Employers are also responsible for the costs of return transportation to the point
of origin of every non-resident worker regardless of the reason for the non-
resident 6s departur e, -baxk prdvisiang for btesick ofe ar e
contract. In practice, foreign workers are required to arrive with a return ticket.
However, private employers frequently insist that workers surrender their
passports and tickets on arrival. There is anecdotal evidence that it is common
for employers to cash in the tickets, resulting in some foreign workers having no
ticket to return to their home countries.

vii)  According to Title 30 of the National Code, national government contracts require
construction contractors to provide the same lodging and transportation benefits
to resident workers as non-resident workers unless the resident worker lives
within normal commuting distance of his place of employment with the contractor.
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viii) There is a minimum wage for Palauans of $2.50 per hour, which applies to both
the public and private sectors but with exemptions for non-profit organizations
and businesses whose annual gross revenue is less than $100,000. This does
not apply to foreign workers. However, according to the Division of Labor Rules
and Regulations (Part VII, 7.1) there is a minimum wage for skilled non-resident
workers of $250 per month or $1.50 per hour (gross) and unskilled non-resident
workers of $100 per month (net). It is understood that the wage for an unskilled
foreign worker is typically $1.50 per hour.

iX) There is also a requirement for a standard employment contract for foreign
workers.

X)  There is a tax incentive to hire resident workers as the Palau National Tax Code
(Title 40) allows employers to deduct wages for residents from sales revenue for
the purposes of determining the tax base for the gross revenue tax.

xi)  Foreign workers cannot work for a another employer or change jobs unless (a)
the company for which they work is sold to another company, (b) the company
goes bankrupt, or (c) the employer dies (in the case of individual employers).

xii)  If a foreign worker ceases working for an employer, other than in circumstances
as per (xi) they have to leave Palau and cannot return to work for 5 years.

xiii) Dependents of foreign workers are not permitted to reside in the country unless
the foreign worker 6s annu a lltisialeocdidficudt fori
spouses of workers who have work permits to obtain their own work permits.

xiv) Foreign companies that employ foreign workers have to pay an annual fee of
$500 per year. This fee does not have to be paid by Palauan firms or individuals
who hire foreign workers and who pay a two year fee of $250 for unskilled
worker.

xv) Permission to do business is conditional on foreign employers ensuring that at
least 20 percent of their workforce is Palauan or investing $500,000.

136. Foreign labor appears to have a generally negative connotation in Palau yet
Palauans recognize that foreign labor is needed to help develop the economy. The front
businesses and illegal or dishonest practices associated with the illegal use of foreign labor
clearly contribute to the negative connotations. However, it is suggested that the issue of
Abusiness frontso and the illegal use of
investment laws than foreign labor laws but the latter also provide separate incentives for
Palauan business fronts to supply foreign workers.

137. The main challenge in the context of formulating a MTDS is to develop a policy that
recognizes the contribution that foreign investment and foreign workers can make to Palau
but which focuses on improved institutional and management arrangements for foreign
involvement.
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4.2.2 Recent Leadership and Community Views

138. The National/State Leadership Symposium recommended the enactment of a uniform
minimum wage law and the use of tax breaks or mandatory employment of Palauans in the
tourist sector (National/State Leadership Symposium 2006, p. 19 and 29). The National
Economic Symposium recommended increasing the cost of foreign labor commensurate with
the cost of Palauan labor and also imposing a cap on the number of foreign work permits
issued (National Economic Symposium Recommendations, 2007, p. 28). In relation to
emigration it was recommended that Palauans who receive grants to study overseas commit
to returning to Palau or repaying their grant monies and that a sense of commitment to giving
back to their country by working domestically be developed among young Palauans.

139. There have also been bills proposed in recent years to address labor market
distortions. In 2005, the Senate passed first reading of a bill to reduce the bias in favor of
unskilled foreign workers by applying the minimum wage law to them on the same basis as
Palauans but with exemptions for fishermen, farmers, domestic helpers, students, employees
on probation for 90 days, employees of non-profit organizations and employees of a
business that has a gross annual income of less than $50,000. The proposed bill also
specifies that the minimum wage would be $2.50 for both foreign and Palauan workers (with
the noted exceptions) but that employers would not be responsible for the cost of
transportation to and from Palau for foreign workers or for the costs of accommodation and
food for foreign workers. The House did not support the legislation but the Bill was re-
introduced in January 2008 and has continued to be debated during 2008. There has also
been considerable leadership and community debate on whether the minimum wage should
be raised.

140. In 2006 the Senate passed another bill aimed at making it more costly for employers
to hire foreign workers, but again the House did not agree. The bill proposed removing the
exemption for Palauan employers, and a sliding scale of annual immigration fees ranging
from $150 for a domestic worker or fisherman up to $2,500 for highly skilled employees. A
fee of $500 would also apply to each resident dependent of a foreign worker.

141. In 2007 the Tax Review Task Force recommended that a uniform foreign labor fee of
$500 annually per non-resident employee be imposedd except for domestic helpers who
would be subject to $300 annually.

142. Other issues that have been raised relate to restrictions on foreign workers being able
to work for more than one employer and restrictions on entry of dependents and the ability of
dependents to obtain employment visas. Views were expressed that these restrictions were
excessive and that other means should be adopted to address concerns about the number of
foreign workers.

143. Afinal issue that was raised in the course of preparing the MTDS was whether trades
and occupations should be licensed.
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4.2.3 Assessment of NMDP Strategies

144. The NMDP recommended the restructuring of wages in the public sector to increase
remuneration for senior civil servants while making such positions more accountable and
reducing the level of real remuneration for less skilled civil servants and the number of civil
servants. To facilitate employment in the private sector a higher non-tax threshold ($4,000)
and increased education and training were recommended. A uniform foreign worker fee was
also recommended along with the need to promote capital investment by an improved
business environment and improved foreign investment regime (see following section on
Foreign Investment). In relation to minimum wages the NMDP recommended that the
requirement of businesses operating under a foreign investment approval certificate to pay
the minimum government wage should be abolished. It also noted that the requirement to
pay a minimum government wage was nhot followed in government but made no
recommendations to abolish the minimum wage. It also recommended a uniform national
code covering minimum working conditions for all Palauns to be established and enforced.

145. Itis understood that there has been no significant restructuring of wages in the public
sector to increase remuneration for higher skilled civil servants. However, based on Social
Security data, public sector employment as a proportion of total employment has fallen from
43 percent in 1995 to 31 percent in 2005. The tax free threshold of $2,000 that existed at the
time of the NMDP has since been removed and uniform foreign worker fee and uniform
minimum wage requirements do not apply.

146. There are no suitable data to determine if the objectives of the policy in terms of
attracting higher skilled foreign labor and reducing emigration of skilled Palauans have been
met but there generally appears to be dissatisfaction about progress in relation to achieving
these objectives. In the period 1993 to 2005 non-citizen employment has increased from
around 2,000 to around 6,200 while Palauan citizen employment has increased from around
4,000 to around 5,300 (based on Social Security Data). In addition, the law applying to the
use of foreign workers has been subject to abuse as Palauan employers illegally rent out
foreign workers to foreign-owned businesses.

147. The recommendations to have the same minimum wages and working conditions for
foreign workers and Palauans have merit to the extent that differential minimum wages and
working conditions create a significant distortion in the labor market. = However, if one
considers the total employment conditions including both wages paid and provisions for
accommodation for foreign workers as well as the tax incentive to lower the effective cost of
Palauan workers then it is not clear that foreign workers are cheaper than Palauan workers,
although there seems to be a widespread recognition that they are more productive.

148. Social and community pressures are also likely to effectively preclude exploitation of
Palauan workers, while specific legislation to specify minimum living and working conditions
for foreign workers may have merit because of limitations in the legal process in redressing
exploitation and the absence of effective community pressures to ensure reasonable
minimum employment and living conditions for foreign workers. It is noted that in the case of
Filipino workers there is a Migrant Workers Act in the Philippines that requires individuals or
firms recruiting workers to recruit from registered firms whose job it is to ensure contracts are
reasonable and that workers have appropriate skills. Consultation with the Philippines
Ambassador in Palau confirmed that compliance with this law is a problem and many Filipino
workers in Palau were not recruited in accordance with the Migrant Workers Act.
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149. One option to consider is a situation where minimum wages and working and living
conditions and tax treatment were the same for both foreign and Palauan workers based on
a rationale of minimizing labor market distortions and only employing foreign workers when
there were no Palauan workers willing to take advertised positions. With this option the main
rationale for a foreign worker fee would be to cover the costs of processing the foreign
worker permit rather than as a means of raising revenue or controlling the number of foreign
workers.

150. In evaluating this option, it should be recognized that if the foreign minimum wage is
set at the same level as the Palauan minimum wage this will raise the cost of construction,
and other services where foreign workers are intensively used, and may not necessarily
encourage a significant reallocation of labor towards higher skilled workers, since the main
demand for foreign labor currently and in the medium term is for construction workers,
tourism workers and domestic helpers. In these circumstances and recognizing the
reluctance of Palauans to be involved in construction, hotel and restaurant services and
domestic work, unskilled foreigner workers may simply get paid more and prices would
increase for construction, certain tourism services and domestic help.

151. However, on the plus side a uniform minimum wage may not deter specific aid funded
projects although they might cost more, while the government would benefit from higher
taxes as wages increased for foreign workers. Another advantage of uniform minimum
wages would be that it would help to reduce the incentives for business fronts to emerge,
although consultation suggested that uniform foreign worker fees would be more important in
this respect. In addition, it is understood that the requirement for minimum wages is not well
enforced in the private sector in any case in Palau. Thus it is suggested, that the final
outcome from uniform wages is uncertain in terms of overall impact

152. There would not seem to be much point in specifying the same minimum living
conditions for Palauans as foreigners, as Palauans are generally likely to have better living
conditions then the minimal barrack style and small rooms that are provided to foreign
workers, and in any case this has already been done for national government construction
contracts.

153. Consultation undertaken in preparing this report suggests it would be most likely to be
very difficult to get a community consensus on complete uniformity of minimum wages,
working and living conditions and tax treatment of foreign and Palauan workers. In addition,
as noted above the impact is uncertain and not necessarily beneficial to the economy as a
whole. There would also be a need for considerable legislative changes and given the
community views it is not apparent that uniform minimum wages, working and living
conditions and tax treatment should be given any priority in the MTDS.

154. Recommendations to use the tax system to encourage higher skilled labor or private
sector employment represent another form of a labor market distortion and principles for
establishing efficient, effective and equitable tax systems do not readily support the use of
the tax system to discourage or encourage one form of employment over another.

155. It is also important to be aware that economic theory and practice provide evidence
that generally minimum wage laws add to unemployment. In standard economic theory a
worker will be employed at a wage where their contribution to the cost of what they produce
equals their contribution to the value of what they produce in the market after adjustments for
other costs and a profit margin. The market establishes a value for a product or service and
if the cost of a worker is too high to realize that value the worker will not be employed. If a
minimum wage is set at too high a level, workers who have limited skills and low productivity
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will not be employed and unemployment will be correspondingly higher. Minimum wages are
usually set on the grounds of fairness to ensure a worker can have reasonable remuneration
in relation to the cost of living. But if the worker is unemployed then a high minimum wage is
counterproductive in terms of helping the person with the cost of living, simply because they
will not have a job. The main empirical evidence for the adverse impact of minimum wages
on unemployment is based on jurisdictions where relatively high minimum wages lead to
relatively high unemployment rates for workers with marginal workforce skills.

156. If the minimum wage is not set at too high a level, unemployment is not likely to be
exacerbated significantly, except for the youth and those with limited skills. However, in the
case of Palau it is important to recognize that $2.50 an hour is a rather high minimum wage
for a country at P a | astagesof development (ADB 2007b). It is around one third of that in
the United States, for example, even though per capita income in the latter is 5 times that of
Palau and the United States has a relatively low minimum wage for a high income country.
Thus the minimum wage can be expected to deter employment of unskilled Palauans
provided they were willing to work at the minimum wage, and ideally it should be abolished to
create employment. However it is recognized that abolishing the minimum wage for Palauan
workers would be most unlikely to be accepted from a community and political perspective
and is not recommended in the MTDS.

