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SUPPLEMENTAL FINANCING DOCUMENT
FOR PROPOSED GAZA EMERGENCY RESPONSE SUPPLEMENTAL FINANCING
TO THE PALESTINE LIBERATION ORGANIZATION
(FOR THE BENEFIT OF THE PALESTINIAN AUTHORITY) FOR PALESTINIAN
NATIONAL DEVELOPMENT PLAN DEVELOPMENT POLICY GRANT VI

l. BACKGROUND

1. For the past six years, the Palestinian Authority (PA) has been implementing
reforms, which have been successfully supported through the development policy grants.
Despite numerous political and economic constraints, the PA managed to achieve an
impressive degree of fiscal consolidation, reducing its recurrent fiscal deficit from 24 percent of
GDP in 2009 to 11 percent in 2013.

2. However, due to shocks beyond the PA’s control, economic performance indicators
in the Palestinian territories have been weakening significantly since 2012. Following a
period of strong economic growth that lasted for five years between 2007 and 2011 and peaked
in 2011 at 12 percent, growth in the Palestinian territories started deteriorating, dropping to 6
percent in 2012 and then further to 2 percent in 2013. At this low rate of growth in 2013, real
income per capita shrank. The situation deteriorated further during the first quarter of 2014.
Negative growth was recorded in Gaza due to the closure of informal trade tunnels with Egypt,
as those tunnels were the main trade route for Gazans. The West Bank experienced a relative
stagnation, growing by a mere 0.5 percent. Although there are no new estimates to confirm it,
poverty is expected to have increased since 2013, in particular given that unemployment has
been on the rise reaching 45 percent in Gaza. In broad terms, political uncertainty, the reduction
in donor aid, combined with a blockade of Gaza and very little progress in easing the movement
and access restrictions that also hinder investment in the West Bank explain the downward
growth trend that started in 2012.

3. The Palestinian-Israeli peace talks facilitated by the United States re-started in mid-
2013. By the end of March 2014, the peace talks began to stall. After Palestinian President
Mahmoud Abbas forged a unity pact with Hamas (which formed the de facto authority in Gaza),
Israel suspended its participation in the peace talks. Political developments in Egypt, Iran,
Jordan, Lebanon and Syria have added to the complexity of the topics being negotiated.

4. A ““consensus” Palestinian Government was established in May 2014, with a cabinet
of technocrats, who are not affiliated to any political party, endorsed by both Fatah (the party led
by President Abbas) and Hamas. The violence that erupted in Gaza in early July 2014 and
continued until the end of August has put a strain on the consensus government. Service delivery
in Gaza is complicated by the existence of two distinct public services—one paid and managed
by the PA in Ramallah, and the other by the de facto authority in Gaza—and the current
arrangement is unsustainable.



1. THE SITUTATION IN GAZA

5. The recent conflict in Gaza has created a humanitarian crisis and dramatically
augmented the development challenges. More than 2,100 Palestinians died during the
hostilities, and a third of the population was internally displaced. The conflict resulted in
massive destruction of infrastructure. According to the PA’s estimates, as presented in its report
to the Cairo conference on Gaza reconstruction, the total damage is close to US$4 billion. These
estimates as well as proposals for reconstruction are being refined in a full damage needs
assessment led by the PA with support from the EU, UN and the World Bank. Gaza
reconstruction will require the PA to agree with the Government of Israel (Gol) on an effective
entry and access system to allow flow of critical construction materials into Gaza, and to allow
reconstruction activities to be led by private contractors. The system would need to ensure entry
of materials under the PA’s leadership, assuring the Gol and donors that building materials are
used only for the purposes intended. The efficacy and efficiency of this system will significantly
affect the time and cost of the reconstruction process and will also determine the economic
impact of the conflict.

6. The economic impact of the Gaza conflict is doubtless severe. The loss in West Bank
and Gaza GDP compared to the pre-conflict forecast is estimated at US$660 million. Economic
activity has virtually stopped in Gaza for almost two months. Furthermore, the damages to
business infrastructure and inventory are thought to be severe. While fieldwork is ongoing to
assess the damages to private companies in more detail, it is preliminarily estimated that
facilities along with the equipment and inventory of more than 400 companies in the
manufacturing sector and more than 900 in the service sector (primarily trade) have been
damaged or destroyed. Inventory losses are estimated to be unusually high, as many companies
kept large stocks of production inputs and finished products as a way of coping with the severe
restrictions on external trade. A number of businesses will suffer as a result of human capital
losses, due to death or severe injuries of their key staff. At the broad level, the World Bank and
the IMF are forecasting that the Palestinian economy will shrink by almost four percent in 2014
in real terms with 15 percent GDP reduction in Gaza and 0.5 percent in the West Bank.

7. The social and poverty impact is also severe. Even before the conflict started,
unemployment in Gaza had already jumped to 45 percent (June 2014), with youth unemployment
at 63 percent. While there are no recent poverty estimates, it is known that unemployment is an
important determinant of poverty in West Bank and Gaza and it is believed that close to half of
Gaza’s population lives in poverty. In fact, some 70 percent of Gaza’s population had already
been aid dependent. Now, with massive internal displacement, home destruction, deep
recession, destruction of productive capacity within Gaza’s economy, and the impact of the
conflict on the mental and physical health of the Gaza population, the size of the social and
poverty impact is hard to fathom.

8. There is a huge need for immediate assistance, as well as the reconstruction and
early recovery assistance that would help restore basic public services and livelihoods,

! The Bank and the IMF were forecasting 2 percent real GDP growth prior to the onset of the Gaza conflict and the forecast now
is -3.7 percent. This would translate in an approximate loss of US$660 million in nominal GDP in 2014 only.



prevent the outbreak of disease and resumption of violence. The Palestinian Authority,
whose budget has been chronically overstretched, despite its best intentions and efforts will not
be able to face these challenges without generous financial and technical assistance from its
multilateral and bilateral donor partners. Among other interventions needed, the PA has
requested donors to augment their budget support to provide quick disbursing assistance for its
programs in Gaza, but also to help it cope with the broader impact of the Gaza conflict on the
Palestinian economy and public finances.

1. THE PA’S RESPONSE

9. The PA has provided immediate assistance to alleviate the impact of the conflict in
Gaza. A large number of injured during the recent conflict in Gaza were treated in East
Jerusalem and Israeli hospitals. While the exact cost of these treatments is not clear yet, they
will be covered by the budget of the Palestinian Authority. Furthermore, the PA also provided
fuel for generators to meet urgent needs for electricity during and immediately after the conflict.
The PA also committed to temporarily extend financial assistance to an additional 20,000 poor
people in Gaza, who were affected by the recent conflict. The PA estimates these additional
expenditures have already amounted to around US$30 million, but a detailed breakdown of
expenditures is not available yet.

10. In addition, the PA has been preparing a comprehensive strategy and plan to deal
with the aftermath of the Gaza conflict. As the first phase in the planning process, the PA
prepared damage assessments for specific sectors. A plan called “The National Early Recovery
and Reconstruction Plan for Gaza” (NERRPG) has been prepared in consultation with the Bank
and other donors for the October donor conference in Cairo. Given that full-fledged damage and
needs assessments for all relevant sectors are yet to be completed, the PA is cognizant that the
plan will be a living document for the next few months. However, it is impressive that the PA
managed with donor support to prepare in record time a preliminary strategy that: a) provides a
vision for Gaza’s reconstruction and socioeconomic recovery; b) provides early damage
estimates; and c) outlines the principles for the implementation of the plan and prerequisites for
its success.

11.  Although this figure may be revised as a result of the full damage and needs
assessments, the PA currently estimates that the cost of relief, reconstruction, and recovery
in Gaza will amount to US$4 billion. In the housing sector alone, the cost of repairs and
reconstruction is estimated at US$1.4 billion, while the cost of reconstruction for damaged or
destroyed companies is estimated at US$1 billion. The provision of social assistance for an
additional 20,000 poor beneficiaries until 2017 is estimated at US$500 million. While these
numbers have to be taken with caution until more accurate assessments are produced, the
financial need is undoubtedly very high.

12, The more detailed damage and needs assessment (DNA) will utilize existing data
and sectoral assessments currently conducted by the PA. The key objective of the DNA is to
compile all existing assessments into one internationally accepted standard for determining
damages, losses and needs. This standard will be used to finalize the NERRPG and prioritize the
PA’s and donor-financed interventions for recovery and reconstruction. The DNA would be led



and owned by the PA with assistance from a multi-disciplinary, multiagency team comprising
the relevant UN agencies, the EU and the World Bank.

13. It is also noteworthy that an overarching objective of the PA is to fully integrate
Gaza under its governance structure. The formation of the National Consensus Government
was the first step in this direction. While this agreement has yet to be fully implemented in
practice, it can be safely argued that effective governance by the PA in Gaza will be a crucial
enabler of a successful Gaza reconstruction and recovery. In NERRPG, the PA has outlined a
plan of interventions for effective governance in Gaza.

IV.  THE WORLD BANK GROUP’S RESPONSE AND STRATEGY

14.  The Bank has been active from early stages of the joint effort to design a recovery
and reconstruction plan for Gaza. The PA has asked the World Bank, the United Nations
Development Program (UNDP), and the European Union (EU) to assist with the post-
humanitarian phase needs assessments, which will be critical inputs to enable the PA to revise
and finalize the NERRPG.

15.  The Bank has been supporting the relevant PA’s institutions in the baseline construction;
analysis, validation and quantification of damages; analysis of the service delivery and socio-
economic impacts; and a preliminary quantification of reconstruction needs. Based on the World
Bank’s expertise and ongoing sector engagement in the Palestinian territories, the Bank will be
supporting the PA and its partners in subsequent impact and needs assessment with a focus on
physical infrastructure and service provision, i.e. water and sanitation, energy, and municipal
development; productive infrastructure and impact on the private sector; and the Palestinian
economy in general.

16. The Bank’s current portfolio was reviewed in light of the Gaza emergency
reconstruction efforts. To provide support to the emergency needs in Gaza in the most efficient
and tested way, the Bank proposes using existing trust fund mechanisms and operations to
channel funds reallocated from the current portfolio and additional donor contributions that
would be expected. The proposed supplemental financing is one of the key elements of the
emergency response to address the urgent needs in Gaza and those in the West Bank related to
the Gaza conflict. Furthermore, the existing Multi-Donor Trust Funds (MDTFs) that are
currently active in the Palestinian portfolio are available to provide a channel for existing and
new donors in funding the Gaza reconstruction needs. Funding can be provided to the PA’s
Central Treasury Account through the Palestinian Reconstruction Development Plan (PRDP)
multi-donor trust fund; or directly to the PA’s sector institutions.

17. Scaling-up the ongoing well performing operations will assist in swiftly making
additional funds available. Additional financing is proposed for the following investment
projects based on the fact that they are implemented by the PA’s institutions that have local staff
on the ground, work directly with utilities and municipalities in Gaza, have a good
implementation track record, and can quickly channel the funds for immediate reconstruction
needs: Second Municipal Development Project, Water Supply and Sewage Systems Project,
Gaza Electricity Network Rehabilitation Project.



V. REFORM PROGRAM SUPPORTED BY THE DEVELOPMENT POLICY
GRANT VI: AN UPDATE

18. The DPG VI continues the efforts of the previous five development policy operations
in strengthening the PA’s fiscal position and public finance management, but it also tackles
private sector development as a new policy area. The first two policy areas are aligned with
the priorities indicated in the governance and institution section of the PA’s NDP 2014-2016.
Engagement in these areas is warranted by the fiscal conundrum the PA faces in light of the
decline in donor aid, its uncertain prospects, and the lack of progress in easing restrictions on
private sector-led growth, all of which have contributed to a significant slowdown in economic
growth. Furthermore, provided that the reduction of poverty, improvement in prosperity for the
bottom 40 percent of the Palestinian people, and sustainable public finances necessitate private
sector-led growth, the DPG VI has been designed to also extend support to the PA’s recently
intensified efforts to improve the business environment. This new area of engagement under the
DPG VI is aligned with MENA Region’s Framework for Engagement, specifically the objective
of “creating Jobs, including for youth and women, by providing an enabling environment for
opportunity, competition, innovation and entrepreneurship,” and the cross-cutting objective of
supporting a “competitive private sector.”

19.  With a total of six standalone DPGs, that were de facto prepared as a programmatic
series, the Bank has been relatively successful in supporting the PA’s reform program
under three successive development strategies. The outcome, Bank and borrower
performance ratings in the implementation completion and results reports (ICR) for both DPG IV
and DPG V are rated as “moderately satisfactory”, which have been confirmed in the
Independent Evaluation Group’s (IEG) reviews. Thus, despite a high degree of fragility,
volatility, and uncertainty in the operating environment in the West Bank and Gaza, the Bank has
had moderate success in its effort to support structural reforms through several DPGs. Moreover,
the Bank’s role in signaling to other donors who provide budget support through the Bank-
administered multi-donor trust fund or on their own has arguably been even more important than
the DPG itself. Without this assistance—roughly one third of the PA’s recurrent budget
expenditures—the unemployment and poverty rates in the Palestinian territories would certainly
be much higher than they are. The PA will remain dependent on substantial amounts of budget
support until a political solution is found and restrictions on economic activity imposed by the
Government of Israel have been substantially eased or removed to enable sustainable private
sector-led growth.

A. EcoNoMIC PERFORMANCE SINCE THE APPROVAL OF THE DPG VI

20.  The Palestinian economy was slowing down, even before the recent Gaza conflict.
Growth dropped from 6 percent in 2012 to about 2 percent in 2013 as a result of political
uncertainty, a reduction in aid, the ongoing restrictions and the collapse of tunnel activity which
had a severe impact on the economy of Gaza. The deterioration continued in 2014 and
preliminary estimates by the Palestine Central Bureau of Statistics (PCBS) indicate that the
economy fell into recession in the first quarter of the year with growth amounting to -1 percent:



0.5 percent in the West Bank and -4 percent in Gaza.” Given that annual population growth in
the Palestinian territories is about 3 percent, recent growth trends imply that a decline in real per
capita GDP already started in 2013. In addition, unemployment has surged reaching 45 percent
in Gaza (Q2 2014), which is almost three times higher than that in the West Bank at 16 percent.

21. The breakdown of tunnel activity in mid-2013 against the backdrop of recurring
conflicts and the ongoing blockade led to a strong deterioration in economic conditions in
Gaza. Gaza has suffered from a series of conflicts that have had a severe impact on economic
activity and infrastructure. Gaza has also been placed under a blockade since 2006-7 that
severely restricts the movement of goods and people to and from Gaza. Even though the
blockade was slightly eased in 2010, private sector activity has continued to be severely
constrained. In addition, the breakdown of the tunnel activity in mid-2013 led to a strong decline
in the construction sector which has been the major contributor to Gaza’s growth and
employment in recent years.

