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GIS T Global Information System

GOP I Government of Palau
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MAP T Management Action Plan

MCCA T Ministry of Cultural and Community Affairs
MCT T Ministry of Commerce and Trade

Fut ur e



The Medium Term Development Strategy Actions for

MNRET
MOA
MOH
MPA
MRD
MPIIC
MTDS
MTFS
NASDP
NBSAP
NDBP
NEPC
NGO
NMDP
NRCS
OAT
OEK
OERC
PACA
PAN
PATS
PCAA
PCC
PCS
PFA
PFTAC
PIA
PICRC
PITI
PMA
PMDC
PMIC
PNCC
PNRC
PPLA
PRA
PSC
RRPL
SBDC
SID
SPLA
SLMP
SSF
SPC
TAPC
TNC
TTA
TT™M
UNCBD
UNCCD
UNFCCC

Ministry of Natural Resources, Environment and Tourism
Ministry of Agriculture

Ministry of Health

marine protected area

Ministry of Resources and Development

Ministry of Public Infrastructure, Industry and Commerce
Medium-Term Development Strategy

Medium-Term Fiscal Strategy

National Aquaculture Strategy and Development Plan
National Biodiversity Strategy and Action Plan
National Development Bank of Palau

National Environmental Protection Council
nongovernment organization

National Master Development Plan

Natural Resources Conservation Service

Office of the Attorney General

Olbill Era Kelulau

Office of Environmental Response and Coordination
Palau Aquaculture Clam Association

Protected Areas Network

Pohnpei Agriculture Training School

Palau Community Action Agency

Palau Community College

Palau Conservation Society

Palau Fisheries Advisory Committee

Pacific Financial Technical Assistance Center

Palau International Airport

Palau International Coral Reef Center

Palau International Traders Incorporated

Palau Maritime Agency

Palau Mariculture Demonstration Centre
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Sustainable Land Use Management Project

Social Security Fund

South Pacific Commission

Tourism Action Plan Committee

The Nature Conservancy

Trust Territory Authority
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1. Summary of Policies, Strategies and Actions

11

1.

1.2

5.

Role and Context for the MTDS

Fut ur e

The medium term development strategy (MTDS) i descr i bed as HfAActions

F ut uirseté out the key strategies and actions to help achieve economic, social,
environmental and cultural goals over the 5 year period 2009 to 2014. The MTDS
establishes meaningful priorities and recommends credible policies and practical
actions to address those priorities.

In formulating the MTDS there has been an emphasis on consultation and on building
on and prioritizing all of the good work that has been done to date on plans, policies,
strategies, institutions and specific recommended actions. This includes the
consultations in formulating the 2020 National Master Development Plan in 1996, the
National-State Leadership Symposium in 2006, the National Economic Symposium in
2007, the Governors Economic Symposium in April 2008, a public forum on the
Medium Term Development Strategy in June 2008 and a public forum on public
enterprise reform in October 2008.

In addition, consultation was undertaken with many affected stakeholders in key areas.
However, changes in circumstances, lessons learned and new analysis have led to
some new recommendations in the formulation of the MTDS. There will be continued
efforts to consult and communicate on the MTDS to ensure it takes account of current
and emerging issues.

The MTDS has been designed to be flexible in addressing changing priorities and
issues as they emerge. It is also important to recognize that the MTDS is essentially
about developing and implementing policy actions to gain the maximum benefits from
the resources th a t are available to Pal au. |t
projects or additional funding beyond historical levels to support economic
development. | ndeed many of the recommendat.
more with | esso.

Overall Goal, Strategies and Priorities
1.2.1 Overall Goal

The overall goal of sustainable national development is defined in Actionsf or Pal

Future as:

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

i s n c
ons i n
auobds
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1.2.2 Strategic Priorities

6. The strategic priorities in the MTDS can be thought of as key strengths, constraints
and issues that need to be recognized or addressed in formulating an effective
medium term development strategy.

7. The following strategic priorities have been identified to be an essential part of an
effective medium term development framework:

i) Preserving key values and advantages which are:
A The environment.
A Cultural values.
A Political stability.
A Public security and civil order.
A Effective relationships with development partners.
ii) Achieving consensus for change through:
A Transparency and opportunities for consultation.
iii) Addressing binding constraints to economic development which are:

A The expectation that someone else should pay for a wide array of
government, reflected in a dack of willingness to pay, work
productively and support effective policieso .

A 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.

1.2.3 Overarching Strategies

8. There are three overarching (or thematic) strategies that cut across sectors and issues
and that encapsulate a wide range of more specific strategies and actions, as follows:

i) Payingt he Ori ght priced (cost recovery
subsidies).

i) Reducing costs and ensuring conservation.

iii) Generating income opportunities.

Fut ur e
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1.2.4 Priority Policy Actions

9. The agenda for economic development in Palau is extensive and if meaningful
progress is to be made it is critical to establish priorities. The MTDS is extensive but a
comprehensive prioritisation process has been undertaken in each sector that
establishes the main priorities and timing for policy actions over the next five years.

10. However, recognizing the limits of management capacity, as well as the limits of being
able to make timely legislative changes that are acceptable to the community and the
communitydéds willingness and abi loestablishkey adj ust
policy priorities at a high level. The following policy priorities encapsulate the main
priorities in the MTDS and have been formulated as the policy actions that will receive
the highest emphasis and support over the five year period of the MTDS:

) Agricul tur e aFosler dustandbke agri@ulsuraliand fisheries income
opportunities.

i) Tour i Pasition Palau as the island of choice for environmentally conscious
visitors and realize higher returns to the nation from tourism.

i) Infrastru ¢ t u rMake tritical investments in sanitation, water and power and
prioritize maintenance.

iv) For ei gn | n vRefine fereignnnvestment and foreign worker policies to
generate maximum sustainable benefits for Palau.

vV) Sustainabl e Gidemakenrefignmstto ehsure a cost conscious and
highly productive government.

11. Although these policy priorities will be given the most emphasis in the implementation
of the MTDS, each sector will still be working on the implementation of its
comprehensive action plan according to the priorities specified in such plans.

1.25 Expected Outcomes

12. The expected outcomes from effective implementation of Acti ons for Pal aubd
essentially relate to the various dimensions in which progress is made in terms of the
overall goal for sustainable national development. Key elements include:

i) Improvements in general standards of living.
i) Private sector development.

i) Greater self reliance.

iv) Preservation of culture and the environment.

v) Social and political stability.
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vi) Looking after the vulnerable.

13. The goals and key strategies for each policy sector are summarized below.

1.3 Economic Policies and Institutions

14. The key issues for economic policies and institutions are:
i) fiscal sustainability;
ii) access and fair compensation for the use of land;

iii) the labor market needs to function well from a business perspective while
preserving cultural and environmental values;

iv) the foreign investment regime is too restrictive and open to abuse;
v) a well functioning and stable financial system is needed;
vi) gaps in the commercial legal framework need to be addressed,;

vii) there is a need for more effective cooperation with respect to National and State
relationships to support economic development.

15. The Goal for Economic Policies and Institutions is:

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

16. The Expected Outcomes from implementing the strategies and actions for Economic
Policies and Institutions are essentially:

i) A stronger and more self reliant economy.

i) Palauans being in a better position to manage and benefit from foreign
involvement in the economy.

1.4 Reform of Government and Public Enterprises

17. There are two key areas of government services that are part of the Medium Term
Development Strategy. The first relates to improving the performance of government
in general. The second relates to improving the performance of public utilities and
other public services that have a business aspect (often referred to as public
enterprises).
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18.

19.

20.

21.

15

22.

23.

The Goal for Reform of Government and Public Enterprises is: To lower the cost
and improve the performance of government, government business services and
public enterprises.

The key Priority Action for Reform of Government is to: Review the role, functions
and activities of government departments and implement recommendations for the
Gight size6 of government and for streamlining employment and procurement
requirements.

The key Priority Action for Reform of Public Enterprises as a whole is to: Prioritize
and implement the Action plans on Corporatization and Privatization of Public Utilities
and Other Public Services. The overarching goal of the plans for reform of public
enterprises is: To improve the quality of governance of public enterprises.

The Expected Outcomes from implementing the strategies and actions for the
Reform of Government and Public Enterprises are essentially:

i) A more streamlined, better focused and more efficient government structure
delivering improved services at a lower cost.

i) Public enterprises characterized by: clear, non-conflicting objectives, improved
accountability, well defined regulatory arrangements and community service
obligations and improved productivity.

iii) Greater scope for private sector involvement in operations and investment in
sectors where government entities are currently involved in business services.

Environment

Palau has a unique and diverse environment with great potential for tourism
development. Preserving environmental values while also enabling development to
occur is a major challenge for Palau.

The key issues facing the environment and natural resources sector are:
i) the lack of an overarching policy framework;
i) an outdated, inappropriate and cumbersome regulatory framework;
iif) over-lapping and conflicting mandates and functions;

iv) insufficient funding leading to difficulties in undertaking evaluation, review,
monitoring, compliance, and enforcement activities; and

v) ongoing tensions between state and national governments as to land and
resource ownership and management and EQPB requirements.

Fut ur e
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24.

25.

The Goal for Environmental and Natural Resource Management is: To protect,
conserve and manage the environment and natural resources of Palau, for present
and future generations of Palauans, while providing for sustainable social, cultural and
economic development.

The strategies and actions in the Environmental and Natural Resource Management
Action Plan have been designed to address the key issues for the sector set out
above. The Expected Outcomes from implementation of the Environmental and
Natural Resource Management Action Plan are as follows:

i) A more integrated approach to environmental management and infrastructure and
natural resource development and use.

i) More appropriate, more streamlined environmental laws, regulations and
development requirements.

1.6 Tourism

26.

27.

28.

29.

Within Palau it is widely acknowledged that tourism offers great potential to support
sustainable economic growth and provide opportunities for employment for Palauans.
However, the industry is vulnerable.

The key issues facing the tourism sector include:
i) the need for careful environmental management of natural resources;

i) a general industry trend to a lower quality product, associated with a rise in
budget group packages;

iif) predominance of charter flights rather than regular scheduled services;
iv) arise in adverse social and cultural impacts including prostitution;

v) lack of infrastructure for cruise ships and visiting private vessels; and
vi) difficulties in attracting and retaining Palauans in the industry.

The Goal for Tourism is: To upgrade the image of Palau as a tourist destination and
position Palau as the island of choice for environmentally conscious visitors. This will
involve ensuring quality visitor experiences and high financial and other benefits to
Palau on a sustainable basis.

The Expected Outcomes from implementation of the Tourism Action Plan are as
follows:

i) The image of Palau as a quality destination for environmentally conscious
visitors.

Fut ur e

i) Preservation of Palaubds uniqgue environment a

i) Increased income and employment for Palauans from tourism.




The Medium Term Development Strategy Actions for Palaubs

1.7 Aquaculture and Fisheries

30. The marine resources of Palau are an extremely important asset for the nation. The
marine resources of Palau can provide sustainable long term economic development
opportunities. However, to ensure success, compliance with national and state
regulations must be achieved.

31. The main problems in the marine resources sector in Palau relate to:

i) completion and adoption of various policies and legislation that are well
advanced;

ii) effective enforcement of legislation and regulations;
iii) development and implementation of a nation-wide quarantine plan;

iv) confirmation and implementation of offshore fisheries policy, with emphasis on
ensuring that the offshore sector optimizes its contribution to the economy of
Palau;

v) the overstretched capacity of the Bureau of Marine Resources (BMR) and its role
in commercial activities;

vi) the need to privatize the giant clam program operated by the Palau Mariculture
Demonstration Center under the BMR; and

vii) ensuring the environmental sustainability of inshore fisheries.

32. The Goal for Aquaculture and Fisheries is: To achieve sustainable economic
development and management of the marine and coastal resources of Palau.

33. The Expected Outcomes from acceptance and effective implementation of the
Aquaculture and Fisheries Action plan are essentially:

i) Development of marine resource income opportunities in a sustainable manner.
i) A greater role for the private sector in aquaculture.
iif) Improved returns from offshore fishing.

iv) Increased opportunities from the use of marine resources for tourism.

1.8 Agriculture and Forestry

34. Within Palau, agriculture has become neglected as a government policy priority and
the country is now highly reliant on imported food. There is great potential for
agriculture in Palau but a range of issues need to be addressed to encourage the
production of local produce.

Fut ur e
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35.

36.

37.

38.

39.

1.9

40.

41.

The key issues affecting sector productivity are:
i) poor market access and weak market chain linkages;

i) lack of clear focus in Bureau of Agriculture with an emphasis on conservation at
the expense of agricultural production;

i) limited quality soil;

iv) lack of interest in traditional subsistence agriculture; and
V) pests.

Key issues affecting BOA institutional productivity include:

i) limited staff resources;

ii) inefficient resource use;

iii) a need for inter-agency collaboration; and

iv) incomplete management plans providing the framework for sustainable
development and coordination with other agencies.

There needs to be both government commitment and community effort in order for
agriculture to realize its full potential. Palauans also need to understand that they need
to be managers of their natural resources and their production potential. This extends
to effective management of foreign workers in developing agriculture. Proposals for
better managing foreign workers are set out in other parts of Actions for Our Future.

The Goal for Agriculture is: To Diversify and significantly increase the level of
agricultural production and develop productive forests.

The Expected Outcomes from acceptance and effective implementation of the
Agriculture and Forestry Action Plan are essentially:

i) Less reliance on imported food.

ii) Diversification of employment and incomes for Palauans

Infrastructure

The issues for the infrastructure sector are wide ranging and the agenda is potentially
vast. An extensive consultation and evaluation process was undertaken to establish
priorities in the infrastructure sector.

The Goal for Infrastructure is to: Provide, protect and maintain infrastructure on an
efficient and equitable basis to improve access, standards, reliability and value-for-
money.

Fut ur e
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42. A core agenda has been developed for infrastructure that specifies six high priority
programs and six high priority projects.
43. The high priority programs are:
i) Maintenance and supervision.
i) Applying building codes and land use zoning.
iif) Appropriate pricing, reorganisation and regulation of services.
iv) Appraising investment and maintenance choices.
v) Setting a tourism strategy identifying implications for infrastructure.
vi) Setting a strategy for management of environment and resources.
44, The high priority projects are:
i) Sewerage solutions for Koror and south Babeldaob.
i) Water system conservation, upgrading and cost recovery.
iii) Public buildings and facilities i conservation, best uses, and schools, especially
the strategy for Babeldaob.
iv) Waste reduction, management and future landfill preparation for Aimeliik.
v) Electricity: conservation, adequate PPUC revenues, and adequate capacity in
generation, transmission and distribution.
vi) Airport operations and business leases.
45, The Expected Outcomes from acceptance and effective implementation of the

infrastructure action plan are essentially:

)
i)
ii)

Improved maintenance outcomes ensuring longer asset lives.
Lower cost solutions, improved management and improved conservation.

Land use and infrastructure that facilitate tourism development.
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1.10 Financing Education

46.

47.

48.

49.

50.

5l.

Fut ur e

The focus for the education sector, inActi ons f or Hsan irapledentingcut ur e,

the best approach to financing education policies and strategies.

The education system in Palau relies heavily on US federal grants which are subject to
ongoing review. If US funding for education were to be discontinued, the fiscal strategy
for the sector would require across the board reduction of 12.5% in existing
expenditures, over a five-year period. But at the same time, new programs have been
suggested that need prioritization and funding so that the financing challenge of
education is very demanding.

The key issues for a sustainable financing plan for education are:
i) establishing clear priorities between and within sub- sectors;

i) implementing both cost saving and revenue generating measures in a realistic
time frame;

iii) implementing a communications strategy that involve stakeholders in the planning
and monitoring to ensure their support.

Education is an essential component of national development. The proposed sector-
wide Vision in the Education Master Plan for 2006-2016 is: Our students will be
successful in Palauan society and the World.

The Goal for Financing Education Strategies and Actions is: To provide Palauan
students with access to quality educational opportunities from preschool through to
post- secondary level.

The Expected Outcomes from effective implementation of the financing education
action plan are essentially:

i) Lower costs of providing education, particularly lower costs for school buildings.
i) Increased revenue including new sources of revenue for education.
iif) Better targeting of scholarships.

iv) A well developed and properly guided educational process from pre- primary to
post secondary education levels

v) An increase in number of graduates and less drop outs.
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1.11 Financing Health

52.

53.

54.

55.

Health is an essential component of national development. The vision for financially
sustainable health services builds on the Vision already articulated by the Ministry of
Health and is described as follows: Healthy Palau in a healthful environment at a cost
affordable to government and people.

The focus for the Health sector the focus in Actions for Our Future is on strategies and
actions to finance the goals for health. There is a need to achieve a combination of
higher revenues and reduced expenditures in the context of expected availability of
government funding and the objective of being self reliant with respect to financing
expenditures that are of a current rather than capital nature.

Reflecting these considerations the Goal for Financing Health is: By 2013, to
implement a combination of strategies that will achieve fiscal adjustment equivalent to
$3.3 million.

The Expected Outcome from the Action Plan for Financing Health is essentially:

i) A more efficient and more sustainable health system for Palauans.

1.12 Social Services for Vulnerable People

56.

57.

Consultations with service providers and the broader community confirm that several
populations have been identified as having special needs due to their social or
physical characteristics. These are:

i) persons with disabilities and other special health care needs;

ii) adolescents;

iii) women and children who are victims of abuse or (in the case of children, neglect);
iv) certain other categories of women who are under stress; and

V) certain categories of elderly.