157. But, in any event, the minimum wage should not be increased by legislation over the
medium term in Palau, in order to support employment growth. It is suggested that it is
better to let market forces determine wages including minimum wages in the economy.

158. In this respect it is also worth recognizing that the US dollar is the official currency in
Palau and it is expected to weaken over the medium- term. This in turn will lead to higher
inflation and a reduction in real wages in Palau relative to its trading partners, if the nominal
wage does not increase in line with inflation. This will improve the international
competitiveness businesses that employ Palauans who receive minimum wages and also the
international competitiveness of the economy as a whole.

159. To sum up, recommendations for a uniform minimum wage in Palau are often based on
the argument that this will encourage the employment of higher skilled foreign workers and
also make Palauans more competitive with foreign workers. To some extent this will occur,
however, as noted above, what appears to be overlooked is that the main demand for foreign
workers currently and in the medium-term is for construction work, tourism services and
domestic help. A uniform minimum wage would encourage more employment of Palauan
workers but if they are not willing to work in construction or hotels and restaurants their
productivity is not sufficiently high, significant foreign workers would still be required and this
would imply higher construction and tourism costs. In addition, it is not clear that there would
be a significant impact on encouraging higher skilled foreign workers given demand
considerations. Thus the main outcomes could be a few more Palauans employed in
construction and tourism but with large numbers of foreign workers being paid more and
higher construction and tourism costs. For construction, this in turn would mean that less
construction could occur for the same dollar budget. However, as noted in many cases aid-
funded projects might still go ahead even if they were more expensive. For tourism, it may
be possible to pass the costs on to some extent, although it is suggested that
accommodation costs are already relatively high in Palau.
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160. Despite the possible impact on construction costs and costs for tourism workers and
domestic helpers, another view is that i t may stil/l be in Palaubs o0V
uniform minimum wage or higher costs for hiring foreign workers. This follows given the
trends in foreign worker employment growth and possible risks in terms of foreign domination
and social order if the trends continue, and the likelihood that more Palauans would be
employed, at least to some extent, if they were more competitive vis-a-vis foreign workers for
whom there are additional costs associated with relocation and foreign worker fees. As
noted, it may also have a limited impact in increasing the proportion of more productive
foreign workers. However, such a policy by itself is not likely to guarantee limits on the
number of foreign workers. In this respect, the tax incentive that lowers the effective cost of
Palauan workers does not seem to have had any significant impact in limiting the numbers of
foreign workers. In addition, as noted it is likely to be very difficult to gain community
acceptance for uniform minimum wages and working and living conditions for foreign workers
vis-a-vis Palauan workers.

161. There is also the issue of the differential tax treatment for Palauan relative to foreign
workers. As noted there is a tax incentive in the definition of the gross revenue tax base
when Palauan workers are employed and in addition employers have to pay a foreign worker
fee for foreign workers.  The principles for an efficient tax system would not support
providing an adjustment to the tax base to favor Palauan workers relative to foreign workers.
Economic principles would support the use of a separate policy instrument to address an
objective to favor a Palauan worker rather than a foreign worker rather than use of the tax
system. This is because the tax system should focus on raising revenue with minimal
adverse impacts on economic efficiency.

162. The policy favoring a Palauan worker over a foreign worker could however be
effectively implemented by the combination of requiring appropriate advertising as is done
now, and using the foreign worker fee to limit the total number of foreign workers when the
number is considered to exceed a reasonable number consistent with overall economic,
social and cultural objectives. The role of the foreign worker fee is considered further below.

163. The NMDP also recommended the International Labor Organization be requested to

review the occupational health and safety situation in Palau with a view to drafting an

appropriate Occupational Health and Safety Act where warranted. The NMDP made a

similar recommendation with respect to a Workers Compensation Act for Palau with
responsibility being assigned to the Division o
These recommendations have not been pursued and it is suggested that they be further

investigated in the MTDS. However, it is suggested that care needs to be taken in adopting

legislation that is appropriate for a small developing economy that already finds it difficult to

enforce a wide range of legislation more suited to larger more developed economies.

4.2.4 Assessment of Recent Proposals

164. An assessment of uniform minimum wages was provided in the foregoing section.
The legislative proposal to have a sliding scale with higher foreign worker fees for more
highly skilled foreign workers would conflict with the policy objective of attracting higher
skilled workers.
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165. Furthermore, if a uniform minimum wage was adopted but there were exemptions for
certain occupations, domestic helpers and small or Palauan-owned firms there would be
incentives for workers in these categories to be used in other occupations and larger
businesses in another version of the business front activity that is so widespread in Palau.

166. Tax incentives available only to the tourism sector would not be supported by the
efficiency and equity principles that underpin the design of optimal tax systems. The
suggestion to cap the number of foreign worker permits issued has merit provided the cap is
well founded in terms of balancing economic and social issues and this matter is discussed
further below and recommendations are made to implement it.

167. In addressing concerns about emigration of skilled Palauans, various reports
including the National Economic Symposium, suggest that Palauans who receive grants and
scholarships overseas should return to work in Palau for a period or repay their grants.
However, this recommendation has been in place for quite some time and is a good policy
that should continue to be supported.

168. In relation to the concern about emigration it is important to recognize that the
opportunity to emigrate to the United States is an important advantage for Palauans that
needs to be retained and taken advantage of. Rather than restricting the scope for Palauans
to emigrate (beyond restrictions implied by the current policy) it is suggested that a better
response to concerns about emigration and concerns about foreign workers is to improve the
overall business and employment environment for businesses generally. This will in turn
benefit Palauans without resorting to discriminatory approaches that favor foreign workers or
Palauan-owned business ventures. This underlies the importance of other recommendations
in this report to support economically sustainable development.

169. However, a specific aspect that may merit more attention if a uniform minimum wage is
introduced, relates to ensuring there is sufficient encouragement and educational resources
for vocational occupations. In the medium and longer term there is likely to be considerable
demand for vocational employment in Palau. However, at this stage there is very limited
interest by Palauans in vocational employment reflecting the dominance of foreign workers in
vocational jobs. There is a pure economic aspect in terms of the unattractiveness of the level
of remuneration as well as a view that vocational work is not valued by the community and
should be left to foreign workers. If there was a uniform minimum wage or foreigner worker
fees were also increased to a level where the growth of foreign workers was significantly
restricted, the economics would improve for Palauans and there would then be a need to
ensure there were adequate educational resources being invested in vocational fields as well
as efforts to encourage a work career in a trade vocation. Thus assuming the remuneration
can be made sufficiently attractive with labor market policies, efforts to increase the number
of Palauans with vocational skills should be an important additional feature of labor market

policy.

170. Turning to the issue of restrictions on foreign workers in working for more than one
employer and on the entry of dependents and work permits for dependents, it is recognized
that these restrictions were introduced with the objective of protecting and creating more
opportunities for Palauan workers and limiting the involvement of foreign workers in the
economy. However, in the course of consultation on this report it has been suggested that
this approach has not been effective and unduly restrictive on business and foreign workers.
Small businesses often need part time workers and have difficulty with recruitment on this
basis given the existing restrictions. In addition there are likely to be many circumstances
where spouses of foreign workers have very good skills but find it difficult or virtually
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impossible to obtain work permits. These restrictions are considered to make the labor force
less productive from the perspective of the economy as a whole. Concerns about the
number of foreign workers would be better addressed by using a uniform foreign worker fee
(see further discussion below) as a policy instrument to limit the total nhumber of foreign
workers rather than a host of individual restrictions that penalize particular individuals,
families and small businesses. With this change, labor laws could still retain the provision to
demonstrate that Palauan workers were not available but restrictions on being able to work
for more than one employer, to leave the country for 5 years if no longer employed by a
particular employer and to limit the entry of dependents and their scope to work should be
removed.

171. In relation to the issue of licensing trades and occupations, the main rationale would be
based on information weaknesses as a form of market failure. That is buyers of the services
of certain trades may not have adequate information to determine the quality of work. The
main problems with licensing of occupations are: that licenses can lead to anti-competitive
and costly outcomes as licensing is used as a barrier to entry including for relatively simple
tasks; there is no guarantee that a license will lead to a quality outcome in any case (building
codes and certification of completed buildings are more effective here); establishment and
enforcement would be costly; and the extent to which there is a market failure is not clear.
For these reasons no recommendation is made in relation to licensing. It is noted however,
that if it was considered essential to address concerns about work quality one relatively easy
mechanism from an administrative perspective would be for the Palau government to
legislate to require employers using Filipino workers to comply with the Philippines Migrant
Workers Act. This would help to ensure the recruitment of better quality workers from the
Philippines. However, as it is considered to be very difficult to reach agreement on such a
suggestion it is not being recommended for the MTDS.

172. Finally in developing policies and strategies, it is important to recognize that it is
unrealistic and not li kely to be in the nationé
foreign workers in Palau or to significantly increase the cost of that labor. Various economic

factors are likely to mean that is not feasible to replace the foreign workforce with Palauans.

This is essentially because competitive, productive foreign labor provides a valuable service

to the economy, particularly in construction, tourism and for domestic help and is now starting

to do so in the agriculture sector. Thus the challenge is to develop a policy that recognizes

the contribution that foreign investment and foreign workers can make to Palau but which

focuses on improved institutional and management arrangements for foreign involvement

and foreign workers.

173. Turning to the issue of a cap on the number of foreign workers and the purpose of
foreign worker fees, a cap on the number of foreign workers was suggested in the National
Economic Symposium Recommendations (2007, p. 28). In some respects this
recommendation has merit but the key issue is how to determine an appropriate cap. As
noted foreign workers have been important in the construction and tourism sectors and as
domestic helpers and are likely to continue to be important in supporting economic growth in
the medium term. However, over a longer time frame there is a concern that foreign workers
may come to dominate the economy too much with adverse social, cultural and political
implications for Palauans. This issue is complicated and one that is difficult to address in
government policies and plans. However, a flexible and easily manageable option is
discussed below.
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174. The MTDS emphasizes private sector development as a key goal and with government
policy focused on creating an enabling environment for private sector development. There is
also emphasis on a more liberal approach to foreign investment as a key action. Under
current policies with respect to foreign workers this means the private sector will be
determining the total number of foreign workers consistent with pursuing profitable business
opportunities.

175. Thus government plans by themselves would not lead to a determination of the number
of foreign workers needed for overall national development purposes and this is appropriate
given the respective appropriate roles of government and the private sector in the
development process. However, at some stage cultural and community concerns may create
a consensus to limit the number of foreign workers, even though that may have an
immediate effect in slowing economic growth. The foreign worker fee could be used as a
policy instrument to limit the number of foreign workers once they had reached a level that
the community and leadership considered was appropriate taking into account a balance of
economic, cultural, social and environmental effects. However, if used for this purpose it
would be preferable if a uniform foreign worker fee with no exceptions was set. If there were
exceptions or lower fees for certain categories of workers e.g. domestic helpers this would
create incentives for employers or contractors to classify foreign workers as domestic helpers
when they were actually employed in other sectors.

176. Recognizing the various views presented in the above discussion, the uncertainty
about positive impacts and difficulty in reaching a consensus on uniform minimum wages and
working conditions it is suggested that the MTDS should not contain any specific action to
change the existing arrangements for minimum wages for foreigners and Palauans.
However, the use of a uniform foreign worker fee to limit the total number of foreign workers
once there is a community and leadership consensus that the number of foreign workers is
growing too quickly for cultural, social or environmental reasons is recommended. This
would be a transparent, flexible and simple-to-administer price-based mechanism that would
affect the economic forces determining the number of foreign workers. It would also have
the benefit of providing direct revenue to the government. The foreign worker fee could
initially be set at a uniform level of say $1000 without changing other labor market conditions
and the effects of foreign worker employment could be monitored and the fee adjusted where
considered appropriate.