22. Inflation in the Palestinian territories remains stable. Average inflation for the first
seven months of 2014 in the West Bank was very close to that in Gaza at about 2 percent.
Notably, inflation levels in Gaza in previous years used to be lower than in the West Bank.
However, with the crackdown of the tunnel activity in mid-2013, prices in Gaza started to rise as
access to cheaper Egyptian fuel, construction materials and other commercial goods became
substantially more limited.

23. Despite the recession, the PA managed to keep the recurrent deficit below its
prorated budget target in the first half of 2014. According to the MoF data, the PA’s recurrent
deficit between January-June 2014 was 24 percent lower than its mid-year budget target. The
performance of the PA’s revenues was impressive in the first half of 2014 as they grew by 23
percent compared to the same period last year, and exceeded the prorated budget target by 9
percent. This is attributed to a significant growth in clearance revenues due to increased official
imports of Israeli fuel into Gaza as access to the cheaper Egyptian fuel was interrupted following
the destruction of the tunnels. Domestic revenues also performed well due to front-loaded tax
payments by several large companies driven by financial incentives to pre-pay taxes as well as a
significant increase in the number of tax payers thanks to stepped up enforcement efforts.®
Expenditures were 2 percent lower than their mid-year budget target. The PA has continued to
place tight controls on the wage bill, which represents more than half of recurrent spending. The
zero net hiring policy that was put in place in late 2012 has been largely maintained and the wage
bill is therefore expected to remain within its budget target for 2014. Spending on the use of
goods and services was also kept below its budget target*. On the other hand, net lending, which

2 At the time the DPG VI was prepared, the Bank and the IMF were projecting 2 percent growth in 2014.

® The DPG VI supports two significant measures taken by the PA to improve revenue performance.

* In the MoF’s monthly budget execution tables, spending on goods and services exceeded its budget target but this
is due to an accounting misclassification. About NIS516 million worth of arrears accumulated in previous years on
operational spending were cleared in the first half of 2014. These repayments were recorded in the monthly tables
above the line as cash expenditures under the use of goods and services, even though they should have been
recorded as part of financing below the line. Amending this classification error reduces the spending on goods and
services by NIS516 million, which makes this item below its budget target for the first half of 2014.



is primarily the result of unpaid electricity bills to the Israeli Electricity Corporation and results
in the deductions from clearance revenues by the Government of Israel, continued to exceed
forecasts. This complex problem is the result of increasing technical losses due to the lack of
infrastructure investment, decreasing collection from customers, particularly in the West Bank,
and the diversion of electricity revenues by municipalities to finance budgetary expenditures.
The PA has already taken steps to deal with this problem, but the results will take some time to
materialize.

24, Finally, while the PA has recently reduced its bank debt and is expected to reduce
the stock of arrears owed to the private sector, it has not yet managed to implement the
planned pension system reforms, which is resulting in significant contingent liabilities for
the PA’s budget in the medium to long term. Due to an ever tightening budget constraint in
recent years, the PA has not been making regular contributions for the funded component of the
pension fund. If the current trend continues, the pension fund’s reserve would be exhausted by
2022 (World Bank projections).

B. EcoNomic AND FISCAL COSTS OF THE CONFLICT IN GAZA

25.  The Gaza conflict has severely impacted the Palestinian economy.® The Bank and the
IMF were forecasting 2 percent real GDP growth for 2014 prior to the onset of the Gaza conflict
and the forecast now is -3.7 percent. This would translate in an approximate loss of US$660
million in nominal GDP in 2014 alone. The economic activity almost completely stopped in
Gaza for the duration of the seven-week conflict, and this has significantly affected all economic
sectors. For instance, based on preliminary estimates, the construction sector, which has been the
main contributor to Gaza’s growth in recent years has shrunk by 75 percent during the first three
quarters of 2014 compared to the same period last year. Furthermore, agriculture sector output
dropped by 30 percent while wholesale and retail trade shrunk by 15 percent. Growth in the
Palestinian territories is expected to rebound to more than 4 percent in 2015 (11 percent in Gaza
and 2.3 percent in the West Bank) assuming that large amounts of aid will be channeled for
reconstruction. However, in Gaza, where the capacity of most economic sectors has been
severely damaged by the conflict, a lot of time will be needed to build back the capacity and
restore output back to pre-conflict levels. In addition, without a fundamental change, Israeli
restrictions on the movement and access will continue to be the binding constraint to sustainable
economic growth.,

26. Despite significant losses in Gaza, the banking sector remains healthy thanks to the
efforts of the Palestine Monetary Authority (PMA). The sector is well regulated by the PMA
which has steadily been building the capabilities of a central bank. Banks in general are risk
averse and profitable due to several reasons, including cheap sources of deposits and healthy
margins. The year-on-year growth of the sector’s net assets was 15 percent in June 2014, and its
net income grew by 4 percent when compared to the same period last year. The banking sector
has a high credit exposure to the Palestinian Authority and its employees, and the PMA is
carefully monitoring related risks. The ratio of non-performing loans to gross loans continued to

® GDP estimates in this section were prepared by the IMF in collaboration with the Bank staff.



be low at 3 percent; however, this is expected to increase due to the recent conflict as the
capacity of some individuals and businesses, particularly in Gaza, to service their loan
installments has significantly deteriorated. The PMA has already taken measures to deal with the
effects of the latest conflict on the banking sector. It has recently reached an agreement with
banks to reprogram loans (principal and interest payments) for six months and waive some fees
for the people of Gaza. It has also reduced risk reserves from 2 percent of risk weighted assets to
0.5 percent.

Table 1: West Bank and Gaza: Selected Macroeconomic Indicators, 2010-2017

Estimate Pre Conflict Proj. Post Conflict Proj.
2010 2011 2012 2013 2014 2014 2015 2016 2017
Output and prices (Annual percentage change)
Real GDP (2004 market prices) 9.3 12.4 6.3 1.9 2.0 -3.7 4.4 4.0 35
West Bank 8.4 10.7 6.1 0.5 1.6 0.5 2.3 2.6 2.6
Gaza 11.9 17.7 7.0 6.0 3.0 -15.0 11.0 8.0 6.0
CPI inflation (end of period) 2.8 2.7 1.7 2.7 2.2 2.8 2.7 2.7 2.6
CPI inflation (period average) 3.7 29 2.8 1.7 21 2.6 2.8 2.7 2.7
Investment and saving
Gross capital formation, of which: 18.5 17.3 13.7 124 11.9 13.8 15.9 15.8 15.8
Public 3.6 3.8 3.8 3.6 3.6 3.9 5.9 5.7 5.5
Private 14.9 135 9.9 8.8 8.4 9.9 10.0 10.1 10.4
Gross national savings, of which: 7.9 -6.4 -15.2 -5.6 -8.8 -12.3 -15.5 -13.3 -12.6
Public -0.5 -4.7 -6.6 -1.1 -1.7 -2.1 -3.1 -2.4 -1.7
Private 8.4 -1.6 -8.6 -4.5 -7.1 -10.2 -12.4 -11.0 -10.9
Saving-investment balance -10.6 -23.6 -28.9 -18.0 -20.8 -26.1 -31.4 -29.2 -28.4
Monetary sector
Credit to the private sector 311 24.2 14.3 11.0 11.0 13.0 10.0 9.5 9.5
Private sector deposits 9.9 4.0 6.8 10.7 9.9 9.9 74 7.4 6.7
External sector (In percent of GDP)
Exports of goods and nonfactor services 13.8 154 16.3 18.6 18.6 19.0 19.3 19.2 19.2
Imports of goods and nonfactor services 55.5 59.1 63.1 58.8 60.4 69.2 71.0 67.7 66.1
Net factor income 7.2 7.3 7.0 7.1 7.1 7.7 7.5 7.4 7.3
Net current transfers 239 12.7 10.9 15.0 13.9 16.4 12.8 11.9 11.2
Private transfers 10.2 4.4 33 3.9 4.0 5.0 4.4 4.2 3.9
Official transfers 13.7 8.3 7.6 111 9.9 114 8.3 7.7 7.2
Current account balance (excluding official transfers) -24.3 -32.0 -36.4 -29.1 -30.7 -37.5 -39.7 -36.9 -35.7
Current account balance (including official transfers) -10.6 -23.6 -28.9 -18.0 -20.8 -26.1 -314 -29.2 -28.4
Memorandum items:
Nominal GDP (in millions of US$) 8344 9775 10255 11302 12004 11090 12018 12920 13794
Per Capita nominal GDP (US$) 2061 2345 2389 2557 2638 2437 2567 2682 2784
Unemployment rate 24 21 23 25 27 30 29 30 31

Source: IMF, WB and PCBS

217, Despite having to incur additional expenditures to provide immediate assistance to
the conflict-stricken people in Gaza, the PA has committed to continue reducing the deficit
in the medium term. Based on the current projections and thanks to an unexpectedly strong
revenue performance, the PA is expected not only to reduce the 2014 budget deficit, but also to
reduce the large stock of arrears it owes to the private sector by roughly US$100 million in 2014,
which will inject some liquidity into the Palestinian struggling private sector. The recurrent
deficit is projected to keep falling over the medium term from 11 percent in 2013 and 2014 to 6
percent in 2017. Overall deficit is also expected to drop from 12 percent to 10 percent over the
same period. This declining deficit trend is in line with the IMF’s assessment.

28.  This will be driven mainly by a reduction in the share of expenditures in the
economy as the PA continues its reform efforts to rationalize spending. For instance, the PA
plans to continue implementing measures to control the growth of the wage bill and move
forward with the civil service reform. In fact, the wage bill grew by less than two percent in
nominal NIS terms in 2013 due to the PA’s zero net hiring policy that had been in place since



late 2012. The PA plans to maintain this policy for the coming years.® In addition, the General
Personnel Council (GPC) has been working on a general review of all posts in each line ministry
or agency to update the currently used job descriptions and to produce job classifications. The
ultimate objective is to rely on these job classifications as criteria to determine budget allocations
for staff costs to various ministries. The GPC has also started working on producing functional
reviews, looking at the overall organizational structures within the PA including major ministries
and public institutions. With support from the USAID, a number of measures are also being
implemented by the MoH to improve efficiency of health expenditures’. Reducing net lending
continues to be a key priority for the PA. The Bank has recently finalized the first study that
identifies specifically the main drivers of this complex issue. Based on the recommendations of
the study, the PA has already taken some steps to reduce net lending. For example, a legal
decision to impose penalties on electricity distributors not paying their bills for purchased
electricity owed to the Israeli Electric Corporation (IEC) was adopted by the Palestinian Energy
Regulatory Authority (PENRA). To improve efficiency and transparency in the electricity
system, the Palestinian Electricity Regulatory Council (PERC), and the Palestinian Electricity
Transmission Company (PETL) were established. PENRA also plans to launch smart meter pilot
projects throughout the West Bank in order to increase electricity bill payment. These efforts
combined are expected to lead to a 4 percentage points decline in PA spending in the medium
term which is projected at 30 percent of GDP in 2017.

29.  The PA’s revenues are also expected to continue growing in the medium term due to
the implementation of the revenue strategy that was launched in early 2014. The main
objective under the strategy is to widen the tax base through policy and administrative measures.
On the tax policy front, the PA has introduced amendments to various laws including the
Investment Promotion Law and the Income Tax Law (see section C below). On the
administration front, the PA has been reforming the system of penalties applied to tax evaders
and delinquent taxpayers as the previous one was found to be inefficient. The MoF reports than
since implementation started, an additional 2,500 taxpayers were added to the system. In
addition, work is underway to restructure the Large Taxpayer Unit (LTU) and to increase the
number of taxpayers within its jurisdiction. As a result of the abovementioned measures, tax
revenues are expected to jump by 3.5 percentage points of GDP compared to the 2013 level.®

® The PA has also reformed its policy on transportation allowance in 2014 to ensure that staff who are temporarily
not coming to work do not receive transportation allowance and that the allowance is based on staffs’ current
residences, regardless of where they resided when they joined civil service. Leadership allowance to security staff in
Gaza was also cancelled as of May 1.

" The PA has already decentralized the referral process by creating three committees in the West Bank in addition to
another committee in Gaza, as the previously used centralized model was not functioning well. In addition, the MoH
has already produced a draft procedural manual that identifies the criteria to be followed for medical referrals
outside the MoH facilities. With support from the USAID, the MoH has also been working on setting up a health
information management system that will act as a centralized database for the overall referral process. MoH has also
already negotiated draft contracts with the Israeli hospitals that the majority of cases are referred to with the aim of
reducing the costs. Another area of focus is reducing net lending. Therefore, the PA has already created an inter-
ministerial Special Committee that is in charge of monitoring and addressing all issues related to net lending.

® The 3.5 percentage points increase is expected already in 2014 and it will largely be the result of a base expansion
related to growth in fuel imports from Israel to Gaza. While this effect would wane in later years, it is expected that
it will be fully compensated as a result of PA’s tax reforms. Annual tax growth of 7 percent is expected between
2014 and 2017.



30. If the PA’s ongoing efforts to strengthen governance in Gaza succeed, tax revenues
could increase significantly. While the PA continued funding expenditure programs in Gaza
following the Hamas-Fatah split in 2006 (currently above 40 percent of its expenditures are in
Gaza), the revenues the PA collected in Gaza in 2013 were a mere three percent of the total.’
Even though this figure increased to above 10 percent in the recent months due to higher Israeli
fuel imports to Gaza'®, it remains well below its pre-2007 level. Estimating the potential
revenues from Gaza is challenging. However, the initial estimates indicate that tax revenue that
could potentially be collected on imports into Gaza is equivalent to US$290 million*".
Estimating the amount of domestic tax revenues that could be internally collected in Gaza is
even more difficult because the PA’s tax administration is not operating there. However,
assuming that as in the West Bank, internally collected revenues amount to approximately half of
what is collected on imports, one can estimate that around US$145 million in additional tax
revenues could be generated in Gaza'’.. The potential tax revenues for Gaza are close to 19
percent of the PA’s total revenues in 2013. Finally, no revenues currently collected for Gaza’s
electricity bill are remitted to the PA, while the PA pays the entire electricity bill of Gaza
(directly deducted by Israel from the PA’s revenues through the clearance process). If this were
to change, the PA’s revenues could increase by at least US$200 million based on recent
collections in Gaza. In total, the yearly amount of revenues that could be generated in Gaza is
estimated at US$635 million. While the potential reintegration of Gaza under the PA’s leadership
and with the support of the donor community would also entail additional costs (currently
estimated at around US$400 million per year), the net fiscal impact would ultimately be positive.

