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1.. Executive Summ:ary

Article 5, Ammex IV of the Cotonou Agreement requires that the National Authorising
Officer and Head of Delegation shall annually undertake an opsrational review of the
indicative programune end, within 30 days of completion of review, draw up and
submit a report fo the Development Finance Comnitiee,

This jeint annnal report for 2003 fulfils this reporting requirement.

The Cfauntry Strategy Paper and National Indicative Programine (NIF) for the
Republic of Palau were signed in Koror on 6™ September 2003,

The NIP provides for an indicative financial allocation of £ 2 m for the “A”™ Envelope,
and € 0.6 m for the “B” emvelope. The focal area of EC-Palai cooperation is the
enetgy sector, to which 5% of the A envelnpe (€ 1.7m) s to be allocated ;& further

progranmmie (e 0.3m), also in the ﬁeld of renewable energy, is to be implemented by
Non-State actors.

The preparation of project proposals to be financed under the Cotonou Agmﬁmmt :
began in 2003 and the status of proposals in the focal and mn—fncal sectors by end
2003 was as follows : '

In the latter half of 2003, a draft Financing Proposal of the proposed focal sector programme
on Energy (vovering 5 of the new PACP commtries, including Pala) was developed, in
comcert with beneficiary countries and with the Forum Secretariat (which is to managg thy
project). The Financing Proposal was expested 1o be reviewed by the EDF Committes in the
second half of 2004, and implementation expected to begin in sarly 2005.

A Draft Financing Proposal for 2 programme to be implemented by non-state actorg — which
by agreemeni with the Goveminent of Palan also focuses on renewable energy — was in

preparation at the end of 2003, with the expectation of approval and implementation by end-
2004,

2. The Republic of Palau’s National Policy Agenda

2.1 Naftional Objectiven -

In 1996, 2 National Master Plan was developed astﬁblishing the framework and pnliciéas for
the pursuit of sustained econcmic and social development over a 23-year period. The main
long-term develnpmem ohiectives of ﬂ:ua Mester Plan are summmarised as follows:

iya Euhstantial shiﬂ: in economie activity from the public sector to the private sector aimed at
increasing productivity and efficiency of the resource use; (i) strengthening of government
institutions to improve co-ordination of the decision making processes while, at the same
time, reducing the relative size of govamment and (1i1) identifivatian of ﬁmcmg stratzgies,
mcludmg tex reform, to offset the decline in US assistance gver time,




Within the framework of the Master Plan, & five-year National Development Strafegy was |
adopted with the emphasis on infrastiucture development and other capital mvestment.

The Governruent’s vision, geals, macroeconomic framework and related development .
stratesies are set out 11'1 the National Master Plan, the key slements of which are:

Visicn: ' _‘

To substantially enhance the quahzy of fife of Palauans and fum.e generations of
Palauans,

Goals:

- inerease ozl economic growth per capitz on a sustained basis;

| - ghare the benefits of economic growth on an equitable basis, in ways that reward
enterprise, risk taking and hard worl, and allow foreign workers and mvastors & gemine
stake in development;

- grrrdel and enhance confidence in the Paleven culture, ratse national consciousness, sng
protect the natral environmens. .

Macroscotomic. Ei-aggewaﬂc snd Development Stratemios / Kev Mactoeconomie Policy

' To extablish a stable, predictable and internationally competitive macroeconomic

environment for private investment; financing of government expendzmres, and sustained
ecorppic growth,

Development strategies foeus on the follc:wing'arcas: fiscal managementd, the labour
- market, foreign investment, taxation and charges, and the financial sector,

'3, ANALYSIS OF THE PDLITICAL, ECONOMIC AND SOCJAL SITUATION

3.1. Political sitnation,

.Pala.u is a constitutional government, in free association with the USA, and a market-based
- democracy modelled after the U8, aithough the traditional communal system remains strong.
It has a tripartite form of government cumpnsmg o] execuuve, legislative and judicial bran::h o

Though a fundamentally politically stable and peaceful country, 2003 was a troubled year in
many ways for Palau, with its tourist industry rocked by the SARS crisis and incidents of
political tension and unrest, mr:ludmg 2 riot by more than 200 mainiand Chinese garment

factory workers, left stranded in Palau by the:r msernpulous employer for several months
without pay or retum tickets.