177. Itis important for the foreign worker fee to be uniform i.e. set at the same level, with no
exceptions or exemptions irrespective of occupation or who is employing the foreign worker.

Di fferenti al fees could <creatt® hireracertan workers f or
category when the workers are in fact used or contracted out for another purpose or a
Palauan-owned businesses, that is exempt from the foreign worker fee, acting as a sub-
contractor and in effect being another form of
that serve to eliminate or significantly curtail the existence of front businesses are also
recommended. Specific recommendations are set out in a sub-section below.

4.2.5 Importance of Labor Market Reform

178. The current labor market arrangements have facilitated rapid growth of low skilled
and low cost foreign labor in Palau in the past 10 years and this in turn has supported a
strong overall growth performance for Palau, particularly when compared to other Pacific
Island countries. The labor market arrangements would have helped to reduce the cost of
construction projects and also meant that low cost workers were available for tourism
services and for domestic work compared to a situation where foreign labor was not used.
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179. However, labor market and complementary policies have not encouraged higher skilled
employment nor discouraged the emigration of better educated and higher skilled Palauans.
In addition, the interaction of labor market policies with foreign investment policies has
encouraged the development of front businesses providing foreign labor services. There are
also issues about the extent to which the existing arrangements entail exploitation of foreign
workers given their vulnerability and limited choices once working in Palau. In addition, taking
a longer term perspective there may be long term risks of civil disorder as well as dilution of
Palauan cultural values if the growth of foreign workers continues at the same pace over the
next 10 years as the last 10 years.

180. There is a wide range of views about appropriate labor market policies and it is
probably the main area where there it is least likely to be able to reach a consensus on
desirable policy changes. In addition, the economic assessment presented in this paper
suggests that the impact of changes such as adopting uniform minimum wages and higher
minimum wages is uncertain and would have a range of negative effects, although there
might well be overall benefits. Thus at this stage the MTDS does not contain any specific
recommendations about minimum wages and working conditions. However, it does make a
recommendation to consider using a uniform foreign worker fee to limit the number of foreign
workers if the growth of foreign workers is considered to be too high for a combination of
economic, cultural, social and environmental reasons.

4.2.6 Recommendations for Improved Strategies for the Labor Market
181. The following recommendations are made in descending order of priority:

i. Introduce a common uniform fee for foreigner workers set at a level to limit the
number of foreign workers to an approximate level consistent with market needs
and community consensus with respect to cultural, social and environmental
objectives.

. Increase the number of Palauans with vocational skills.

iil. Remove the restrictions on foreign workers being able to work for only 1
employer, being required not to work for another employer for 5 years except
under certain conditions, and to limit the entry of dependents and their scope to
work should be removed.

iv. Investigate whether and in what form there should be legislation for occupational
health and safety and workers compensation for injured workers.

182. These options should be accompanied by complementary policies that:

1 establish a foreign investment regime that will lead to the elimination of front
businesses and facilitate quality foreign investment; and

1 improve the transparency, fairness, security and speed of leasing and sale of
land and property.
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4.2.7 Priority for Labor Market Reform

183. Arresting the trend in the growth of foreign employment is likely to be considered by
many in the community to be a relatively high priority. However, it would be important to
ensure that action did not slow economic growth significantly by making foreign workers too
uncompetitive. In addition, recommendations 1 and 2 that have been suggested for labor
market reform are highly complementary with the policies suggested for land and foreign
investment reform. Recommendation 3 will help to ensure that foreign workers provide a
more productive employment resource as well as contributing to their welfare. However, at
this stage of Palaubs devel opment and recoghni zin
in minimizing exploitation of workers and the existence of the Social Security legislation,
recommendation 4 in relation to occupational health and safety is not considered to be a high
priority.

4.3 Foreign Investment
4.3.1 Status of Policy Objective and Relevant Legislation
184. The policy objective that was presented in the NMDP (pp. 4-46) was to:

APromote foreign invest ment #Pdlaa,tacciustingtfoo t he |
the impact on the natural environment and cultural values, with recognition of the
benefits of the introduction of more competition and new technology.o

185. This objective is still reflected in the Mission Statement of the Office of the Foreign
Investment Board (FIB), although there is no specific mention of competition and new
technology FIB (2007).

186. The main features of the current foreign investment regime are as follows:

i) The requirement that all foreign investment and foreign investors go through an
approval process when starting a business enterprise in Palau. Applications must
be submitted to the FIB for review. Successful applicants are issued a foreign
investment approval certificate.

ii) The Act contains a substantial list of activities in which foreigners may not
engage. Businesses that are reserved exclusively for citizens of Palau include:
wholesale and retail trade; land transportation; water transportation; tour
businesses, including all guiding; travel and tour agencies; and commercial
fishing for other than migratory species.

iii)  The Act specifies a long list of criteria for the evaluation of applications including:
the economic need; the likely impact on similar activities being currently carried
out by citizens; the overall benefit to the national economy; financial capacity and
expertise of the applicant; technical and economic viability of the proposed
project; direct and indirect employment generation; import savings; use of and
impact on natural resources; managerial and technical skill transfer; and the size
of the foreign investment.

iv) The Act specifies that in order to obtain approval, the minimum foreign
investment should be $500,000, or the business must have at least 20 percent of
its workforce consisting of Palauans.
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The Act requires a very extensive business plan, financial projections, details
regarding employment generation, and in relation to other criteria.

vi)  The Act requires that foreign-owned businesses submit a quarterly report to the

vi

vi

FIB of activities and earnings. The FIB has an ongoing regulatory function to
monitor compliance with the Foreign Investment Act.

i) Permission to operate foreign businesses is granted for a fixed time period, often
10 years but rarely above 30 years, thereby shortening the investment time
horizon.

i) In addition to obtaining the requirements outlined above, foreign investors must
also obtain environmental and state permits, and if operating through a company
(rather than as a partnership or sole trader) be incorporated, with all corporation
charters signed personally by the President.

ix)  All foreign-owned companies that employ foreign workers must pay an annual

187.

fee of $500 per worker and pay its employees a minimum wage that is at least
equivalent to the minimum wage paid by the National Government. Palauan-
owned companies pay lower fees for foreign workers (a two year fee of $250 for
an unskilled worker) and are not required to pay minimum wages for foreign
workers.

In a recent report on private sector the ADB (2007a, p.17) noted the following

negative effects of the current foreign investment regime:

)

The establishment of front businesses that are nominally owned by
Palauans but are in fact controlled by foreigners. The problem with such
fronts is that they generally lack (a) succession plans, (b) plans for increasing
Palauan participation, or (c) the aim of allowing Palauans to buy out the foreign
owner. As a result, the nominal owners of front business receive no training and

skills, and one of the critical benefits of foreign investmentd the transfer of skillsd
does not occur.

Business control of fronts is vested outside of Palau. The control of many
front businesses is vested outside Palau. Transfer pricing is used to minimize tax,

denying revenue to the Government and reducing value added in Palau.

seizure in the event of business closure. Reinvestment of earnings is low.

iv) Foreign workers ar e Thef pagment &f fees foro fareigh .
workers (and higher minimum wages than paid by local companies) results in

Fronts have no vested interest in Palau. Since these businesses operate at the
margin of the law, the nominal owners do not have a commitment to the country,
nor to the economy. Since there is always the risk of businesses being closed
down, fronts operate for short-term gain, moving their earnings offshore to prevent

0

many foreign-owned companies Aborrowingodo workers f

The overall effect of the regul at scleemes
rather than long-term investment. The observation that this is happening is
supported by many anecdotes, including (i) abandoned buildings, (ii) newly arrived

investors approaching politicians for

that they claim will bring millions of dollars to the economy, and (iii) the nominal
owners of front businesses being left standing with debts incurred by the real
operators who have fled the country. In addition, fronts have the general effect of
limiting the spread of training. This in turn results in mass tourism, rather than high-

end tourism which pays high prices for the very best in service and facilities.0
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188. Note that the existence of the reserve list in combination with the fact that Palauan
owned companies pay much lower foreign worker fees, are not required to pay the minimum
wage of $2.50 per hour for foreign workers, do not have to hire Palauns and are more easily
able to have accesstolandcr eat es incentives for Abusi
uniform foreign worker fee paid by all employees, foreign and Palauan, a uniform minimum
wage and removal of the requirement to hire Palauan workers would therefore reduce the
incentive for business fronts to exist. However, business fronts would not necessarily be
eliminated depending on the economic prospects from reserved activities, the willingness
and capacity of Palauans to be involved in reserved activities and difficulties foreigners face
in relation to leasing land. Of the factors that create incentives for fronts, inquiries suggested
that the differential foreign worker fee was the most important with difficulties in leasing land
also important for some businesses.

ness f

189. It should be recgonize d t hat fibusi ness frontso benefit

influential ones, so that it is difficult to effectively address the issue so that more transparent
and more effective arrangements that benefit of the community as a whole can be
introduced. For example, as noted in the separate FEIM report on agriculture, the informal
land tenure arrangements that are in place allow Palauans to protect their informal lessees
from adherence to the laws and regulations of the country. Foreign farmers pay a monthly fee

for this |l evel of fAprotectionodo which in reality
|l essorpsusapdotection from adherence to certain

ensures that the lessor is protected from complying with, for example, quarantine, food
safety, tax and sustainable land use regulations.

190. It should also be recognized, that even if the process of complying with the FIB
requirements is relatively simple for many investors in practice, those foreign investors able
to make long term quality investments are still likely to be deterred by the overall restrictions
and uncertainty created by the foreign investment and land leasing regimes. In addition,
note that the main concern that the FIB itself expresses is about its authority and capacity to
enforce the legislation and associated regulations.

191. An important addition point is that in any regulatory system where there is discretionary
power as compared to a rules-based system there is more scope for conflict of interest
issues and abuse of thesystem, i ncl uding for exampl etotrise

192. However one issue that needs to be effectively addressed with any reform of the
foreign investment regime relates to the need to have some gatekeeping arrangements and
enforcement capacity to prevent money laundering, scams and similar undesirable activity.
The requirements for detailed financial information at the application stage and on a
subsequent regular basis play a role in addressing such concerns and any significant
liberalization of the foreign investment regime would need to be accompanied by appropriate
measures to avoid money laundering activities, scams and similar undesirable activity.

4.3.2 Recent Leadership and Community Views

193. In terms of recent leadership and community views, the National/State leadership
symposium in February 2006 issued a communiqué encouraging the introduction of new
legislation to facilitate foreign investment but noting that there must be recognition of the
need to retain local ownership and prevent foreign domination of the economy
(National/State Leadership Symposium 2006, p. 7).
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194. In contrast at the National Economic Symposium the Private Sector Development
Working Group made the following recommendations (National Economic Symposium
Recommendations 2007, p. 8):

1 Create one set of business law that applies equally to all businesses (Palauan
and foreign).

Abolish or significantly reduce the list of reserved activities.

Simplify the foreign investment approval process as the current system
represents a significant cost for doing business in Palau.

T
T

195. In addition, at the National Economic Symposium, the following recommendations were
made in relation to dealing with business fronts (National Economic Symposium
Recommendations 2007, p. 13):

1 Update the Foreign Investment Act.
1 Improve enforcement of FIB and tax laws and regulations.
1 Encourage Palauan entrepreneurship through education and access to credit.

4.3.3 Assessment of NMDP Strategies
196. The NMDP made the following recommendations (pp.4-36-4-40):

1) retain the FIB to ensure independence;

2) strengthen the FI BO0s c dignandiedtend its fanctionstoe st me nt
provide information to investors on conditions in Palau and assistance in
obtaining all necessary permits and approvals;

3) ensure the FIB has a clear focus to screen, promote, and monitor foreign
investment that is to the long term benefit of Palau;

4) ensure the Foreign Investment Act recognizes the importance of encouraging a
competitive environment;

5) ensure the Foreign Investment Act has strong sections to reduce conflicts of
interest and that breaches of confidentiality incur penalties;

6) ensure the FIB reports regularly on its activities;

7) amend the Foreign Investment Act to remove prescriptive requirements for
ownership and employment and unequal treatment of foreign investors compared
with national investors in matters such as minimum wages and minimum project
size.