31. In sum, the macroeconomic policy framework remains adequate. Despite a sharp
drop in economic growth and recent political setbacks due to the failure of the peace talks, the
PA has managed to augment revenues and control expenditures. The degree of fiscal
consolidation achieved over the past five years is impressive by any standard. Although the
economy is in recession, the PA is expected to reduce its budget deficit in 2014 and is expected
to reduce the stock of arrears to suppliers with the aim of injecting some liquidity into the private
sector. With the reforms currently under implementation and others envisaged under the NDP
and some improvement in the political and security environment, the PA’s deficit will continue
falling and its finances will be on a sustainable track. Debt sustainability analysis, conducted in
mid-2014 by the IMF shows that under the baseline scenario, the PA’s debt will be on a
sustainable track.’®  Finally, despite the projected fiscal adjustments, until the ongoing
restrictions on movement and access have been removed so that private investment can pick up
and drive economic growth, the PA will continue to depend on substantial donor aid to finance
its deficit.

° The PA’s total revenues dropped by four percentage points of GDP following the Fatah-Hamas split, which
brought the end to its revenue collection operations in Gaza. Detailed figures are not available to fully ascertain if
the entire drop is related to Gaza.

19 Taxes on these fuel imports are levied by the Gol and transferred to the PA.

! This figure is based on Gaza’s GDP and imports in 2013 and assuming the same efficiency of collecting border
taxes as for the West Bank.

21t is reasonable to expect that this share will initially be significantly smaller in Gaza until tax enforcement
capacity is developed and the taxable base is augmented through economic growth.

3 For details, please see Annex 1 (Fund Relations Annex).
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Table 2: West Bank and Gaza Central Government Fiscal Operations (commitment basis), 2010-

2017
Estimate _Proiections
2010 2011 2012 2013 2014 2015 2016 2017
(In millions of US$)

Total net revenues 1836 2045 2075 2312 2657 2874 3076 3282
Gross domestic revenues 653 738 729 853 811 879 929 978
Tax revenues 382 482 481 598 556 589 623 658
Nontax revenues 271 256 248 255 255 290 305 320
Clearance revenues 1259 1423 1459 1691 2042 2165 2290 2418
Less tax refunds 76 116 113 231 197 170 142 114
VAT . . . . 22 . . .

Petroleum rebate . . . . 174
Recurrent expenditures and net lendina 2900 3139 3357 3517 3823 3911 4032 4150
Wage expenditure 1614 1782 1769 1919 2043 2132 2197 2260
Non-waae expenditure 1051 1217 1309 1388 1488 1567 1636 1705
Net lendina 236 140 278 210 292 213 199 185
Recurrent balance -1065 -1094  -1281 -1205 -1167  -1037 -956 -868
Development expenditures 299 370 243 187 328 488 510 531
Overall balance (before external support) -1364 -1464  -1524 -1392  -1495 -1525 -1466  -1399
Overall balance (after external support) -86 -452 -483 -27 -11 -120 -121 -121
Financing 1364 1464 1524 1392 1495 1525 1466 1399
External budaetary support 1147 843 885 1259 1284 1212 1137 1056
Development financing 131 169 156 106 200 193 208 222
Net domestic bank financina 84 93 127 -248 120 120 121 121
Domestic arrears -60 358 404 285 -109 0 0 0
Residual 62 1 -48 -10 0 0 0 0

Public finances (commitment basis) (In percent of GDP)

Total net revenues 22.0 20.9 20.2 20.5 24.0 23.9 23.8 23.8
Recurrent expenditures and net lending 34.8 32.1 32.7 31.1 34.5 325 31.2 30.1
Wage expenditure 19.3 18.2 17.3 17.0 18.4 17.7 17.0 16.4
Non-wage expenditure 12.6 125 12.8 12.3 134 13.0 12.7 12.4
Net lending 2.8 1.4 2.7 1.9 2.6 1.8 15 1.3
Recurrent balance (before arants) -128 -11.2 -12.5 -10.7 -10.5 -8.6 -7.4 -6.3
Overall balance (before arants) -16.3  -15.0 -149 -123 -135  -127  -113  -101
Overall balance (after grants) -1.0 -4.6 -4.7 -0.2 -0.1 -1.0 -0.9 -0.9

Memorandum items (in millions of US$):
Nominal GDP 8344 9775 10255 11302 11090 12018 12920 13794
Source: IMF, WB and PA MoF.
Note: The PA has been repaying operational arrears and recording these payments as expenditures.
This accounting misclassification was fixed in the table from 2014 onwards, but the lack of data on the
exact amount of these payments in previous years prevented correction to data prior to 2014.

C. REFORM PROGRESS SINCE APPROVAL OF THE DPG VI

32. Despite implementation challenges and severe shocks caused by the conflict in Gaza
to the Palestinian economy and public finances, the program supported under DPG VI
remains on track. There has been no reversal of prior actions and moderate progress has been
made towards the achievement of the results defined in the context of the operation.

33. Enhancing domestic tax revenues continues to be a priority for the PA. Domestic tax
revenues at 5 percent of GDP are low in comparison to other countries in the region and other
lower middle income countries. Thus, the PA has been focusing efforts to increase collections
primarily by eliminating different loopholes in the tax system and strengthening enforcement.
Several laws and procedures are being revised and specific plans are being put in place to
increase tax registration, as well as to detect and penalize non-payers especially since only 30
percent of the potential tax base is currently covered. The PA has recently reduced the size and
scope of tax incentives provided in the Investment Promotion Law, as advised by the IMF.
Assessments showed that these incentives have proven ineffective in their aim to attract
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substantial new investments and have benefited few already profitable companies at a significant
cost in terms of lost tax revenues. Recent amendments to the Investment Promotion Law (a prior
action under the DPG V1) have narrowed the scope and duration of those tax incentives. The PA
also adopted amendments to the Income Tax Law to introduce a 10 percent tax on distributed
dividends, which reduces opportunities for tax arbitrage and broadens the tax base.** Thanks to
these internal reforms and better cooperation with the Government of Israel, domestic revenue
collection has met its budget target and clearance revenues collected by Israel on behalf of the
PA have substantially exceeded the budget target.

34. The measures supported under the DPG VI have enabled the PA to successfully
control the wage bill. At 17 percent of GDP, the public sector wage bill in the West Bank and
Gaza remains high by international standards. Addressing this issue requires both short-term
measures to contain the growth of wages and the number of staff on the PA’s payroll, but also
wide ranging structural reforms. The precarious fiscal and political situation is most probably the
reason why the PA has so far been addressing this issue through short-term measures.
Specifically, the PA has reformed its policy on transportation allowance in 2014 to ensure that
staff who are temporarily not coming to work do not receive transportation allowance and that
the allowance is based on staff current residences, regardless of where they resided when they
joined civil service. Leadership allowance to security staff in Gaza was also cancelled as of May
1. The PA had put in place a zero net hiring policy in late 2012 and has maintained it since. Even
though employment figures for June indicate that there has been a net increase in the number of
PA employees by 830 staff, the PA reports that this increase is only temporary and it is caused
by the fact that new recruitments usually take place in the beginning of the year while most
retirements and other departures occur towards the end. A net reduction of 292 in the number of
staff on the PA’s payroll between June and August 2014 supports this argument.

35. Public procurement reform, also supported under the DPG VI, is another area
where the PA has been making good progress. Following the enactment of amendments to the
public procurement law (PPL) to fill some gaps and remove certain inconsistencies on the basis
of inputs from various stakeholders and the adoption of the Regulation for the implementation of
the amended Law in April 2014, drafted with the Bank’s support, the Public Procurement
Council is working on finalizing essential actions to launch the implementation of the PPL
including: 1) finalizing the Cabinet’s approval of the Council’s organizational structure and
subsequent hiring of key staff, 2) preparing the National Standard Bidding Documents, 3)
training the procurement workforce, and 4) establishing a single portal procurement website
where all procurement plans and contract award notices would be published.

36. Progress, although not fully satisfactory, has also been made in implementing the
Public Finance Management (PFM) policies supported under the DPG VI. In the area of
cash management, the PA has made significant improvement in regards to its cash planning
system. This was done through establishing a cash committee that is in charge of the cash

 First time revenues generated from this new tax will be collected by the PA in early 2015 once publically listed
companies distribute dividends on profits earned in 2014.

15 Clearance revenues have also gotten a substantial boost as a result of increased fuel imports into Gaza from Israel.
Due tax revenues on those imports are transferred by Israel to the PA.
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forecasting and management process. The Committee is headed by the Minister of Finance, and
includes the Accountant General and the Budget Director. The Secretariat is held by the Cash
and Debt Management Department. Based on a template developed with the World Bank
assistance, the MoF has produced an annual cash plan for 2014 that is adjusted on monthly basis.
This has reduced uncertainty related to cash availability and has also helped identify monthly
priorities for discretionary expenditures. Furthermore, the MoF has issued a decision (supported
by the DPG VI), which formally committed it to implement new functions of the Integrated
Financial Management Information System to strengthen arrears management. While the
technical preparations to introduce an improved system have been made, these reforms have not
been implemented yet. The Bank continues the dialogue and provides technical support to the
PA (along with other donor partners such as, the EU and DFID) to ensure that these new
functionalities would provide more detailed information on accumulated arrears and would
facilitate better fiscal management.

37. Finally, with support under the DPG VI the PA has recently implemented some
important reforms to improve the business environment, particularly access to finance. In
January 2014, the President promulgated the Leasing Law which is expected to encourage new
forms of business financing through leasing companies in addition to banks and microfinance
institutions. Furthermore, an asset registry has been developed with the IFC support where
leased assets can be formally registered and used for public notice. The asset registry will
become particularly important once the Secured Transactions Law, which has been adopted by
the Cabinet, is promulgated by the President. The Secured Transactions Law will formalize the
use of different asset classes as collateral, including contractual future income streams and create
a way to formally register pledges of assets used as collateral.

D. POVERTY AND SOCIAL IMPACT ANALYSIS

38. The proposed supplemental financing is expected to have a positive poverty and
social impact. As stated in the Program Document for the DPG VI, the actions supported by the
operation are not expected to have any negative poverty and social impact in the short term and
are expected to have a positive impact over the medium term. In fact, this supplemental
financing is expected to have a positive poverty and social impact even in the short term as it will
enable the PA to implement welfare enhancing programs, in particular its plan to temporarily
expand financial assistance to additional 20,000 poor people in Gaza, as well as to provide
additional assistance and services to restore livelihoods for the people in Gaza.

E. ENVIRONMENTAL ISSUES
39. Like the original DPG VI, the proposed supplemental grant will not have significant

effects on the environment, forests and other natural resources. None of the DPG VI prior
actions have significant environmental impacts or risks.
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V1.  RATIONALE FOR THE PROPOSED SUPPLEMENTAL FINANCING

40.  The rationale for the proposed supplemental financing for DPG VI satisfies the
Bank’s operational policy. The conflict in Gaza, as shown above, has created a humanitarian
crisis and dramatically worsened the development challenges. The damages to Gaza’s
infrastructure and economy are enormous. The social and poverty impact associated with the
loss of human lives, injuries, destruction of houses, displacement, and the loss of employment is
severe. The conflict in Gaza has thus created an unexpected and urgent financing need for the
PA’s 2014 budget. Without additional donor support, not only would this urgent need to address
immediate humanitarian and service delivery needs in Gaza remain unmet, but it could also
jeopardize the PA’s reform program, which is driving the socioeconomic recovery in Gaza and
development programs in the West Bank and Gaza. Given the urgency, the proposed
supplemental financing allows the Bank to provide support in a timely manner so that the
Government can deal rapidly and decisively with the aftermath of the Gaza conflict, while also
ensuring that reforms supported under the DPG VI continue to be implemented. Finally, it is
noteworthy that each of the criteria for supplemental financing set out in the Bank’s operational
policy (OP 8.60, Development Policy Financing) has been met: (a) the program is being
implemented in compliance with the provisions of the legal agreement with the Bank; (b) the PA
is unable to obtain sufficient funds from other lenders or guarantors on reasonable terms or in a
reasonable time without the supplemental grant; (c) the time available is too short to process a
further free-standing Bank DPG; and (d) the PA remains committed to the program and the
implementing agencies have demonstrated competence in carrying it out.

VII. IMPLEMENTATION ARRANGEMENTS
A. TERMS OF THE SUPPLEMENTAL FINANCING

41. The proposed supplemental grant in amount of US$41 million will be financed from the
Trust Fund for Gaza and West Bank (TFGWB).

B. FUNDS FLOW AND AUDITING REQUIREMENTS FOR THE SUPPLEMENTAL FINANCING
Fiduciary Aspects

42.  The fiduciary risk related to the DPG VI and the proposed supplemental financing
is considered to be High. In 2013, the monthly PA’s fiscal reports started showing a growing
unexplained “residual” amount, which was then reviewed and reversed. The PA has sought
international expertise to clarify the situation, and has been working closely with the Bank and
the IMF on this matter. A recent Bank review has provided additional comfort about the
reconciliation between accounting and banking data. In 2014, the “residual” remains but at only
five percent of the original level before accounting errors were identified and resolved. However,
there still is a significant delay in the production of audited annual accounts. The last audit report
made available by the supreme audit institution (SAACB) on the 2010 Government financial
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statements included a number of qualifications.'® Other remaining PFM issues which are still
being addressed are explained in the DPG VI Program Document. The Bank will continue to
monitor and work with the MoF on key measures to strengthen public financial management and
fiscal reporting. Finally, it is noteworthy that the PA has been publishing its budget on the
MoF's website.

43. A dedicated bank account will be used to segregate supplemental financing proceeds
from the PA’s other bank accounts, so as to enable an audit of the dedicated account. The
PA will hire an independent external auditor acceptable to the Bank to perform this audit.

Flow of Funds and Auditing Requirements

44.  The Grant proceeds will be disbursed in a single tranche to a US Dollar Dedicated
Account that forms part of the PA’s official foreign exchange reserves. In the absence of a
Palestinian central bank, the dedicated account will be held at the Bank of Palestine (Ramallah),
a commercial bank where prior DPG proceeds have been deposited by the Bank.

45.  The PA will confirm to the Bank, within 15 days of disbursement, the receipt of the
Grant funds and that the Grant proceeds have been credited to the Central Treasury
Account to finance national budget expenditures; including the date and number of the
Treasury Account in which the funds have been deposited as well as the exchange rate
applied. A satisfactory confirmation letter for the disbursement under the original DPG was
submitted to the Bank by the MoF.

46.  All payments from the Central Treasury Account should be made through the PA’s
computerized Financial Management Information System and aggregated in monthly
budget execution reports and annual accounts. The local banking transactions should be made
through financial institutions supervised by the Palestinian Monetary Authority and the National
Committee Financial Follow up Unit, in accordance with the respective Anti-Money
Laundering/Combating the Financing of Terrorism (AML/CFT) regulations.

47. If any portion of the grant is used to finance ineligible expenditures as defined in the
Grant Agreement, the Bank shall require the PA to refund the ineligible amount.