Fut ur e

The proposed vision for vulnerable peoplei s Al i fe with dignityo. Th

by three goals:
i) To ensure the basic needs of all residents are met.
i) To reduce vulnerability by preserving and strengthening safety nets.

i) To provide compassionate, timely assi
net so.
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58. The expected outcomes from acceptance and effective implementation of the action
plan for addressing the needs of vulnerable people essentially relate to achieving the
goals of:

i) Meeting basic needs.
ii) Strengthening safety nets.

i) Ensuring appropriate and timely assistance for people who fall through the
standard safety nets

12
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2. Role and Purpose of the MTDS
2.1 Context and Rationale for an MTDS

59. The Republic of Palau has a long-term National Master Development Plan (NMDP)
that sets out policies and plans to 2020. The NMDP was finalized in 1996 and is a very
comprehensive document covering virtually all sectors, institutions and policies in
Palau that were relevant at the time. Since then there have been numerous other
plans and policies that have been formulated, although nothing as comprehensive as
the NMDP. Many sectors have to deal with a range of plans and requirements that
make it difficult to establish strong priorities and help ensure the most effective use of
the countrybés natur al resources and human res

60. It is now an opportune time to assess where we are as a nation in terms of economic
and social development and the state of our natural resources and to develop a clear
and practical strategy for national development with a medium-term 5 year focus. Two
key problems with the NMDP are that it has such a long term focus and it provides
limited guidance on priorities to reach our long term goals.

61. Palau needs a Medium-Term Development Strategy (MTDS) that establishes
meaningful priorities and recommends credible policies, institutions and practical
actions to address those priorities. An effective MTDS also needs to be flexible in
being able to be adjusted to address changing priorities and gaps or weaknesses that
only become recognized as time passes, and it needs to be accessible and well
understood by the community.

62. This document sets out the details of Pal aubd
reasons for suggested policies, priorities and actions. Separate papers are available
on various sectors and topics that were used in providing analysis and details to help
formulate the MTDS. These are listed in the reference section and are available on
request. In addition, a separate summary booklet is available for the purposes of
making the MTDS accessible and easy to understand for the community.

2.2 The NMDP and Other Development Plans

63. The Government of Palau has a number of medium-term development and investment
plans as follows:

i) An initial Economic Development Plan was prepared in 1994 to comply with
Compact requirements. It was largely an infrastructure plan.

i) This was followed by the Palau 2020 NMDP, adopted by Olbill Era Kalulau (OEK) in
1996. This is a comprehensive development plan covering all sectors as well as
infrastructure.

iii) AdetalediiSustai nable Tourism Policies and Actio
2001.

iv) Sustainable Human Development in Palau, 1997.

13
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64.

65.

66.

v) A Japan International Cooperation Agency (JICA) report in 2000 also focused on
infrastructure and particularly infrastructure for tourism.

vi) Palau 2000 Master Plan for Educational Improvement.

vii) The Public Sector Investment Program (PSIP) formulated in 2002 provides an
update of infrastructure needs and summaries of prioritized projects.

viii) A medium-term economic development framework was formulated in 2001 which
is still current. However, this is only an outline of broad economic and fiscal
objectives.

iX) Management action plans were also developed in 2001 which are still current.
These usefully summarize policy and institutional objectives and directions and
actions for numerous sectors.

x) Strategic development plans were being developed by each Ministry in 2008 but
apart from the strategy for solid waste management, these are at a very preliminary
stage of development.

xi) There are also various other plans for sectors and specific subjects that are well
formulated but where limited action has been taken.

xii) The Compact Review Commission (CRC) also finalized its (confidential) report in
August 2007, with implications on policies, needs, capacity and future options.

Many of these documents are still highly relevant in terms of the policies, strategies,
institutional changes and specific actions that they recommend. They have also
involved considerable consultation with stakeholders and the wider community in their
formulation. More recently extensive community consultation was undertaken by the
activities of the CRC and in particular in the form of the National Economic Symposium
held in 2007 and the National/State Leadership Symposium held in 2006.

Thus in formulating the MTDS there has been an emphasis on building on and
prioritizing all of the good work that has been done to date on plans, policies,
strategies, institutions and specific recommended actions. However, the identification
of key constraints to successful implementation as well as some changes in
circumstances and some gaps in earlier studies necessitated some specific new work
in several general policy areas and key sectors, in the formulation of the MTDS.

In addition, consultation was undertaken with affected stakeholders in key areas and
wider communication with the public was undertaken in areas with major community
impacts. Further consultation and communication will be an important part of gaining
community understanding of the MTDS and support for successful implementation.
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2.3 Approach in Developing the MTDS

67.

68.

69.

70.

2.4

71.

72.

2.3.1 Resources and management structure

The government began the process of preparing a MTDS with support from the Asian
Development Bank in September of 2007. A Facility for Economic and Infrastructure
Management (FEIM) was established with a team of international and domestic
consultants contracted to help prepare the MTDS. The team was supported by
Palauans in various Ministries and Bureaus that were a focus of the project. The team
provided assessments and advice and consulted with stakeholders on a range of
policy, planning, economic, social, environmental and infrastructure issues.

A Project Steering Committee (PSC) was established by Presidential Directive (No.
07-003) to supervise the preparation of the MTDS. It comprised representatives of the
Ministry of Finance, the Ministry of Resources and Development, the Ministry of
Health, and the Ministry of Education and the Office of the President as well as
representatives of the Governors association, the Chamber of Commerce and the
Alliance of Non-State Actors. The Project Steering Committee met regularly to
supervise and guide the work of the FEIM team, which was mostly undertaken from
October 2007 to October 2008.

2.3.2 Process for conducting assessments

The MTDS team undertook assessments of the situation for a range of policies,
institutions and sectors. Reports were prepared setting out the findings and
recommendations for policies, strategies and actions for consideration and approval by
the PSC. Once the reports were approved by the PSC, the findings and
recommendations were incorporated into the MTDS.

In preparing the MTDS, the team built on the work and results of previous
consultations and symposiums as noted above. In addition sector and subject experts
consulted extensively with stakeholders in various sectors in the formulation of their
recommendations. Key findings and recommendations were communicated to the
public and leadership in various presentations and press releases.

Purpose and Coverage of the MTDS

2.4.1 Purpose

The purpose of the MTDS is to provide a credible, clearly focused, practical and
action-oriented strategy that the community as a whole will identify with. The MTDS is
not a detailed operational plan but rather a strategic plan that sets priorities and the
details of key actions, responsibilities and timing over a 5 year period.

2.4.2 Coverage

The MTDS covers key policies, institutions and actions that should be the focus of the
government to work towards the goal of sustainable national development over the
next 5 years.
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3. National D evelopment Situation and Issues

3.1

73.

74.

75.

76.

77.

78.

Economic Performance

3.1.1 Economic growth

Since Palau achieved independence in 1995, its trend economic growth rate has been
2 percent per annum, slightly in excess of average annual population growth rate of
1.4 percent. Growth rates accelerated in the 2004-2006 period, averaging over 5
percent per annum, while the population growth rate slowed to less than 1 percent
cent per annum.

This implies quite a strong performance in terms of the growth of gross domestic
product (GDP) per capita and contrasts with the general community views of
deteriorating standards of living. But consistent with this latter perspective, according
to household income and expenditure data real average household incomes increased
by only about 4 per cent in period from 1997 to 2006. In addition, there is some
uncertainty about the reliability of GDP estimates and the 1997 household income and
expenditure data so it is difficult to draw firm conclusions about average incomes.

Overall economic growth slowed considerably in 2007 and weaker growth is expected

Fut ur e

for 2008 as wel. Neverthel ess, Pal auds growth perf or me

better than in Micronesia and the Pacific as a whole.

The recent growth performance has been supported by tourism and aid-funded
infrastructure projects. Over the course of a year visits by tourists exceeded the total
population of the country by a factor of four or more in the 2004-2007 period and travel
receipts as a proportion of GDP were over 60 percent in 2006. Palau also receives
more per capita aid than any other independent Pacific state, has no visible poverty
and has the advantage of being situated relatively close to Asia. A positive feature that
distinguishes Palau from other Pacific Island countries in terms of development
potential is that there is considerable individual ownership of land and Palau is also a
top performer in terms of the time and cost for registering property.

Reflecting these various characteristics, Palau compares well with other Pacific Island
countries in terms of income per capita. In 2004, per capita GDP was a regionally high
$6,4800 compared with $2,438 in the Fiji Islands and $2,096 in the Federated States
of Micronesia. By 2007, GDP per capita was approaching $8,000 (ADB 2007, p.10).

However, economic growth and average income figures also need to be considered in
the context of the income distribution and the extent to which gains are equitably
shared. Data are not available to calculate the impacts on the income distribution of
growth over the last 10 years but the 2006 household income and expenditure data
suggest a relatively high degree of expenditure inequality in Palau relative to other
countries (Table 1).
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Table 1: Expenditure Distribution for Palau and Developing Asian Economies

Pal auds

Country Year Top 20 Percent/ Bottom
20 Percent Average
Expenditure

China 2004 114

India 2004 5.5

Indonesia 2002 5.1

Malaysia 2004 7.7

Palau 2006 6.4

Philippines 2003 9.1

Thailand 2002 7.7

Vietnam 2004 6.2

Source: Calculations based on Republic of Palau 2006, Tables 21 and 22 and ADB 2007, p. 29.

Another perspective on income inequality is related to the extent to which government
subsidies have disproportionate benefits for higher income families. Electricity and
water services are highly subsidized in Palau. However, higher income groups spend
proportionately considerably more on electricity and water services than lower income
groups. This means that the wealthy benefit disproportionately because they spend
more on these services and hence receive a much higher proportion of the total
subsidy than lower income groups. As shown in Figure 1 the top 20 percent of income
earners spend 47 percent of total household expenditure on electricity and 53 percent
of the total household water expenditure.

Figure 1: Palau Expenditure on Electricity and Water by Income Quintile, 2006
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80.

81.

82.

83.

84.

85.

The high degree of income inequality in Palau is consistent with community concerns
about progress with economic development. In addition, there are widespread
concerns regarding the countr ydesm fldureoas @
prepares for the 15 year review of the Compact. In particular, it faces the issue of
whether, to what extent and under what terms and conditions, the United States of
America (US) may continue to provide substantial grants for development purposes.

The main demand factors that underpin economic growth in Palau are tourism, aid-
funded construction projects and to a lesser extent fisheries. It is suggested that these
are the main demand factors that will contribute to growth over the medium-term but
there is much uncertainty about the continuation of US aid at its present scale and in
its present form and also for the future of the fishing industry. Tourism has
considerable growth potential but will need to be supported by and managed with
appropriate government policies to ensure environmental values are preserved and
development is sustainable and of maximum benefit to Palau. Agriculture and fisheries
also have potential that is not been tapped and could provide income and employment
opportunities if policies outlined in the MTDS were adopted and effectively
implemented.

In the present environment, growth prospects are very uncertain but the MTDS has
been designed to focus on the best prospects irrespective of the extent to which US
aid is available.

3.1.2 Macroeconomic policies

Macroeconomic policies are dominated in Palau by fiscal policy because Palau adopts
the US dollar as its currency and because the government plays such a large role in
the economy both in providing basic public services and its involvement in public
utilities.

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, so that a fundamental potential source of monetary
instability is removed, and there is a saving in terms of the institutional costs of
establishing and maintaining a central bank. For small countries, these advantages are
considered to be likely to more than offset the benefits from any profits accruing to the
government form printing money. 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. Thus 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.

In terms of fiscal policy, the large aid flows to Palau have underwritten the fiscal
position of governmentand cr eat ed an ient ivdlnerabiitg in the
event of a reduction in aid, as is in prospect in the context of the 15-year review of the
Compact in 2009. The fiscal situation is explored in more detail in the following
section.
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86.

87.

88.

89.

90.

3.1.3 Fiscal situation
The key fiscal features in Palau are as follows:

i) large financial support from the US;
ii) declining assistance from the US but increasing assistance from other countries;

iif) the prospect of significantly lower financial support from the US from fiscal year (FY)
2009/2010;

iv) relatively low domestic revenue;
v) an underdeveloped and inefficient tax system;

vi) relatively low general government debt but significant debt in some public
enterprises;

vii) relatively low expenditure on maintenance;

viii) significant underfunding of liabilities in the Civil Service Pension Plan (CSPP) and
the Social Security Fund (SSF);

ix) a Trust Fund with a balance well below what was expected under the assumptions
that were adopted when it was established; and

X) a budget planning, resource allocation and monitoring framework that is in a
formative stage of development.

The separate background paper on the Medium-Term Fiscal Strategy (MTFS)
summarizes government revenues and expenditures since the mid-1990s and
discusses the above features in detail. It highlights the heavy reliance on US grants,
increasing assistance from other countries mainly for capital expenditure and relatively
low and declining domestic revenue.

Despite the heavy reliance on aid, Palau has nevertheless made some progress
towards fiscal sustainability. The overall fiscal deficit including grants averaged over 20
percent of GDP from fiscal year 2000 to 2002 but declined to around 1.3 percent of
GDP in 2006 before rising to 3 percent of GDP in 2007.

A longer term sign of improvement is that domestic revenues now cover a higher
proportion of current government expenditure than in the mid-1990s. This has largely
come about as current government expenditure as a proportion of GDP has declined.
Local revenue as a proportion of GDP increased somewhat after 1999/2000 but has
recently declined again, reflecting weaknesses in the tax system.

The decline in current government expenditure since 2001 has mostly arisen as a
result of a decline in purchases of goods and services. There has been a smaller
reduction in expenditure on wages and salaries as a proportion of GDP, but the
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91.

92.

93.

94.

95.

96.

reduction is still significant. However, the government wages and salaries bill as a
proportion of GDP at around 20 percent is still considered to be relatively high; for
example around twice the level observed in five major Pacific Islands in the South
Pacific (Fiji, Samoa, Solomon Islands, Tonga and Vanuatu as shown in the
International Monetary Fund, IMF, 2006a, p.18).

Transfers comprise subsidies to public enterprises, block grants to fund State
expenditures and other transfers. Transfers as a proportion of GDP have declined
noticeably since fiscal year 2000 but State block grants, as a component of total
transfers, have risen. Public enterprise subsidies are currently around 1 percent of
GDP.

Importantly, in terms of sustainability it should be recognized that just over half of total
(current and capital) government expenditure is financed by aid, while domestic
revenues finance only around 60 percent of current government expenditure. This
should be a key concern given the uncertainty of aid funding in the medium- and
longer term.

A MTFS has been formulated as a key component of the MTDS. The central focus of
the MTES is increasing the extent to which Palau is able to finance its current
expenditures from current revenues. The MTFS is outlined in detail in a separate
report prepared for the MTDS (Medium Term Fiscal Strategy for Sustainable
Economic Development) and summarized in a separate chapter of this report on the
MTDS.

Palau has relatively low government debt with gross external public debt being less
than 10 percent of GDP. This comprises an outstanding balance of around $15m for
the relocation of the capital and $1.5m for the Palau International Airport (PIA)
upgrade. However, this relatively low public debt is misleading. There are additional
debts at the major public enterprises that are not included in these figures. In
particular, a debt of $39m incurred by the Palau National Communications Corporation
(PNCCQC) in the late 1990s and $7m by the Palau Public Utility Corporation in 2006.
These two loans constitute around an additional 28 percent of GDP and both these
public enterprises are facing financial difficulties. Ultimately the debts of major public
enterprises providing essential services are the responsibility of government for
government would not allow them to fail to continue to operate. In addition even in the
absence of these debts the fact that Palau finances all of its capital expenditure and 40
percent of its current expenditure with external assistance implies that the standard
debt sustainability indicators are not relevant for Palau. The MTFS specifies that
additional public debt will only be incurred if it can clearly be directly financed from the
project it supports.

A longstanding sustainability issue is that there has been inadequate attention to
maintenance of infrastructure and other publicly owned assets in Palau. This
underfunding of maintenance has been identified as a priority issue for the MTDS.

Taking a comprehensive view of fiscal sustainability, the commitments and financial
position of the CSPP and the SSF are also of concern. An actuarial report in October
2005 showed an unfunded liability of $41m for the CSPP. There have been numerous
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97.

98.

99.

100.

attempts to address the Pension Plan liability, including proposals for increased
government contributions, increasing the retirement age and moving from a defined
benefit to a defined contribution plan but none of these attempts has been successful.
The financial position of the SSF is understood to be not as serious as the Pension
Plan. However, the position of the SSF is improved by the fact that foreign workers
make contributions but do not receive the full benefit of their contributions. Addressing
that problem in an equitable manner would require additional funding.

As part of the aid agreement under the Compact, a Trust Fund was established with
an endowment of $70m provided between 1994 and 1996. The purpose of the Trust
Fund was to provide a steady stream of income that would replace grants after 2009. It
was assumed that the Trust Fund would earn an average annual nominal rate of return
of 12.5 percent. In 2006-2007 the value of the Trust Fund had increased to $174m,
however, returns have been far less than 12.5 percent and the current balance is well
below what had been expected based on the original assumptions. As explained
below, the real per capita value of the trust fund will be rapidly depleted unless there is
a major fiscal adjustment.

Considerable progress has been made in recent years in building the capacity for
more effective budgeting, planning and performance monitoring. However, further
work needs to be done in terms of linking funding to priorities and the setting of
priorities in the context of financial constraints and in the monitoring of performance.
With a tight budget constraint, effective performance monitoring will be especially
important to ensure the efficient determination of priorities and the allocation of budget
resources. The key elements of a medium term expenditure planning and monitoring
framework are s et out in the separate paper
Sustainable Economic Developmentod and
report.

The prospect of significantly lower financial support under the Compact after 2010
heightens the need for an effective MTFS. However, irrespective of US assistance it is
important for Palau to formulate and implement a MTFS that recognizes the need to
achieve greater self reliance while also contributing effectively to other development
goals. It is also expected that good progress on a MTFS along these lines would be
likely to enhance the prospect of attracting further external assistance from various
sources for certain, well specified purposes that are also consistent with the goal of
greater self reliance.

As noted Palau is heavily reliant on grants and programs funded by the US and other
countries to finance its budget. An extreme scenario has been studied in the separate
paper on the MTFS to help formulate a robust MTFS. The extreme scenario assumes
there are no US grant funds and no access to US federal programs but other donors
continue to provide aid based on recent trends and the real per capita value of the
trust fund (see below) is be preserved at current levels. Under this extreme scenario
the fiscal deficit would rise to 20 percent of GDP in the absence of an adjustment to
government expenditure or domestic revenue. This is equivalent to about $34m in
2006/2007 terms. This is clearly not a sustainable fiscal position as sustainability
would require a deficit that could be financed without reducing the aggregate wealth of
the country. Thus under the extreme scenario it would be necessary both to reduce
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101.