197. At of the time of preparation of this report, provisions to address recommendations (1)
and (6) were clearly in place while other recommendations were only partially addressed. In
addition there is currently a Bill to make significant changes to the Foreign Investment Act
with the objective of attracting more foreign investment and to replace the FIB with a Bureau
of Commercial Licensing under the Ministry of Finance.
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198. The recommendations in the NMDP recognize the importance of attracting foreign
investment by making sure that: legislative restrictions contain minimal discriminatory
provisions; competition is encouraged; conflicts of interest are effectively addressed in the
approval process; there is appropriate capacity to assess, monitor and enforce foreign
investment applications and activities; and approved foreign investors are assisted and not
further impeded. Many of these recommendations have merit provided they can all be put in
place to a substantial extent. However, the effectiveness of these recommendations is
diminished if the legislative restrictions with respect to foreign investment are too onerous or
if some of the recommendations are not adopted. This has indeed been the case in Palau.

199. The recommendation to strengthen the FI
been implemented. However, this raises the issue of whether a regulatory entity should be
evaluating private sector investments for their financial viability at all, as this is a matter best
left to the investors who are risking their money. It is often not possible for investors
themselves to demonstrate that their proposals will be clearly profitable based on quantitative
information as there are many uncertainties that cannot be quantified effectively prior to an
investment being made. However, the pursuit of potential but uncertain profits is an important
aspect of entrepreneurial activity in a dynamic economy and this is clearly being restricted by
the current foreign investment laws. It is considered to be unrealistic to expect a foreign
investment regulatory agency to be able to assess the likely financial viability of investments.
It is suggested that this is generally true of government capacity in any country to assess
private sector investments, but particularly so in a small country where economic and
financial skills are relatively scarce.

200. It is also understood that the recommendation for the FIB to become more involved in
investment promotion has not been adopted, however, it is suggested that such an approach
will have limited impact unless the foreign investment law itself is more investor-friendly. In
addition, the assignment of a promotion function to a regulatory agency introduces its own
conflict and is not considered to be the best approach for attracting investment. It is
suggested that a liberal foreign investment regime would be the best means of promoting
investment and that specific expenditure on investment promotion is not warranted.

201. Interms of the focus of the FIB, it does have a clear focus and strong commitment to
its mission and the existing legislation. But it is suggested that the legislation itself is not of
maximum benefit to the country. There is too much discretionary power in the approval
process, too much uncertainty for foreign investors, too many unnecessary business plan
requirementsin t he approval process and too much

202. The current legislation also does not effectively recognize the importance of
encouraging competition. The promotion of competition is not mentioned in the legislation
and the approach is in fact anti-competitive as the focus is on protecting local involvement.
One of the criteria for evaluation of an investment is on the impact on activities being carried
out by citizens but not in terms of the benefits of competition. Note that the NMDP
specifically identified recognition of the benefits of competition as part of the foreign
investment strategy and the NMDP was endorsed by the Government at the time.

203. Although the regulations implementing the Foreign Investment Act contain a Code of
Ethics focused on addressing potential conflicts of interest, there are no specific penalties for
breaches of the Code. In addition, as noted above, the Ethics Commission which has
powers in monitoring potential ethics problems is not active in ensuring compliance with the
Code of Ethics Act.
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204. The legislation is also prescriptive with respect to ownership and employment and
discriminatory with respect to minimum wages and project size and this will also tend to deter
quality foreign investment.

205. Thus it is clear that the current arrangements do not reflect most of the
recommendations that were made in the NMDP.

206. A point not made by the NMDP is that wherever there is discretion by the regulatory
authorities with respect to approval decisions, there is considerable potential for abuse of the
system. This implies that if foreign investment restrictions are retained then a rules-based
approach with minimum restrictions is preferable to minimize the potential for abuse of the
system.

207. In addition, it is apparent that the goals of foreign investment policy to promote foreign
investment for the benefit of the country as a whole while retaining local ownership and
preventing foreign domination are not being achieved. A visitor to the country quickly learns
of the | arge number of #Afrontso that have
foreign invest ment .in all hreas somifalyrresented for Palauans and
quality long term investment is not occurring to the extent that it otherwise would.

4.3.4 Assessment of Recent Proposals

208. The Government is aware of some of the difficulties caused by the current foreign
investment legislation. A draft bill (House Bill No. 7-46-2, HDI) was tabled in the House of
Delegates (OEK) in April 2005 and passed a third reading on 2 May 2006 but has yet to be
introduced to the Senate. The bill before the OEK proposes a significant overhaul of the
system of approval of foreign investment.

209. The FIB has also developed a proposed Bill which leaves the essential components
of the existing legislation unchanged but which introduces a number of specific presumptions

for determining if a business ent erprise is effectively set

penalties for front businesses and activities based on civil liability. The application of civil
liability would allow investigations without evidence of a crime and together with the
proposals for defining a front business would make it easier to detect and punish front
businesses. However, the proposed FIB bill would still retain a number of weaknesses. First
it would still be anti-competitive. Second it would still be intrusive and unrealistic at the
application stage. Third it would still entail considerable uncertainty about permit duration.
Fourth it would still entail considerable discretionary power creating the potential for conflict
of interest issues and abuse of the system. And fifth there would still be potential for the
business front problem given: the reserve list; regulations relating to minimum wages, foreign
worker fees and employing Palauan workers that mean that Palauan owned businesses
have an advantage over foreign owned businesses; and difficulties for foreigners in leasing
land. Another point is that enforcement would be more effective if penalties applied to

been

Pal auans who acted as A f r o-esiderts wha tam éhe fronth en ]

businesses.

210. The preamble to the House Bill states:

AfThe Foreign I nvestment Act is a hindrance t

Bureaucratic restrictions hamper the inflow of capital, though there is not enough local

us

[

money to fully devel op t he plikaed and burders@ame r e sour c €

system for foreign investment approval certificates has induced abuses such as false
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filings and front businesses, and has continued

211. The preamble thus recognizes problems with the existing legislation, which is
currently failing to achieve its aims of promoting investment and entrepreneurship within the
country.

212. The main elements of the Bill include:

i)  The revocation of the regulations implementing the Foreign Investment Act.

i) A clarification to exempt franchises from the provisions of the Foreign Investment
Act, provided that franchisors do not engage in other businesses in Palau.

iif)  Allowing foreign investors to obtain permits up to a maximum of 50 years to
operate businesses in the country.

iv) There would be no minimum investment requirements but there would be a
requirement to hire either the maximum of one Palauan or one Palauan for every
five employees, unless waived by Presidential order where local labor is
unavailable.

v)  The merging of the Office of the Corporate Registrar, the Foreign Investment
Board staff, and the current staff of the Division of Revenue and Taxation (which
issues and processes business licenses) into a new Bureau of Commercial
Licensing. All applications and registrations for domestic and foreign corporations
and other business enterprises would be filed at the Bureau.

vi) The reserved list of activities would be reduced to: wholesale importing of goods;
wholesale distribution of goods; retail importation, sale and distribution of goods;
gift and handicraft shops; bakeries; land and water transport; commercial fishing;
and fishing in territorial waters in each state.

vii) However, the draft bill states that if a citizen of the Republic of Palau has 25
percent of the equity and is entitled to 25 percent of the profits of any company
engaged in the preceding list, the business may have foreign ownership of the
remaining equity in the business and engage in the prescribed activities.

viii) Penalties for the operation of front businesses would be increased.

ix) The Bureau of Commercial Development, under the Ministry of Commerce and
Trade, would have a mandate to promote joint ventures.

213. The proposed Bill does represent considerable liberalization of foreign investment
restrictions. In particular it does not specify criteria for approval nor request detailed financial
and business information and it appears that no discretionary criteria are intended to be set.
However, there may be scope to do this through regulation. This would need to be clarified,
to ensure that the problem of discretionary authority leading to conflict of interest issues and
abuse of the approval process is minimized.

214. There are also still a number of other weaknesses and uncertainties associated with
the Bill. First although there is provision for permits to be up to a maximum of 50 years, there
is still uncertainty for each application. Second the existence of reserved activities is still
anti-competitive. Third the definition of fronts involves demonstrating there must be
Aunreasonable and unfairo exploitation of

is a willing participant in the front business. Fourth there are no meaningful improvements in
mechanisms for detecting and punishing fronts. Fifth the 25 per cent ownership criterion
provides no assurance that a business will not be another form of a front. There would still be
incentives for nominal involvement of Palauans, given that Palauan owned businesses can
pay lower foreign worker fees and lower wages than foreign owned companies, are not
restricted in having to employ Palauan workers and have easier access to land. Sixth, there
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are a number of other weaknesses in the wording of the Bill. For example, the Bill indicates

that if business has not commenced within a year of a license being granted, the license

could be revoked. In the case of hotels and larger investment projects, this could result in the

withdrawal of a license even though investment is underway. Similarly, under the House Bill,

fishing within the territorial waters of each state is specified as illegal; the bill should make it

clear that commercial fishing is illegal, while recreational fishing is allowed. The FIB has also

identified a number of other weaknesses. As noted earlier, another point is that enforcement

would be more effective if penalties applied to Palauanswh o act ed as ffijusbnt so r
to non-residents who ran the front businesses.

4.3.5 Importance of Foreign Investment

215. The NMDP recognized that foreign private direct investment was important for the
economic development of Palau (NMDP, p. 4-29). The importance of foreign investment
reflects the following factors:

i) Palau faces the prospect of less foreign assistance and needs to develop its
private sector;

ii) The local financial sector is undeveloped (to a large extent because of land and
property right issues), so that it is difficult to finance local investment with equity
or debt and offshore commercial loans are not likely to be a viable option.

iii)  The financing of private sector development will therefore have to come to a
large extent from foreign direct investment.

iv)  Foreign direct investment (in contrast to foreign indirect investment in the form of
debt or equity holdings of local ventures) usually involves the direct involvement
of foreign managers, employees and improved methods of production, marketing
and technology. I'n time this means the tr.
and technical and marketing skills, better jobs and higher incomes for Palauns.

v)  The public sector is the long term dominant employer of Palauans with potential
business skills and there are limited incentives for Palauans to aspire to business
activity, so that foreign investment is likely to be needed to provide a catalytic role
in successful private sector development.

4.3.6 Recommendations for Improved Strategies for Attracting Foreign Investment

Option 1: A liberal approach to foreign investment with accompanying
complementary policies. The key elements would be: no reserve list; no detailed approval
process for foreign investment; no limit on business duration; a performance bond for foreign
investment to address concerns about the risk of money laundering, scams and other
adverse impacts; improved capacity and powers to investigate and prohibit money
laundering activities; uniform foreign worker fees with no exceptions for both foreign owned
and Palauan owned companies; increased emphasis on vocational education for Palauans;
increased support for the SBDC to help Palauans start and develop businesses; and
transparent, fair, secure and speedy leasing arrangements and effective tax arrangements to
ensure that foreign investment provided appropriate benefits to Palau.

216. Itis suggested the approach that would maximize the long term benefits to Palau as a
whole would be one that would apply, as much as possible, the same approach to the
regulation of business and investment for both foreigners and Palauans. In addition, it would
be desirable for the regulation of business to minimize the amount of financial and business
information that was needed for a business license. It would also be desirable to adopt a
rules-based approach that minimized the scope for discretionary approval powers and hence
the potential for conflicts of interest and abuse of the system.
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217. 1t should also be recognized that the more liberal are the laws with respect to foreign
investment, the greater will be the prospects of foreign investment, and the associated
transfer of skills, marketing methods, technology and better jobs, and the less will be the
need for capacity for assessment, monitoring and promotion and for measures to address
potential conflicts of interest in the approval process. The main community concern with
respect to a highly liberalized approach to foreign investment is that Palauans would not be
able to compete with foreign business. However, in addressing this concern it needs to be
recognized that the current arrangements do not necessarily mean that Palauans compete in
any case given the preponderance of front businesses.