1 The SAACB issued a qualified audit opinion on (i) the 2010 Palestinian Authority’s financial statements and (ii)
Ministry of Finance’s and Palestinian Authority’s compliance with some laws and regulations. The qualified opinion
mostly reflects inadequate compliance with some mandatory requirements of International Public Sector Accounting
Standards (IPSAS) — Cash basis, such as some incomplete bank reconciliations, unexplained discrepancies in the
2009 closing balances and 2010 opening balances, or insufficient accounting of payment arrears. These issues raised
by the SAACB in its qualified opinion were considered as material by the SAACB, but not substantial enough to
justify a rejection (disclaimer) of the statements.
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48.  The PA will hire an independent external auditor acceptable to the Bank to perform
an audit of the Dedicated Account. The audit will be conducted in accordance with
International Standards on Auditing, and with terms of reference acceptable to the Bank. The
audit report will be approved and signed by the MoF before it is submitted to the Bank. The audit
report will be submitted to the Bank within six months of the release of the single tranche
payment.

49, For the original DPG VI, the MoF submitted acceptable terms of reference for
selecting an external auditor in a timely manner. The MoF confirmed that the audit report for
the original DPG VI will be submitted to the Bank before the due date of January 21, 2015.

50. In general, the auditor will be required to:

¢ Validate the transfer and deposit transactions into the Dedicated Account relating to
the supplemental financing;

o Verify the extent to which the Bank’s requirements under the Grant Agreement are
met, and whether the PA’s procedures are adequate to achieve this result;

o Verify that no funds are kept in or paid into the Dedicated Account other than those
disbursed by the Bank for this particular operation;

e Ensure that the MoF follows adequate disbursement procedures as per PA and
governmental standards including accuracy of the exchange rate prevailing at the date
of conversion from US Dollar to New Israeli Shekel, and deposit to the Central
Treasury Account within one week of the receipt of funds in the Dedicated Account.

VIIl. BENEFITS AND RISKS
A. BENEFITS

51.  The potential benefits of this operation are significant. The quick disbursement of the
supplemental grant will assist the PA in meeting the immediate, urgent and enormous needs for
relief and reconstruction of the conflict-stricken Gaza. While the financing need is substantially
larger than the proposed grant amount, the Bank’s decision to provide urgent assistance is also
likely to encourage other donors who contribute to the PRDP TF to provide additional budget
support through this mechanism. The proposed grant along with other extraordinary financing
will help the PA prevent a humanitarian disaster in Gaza without reducing its ability to maintain
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basic functions, to pay salaries, social benefits, and suppliers at the time of economic recession.
As various studies of conflict and fragility have shown, if governments are not able to fulfill the
core functions expected of them in terms of basic public services, social unrest may ensue: the
Bank and other donors are providing grants to reduce that risk.

B. RIsks

52. The risk assessment made for the DPG VI still remains valid and the overall risk is
rated “high”. The political and security situation in the West Bank and Gaza is very fragile, as
demonstrated by the outbreak of conflict in Gaza in July 2014 and recent security incidents in the
West Bank. The recent social unrest and civil servants' strikes also attest to the fragility of the
political situation. The highly volatile political situation could deteriorate quickly and without
much warning, stalling the reform process. If the security situation relapses, private sector
confidence and investment will decline, public revenues will fall and the PA reforms may stall.
In this case, the PA would not be able to meet its medium-term fiscal goals. Due to recent
political uncertainties, the relaxation of movement and access restrictions imposed by the Gol in
the West Bank and of restrictions on economic activity in Area C has slowed down. The severe
restrictions on the movement of people and goods in and out of Gaza, even before the conflict,
have stifled growth there and summer 2014 conflict pushed Gaza deeper into recession. If this
trend were to continue, the PA may not be able to continue the reform process and fiscal
challenges may become insurmountable. In light of the grueling humanitarian and economic
situation in Gaza combined with the still unresolved internal political divisions, the resumption
of violence in either West Bank or Gaza in the near future cannot be ruled out. Moreover, the
risk of a shortfall in donor support—in particular against the backdrop of augmented assistance
needs due to the recent conflict in Gaza—still remains. Finally, as detailed in the previous
section, the fiduciary risk also remains high despite some recent improvements in the PA’s PFM
systems.

53.  These risks undoubtedly cannot be fully mitigated. However, truce in Gaza, the recent
agreement announced by the Gol to allow the flow of reconstruction materials into Gaza, and
expressed commitment by the PA to the Consensus Government portend some improvements in
the political, security, and economic conditions. Also noteworthy is the fact that the PA has
continued to implement structural reforms despite the challenging political and economic
environment as well as substantial fiscal pressures and it remains committed to continued
reforms. The recent conflict represents the materialization of the political and security risk that
was identified in the DPG VI Program Document. Therefore, this supplemental financing can be
viewed as a mitigating measure aimed at alleviating the impact of a high risk that has
materialized.
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INTERNATIONAL MONETARY FUND

WEST BANK AND GAZA

EEEes——— REPORT TO THE AD HOC LIAISON COMMITTEE®

September 12, 2014

KEY ISSUES

Context: With the hostilities in Gaza, the political and security environment has
deteriorated markedly over the past months. There have been several attempts to forge ¢
ceasefire between Israel and Hamas, brokered by Egypt, most recently on August 26,
when an open-ended ceasefire went into effect. Mevertheless, prospects for a broader
settlement of the Israeli-Palestinian conflict remain highly uncertain.

Outlook and risks: The economic outlook has deteriorated substantially, especially for
Gaza, which has suffered a devastating loss of life and property. While the conflict is
focused on Gaza, disruption to economic activity has also occurred in the West Bank,
The outlook depends critically on whether the ceasefire agreement holds, what its
eventual terms are, and the speed and size of the international community's response
to Gaza's reconstruction and humanitarian needs.

Key policy recommendations: The economic impact of the Gaza conflict is difficult
to estimate at this stage, but the extent of the destruction and limited resources of
the West Bank and Gaza (WBG) make international mobilization of aid crucial. The
experience after the 2008/09 conflict indicates that without a lifting or at least
easing of the blockade of Gaza, especially allowing the entry of construction
materials, rebuilding efforts are likely to be unsuccessful. At the same time, it is vital
that the Palestinian Authority, together with international partners, devise a robust
fiscal mechanism to effectively deploy financial aid. This would help strengthen
donor confidence that new resources will be effectively and transparently managed.
Finally, the WBG's underlying fiscal strains have multiplied after the conflict, and
with spending pressures bound to rise in the context of uncertain donor support, it
is important that the Palestinian Authority maintains fiscal discipline.

! The IMF provides technical services to the West Bank and Gaza, including policy advice in the macroeconomic,
fiscal, and financial areas, as well as technical assistance, with a focus on tax administration, public expenditure
management, banking supervision and regulation, and macroeconomic statistics. See www.imf.org/wibg for recent
staff reports.
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WEST BANE AND GAZA

BB CONTEXT

i 8 Mounting tensions earlier this year culminated in a lengthy armed conflict between
Israel and Hamas in July and August. Against the background of deteriorating Israeli-Palestinian
relations following President Abbas’ announcement of a reconciliation agreement between the two
Palestinian factions Fatah and Hamas, the cycle of violence following the killing of three Israeli
teenagers in the West Bank ignited a serious military confrontation between Israel and Hamas. The
resulting loss of life and property has been devastating, but the recent open-ended ceasefire
agreement brings optimism that a lasting truce can be negotiated. During the ceasefire negotiations,

Israel has demanded the disarmament of Hamas while Hamas has demanded a lifting of the blockade?

2. Even if a lasting truce is achieved, political uncertainties abound. Much will depend on

the eventual terms of ceasefire agreement, and whether this eventually sets in motion a broader
peace process which would bring substantial economic benefits to the WBG economy, Prospects for a
lasting reconciliation between Fatah and Hamas are also uncertain. A looming issue is the
implementation of the Fatah-Hamas unity agreement reached in late April, including governance,
arrangements for Gaza and the timeline for national elections. At this point, the consensus
government sworn in on June 2, 2014 remains in place, although it continues to govern predominantly
in the West Bank.

3. While the IMF mission on which this report is based occurred before the conflict in Gaza
erupted, the conclusions and policy recommendations remain broadly valid. During the June/July
discussions, staff emphasized the need for measures to contain the financing gap and for a
contingency plan in case some of the fiscal risks materialize. After the mission had concluded its work,
the tensions that were already palpable erupted into a military conflict, which has raised the WBG's
public spending requirements far years ta come owing to the need to rebuild Gaza. While staff's
earlier policy advice remains generally appropriate, the dramatic shift in the economic landscape
requires a modified emphasis in staff's policy recommendations. This report also offers revised
macroeconomic projections for the WBG economy incorporating the impact of the conflict, but these
are based on very limited information and may therefore have to be revised at a later stage,

%1n this report, “blockade” refers to the restrictions placed on the movement of goods and people between Gaza on the
one hand and Egypt and [srael on the other, whether by land or by sea. The nature of these restrictions has varied over
time.
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ISR THE ECONOMY PRIOR TO THE CONFLICT

4. Even before the Israel-Hamas conflict, the economy was slowing, particularly in Gaza
(Figure 1). Growth decelerated from 6.3 percent in 2012 to 1.9 percent in 2013 (from 6.0 to 0.5 percent
in the West Bank and from 7.0 to 6.0 percent in Gaza), reflecting political uncertainty, continued fiscal
problems of the PA, and the effects of the

tunnel closure between Egypt and Gaza that Real GDP Growth, 2004-14
I percent)
had a strong impact on construction activity i
and employment. Growth continued to b —WEG —wa —Gaza

decline in the first quarter of 2014, turming 15
negative in Gaza, and stabilizing in the
West Bank, supported by exports, which

continued to grow at a 5 percent annual %
rate.” The situation in Gaza was particularly -1
dire, with @ humanitarian crisis slowly A

foldi before the Israel-H e ;-
unIding even-helnre the lsael-hamas 2004 2005 2006 2007 2008 2009 2000 2001 2012 2013 2014
conflict (Box 1). GDP data for the second au

i Soures Palestinian Contral Buneau of Stakstics: and [MF salf eclivates

quarter of 2014 are not yet available, but the 1 Seasuaiially adjusted Guarteity grott rate

Palestine Monetary Authority’s (FMA)

business sentiment indicator pointed to a continued decline in business confidence.” In addition, Israeli
search operations for the missing teenagers {later found killed) in the West Bank, which focused on the
main industrial center of Hebran, are likely to have disrupted economic activity in the second quarter.

% Unemployment had surged to new heights, while inflation was stable. In Gaza, the
unemployment rate jumped to 45 percent in the second quarter of 2014 driven by a large loss of jobs
in the construction sector, while declining to 16 percent in the West Bank reflecting seasonal factors.
Youth unemployment in the West Bank and Gaza reached 39 percent, 63 percent in Gaza alone,
adding to the risks of social instability.” Inflation remained subdued, helped by a further strengthening
of the NIS exchange rate vis-a-vis the U.5. dollar. Inflation in Gaza remained below inflation in the
West Bank prior to the conflict

* The Palestinian Central Bureau of Statistics {PCES) has revised its national accounts estimates for 2000-14 based on
IMF TA recommendations. The preliminary GDP series used in this report was shared with staff at end-August. The
complete revised data-set is expected to be available soon.

“ This indicator, which is based on manthly surveys of managers of industrial firms in the WBG covering their current
and expected levels of production, sales, and employment, has been compiled by the PMA since November 2012,

* Labor force participation was 46.4 percent in the West Bank and 44.7 percent in Gaza in Q2 2014, with a large gender
gap. The participation rate of males reached 717 percent compared with 19.4 percent for females.
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Box 1. Gaza Before the 2014 Cenflict—Heading Toward a Humanitarian Crisis

Political conflicts and the blockade of Gaza have been major obstacles to economic activity,
recanstruction and development throughout the last decade. Political conflicts, the tightening of the
Israeli blockade in 2007 and the Gaza war at the end of 2008 left Gaza in a dire economic and humanitarian
candition, with real GDP falling by 30 percent between 2006 and 2008, The blockade severely restricted the
irmport of necessary construction materials, as well as economic activity of other sectors such as agriculture
and tourism. Consequently, ecanamic recovery was weak: absolute real GDP reached 2005 levels only by
2012, real GDF per capita remained below the 2005 levels even by 2014, and unemployment never fell below
25 percent. The blockade also led to heavy economic dependence on unofficial imports via tunnels to Egypt.

The tunnel closure in 2013 led to a collapse in Gaza's Sacio-Econamic Development: 2005-13
growth and a financial crisis of the Hamas s 2013
government, resulting in ur.lsr.lstainable . Soctel divelopimient

unemployment levels a.nd rising poverty. Estimates gt Laadine LH6As
suggest that prior to their closure, imports of i e 33 35
construction materials that entered Gaza via the Registered refugess 1/ B41B45 1,240,062
tunnels were more than three times higher than the In percent of populaticn 7T 728
imports via official crossings with Israel! Moreover, Poverly rale 2/ 17 388
tunnel trade was an important source of revenue for Deep paverty caie 1 L
the Hamas government and Gaza municipalities. Eduication 3/

Follawing the tunnel clasure, construction collapsed, :‘I‘_’z:;":eunn . ::
fuel became scarce, and unemployment skyrocketed

to 45 percent before the onset of the current canflict, Ecoaninz demalodmind

with youth unemployment at 63 percent. Hamas ETPGreih 0L &0
was confronted with a payment crisis, leaving 40,000 SEESAC AR RS- e faa
Hamas employees with a reduced or no salary since InRabice fesr) = 2
the beginning of 2014, In addition, already in 2012 a Unerpioypment fate 4/ 26.2 383
total of 1.1 out of 1.7 million people living in Gaza YRk U o apen L i
received food assistance,” and mere than 70 percent of ":’;" i LER e o i
Gaza's population relied on services of a financially ]mt: 1 v oSt 6F USD) 643,140 P

burdened UNRWA#; this situation undoubtedly became

Source; Palestinian Central Buréau of Statistics

S ) gty growing unemployment rates. 1/ Source: UNRWA, a5 of January 2014 and March 2005

2/ Availabile for 2008 insteed of 2005 and for 2011 instead of 2003,
The economic and poverty situation was 3/ Awailable for 2013 instead of 2013
exacerbated by an insufficient and deteriorating S RARE AT R

sk 5/ Available for 2004 instead of 2005 and for 2002 instead of 2013
water and electricity infrastructure, leading toward

a humanitarian crisis. While the water and electricity supply never regained 2005 levels, the majarity of the
existing infrastructure relied mostly on fuel from the tunnel trade. Consequently, after the tunnel closures,
power outages increased and Gaza's sole power plant reported production stoppages of up ta 16 hours per
day. Access to water of acceptable quality was becoming a critical problem. Over-abstraction from the
aquifer has led to increasing seawater intrusion, and daily power cuts limited the ability for wastewater
treatment plants, which further reduced water quality. A further decline in the quality and quantity of the
water aquifer will result in its collapse within the next faw years, This pre-war situation was unsustainable,
and a further deterioration as a result of the current war will lead to a humanitarian erisis, absent a quick and
generous international response.