102.

103.

government expenditure and increase government revenue very significantly in order
to achieve fiscal sustainability and maintain the real per capita value of the trust fund.
Without a significant fiscal adjustment (of around 20 percent of GDP) or renewal of US
aid, the deficit would have to be financed by rapid depletion of the trust fund.

Given the scale of the adjustment it is suggested that the 20 percent fiscal adjustment
be set as a long-term target, with the medium-term, 5 year target being an adjustment
of 10 percent of GDP achieved by a combination of expenditure reductions and tax
revenue reform. The fiscal adjustment is discussed in more detail in the separate
chapter in this report on the MTFS.

It is important to recognize that this estimate of the required fiscal adjustment does not
take account of the need to increase expenditure on maintenance and to address
concerns about fiscal holes for the CSPP and the SSF and the potential need to fund
retrenchment packages if public sector employment is scaled back significantly. The
CSPP is an especially important issue for the medium-term given the size of the
actuarial deficit that has been estimated. The maintenance requirement is an urgent,
priority medium-t er m i ssue as is the need to ma
government. Given the scale of the adjustment apart from these issues, it is suggested
that they be addressed separately as part of a coherent strategy and relying on the
assistance of donors where possible.

An alternative way to determine the size of the desirable fiscal adjustment over the
medium-term, even assuming there is a substantial increase in aid is to determine
what would be required to ensure that domestic revenues could fully finance domestic
expenditure and assuming a reasonable revenue target. But as shown in the separate
paper on the MTFS, it turns out that the adjustment is also around 20 percent of GDP
assuming that maintenance, fiscal holes and retrenchment packages can be dealt with
by separate funding mechanisms and the real per capita value of the trust fund is to be
preserved. If separate funding is not available, then the priority in the medium-term
would be to raise additional revenue to finance much needed maintenance
expenditure.

3.1.4 External aid

104.

105.

The main source of aid since independence in 1994 has been through the Compact of
Free Association with the United States. The Compact covers a span of 50 years and
a major review was scheduled for the 15 year mark in 2009. Under the Compact the
US undertook to provide: some $600 million in grants over a 15 year period from 1994;
$70m for the Trust fund; a commi t ment t o construct
Babeldaob; eligibility for additional assistance from various US agencies; and defense
protection. In return Palau agreed to provide the US with the rights to maintain military
facilities and have free access to Palauan water for military vessels. Both countries
agreed to give the citizens of each other the right of residency and work.

Aid received under the Compact turned out to be substantially more than projected in
the NMDP finalized in 1996. In addition, aid from other countries has turned out to be
more than expected. This has delayed the significant fiscal pressures that the NMDP
had suggested would be the case by now. However, fiscal pressures are now
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106.

107.

108.

109.

developing and Palau faces the prospect of a major fiscal adjustment if the US does
not continue to provide significant financial support following the review in 2009.

At the time of preparation of this MTDS there is much uncertainty about the extent,
form and conditions of US aid following the 2009 review. From an economic
perspective, it is well recognized that too much aid can be a curse for a country in the
same sense that substantial mineral and oil resources are curses for other developing
and developed countries. This is because substantial resources in the form of aid or
natural resources can undermine incentives to work, save and invest in productive
activity and can instead lead to a structure of government and a society focused on
distributional activities rather than productive activities.

As explained in the chapter on Binding Constraints to Sustainable National
Development, the two fundamental development constraints that are most relevant to
Palau relate to: (i) attitudes about the role of government that could be described as an
6entertl emme mtr aldistuyp& i dy amdleip eonflitte of mterést that mean
that policies and activities are often pursued contrary to the national interest.

The entitlement mentality is related to the scale and nature of aid over a long time
frame, while conflicts of interest are related to the small market and governance
weaknesses. These weaknesses are clearly identified in the MTDS and strategies for
addressing them have been formulated based largely on commitments to improved
transparency in decision making and policy implementation, more effective
consultation and communication, and systematic and meaningful performance
monitoring. However, the nature and depth of the problems associated with the
binding constraints suggest that there is a role for donors to play as a coordinated
group in establishing high level performance conditions when aid is disbursed.

Irrespective of the extent, nature, and terms and conditions of future aid, it is
emphasized that the MTDS has been designed to address the binding constraints with
improved policies and strategies, including, in particular, a greater commitment to
transparency of decisions and policy implementation and performance monitoring of all
public sector activity.

3.1.5 Private sector development

The importance of private sector development and the role of an enabling environment

110.

111.

The public sector has dominated the economy since independence, providing direct
employment to a large share of the workforce and coordinating significant aid-funded
construction contracts. However, despite numerous impediments, the private sector
has made an important contribution to economic growth in recent years in particular in
the construction and tourism sectors.

As aid is scaled back, the role of the private sector will become increasingly important
for economic development in Palau. However, even if aid continues at present levels
private sector development offers the best prospect of improving standards of living on
a widespread and sustainable basis, provided an appropriate enabling economic
environment and role for government are established.
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112. Economic growth is driven fundamentally by mobilizing the labor, land and capital
resources potentially available to an economy and by improvements in the productivity
of those resources. Economic theory and experience confirm that the private sector is
best placed to identify and pursue economic activities that are profitable and of
maximum benefit to the nation, provided the government has established an
appropriate enabling economic environment supported by well founded Ilaws,
regulations and core public services. As expl ained in the separat
Policies and Il nstitutions for Sustainabl e N
MTDS, there are numerous improvements that could be made to policies and
institutions to better ensure successful private sector and national economic
development. The actions for improving policies and institutions relevant to the private
sector are also summarized in various chapters in this report.
113. Experience in the development process for numerous countries over a long time frame
has confirmed that sustainable private sector development is most likely to occur in
economic environments where:
i) the rule of law is well established and effective;
ii) there is macroeconomic stability;
i) there are well defined and enforced property rights and business regulations so that
uncertainty and the transactions costs of doing business are minimized,;
iv) the sector of the economy exposed to trade and reliant on foreign investment is
relatively free of regulation and protective elements; and
v) infrastructure and public utility services and associated governance arrangements
are effective.
114, Palau has performed reasonably well with respect to ensuring the rule of law from a

public security perspective and macroeconomic stability. However, macroeconomic
stability is being threatened by the prospect of significantly lower aid and ensuring
public security will need continued vigilance on the part of government authorities. The
economy is also very open to trade in goods but less so to trade in services and its
approach to foreign investment. In terms of property rights and business regulations
there is a mixed performance, with Palau performing relatively well in some aspects
compared with other developing countries and less so in others. Finally, there are
various weaknesses associated with infrastructure, public utility services and
governance arrangements that are detailed in a separate chapter and which constitute
a high priority for improvement in the MTDS.
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Business Climate Indicators

115. Understanding the business environment is important for establishing the need for
policy actions and priorities. A useful starting point for understanding the business
environment in Palauist he Wor |l d Bankds data base on bus
(World Bank 2008). The data base provides quantitative indicators on business
regulations and the protection of property rights that can be compared across 178
countries and over time.

116. Table 2 provides a summary of the Wor | d B\WB) Kabest business climate
indicators for Palau. In terms of the overall ease of doing business Palau ranks 82"
out of 178 countries and slightly worse than the average for 10 Pacific Island
countries. According to the WBés data base no reforms to i
environment were made for the year ended 1 June 2007. In terms of individual
indicators Palau performs relatively well in terms of the time to start a business, the
rigidity of employment regulations and particularly the time taken for registering
property (in the form of land and a building). However, Palau performs relatively poorly
in terms of the strength of legal rights (with respect to collateral and bankruptcy laws),
protecting investors (with respect to disclosure of information relating to transactions,
liability of directors and ease of investors to pursue legal suits), and enforcing
commercial contracts.

117. The specific circumstances with respect to land, labor, foreign investment, the finance
sector and commercial laws are summarized below in order to identify key
weaknesses that need to be addressed.
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Table 2: Selected Business Climate Indicators for Pacific Islands, 2007
Indicator Fiji Kiribati Marshall Micro- Palau Papua Samoa Solomon | Tonga Vanuatu Pacific Wor |l doés
Islands nesia New Islands Average
Guinea
Ease of doing | 36 73 89 112 82 84 61 79 47 62 73 1 Singapore
business ranking
(110 178)
Number of reforms | 1 0 0 1 0 0 0 0 1 -1 0.5 5 Egypt
improving
business
environment
Time to start a | 46 21 17 16 28 56 35 57 32 39 35 2 Australia
business (days)
Rigidity of | 14 17 0 7 4 10 10 17 7 24 11 0 Bangladesh
employment
regulations index
(0 to 100)
Registering 48 513 No data No data 14 72 147 297 108 188 173 2 New Zealand
property (days)
Strength of legal | 5 3 2 7 2 5 4 4 3 4 3.9 10 Hong Kong
rights index
(collateral and
bankruptcy law, 0
to 10)
Protecting 6.0 6.0 3.3 2.7 2.7 6.0 6.3 5.7 4.7 5.3 5.1 9.7 New Zealand
investors index
(disclosure,
director liability,
ease of
shareholder suits,
0to 10)
Enforcing 397 660 476 965 885 591 455 455 350 430 566 120 Singapore
contracts (days) -
2007

Source: World Bank 2008. Note: Data relates to 1 June 2007.
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Land

118.

119.

120.

121.

122.

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. However, land use needs to balance economic,
environmental and cultural interests and values and this requires adequate land use
planning and regulatory capacity, which is a weakness in Palau.

Fut ur e

As explained in more detail in the separate |

for Sustainabl e National Devel opment 0o
misperceptions about the status of property rights in Palau and the key constraints for
mobilizing land for development purposes.

What is not well understood is that the process for registration of land in Palau is
relatively well advanced as confirmed by the World Bank business indicators data. In

prepar e

addi ti on, unl i ke most Pacific I sland countri e

of Title in the names of individuals or groups of individuals, (with revocation only
occurring in exceptional cases). Furthermore, around half of all land claims have been
issued a Certificate of Title, 99 year leases are now allowed for government land and
there are a number of tourism projects in the pipeline and due for completion in the
next few years indicating access to land has been possible despite the uncertainties
and absence of freehold title.

However, there is still considerable uncertainty with respect to property rights and the
potential value from better utilization of land in Palau. 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 with respect to the usage rights for public land and although a 99
year lease is available for foreigners for government land, the lease term for private
land is limited to 50 years with the option of renewal (subject to agreement by the
owners) for 49 years. This may still be an important restriction for the financing of
tourism resorts with significant financing requirements, although incentives to provide
greater certainty about lease renewals could be improved by land owners negotiating
a reasonably sized equity share in large projects.

In summary, it is suggested that the main issues that currently restrict the effective
mobilization of land for economic development purposes in Palau relate to:

i) weaknesses in land use planning capacity and the impacts on the environment; and

i) 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.
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Labor
123. Pal audéds growth since the early 1990s has

the foreign labor force (Figure 2). Since 1991 employment of Palauans has grown at
an annual average rate of 2.4 percent while foreign employment has grown at an
annual average rate of 10 percent. In 2005, foreign workers comprised 54 percent of
total formal sector employment, around 94 percent of foreign workers were employed
in the private sector and around 60 percent of Palauan workers were employed in the
public sector.

Figure 2: Palau Employment: Citizen and Non-Citizen, 1991 to 2005
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Source: Social Security Returns

124.

125.

Foreign labor has 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 use of foreign labor clearly contribute
to the negative connotations. But at the same time these practices benefit many
Palauans, including influential ones, so that it is difficult to effectively address them so
that more transparent and more effective arrangements that benefit of the community
as a whole can be introduced.

The challenge is to develop a policy that recognizes the contribution that foreign
investment and foreign workers can make to Palau but which entails improved
institutional and management arrangements for foreign involvement. For the labor
market the key policies relate to minimum wages, the foreign worker fee and
vocational training for Palauans.
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126.

127.

128.

129.

130.

131.

Labor market regulations in Palau together with economic factors favor the hiring of
foreign workers in low skilled jobs. However, it should be recognized that this work
category does seem to be the main area of labor demand growth and Palauans have
indicated their unwillingness to do many manual tasks. The main features of labor

Fut ur e

mar ket regulations in Palau are discussed in

and I nstitutions for Sustainabl e National

The Division of Labor Rules and Regulations Statement of Policy (Part IlI) 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. There are numerous regulations covering the terms and conditions of
employment for foreign workers that specify various minimum living and employment
conditions.

The main specific labour market regulations are as follows. In 2008 the legislated
minimum wage for Palauans was $2.50 per hour, for both the public and private
sectors but with exemptions for non-profit organizations and businesses whose annual
gross revenue is less than $100,000. 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.

There is also 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. 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. In addition, permission to do business
is conditional on foreign employers ensuring that at least 20 percent of their workforce
is Palauan or they have a minimum investment of $500,000. These arrangements are
considered to encourage the use of cheap foreign labor in many low skilled tasks and
combined with the restrictions on foreign investment contribute to the number of the
Abusiness frontso that exist in Palau.

An issue that was canvassed frequently in the preparation of the MTDS was to what
extent there should be uniform terms and conditions for foreign and Palauan workers.
There were many views on this issue and apparently very limited scope for consensus.
In addition, the impact on the labor market and the economy from insisting on uniform
minimum wages is uncertain so that a clear overall economic benefit could not be
established.

In this respect, 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.
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132.

133.

134.

135.

136.

137.

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. 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. Thus it is suggested, that the final outcome from uniform wages is uncertain
in terms of overall impact.

There would also 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.

In addition, complete uniformity of employment conditions would entail removing the
tax incentive to employ Palauans and would conflict with the legislated policy objective
to give preference to Palauan workers over foreign workers. Although there may be
merits in modifying this policy objective it is considered that it would be very difficult to
get a community and political consensus and the overall economic effects are in any
case uncertain.  For these reasons, no changes have been recommended with
respect to legislated minimum wages and working conditions for foreign workers in the
MTDS.

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.

Concerns have also been expressed in various public symposiums and other fora
about the emigration of skilled Palauans and the lack of interest in taking up vocational
training. In responding to these concerns, 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 to repay
education grants) 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 MTDS to support economically sustainable development.

However, a specific aspect that merits more attention, 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
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138.

139.

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 is a uniform minimum wage and
foreigner worker fees are also increased to a uniform level, and the growth of foreign
workers is restricted, the economics should 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.

Another issue that was raised was whether Palau should introduce occupational health
and safety and workers compensation legislation. This will be investigated as part of
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.

Another issue that was raised was the possible need for 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.

Foreign Investment

140.

141.

As is the case for foreign labor, foreign investment has been important in contributing
to the economic growth of Palau despite the various restrictions on foreign investment
that exist and concerns by Palauans about foreign domination of the economy.

In the 2005 to 2006 period foreign direct investment averaged 13 percent of GDP
which was slightly more than total capital expenditure for the government indicating
that sizeable foreign investment is occurring. There are various views about the extent
to which the foreign investment legislative regime in Palau should be liberalized. There
is considerable advocacy of a greatly liberalized regime but there is also advocacy of a
regime that provides reasonable protection of local business interests and prevents
foreign domination of the economy. However, generally there is recognition that
foreign investment is needed for the development of Palau, particularly in the tourism
sector, and investment is occurring in this sector. But despite this, there is also a
history of lengthy negotiations, litigation and failure of significant projects to pass the
regulatory requirements or obtain access to land in a reasonable commercial time
frame.
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142, 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. | n ti me this means the transfer of ge
technical and marketing skills; and

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.

143. The current foreign investment regime in Palau is very restrictive and the legislative
and institutional focus is anti-competitive, in conflict with recommendations in the
NMDP. The Foreign Investment Board (FIB) has discretionary power that allows it to
prevent foreign investment if it considers the investment does not meet any of a long
list of criteria, one of which is protective and anti-competitive and many of which it is
not qualified to make assessments on.

144, The Foreign Investment Act also 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. In practice the requirements for certain activities to be
reserved for Pal auans are circumvented by th
Palauans are formally nominated as the owners but in fact it is foreigners who are
running the business. There is considerable communi ty criticism of t
practice but there are many Palauans who have an interest in the system being
mai ntained as it is an easy way for them to c

145. Although the FIB is dedicated to its mission of enforcing the foreign investment regime,
the main problem is that regime itself is a major hindrance to long term, quality foreign
investment. If the regime is maintained the main issue is providing the FIB with the
authority and capacity to properly implement the regime. One important change would
be to make the operation of a business front a civil rather than criminal offense which
would make it much easier for the FIB to enforce the objectives of the legislation. A
well defined reserve list, with improved enforcement powers for the FIB, would then be
less vulnerable to being circumvented by the establishment of business fronts.
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146.

147.

148.

However, there would still be three major weaknesses, namely: (i) the existing
legislation encourages a focus on protecting existing businesses and hence is anti-
competitive; (ii) the FIB capacity for assessing economic and commercial impacts of
investment proposals is always likely to be inadequate; and (iii) the FIB would have the
discretionary power to prevent foreign investment if it considered the specified criteria
were not satisfied, and this provides scope for conflict of interest issues and abuse of
the system to occur.

To sum up, 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. AiBusi ness fr
all areas nominally reserved for Palauans and quality long term investment is not
occurring.

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 relatively high priority as an economic policy.

Domestic Finance

149.

150.

151.

152.

Palau has adopted the US dollar as its currency which greatly simplifies its monetary
arrangements and is most suitable for a small country with strong links to the US. It
also means that fiscal policy is the main tool for macroeconomic managements.

The financial sector is dominated by the branches of four foreign banks. There are
also three small local banks. With this banking structure, there is no pressing need for
a lender of last resort function if there was a systemic or major failure in the banking
sector. Around half of banking system deposits is invested in international financial
markets, with formal lending focused on salary-secured small consumer loans. There
is a wide spread between deposit and lending rates of 8i 15 percent. The government-
owned National Development Bank of Palau (NDBP) is the major provider of
mortgages because as a local institution it has foreclosure powers in relation to land.