218. Recall that the Private Sector Development Working Group at the National Economic
Symposium (2007, p.8) recommended one set of business law to apply equally to all
businesses (Palauan and foreign) while another recommendation at the Symposium was to
encourage Palauan entrepreneurship through education and access to credit. In addition the
National/State Leadership Symposium recommended a more liberal regime but was
concerned about foreign domination of the economy.

219. In summary, review of previous reports and symposiums and consultation undertaken
in the course of preparing this report suggested that two key issues that need to be
addressed if the foreign investment regime was significantly liberalized were: (1) concerns
about money laundering, scams and projects with high risks of failure and subsequent
adverse impacts on Palau; and (2) concerns about foreign domination of the economy.

220. To address the concern about money laundering and scams as well as foreign
domination of the economy and opportunities for Palauans, it is suggested that a liberal
approach to foreign investment would need to be accompanied by:

i) a performance bond for foreign investment set at the maximum of a specific fixed
amount or the proportion of the construction cost of any fixed assets required for
the investment; with the bond being forfeited in the event of significant breaches
of the law. Interest income from the bond would accrue to the foreign investor
less an annual administration fee and an access fee. The bond would be fully
refundable (less administration and access fees) if the investment was liquidated
or sold in the absence of breaches of the law.

ii) improved capacity and powers to investigate and prohibit money laundering
activities, as is done in other countries with more liberal arrangements for foreign
direct investment. This could involve giving the Financial Institutions Commission
the authority to investigate know your customer rules for non-financial businesses
and other authority to monitor financial transactions and sources of money.
Alternatively the corporation regulations could be revamped to require
disclosures of sources and uses of money.

i) an immigration policy that limited the total number of foreigners and their skill mix
involved in business in Palau, compatible with economic benefits and socio-
cultural concerns through uniform foreign worker fees;

iv) an emphasis on transparent, fair, secure and speedy leasing and effective tax
arrangements to ensure that foreign investment provided appropriate benefits to
Palau;

v)  continuing emphasis on education to ensure Palauans have the capacity to be
involved in successful business activities; and

vi)  continued support of business advisory services provided by the Small Business
Development Center to help Palauns establish successful businesses.
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vij) to address the possible problem of Afront

performance bond, there may need to be legislation to establish a number of
specific presumptions for determining if a business enterprise is effectively set up

us as a Afront businesso and with penaltie

liability.

Option 2: A less restrictive foreign investment regime but with improved legislative
arrangements for enforcement. This would involve Option 1 plus a small list of businesses
and occupations reserved for Palauans exclusively, plus a number of specific presumptions
for determining if a business enterprise is effectively setupus as a #fAfr ont
penalties for front businesses and activities based on civil liability.

221. This approach would mean that foreign investment could occur and continue to
operate in any non-reserved activities provided the performance bond was paid and the
entity compl i ed wi tashnotPaovedundinoney laundering or dcams. It
would have the advantage of minimizing discretionary power by the FIB and would reduce
but not eliminate the scope for business fronts to exist. It would not realize the same overall
benefits to the economy as Option 1 as it would contain protective and anti-competitive
elements. However, it may have more potential for being accepted by the community and
leadership.

4.3.7 Priority for Foreign Investment Reform

222. Liberalization of the foreign investment regime was identified as an important reform in
the NMDP to support private sector development and also in the recent ADB (2007a) report
on private sector development. However, virtually no progress has been made in the past 10
years in improving the foreign investment regime. Increased foreign investment is important
for providing both finance and developing business skills and also for laying the platform for
the transfer of skills and technology. It is suggested that foreign investment reform should be
a high priority as an economic policy.

4.4 Domestic Financial Market

4.4.1 Status of Policy Objective and Relevant Legislation

223. There are two aspects to domestic financial market policies. One relates to the
overall monetary policy arrangements and the other relates to regulation and development of
the domestic financial market.

224. In Palau the dominating feature of the overall monetary arrangements is that Palau
uses the US dollar as its currency and while the NMDP discussed the benefits and costs of
Palau having its own currency it recommended retention of the US dollar as the currency
which is still the case.

225. In relation to regulation and development of the domestic financial market the NMDP
expressed the strategy as follows (NMDP, p. 3-14):

il mpr ov ectionifgendfintegrity of the domestic capital market to lower the
costs of financial intermediation, enhance savings and support higher levels of public

and private investment and consumption.
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226. Banking regulation has been strengthened in recent years and most recently with the
passage of RPPL No.7-41 to amend the Financial Institutions Act 2001. The amendments
enable the Financial Institutions Commission (FIC) to: issue regulations for the finance sector
without veto by the legislature; provide legal immunity to officers of the FIC; require annual
audits of all banks; and levy a fee on Banks to help finance the FIC. The Financial
Institutions Commission will also take over the responsibilities of the Financial Institutions
Unit which has responsibilities for addressing money laundering issues.

227. However, there are still a number of issues that need to be addressed. In the 1990s,

Pal audés banking system was a major embarrassment
cut off from the international financial system. A major effort was undertaken to clean up the

system, and 25 banks of dubious quality were closed. A Financial Institutions Act was passed

in 2001, anti-money laundering legislation was passed, a Financial Institutions Commission

(FIC) was created and charged with banking supervision, and a government Financial

Institutions Unit was created to deal with issues such as money laundering. Palau was on the

list of non-cooperation countries of the OECD Financial Action Task Force, but was removed

following implementation of anti-money laundering policy. However, it is understood that

Pal au is stil!l classified by t h-empliavitfod $6 o@6ff shor e
25 Basel core principles, although this could change as a result of the recent legislative
amendments. The recent legislative amendments represent an important breakthrough as

they had stalled in Congress since 2003.

228. Regulatory weaknesses in relation to prudential supervision authority were reflected
in the recent failure of the Palau Savings Bank. In the view of the FIC, it probably could have
saved PSB if it had had proper supervisory powers at the time. The OEK was provided with a
good draft law, but allowed special interests to dilute it; and it also reserved the right to
approve any regulations that the FIC prepared to implement the law that was passedd and
then failed to approve the regulations. Thus the FIC has had to operate in something of a
legal vacuum. One positive feature is that the failure of the PSC did not lead to a general
confidence problem and a run on other banks. This probably reflects the dominance of the
domestic financial sector by the branches of four foreign banks which now account for about
95 percent of total deposits and which are well regulated in their home jurisdictions.

229. In addition to the commercial banks, another important entity in the finance sector is
the government-owned National Development Bank of Palau (NDBP). This institution ran into
financial difficulties in its early years because of non-performing loans; but in 1999 it began to
develop sound operating policies within the context of a five-year strategic plan and with the
support of a $3 million capital infusion from the government. Most of the nonperforming loans
were eventually recovered, and NDBP now follows standard prudential practices, including
provisioning against possible loan losses.

230. NDBP recently has received substantial resources on concessional terms from a
commercial bank in Taipei, China; the US SSF; and the European Investment Bank. It is
developing new goals and strategies for utilization of the infusion of funds, including
developing capacity for lending to micro, small- and medium-size enterprises, and possibly
provision of financial advisory services. NDBP already provides mortgages and has
sometimes provided limited mortgage guarantees for the foreign banks because as a local
institution it has foreclosure powers.

231. The Bankés <charter as specified in legislatd.i
institution responsible for initiating and promoting economic development, with priority for
projects which involve the development of new enterprises and import substitutes. However,
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more than half of the portfolio is for lending to residential housing which is interpreted by the
bank as consistent with the economic development objectives of the legislation. The next
most important sector is commercial buildings and apartments and a couple of large loans for
hotels. The bank also acts as a guarantor for loans of other banks and for the United States
Department of Agriculture rural development program (focused on housing) and more
recently for the US farm services agency (focused on farm business). The guarantor function
is important because land in Palau cannot be owned by a foreign-owned bank.

232. Lending for agriculture and fisheries is insignificant. This reflects the largely
subsistence nature of these sectors (except offshore fishing) and the absence of an
agricultural production program, cooperatives and management and distribution systems for
the country. The bank has recently started a micro-credit scheme to provide simplified
lending. If part of a stable income stream can be assigned to the bank, it will lend up to
$10,000 at 6 percent with no additional security. Larger amounts require additional security
which can take the form of real estate, cars and other goods. For security a chattel mortgage
document is filed in the courts but the process for following up delinquent loans is time
consuming and insecure.

233. Typically the resolution of a non-performing loan takes 2-3 years but successful
resolution of non-performing loans is only about 50 percent. The overall failure rate on loans
is 15 percent, but this is improving with new management. The failure rate is mostly due to
failure of business loans, particularly for commercial buildings. There is a very low failure rate
for residential housing. Lending can be provided on the basis of a business plan and
prospective cash flow but some security is always sought. Loan periods depend on the
nature of the project. They can vary from an approved line of credit which can be drawn
down with a notice to 30 years for housing. Interest rates are 6 percent for agriculture, 8
percent for fisheries, small business and first time home owners and 10 percent for
everything else.

234. The main concerns about the bank are its lack of emphasis on business loans and its
involvement in financing the Palau Micronesian Air (PMA) business. The bank purchased $1
million in equity backed by a guarantee of the other investors (5 Palauan families) to
repurchase in the equity in June 2007 which was extended to June 2008. PMA folded and
provided the landing rights to Asian Spirit. The terms of the arrangement are not clear but it
is understood that some the investors were getting business spin-offs from tourism, at least
until Asian Spirit stopped flights in October 2007 for an indefinite period. The Bank has also
provided a line of credit to this business that it is confident of being repaid.

235. There is also a PHA which provides low interest loans to low income residents. It is
funded by a revolving fund that was originally established with US grant funds but there has
been no additional grant funding since 1998. The Authority provides loans totaling about
$250,000 per year at interest rates of 3 percent for citizens and 4.5 percent for other
applicants. It has 4 staff and a 5 person Board appointed by the President.

236. The other major entities involved in the financial sector are the CSPP and the SSF
which provide a large part of the savings base in Palau.

237. Also relevant to the finance sector is the SBDC which is partly funded by the
Government and partly by the US Small Business Administration. It is run by 1 person on
small budget and provides various small business training courses and advice on how to
start and improve business. This includes advice on how to prepare business plans and
access finance.
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4.4.2 Recent Leadership and Community Views

238. The National Economic Symposium Recommendations (2007, p. 9) included
strengthening of the oversight of financial institutions including credit unions and the abolition
of interest rate ceilings in line with the NMDP recommendations. The National/State
Leadership Symposium (2006, p. 4) also recognized the need to strengthen the oversight of
financial institutions, however it also recommended lower capital requirements for locally
owned banks. Both the National Economic Symposium and the National/State Leadership
Symposium recommended changes to the Anti-money laundering Act to regulate remittance
systems. The National Economic Symposium Recommendations (2007, p.5) also contained
a suggestion to explore international banking opportunities. The main proposal in this area
relates to establishing a regime to facilitate tax minimization activities for subsidiaries of
Japanese companies and is considered further below.

239. In informal consultations, the President of the National Development Bank suggested
the objectives and activities of the Bank should be better integrated into the objectives of
government and with clearer, more regular governance arrangements. At present the Board
largely acts independently under the legislation governing the bank. It was noted that ideally
it should report on an annual basis on its required objectives to an appropriate authority in
government. The President also raised the issue of consideration being given to it assuming
the role of a central bank in providing liquidity to the banking system in Palau. There has
also been discussion of the Bank taking deposits and competing with commercial banks and
being more involved in business lending.

4.4.3 Assessment of NMDP Strategies

240. The continued use of the US currency is considered to be the most suitable currency
arrangement for Palau. The main advantages are that inflation cannot be generated by deficit
spending within the country and there is a saving in terms of the institutional costs of
establishing and maintaining a central bank. For relatively small Pacific Island countries,
these advantages are considered to be likely to more than offset the benefits from the
revenue from seigniorage (refers to the revenue that is generated because the value of
money exceeds the cost of producing it) and the flexibility to use the exchange rate as a
means of adjusting relative prices and helping to maintain international competitiveness. In
addition, over the medium-term the use of the US dollar as the currency should help to
improve the international competitiveness of Palau if the dollar depreciates against
currencies in the region. The continued use of the US dollar is strongly recommended mainly
because it is considered to be the most effective way of ensuring monetary stability for Palau.