! Spe OCHA Humanitarian Bulletin, Monthly Report, June 2013
? Sea Warld Food Pragram Gaza Watch, WFP Palestine, 18 July 2013,
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6. The fiscal position was already under pressure before the armed conflict. Despite strong
revenues, arrears of the PA continued to increase through lune, reflecting higher-than-budgeted

spending and back-loaded donor support.

= Total revenues grew 23 percent year-on-year, owing mainly to strong clearance revenues and
advanced domestic VAT filings by a number of large companies.” Clearance revenues were
bolstered by increased official imports of fuel into Gaza after the closure of the tunnels to Egypt
and stepped-up tax administration efforts to combat under-invoicing.

¢ Recurrent expenditure increased
during this period by about 6 percent
year-on-year, exceeding the 4-percent
growth rate assumed under the budget’
Net lending (expenditure that represents
the PA's payments for electricity, water,
and sewage to Israel, which is incurred by
means of deductions from clearance
revenue) reached almost 85 percent of
annual budget allocation by end-Jlune
and was responsible for excessive growth
in expenditure, whereas wage and
nonwage spending remained contained.
The postponement of the cost-of-living
adjustment and certain allowances, in
addition to a reform of the transportation
allowance and cancelation of the
supervision allowance in Gaza, allowed
containment of the wage bill, despite
some increase in employment.

* At the same time, donor support in the
first half of 2014 was low. As a result
arrears, including to private suppliers,
increased since the beginning of 2014 by

Revenue and Expenditure

T¥-o ey oromth, in pement)

=—Tatal nef revenur
==-Tatal expenditure and ret lending
= Domaslic fax revenue

e e e 3

Source: Ministry of Finance.

Danor Support
(i miflfenz of LS dollars)

=

- BEEBEEREZE

B2013 | Bt Prejections

Jan-Jun Jul-Diec
Sources. Minksty of Finances, and IMF s1afl projections bagsed on donors’ pledges

more than NIS1 billion, or 2.5 percent of GDP, pushing public debt over the threshold of
40 percent of GDP prescribed by the Law on Public Debt (Figure 2). Additionally, the PA's direct

® The Ministry of Finance introduced an & percent tax discount en pre-paid VAT in 2014,

? Staff made an adjustment to the authorities’ estimate of nonwage spending, taking into account that at least
$100 million of arrears were cleared, and were errongously booked under committed expenses on goods and senvices
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and contingent liabilities to the Israel Electricity Company (IEC), some of which are in dispute, have
gone up, reaching NIS15 billion at end—l’v‘lay.a

T Notwithstanding the economic slowdown and political uncertainty, as of end-June the
banking sector remained healthy, although exposure to the PA and to consumer and real estate
sectors was high (Figure 3). The banking system remained liquid and profitable, with NPL ratios low at
2.6 percent and Tier I capital to risk-weighted assets at 18 percent in the second quarter of 2014.
Credit growth to the private sector has been picking up through June this year, reaching 19.7 percent
year-on-year. Banks continued to expand into the retail market, increasing their exposure to consumer,
real estate and construction loans, which combined reached almost 50 percent of the banks' total
private sector loan portfolio at end-June. Moreover, with a large share of consumer loans allocated to
the PA employees, combined with banks’ loans te the PA, total exposure of banks to the PA remained
high, constituting 43 percent of the banks' loan portfolios. Reflecting high credit risk, lending-deposit
interest rate spreads remained high at more than 10 percent for the NIS and 6 percent for the USD,”

ECONOMIC OUTLOOK AND RISKS

In this section, staff presents a set of revised macroeconomic projections taking inta account the
ecorromic impact of the conflict. It should be stressed that, given the uncertainties, the estimates

in this section should be considered highly tentative.

8. Staff has revised GDP projections downward to reflect the economic impact of the
conflict.'” From the production side of GDP, it is likely that most sectors in Gaza will have experienced
significant losses, including agriculture, manufacturing, construction, and services (Box 2). On the
expenditure side, consumption and
investment likely have been hit hard, Staff's
preliminary estimates project a decline of

Business Cycle Indicator

Gaza's GDP by about 20 percent in the first }: e B

three quarters of 2014, compared to the same

period last year. For the West Bank, economic =~

disruptions have been less, but the decline in ok

household and business confidence might i

have led to lower consumption and -0

investment. Indeed, the PMA's business 100

sentiment indicator shows a dramatic decline ‘ﬁﬁ P,f‘“’ ‘\,;?} ?\f G@“? ﬁﬁ “,o*b PQ«*% \f\;. v@hh

in August, in both Gaza and the West Bank. In
addition, exports will be affected by softening

Source; Palestinian Contral Bureau of Statissics,

® Debt to IEC increased further to MIS1.7 billion at end-August.

? WIS lending rates are about 12 percent, and deposit rates 1.4 percent. USD lending rates are above 7 percent, and the
USD depasit rates 0.75 percent on average. The spread on the Jordanian dinar is 7 percent.

** The previous report was published on June 30, 2014, and can be found on www.imf.org/wbag. In the June report, staff
projected growth in the WBG to reach 2 percent in 2014, 1.6 percent in the West Bank and 3 percent in Gaza.
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growth in Israel, the main export destination for the West Bank. Expecting a mild recovery in the fourth
quarter of 2014 in both Gaza and the West Bank, staff projects that real GDP for the WBG will decline
by between 3.5 and 4 percent for the year as a whole, with an output loss of 15 percent in Gaza and
continuing stagnation in the West Bank. For Real GDP Per Capita, 2005-14

2015, staff projects a rebound in Gaza—on the 2605 =100

assumption of increased aid to finance the 0

reconstruction of Gaza—and a modest pickup

in the West Bank for a combined growth rate e

of about 4.5 percent. With the projected 92

decline in output, real per capita GDP in Gaza B

would fall to only 70 percent of its 2005 level it

and by 18 percent from 2013. Real GDP per P e

capita in the West Bank would decline by a

2 percent, Inflation in the WBG in 2014 s (LR e e e W
is projected at 2.8 percent, up from prol.

Source: Palestinian Central Bureau of Statisbes.

2.2 percent in the June 2014 report driven
mainly by higher prices in Gaza and a depreciation of the shekel since mid-July, The WBG
unemployment rate is expected to jump to 30 percent by end-2014. A sharp rise in Gaza's
unemployment in the third quarter is likely, potentially followed by a modest decline in the fourth
quarter as reconstruction begins.

9 The full extent of the conflict’s fiscal impact is unknown at present. Despite the weaker
growth outlook, revenue is likely to be somewhat higher than previously projected on account of]
stronger-than-expected clearance revenue, which increased by 31 percent year-on-year in the first
seven months of 2014. On the spending side, the authorities will have trouble containing net lending,
which is running at well above budget targets, and spending on goods and services, which partly
reflects arrears repayment (the exact amounts are unknown because of poar accounting for arrears),
will likely exceed budgeted amounts."” Qur expenditure projections do not yet account for the
spending needed for Gaza reconstruction since the costs are unknown at this stage,"”™"* Taken
together, this would result in an overall deficit of 16%: percent of GDP, up from 13% percent in the
June 2014 repont, reflecting in large part the downward revision in nominal GDP. Assuming that overall
donor financing will reach $1.5 billion (of which $100 million is earmarked to arrears clearance, and
$200 million for development), in line with updated donor pledges, and some increase in domestic
borrowing, the resulting financing gap will amount to about $350 million.

A inter-government committee has been set up to address the electricity non-payments, and a decision has been
made to impose penalties on distributors who do not pay the bills to the IEC. These are encouraging measures, but
their effectiveness is yet to be seen.

2 aside from minor war related aid transfers in July and August, no new spending on Gaza was made following the
formation of the unity government in early June.

2 Tha Pais preparing the Report on the Initial Damage Assessment ahead of a donors' conference on rebuilding Gaza
tentatively scheduled for October 12, 2014 in Egypt.
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Box 2. Gauging the Econemic Impact of the Conflict in Gaza

The July-August military conflict reduced economic activity in all economic sectors in the third quarter of
2014, but the impact varies substantially depending on pre-war conditions, econamic restrictions, and
infrastructure losses during the conflict. We estimate the total third quarter loss at 45 percent compared to
the previous quarter, reducing GDP by about 20 percent during the first three quarters of 2014 compared to
the first three quarters of 2013. The following provides an evaluation of the main ecanamic sectors.

+  Agriculture: During the conflict an enlarged security buffer zone around the border made maost of
Gaza's arable land inaccessible, and fishing was banned completely, causing an estimated yearly loss
of more than 9 percent in August alone. In addition, most of the 17,000 acres of Gaza's farmland has
been ruined by tanks, shelling and air strikes, and much of its agricultural infrastructure, including
greenhouses, irfigation systems, animal farms, fodder stocks and fishing boats was lost (Source:
UNFAQ), Staff expects a reduction of agricultural output of 80 percent during the conflict, and of
30 percent in the first three quarters of 2014,

*  Manufacturing, electricity and water; Around 420 factories were destroyed or severely damaged
during the conflict {source: Palestinian Federation of Industries), further increasing the number of
unemployed people. The destruction of Gaza's sole power plant and much of the water and sewage
infrastructure will further and lastingly reduce the sector’s output. Staff expects a reduction of
manufacturing output of 20 percent in the first three quarters of 2014, which includes a 50 percent loss
in electricity supply and a 30 percent reduction in water and sewage activity since the onset of the
conflict.

+ Construction: Construction activity collapsed after the closure of the tunnels in 2013 by Egypt, and its
share of GDP shrank from 18.5 percent in 201302 to only 6 percent in 2014Q1. During the conflict
construction activity came to a complete halt. Therefore, staff expects a reduction in construction
activity of 75 percent in the first three quarters of 2014.

*  Wholesale and retail trade and services: Mext to the destruction of service infrastructure, shops and
equipment, retail and service activity is expected to be severely limited in 201403 because of inactivity,
difficulties to withdraw money from banks, and reduced imports from Israel. Staff expects a reduction in
activity of 50 percent during the canflict, lowering the sectar's output by 15 percent in the first three,
quarters of 2014.

* VAT on imports: VAT collection increased steadily since the clasure of the tunnels due to larger official
imparts, up ta & percent of total Gaza GDP in 2014 Q1. During the conflict, hawever, import activity was
severely limited, reducing the third quarter VAT by 50 percent. Given large increases in the first half of
the year, total year to date VAT is expected to have more than doubled in comparizon ta the same
period in 2013.

10.

the conflict resumed, the damage to the economy would increase. A truce without an easing of the
Gaza blockade or a tepid response of donors to the financing need for infrastructure rebuilding and
humanitarian assistance will postpone rebuilding and hence a recovery of economic activity, Other
risks relate to potential inward spillovers from developments in the global economy and neighboring
countries (Annex Ij,

10
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11 While a temporary boost to output might be expected next year from the rebuilding of
Gaza, medium-term prospects remain bleak without a fundamental change of the political
status quo. The baseline scenario assumes that post-conflict reconstruction, supported by donars and
private transfers, provides an economic boost to Gaza in 2015, after a sharp fall in output in 2014, The
West Bank's economy is also likely to see a small rebound in 2015 after tepid growth in 2014. Beyond
2015, hawever, the baseline projection for the WBG is for a return to subpar growth of around

3 percent per year, implying rising unemployment and stagnant per capita incomes. This medium-term
outlook is heavily dependent an how the political situation evalves, and the extent to which the Israeli
restrictions in the West Bank and the blockade of Gaza persist.” The baseline scenario assumes that
the political status quo remains in place and that peace negotiations are suspended with na
immediate prospects of resumption, and hence no significant easing of Israeli restrictions. This
scenario is unlikely to be sustainable over the medium term due to the potentially destabilizing effect
of the unresolved conflict with Israel and economic stagnation with rising unemployment. On the
other hand, as discussed in detail in the previous IMF report, a breakthrough in the conflict would yield
a substantial peace dividend, benefitting both the Israeli and Palestinian economies.

POLICY ISSUES

A. Fiscal Policy

12 Even before the conflict, staff cautioned that the PA faced a difficult fiscal situation in
2014. On the revenue side, staff welcomed the authorities' efforts to implement revenue
administration measures to increase the tax base and improve compliance in the context of the
revenue strategy. Indeed, to some extent these efforts were reflected in the strong revenue
performance in the first half of 2014. On the expenditure side, the authorities had contained wage
spending in the first six months of the year, albeit in part because the payment of the cost-of-living
adjustment was postponed to the end of the year. On the other hand, staff noted that recurrent
expenditure had been gaining strength mostly on account of a strong increase in net lending. And
with back-loaded donor support, arrears had continued to accumulate as little progress was made on
strengthening commitment controls. All in all, staff noted that a significant financing gap in 2014 was
likely, raising the specter of further arrears accumulation and posing risks to debt sustainability. An
updated DSA shows that public debt in the baseline scenario remains sustainable in the medium term,
but at a higher level than in the September 2013 DSA, and highly sensitive to a range of shocks
{Annex II).

13. Staff therefore stressed the need for fiscal discipline. Staff emphasized the need for
measures to reduce the financing gap, including: containing the averall increase in the wage bill to

3 percent rather than 5 percent in the budget; accelerating the reduction of poorly targeted fuel
subsidies, while expanding the targeted cash transfer mechanism to support the poor; containing net

' The Gavernment of Israel emphasizes security concerns that restrict its ability to ease or |ift restrictions in the WBG.
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lending by addressing the entrenched culture of non-payment in the electricity sector, relying on the
World Bank’s advice; and continuing efforts to increase revenue by raising tax compliance and
reforming tax administration. Staff acknowledged that, with the year half over, it was not feasible to
close the financing gap with fiscal measures alone and that additional external or domestic financing
would be required to fill the gap. Recourse to further arrears accumulation to the private sector should
be avoided as this undermines ecanomic activity and tax collection efforts. In addition, staff cautioned
that fiscal risks were on the rise and, if they materialized, would raise the financing gap further. The
risks relate to increased Israeli deductions from clearance revenues, especially those related to the
rising electricity debt with Israel, new spending pressures related to Gaza and the possible integration
of the West Bank and Gaza administrations, and a shortfall in donor aid, much of which is yet ta be
disbursed. To counter these risks, staff recommended that a contingency plan be prepared. Such a
plan would consist of additional expenditure cuts to avoid further arrears accumulation, and could
include a wage freeze as a temporary measure and a complete freeze on nonessential spending.

14. The authorities welcomed staff's recommendations, but there was little evidence of any
traction. While committed to prudent fiscal policies and wanting to avoid a further increase in arrears
to the private sector, they were not willing to commit to specific measures to rein in spending. Instead,
the authorities expressed frustration about the lack of contral over a large part of their revenue base,
citing unpredictable deductions by Israel from clearance revenue transfers as complicating fiscal
management and planning. They also expressed concern about a perceived reduction in donor
support.