Banking regulation has been strengthened in recent years and most recently with the
passage of RPPL No.7-41 in early 2008 to amend the Financial Institutions Act 2001.
The amendments enable the Financial Institutions Commission (FIC) to: (i) issue
regulations for the finance sector without veto by the legislature; provide legal
immunity to officers of the FIC; (ii) require annual audits of all banks; and (iii) levy a fee
on Banks to help finance the FIC. The FIC will also take over the responsibilities of the
Financial Institutions Unit which has responsibilities for addressing money laundering
issues. The main need now in terms of regulation and supervision is to strengthen the
capacity of the FIC.

ont so

I n the 1990s, Pal auds b a&mbarrassments and Pakwumwasva s a n

threatened with being cut off from the international financial system. A major effort was
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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 FIC was created and charged with banking supervision, and a government
Financial Institutions Unit was created to deal with issues such as money laundering.

153. Despite all the effort, regulatory weaknesses in relation to prudential supervision
authority were reflected in the failure of the Palau Savings Bank which was put into
receivership in November 2006. At the time of failure the bank had $23m in deposits,
representing 20 percent of the system total. The 2008 legislative amendments
represent an important breakthrough as they had stalled in Congress since 2003 and
they provide the FIC with powers that may have enabled it to prevent the failure of the
Palau Savings Bank.

154, The government-owned NDBP was created in 1986 and 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 $3m capital infusion from the government. Most of the non-performing loans were
eventually recovered, and NDBP now follows standard prudential practices, including
provisioning against possible loan losses.

155. The NDBP6s charter as specified in |legisdation
institution responsible for initiating and promoting economic development, with priority
for projects which involve the development of new enterprises and import substitutes.
However, 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 US 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.

156. 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 NDBP 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 uncertain.

157. 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
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158.

159.

160.

credit which can be drawn down with a notice to a loan term of 30 years for housing.
Interest rates in 2008 were 6 percent for agriculture, 8 percent for fisheries, small
business and first time home owners and 10 percent for everything else. The main
concerns about the bank are its lack of emphasis on business loans. However, its
main commercial investment in financing the Palau Micronesian Air (PMA) business
was not successful. Development banks have not had a good record with commercial
projects in most jurisdictions as the fundamental problem is identifying viable projects
together with suitable collateral. However, one alternative that is proposed in the
MTDS is for the government to give the development Bank the mandate to invest in
infrastructure, particularly infrastructure that is needed for large, new commercial
projects and with instruments to be able to levy usage charges to recover the cost of
the finance.

There is also the Palau Housing Authority (PHA) which provides low interest loans to
low income residents. It is financed by a revolving fund that was originally established
with US grant funds but there has been no additional grant funding since 1998. The
PHA provides loans totalling 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.

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. The main issue for these
funds is ensuring their long term viability. In particular the CSPP benefits will need to
be substantially reformed if it the Fund is to be viable in the long term while benefits
will not be able to be increased for the SSF.

Also relevant to the finance sector is the Small Business Development Center (SBDC)
which is partly funded by the Government and partly by the US Small Business
Administration. It is run by one 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.

Commercial Laws

161.

162.

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 concluded 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.

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.

22

Fut ur e



The Medium Term Development Strategy Actions for Palaubs

163.

164.

165.

166.

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 US. 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 1953 Uniform Commercial Code (UCC), 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 vyear s, Pal aubés commerci al |l egal

outdated precedents. 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.

The lack of a modern legal framework for dealing with bankruptcy has also been
identified as a weakness in Palau. An effective legal framework for dealing with
bankruptcy is important from both an economic and social perspective. This is
because it is better to release economic resources that would otherwise be tied up in
bankruptcy and debt default procedures provided those involved are appropriately
restricted in terms of ability to borrow in the future. It is important to recognize the
distinction between bankruptcy and secured lending. Secured lending facilitates debt
collection and provides stronger incentives for lending. Bankruptcy discharges debtors
from at least part of their liabilities but constrains their ability to borrow in the future.

In Palau there is no means by which any debts can be discharged, so that some
people have no hope of getting out of debt and this is considered to greatly restrict
their ability to attain a reasonable standard of living. A bankruptcy system that
discharges debtors from at least part of their liabilities, but which constrains their ability
to borrow in the future could help resolve this but any legislation must protect the rights
of creditors.

The commercial legal system also lacks a law of sales governing obligations and rights
when goods and services are sold, 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.

3.1.6 Tourism Situation and Issues

Key Problems and Priorities

167.

Tourism offers the greatest potential to support sustainable economic growth and to
offer opportunities for widespread involvement of Palauans. However, in order to
achieve sustainability there will be a need to give due recognition to the vulnerability of

Pal auds wunique natur al liceissue tmabPalauans thave beeh h e

debating is how to achieve high yield growth rather than an approach based on mass
tourism and low per visitor expenditures on the local economy.
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168. In general there is little direct involvement by government in facilitating tourism other
than through the provision of infrastructure - sewerage, water, power, communications
- many aspects of which need attention and the funding of the Palau Visitors Authority
(PVA). The industry is largely private sector driven. Typical government functions in a
successful tourism destination, such as the provision of attractive tourist precincts in
urban areas or adjacent to the coast, are absent. The industry recognizes a major
challenge to engage with government to ensure the aesthetic quality and standards
consistent with its high-end aspirations.

169. Workforce participation rates by Palauans in hotels range from 80% (Palau Pacific
Resort) to none. The FIB permits stipulate 20% Palauan staff as a minimum or a
minimum investment of $500,000. The industry would like to see Palauan participation
raised to at least 50%, but acknowledges issues of attitude towards the industry and
skill levels to be addressed. Tourism has potential to employ Palauan youth and
expatriate Palauans returning home. However, to realize this will require a long-term,
dedicated capacity building program.

170. In summary the main concerns of the tourism industry are:

i) the need for careful environmental management of the natural resource base of
tourism caused by careless operators and congestion;

i) a general industry trend down-market caused by a rise in cheap group packages;
ii) air access constrained by the predominance of charter flights;

iv) arise in social and cultural impacts including prostitution;

v) lack of infrastructure for cruise ships and visiting private vessels; and

vi) difficulties in attracting and retaining Palauans in the industry.

171. In addition to the immediate concerns, there are also some long-standing issues in the
industry. The tourism sector suffers along with others from the absence of strong
Palauan entrepreneurial capacityand t he wuniquely Palau probl er
International players are generally the first to realize tourism development
opportunities. Government institutions do not always understand or respond to private
sector needs. Industry leaders agree that the latter problem was worse in the past.
Closer cooperation is contributing to better understanding.

172. A positive aspect of these concerns is that they have brought the industry together.
The three driving organizations of the industry are the Palau Tourism Authority (PVA),
from the government side; the Belau Tourism Association (BTA), representing the
industry; and the Palau Chamber of Commerce (PCOC), representing the wider
private sector. These three organizations have formed the Tri-Org with an agenda to
address the industry concerns. Representing all sectors of the industry, the Tri-Org
has significant potential as an agent for change.
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Contribution to the Economy

173.

174,

Tourism is the major private sector-led component of the economy. Visitor receipts
are estimated to have been equivalent to 45 percent of GDP in 2005. In terms of the
number of tourist arrivals relative to the population, Palau now ranks second only to
the Bahamas among small island economies. In 2007, Palau received four times as
many visitors as it has population. Assuming the current tourism profile, visitor
numbers could increase to 100,000 by 2013.

Total visitor numbers have increased from a little over 20,000 in 1991 to well over
80,000 in recent years (Figure 3). There was a slump in visitor arrivals in the 1998-
2003 period following such external shocks as the Asian financial crisis (1997/1998),
the 9/11 terrorist attacks (2001) and the Severe Acute Respiratory Syndrome outbreak
(2003). Visitor numbers recovered to peak at 89,000 in 2004, partly owing to the
hosting of the ninth Pacific Festival of Arts in July of that year. Visitor numbers were
around 88,000 for 2007. Tourist visitors are typically around 95 percent of total
visitors.

Figure 3: Palau Total Visitors, 1991 to 2007
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Palau Total Visitors, 1991 to 2007

Source: Palau Visitors Authority
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Tourism Attractions and Environmental Impacts

175.

176.

177.

178.

P a | sataudism resource base includes 1,706 sq km of reefs, lagoons, passes and
mangroves and atleast7 0 mari ne | akes. Pal auds mar
diversity of reef fish species within Micronesia. Terrestrial habitats are highly culturally
significant but largely unexplored by tourism. States have a prominent role in the
management of natural resources. Koror State is responsible for much of the marine
resource base of tourism, managed under the Koror State Rock Islands Management
Plan. The Ministry of Resources and Development (MRD) has had oversight over
resource management at national level. In the future this will be the responsibility of
the new Ministry of Natural Resources, Environment and Tourism (MNRET).

Palau has 28 conservation areas established under state and/or national legislation,
covering 48% of near-shore, 19% of land and 20% of forests. The Palau Conservation
Society (PCS) and The Nature Conservancy (TNC) play significant roles in
conservation efforts. Both work with communities. The Environmental Quality and
Protection Board (EQPB) is responsible for enforcing environmental regulations. While
to dat e, concern about tourismdébs envir
relatively minor damage to reefs at popular dive sites, the recent virtual destruction of
a prominent rock island on Makalal has created a backlash of resentment against
inappropriate development.

Pal auds maj or sware diing and snarkeling. Batdati is egularly ranked in
the top three dive destinations of the world. Other water-based activities are
developing, including sea kayaking and sport fishing. There are a limited number of
cultural attractions. Festivals and events are important to the industry, for example the
Micronesian Games International, a multi-sports event, and the Olichotel Belau Fair,
an annual cultural show. There are approximately 44 tour operators promoting Palau,
of which 13 are dive operators.

Foremost among the examples of potential tourism impacts on natural resources is
Ongei mo Il Jelly kish takeu 57% of all visitors to Palau visit Jelly Fish Lake, up to
300 in a day and up to 6,000 in a month. In 2007, the Koror State Government
increased permit fees from $10 to $35 and has studied the results. Early indications
are that there was a decrease in numbers. Careful management, the cooperation of
the whole industry, education and interpretation are required to help avoid impacts.

3.1.7 Aquaculture and Fisheries Situation and Issues

Key problems and Priorities

179.

Marine resources constitute an extremel
and economic development. The marine sector includes commercial, artisanal and
subsistence activities. These can be broadly divided into two major components;
offshore and inshore (including aquaculture) fisheries.
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180. The main problems in relation to the fisheries sector in Palau relate to:

i) completion and adoption of various policies and legislation that are well advanced;
ii) effective enforcement of legislation and regulations;
iii) development and implementation of a nation-wide quarantine plan;

iv) confirmation and implementation of offshore fisheries policy, with emphasis on
ensuring that the offshore sector optimizes its contribution to the economy of Palau;

v) the overstretched capacity of the Bureau of Marine Resources (BMR) and its role in
commercial activities;

vi) the need to privatize the giant clam program operated by the Palau Mariculture
Demonstration Center under the BMR; and

vii) ensuring the economic and environmental sustainability of inshore fisheries.

181. The policies, regulations and development plans associated with this sector over the
past decade are in general, well founded and provide a good basis for the sustainable
devel opment and management of the nationds ma
need for action to implement these policies.

182. The medium- to long-term development strategies for this sector as detailed in the
1996 NMDP remain relevant. In summary the specific objectives and strategies
include:

i) sustainable economic development of the industry;
i) increased participation of nationals in all sectors of the industry;
iif) providing an enabling environment for sustainable development; and

iv) managing and protecting the resources for all users.

General Policy, Legislative and Institutional Issues

183. Policies and legislation associated with fisheries and the marine resource sector of
Palau have undergone a progression of amendments and changes since their
inception during the former Trust Territory times. Each amendment articulated the
governmentd s st ance at the ti me, driven mainly by
focusing on economic development. This trend has continued over the past several
decades, but with considerations for resource management and environmental
protection being progressively incorporated into the policy framework.
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184.

The nation is strongly committed to developing and implementing a policy that
provides for the sustainable use of its marine resources. Key issues to be addressed
include:

i) the development of a single concise piece of legislation;
ii) greatly improved management and enforcement in the fisheries sector; and

iif) the development and implementation of a nation-wide quarantine strategy and
development plan.

Offshore Fisheries

185.

186.

187.

188.

Offshore fisheries is the largest component of the fisheries sector in terms of formal
sector economic contributions. The offshore fisheries sector contributed 5.7 percent of
total domestic revenues in 2007 from the fish export tax, and the foreign fishing vessel
license fee. There would be additional revenues generated from the fuel excise tax,
import duties for equipment and revenues generated from local expenditure (Morishita
2006).

However, there is a widely held view in Palau that the sector is not making a
contribution to government revenues and the economy as a whole, consistent with the
value of the resources it is accessing and exploiting. The contribution to GDP for the
fisheries sector as a whole was less than 2 per cent in 2007. This view is consistent
with frequent reports and examples of non-compliance of the industry with respect to
illegal fishing, record keeping and the payment of taxes. In addition, no Palauan-
owned company appears to be involved in tuna long line fishing activities nor is there
any significant Palauan involvement in the shore-based processing and support
services. Similarly, the BMR has been unable to maintain Palauans as fishery
observers on fishing vessels due to wage and working conditions that they find
unattractive.

Pal aubs offshore tuna based fishery is
number of bilateral fishing arrangements primarily utilizing long line fishing techniques
targeting species of tuna. This includes fishing agreements with three locally based
joint venture foreign companies. Palau, along with fifteen other Pacific Island counties,
is party to a multilateral treaty with the US to permit the operation of up to 50 tuna
purse seine vessels to fish within Palauan waters. Two of the long-line fishing
companies (Palau Marine Industries Corporation (PMIC) and Palau International
Traders Incorporated (PITI)) have large processing, chilling, freezing and ice making
facilities adjacent to their wharfs whilst the third company Kuniyoshi Fishing Company
(KFC) utilizes the main shipping port for its processing operations and uses freezer
containers to store product.

P al a u élusive Egonomic Zone (EEZ) is located on the periphery of the south
Pacific tuna fishing grounds and therefore production rates vary depending on the
movement of fish stocks. Nevertheless, regional program reports indicate Palau can
sustain a viable and profitable offshore fishing industry. Catch rates have fluctuated
over the past several decades reaching peaks in the late 1980s and declining in the
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189.

190.

early to mid-1990s. Recent catch rates and discussions with fishing representatives
have confirmed the industry has stabilized and this is expected to continue. Detailed
discussion of the industry can be found in McCoy (2004).

Large scale onshore fish processing operations and canneries are not considered to
be viable for Palau. Current constraints associated with the source of fish required by
these operations and the labor requirements, including the policies for foreign workers
would need to be addressed along with the environmental implications.

Current congestion at the main fishing port is a concern. However, ongoing non-
compliance issues and the lack of clear long term policy commitment suggest that the
development of a long line port should not be a priority.

Bureau of Marine Resources

191.

192.

193.

194.

The BMR has the task of implementing and managing a policy and regulatory
framework for the sustainable development of fisheries resources.

The roles and responsibilities of the BMR are ambitious, particularly in light of existing
budget allocations and staffing levels. These constraints have hindered the
development of this sector and are expected to remain problematic. Professional
development of staff skills, continued education and leadership skills are needed.

Fut ur e

The BMRO6s roles and responsibilities need to

management issues to ensure sustainable development. The sustainable

management of the nationbdés marine resources ¢
To better support the goal of sustainable development of Palaubs f i sh resour ce

BMR needs to further develop its function as a manager and facilitator, and reduce its
involvement in commercial production. This will include continuing its efforts to further
improve linkages and synergies with other government agencies, educational
institutions, nongovernment organizations (NGOs) and the private sector.

The streamlining of legal and institutional policies and processes, as presented in the
key recommended actions for the sector will also provide a more useful framework that

wi || facilitate s bligpgencies whilt encduraging @rivate sactors

partnerships (local and foreign) and investment.

Aquaculture

195.

196.

Aquaculture has been promoted by the Palauan government to be an important
national development sector, as well as an alternative livelihood and income
generating opportunity. This interest reflects the increasing domestic (local and tourist)
and international demand for seafood and the potential to reduce current fishing
pressure on the natural inshore fish stocks.

However, despite the financial and legislative support that has been provided to the
sector for the past two decades (e.g. especially for giant clams) the industry is still in
its infancy. And there are a number of misperceptions about the appropriate role of
government and what would be effective policy for the sector that are constraining its
development.

29

pu



The Medium Term Development Strategy Actions for Palaubs

197.

198.

199.

200.

The industry has been led by the public sector supported by a range of government
and donor funds. These programs have focused on the biological issues associated
with the culture of these commodities. There appears to be a perception that the
successful culture of an aquaculture organism by itself directly leads to a commercially
successful industry. However, this is clearly not the case because of the need to find
buyers and realize sufficient sustainable revenues, a function for which the public
sector is poorly suited. There is also a perception that the production of organisms
from aquaculture activities will play a leading role in assisting the nation to conserve
and manage its natural resources through reseeding programs. However, this
perception is also not well founded because individual growers will not have incentives
to stock a common resource that the general public can exploit.

The artificial culture of giant clams has been an on-going research and development
project for Palau for over two decades. The goals of this project were to develop the
techniques required to culture these animals, delineate potential markets (both
domestic and international) and their economic benefits, distribute this information
through extension services to the wider community and ul ti matel y
entire system to the private sector. The program has been successful in attaining
these goals except for the final and most important step, the full privatization of the
industry. There has been interest in the past to commercialize the production of giant
clams from the private sector (nationals and expatriates) however agreements
between the parties have yet to be reached. Privatization of giant clam production and
marketing is feasible but there needs to be greater clarity of government roles and
responsibilities and improvements in governance arrangements in order to implement
suggested actions.

The successful and sustainable development of the aquaculture industry as a whole
faces many challenges over the next decade. The industry requires scientifically sound
and applicable research that is taken up and developed by the private sector on an
economically viable basis. These development requirements need to be supported
and managed by the BMR in collaboration with all stakeholders. Past aquaculture
projects developed solely on the biological attributes of a species must be phased out
and replaced with an integrated approach with greater effort to realize the end goal of
commercial success of the project. The roles of the public and private sectors in
applying these principles need to be clarified and supported by appropriate legislation
and government functions.