241. In relation to financial sector development and regulation, the key specific actions that
were recommended in the NMDP were:

1) Amalgamate the pension plan and the SSF, ensure they are fully funded and
allow equity investment both in Palau and offshore subject to risk parameters and
accountability arrangements.

2) Enact legislation to regulate and supervise banking activities, including the use of
risk-based prudential standards.

3) Remove interest rate controls.

4) Establish an entrepreneurds advisory

5) Strengthen the performance of the development bank and refocus its efforts on
venture capital.
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6) Merge the PHA with the PNDB.

242. Recommendations (1), (3), (4) and (6) have not been fully implemented.
Recommendation (2) to improve supervision of banking activities has been very recently
addressed in early 2008 with improved legislation. The main issues will be ensuring there is
sufficient capacity at the FIC for effective enforcement of the legislation for the domestic
finance sector and adequate legislation and enforcement capacity with respect to anti-money
laundering activities. Recommendation 5 in relation to the development bank has been
implemented in terms of improved performance but not in terms of a focus on commercial
lending.

243. The recommendation (1) to merge the pension plan and the SSF has the potential to
lead to savings in administrative and management costs and reduce fees for fund
management. It should be recognized that this recommendation does not imply a common
benefit stream but rather the pooling of funds in order to realize the benefits from lower
investment management fees for larger funds under management. However, it is understood
that this has been done in the case of investment in international equities. The
recommendation to ensure full funding is very important for addressing future fiscal
pressures and it is suggested that this recommendation should be incorporated into the
MTDS. The recommendation to allow onshore and offshore equity investment has the
potential to improve returns and should also be pursued.

244, Recommendation (3) to remove interest rate controls was advocated because it was
considered to deter commercial lending for higher risk projects. However, it is suggested that
weaknesses in relation to being able to hold security, particularly in relation to land are likely
to be more important than removing the cap on interest rates for promoting commercial
lending particularly for risky ventures. It is suggested that this recommendation should not be
a priority.

245. It is suggested that recommendation (4) also does not need to be a priority given the
services provided by the US funded SBDC and the National Development Bank. However, it
is suggested that the government should continue to support the SBDC.

246. In relation to recommendation (5), the performance of the National Development Bank
has been improved, however, efforts should be made to better integrate the objectives and

activities of the NMDP into the Government

Bank. In relation to commercial lending it is counterproductive to insist on commercial
lending targets for the development bank if sufficient bankable projects are not available. The
experience with financing the PMA business highlights the risk and difficulty in financing
commercial loans. Clarifying land rights and associated processes and improving other
aspects of property rights as discussed above are likely to be more successful in leading to
commercial lending then setting targets for the National Development Bank.

247. It is suggested that recommendation (6) to merge the PHA and the PNDB would
reduce administrative costs and be compatible with the functions of the National
Development Bank and should be investigated.
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4.4.4 Assessment of Recent Proposals

248. Several of the recent proposals to improve the financial sector were covered in the
NMDP as discussed above. Other issues that have been raised are: lower capital
requirements for locally owned banks; the promotion of an offshore financial center or
offshore financial activities; the National Development Bank taking on the role of a Central
Bank in terms of improving liquidity in the banking system and in taking deposits to compete
with commercial banks.

249. It is suggested that in considering these proposals the advice of the IMF and the FIC
should be given considerable weight. The capital requirements for local banks should be set
at what FIC considers are prudent levels to maintain the integrity of the financial system and
avoid another bank failure like that of the Palau Savings Bank.

250. For some time the Government of Palau has looked for opportunities to establish an
offshore financial centre. It is believed that such a centre will provide additional revenue for
Palau. The current proposal before Congress is outlined below.

251. Three bills relating to facilitating international tax minimization activities for subsidiaries
of Japanese companies passed a first reading in the Senate in 2005 and were under review
by a Senate Committee in 2008. The three pieces of legislation are: (1) Corporate Code for
Palau Registered Corporations; (2) Net Income Tax Act; and (3) Reinvestment Incentive Act.
The package of legislation would attract registration of subsidiary corporations of firms from
Japan to register in Palau in order to pay a lower effective corporate tax rate.

252. The Corporate Code is designed to reflect the most modern statute corporate law in the
US so that Palau had state-of-the-art corporate legislation attractive to international
businesses for incorporation in Palau. The proposed Corporate Code would apply only to
APal au Regi s ticenrsgBRC) Gnoer the legaskation and not to existing or future
Palau domestic corporations unless they otherwise qualified under the legislation

253. The Net Income Tax Act would tax 26 per cent of the worldwide net income of any PRC
that met a number of specified criteria in terms of shareholder equity and if the criteria were
not met the gross receipts tax would apply. The reason for the 26 per cent tax rate is based
on Jap a+ak davea haw.iThat law provides that any Japanese corporation with a
subsidiary operating in a foreign country will be deemed a tax haven company, if that foreign
country has a corporate net income tax of 25% or less. If a Japanese corporation is deemed
to be a tax haven company, then the income its subsidiary earns in the foreign country is
deemed as earned by the parent and subject to Japan's 42% income tax rate. The
proponents of the proposed legislation have confirmed in Japan, that if Palau imposes a 26%
tax on PRCs, Palau would not be considered a tax haven country under applicable Japan tax
law.

254. The Reinvestment Incentive Act creates a fund and arrangements for lending back
specified amounts of taxes paid by the PRCs, with amounts varying from 80-95 per cent
depending on the amount of tax that has been paid.

255. The package of legislation was motivated by changes in Singapore that lowered
corporate taxes below the threshold specified as a tax haven. Proponents of the legislation
contend that the scheme would generate a significant and growing revenue stream for Palau.
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256. Further study is needed in to the impacts of an offshore financial centre to estimate the
potential demand, real benefits and oversight requirements of such a centre. The
international perceptions of any future offshore financial centre should also be considered. It
is not within the scope of this paper to undertake such a specific and technical investigation.
If this is considered an important policy initiative, such a study is recommended. The
Government could discuss this issue further with PFTAC who have the expertise to advise on
these matters.

257. The concept of the National Development Bank providing short term liquidity to the
banking system may have merit but is not likely to be a high priority, however it would be
useful to seek the | MF6s views on this.

258. As the National Development Bank is supposed to be a development bank it should not
really be in the business of taking deposits and competing with commercial banks. In
addition, there seem to be sufficient commercial banks performing this role. However, efforts
should be made to integrate its objectives into national development strategies and to
encourage it to undertake more developmental lending that would facilitate private sector
growth. Given the difficulty in identifying viable specific commercial projects the option of the
bank using donor loans to invest in infrastructure to support tourism and other projects
should be investigated. The funding for such investments could come from the combination
of the issuance of infrastructure bonds and loans from donors. Infrastructure bonds offered
by the Development Bank would also help serve the purpose of providing another option for
local saving without entailing direct competition with commercial banks. However, it would
be important for the Bank to ensure that it continued to operate on a profitable commercial
basis with infrastructure investments and some financial oversight would be necessary if it
offered infrastructure bonds.

4.4.5 Importance of Financial Market Reform

259. A well functioning financial sector is essential for economic development and

especially for protecting vulnerable groups in society. The NMDP noted that a vibrant and

innovative financial system is fundamental to economic growth and the failure of the Palau

Savings Bank is a stark reminder of the potential impact of a bank failure on the community,

particularly those who are vulnerable. Another aspect of a well functioning financial market is

the extent to which illegal activities are effectively precluded by the regulatory and

enf orcement arrangement s. Thi s i s i mportant for
community and for attracting quality foreign investment.

4.4.6 Recommendations for Improved Strategies for the Financial Market
260. The recommendations for improved strategies for the financial market to a large

extent mean implementing some key recommendations from the NMDP that have still not
been implemented and some additional suggestions.
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Options for Improving the Financial Market in Palau

261. The recommendations, in suggested descending order of priority are as follows:

i) Continue to use the US dollar as the currency for Palau.

ii) Ensure there are adequate supervisory resources and appropriate legislation for
prudential and anti-money laundering supervision.

i) Investigate the scope for merging the PHA and the PNDB.

iv)  Investigate the scope for amalgamating the Pension Plan and SSF, ensure they
are fully funded and develop improved investment and accountability
arrangements.

v) Integrate the objectives of the Palau National Development Bank (PNDB) into the
MTDS and government policies.

vi)  Investigate the scope for PNDB to offer infrastructure bonds.

vii) Investigate the scope for an international corporate registry and supporting
legislation to facilitate the legal minimization of international taxes.

4.4.7 Priority for Financial Market Reform

262. The options for improving the financial market in Palau are all technically feasible.
The options for amalgamation provide the scope for cost savings which are also important
given medium-term budgetary pressures. The option to fully fund the CSPP and SSF is
difficult but action needs to be taken over the medium-term to avoid a major crisis in the
longer term particularly for the CSPP. The option to investigate the scope for the PNDN to
lend for infrastructure is not considered to be a priority but something to be raised with
relevant donors should the opportunity permit. The option to establish a corporate registry to
facilitate the legal minimization of international taxes is risky and the priority is not clear.

45 Other Commercial Law Issues
45.1 Status of Policy Objective and Relevant Legislation

263. The NMDP does not contain much material on addressing property rights issues

other than land. However, it did recommend that a Public Trustee be established to facilitate

access to secured |l oans within the cons#2.aints o
This is to address the issue that only Palauans can own land and so only a Palauan or a

Palauan owned entity can take land as security for a loan.

264. The recent ADB (2007a) report on the Private Sector identified many deficiencies in the
collateral framework for movable property that restrict the ability to borrow and increase the
risks of lending. In particular, the report claimed that the legal framework in Palau does not
enable clear, unambiguous and low cost specification of property rights and efficient
enforcement for facilitating the pledging of security in commercial transactions. There is no
legal requirement for the registration of security interests, so the priority of assets cannot be
determined and courts have refused to authorize repossession based on the registration of
property as collateral for lending. There is also no scope for using accounts receivable as
collateral for lending.

Economic Policies and Institutions for Sustainable National Development Page 74
June 2008



265. The ADB study concluded that there is a need for a new law and system to facilitate
secured transactions so that in the event of a loan default, the secured property can be
quickly repossessed and sold to allow the repayment of debt. This would require the drafting
of a comprehensive statute, regulations and filing system governing the entire process.

266. Private sector development is also impeded by an outdated and incomplete
commercial legal system. The Palau legal system is based on the Constitution, customary
law and common law as understood and applied in the United States. In practice, much
commercial law is based on common law because neither the Constitution nor customary law
addresses commercial issues to any great degree. This situation causes serious practical
problems: in the US commercial transactions are governed by the Uniform Commercial Code
(UCC), which was adopted in 1953, but Palau has no equivalent of the UCC. Therefore,
courts are forced to search for US precedents among decisions that were taken prior to
1953. Since US commercial practice has evolved substantially over the past 50 years,
Pal audés commerci al l egal system is hampered by
There is a draft bill in the OEK to abolish the use of US common law and precedent, but legal
practitioners in Palau strongly oppose the bill on the grounds that it would create confusion in
the application of the law. Nonetheless, elements of a UCC are needed.

267. The commercial legal system also lacks a law of sales governing obligations and rights
when goods and services are sold, a bankruptcy statute and mechanisms for low cost
arbitration and effective enforcement of legal judgments (largely due to deficiencies in the
legal framework). These gaps create uncertainties and impose significant costs on doing
business.