15 The conflict has made an already strained fiscal situation even more difficult for the PA
to manage, and stepped up donor assistance will be critical. The sharp decline in economic activity
in Gaza will reduce revenue, but the bigger impact will be on the expenditure side. While the extent of
the additional spending needs to alleviate human suffering and to repair physical damage in Gaza is
not yet known, it is clear that the PA will not be able to absorb spending increases given its limited
resources. Therefore, substantial additional donor assistance will be needed in 2014-15 and beyond to
fund the reconstruction of Gaza. Given ongoing spending needs in the West Bank, it is important that
the donor support is additional to, rather than a replacement of, the regular financial assistance the
international community has been extending to the WBG for several years.

16. For its part, the PA needs to maintain fiscal discipline and press ahead with fiscal
reforms. While some new donor cash assistance is expected in the aftermath of the conflict, it is
unlikely to increase the spending envelope for the approved 2014 budget because much of the
assistance may occur outside the PA's budget or, if through the budget, could be earmarked for Gaza,
As a result, it is even more important now for the PA to take measures to reduce the financing gap.
Moreover, given the dire fiscal position, it is now time to begin implementing the contingency
measures discussed above. At the same time, public financial management (PFM) urgently needs to be
enhanced for the government to strengthen its case for more aid and for additional aid to be used
effectively. While progress has been achieved in cash management, arrears management needs to be
improved, and reporting and recording of arrears must be made more reliable. This will be critical to
sustain donors’ confidence that their aid is used well, Given significant infrastructure needs, which are
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exacerbated in the aftermath of the Gaza conflict, the PA's capacity to manage public investment must
be increased for efficient identification, selection and appraisal of projects, and for reliable projections
of their capital and recurrent costs.

17, Beyond the next few years, the fiscal reform agenda remains largely unchanged,
although the Gaza conflict has raised its urgency. At a broad level, the current financing model that
relies on donor aid to finance current spending is not viable. A transition to a model that would
involve reduced recurrent deficits over time—helped by implementation of the revenue strategy—and
a gradual shift in the compasition of spending away from consumption toward growth-enhancing
development spending is needed. Such a shift would have to be supported for some time by sustained
and more predictable donor financing in combination with easing of [sraeli restrictions, At a more
specific level, the key areas for reform in the fiscal area over the medium term are not new:

» Enhancing revenue. The revenue strategy launched in early 2014 needs to be moved forward with a
stronger focus on the Large Taxpayers Unit (LTU), which remains significantly understaffed, on
functional reorganization, and on rolling back of tax incentives.” In this regard, the new
amendments to the Investment Promotion Law are positive measures, as is the new 10 percent
dividend tax slated to be implemented in 2015. The tax base should be expanded to Gaza if the
unification between the Gaza and West Bank administrations proceeds.™ Tax policies and tax
legislation must be harmonized between Gaza and the West Bank to recover domestic tax revenue
in Gaza that has not been collected by the PA since 2007 when the Hamas-led government took
over the administration of Gaza.

» Rationalizing expenditure. On the expenditure side, comprehensive pension and civil service
reforms are needed. A pension reform, along the lines agreed with the World Bank in 2010, would
help contain growing pension costs and would require raising the retirement age and eliminating
lump-sum payments at retirement. A civil service reform would help reduce the wage bill and raise
public sector efficiency. To this end, the General Persannel Council (GPC) has started developing
job classifications and descriptions for line ministries. The impartance of progress in this area is
also underscored by the prospect of unification of the Gaza-West Bank administrations and the
need to ensure the creation of an efficient unified public sector from the start. In addition,
spending on healthcare must be rationalized, The practice of granting free referrals for treatment
abroad could be subject to abuse, and monitoring is needed to control the costs.

+  Reforming the electricity sector. The government must address the loangstanding problem of
accumulation of contingent liabilities to Israel for electricity. Electricity debt payments are
deducted by Israel on a monthly basis in an ad hoc manner from clearance revenues, and the PA
records these in the budget as spending on net lending. The energy issue is complex and involves
theft, technical losses, and poor payment discipline at all levels, including end-consumers, energy

** The latest initiative to put a term-limit on tax incentives is still not enacted.

¥ Given the size of Gaza's economy, it should contribute about a quarter of fiscal revenues.
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distributors and municipalities. However, it needs to be addressed, because non-payment
undermines fiscal discipline and contributes to unstable energy supply, thereby hurting the WBG's
growth performance.

B. Rebuilding Gaza

18 Economic growth in Gaza is expected to rebound quickly, but achieving a sustainable
recovery will be a major challenge. If the current ceasefire holds, a small but immediate economic
recavery is likely, based on a quick revival of retail trade, the service sector, and small scale industry
surrounding reconstruction activities. It is expected that international cash assistance to households
that lost their homes and income sources will be substantial, further supporting this trend. However,
one of the lessans of the post-2008/9 conflict experience is that a cash-based recovery is likely to be
unsustainable (Box 3). Reconstruction activity will need to target small- and medium-sized enterprises,
manufacturing, and agriculture, in order to reduce unemployment and build a sustainable economic
foundation. In addition, crucial for any lasting recovery is the reconstruction of Gaza's electricity,
building, and water and sewage infrastructure, which requires large scale external investment to regain
even its pre-war state. Based on past experience, larger scale investment is likely to reach Gaza with a
delay, and consequently unemployment is likely to remain high well into 2015.

19. A sustainable recovery will depend on robust international support and coordination, as
well as an easing of the blockade. Similar to the aftermath of the 2008/09 conflict, international
mobilization for Gaza's reconstruction is expected to begin shortly after the end of the conflict, based
on a damage and needs assessment and a recovery and reconstruction plan for Gaza, The potentially
large pledges will require strong coordination between the PA, international donors and support
organizations in Gaza. Otherwise, there is a high risk that only a fraction of the pledges will materialize.
Mareaver, public and private sector capacity constraints risk dampening the near-term economic
impact of large aid pledges. Crucially, reconstruction activity and the effective use of international aid
are contingent on easing the blockade of Gaza, which heavily restricts the import of necessary
construction material. Without a change in the border regime, a lasting recavery cannot be achieved,

C. Financial Sector Issues

20. The PMA has been adroitly implementing its crisis preparedness plans in the face of
deteriorating security conditions. The recent episodes of bank closures in Gaza in response to
armed threats from Hamas employees, who demanded to be paid salaries by the PA, have highlighted
the risks that pertain to the banking system in the WBG. To address these risks, the PMA has been
advancing its crisis preparedness, including in the areas of business continuity, scenario planning, risk
mitigation, and disaster recavery. Recently, banks' risk reserves have been raised, and in the
anticipation of potential banking disruptions, ATMs have been filled and their network expanded.
Additionally, the PMA has been expanding mobile banking and the use of universal credit cards. These
actions helped banks to service clients in Gaza even during the conflict.
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Box 3. A Look Back at the Gaza War 2008/09 and Its Aftermath (Operation Cast Lead)

The first of the three recent Israeli-Palestinian military conflicts, Operation Cast Lead caused severe
loss of life and property in Gaza.' The 23-day conflict that began at end-December 2008 left more than
1400 Palestinians killed and caused significant damages to buildings, farmland, and public infrastructure,
including water and electricity, Unemployment surged from 32 percent in 2007 to 41.5 percent in the first
guarter of 2009, and the overall cost of rebuilding Gaza was estimated at close to $5 billion”

International resource mobilization began immediately after the hostilities ended, but actual donor
dishursements fell short of pledges, as the blockade hampered project implementation. Based on the
damage and needs assessment prepared jointly by the UN, NGOs, and the PA, the early recovery estimate for
Gaza was $1.3 billion. Danors pledged a multiple of this amount at the March 2009 donors’ conference

in Sharm el-Sheikh, with pledges from Arab donors exceeding those of traditional donors. However, one year
later, only a fraction of the pledges ($330 million} had materialized, as the realization of donor aid was
severely limited by the restrictions on the import of construction materials by Israel, Consequently, most of
the aid came in form of cash assistance to the poor, short-term employment schemes and emergency
input-driven support to backyard farming (UN provided food assistance). In mid-2009, the PA adopted a
supplementary recurrent budget of $0.3 billion for emergency expenditure, which was two-thirds financed by
external budget support, and the remainder by further bank borrowing.

Although the reconstruction effort was hampered by the blockade, the economy rebounded due to the
proliferation of tunnel trade activity. Restrictions on impaort of construction materials under the Israeli
blockade severely impeded major reconstruction efforts. As a result, more than one year after the conflicy,
three quarters of the damage to buildings and infrastructure remained unrepaired. Unemployment surged, as
manufacturing was deprived of inputs, and export markets declined. However, growing tunnel trade between
Egypt and Gaza, financed by unofficial and private sources, helped the recovery. During 2009-11, Gaza's
economy grew on average by 12 percent. By 2010, more than 70 percent of damaged homes had been
repaired and maore than 50 percent of the damaged and destroyed industrial establishments had been
reconstructed and resumed operations, albeit in many cases at reduced capacity.?

However, the recovery was not sustainable. The recovery was consumption-driven, sided by cash
assistance. The blockade hindered exports and investment, including in eritical infrastructure such as electricity
and water, limiting industrial development and job creation, In addition, the dependence on the informal
tunnel trade exposed the economy to a risk which materialized in the fall of 2013, when the tunnels were shut
down.

* Thie 2012 seven-day fong conflict caused 163 casualties and substantially less economic damage than the 2014 or
2008/09 conflicts, and is therefara not used a2 a companson here,

?Based on UNDP Report: One Yeor After, Gaza—Early Recovery and Reconstruction Needs Assessment, Jerusalem, May 2010,

? Unorthodox construction techniques, such as recyding of crushed rubble and compressed earth block technology, were
used to circumvent import restrictions imposed under the blockade,
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21, Inthe aftermath of the conflict, a high level of supervisory vigilance is needed.
Experience elsewhere has shown that a sharp deterioration in economic conditions usually increases
nonperforming loans, With the drop in economic activity in Gaza, and to some extent in the West
Bank, the quality of loan portfolios is likely to weaken, which will be reflected in the financial
soundness indicators only with a lag."” During the mission, staff also discussed two recurring issues:

= The exposure of the banking system to the PA. The PMA argued that direct bank exposure to the
PA is manageable and that the WBG banking system indicators have been sound during extended
periods of high exposure to the PA, Staff cautioned about relying too much on banking indicators
to assess hanking stability, noting that (i) the low NPLs could mask the practice of ever-greening of
loans, and (i) that the high CARs could be partly the result of a zero-risk-weighting of the loans to
the PA and send a misleading signal given the precarious fiscal position of the PA.

= Banks' high exposure to the housing market. Most of the housing loans are at interest rates that are
linked to the LIBOR, increasing the risk of a sharp increase in NPLs in case of higher global interest
rates, for instance, under USA monetary tapering. Enhanced manitoring of the housing market is
also called for in light of the existing plans to introduce mortgage-backed securities by the
Palestinian Mortgage Housing Corporation. Although the exposure to the housing market is high,
data on house prices and rents are not available, and the PMA's current stress testing framewark
does not account for real estate market developments. To address the issue of inadequate
monitoring, the PMA and the PCBS have recently agreed to work on developing a house price
index, and the PMA plans to introduce from end-2014 new stress tests to account for the risks in
the housing market.

22, The PMA expressed concerns about the limits set by the Bank of Israel on the amount

of NIS cash transfers it accepts from Palestinian banks. [srael's restrictions have been a
longstanding issue arising out of money-laundering and financing of terrorism concerns. Current
agreed limits on monthly cash shipments are set at NIS300 million, which are insufficient as the WBG is
a largely cash-based economy, leading to persistent excessive cash accumulation in the Palestinian
banks. Limits on cash shipments have been relaxed for the months of July and August, with shipments
of NISB00 million each. However, the outstanding stock of cash in banks now exceeds NIS800 million,
incurring losses to the banks, hurting financial intermediation, and cantributing to high lending rates,
The Bank of Israel believes that aver time the greater use of non-cash payments in both Israel and the
WHEG will help to alleviate the excess cash problem.

VAfter the 2008/09 conflict, however, the banking sector proved to be resilient. A one-month spike in banks’ excess
reserves at the PMA and a slight reduction in credit growth were observed, but NPLs remained low and depasits stayed
stable,
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D. Structural Issues

23. Structural policies to improve the investment climate and strengthen competitiveness
remain an important component of the authorities’ reform agenda regardless of political
developments. As was highlighted in the past IMF and World Bank reports, political uncertainty and
Israeli restrictions seriously impact the investment climate in the WBG.™ In addition, price based
indicators of competitiveness, such as the

real effective exchange rate, imply that the Eﬁec::;e F_’:‘t,?:'??i""au

WBG has lost competitiveness over time 125 e :
i —ni -=-REER P

(text chart). Staff has arqued that there is 120 g germshomat T

scope for independent policy action to
imprave the business climate. Although
some progress has been made in this area,
particularly in access to finance with the
adoption of the Leasing Law, much remains
to be done.” This includes enacting the

50 g e e e e S o
New Companies Law, the New Industry Law, PP PRSI D FF SIS H SO DD
the Debt Resolution Law and the Law on A S
Secured Transactions, and activating the Sources: Haver, INS; and IWF staff caloutations.

Movable Collateral Registry. Additionally,

progress is urgently needed an land registration, which is among key factors hindering private
investments in the WBG according to the World Bank * Harmanization of the business regulationis in
the WBG is another challenge that will need to be tackled in the context of unification. The autharities
agree with the staff on the structural reform agenda, but point out that the absence of a functioning
legislature hinders policy action.

STAFF APPRAISAL

24, The West Bank and Gaza's economic situation was difficult even before the
Israel-Hamas military conflict in July-August. Against the background of continued Israeli
restrictions and rising political uncertainty, the WBG economy has been on a slowing trend since 2012,
causing real per capita incomes to decline and unemployment to rise. Going forward, increased
political uncertainty translates into greater macro-fiscal risks, and prudent policies by the PA as well as
continued donor support are therefore needed more than ever, Despite the understandable focus an
short-term ecanomic management, it is important for the PA not to lose sight of the structural reform
agenda aimed at boosting the economy's performance over the medium term.

®or example, it takes on average 23 days for businesses in the West Bank to export and 38 days to import, compared
to just 10 days for businesses in [sragl, See West Bank and Gaza investment Climate Assessment Fragmeritation and
Uncerrainty, World Bank, 2014

™ See June 2014 IMF Report on Macroeconomic Developments and Outlook.