3.1.1. Democratic participai;inn

Palau has a modern democratic form of government. Although traditional vatues. remain
stromg, it i§ not the case that high office is held only by traditional leaders. Opportunities

therefore exist for the genersl populace fo participate in governancs and the decision-making
Drocess,




3.1, 2, Homan Rights

Pelau has a pood record in terms of muman rights. All the sssential freedoms of speech, -
expression, association eté, are snshrined in the constitution, : ‘

3.2. Economic and soeial situation

~ The Republic of Palau is an island nation located in the North Pacific Ocesn south-east of the.
Philippines, The total land area is 458 km®. The counfry comprises over 200 islands of which

- Babeldaobd (272 km?) the largest, Only nine of Palau’s islands are mhablted The Exclusive
Economic Zone {s 600,900 km?,

The population of about 20 000 comprises Palauans (’S’O%) Asjang (28%), and Byropeans
(2%). The annual population growth rate of 2.1% reflccts an inflox of foreign workers and an
ouiflow of Palanans to ne1ghbcmrmg gountries and the USA. The bulk of the population
(70%) resides on the main {sland of Koror, which is also the centra of govarnmunt angd formal
smployment. Further development of Keror is constrained by its small size. To ecase
overcrowding, Babeldaob, the largest island with one quartﬁr of the population, iz being
developad as the new capital and centre of govermment. It-is also the location of Palau’s

intemational airport. The developmmt of Babeldaob as the cap1tal of Palau is enshnned in the
- 1981 Constitution.

3.2.1. Economic sitnation, stracture and performance

From 1947 umtil 1994, Palan was part of the UN Trust Temitory of the Pacific Islands
{together with the Marshall Islands and the Federated Staies of Micrcmasia), administered by
the USA In 1994, Palau signed a 50-year political, strategic and economic treaty with the
USA, known ag the Compact of Free Association, marking it8 accession to independence,
Palan remained within the US monetary system and the currancy of Palan is the US dollar.
Under ‘the Compact, Pelan conducts its own domestic and foreign affairs (while the U.S.
retains control of defense and security matters;, and exclusive strategic access to Palau’s
waterways), dnd receives grants totalling mere than $500 million over 4 fifteen-year period to

. 2009, §70 maillion has besn set aside in a Trust Fund {which is now moTe than double the
: urigmal deposit) for use after Compaet grants ceass in 2009,

As a small Pacific Island State, Palan faces meany consfraints to development that are similar
to those of other Pacific Island economies. These include a narrow tesowrce base, |
geographical isclation, a small domestic market, vulnerability to natural hazards and external
shocks, as well as a lack of infrastructure and skilled labour. These factors, combined with &
high depondence on external aid, hm!e developed the government sector as one of the major
factors of the econormy,

The economy consigts primerily of tourism, subsistence agdeulturs and fishing. The
government is the major employer of the workforee, relying heavily on financial agsistance
from the U.8, Business and tourist arrivals mumbersd 50,000 in 2000/01. In 2000, the public
sector acoounied for ahouwt 22% of GDP, an increase of 3.5% ovar the 1990 figure.
Governmeni is currently the major provider of infrastructure, servicss and employment, Other
‘gerviees, indluding trade, hoicle and resteurants, transport and communications acecunt for
ahout 51% of (3DP, slmest twics as much a¢ in 1990, driven by 2 sirung growth in trade and



tourism related services. Financiel services have also shown strong growth over the decade,
frotn 8.4% of GDP in 1990 to more than 12% by 2000.

Economic growth in 2003 was very medest, however {1%), due partly to the effects of the
SARS crisis on the country’s biggest revenue saming sector, tounismt.  For a time the airport
was closed fo visitors from Taiwan — the secand biggest tourism market — and the fear of
travel generated in the main Japanese market by the SARS scara. (Visitor numbers in Palau
are usually some 60,000 snnually — three times the number of the country’s population).

The main scenomic E:ha]lenge facing Palau 15 to ensure the viability of its ecohomy by
reducing its considerable reliance on foreign assistance. The establishment of a Trust Fund.