Research and extension undertaken by the BMR have successfully developed a
number of aquaculture programs that have directly led to private sector development
and profitable economic returns. One such example is the culture of hard and soft
corals. The original research work was undertaken at the Palau Mariculture
Demonstration Center (PMDC) (formerly Micronesian Mariculture Demonstration
Center - MMDC) through grant assistance and government funds. Successful culture
techniques were developed, training manuals produced, trial marketing undertaken
and pilot programs in partnership with private sector companies developed through
training and extension. The BMR relinquished its role to the private sector once skills
were transferred and subsequently the culture (hard and soft) of these animals has
been fine-tuned by two private sector companies. The cultured products make up an
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201.

of programs need to continue to be identified and developed. Several other species
are considered to have similarly good commercial prospects in the short to medium
term (e.g. giant clams, mangrove crabs, milkfish, grouper, rabbit fish). However, in
the short term the successful privatization of coral culture needs to be repeated for the
BMR giant clam project.

Most of the issues affecting the aquaculture sector are being addressed in the working

Fut ur e

documenttitted:" The Nati onal Aquaculture Strategy anc

This plan is currently at a draft stage and the highest priority should be given for its
completion and integration into the proposed new fisheries legislation package.

Inshore Fisheries

202.

203.

204.

205.

The inshore marine resources of Palau provide food security and economic
opportunities for Palauans. This sector includes subsistence, artisanal and commercial
fishing activities as well as commercial activities associated with the tourism sector.
Inshore marine fish resources have been reported to be on a steady declining trend,
as a result of increased fishing pressure driven by domestic and international market
demands and advances in fishing technology. Considerable environmental
degradation has also occurred reflecting inshore sedimentation due to terrestrial
runoff, foreshore dredging and reclamation activities and over-exploitation of
resources. Non-compliance with inshore fisheries legislation is also widespread.

As a result of these impacts the national and state governments of Palau in
partnership with a number of NGOs, community groups and the private sector have
instigated a nation-wide program to ensure the sustainable management and
development of the inshore resources. These programs have incorporated a wide
range of activities including marine management and conservation areas and species-
specific management plans which have been supported by legislation and
enforcement. Recent advances in marine management and conservation programs
(e.g. many state and community managed marine areas and the Protected Area
Network (PAN)) have assisted in the sustainable management of these resources. The
continued development of these programs and improved community awareness and
compliance to regulations are required in order for successful environmental outcomes
to be realized.

The nat i oniddustryt ms beensdaveloped around the natural beauty of
Pal aubés marine and coast al environment
and the revenues earned are intrinsically linked to these resources. The importance of
a healthy functioning inshore marine ecosystem is vital for the economic development
of the nation and cannot be understated.

The most important action required to be addressed for inshore fisheries is to develop
and implement a policy that provides a sustainable framework that balances the needs
of all users. The policy needs to consider the sustainable development of all fishery
activities (subsistence artisanal and commercial) while also ensuring the sustainable
management and conservation of these resources. The main challenge for the inshore
fisheries sector is to maintain a sustainable compromise between all user groups that
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will provide for the conservation and management of all resources, while still providing
for livelihood development opportunities.

206. Palau has made considerable advances in developing policies and a legal institutional
framework to protect, manage and use its inshore natural resources. These policies
need to be further developed through stakeholder participation to reflect the
conservation, management and economic use of these resources to achieve the
nationds aspirati on icfeoimclude;ithe Micrenesian Challengetdie s e p o
set aside 30 percent of the total inshore reef areas of each country to be allocated to
conservation and the PAN Act.

207. The directives for these policy developments have been based on an ecosystem
approach that has incorporated regional and international codes of conduct for
responsible fisheries and resource management. These policies should be integrated
directly i nto t he pr olpeorsieads fApgolmpayd eh irv et hi
incorporated into legislation. The implementation of these policies is a key component
to the successful management of the inshore fisheries and resources.

208. If subsistence fishing was undertaken in compliance with the national laws it would be
unlikely to threaten the long term sustainability of the marine resources. However
artisanal and commercial inshore resource activities can and have added to resource
stock depletions and the degradation of the environment. Careful monitoring of these
fishing practices and strict compliancy with regulations can be effective in addressing
these issues.

3.1.8 Agriculture and Forestry Situation and Issues
Key problems and Priorities

209. The agriculture, forestry and fishing contribution to GDP is very small 7 less than 4
percent i and about one fifth of the Pacific Island average. In addition, most of the
sectords contribution to GDP comes from fishi
significantly, and food imports are duty free. The free-on-board value of food imports in
2004 ($15.5m) was 133 percent greater than it was in 1995. During the same period,
the population increased by about 20 percent. Palau is highly dependent on aid and
food imports, despite the considerable potential that exists for local food production.

210. The main issue for the agriculture and forestry sectors is the neglect of support for
production activities and lack of functioning management plans.

211. The National Master Development Plan (NMDP) 2020 recommended a number of
outputs for the agriculture sector. Of continuing relevance are recommendations to:

i) update research and extension capability;
i) establish a central market in Koror; and

iii) undertake market research in key agricultural products.
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212,

213.

214,

The Republ i c odnic BevélopanedtsStrategy d-ramework (2001-2004)
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The key issues affecting sector productivity include: (i) poor market access and weak
market chain linkages; (ii) lack of clear focus in Bureau of Agriculture (BOA) with an
emphasis on conservation at the expense of agricultural production; (iii) limited quality
soil; (iv) lack of interest in traditional subsistence agriculture; and (v) pests. Key issues
affecting BOA institutional productivity include: (i) staff resources; (i) inefficient
resource use; (iii) a need for inter-agency collaboration; and (iv) incomplete
management plans providing the framework for sustainable development and
coordination with other agencies.

Recent important developments in the agriculture and forestry sectors include:

i) use of foreign (generally Filipino) migrant labor, but with a small number of Chinese
entrepreneurs also farming on their own account, producing mainly vegetables;

ii) the 51km road around Babeldaob Island which facilitates market access but also
increases access to previously undeveloped areas and protected watersheds;

iif) the proposal for a central produce market in Koror; the development and
implementation of a nation-wide quarantine strategy and development plan;

iv) declaration by the United States Department of Agriculture (USDA) that the Acacia
species is an invasive species, when Acacia species are legumes, and provide an
excellent soil fertility building role on poorer soils.

Agriculture

215.

216.

217.

Although Palau has considerable potential for local agricultural production, the
commercial potential of the sector has been given little meaningful attention in
government policy actions and expenditure allocations to support stated policies.

There is also a tension between agricultural development and conservation of the
environment, although it should be possible to make progress towards both goals
without major compromises. Productive agriculture by definition involves some
modification of the natural environment. But the environment, especially soil and water
resources used in agriculture, must not be modified or exploited to such an extent that
future generations are unable to also benefit from the environment to support both
their traditions and their standards of living.

Agricultural production has a role in terms of both commercial potential and the
exchanges of food that play a very large part in the social obligations of the Palauan
culture. Many Palauan households face issues of both food security and financial
security (especially at times of social obligation e.g. funerals). The increasing reliance
on imported foods for both everyday needs and social obligation is placing financial
strain on many Palauan families. These social obligations are trapping an increasing
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218.

2109.

220.

221.

number of poorer Palauan families in a debt cycle, often financed with informal lending
at high interest rates.  Thus, indirectly, there are significant social and financial
benefits to be had from producing for social obligations. However, this requires a
commitment of time and effort. It is in this context that subsistence agriculture is
important.

With the advent of migrant labor, the productivity of some aspects of commercial
agriculture in Palau has increased 1 especially fresh vegetables. Further opportunities
exist in commercial production of fresh fruit, root crops and a wider range of fresh
vegetables. There is considerable untapped potential in the markets for these
products. Capturing these opportunities would entail substitution of domestic
production for imports and increase income for Palauans. The tourism sector cannot

provide a truly APalauando experience whi

a limited assortment of imported fruits and with a large tourist market, the problem of
marketing and transporting to overseas markets does not exist. There is a large
potential, ready-made food market in Palau waiting to be tapped. Recent sharp
increases in the price of imported food also provide more scope for profitable local
production of food.

Farming systems in Palau are either traditional subsistence systems, producing root
crops, cassava, betel nut and pepper leaf, or more conventional systems that rotate
vegetable crops on an annual basis, using a mix of organic and inorganic inputs.
Traditional subsistence systems predominantly involve production by women.
Commercial farms mostly specialize in high value crops such as cucumber, green
onion, Chinese cabbage, green peppers, beans, kankum and egg plant. The
commercial sub-sector is largely driven by foreigners, either as laborers from the
Philippines, or entrepreneurs from China.

Commercial production of fruit, vegetables or traditional crops is constrained by a
range of factors, but perhaps the most immediate problem facing most commercial
farmers is a lack of market access. A central market infrastructure in Koror has
become an issue of some urgency, especially given the inevitable increases in
production resulting from the improved access to Babeldaob Island since the
completion of the Compact Road.

In reality, farmers are getting nominal support from government. Almost all operational
funding comes from donors. Funding available to the sector could be made more
effective with rationalization of institutional and donor efforts. The BOA has a very
challenging task. With limited resources, it is charged with several important
responsibilities, including: support to productive agriculture (both subsistence and
commercial); support to forestry (both conservation and productive); livestock
development; and provision of quarantine protection services. But despite these
challenges, subsistence and commercial agriculture have the opportunity to grow,
based on substitution for some imported foods.
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Forestry

222. In relation to forestry, there are tracts of poor quality soils that could be afforested with
considerable benefit, both to the economy and to the landowner. These benefits would
potentially include lumber sales at harvest, but also income realized from carbon
trading during the life of the forest. Carbon trading has developed out of the Kyoto
Agreement where polluting industries are able to buy carbon credits from non-polluting
activities. Because trees have the ability to remove significant amounts of carbon from
the atmosphere, forestry is a favoured source of carbon credits. For further
information, visit www.pointcarbon.com.

Institutional Arrangements

223. The agricul ture syecctoommp liesx OA.i nTshteirteu tairoen all2l mai 1
in regulating or servicing the sector (FEIM 2008 Agriculture Sector report). The
Director of BOA is responsible for leading the sector i a challenging task. There are
politicians, individuals and lobby groups pushing various agendas; agencies delivering
services that impact on BOA; NGOs and government agencies undertaking activities
that overlap with BOA, or undertaking complementary activities that require input from
BOA (e.g. SBDC); donors working within the BOA structure, but implementing their
own programs (e.g. South Pacific Commission (SPC), Food and Agriculture
Organization, (FAO), Taiwan Technical Mission (TTM) and Palau Community College
(PCCQC); farmers looking for technical services (subsistence and commercial); market
demands for product and services; and the need for effective quarantine services. On
top of this, each State has its own agenda for agriculture development. In this
environment, managing staff, finances, inter-agency collaboration, and service delivery
is difficult.

224, There are a number of Acts and associated regulations for implementation that apply
to the agriculture sector. The Quarantine Section operates under the Plant and Animal
Quarantine Regulations of the Plant and Animal Control Act. The Environmental
Quality Protection Act (EQPA) gives EQPB the authority to regulate and maintain
water and soil quality, and includes pesticide regulations. The Environmental Health
Regulations that give authority to the Department of Environmental Health (DEH) were
adopted into law in 2004. The Babeldaob Watershed Alliance is an agreement
between States to cooperate on matters pertaining to watershed management,
including maintenance of water quality and bio-diversity. The Governmenté s aut hor i t )
to gather revenue is enabled by Title 40 i Revenue and Taxation. Chapter 13 deals
with the imposition of import tax, including foodstuffs being duty free. Chapter 23 Act
deals with tax incentives for agriculture.
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3.2

Binding Constraints to Sustainable National Development

3.2.1 Binding Constraints

225.

226.

227.

228.

229.

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.

I n particular when the Compact came into

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.

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.

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. The key binding constraints
identified for Palau are set out below.

I n addi tion t o addressing t he binding
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. The goals and priorities of the MTDS
are set out in more detail in subsequent Chapters of this paper. However, at this stage
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230.

231.

232.

233.

it is relevant to highlight the binding constraints.

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

i) 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.

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. A question that needs to be asked is why is it so difficult to
get better progress with effective policy design and implementation in Palau? It is
suggested that to a large extent the answers lies in the 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.

Extensive subsidies are a problem because they affect work and responsibility
incentives and hence productivity and the ability to implement policies that are
sustainable and also productive. Conflicts of interest also affect the ability to design
and implement sustainable policies that will benefit the nation as a whole. However, it
is not surprising that there is subsidy dependence in a country receiving so much aid
and that there are conflicts of interest in small nations. It is suggested that both
aspects need to be more explicitly recognized in developing policies and institutional
arrangements. Communication and transparency are important for addressing both.
Subsidies should be made transparent in the annual budget and subject to regular
performance reviews; the community should be persuaded to take more responsibility
for certain public functions to reduce the cost of and reliance on government; and
there needs to be a facility or institutional arrangement to make policy formulation and
implementation more transparent to address conflicts of interest.

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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3.2.2 Other Weaknesses to be Addressed

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

i) the regulatory and administrative constraints on foreign investment and foreign labor;

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

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

235. These weaknesses are addressed in more detail in other sections of this report.

3.3 Government Services and Public Enterprises Situation and Issues
3.3.1 Dominance of the Government Sector and Its Implications

236. The government and government owned businesses dominate the economy in Palau
but despite this 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.

237. 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.

238. 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 implementin g a #NnNnCost Reducti on Pl an
recommends that 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.

239. The National/State Leadership Symposium (2006, p. 26) also identified concerns
about the communi tggvérsmert must sebkidizé &sanany Bervices
as possible to ensure the we | f ar e of the peopled and stre
streamlining government structures and the outsourcing of certain services in
government. It recommended that (National/State Leadership Symposium 2006, p.
27) : Nfé the entire s ategoeetnmants beadviewedts ideatifiya | and
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240.

241.

242,

243.

duplicate functions in the area of service delivery and make decisions to streamline
and distinguish functions at the different levels of government. 6 |t al so r ecomn
that outsourcing be implemented by the 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 transform the role of government away froma fibi g br ot he
to a Afacilitatoro for private sector develop

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 has
recognized the need for an effective communication process to help change this
attitude, so that the recommendations in the MTDS receive community and leadership
support.

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 of engaging in economic activity 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 or long term lease of land on which to build certain
infrastructure and requires government intervention to make progress.

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. 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.

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:

i) Direct provision of the core functions of government that are likely to constitute
public goods as defined by economics. 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 good
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 and
environmental management are likely to qualify as public goods in Palau

i) 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.
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iif) Specification of rules and policies that are considered to benefit the general public,
taking full account of the costs of the rules and policies.

iv) 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.

3.3.2 Governance, Planning and Management Weaknesses

244,

There are a number of governance, planning and management weaknesses in the
provision of government services and government funded services in Palau. First
there is the problem of widespread conflicts of interest which have been identified as a
key binding constraint. Second there is the issue of the capacity to formulate effective
policies, plans, regulations and specific actions. Third human resource capacity is
spread over a wide agenda greatly limiting the scope for effective implementation.

Conflicts of Interest

245.

246.

247.

248.

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):

ANo empl oyee may t ake, hisorheigoverpnzent posiiontot aki ng o
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 from the effect on the publicgener al | y. 0

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

national governmento . The Act also establishes an Ethi
Act. Criminal and civil penalties are also specified by the Act.

However, due to resourcing constraints, it appears that 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 refe
it is not clear to what extent matters are effectively investigated.

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.

i) Individuals with authority influencing policy and regulatory decisions that would
impact on their business.
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250.

251.

iif) A party being involved as both a regulator and a firm or major investor in the sector
being regulated.

iv) A party being 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.

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.

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

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.

Assessment Capacity

252.

In addition it is suggested there is a need for independent and transparent evaluation
of policies, programs and projects. This is relevant to addressing the issue of conflicts
of interest as well as the problem of limited capacity in the formulation of policies,
programs and projects. Recommendations to improve the policy planning, expenditure
and monitoring framework have also been made to address these issues in the
Economic Policies and Institutions chapter of this report.

General Planning, Management and Implementation Capacity

253.

The various sectoral reports have also highlighted weaknesses in planning,
management and implementation capacity as key issues. The following examples
have been identified:

i) In the agriculture sector, key issues affecting institutional productivity include: (i)
limited staff resources; (ii) inefficient resource use; (iii) a need for inter-agency
collaboration; and (iv) conflicts between service delivery and environmental
management roles.

i) In the fisheries sector key issues to be addressed include: (i) the development of a
single concise piece of legislation; (i) greatly improved management and
enforcement; and (iii) the development and implementation of a national quarantine
strategy and development plan.

i) In the infrastructure sector the appraisal and supervision of investments and
maintenance has been identified as one of six reforms with the highest priority.
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iv) In the provision of utilities the Bureau of Public Works (BPW) is handicapped by
significant weaknesses in planning and performance reporting processes. A strong
recommendation has been made to introduce an improved rolling three year plan
that focuses on outputs, with financial projections and prioritized capital investment
proposals.

v) In the environment sector the key weaknesses are the: (i) absence of an overall
policy framework for environmental management and integrated institutional
arrangements at both the ministry and bureau level; (ii) lack of capacity which is
related to limited funding.

vi) At the State level limited capacity for land use planning and zoning and for
complying with EQPA and Bureau of Arts and Culture regulations.