™ See West Bank and Gaza Investment Climate Assessment, op cit:
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Z5 The conflict represents a major economic shock for the Palestinian economy. The
economic outlook has deteriorated sharply compared to the IMF's previous report, especially for Gaza,
which has suffered a devastating loss of life and property, the impact of which is only beginning to be
assessed, Given a sharp output loss in the third quarter, Gaza's real GDP is estimated to have declined
by about 20 percent in the first three quarters of 2014, compared to the same period in 2013. For the
year as a whole, we project that real GDP in Gaza will decline by 15 percent, and by 3% percent in the
WEG, although these projections may need to be revised once more information becomes available.
Going forward, the speed of economic recovery will depend on whether the current ceasefire
agreement translates into a longer-lasting truce with an easing of the blockade of Gaza, and on the
extent to which the international community is able to maobilize aid for Gaza. Of course, as discussed in
past reports, the economic dividend from a broader Israeli-Palestinian peace agreement would be
substantial,

26. The cost of rebuilding Gaza goes well beyond the PA’s resources and generous donor
support will be critical. The full fiscal impact of the conflict is not yet known, but there is little doubt
that the PA faces large expenditure needs related to the reconstruction of Gaza. The PA and
international agencies will need to make a realistic assessment of these needs in the coming weeks
and months. It will be important for the PA, with the support of its international partners, to prepare a
recovery and reconstruction plan along the lines of what was presented at the 2009 Gaza Conference
in Egypt. It is clear that there is no room in the PA's budget to accommaodate the new spending needs,
and that stepped up donor financial assistance will be critical. The WBG remains structurally reliant on
donar assistance, even in the absence of the costs related to Gaza rebuilding, and it is important for
donors to treat the Gaza-related assistance as an addition to the aid envelope and not a substitution,

27. Against this background, the PA needs to maintain fiscal discipline and, together with its
international partners, urgently develop a robust fiscal mechanism to harness effectively donor
aid in Gaza. Fiscal risks, which were already substantial before the conflict, have risen substantially.
There are certainly grounds for higher spending related to Gaza reconstruction, but this needs to be
tied to the availability of financing. In the meantime, the PA should contain current spending,
especially in light of other fiscal risks, including the additional potential spending commitments—for
instance, on salaries for public sector workers in Gaza—associated with integrating the West Bank and
Gaza administrations. At the same time, the PA’s welcome efforts to increase revenues should
continue, to increase the resources available for meeting the rising spending needs. The PA also needs
to urgently improve public financial management, including budgeting and accounting, to strengthen
donors’ confidence that aid is used effectively and transparently, To that end, the authorities may wish
to seek scaled-up technical assistance from development partners and the IMF. Raising the capacity to
manage public investments will need to be high on the PA's agenda in light of the coming repairs to
Gaza's infrastructure.

28 It is important that other economic policy areas are not forgotten as the focus on
short-term crisis management sharpens in the aftermath of the conflict. The impact of the conflict
on the real sector may well weaken the quality of banks' loan paortfolios, so enhanced PMA manitoring
of the banking system is important. Beyond that, longstanding issues such as improving the business
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climate, pension and civil service reforms, and strengthening the electricity sector, which is draining
the budget, should not be forgotten. Indeed, the conflict makes some of these reforms even more
pressing.

29, A strong and sustainable recovery in Gaza will depend on an easing of the blockade and
large-scale donor support. The post-2008/09 canflict experience suggests that the following factors
are central in producing a robust recovery: first, a lifting or at least an easing of the blockade of Gaza is
needed so that construction materials can be imported into Gaza; second, in order to harness
effectively the potentially large donor pledges, strong coordination between the PA, international
danors, and support organizations in Gaza will be required; and third, generous financial support from
the international community is needed in light of the large scale physical destruction in Gaza. It will be
important that robust verification and monitoring procedures be put in place to ensure that financial
assistance is used for intended purposes. From a broader perspective, it is impartant to reiterate the
need to shift to a viable financing model, to replace the current unsustainable one, focused on a
pro-growth re-compasition of spending toward development, supported by more predictable danor
financing and an easing of Israeli restrictions in the West Bank.
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Figure 1. West Bank and Gaza: Recent Economic Developments, 2007-14
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Figure 2. West Bank and Gaza: Fiscal Sector Indicators, 1994-2014
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Figure 3. West Bank and Gaza: Financial Sector Indicators, 2000-14
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Table 1. West Bank and Gaza: Selected Economic Indicators, 2011-19
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Table 2. West Bank and Gaza: Central Government Fiscal Operations, 2011-17
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Table 3. West Bank and Gaza: Central Government Fiscal Operations, 2011-17
(GFSM 2001)
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Net acquisiton of financal assets o y - s o
Domestic
Currency and deposits o - o A i
Net incusrance of liabelibes 237 313 78S ¥ 34 13 -
Damestic 237 3,136 Ta5 T Tz I 4
Loans 334 450 -B95 4325 425 425 435
Net domestic bank financing 334 430 -8395 425 435 475 475
Ciher accounts payable 2043 1848 1.680 -356 -353 -351 -351
Arredrs frecurment) L5338 2043 1628  -35§ 353 351 351
Arrears [caplial) 270 124 13 - - =
Amears (dearance) 235 479 14 = - -
Foreign iy o -37 -39 -61 -144
Loans x -37 -3% -61 -144
Statistical discrepancyfinancing gap 4 182 38 1240 23333 2137  L9E3
Memarandism fems:
Gross operating balance eacl. grants [commitment) 4576 5604 4988 5322 4853 -A601 4335
Gross eparating balance excl. grants lcash) -2803  -30R2 2374 54T 5205 4552 SEHG
Querall balanga (MLE) gxcl, grants [commitment) -5801 B3l 5662 -BABT  -65TE 6393 6158
Drverall balanos (NLE) excl. grants {cash) 3858 3Bk 3082 E342 -RI2E 6745 6548
Revenue |percent of GOF) 310 203 315 Ed 338 332 327
Expenditure (percent of GO iTE 367 343 404 394 378 36
Expense [percent of GDF) 340 344 327 375 354 339 128
Wage expendituré [percent aof GDPY 1mz 172 irn 184 177 170 154
Norwage axpenditures (percent of GOP) 51 53 53 57 55 53 51
GOB (zommitment) exchading grants [percent of GOF) <131 -2 -122 135 -114 0 -IGd 4.0
GOB {zash] exchuding grants [percent of GOF) A0 78 43 -144 123 -108 9.7
External suppan frecurrent) a3 T4 13y 114 83 7 7z
n millians of NS 2915 2536 4537 4504 3528 3514 3507
MLE [commritment] exduding grants {percent of GOF) -169  -1BS -138 165 155 =14.1 -128
MLB (cash) excluding grants {percent of GDF) <110 48 SE -174 -163 145 1325 |
Total extemal suppart fin melions of shekels) 3520 3587 4915 5215 420¢ 4244 405
Meminal GOP fin millons of shekels) 24977 39541 40800 39426 42392 45393 4R374
Exchange rate 36 38 i6 - = p=
Saurces: Ministry of Finance and IMF staff propections.
1/ Wage expenditures.
2/ Geants to local gavemments related 1o purchase of water and electriciny.
3/ Includes transfers {social benefits) and minor capital
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Table 4. West Bank and Gaza: Financial Soundness Indicators, 2010-14

{In percent)

Dec-10 Dec-ll Dec-l? Mar-13 Jun-13 Sep-13 Dec-13 Mar-14 _||,m-14

Capital adequacy for 2l banks)
Ther 1 caplial to risk-weighted aseis
Regulatony capital to risk-weighted assets

Capital adequacy (for local banks)y
Teer 1 capital b risk-weighted sssets
Regulatony capital to rizk-weighted assets

Aszet guality 17
Monperforming loans (percent of total loans)
Monperforming loans net of pravisions to capital
Coverage ratio [provisians a4 percent of nonperforming loans)

Earmings and profitabiity
figturn on assets (ROA)
Return on equity (ROE) 27
Irterest income o gross income
Non-interest expenses 1o gross income
Personal cost to nen-interest expenses

Liguidity
Ligud assets 1o 1 assets
Licpuic assets to domand and savings deposits
Liquid aszets to total deposits

233
214

265
216

3l
29
04

21
1
544

491

29
211

245
203

27
3B
605

8]
170
7
572
555

744
469

222
03

27
138

31

60.1

16.2
Y24
554
538

L6
458

nz
177

32
a7
16

20
19.1
40
52E
ST

363
B8
e

212
185

7

L}
51
593

20
185

535
568

368
604
450

nn
133

205
173

375
711
458

ns
00

7
178

19
187
an
548
539

EERS
raT
431

ni
196

175

3
43
5B9

18
188
745
55.0
563

380
720
465

| 201

134

183
162

&
4.4
B1.2

18
178
741
58.2
53,7

370
7LL
A5T

Source; Palestine Maonetary suthority.
1} Nonperforming Inans includes loans mare than 90 day overdus.

3 Reeturn on equity (ROE) is a ratio of income before extraondinany iterms and taxes to average Tier 1 capital,
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Annex 1. Risk Assessment Matrix*
Potential Deviations from Baseline

Ukelibood'of |

il amy ?
ﬂl:mﬂ Realization in the Wmﬂ‘:;ml Eml_uun:ny Policy Recommendations to Mitigate Risl
Mext Three Years [ =
Heightened geopolitical | High/Short term High
risks in the Middle East, o
leading to a sharp rise :“"E WEG is 'j'g?ﬂ:f dependent on energy ) _[H Implement full pass-through to fonsumers
in oll prices, with imports. Social pressures for costly mitigating including for electricity tariffs
negative spillovers to measures wauld increase, parlicularl_y if {2} Follow up efferts toimprove collection at the
the global econamy second-round effects become prominent, and lecal level, and
worsen an already difficult fiscal outlook. {3} Use the existing targeted cash transfer
scheme to suppaort the poor.
Protracted period High/Short to Low
of slower growth in medium term ’ i -
advanced and emerging A further slowdown in growth, higher 111 Instill confidence through strong damestic
EhoatieE unemployment, and worsening in the fiscal policies, anchored in medium-term fiscal
position. The WRG is sensitive 1o & stowdown in | adjustrnent;
Israel. Austerity In donor countries could affect {21 Improve competitiveness of the economy via
availability of ald for the PA, scaled-up investment in infrastructure, and
education to support human capital
development.
Pressures on the Medium/Short to Medium
mﬁﬂ:;;n;ﬁr Sl s The WBG banks are heavily expased to the PA {1} Instill canfidence through strong damestic
dommistic and regicnat and its employees. There are no direct linkages | palicies, anchored in medium-term fiscal
et ahnasit. ml to global financal markets, but the adjustrent;
potentially from the tonsiderable presence of Jordanian banks could | (2) Further strengthen the banking superdisory
USA's monetary pose major challenges in case of a crisis in the framewark, induding cross-barder supervision
tapering hame country, because of insufficient and cooperation with the Central Bank of Jlordan;
coordination in bank resalution across borders. | (3) Broaden data coverage of the real estate
In addition, most mortgage lending rates are market, and
linked to the LIBOR, and their rise as USA {4) Develop an early warning modef and a
monetary [Epering progresses could lead to contingency plan,
higher NPLs. The restriction on cash transfers by
'WEBG banks to Isral is another scurce of risk.
Resumption of Medium to Medium to High
:::::i:; farmadia :edium w;: If the conflict resumes, the humanitarian and In the shor run, economic policies can da litle
surge in unrest in Gaza economic stuation in Gaza would deteriorate to mitigate these particular risks, At best,
and the Wast Bank further. Even if the truce holds, domestic unrest | maintaining strong domestic policies could instill

in the West Bank {e.g., due to a flare-up of
violence in Gaza because of further
deterioration of the humanitarian situation)
could lead to a tightening of Israeli restrictions,
and possible suspension of clearance revenus
transfers. Some donors may withdraw support.

some element of confidence.
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Doner “fatigue” Medium,/Medivm High
term The suspeiiiin it prane talks F sustringd (1) Instill confidence through streng domestie
could lead some donars ta reconzider their pO-|.ICIE'S, anchored in medium-teimfiscal
long-term commitment to supporting the PA, adjusament;
which could threaten fiscal sustainability. [2) Support fiscal sustainability via pro-growth
policies; and
{3) Continue reforms to improve gavemment
institutions.
Spillovers from social Medium to High Ecanamic policies can da little to mitigate these
unrest in Egypt. Iraq. High/Short term particular risks. AL best, maintaining strong

Jordan, Lebanon, and
Syria

Sotial and political unrest in the nearby region
could spill over to the WEBG and potentially
divert donor money away from the WEG.

domestic policies coubd instill some element of
canfidence.

The Risk Assessment Matrix (RAM) shows events that could materially atter the baseline path (the scenaric mast likely to materialize in the view of IMF
staff). The relative likelihood of risks listed i the staft's subjective assessment of the risks surrounding the baseline (Tlow” s meant te indicate a
probability below 10 percent, "medium® a probability between 10 and 30 percent, and "high” a probability between 30 and 50 percent), Thg: RFaM reflects
staff views on the source of risks and averall level of concem as of the time of discussions with the authorities, Non-mutiually exclisive risks may interact

and materialze jointly.

]
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Annex II. West Bank and Gaza: Debt Sustainability
Analysis—An Update
Public debt continued to increase in 2013 and the first half of 2014, reflecting growing

arrears.' Since the end of 2012 public debt increased by $838 million, reaching $4.9 billion or
44 percent of projected 2014 GDP, and exceeding a 40 percent government-mandated threshold

for public debt. During this period, arrears grew by $929 million, including by $237 million
during the first six months of 2014, reaching $2.3 billion.? Arrears to the Pension Fund and

private suppliers remained the primary

Puabdic Dot
i (] i i il ol S e

financing source of the ﬁnan?mg gap. —- -
They also were used to substitute e
fOI' EXPEHSiVE dO mestic finan Ci ngr FuBie delil, Induding armers 4041 -‘.IHB 4579 mfl
= i i Comestic debt 1,887 1349 1358 »
which declined since end-2012 by Afuhice e term R r
bITH P Btk jamns T3 651 [ 17
5113 million, as authorities reduced Of ik Iog Tam 3 W e T
3 Cremrdrart b IbE Ay £
bank overdrafts and loans.” Mast of the Patrolwim Authbrity lams e s m :
Cither publiz institutions lcans & 15 15 ]
accumulated arrears were to the Patesian Invesiment fund O T !
- S PRAA 3 3 3 1]
Pension Fund—3590 million, but a e SET Gt Ao il P
S i o el Pl st B om0 e i
significant amount $339 million was to ST it o S "
the private suppliersl Arab Fund for Soonamiz & Socal Devianiment 57 H b 1
Islamic Davmanmant Bak 50 42 52 1
Itemsiiona’ ang Regional [mstituthons ng M43 343 T
Ware Bar 20 4 20 L3
Arrears comprise 46 percent of furopean investant Sai ® 8 1
. IFAD 3 1 El [
total debt. Arrears of the Pension oFEC wooo@m » 0
" Biaterad loans and advarces F. 1] Ll 246 [
Fund comprise 34 percent of debt at Spain PO 2
# ¥ i L §
end-June 2014, constituting unfunded ','J'.'L 1; 3: 3: i
R ¥ e 1) 50 160 151 3
future fiscal liabilities, while arrears to e o e o P
the private sector, mostly for goods and Sersion funa 1058 1465 L&k b
? 5 rivate supliers 3/ Fii] 555 55 12

services and tax refunds, comprise Marmas: Debs) Paberiiion érities e lraell Eectricity Campamy o

12 percent of debt. Domestic debt, the
second largest component of public
debt comprising 28 percent of total

Sesoroes: Pelestinian authorities: and IMF staff esbmates.
1/ Indugies chearance agvances

¢ Bncluging armears an deb: sprvice, anel for seetricty v lase Blecris Copanation

37 Eatimatall direas, rebalin payables

debt, remains mostly short-term debt (75 percent) although the authorities recently managed to
raise the maturity of domestic bank debt. Of total bank debt, arrears to banks are estimated at
more than $90 million. Bank debt is normally extended at interest rates ranging from 4 percent
on loans to 7-8 percent on overdrafts." Overdrafts declined in 2013 but began creeping up again

! public debt includes debt of the PA.