(zee abcve) to be diawn on after the schaduled end of Compact finds in 2009 constitutes a
step in that d‘l.'fﬂ[.‘-t].ml

Economic data

GDP (2003) ' U8 §122m

ODA and Official aid (2003) : US $ 534m

EU experts fo Palan ' : € 3m (principally machinery) )

EU imports from Palan = € 15,000 (principally plants, flowers, fish, pearis)

Main export commodities  ; shellfish, tuna, copra, garments

Main industries © tourism, craft iterns, garment making

3.2.2. Secial pzpects

Palar’s GDF/per capitﬁ in 2003 was US $6,280, one of the highest among the Pacific Island -
- countries, Life expectancy at birth averages 69 years (64 for men, 74 for womon), the infant
mortality rate is low (15.7 deaths per 1,000 live births) and literacy is universal,

All Palanans have universal access to free education and health provision, a right which is
enchrined in the Constitution. Palau has relatively high levels of educaiion, sanitation, and
- public health services, which have Deen instrumental in bringing many communicable
diseases under control. However, with changing lifestyles end dietary paitems, Palau is now
sxperiencing higher rates of nom-communicable diseases (cardiovascular and hypertension-
linked diseases, obemty and cancar) that create new challenges for public health and curative
serviced. A growmg challenge is to design and implement gffective health promotion and
" infommation campaigns with adequate financing mechanigms that fodus on preventive rather
than curative care to reduce the incidence of lifestvle diseages,

In recent years the quality of education has dstgmorated as a result of the epactment of a
- mandatory 30-ysar service retirement law which led to the loss of experienced teachers and a
ghortage of qualified and experienced successors.

3,2.3. Structure of the public sector and recent developments



The public secior’s coniribution te GDP increased by 3.5% throughout the 1990s, and

goverrmment remains the major smployer of the workfome wﬂh some 75% of emplbyees-
ﬁmdad by the state.

3.3, External Environment
3.3,1, Balance of payments

Mo information available,

3.3.2. Merchaudise Trade

Palau hes & permanent trade deficit, with ﬂ'lﬂ value of imports averaging some ten times that
of expotts. The fall in imports in 2003 reflectéd lower grant-ﬁnamed capital expenditure.

3.4, Sustainability of Current Policies
3.4.1. Economic development

Despite its relatively high GDP/capita rate (higher than many other Micronesian countries),

Palaw’s economy remains highly dependent on external assistance, A Trust Fund has beon

established to assist Palau in its social and economic development when scheduled Compact

funds end in 200% which, if properly managed, will form a basis for the sustainability of

eurrent development policies, Tourlam is a sector with greater development potential, bt —
- .ag the gvents of 2003 have demonsirated — future over-raliance on tourism for government
- revenue could be a rigky strategy.

3.4.2, Unemployment

Unlike many Facific Island. cuunt‘ies, unﬁanpmymﬂnt is not an area of undue concern, with
the present rate standing at only 2.3%.

~ 343, - Gender iasues

‘Women in Pdlau have traditionally aanjmyed 2 high social status and equality with their male
counterparts, They enjoy full equality under the Constitution and have guaranteed access 1o a
full range of health services and education. Younger women ars now equalling or surpassing
men in edicational -achievement and receive a greater share of post-secondary grauts and

loans. Women are also achieving l:ugh rank in the public service. W‘omﬂn select the male
heads of clans.

' 3.4.4, Envirenment

Comnpared to many other Pacific Island countries, the enviroument in Palaw is in relatively
good condition, although the fmpact of tourism and climate change on the envirommont is
growing, The success of the tourism industry is clossly related to the couniry’s unspoilt
gnvironment, specifically as regards the matine resources, and the utilisation of several dive
- sitée s already counsiderad bevond fhelr absorption capacity, Further dogradation of these
resoutees Will suppress the long=term development potential of the tourlst industry. Effective




Bite management plans are therefore Tequired to emsure that the mtegrity of the marine and

land enviromrients is mmntamed for future generations. . (see also Environment Profile in
Ammex),

Waste menagement, howsver, is a serlous conoor, Th.e rate at which sohd waste and
_sewerage are generated exceeds the country’s absorption capaoity. With the current extensive
. development of public infrastructure on the island of Babeldaob, Watershad ptotection and

conservation is of the highest concern and may réquire restrictions to land use to protect fresh |

water resour::es

3.4.5. Governance : Sound Development Management

Compact assistance is scheduled to last for ancther 5 years, but in order to advance the canse
of economic self-reliance, it 1s vital that the authorities implement policies capitalising on the
potential for sconomie growth. This is Hkely to involve a degree of privatising of areas af
present in the public sector and, more generally, to comtinue to create an snabling
environment for private sector development.