3.3.3 Government Provision of Business Services

254,

The government is involved in the provision of a wide range of business services
either directly through the Bureau of Public Works (BPW) and other government
Departments or indirectly through government owned public enterprises. The main
business service activities that involve government provision or government ownership
include:

i) The BPW provides a range of business and other government services, including:
building, equipment and road maintenance; design and engineering services;
operation of water, sewerage and waste management services.

i) Palau International Airport (PIA) is a Department of the Ministry of Commerce and
Trade. PIA is responsible for day to day operations and the Ministry of Commerce
and Trade provides oversight of all operations and also determines tariffs. PIA has
not been commercialized (required to cover its operating costs, including
maintenance) or corporatized (required to operate as a profitable business). (The
Ministry of Commerce and Trade was replaced by a law passed in May 2008 that
creates a new Ministry of Public Infrastructure, Industries and Commerce, effective
from January 2008.

iiiy Palau National Communications Corporation (PNCC) which operates land line,
cellular, internet and cable TV services on a national and international basis. PNCC
has been fully corporatized. It competes with Palau Mobile Corporation, under
Taiwanese ownership, which offers limited coverage national and international
cellular services and Palau Telecommunications, under Palauan ownership, which
offers wireless internet services in Koror only.

iv) Palau Public Utilities Corporation is responsible for the provision of electricity. It has
been formally corporatized.

v) Transportation and lunch services provided by the Ministry of Education.
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258.

259.

3.4

In evaluating the effectiveness of the governance arrangements and commercial focus
of public enterprises it is important to have regard to the following principles:

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.

It is important to recognize the implications of the principle of 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.

However, what is missing is a well defined agreement between the executive authority
and the Board as to what it is strictly required to do and how it 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.

In addition to this governance weakness other priority issues include the need for
effective regulatory arrangements, particularly for those public services with monopoly
or market power characteristics and the need for well defined and transparent subsidy
arrangements.

For those entities that are still government departments, key weaknesses include
extremely limited financial, productivity and planning information and performance
monitoring processes and lack of responsibility for finances as revenues are paid
directly to the National Government.

Environment Situation and Issues

3.4.1 Environmental Threats

260.

Environmental issues in Palau are similar to those for many other Pacific Island
countries. They include, but are not limited to:

i) risks associated with population growth, development and urbanization, particularly
inadequate facilities for disposal of solid waste;
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ii) threats to the marine ecosystem from sand and coral dredging, illegal fishing
practices, and over-fishing;

iif) threats to biodiversity;

iv) threats to the tourism sector as the environment is damaged;

v) weak enforcement of existing laws, regulations and policies; and

vi) the global threat of climate change.

3.4.2 Legal and Policy Framework

Legislation

261.

262.

263.

264.

All laws and regulations in Palau make up the National Code, which comprises,
amongst other things, acts that ensure the protection of resources and environmentally
sound development. The Environmental Quality Protection Act (EQPA) is very wide
reaching in that it requires that, to the fullest extent possible, all other policies,
regulations, and public laws be interpreted and administered in accordance with it.

In addition to the EQPA, Title 24 of the National Code contains acts on Wildlife
Protection and Preserved and Protected areas. The EQPA is the most comprehensive
environmental law in Palau, and is the main vehicle through which the government
meets its responsibilities in relation to environmental objectives.

I n general, although Palauébés | egislative

environment and promoting sustainable resource management, strengthening is
required. As the EQPA was adopted during the Trust Territory Authority (TTA) period
and was |l argely adapted from the US®6s
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itneedstoberevised to better reflect the Palaudbds po

economic environment, and be updated to include risks that were not applicable or
identified when the EQPA was approved.

Aspects that need to be revised in existing legislation or addressed by new regulations
include (for more details see FEIM Environmental Overview and Stocktake Report):

i) the EPQA and links to and rationalization with relevant legislation passed in recent
years and with pending or proposed legislation;

i) fresh and Marine Water Quality Regulations revised to better reflect inter-related
nature of land use development and impacts on coastal zone and coral reef areas in
respect of sedimentation and turbidity;

i) air pollution regulations T revised to address the major risks in Palau; and

iv) promulgation of zoning rules and regulations (largely driven by states) linking with
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265.

watershed and forest management plans and use of coastal zone, land in
watershed areas or drainage basins, and development of the aquaculture sector;
building codes linking with energy policy in respect of conservation initiatives.

Addressing cumulative impacts and synergistic effects across legislation is important,
especially in respect of development and intensified use of watersheds, coastal zone
and mangrove areas, and a developing aquaculture sector.

Policy Framework

266.

267.

268.

A number of the resource management issues and risks identified in the 2020 NMDP
are still pertinent:

i) the need for integrated erosion control and rehabilitation of degraded watersheds on
Babeldaob through gully erosion control head-works, re-vegetation programs, and
fire control;

ii) dredging of coral;
ii) destruction of wildlife, and lack of a flora and fauna survey to provide systematic
information on botanical, ecological and wildlife resources to assist environmental

planning and management;

iv) heritage protection, particularly archaeological sites in the face of increasing
tourism;

v) solid and liquid waste disposal;

vi) lack of clearly defined roles and responsibilities of National and State Government

in respect of resource and environmental management with nationally set legislation
and regulations mirrored at state level; and

near-shore area, and watersheds).

However, the NDMP, as is generally the case for other economic and infrastructure
planning documents does not set out the process or mechanism (in terms of policy
framework or institutional arrangements) for achieving environmental objectives. The
NMDP also notes that a number of organizations either have, or assume, responsibility
for various aspects of environmental management resulting in considerable overlap,
duplication of effort in some areas, and neglect of matters in other areas. This is
discussed further in the following sub-section.

The key issue in respect of environmental management is the lack of any overarching
policy framework to:

i) meet the basic resource management needs (i.e. of Palau for Palau);

i) fulfil obligations under various international agreements (i.e. of Palau for regional
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269.

270.

271.

272.

273.

274,

and global community); and

iii) achieve the defined vision and goals as identified in the NMDP and guide future
planning and development activities.

Currently Palau is endeavouring to meet its international obligations under various
conventions and agreements in the absence of a national environmental policy
framework, e.g. watershed, land-use and forest policies are required for Palau to be
able to ensure an integrated and consistent response to these issues and to meet its
obligations under the United Nations Convention to Combat Desertification (UNCDD).

The NMDP clearly set out a tiered approach to master planning starting with the
definition of a national vision and national goals which are to be supported by national
strategies, policies, programs and activities. However, these latter mechanisms have
been lacking and result in the absence of a cohesive development framework.

In order to fill the gaps in the existing framework envisaged in the NMDP, policies in
each of the key sectors establishing how different levels of government, including civil
society organizations, fit into the framework are required. National policies will provide
the objective statement, guidelines and minimum standards in terms of resource
protection and resource management; where relevant, sectoral environmental
management policies at ministry level will focus the national objective statements and
guidelines; strategic action plans will set out the key activities and tasks of each
sector;andmanagement plans wil |l provide thda
the strategic action plans.

There are also a number of environmental management plans covering specific
aspects of the environment and international conventions and agreements to consider
in developing an effective environmental policy framework for Palau. These are
discussed in detail in the FEIM Environmental Overview and Stocktake Report (2007)
prepared for this report.

A particularly important initiative is the Sustainable Land Use Management Project
(SLMP) managed under the Palau Automated Land and Resources Information
System (PALARIS) office. The rationale for this project is that without a formalized and
implemented planning and regulatory mechanism, uncontrolled development will lead
to land degradation due to unsustainable land use practices. Only a few states have
developed land use plans, and these have varying focuses and requirements, and no
state has established comprehensive land use and development policies or the
necessary legislative framework for their implementation.

The major outcomes anticipated of the SLMP include: improved institutional
mechanisms, and capacity for equitable and integrated land use planning; greater
community awareness of and involvement in addressing land degradation and land
use planning needs; and stronger regulations, incentive structures, and policies for
integrated land use planning and sustainable land management at the state and
national level including establishment of master land use plans (covering resource
availability and demand, land use opportunities and constraints, population growth,
land use designation, appropriate densities, and design standards); a National Building
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275.

3.4.3

276.

277.

Code (plot size, housing size, location, soil suitability, buffer zones); and drafting of a
land use law.

The project will also enable states to choose which type of resource management
planning document would best suit their needs; some states may opt for a land use
plan while other states may opt for a watershed management plan. In addition to any
protected areas management plans they may already have or propose, either a
watershed management plan or a land use plan, along with zoning regulations and a
building code will be sufficient for integrated resource management.

Institutional and Management Arrangements

The EQPA establishes the Environmental Quality Protection Board (EQPB) and
requires all government agencies (national and state) to address environmental
protection, resource management and sustainable development issues at some level.

At national government level, the ministries most closely associated with sustainability
issues as they relate to economic development are the Ministry of Resources and
Development (MRD) and Ministry of Commerce and Trade (MCT). Both are mandated
to source sustainable economic development opportunities that emphasize minimal

Fut ur e

negative environmental and soci al I mpacts to

MRD focuses on community-based economic opportunities while the MCT is primarily
focused on large-scale economic development. Under a law passed in May 2008 MRD
will be split, with some components placed in the Ministry of Public Infrastructure,
Industries and Commerce and other components placed in the Ministry of Natural
Resources Environment and Tourism (MNRET).

Ministry of Resources and Development

278.

279.

280.

281.

The MRD has a very wide, and somewhat conflicting mandate covering the promotion,

exploitation, devel opment and conservat.i

responsibilities also include the maintenance of public buildings and facilities, public
works, capital improvement projects, and some activities related to land management.

on of

MRD has overlapping jurisdict govenmnmenmts fohalleach o

resources that are located within 12 nautical miles of the high-tide watermark.

The PAN Office includes the PAN Coordinator to facilitate the implementation of the
PAN Act and Regulations. With technical assistance from The Nature Conservancy in
the form of a Protected Area Network counterpart, the state governments will have
access to technical expertise and financial resources that are often lacking at the local
level to properly develop marine protected areas (MPAS).

The BOA and BMR are tasked with management and development of their respective
sectors as well as conservation. As noted in the FEIM Environment and Agriculture
Reports, the functions of BOA are too heavily focused on conservation and some of its
functions overlap with other environmental programs.

An Energy Office is established in MRD to prepare and implement strategies and
actions covering energy planning, energy conservation, energy efficiency, and
renewable energy. A Recycling Office is to be established within MRD to implement
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283.

the objective of the Recycling Program Act passed in October 2006.

The MAP concluded that the organizational structure of the then Bureau of Natural
Resources must be reviewed to give clear functional direction to each division, and to
restructure existing divisions, where appropriate. This directive is endorsed for the
MTDS.

There are two issues related to MRDOs
namely: (i) it is confused and conflicting which results in a mismatch between the drive
(and therefore activities) to exploit and develop on the one hand and to conserve on
the other, however, the separation of functions into two new Ministries, effective from
January 2008, should at least at the Ministerial level, help solve this problem; and (ii)
there is a disconnect between the service delivery requirements of the agriculture,
forestry and fishery sectors and over-arching environmental management needs such
as forest policy and management, watershed management, sustainable land use
development, and degraded land rehabilitation.

Environmental Quality Protection Board

284.

The EQPB is a semi-autonomous agency of the Executive Branch, and is responsible
for implementing the mechanisms required to achieve the objectives of the EQPA.
EQPB oversees regulations regarding earthmoving, marine and freshwater quality,
pesticides, Environmental Impact Statements (EIS), and air pollution control and is the
clearing-house for all physical development activities within Palau. The EQPB also
administers a permit system for the discharge of pollutants and pesticides; conducts
monthly water quality monitoring at various sites around Palau; and conducts public
awareness campaigns on environmental health issues.

Office of Environmental Response and Coordination

285.

The Office of Environmental Response and Coordination (OERC) was established in
2001 to coordinate and implement the United Nations Framework Convention on
Climate Change (UNFCCC), United Nations Convention on Biological Diversity
(UNCBD) and UNCCD, and to develop a broad and coordinated planning approach to
issues of environmental response.

National and state relationships

286.

287.
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mandat ¢

Under Article 1|, Section 2 of the Constitutio

living and non-living resources, except highly migratory fish, from the land to twelve

nautical mil es seaward of t he baselineo.

that the national government holds the right to regulate ownership, exploration, and
exploitation of natural resources and to regulate the use of navigable waters. These

Ar ti

two articles, and the definition or i ntent of

interpreted differently by National and State Governments, leading to a tension over
ownership and management of land and resources upon the land.

Title 35 (Public Lands Act) of the National Code establishes the Palau Public Lands
Authority (PPLA) to hold title to, administer, and manage public land for all the people
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of Palau. This includes establishing and maintaining formal records, safeguarding the
public nature and use of land; and enforcement of land use in accordance with zoning,
environmental and historical preservation laws.

The PPLA is also to establish the guidelines and procedures for the operation of state
authorities in respect of public lands. Article 215 of the Act provides for states to
establish a State Public Lands Authority (SPLA) to receive public lands from PPLA,
and for which the PPLA may delegate powers and duties (with the exception of
eminent domain powers) to SPLA in respect of transferred public lands. The PPLA
administers and regulates SPLAs, and is required to monitor their activities and
compliance with applicable laws and regulations.

The Public Lands Act provides for PPLA to establish rules and regulations and
propose legislation pertaining to its obligations, powers, duties and programs.
Regulations Affecting the PPLA and SPLAs were approved in 1999. These
regulations detail duties, operations, and the process for leasing public land, and the
homesteading program. There have been no land-use planning guidelines or zoning
regulations promulgated by PPLA. However, Koror re-activated its Planning
Commission in 2005 and is putting into effect laws and regulations passed in the
previous 30 years that specify zoning standards and regulate the use of land and
buildings.

Despite any tension between national and state Governments in respect of land
ownership, the states have a crucial role in effective resource management. States
have established, and manage, protected areas, and have established SPLAs,
although the SPLA is not functioning adequately in all states. Monitoring and
enforcement, as at national level, is patchy, with some states performing well, such as
Koror State which has established Koror State Rangers and Koror State Department
of Conservation and Law Enforcement, while other states do not even have a
conservation officer.

Even without the constraints of a limited fiscal envelope, resource management efforts
need to be rationalized, particularly in a small country like Palau. At the time of the
2006 Housing Income and Expenditure Survey it was estimated there were less than
5,000 occupied households in Palau, of these, nearly two-thirds were located in Koror,
followed by Airai State accounting for 14 percent.

Depending on their circumstances, states should be able to choose which type of
resource management planning document would best suit their needs, some states
may opt for a land use plan while other states may opt for a watershed management
plan.

Requiring that every state, regardless of its population size, prepares a land use plan
is administratively cumbersome. Given that Babeldaob comprises ten states and a
population of only around 6,000, a more holistic approach would be to prepare plans
that aim to manage resources along watershed/water catchment lines, this would also
mean that states that share watersheds can share the planning and management of
resources. The Babeldaob Watershed Alliance (BWA) has been established, by states
themselves, for this very purpose.
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294.

295.

296.

297.

Zoning regulations and building codes are under the purview of states. Given the
likelihood that many of the smaller States will have different circumstances to those
where there is more intensive economic development it is considered appropriate for
States to be able to set their own zoning rules. However, it would be desirable to have
uniform technical standards in building codes across all States as this will be most cost
effective for the country.

As long as management of resources complies with national policy and law, a state
should be able to enforce more stringent or additional measures if it chooses, as Koror
has done. This would mean that minimum environmental standards are set by national
government by way of regulations and/or policy, and states (with support from bureau
level) prepare and implement key resource management plans such as watershed
management plans and protected area management plans.

A weakness is that there is no single agency in government tasked with accessing
information and technical assistance to help deliver resource management strategies
and plans.

States are also required to coordinate with national government in respect of
infrastructure provisioning.

Assessment of Institutional Arrangements for Environmental Management

298.

299.

Some resources have as many as seven government agencies with mandates for
some aspect of their management and this does not include advisory agencies such
as NEPC, PNRC or NGOs who are also involved. There is also a need for better
coordination between state objectives and national initiatives.

The absence of an overall policy framework for environmental management affects the
institutional arrangements and goals for the protection of environmental quality.
However, in addition to and related to that problem, the key areas that need to be
addressed in relation to institutional arrangements include:

i) lack of unified and integrated institutional arrangements i at both ministry and
bureau level - for environmental protection and resource management because of
the over-lapping and often conflicting mandates and jurisdictions of many
government agencies and advisory councils;

i) lack of capacity (staff, skills, and resources); and

ii) funding issues.
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3.5 Infrastructure

351

300.

301.

Key Problems and Priorities

In summary: some infrastructure is not adequate for current and impending needs of
consumers and broad-based national development. The losses, debts and risks are
piling up. Future grants are uncertain. Cost recovery is inadequate and consumers
are not willing to pay more. Productivity of staff and assets is low. The public agenda

i s overl oaded such t hat al | 6sol utionsb©o

response of the leaders and community should be: address the most damaging risks,
and raise recurrent revenue, while determining the priorities, solutions and costs for
the medium-term.

The FEIM infrastructure paper highlights that most rewarding actions in infrastructure
and services are likely to relate to:

i) Implementing appropriate user charges;

ii) Addressing illegal uses and system losses;

iif) Improving airport business operations;

iv) Designing and implementing an effective tourism strategy;

v) Addressing the need for maintenance planning and management; and

vi) Improving investment planning and appraisal.

3.5.2

302.

303.

Infrastructure Situation

There has been significant progress in the building of infrastructure in the past 10
years. Achievements include: the Compact Road, the Airai eastside connection
(Ngerikiil) to the Compact Road, the Airport terminal, runway, apron and facilities, fibre
optic cable extensions, upgrading telecoms capability, mobile telephone services,
upgrading water treatment and distribution lines, the sewage treatment plant and
pump stations, Melekeok sewerage system, management of solid waste and
rehabilitation of the Koror landfill dump, upgrading of the roads and bridges to the
hospital, reconstruction of the causeways to the Japanese Friendship (K-B) Bridge and
to Meyuns and Malakal, upgrading the Peleliu channel and dock, rural water supplies
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and sanitation systems, support to PPUCO6s gen

buildings including the new Capitol, Palau Cultural Centre, Palau International Coral
Reef Centre (PICRC), the Education Office, the Gymnasium, the Museum, Palau
Community College (PCC) and Palau High School (PHS).

In addition, in recent years, expensive plant and tools have been supplied in many
fields, such as fire engines, ships and boats, rescue vehicles, specialist trucks and
mobile equipment mainly for construction and maintenance.
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304.

305.

306.