268. The lack of a bankruptcy legal framework presents some important drawbacks. The
proof of debt procedure is long and complicated for the average debtor or creditor; even
when insignificant sums are involved, legal practitioners must be employed to assist clients in
navigating through the complex maze of procedures. Debtors who cannot afford lawyers are
still faced with | ar ge Ilyerg thdre have bebenscasésrinomnichtith e cr e ¢
has taken $4,000 to collect on a check of $400. In response to the impact of legal fees on
small debtors, the OEK has passed a law limiting legal fees on any debt due to 25 percent of
the original principal; but this has not been effective because there are loopholes in the law
that allow for legal fees to be collected. Additionally, such a law is an extremely inefficient
means of reducing legal fees and can have unintended consequences, including cutting
small borrowers off from lending by the formal financial system and driving all small
borrowers into the arms of loan sharks, who lend at far higher interest rates and may use
unpleasant methods of debt collection. A far better system for dealing with overburdened
debtors is bankruptcy, a process that discharges debtors from at least part of their liabilities,
but which constrains their ability to borrow in the future. Especially if combined with an
effective means of recording credit information, such a system reduces legal fees associated
with credit default by discharging debt once and for all.

4.5.2 Recent Leadership and Community Views

269. The National Economic Symposium Recommendations (2007, p. 8) noted the need
for new commercial along the lines suggested in the ADB report.
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4.5.3 Importance of Commercial Law Reform

270. An effective and efficient collateral framework lowers the cost of borrowing and
facilitates commercial transactions. Clear, written and well enforced commercial law is
important for reducing uncertainty and lowering the transactions costs of doing business. It is
also important for commercial law to cover the rights and obligations of parties in relation to
the sale of goods and services as this will also reduce uncertainty and facilitate business
transactions.

271. Gains in terms of economic efficiency and economic dynamism would also be
advanced by a bankruptcy law and procedure to facilitate the closure of unsuccessful
businesses to release resources for more productive uses.

272. Alegal procedure for arbitration would allow for the resolution of commercial disputes
outside the court system, at a much lower cost and at great benefit to sole proprietorships
and small- and medium-enterprises.

273. Effective enforcement is important for creating confidence which in turn lowers
uncertainty and the costs of borrowing and other business transactions.

4.5.4 Recommendations for Commercial Law Reform

274. The following recommendations are provided for commercial law reform in order of
suggested priority in descending order:

i) Design and implement a comprehensive reform to implement secured
transactions legislation and supporting regulations and filing system.

i) Design and implement bankruptcy legislation.

i) Design and implement a low cost procedure for arbitration supported by
legislation.

iv)  Design and implement relevant sale of goods legislation to define rights and
obligations in transactions.

275. It should be possible to secure donor technical assistance to design and implement
the above recommendations.

455 Priority for Commercial Law Reform
276. Although commercial law reform will improve the general business environment,

given other priorities and limited resources, it is suggested that it should be classified as a
medium priority.
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4.6 National-State Issues
46.1 Status of Policy Objective and Relevant Legislation
277. The NMDP did not contain a specific section on National-State issues or a separate
section on State issues and policies, although many policies and suggested actions set out in
the NMDP affect States. This is also the case for this paper and other papers being prepared
for the MTDS. This section summarizes key National-State issues that have arisen in the
course of the MTDS and makes a number of recommendations for inclusion in the MTDS.
278. As Palau is a very small country in terms of population and geography and the States
have extremely limited local revenue, institutional and human resource capacity i national
policies dominate. The main impetus for development therefore has to come from national
policy and institutional changes.
279. However, the States have a role to play with:

i) designing and implementing land use planning, zoning and building codes;

ii) cooperating to overcome population and economic constraints;

iii) as a voice to create incentives for better national policy and community action.

280. In relation to National-State issues, it is considered that the National Government
needs to give more recognition to:

i) Limited resources of the States in planning and in complying with National
development laws;

i)  Addressing the binding constraints to development as a whole;
iii)  Attracting foreign investment especially in tourism;
iv)  Improving the performance of public enterprises and government services;
v)  Improving transparency of policy development and implementation.
4.6.2 Recent Leadership and Community Views

281. The following is a summary of key problems that States have raised in the context of
National-State issues:

i) All States are required by National policy to prepare a land use plan. But
planning capacity weakness is a common significant problem for States and
requiring every State irrespective of circumstances to prepare a comprehensive
land use plan is not necessary and too costly, although most States need zoning
regulations and a building code.
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ii) The cost and time taken for environmental assessments is a significant problem
for States and is greatly restricting their ability to undertake basic infrastructure
development for both residential and commercial purposes. The States have a
consensus view that EQPB requirements are too restrictive and that there is too
much of an anti-development attitude in the interpretation and implementation of
the EQPB Act. However, the EQPB believes the main issue is one of capacity at
the State level.

i)  The time taken for approval of development actions by the Bureau of Arts and
Culture is also considered by States to be unreasonable.

iv)  The lack of economically viable projects for small, dispersed populations.
v)  Limited National-State cooperation on economic development issues.
4.6.3 Assessment of Issues

282. As noted, in the section on land and in the separate Environmental Overview and
Stocktake Report prepared for the MTDS, there should be flexibility for States to determine
land use plans and zoning laws that are appropriate for their state of development. For
Babeldaob, a single island with 11 states and a population of around 6000, a single land use
plan that would enable management of resources along a watershed/water catchment line
e.g. Babeldaob Watershed Alliance is sensible along with appropriate zoning regulations and
a uniform building code.

283. The Sustainable Land Use Management Project (SLMP) i Palau Automated Land and
Resources Information System (PALARIS) project should help address capacity planning
issues but may need more focus on the key issues for States. This was also noted in the
separate Environmental Overview and Stocktake Report prepared for the MTDS

284. The EQPB Environmental Impact Statement Regulations require an Environmental
Assessment to determine whether an action (program or project) may have a significant
environmental effect and, depending on the assessment of the EQPB, a very detailed
Environmental Impact Statement. Environmental assessments vary in cost typically in the
range of $4000-9,000 but Environmental Impact Statements can cost a lot more (up to $1
million for major resorts) and are required to be undertaken independently.

285. Environmental Assessments are required for all actions which propose the use of
national or state lands or the use of national or state funds (with some specified exceptions).
According to the EQPB there has not been a single case where States have been asked to
go beyond Environmental Assessments in their applications, although they have been asked
to amend their proposed projects to avoid or mitigate environmental effects.

286. The EQPB notes that prior to 2001 there was an Environmental Specialist employed by
the MRD to help the States with the EQPB process and it worked very well. Governors have
also called for assistance by the EQPB or the national government in helping them to meet
EQPB requirements. It would not be feasible to have such a specialist in each State and
Koror State does not seem to have a problem in complying with EQPB procedures given its
greater capacity and experience. Thus the re-introduction of an Environmental Specialist to
focus on assisting the States other than Koror in meeting EQPB requirements appears to be
justified as a priority.
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287. A similar issue arises in the context of the States needing access to engineers at CIP
and land and survey teams at the Bureau of Lands and Surveys. Although States have
access to these engineering and surveying resources, the resources are not sufficient to be
sufficient to address needs in reasonable time frames.

288. However, in addition to needs for an Environmental Specialist, Engineers and Survey
teams, the States consider that there is a bigger issue of the role, objectives, functions,
governance arrangements, and specific regulatory requirements of the EQPB. Key issues
that need to be carefully reviewed are:

i) whether the legislative and governance arrangements are far too demanding for
a small island nation;

i)  whether the EQPB should be a separate independent agency and if it is whether
its objectives should be changed so that it is more facilitative in helping the states
to understand and address environmental laws; and

iii) the need to determine if requirements for environmental assessments can be
simplified, including the trigger points for requiring such assessments, and
particularly if effective zoning regulations and building codes are put in place.

289. In relation to historical and cultural sites, the current practice involves employees at the
Bureau making site visits for all applications rather than relying on files and this is reported to
have caused great delay in the Babeldaob States. This issue needs further investigation to
determine whether site visits are needed for all applications.

290. It would also be useful to set a reasonable time limit for approval by the EQPB and the
Bureau of Arts and Culture.

291. Small populations and limited economic opportunities are major constraints to the
economic development of many States and rural communities in Palau. The population of the
whole country is the size of two average sized suburbs in a city of 1-2 million in a developed
country. Economic forces and personal preferences create forces for increasing population
density in countries all over the World and the same is true of Palau as Koror and Airai States
and neighboring regions have grown most rapidly.

292. It is very difficult for small and relatively isolated States and regions to develop unless
they have a major natural resource. Small populations increase the unit costs of government
services and in Palau are reflected in large subsidies for telecommunications, water and
sewerage and power services. The separate report on Infrastructure Needs, Priorities,
Maintenance and Regulations provides a number of examples where the unit cost of
providing infrastructure to the smaller island States and more isolated communities are high
and not likely to be economically viable. It also makes the point that expenditure on non-
viable investments in infrastructure may not be the best means of subsidizing isolated
communities.

293. Turning to development prospects for States other than Koror, the prospects for
agriculture and aquaculture while showing some promise and justification in specific
circumstances are generally limited. From an economic perspective funds intended for
access roads and other isolated infrastructure with high unit costs would be better utilized in
building shared infrastructure for major resort projects or possibly in the case of agriculture a
shared market facility in Koror or in the case of aquaculture for shared product development
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and marketing. But the main potential in terms of sustainable national development must
come from additional tourist resorts of a reasonable scale i.e. around 200 rooms each.

294. There should be scope for several resorts to be located in States other than Koror. As
noted in the separate report on Infrastructure Needs, Priorities, Maintenance and
Regulations, with several resorts on Babeldaob, there would be greater scope for States to
cooperate in providing variouspsed wvkocexanpld,
some states could focus on sports fishing and water sports and others on guided walks, a
specialized restaurant could be established for each, and an island public bus service
organized for tourists.

295. It is suggested that in terms of tourism development the key policy issues are foreign
investment approval and land access. Recommendations in these areas where made earlier
in this Section of the report.

296. The final issue relates to National-State cooperation on sustainable development
policies. Two examples here relate to the need for cooperation if Malakal Island was to be
turned into a tourist precinct and the commercial port, fuel farms and other industrial facilities
were to be moved to another State and the surplus land that the National Government holds
in Koror where land is very scarce.

297. It is recommended that there be an regular, formal forum to facilitate National-State
cooperation and progress the development and implementation of key policies at the State
level.

4.6.4 Recommendations in Relation to National-State Issues

298. Several of the recommendations considered above are made in the separate reports
on infrastructure and the environment and in the section on land in this report. The additional
recommendations in relation to National-State issues in suggested priority in descending
order are as follows:

i) National Government to fund an Environmental Specialist and adequate
Engineering and Land Surveying expertise to assist the States in complying with
EQPB requirements.

ii) Review and revise the role objectives, functions, governance arrangements, and
specific regulatory requirements and procedures of the EQPB to simplify and
streamline requirements for development purposes.

iii) Review and revise the specific regulatory requirements and procedures of the
Bureau of Arts and Culture regulations and procedures to simplify and streamline
requirements for development purposes.

iv)  Establish a regular formal forum to facilitate National-State cooperation and
progress the development and implementation of key policies at the State level.
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5. Planning, Budgeting, Monitoring and Evaluation

5.1 Overall features and responsibilities

299. The MTDS will set out key policies and actions that are needed to implement the
NMDP and updated sectoral plans over a five year time horizon. The MTDS is not a detailed
operational plan but rather a strategic framework for establishing priorities and with
recommended strategic actions in key policy areas and sectors. It is meant to define
overarching priorities and provide for the development and implementation of Ministerial
strategic and operational plans. The MTDS will also contain a number of suggested
performance indicators for tracking progress in implementation of key recommendations.

300. The recommendations in the MTDS will need to be reflected in the strategic and
operational plans at the Ministerial level and also in the budget allocations of all government
entities. The performance reports that are required by all Ministries and government entities
will also need to cover the performance indicators that are finalized as part of the MTDS.

301. The Office of Budget and Planning has been improving its processes for integration of
policies into the budget formulation and approval process and will play a leadership role in
the integration of the MTDS into the plans at the Ministerial level and overall budgetary
planning and allocation.