4, OVERVIEW OF ONGOING COOPERATION IN THE REGION

The 9™ EDF Regional Programme foresees an allocation of €29 million and includes three
focal séctors “Eeonomic Intepration and Trade™ (€0 million), “Hurham Resource
Development” (€8 million) and “Fisheres™ (€5 million) and € 7 million for 2 non-focal sector,
- destined for the extension of a mumber of 8% EDF programmes 0 the 6 new ACP countries,

including RMI, The Regional Programme was S1gnad m 2002 by Commsaioner Poul
Nielson, duﬁng his ﬂrst visit to the Pacifie.

. “Regional Ecoﬂumic Integtation Programme” (REIF) - €9,2 million

‘The programme aims to assist the region in strengthening ifs capacity o itmplement PICTA
{the proposed free trade area among the Pacific island countries), negotiate trade agreeme.nis
with de;velapad partners (¢ g an Economic Parmership Agreemerit with the EU) ;
participate in mmultilateral trade negotiations (WTD) and to assist. the pnvata sector n
addressing supply-side constraints,

The EDF approved the progranume at  its November 2003 meeting and at the end of the year
the Financing Agreement (FA) had been finalised. The FA was scheduled to be officiatly
signed by the RAO and by the Commissioner during the latter’s visit to Fiji in Pebruary 2004,

» “Human Resoumes Development” (HRD) — PRIDE progsamme - €3 million

. The objective of the programme 1z two-pronged to assist Pasific island comtries (PICs) in
developing a sector-wide sirategy for Bducation' and subsequeriily “to finance the
1mplemeuta tion of sorne parts of that strategy. Most PICs have identified Education as 4 foeal
sector in their Natlonal Tndicative Programmes, and & number of other donors are very active
in the sector in all of them. Thersfore, the parts of the strategiss that have a mora national
character will be implemented with netional fimding (both governments’ own resources and

that of donors) and those that have the capamty to be shared by the region can be scleoted for '
* funding by tiifs programme. The programme is implemented by the Institate of Education of -

the University of the South Pacific (USP)



The Tinancing Proposal was finalised in 2003 and approved by the EDF Committes in

September. Both the Financing Agreement and Coutribution Agresment were signed in Suva
n November 2003.

A very positive development ocowred during 2003; af the invitation of the Paeific Island
Countries, led by Samoa, and with the consent of the Commission, NZAld agreed to provide
- fimding for PRIDE, fo the tune of NZD 5 million for fhree years, with the possibility of
additional funding after that This allowed USP to proceed with the rocruitment of the project
menagement team during the second half of 2003. At the end of the year all bul one element
of thie team have been sclected and all have eitber ACP or EU nationality, USP is also

finalizing works in the PRIDE coffice building. The team will start working in February 2004.

Traplementation of thm progrﬁmma went faster than expected: implementation had been
forecast to start in early 2004, but at the end of 2003 almost all the team has already been
s¢lected and works in the office were a]mnst campletad

» “Fisheries” - €5 mithon
Two programmas are bemg funded in this sector :

"E) Extansmn of PROCFISH to the 6 new ACPs - £1,997 million
The complementary Financing Proposal was approved in late 2003, and the Financing
Agresment was o be glgned in Fﬁbmary 2004, dering Commisgioner Nielson's visit to Fiji,
for unmadlate implemientation (cf. g EDF below, for further details on PROCYISH),

b) - DEV FISH, a programume to be mﬂﬂ&gﬁd by the Forum Fisheries Agency (FFA) in
collaboration with the Becretariat of the Pacific Comrmumity (8PC) - € 3 million

‘The objective of the programme 15 o increase the bmsﬁts received by FICs from sustalinable
uge. of marine resources, by increasing the capacity of PICs tc directly participate in the tuna

fishing and processing industry, and rsmforcing national and regmnal policies and strategies
for the sector.