However, various managers and qualified observers express concerns about design
standards, appropriateness of facilities, quality of construction or affordability of some
of these assets in a context of a high cost, low productivity and small market. There is
a high risk that the benefits and service life of some assets will be sub-optimal, unless
there are critical changes in funding, regulations and management. There is a large
backlog of decisions and actions that need to be taken to ensure that infrastructure
that has been put in place will be effectively maintained and used productively.

There is no effective regulation of the price and service standards for any of the
utilities, ports, or the airport. Limited competition has recently brought price reductions
in telecommunications; but in other sectors, the laws have prevented competitive
pressure on prices or standards. The general need is for governance and regulatory
arrangements that will lead to improved commercial performance of public enterprises
and an improved enabling environment for the private sector.

The FEIM paper on Infrastructure Needs, Priorities, Maintenance and Regulations
presents details on the infrastructure situation. Summaries of each sector are
provided below, followed by a discussion of the problem of inadequate attention to
maintenance, major projects in the pipeline and key priorities in the infrastructure and
related sectors.

3.5.3 Sector Summaries

307.

308.

309.

The water supply system, including treatment works, has been much improved, and
lines have been extended especially in Airai and Aimeliik. However, the operations are
still inefficient; revenue from water charges is less than 50 percent of the operating
budget so there is a need for a substantial government subsidy; and unmetered usage
continues in many areas. In 2008 the ADB was supporting a major study of expansion
of the Babeldaob and Koror system and addressing many institutional matters.

Sewerage and wastewater services have been improved with upgrading and
enlarging of the Malakal treatment station in 2002-2006, and recently with the repair
and upgrading of 20 (out of 46) pump stations. However, in terms of maintenance of
old pipes, leaks, intakes of storm water, risks, peak capacity and electricity costs, the
system is in crisis. There is an urgent need to increase funding for emergency
maintenance and attention to high-risk components, and for defining choices on some
critical matters, by means of a master plan through to 2035. It seems that there are
likely to be substantial potential savings from investing in gravity lines to shore-level
mains around Koror island and connecting to Malakal; but such major options must be
set in a longer strategy, with robust technical, economic and environmental appraisal.

Solid waste management and landfill services and plans have been well served by
cooperation between the national government, Koror State, consultants supported by
Japan International Cooperation Agency (JICA), several nongovernment
organizations, schools and community groups. Management of collection,
segregation, recycling, composting, dumping and covering, and public education on
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extend the life of the present M-dock site and to prepare a new clean-technology
landfill site, probably in Aimeliik, for when the M-dock site is closed, probably in 2011.
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310.

311.

312.

313.

314.

315.

The road network has been much expanded since 1996, including about 150kms of
high cost, new and rehabilitated roads. With low cost imports, low fuel taxes and new
access to ancestral lands in Babeldaob, there has been a large increase in the number
of vehicles (growing at 8 percent per year over the last four years) and in the total
travel undertaken. However, planning, managing and financing of road maintenance
have not yet improved, and more effort is required to prevent overloading and
damage.

Major buildings have been completed under Capital Improvement Program (CIP); but
some land matters, inadequate maintenance, lack of a building code and master
planning for zoning remain to be resolved. Sufficient demand is emerging to support a
competitive industry in management, security, maintenance and replacement of
buildings.  Consistent financing, and timely payment by customers including
GOVERNMENT, are required for an efficient small industry.

Concerning port services, there have been improvements in equipment, but not in
facilities. The current Malakal port operator is considering a landfill extension to
improve container operations. Crowding and conflicting uses persist. A large resort
hotel has been built adjacent to Malakal port, and other residential and commercial
services are expanding. Koror State has invited proposals for commercial
development of the State Fish Port. Activities of tuna fishing and processing have
been scaled down. The US has military use rights under the Compact. There have
been proposals for a port at the Free Trade Zone (FTZ) in Ngardmau, and for port
development in Aimeliik.

There have been major improvements to the International Airport terminal, runway,
aprons, loading walkways, equipment, security and fencing, all with the steady support
of Japan and the US. The challenge now is to realise the commercial and revenue
benefits while recurrent maintenance burdens are low, and to build up financial
reserves for future opportunities, maintenance and replacement needs. Such
objectives will require a corporatized government agency, or a comprehensive lease to
a private operator.

In electricity supply, the operating deficit of PPUC has been reduced, and new
engines installed with a grant from Taiwan. However, in 2008 as in 1993, there is
inadequate revenue to maintain and upgrade the system, and still unclear regulations
and obligations to guide the PPUC Board and managers, including in relation to
energy conservation practices. A master plan for supply, transmission and distribution
through to 2025 was prepared in mid-2008, with JICA support. Approximately $50m of
capital development and replacement will be needed to ensure reliable services over
that period.

Telecommunications have been expanded, and service and productivity greatly
improved with a $39m loan and much increased domestic revenue. Plans for the loan
in 1997 could not have anticipated the growth in demand for mobiles and internet,
which radically altered the business. Servicing the loan and obligations to remote

customers are big constraints on PNCC6s

regulations on competition and service obligations, and for some relief of the large
debt.
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3.5.4 Maintenance Backlog

316. Many previous reports recommend, and the MTDS objectives demand, the highest
priority for a commitment to maintenance planning, funding, supervision and quality
assurance. The record in Palau shows such strong aversion to maintenance that it
seems necessarytore-st at e the following Obasic busines:c

i) Neglected assets lose their efficiency, reduce productivity and drive up costs to
providers and users of services.

i) Neglected assets increase the risks of accidents, collapses, ruptures, spills with
damage to people, environment, other assets and enterprises.

iii) Neglected assets convey a hegative image to leaders, users, Vvisitors and
competitors.

iv) Neglected assets require replacement much sooner, with consequent demands on
scarce revenue and ODA sources.

vy The <concept of Ailifetime assetsodo clearly d
reduced if proper maintenance is planned, funded and implemented.

vi) The economic costs of NOT doing maintenance are often hidden, because they are
borne by all users; but they are often larger than the short-term financial savings to
providers.

317. The maintenance challenge in Palau includes a massive backlog of deferred
maintenance and an imminent liability for future maintenance and replacement. The
Infrastructure report estimates a backlog of maintenance of about $50m and a future
maintenance liability of about $18m per year in the medium-term rising to about $25m
per year from 2018.

318. According to staff in various services, a sense of crisis and frustration has emerged in
the last two years, as material input costs have risen (by 20 to 40 percent) significantly
faster than budget allocations, and as defects appear more frequently in rooves,
fittings, pipes, pumps, vehicles, boats, roads, drains and retaining walls. For example,
much lobbying and negotiation was required in 2007 to obtain special funding for
additional costs of chemicals and parts at the water treatment plants.

3109. In terms of addressing the maintenance backlog, the first phase must be emergency
treatment of defects and hazards which are continuously draining resources of the
providers and which provide a substantial health or environmental risk. The second
phase must be to attend to those facilities and services which most affect the
productivity and revenue streams of both the users and the providers, which will in turn
affect usersodé willingness to pay and the pri
phase, covering the routine functions, managers of various government agencies need
basic information on assets, condition, faults and malfunctions, servicing cycles,
preventive treatments, parts replacement, and the forecast workloads and costs. They
can then make decisions on risk reductions, priorities, budgeting, and choices about
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320.

321.

322.

323.

324.

325.

assigning staff and efficient (lower cost) procurement of services. If these professional
and technical skills are not available in the BPW, then Internet-based services with
well-tested programs can be quickly acquired. There are also big gaps in the data
collected among government offices, including the basic registers of all types of
assets, condition and technical specifications of equipment.

There are also many laws relating to safety and environment which compel attention to
maintenance, but because of limited budgets, most agencies cannot afford preventive
maintenance including regular and incisive inspections, and backup of spare parts.
The usual regime is in emergency response, or near-crisis executive interventions. For
example, staff working with water and sewerage systems attend to about 15 leaks or
ruptures in a typical month.

There is anecdotal evidence of numerous illegal connections in water, sewerage and
electricity. In addition to the loss of revenue, hence higher charges to other users,

there is the risk of damage and failure

safety. A particular concern is recognised in the multi-u n i t faciliti
which accommodate around half of the 6,000 foreign workers. A concerted effort to
legalise all connections T and to prosecute violations i is a necessary and cost-
effective means of preventive maintenance.

Protection of roads, drains, kerbs and sidewalks is inadequate. The current condition
of the main Airai i Koror road obscures the impact of vehicles in any one area; but the
evidence of damage due to heavy loads is most evident between the K-B Bridge and
the Airai Shell Station, and in the road to Malakal power station. Broken drain covers,
cracked forecourts, depressed kerbs and broken walls in many places attest to the
heavy demands made on inadequate structures, especially by container vehicles and
construction equipment. GOVERNMENT recognised the impact of heavy duty tires in
accelerating the damage of cracked surfaces, and moved to ban their import in 2005.
The major need is to prevent excessive axle loads, and to apply more of the principle
of 6user paysb.

Among stakeholders, there is a real desire for a national code for buildings and land
uses as they affect the provision and maintenance of all services.

Many of the changes possible under monitoring, protection and conservation can be
implemented and achieved with existing resources, plus some budget increases to
remove or replace specific high risks. However, substantial changes in maintenance
depend on higher cost recovery and adequate sustained annual budgets. Adequate
charging and financing in turn depend on changes in leadership and management
methods. The record of slow reform over the last twenty years shows that new ways
of doing business are required for infrastructure provision, management and
maintenance to contribute effectively to national development objectives.

The quality and extent of services will also be enhanced in the next few years with the
implementation of donor-supported works and organisation in waste management,
expansion of the Babeldaob Water Supply for southern Babeldaob and Koror, pumps
for sewerage collectors, new electricity generation, distribution and transmission
capacity, solar energy for the new Capitol and some road junctions, loading ramps at
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326.

3.6

3.6.1

327.

328.

329.

330.

331.

the airport, upgrading of access roads in Babeldaob, rehabilitation of the Airai-Koror
arterial road, sidewalks and drains, and construction of school buildings in Babeldaoab
depending on education sector plans and rationalisation.

A longer term visionary initiative is a second major port to either supplement or replace
the current commercial port at Malakal and the development of Malakal as a tourist
precinct. This is considered in more detail in the Infrastructure and Tourism reports.

Education Situation and Issues

Overview of Current Situation

Education is viewed as a high priority by the community and the government in Palau.

Fut ur e

Pal auds constitut i onrbeboth opandatory and freb fartcitizend.u c at i o

fifhe national governments hal | take positive action

public education for citizens that shall be free and compulsory as
prescribed by law (Palau National Constitution, Article VI).0

Expectations for education are set out in the Education Act (Palau National Code,
PNC Title 22) which states:

fit is hereby declared and found to be the policy of the national
government to provide for an educational system which shall
enable the citizens of Palau to participate fully in the progressive
development of the Republic as well as to gain knowledge in all
areas. To this end, the purposes of education in the Republic are
to increase citizen participation in economic and social
development, to unify the Republic by giving the people the
knowledge of their islands, economy, government, and world, and
to provide citizens of the Republic with the knowledge and skills
required for self-development and the development of the Republic.
These skills include professional and vocational, as well as social
and political, abilities. 0

In FY 2007, Palau spent $19.1m for education, 91 percent from public sources. This
was equivalent to 11 percent of gross domestic product (GDP), a level of expenditure
more than twice the global average (4.9 percent of GDP across all countries). Despite
this high rate of expenditure, new spending needs have been identified.

The Master Plan for Education calls for new funding of $9,455,000 over ten-years
(capital funding of $500,000 and operations funds of $8,955,000) for public elementary
and high schools. While a portion of this new spending will meet costs associated with
increasing demand for education services, especially at the high school level as
enrolment rates there increase, the bulk of new funding will support improvements in
the quality of services. The Palau Community College (PCC) master plan (work in
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332.

333.

334.

progress) will undoubtedly call for at least modest new spending. New spending
requirements have also been identified in the area of vocational-technical training and
additional capital expenditures will be needed to support school consolidation, expand
secondary school capacity, progressively upgrade PCC facilities, and fully capitalize
the PCC endowment. In addition to the public sector, several of the private schools
have also identified new capital expenditure requirements.

Five new capital projects in the public sector have also been identified at a cost in
excess of $12m as follows:

i) anew Northern Elementary School,
i) Babeldaob High School (to share the campus with Northern Elementary School);
iii) new student life center at Palau Community College;

iv) new classrooms at Airai and possibly other schools slated to receive students under
consolidation;

v) renovation of public school facilities to create environments more conducive to

learning and compatible with modern instructional technology.

In addition, $8.3m in new funding is needed to capitalize the PCC Trust Fund. Several
of the private schools also have plans for expansion that will require new capital
investment. Each of these projects could affect demand and the need for capital
investments at other schools. At present, funding has not been identified to support
any of these projects which will require a combination of external assistance and
private funds if they are to become a reality.

Consistent with the fiscal strategy for the MTDS, it is assumed that funding for
infrastructure development and trust fund capitalization can be realized from a
combination of traditional and non-traditional sources, including external assistance
and private donations. However, planned improvements in education, including
upgraded requirements for teaching credentials and commensurate increases in
teacher compensation, will have to be funded from within the sector i through
reduction of costs, improved efficiency, reallocation between sub-sectors, and where
permitted by law, increased user charges. Options for financing education are
explained in detail in the separate FEIM paper on a Medium Term Sustainable
Financing Strategy for Education and summarized in the section on Financing
Education Strategies and Actions in this paper.

3.6.2 Pre-Primary

335.

Pre-primary education is provided by the private and quasi-government sectors. In the
private sector there is one private pre-school and two private kindergartens all serving
students in Koror-Airai and all receiving a modest government subsidy. Fourteen
quasi-public Head Start centers provide comprehensive services to students in Koror-
Airai and eight other rural states Approximately 75 percent of age-eligible children
participate in pre-primary education. The per-child cost averages $3,056 (School Year,

57

Fut ur e



The Medium Term Development Strategy Actions for Palaubés Futur e

SY 2006-2007 ranging from a low of $963 at Gospel Kindergarten and Pre-school to a
high of $2,780 in the Head Start program.

336. Issues in pre-primary education include:
i) Perception by some peoplethatpre-pr i mary education is |l ess im
levels of schooling when research shows that economic returns on investment at
pre-primary levels are actually greater than at other level of schooling;

i) Relatively high costs and high level of dependency on Federal grants;

iif) Less than universal participation, a factor undermining full realization of system-wide
efficiencies that could flow from universal participation;

iv) Ongoing struggle to identify and train teachers;
v) Lack of a child tracking system and Palau-specific data that charts the impact of pre-
primary education on individual children and society as a whole.
3.6.3 Elementary and High School

337. Palau has 27 elementary and high schools serving 1,312 students. Per student costs
for SY 2007-08 are estimated as follows:

Elementary schools High schools

A Public schools, $2,961 A Public schools, $2,841

A Private schools, $1,291 A Private schools, $2,071
338. Issues in elementary and high school education include:

i) An estimated 10 percent-13 percent of age-eligible children not enrolled in high
school.

i) While most children not in school are drop-outs, some are push-outs, because there
is no alternative education program for children under the age of 18 who have been
suspended or expelled from school.

iii) Palau students in general do not perform as well as their U.S. counterparts on
standardized tests in the core subjects.

iv) Curriculum frameworks need to be updated.
v) A significant proportion of teachers (estimate 29 percent) do not have the minimum

credentials required for their position. Although the law requires that teachers pass
standardized examinations as a pre-requisite for licensure, the testing system is not
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yet operational.

vi) Palau has a large number of schools relative to the population. Many schools are

cost-inefficient; per-student costs at some of the smallest schools exceed $6,000
per student per school year.

vii) Operating revenues for education (in real dollars and as a percent of GDP) have

declined since the COFA came into effect in Fiscal Year (FY) 1995.

3.6.4 Post-Secondary Education and Training

339.

340.

341.

Palau Community College (PCC). PCC is the leading on-island provider of post-
secondary education and training. PCC offers 18 academic and vocational degree
programs and a wide range of non-degree courses. PCC operates two permanent
campuses i one in Koror and one in Ngaremlengui - and offers classes in other states
where there is sufficient demand. The college also offers distance learning courses
within Palau and provides facilities and administrative support for Palau-based
students to participate in distance learning offered by off-island institutions.

With its roots in vocational and technical training, PCC has undergone a
transformation since it was chartered and accredited as an independent community
college in 1993. It is now the post-secondary education institution of choice for a
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has concluded and a new plan is now being prepared. This plan will probably include
the following priorities:

i) Full capitalization of a trust fund established in 1997 to build financial sustainability;
i) Maintenance of and progressive improvement in academic standards;

iii) Completion of the new library and associated technology infrastructure (in
progress);

iv) Construction of a new student services center;

v) Development of new laboratory facilities in support of tourism studies;

vi) Expansion of mariculture facilities, research, and instructional programs;
vii) Progressive development of new programs according to market demand.
The major issue facing PCC at present is its high level of financial vulnerability.

Approximately 40 percent of operating revenues are derived from Compact Section
221 and an additional 40 percent are derived from Federal programs, including U.S.

Federal PELL grants to low-i ncome students. PCCb6s <continue

funds is subject to review and possible modification during COFA Phase Il. In 1997,
recognizing the need for financial sustainability and independence, the College
launched a drive to create a $10m trust fund projected to yield annual returns of
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$0.5m-$1m. The trust fund has generated enthusiastic support from the community
albeit mainly in the form of small donations from students, staff, and alumni. After ten
years, the fund has amassed only $1.7m i an impressive sum but below target. The
financial outlook for the college will be greatly enhanced if one or more large donations
can be obtained that will accelerate capitalization of the fund thus ensuring that the
College achieves is medium-term goal of financial sustainability by or before 2020.

3.6.5 Scholarships and Loans.

342.

The Palau National Scholarship Board administers $1.2 m annually in Palau-
government appropriations for financial aid to post-secondary students together with
about $300,000 in student aid provided by from private or external donors. Over the
past decade, the Board has taken steps to enhance efficiency that have resulted in
rising graduation rates, declining default rates, and increasing numbers of students
returning home to work after finishing school. Still there are continuing issues as
follows:

i) graduation rates need to increase still more, especially for students studying off-
island;

i) human resource development priorities need to be updated as these priority fields
guide financial award decisions; and

iii) change in the legal status of the board to a non-profit corporation could facilitate
increased in-flows of private donations for scholarships and loans.