302. It is suggested that the Office of Budget and Planning in the Ministry of Finance
should provide guidance on what is required in relation to integration and implementation of
the MTDS but primary responsibility for ensuring the MTDS is implemented for each policy
and sector should rest with each Minister or person nominated by a Minister at the
operational level.

303. It is suggested that the Office of Budget and Planning should continue to take a lead
role in the oversight of the MTDS and coordination of responsibilities and activities across
Ministries and other government entities.

304. Considerable progress has been made since 2001 in developing the basic
components for an integrated and effective budgetary and planning process. This includes
the development of statistical information and revenue and expenditure forecasting
processes and capacities, requirements for performance reports, improvements in the budget
process, and more recently the development of strategic plans at the Ministerial level which
are still to be completed for many Ministries. However, to date there are two weaknesses.
One is that plans and budgets at the Ministerial and lower levels often do not reflect the
policies and strategies set out in the NMDP or subsequent policies and executive priorities.
The other is that there is a lack of understanding of how to better integrate policies and plans
into the budget process.
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305. The MTDS will help in addressing these weaknesses but it is also important that those
involved in planning and budgeting understand the process that the Office of Budget and
Planning is trying to develop and implement and become more involved in and committed to
that process. A proposed medium-term expenditure planning and monitoring framework is
documented in the separate paper on the Medium-Term Fiscal Strategy and Economic
Sustainability along with a summary of relevant key indicators of fiscal and economic
sustainability.

306. It is also suggested that in order to better promote understanding and commitment to
the effective integration of the MTDS into Ministry and agency plans and budgets, that an
inter-departmental committee be established to oversee the process. The committee could
include representatives from the key Ministries affected by the priorities set out in the MTDS
i.e. Ministry of Finance, Ministry of Resources and Development, Ministry of Education,
Ministry of Health, Ministry of Commerce and Industry and the Office of Environmental
Response and Coordination and possibly representatives from States, civil society and the
private sector.

307. Itis also noted that the Republic of Palau endorses the Paris declaration adopted by
partner countries and donors in March 2005. The Paris declaration recognizes the
importance of aligning aid flows and objectives to national priorities. Thus the MTDS will be
presented to donors so that their aid flows and modalities can be adjusted to align with
Pal auds priorities for sustainabl e economi

5.2 Monitoring and Evaluation of the MTDS

308. It is suggested that the proposed MTDS inter-departmental committee should take
responsibility for overseeing overall monitoring and evaluation of performance in relation to
the MTDS. This will involve ensuring the following are put in place:

i) A communication process to explain the medium-term expenditure planning and
monitoring framework that the Ministry of Finance is developing and the key
elements and implications of the MTDS.

i) Ministerial and operational plans that are consistent with the MTDS and NMDP.

i)  Annual assessments of performance relative to proposed plans.

iv)  Improvements in the monitoring and evaluation process including the further
development of meaningful key performance indicators.

309. Itis suggested that the Office of Budget and Planning should act as secretariat to the
MTDS inter-departmental committee. The committee may also suggest the establishment of
sector working groups where this is considered to be likely to be effective, for example in
developing and evaluating meaningful performance indicators.

310. The establishment of the inter-departmental committee and its responsibilities as
outlined here is suggested to be a high priority.
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5.3 Strengthening the Capacity for Policy Evaluation

311. Inthe formulation of the MTDS, it has become clear that there is a need to strengthen
the capacity for policy evaluation across government and to provide independent economic
analysis, evaluations and advice to government, the legislature and the community generally.
Capable, independent and transparent economic advice would be most helpful in developing
support for more coherent and sustainable public policies across many fields but particularly
with respect to the economic implications of policies. It is not clear how such a capacity
could be established and financed but it is suggested that the concept should be pursued as
part of the MTDS.

312. The establishment of a facility for independent advice on public policies with
emphasis on the economic implications of as outlined here is suggested to be a high priority.
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6.

313.

Establishing Priorities

Table 4 establishes priorities for each of the specific actions recommended in this paper by applying the Support, Impact and
Doable (SID) Criteria. The Impact criterion is given a weight of 50 per cent and the other Support and Doable criteria are each given
weights of 25 per cent. Each action is given a ranking out of 10 with 10 being the highest score. Some comments on the rankings are
also provided to aid in understanding. The actions were then ranked in accordance with the overall score and are shown in the action
plans in each of the specific sectors in this paper, with the ranking shown in parenthesis (). A ranking of 1 is the highest ranking.

Table 4: Economic Policy Actions and Priorities

Goal: Establish an enabling environment to support sustained and widespread private sector development

No. | Action S I D Overall Comment
(25%) | (50%) | (25%) Priority

1 Implement a Sustainable Fiscal Policy as per Paper on| 8 10 8 9(4) Sustainable fiscal policy is
fi Me d iTerrm Fiscal Strategy for Sustainable Economic critical but some aspects will not
Development. be readily acceptable and some

aspects will be difficult to
implement.

2 Land use plans and zoning laws and regulations and | 10 10 7 9.3 (3) The main problem is
institutional capacity that facilitate economic development implementation capacity.
while preserving environmental values, with priority given
to States where intensive development is likely in the near
future.

3 A regular forum for National-State cooperation on zoning, | 7 8 9 8 (8) The main difficulty may be
land use planning and other policies affecting the use of getting National Government
land. commitment.

4 Continue the program to provide Certificates of Title to | 10 10 10 10 (1) Existing program has been
land. successful and should continue

but more funding would be
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No. | Action S I D Overall Comment
(25%) | (50%) | (25%) Priority
helpful.

5 Consolidate the formal register of Titles so there is a |7 7 7 7 (10) gﬂna}[/h?se difficult to get agreement
single, efficient and reliable source. '

. . o PALARIS project seems to have

6 Continue to support the GIS that is being implemented. 10 7 10 8.5 (6) this under control but will need

monitoring.

7 Support a community awareness function so that the | 7 7 6 6.8 (11) May be difficult to organize.
community can (i) understand the potential value of land
and how to realize that land for their benefit while
respecting environmental values and (ii) understand and
address any adverse impact on the environment from
economic development and economic uses of land.

8 Develop standardized guidelines for the leasing of land. 5 5 7 5.5 (15) Would be helpful but not critical.

9 Monitor the number of foreign workers to facilitate private | 3 10 9 8 (7) Difficult to get community and
sector growth, adopt a uniform foreign worker fee to leadership support and more
minimize labor hiring distortions and adjust the foreign relevant for longer term.
worker fee to limit the total number of foreign workers
where considered necessary for social and cultural
reasons.

10 Increase the number of Palauans with vocational skills to | 9 7 5 7 (10) Difficult to encourage Palauans
support demands in the private sector. to train for a trade.

11 Remove the restrictions on foreign workers being able to | 4 9 10 8 (7) Difficult to get community and
work for only 1 employer, being required not to work for leadership support but would
another employer for 5 years except under certain have strong impact and would
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No.

Action

S
(25%)

|
(50%)

D
(25%)

Overall
Priority

Comment

conditions, and to limit the entry of dependents and their
scope to work.

be effective in conjunction with
action 9.

12

International Labor Organization requested to provide an
assessment and recommendation for an Occupational
Health and Safety Act.

10

5 (16)

Not a high
circumstances.

prio

13

Division of Labor, Department of Health and Attorney
General 6s Office to assess
Compensation Act.

4 (17)

Not a high
circumstances.

prio

14
(1

A liberal approach to foreign investment with
accompanying complementary policies. The key elements
would be: no reserve list; no detailed approval process for
foreign investment; no limit on business duration; a
performance bond for foreign investment to address
concerns about the risk of money laundering, scams and
other adverse impacts; improved capacity and powers to
investigate and prohibit money laundering activities;
uniform foreign worker fees with no exceptions for both
foreign owned and Palauan owned companies; increased
emphasis on vocational education for Palauans; increased
support for the SBDC to help Palauans start and develop
businesses; and transparent, fair, secure and speedy
leasing arrangements and effective tax arrangements to
ensure that foreign investment provided appropriate
benefits to Palau.

To address t he possible p
establishing to avoid the performance bond, there may
need to be legislation to establish a number of specific

10

10

9.5 (2)

An action that is likely to be one
of the most important in terms of
economic impact.
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No. | Action S I D Overall Comment
(25%) | (50%) | (25%) Priority
presumptions for determining if a business enterprise is
effectively set up us as
penalties for front businesses based on civil liability.
14 A less restrictive foreign investment regime but with | 9 7 10 8.2 (7) An inferior action to complete
(I | improved legislative arrangements for enforcement. This liberalization but much better
would involve Action 13 plus a small list of businesses and than the current arrangements
occupations reserved for Palauans exclusively.
15 Continue to use US dollar as the official currency in Palau. | 10 10 10 10 (1) Strong consensus for this.
16 Financial Institutions Commission has appropriate powers | 8 10 8 9 (4) Resource availability is likely to
and sufficient resources to monitor the finance sector and be a problem.
enforce breaches of regulations.
17 Take meaningful steps to ensure the Civil Service Pension | 6 7 6 6.5 (12) More important for the longer
Plan (CSPP) and Social Security Fund (SSF) are fully term.
funded over the longer term. This will most likely require a
defined contributions plan rather than defined benefits
entittement for the Pension Plan and no increase in
benefits for the SSF.
18 Integrate the objectives of the Palau National |7 6 7 6.5 (12) Current arrangements  work
Development Bank (PNDB) into the MTDS and reasonably well.
government policies.
19 Investigate the scope for merging the PNDB and the Palau | 6 6 9 6.3 (13) Not a high priority in terms of
Housing Authority (PHA). impact.
20 Investigate the scope for the PNDB to offer infrastructure | 6 6 6 6 (14) Difficult to gain support.
bonds
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No. | Action S I D Overall Comment
(25%) | (50%) | (25%) Priority

21 Investigate the scope for an international corporate | 6 6 6 6 (14) Difficult to implement.
registry and supporting legislation to facilitate the legal
minimization of international taxes.

22 Secured transactions legislation and  supporting | 8 9 8 8.5 (6) Should be able to get donor
regulations and filing system. support for this.

23 Bankruptcy legislation. 8 6 8 7 (10) Not critical

circumstances.

24 Low-cost procedure and supporting legislation for | 8 8 7 7.8(9) Important given the extent of
commercial arbitration. litigation in small economy.

25 Sale of goods legislation specifying rights and obligations. | 7 5 8 6.3 (13) Not critical

circumstances.

26 Establish and implement an effective monitoring and | 8 10 10 9.5(2) Difficult to implement.
evaluation system for the MTDS.

27 An experienced economist recruited or facility established | 7 10 8 8.8 (5) Important in terms of potential
to provide independent evaluations and advice to the impact but difficult to organize.
executive, congress and public interest groups.

Evaluations to be made publicly available.

28 National Government to fund an Environmental Specialist | 7 10 8 8.8 (5) The main issue is funding.
and adequate engineering and land survey expertise to
assist the States in complying with EQPB requirements.

29 Review and revise the role objectives, functions, |6 8 6 7 (10) Governors support but high level
governance arrangements, and specific regulatory aspects are likely to be
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No. | Action S I D Overall Comment
(25%) | (50%) | (25%) Priority
requirements and procedures of the EQPB t o simplify and controversial.
streamline requirements for development purposes. EQPB staff recognize existing
legislation is very demanding
given capacity constraints.

30 Review and revise regulations and procedures of the | 10 8 6 8 (8) Governors support.

Bureau of Arts and Culture to simplify and streamline
requirements for State governments for development
purposes.

31 Undertake a review of the effectiveness of the current | 7 10 7 8.5 (6) Important in terms of potential
institutional arrangements and legislation with respect to impact but difficult to organize.
conflicts of interest and make recommendations to ensure
that conflict of interest issues are effectively addressed.

32 Establish a regular formal forum to facilitate National-State | 7 10 7 8.5 (6) Difficult to organize.
cooperation and progress the development and
implementation of key policies at the State level.
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