By mnd-.‘lODB the Financing Proposal ws being fitialised by EC hsadquarterm with a view to 2
decision by mid-2004. Implementation should start immediately after.

. Non-focal sector-€ 7 mﬂhun

‘I’he non-focal sector i composed of sxtensions of existing programmes 1o the new & ACP
countties, and support to the Palay Festival of Arts:

a) All extensions refer to the participation of the 6 new ACF couniries (Cook Islands,
Federatcd States of Micronesia, Nauri, Niue, Palau and the Republic of the Marshall Tslands),
which canpot benefit from 8" EDF funding, in projects/programmes recently approved and
financed under the 8% EDF, Three extension proposals were appreved dunng 2003 and one
other is being ﬁnahsed as per ‘che table below,
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(— SPC/'DSAP ext, 1.981 9th NT Approved, FA s:tg,:rmd by Cormn.
LNlelson in Feb 2004
SPC/PPP ext. 1512 9th NT Apnroved. FA signed by Comt.
: Niglson in Feb 2004
SOPAC ext. 2.55 Sth NF Appraved. FA signed during
1 the first quarter of 2004
SPREP/PIEN ext. 0.356 Oth NF being finalised by HQ in view of -
_ a decigion by mid-2004

b)  The Palau Festival of Arts is & co- -financing project with the Pacific OCT, eansmtmg
of €330,000 from the ™ EDF RIP (including balances of previons EDFs, transferred into the
5%) and € 250,000 from the OCTs. The RIP part will finance the purchase of sound and light
equipment, its installation and the fraining of Festival staff for its opetation. The OCT patt

will finance accommodation, locai transport and catering for the participants from the French

Pacific territories. The Festival will take place in Palan in July 2004 and the organisation
wanted o start tendering for the sound and light equipment in November 2003,

The Financing Proposal was presented to the Delegation in May 2003 and, afier further
processing, to AIDCO at the end of the same month, Changes in staff in EC headquarters and
difficultios in coordinating funding from differcnt sources resulied in serions delays to the
programme, Approval was expocted at the end of the first quarter of 2004,

4.1 NIF Focal sectors

- 41.1 9™ EDF NIP Focal sector - Energy (€ L.7m) -

Follewing discussions between the BC and the Government of Palau on the implementation
of the proposéd focal sector progranmme, the Delegation proceeded with the drafling of a
Financing Proposal for the interventions in the renewable energy secior. Agreement on the
final Financing Propusal was sought from the five NAOsg involved in December 2003, sitce
the programmme is to be implerented at a sub-tegional level, together with FSM, Naury, Niue

“arid ‘Moishall Istands, The Financing Proposal is expected to be presented to- the- EDF

Committee in the second half of 2004, with 3 Fmancmg Agresment slgnad soall thereafter,

4.2, Other programmes

NSA Progrnmme “Palan Reaewable Energy ngramme” (€ 0.3m)

Following discussions between the Deloga,uon and Non- State representatives in Palau, a drafy

'Financing Proposal aimed at enhancing and expanding compunity-based activities in the field

of renewable energy wad developed, to be submitted for epproval in the first half of 2004,
The project was expected to begin implementation in the latter half of 2004,




. ngr_a'mmmg persp ectives for {he folleing vears

o EDF NTP B 20{)4 C 2005 2006 2007

Commitreents {in € mxlhon)
| Bnergy Plogramme (€ 1.7m) .
NSA prograzmme (€ 0.3m)
03 .
Disbursemeats (in € millionj
Energy Programms 04 07 ' 0.4 03
NSA -_nmgrarnnie - g7 0.125 B __pos
' Total {omrnulative) 2.0 0.475 0.825 - 0475

6. 2003 Annual Dperatiﬁnal Reviews — specific themes

6.1  The speeding up of the use of previous EDF resources
(As a new ACP Biate, this is not applicable to Palau).

6.2 Settmg indicators and targets for measuring poverty recluctmn, and results in
- {focal sectors .
6.2.1 TIndicators for measuring poverty reduction

No information available.