3.6.6 Vocational-Technical Education.

343.

3.7

Development of the vocational-technical sub-sector has not kept pace with
development in other areas of education. The FEIM Economic Policies and
Institutions Paper has identified the need to give greater emphasis for improving the
vocational and technical skills of the Palauan workforce.

Health Situation and Issues

3.7.1 Overview of Current Situation

344,

Health is an essential component of national development. The vision for health set
forth by the Ministry of Health is:

Healthy Palau in a healthful environment.
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346.

347.

348.

349.

350.

The two supporting strategies for realizing this vision are: (1) making healthy choices
the only choices; and (2) giving health back to the community.

This vision and supporting strategies recognize that the health problems Palau faces
today 7 the ever widening epidemic of non-communicable diseases 1 are rooted in
human behaviors that in turn are rooted in physical, social, cultural, and political
environments. Improving health means changing behaviors and the environments that
give rise to those behaviors. Health workers are a catalyst for change but ultimately, it
is individuals and communities that have power to act.

Palau invests heavily in health care and has developed an extensive health service
system that provides a wide range of quality services. Progressively improving
standards of living combined with good health care have resulted in transition away
from a disease profile generally associated with under-development toward a disease
profile more common in industrialized countries. Over the past three decades, life
expectancy has increased, maternal and child mortality rates have declined, and
communicable diseases have been controlled. Rates of non-communicable diseases
(hdeases of modernityo), however, have
rising community expectations, emerging health threats, and increased availability of
U.S. Federal grants, has resulted in escalating health expenditures (in nominal
dollars).

Although health expenditures as a proportion of GDP have remained relatively stable
over the past decade at around 8 per cent of GDP, expenditures from local revenues
(OEK appropriations) as a percent of GDP have fallen sharply) while there has been a
corresponding increase in expenditures from U.S. Federal grants. US Federal grants
have been invaluable in raising the standard of health and health care. They have,
however, allowed local resources to be concentrated on curative services and have
indirectly created a standard of health care that is difficult for Palau to sustain.

In FY 2007, the nation spent $15.6m on health; equivalent to $722 per resident and
8.3 percent of GDP. This figure represents only cash expenditures; it excludes in-kind
donations T equipment, services, personnel, and training i valued at more than $2m.
The Ministry of Health generated 90 percent of these expenditures ($14m) while the
private sector generated 10 percent ($1.6m). Government funding (Palau Government
and donor governments) provided $12.1m of the total while private out-of-pocket
expenditures totaled $3.5m.

The factors that fuel increasing demand for health expenditure will continue over the
MTDS period. Non-communicable disease rates will continue to increase because the
lifestyle behaviors that give rise to these diseases are rooted in the past. The health
and economic benefits from interventions to change behavioral risk factors will be
realized primarily over the long term. What can be changed over the medium-term is
the effectiveness of disease management that will in turn reduce the need for
expensive high-level tertiary and rehabilitation services. The triple threats of terrorism,
emerging new communicable diseases, and resurgence of old communicable
diseases in more virulent form will also continue and require ongoing surveillance with
a possibility that significant emergency expenditures may be required should threat
become reality. Finally, the publicds
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believe to be their right, is also likely to outpace economic development and health
literacy.

3.7.2 Key Issues
351. Key issues in health care finance include:

i) Health expenditures in relation to GDP:

- Total expenditures as a percent of GDP are in line with global averages (8.7 percent).

- One-t hi rd o fhealh @dpenditoress derive from external aid (inclusive of U.S.
Federal grants but excluding COFA transfers); this is very high in comparison to
global averages (0.3 percent).

- Seventy-six percent of financing for those activities that constitute the stated health
care priorities of the nation i health promotion, prevention, and primary health care i
are funded by U.S. Federal programs.

i) Gover nment has a constitutional ma& n dchaetad t tho
care to citizens. The level of subsidy that satisfies this mandate has not been
defined. At present Government shoulders most of the financial burden for health
care.

- Private expenditures represent 22 percent ($3.5m) of sector-wide expenditures.

- Private expenditures represent 14 percent ($1.9m) of Ministry of Health expenditures.

- Because more than half of the MOH funding is from restricted accounts, the MOH is
underfunded in the minimally restricted OEK-appropriated accounts. The level of
underfunding is estimated herein at $1.2m (FY 2008).

ii) In order to move Palau toward its stated goal of self-sufficiency and to balance the
government budget, the MTDS projects that macro-economic fiscal adjustments
valued at up to 25 percent of FY 07 government expenditures may become
necessary over the life of the MTDS (2009-2013). Half of these adjustments (12.5
percent) are expected to come from new government revenues and half to come
from reduced government expenditures. For the MOH this means adjustments
valued at $1.6m.

8. Based on the preceding analysis, the total adjustment target for the (public) health sector
is $3.3m comprised of new funding requirements ($1.2m), minimum allocations toward capital
equipment requirements ($0.5m), and reduction in revenue in-flows ($1.6m).
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3.8 Social Services for Vulnerable People Situation and Issues

3.8.1 Overview

352.

353.

354.

355.

356.

357.

Vulnerable people are broadly characterized as: (a) persons who have special needs
due to physical or social characteristics; and (b) persons (or households) experiencing
economic hardship

Vulnerability is defined as the inability of individuals or households to easily withstand
economic shocks such as death of a breadwinner or loss of employment. Vulnerability
is high in Palau due to high consumption patterns, low levels of savings, and high
levels of indebtedness. Vulnerability will increase unless attention is paid over the
MTDS period to strengthening the safety

net
and al most uni ver sal access to land, o0cahtur a

extended family network.

The separate FEIM report on Social Policies for Vulnerable People summarizes
services and funding allocated in FY 2007 to meeting the needs of vulnerable
populations. Eighty percent of identifiable funds are from U.S. Federal grants. These
are disproportionately directed toward services for disabled children and at-risk
adolescents. Very little funding is allocated to addressing the needs of other vulnerable
groups i disabled adults, victims of abuse and neglect, senior citizens at risk, and
persons living with economic hardship. Although public resources will be severely
constrained during the MTDS period, some additional funding may be necessary if
service providers are to have the resources necessary to mobilize community-based
support for the vulnerable.

During consultations with service providers, several populations in Palau were
identified as having special needs due to their social or physical characteristics. These
are: (a) persons with disabilities and other special health care needs; (b) adolescents;
(c) women and children who are victims of abuse or in the case of children and
dependent elderly, neglect; (d) certain other categories of women who are under
stress; and (e) certain categories of elderly. The situations for these people are
outlined below.

Disabled. There are 1,098 persons receiving social support services due to
disabilities. These include children receiving special health and/or education services,
the mentally disabled served by the Division of Behavioral Health, and home-bound or
wheel-c hai r bound adults who receive a d
general fund or the Social Security Administration. Based on global disability
prevalence rates, it is estimated that there are another 350-450 persons who have
significant disabilities but are not receiving special services. Other than income
support for totally disabled adults through the Disability Fund and the Social Security
fund, all services for the disabled are funded by U.S. Federal grants.

Palau has comprehensive and well coordinated services for disabled children. There
are very few services, however, for disabled adults. Improving transition services for
children approaching adulthood and improving services to disabled adults are among
the priorities for action identified by service providers for inclusion in the MTDS.
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358.

359.

360.

361.

362.

363.

Adolescents. Service providers identify adolescents (persons 15-19 years of age) as
a group at high risk due to psycho-social, educational, and economic vulnerabilities.
There are a number of services that target adolescents but despite these services, for
most indicators, it seems that problems among this group are worsening. Participants
in the 2008 Youth Rally and the Symposium on the Situation of Children, Youth, and

Women (March 2008) i derutsiyf icehd | fddu ssyy nda roemet a s

heart of many of these problems. They called on individual parents to make more time
for their children, on families to develop traditions about spending time together, and
on civil society to take action to bring families together. These and other actions are
highlighted in the 2005 National Policy on Youth that has been endorsed by the OEK.

Victims of Domestic Violence, Abuse, Neglect. Each year on average 40-45 cases
of child abuse or neglect and 90 cases of adult abuse or neglect are reported to VOCA
(Victims of Crime Assistance within the Ministry of Health). Issues identified for this

popul ation include: (a) inadequat e kraoss ; (b)

to provide temporary accommodation while cases are investigated and long-term
solutions developed; (¢) inadequate funding for services.

Women with Special Needs. Because of Pal aubs ma t
heritage, women are not a classic disadvantaged group in Palau. In general women
enjoy better health and achieve higher levels of education than men. While less likely
to participate in the labor force, when employed, women earn more than men. Despite
this overall favorable situation, service providers identify three categories of women as
vulnerable: (a) pregnant women; (b) single mothers; and (c) women who are
caregivers for the chronically ill. The Bureau of Public Health has proposed to organize
a new Office of Social and Spiritual Health. Assistance to these vulnerable women is
part of that officebs draft program of

Senior Citizens with Special Needs. The official definition of senior citizens includes
persons 55 years of age and older. In 2005, there were 2,374 senior citizens resident
in Palau including 506 seniors over the age of 74. The population of senior citizens is
growing at twice the national average which will pose future challenges for providing
adequate health and social support services for this population. Special services for
senior citizens are provided by the Administration on Aging (within the Ministry of
Community and Cultural Affairs) and by the Ministry of Health. A major concern of the
Ministry of Health is the increasing number of seniors (current estimate 35-40 persons)
who health care providers believe are at risk of neglect or abuse by their caregivers.

To address the challenges of a growing senior population in an era of economic
austerity, it is recommended that services be better targeted to address seniors in
need i especially those of advanced age who are in ill-health with limited income
support. In addition, stronger preventive health programs are needed to help seniors
Ailive Il ong and Iive well .o

Terminally lll and End of Life Care. Health care providers identify a need to improve
end of life care for the terminally ill (of all ages). There is a growing trend toward
bringing the terminally ill to the hospital for care. On average 15-20 percent of medical
ward beds are occupied by long-term care patients who do not need the facilities of an
acute care unit. Although many health care providers are calling for a special care unit
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to be established for these people, the current economic climate is not conducive to
introducing new (and expensive) services. It is suggested in the working paper that
many of the identified needs can be met by expanding the existing home health
services to include more elements generally associated with Hospice Care.

364. Persons Living with Economic Hardship. Analysis of the 2006 Household Income
and Expenditure Survey (HIES) has determined that one-in-five households and one-
in-four persons were then living with economic hardship. The number of households
and persons affected is probably higher today (2008) due to rapid inflation caused by
escalating energy prices. In comparison to other Pacific Island countries, this
represents a moderate level of hardship comparable to that found in Tonga and
Samoa but far lower than that found in other parts of Micronesia, Melanesia, and Fiji.

3.9 National-State Situation and Issues
3.9.1 Role of the States and National Government

365. 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 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.

366. 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,

national policies dominate. The main impetus for development therefore has to come
from national policy and institutional changes.

367. However, the States have a role to play with:
i) designing and implementing land use planning, zoning and building codes;
i) cooperating to overcome population and economic constraints;
iii) as a voice to create incentives for better national policy and community action.

368. 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;
iif) Attracting foreign investment especially in tourism;

iv) Improving the performance of public enterprises and government services;
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v) Improving transparency of policy development and implementation.

3.9.2 Key problems and priorities

3609.

370.

371.

372.

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.

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 other than
Koror consider 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.

As noted, in the sections on land and the environment in this report, there should be
flexibility for States to determine land use plans and zoning laws that are appropriate
for their state of development. 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.

As also noted 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. The SLMP i
PALARIS project should help address capacity planning issues but may need more
focus on the key issues for States.

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 $1m for major resorts) and are required to be undertaken
independently.
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373.

374.

375.

376.

377.

378.

379.

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.

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.

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 address needs in reasonable time frames.

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. This should include review of the trigger points for requiring environmental
impact assessments, particularly if effective zoning regulations and building codes are
put in place.

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 and
whether procedures and requirements are reasonable and effective.

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-
2m 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.

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 FEIM
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
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investments in infrastructure may not be the best means of subsidizing isolated
communities.

380. 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 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.

381. There should be scope for several resorts to be located in States other than Koror.
As noted in the separate FEIM report on Infrastructure Needs, Priorities, Maintenance
and Regulations, with several resorts on Babeldaob, there would be greater scope for
States to cooperate in providing various servicesto form fia whol e of i sland
For example, 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.

382. It is suggested that in terms of tourism development the key policy issues are foreign
investment approval and land access. Recommendations in these areas have been
made in the section on Economic Policies and Institutions in this report.

383. 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 need to mobilize the
surplus land that the National Government holds in Koror where land is very scarce.

384. It is considered that a regular, formal forum to facilitate National-State cooperation and
progress the development and implementation of key policies at the State level should
be put in place. Recommendations in relation to National-State issues have been
presented in the Action Plan for Economic Policies and Institutions for Sustainable
National Development.
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4. Overall Vision and Plan for National Development

4.1

385.

386.
387.

388.

389.

390.

391.

392.

Vision and Goals of the National Master Development Plan

The MTDS sets out various policies, institutional changes and other actions 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.

The MTDS is not in the form of a detailed operation plan but rather a framework for
establishing priorities and responsibilities and timelines for action. It builds on the
plethora of existing plans that already exist by adopting, amending and prioritizing key
policies and strategies.

An important starting point was the 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.

It is suggested that the vision for national development set out in the NMDP is 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

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

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

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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4.2

393.

394.

395.

396.

397.

Medium-Term Strategic Priorities and Development Constraints

A useful place to start in developing a medium-term strategy is in establishing key
strategic priorities. The strategic priorities can be thought of as key strengths,
constraints and issues that need to be recognized or addressed in formulating a
credible medium term development strategy to help ensure it will be successful when
being implemented.

Recognizing the existing, strengths, goals and socio-economic circumstances, the
following strategic priorities have been identified to be an essential part of an effective
medium term development framework:

i) Preserving key values and advantages.
ii) Achieving consensus for change.

iif) Addressing key binding constraints.

Key values and advantages that have been identified as important to preserve are:

i)  The environment.

ii) Cultural values.

iif) Political stability.

iv) Public security and civil order.

v) Effective relationships with development partners.

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.

i) 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.

As explained in the section on binding constraints, 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 :
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398.

399.

400.

4.3

401.

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, reflected in a dack of willingness to pay, work
productively and adopt effective policies§ and

i) 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.

As noted, 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.

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.

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 and foreign
labor;

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.

Criteria for Setting Sectoral Priorities

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. In formulating the MTDS to date the following criteria
have been used to help set priorities within sectors 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
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402.

403.

4.4

404.

405.

benefits of proposals and ensure support for them. The support criterion refers to
the extent that support could be expected assuming a reasonably effective
communications effort.

2) Impact (1): the proposed policies, strategies and actions must have or be likely to

have a substantial impact in terms of sustainable economic development of the
specific objective under consideration. 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 that exist.

Separate annexes explain how the Support, Impact and Doable (SID) criteria were
applied in different sectors and for economic policies and institutions. Tables are
provided showing how the priorities were established for each of the specific actions
recommended in the MTDS by applying the SID Criteria. The Impact criterion is given
a weight of 50 percent and the other Support and Doable criteria are each given
weights of 25 percent. 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. An overall score for each action was then obtained as a weighted
average of the individual SID criteria using the weights just described. 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. A ranking of 1 is the highest ranking.

The rankings can be changed if circumstances, assessments and priorities change or
new actions are recommended as the MTDS is being implemented.

Overarching Strategies

The strategic priorities, and their components, together with the prospective
macroeconomic and budgetary environment, the socio-economic and natural
environment and the detailed sectoral assessments made in preparing the MTDS have
led to the clear specification of three overarching strategies. The overarching
strategies can be defined as follows:

i) paying the right price (ensuring cost recovery and well defined, transparent
subsidies subject to regular reviewy);

i) conservation and cost reduction including efficiency improvements;
iif) generating income opportunities.

The various chapters on economic and infrastructure policies and sectoral policies
include various aspects of these overarching strategies as a common theme.
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5. Medium -Term Fiscal Strategy (MTFS)

4086. The medium term fiscal strategy is documented in a separate report FEIM (2008)
repoMetd;i uim Ter m Fi scal Strategy for Sustainabl
407. In summary, the Medium Term Fiscal Strategy is to focus on being more self reliant

with respect to financing government expenditure. The key actions are to:

i. Undertake comprehensive, effective and fair tax reform.

i.  Reduce the level of current government expenditure significantly.

Improve the efficiency of government.
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6. Economic Policies and Institutions  Strategies and Actions

408. The Economic Policies and Institutions Action Plan matrix 1 summarizes the
Strategies and Actions for Economic Policies and Institutions, indicating the level of
priority, responsibility for implementation, indicative cost and proposed timing. A brief
narrative explanation of the strategies and action in relation to Economic Policies and
Institutions is presented in the following sub-sections. A more detailed explanation of
the rationale and expected outcomes in relation to The Economic Policies and
Institutions Action Plan is provided in the separate FEIM report on Economic Policies
and Institutions for Sustainable National Development.

6.1 Fiscal Policy
6.1.1 Sustainable Fiscal Policy

4009. Action 1 is to implement a sustainable fiscal policy.

410. Fiscal policy is a critical economic policy in Palau in both the medium term and the
longer term. There is no scope for independent monetary policy in Palau because of
the use of the US dollar as the official currency, government expenditure and
regulation dominate the economy and tax policy is also important. The MTDS includes
a Medium Term Fiscal Strategy (MTFS) as a key component with the goal of ensuring
fiscal sustainability by reducing reliance on external assistance. The key aspects of
the MTFS were described in the foregoing section and are set out in detail in the
separate FEIM report on a Medium Term Fiscal Strategy for Sustainable Economic
Development.

6.2 Improve Access to Land for Economic Development
6.2.1 Context

411. 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.

412. However, land use needs to balance economic, environmental and cultural interests
and values. In Palau there is a heed 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.

413. The recommendations for improved strategies for the land market to a large extent
mean implementing some key recommendations from the NMDP that have still not
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