? Information on arrears reflects latest estimates by the Ministry of Finance and covers arrears to private suppliers
and the Pension Fund. Arrears to private suppliers are overestimated to the extent that the available information
does not allow to distinguish between payments due and payments past due,

* While providing savings in the short term, a policy of substituting bank debt with arrears to the private sector
could undermine private sector liquidity and growth, and could endanger government revenue and fiscal position

in the longer term.

! Most borrowing is in LS. dollars and NIS, but there are loans from Jordanian banks in Jordanian dinars.
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in 2014 as the authorities were facing increased financing pressures. The authorities have also
resorted to borrowing from the Palestinian Investment Fund ($23 million during in 2014), and
General Petroleum Corporation (about $40 million during 2013-14). External debt, comprising 26
percent of public debt and consisting of multilateral and bilateral concessional loans, increased
marginally since 2012, mainly on account of disbursements by the European Investment Bank for
construction of electricity stations. Arrears on external debt (principal and interest) reached abaut
371 million at end-June.

The assumptions for the current Debt Sustainability Analysis (DSA) have changed since the
last DSA in September to reflect updated medium-term projections and a negative effect
on the 2014 GDP ({base year) of the war in Gaza.® They take into account:

= Slowing growth to 3 percent by 2019, averaging 3.7 percent over 2015-19 against
3.3 percent in the September 2013 DSA—a higher rate, but from a lower base to reflect a
negative shock to real GDP in 2014 from the war in Gaza;

= Stable exchange rate and inflation, as determined by Israeli monetary policy (same
assumption as in the September 2013 DSA ) and

= A financing gap, averaging 2.9 percent of GDP in 2014-19—an upward revision from
27 percent in the previous DSA—ta reflect declining aid, a slow pace of fiscal consolidation,
and new spending needs associated with Gaza reconstruction. It is assumed that financing
gaps are filled by a combination of arrears and domestic borrowing.

The results of the updated public DSA highlight increasing risks (Table Al and Figure Al).
The DSA shows that public debt in the baseline scenario remains sustainable in the medium
term, but at a higher level than in the September DSA, and sensitive to shacks. Debt is projected
to rise to 51.1 percent of GDP in 2017 before declining to 49 percent of GDP in 2019, staying
above the threshold of 40 percent, prescribed by the Law on Public Debt, throughout the
projected period. This result is sensitive to a range of shocks. Sensitivity analysis demonstrates
that a shock equivalent to a one standard deviation to the interest rate will raise the debt to

55 percent of GDP by 2018, The shocks to growth, primary balance, ar a combined shack will
raise the debt level even more to 68, 61, and 61 percent of GDP by 2019, respectively. A one-time
contingent liabilities shock equivalent to 10 percent of GDP (e.g., in the case of non-payments to
utilities) will elevate the level of debt immediately by about ten percentage points. A similar
effect will occur with a fall in donor aid.

* See Staff Report for September 2013 meeting of the AHLC
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Figure Al. West Bank and Gaza: Public Debt Sustainability: Bound Tests 1/ 2/
{Public debt in percent of GDP)
Baseline and Historical Seenarios Interest Rate Shock [In percent)
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Sources; Palestinian authorities; and IMF staff estimates and projections.
L/ Shaded areas represent actual data. Individual shocks are permanent one-half standard deviation shocks, Figures in the
bawes represent average projections far the respective variables in the baseline and scenano being presented. Ten-year
histerical average for the vanable is also shown.
2 For historical scenarios, the historical averages are calculated over the ten-year period, and the information isused to |
project debt dynamics five years ahead.
3/ Permanent % standard deviation shocks applied to real interest rate, growth rate, and primary balance.
4/ One-time real deprediation of 30 percent and 10 percent of GDP shack to cantingent liabilities occur in 2010, with real
depreciation defined as nominal depreciation (measured by percentage fall in dollar valus of local currency) minus domestic
inflation (based on GOP deflator), |
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ANNEX 2: COUNTRY AT A GLANCE

r r
West Bank and Gaza at a glance ona

West M. East Lower
Key Development Indicators Bank & North middle o .

& Gaza Africa income Age distribution, 2012
v
(2013) Male (..) Female (..)
Population, mid-year (millions) 4.0 340 2,507 7579
Surface area (thousand sq. km) 6.0 8,775 20,742 6061
Population growth (%) 3.1 1.7 15
Urban population (% of total population) 75 60 39 4549
3034
GNI (Atlas method, US$ billions) 10.0 1,113 4,745 151
GNI per capita (Atlas method, US$) 2,550 3,450 1,893
GNI per capita (PPP, international $) 2,920 7,062 3,877 0-4
10 5 0 5

GDP growth (%) -4.4 1.9 4.7 percent of total population
GDP per capita growth (%) 10.9 0.2 3.2

(most recent estimate, 2005-2012)

Poverty headcount ratio at $1.25 a day (PPP, %) <2 2 27.1 .
Poverty headcount ratio at $2.00 a day (PPP, %) <2 12 56.3 Under-5mortality rate (per 1,000)
Life expectancy at birth (years) 73 71 66
Infant mortality (per 1,000 live births) 19 21 46 80
Child malnutrition (% of children under 5) 2 6 24 70

60
Adult literacy, male (% of ages 15 and older) 98 85 80 50
Adult literacy, female (% of ages 15 and older) 93 70 62 40
Gross primary enrollment, male (% of age group) 92 109 107 30
Gross primary enrollment, female (% of age group) 92 101 104 20

10
Access to an improved water source (% of population) 82 90 88 o+ 1900 105 2000 2012
Access to improved sanitation facilities (% of population) 94 87 47

OWest Bank and Gaza
OMiddle East & North Africa
Net Aid Flows 1980 1990 2000 2013 *
(US$ millions) .
Net ODA and official aid . 179 685 2,001 Growth of GDP and GDP per capita (%)
Top 3 donors (in 2012):
European Union Institutions . 57 63 316 30
United States - 19 60 288 25

Germany . . 17 137 ig

10

Aid (% of GNI) . . 14.2 21.9 5
Aid per capita (US$) . 79 234 495 0 i V W $

5

10

Long-Term Economic Trends -15

95 05
Consumer prices (annual % change) . . 2.8 1.7
GDP implicit deflator (annual % change) - . 10.4 9.4 GDoP

GDP per capita

Exchange rate (annual average, local per US$) . . 4.1 3.6
Terms of trade index (2000 = 100)
1980-90 1990-2000 2000-13
(average annual growth %)

Population, mid-year (millions) . 2.0 29 4.0 . 3.9 2.7
GDP (US$ millions) . 4,316 10,465 . 14.3 3.8
(% of GDP)
Agriculture . . 11.2 5.3 . 7.1 -0.1
Industry . . 25.0 25.1 . 8.8 5.6
Manufacturing . . 121 16.2 . 2.8 4.7
Services . . 63.8 69.6 . 13.8 3.3
Household final consumption expenditure . . 86.1 86.6 . 12.8 2.9
General gov't final consumption expenditure . . 25.5 26.2 . 19.6 4.9
Gross capital formation . . 31.5 221 . 14.7 0.8
Exports of goods and services . . 20.5 16.5 . 19.9 53
Imports of goods and services . . 67.1 55.1 . 14.3 2.1
Gross savings . . 11.6 4.8

Note: Figures in italics are for years other than those specified. .. indicates data are not available.
a. Aid data are for 2012.

Development Economics, Development Data Group (DECDG).
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West Bank and Gaza

Balance of Payments and Trade 2000 2013

Governance indicators, 2000 and 2012
(US$ millions)

Total merchandise exports (fob) 401 782 . =
Total merchandise imports (cif) 2,383 4,697 Voice and accountabiity
Net trade in goods and services -2,257 -5,267 - T
Political stability

Current account balance -990 -2,815 Regulatory quali ] ]

as a % of GDP 229  -21.0 gulatory quality I

. Rule of law 1

Workers' remittances and i

compensation of employees (receipts) 1,010 1,666 Control of corruption

|
Reserves, including gold . . 0.0 250 500 75.0 100.0
92012 i

Central Government Finance Countrys percentile rank (0-100)

02000 higher values imply better ratings

(% of GDP)

Source: Worldwide Govermance Indicators (www.govindicators.org)

Current revenue (including grants) . 30.2
Tax revenue . 18.2
Current expenditure . 31.2
Technology and Infrastructure 2000 2012
Overall surplus/deficit . -1.6
Paved roads (% of total) 100.0 100.0
Highest marginal tax rate (%) Fixed line and mobile phone
Individual . . subscribers (per 100 people) 9 85
Corporate . 16 High technology exports

(% of manufactured exports)
External Debt and Resource Flows
Environment

(US$ millions)

Total debt outstanding and disbursed . . Agricultural land (% of land area) 62 43
Total debt service . . Forest area (% of land area) 1.5 1.5
Debt relief (HIPC, MDRI) - - Terrestrial protected areas (% of land area) 0.6 0.6
Total debt (% of GDP) . . Freshwater resources per capita (cu. meters) 264 207
Total debt service (% of exports) . . Freshwater withdrawal (% of internal resources) 34.4 51.5
Foreign direct investment (net inflows) . . CO2 emissions per capita (mt) 0.27 0.62

Portfolio equity (net inflows)
GDP per unit of energy use
(2005 PPP $ per kg of oil equivalent)

Composition of total external debt, 2012

(data are not available) Energy use per capita (kg of oil equivalent)

World Bank Group portfolio 2000 2012

(US$ millions)

IBRD
Total debt outstanding and disbursed - -
Disbursements = —
Principal repayments = —
Interest payments = —

US$ millions IDA
Total debt outstanding and disbursed — —
Disbursements - -

Private Sector Development 2000 2012 Total debt service - —
Time required to start a business (days) - 48 IFC (fiscal year)
Cost to start a business (% of GNI per capita) - 91.0 Total disbursed and outstanding portfolio 30 45
Time required to register property (days) - 56 of which IFC own account 30 45
Disbursements for IFC own account 18 (0]
Ranked as a major constraint to business 2000 2012 Portfolio sales, prepayments and
(% of managers surveyed who agreed) repayments for IFC own account (0] 6
n.a. . .
n.a. . . MIGA
Gross exposure - -
Stock market capitalization (% of GDP) 17.7 24.2 New guarantees — —

Bank capital to asset ratio (%)

Note: Figures in italics are for years other than those specified. 9/17/14
.. indicates data are not available. — indicates observation is not applicable.
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Millennium Development Goals

r

West Bank and Gaza

With selected targets to achieve between 1990 and 2015
(estimate closest to date shown, +/- 2 years)

West Bank and Gaza

Goal 1: halve the rates for extreme poverty and malnutrition 1990 1995 2000 2012
Poverty headcount ratio at $1.25 a day (PPP, % of population) <2
Poverty headcount ratio at national poverty line (% of population) 219
Share of income or consumption to the poorest qunitile (%) . 7.4
Prevalence of malnutrition (% of children under 5) 3.6 2.2

Goal 2: ensure that children are able to complete primary schooling
Primary school enrollment (net, %) . 90 87
Primary completion rate (% of relevant age group) 89 98 90
Secondary school enrollment (gross, %) 68 81 83
Youth literacy rate (% of people ages 15-24) 97 . 99

Goal 3: eliminate gender disparity in education and empower women
Ratio of girls to boys in primary and secondary education (%) 97 102 106
Women employed in the nonagricultural sector (% of nonagricultural employment) 15 14 17
Proportion of seats held by women in national parliament (%)

Goal 4: reduce under-5 mortality by two-thirds
Under-5 mortality rate (per 1,000) 43 85! 30 23
Infant mortality rate (per 1,000 live births) 35 29 25 19
Measles immunization (proportion of one-year olds immunized, %)

Goal 5: reduce maternal mortality by three-fourths
Maternal mortality ratio (modeled estimate, per 100,000 live births) . . .
Births attended by skilled health staff (% of total) 95 97 99
Contraceptive prevalence (% of women ages 15-49) 45 51 50

Goal 6: halt and begin to reverse the spread of HIV/AIDS and other major diseases
Prevalence of HIV (% of population ages 15-49) . .

Incidence of tuberculosis (per 100,000 people) 7 6 4 3
Tuberculosis case detection rate (%, all forms) 51 35 25 10

Goal 7: halve the proportion of people without sustainable access to basic needs
Access to an improved water source (% of population) 97 97 92 82
Access to improved sanitation facilities (% of population) 87 87 90 94
Forest area (% of land area) 1.5 1.5 1.5 1.5
Terrestrial protected areas (% of land area) 0.6 0.6 0.6 0.6
CO2 emissions (metric tons per capita) 0.3 0.6
GDP per unit of energy use (constant 2005 PPP $ per kg of oil equivalent)

Goal 8: develop a global partnership for development

Telephone mainlines (per 100 people) 3.2 3.1 8.5 9.3
Mobile phone subscribers (per 100 people) 0.0 0.0 0.2 75.6
Internet users (per 100 people) 0.0 1.1 41.1
Households with a computer (%) 53.9
Education indicators (%) Measles immunization (% of 1-year ICT indicators (per 100 people)
olds)
125 100 90
10 { 00000000000 80
N-O—MWO—O—O 75 70
75 60
50
50 50 0
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o 25 20
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190 195 2000 2012 2000 2005 2010
—v— Primary net enrolim ent ratio
OFixed bile subscrib
—L— Ratio of girls to boysin primary & secondary Cwest Bank and Gaza () pred+ moble subseribers
education OMiddle East & North Africa Binternet users
Note: Figures in italics are for years other than those specified. .. indicates data are not available. 9/17/14
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