6.2.2. Indicators for measuring results in focal sectors

Indicstors to measure results of the fosal sec.tor programme would include the number of

renewable énergy initiatives running in the muntry andfor the shate of eriergy cotisumption
derived from renewable sources,

6.3, Dialogue in-country with the Office of the NAO and non-State actors

Dialogue in-country with the NAO has been neaassarilf,r retatively limpited, given the great
distance between the Delegation responsible for Palan (the Fiji-based Delegation) and the

. Palanan capital, Koror, some 6,000 kilometres and several flying days apart, The proposed

opening of an EC Office in the ne;ghbounng Tedergted Siates of Micronesia, scheduled to -
take place in 2004; should preatly facilitate EC-NAO in-country dialogue m foture.

In general terms the prosent government has shown a weloome readiness to encourage
fiunding for Non-Governmental organizations, The NIP includes a compoient for N8As {15%
of the A envelope), which hes been allocated for community-based projects o be
implemented” by non-state actors. Good NSA contacts have been established. by the
Dielegation with NSA representatives in Palaw,



| 7. Conclusions

{a oné-page resume of the foregoing, to be written when the full text is completed and
- agreed] : o . ‘




Annex |
Republic of Palau : Country Environmental Prc}file

Land '
The Republic of Palau, an archipelago of over 300 high and low lslands is the most .
westerr of the Carcline Islands group of the south-westemn Pacific. Palau’s total land
area {5 188 square miles. The islands of Palau’are diverse in geoiogical orlgin and
* formnation. - Though many of Palau's food resources are found in the sea, food
procuction from land will remain significant, Seils need 1% be managed properly and

not be allowed to degrade as this will constitute a congiraint not enly 1o agnculture
but alse to marine resource management.

Water

Palau has freshwater resources, The only sustained stréam ﬂow is found on the
" large volcanic island of Babelddob. Other surface water resources exist in the form
of fresh water lakes and ponds,

. Climate and Forastry

The climate is described as maritime tropica} rainy. There is little seasonal vanatlcn
in tempetaturs.

Marine
Palau is endowed with & high 1evel of diversity and abundance of marine resources
which historically have provided one of the most imporiant food sourges for the
- population, Many of the perceived opportunities for increasing economic self-
sufficiency in the country fosus on the utilization of resources which are directly or
indirectly dependent upon the coastal marine habitat. As a relatively small island
nation, Palau has a very limited amount of such habiiat. 1t is therefore impottant that
inputs to the coastal marine habitat be guantified and monitored. Some aspects of
" marine fenure and traditional conservation measures do remain valid ih Palau,

Chiefly decrees continue to be issued 1o ban harvesting from certain areas or of
certain specles

Minerils

Mireral resources, like lithosols, were fc-und in Angaur and F‘eiehu and contained
substantial reserves of phosphate which were mined during the German and

Japanese Administrations. At present, only grave!, scnla, sand and corals are mined
or dredged.

Tourism

Three major resource areas having pmteatial for sustainable econcmic deveiopment
are toutism, marine rescurces and agriculture forestry. Palau’s economic future
depend on these and without environmeant protection -and proper conhservation
maasures, Palau's natural resources will be depleted sooner than otherwise,
Tourlsm & now baing used o introduce people fo and educate them about the
unique marine and ierrestrial ecosystems of the Palauy archipelago, Siudies show
that, with proper ferethought and planning, Palau can develop a fourist industry which
iz dependeni on, but which alsc works 1@ sustain, the beauty of the naturai
envirenment; and the culturai heritage and quality of lifs of the people of Palau.. .




Ahnex !

Waste Management

The safe disposal of solid waste is likely to become a major pmbiam if control
measures are not established. The changes being expsrienced, including rapid -
growth in tourism and population, increased sgvailebility of imported consumer
products and an inerease in the number of industrial fype activities, mean that the .
potential exisis for serious problams t¢ develop in the futurs,

Emnmnmental Management

In recent years, there has besn a growing realisation of the need to develop and
implement environmental management strategies to guide the small island nations of
the Pacific towards a development path which Is more sustainable. In Palay,
envirenmental management and sustainable development is supported by the fact
that develcpment prospects in the Republic are based largely on the development of
natural resources ~ environmental tourism, forestry and marine resources. A general
overall requirement for the management of marine resources is to address the.
-problem of overlapping or indistingt jurisdictions and responsibilities. The costs and
benefits of developments must be acourately weighed and the projected outcome of
gcanomic returns spedifically evaiuated.




