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1.

INTRODUCTION AND COUNTRY CONTEXT

The proposed Development Policy Grant VII (DPG) is a standalone operation aimed
at supporting the Palestinian Authority (PA) in improving the management of public
finances and improving the business environment. Specifically, the DPG will support the PA’s
efforts in augmenting tax revenues and cutting inefficiencies in public spending in order to reduce
the fiscal deficit amid declining donor aid. The DPG will also support the PA’s effort to reform
and further strengthen public finance management, and improve the business environment by
facilitating land registration. The DPG VII will provide support to the PA’s 2016 budget in the
amount of USD40 million. The DPG VII builds upon the reform progress supported by the
previous DPGs.
1.

As envisaged in the Assistance Strategy FY15-16 for the West Bank and Gaza, DPGs
remain a key instrument aimed at supporting the PA’s strategic priorities, advancing policy
dialogue, and also providing essential financing for the PA’s budget. Due to the severity of
the political situation, in particular in Gaza, and the impact of restrictions1 on movement, access
and trade on private sector investment and growth, real income per capita in the Palestinian
territories has been shrinking for three years in a row. The PA’s revenues have also been affected
by the decline in Gross Domestic Product (GDP) and delays in the transfer of revenues collected
by the Government of Israel (GoI) on behalf of the PA. Against this background, donor assistance,
even though on a downward trend, continues to provide a lifeline to the PA’s budget. It is important
to stress that the financial significance of this operation is not only in that it provides USD40
million, but that it directly leverages the support of other donors through the Palestinian Recovery
and Development Plan (PRDP) Trust Fund in the amount of roughly USD200 million per year.
The operation also provides a positive signaling effect to other donors that provide assistance
directly to the PA when such assistance is of utmost importance for the Palestinian economy and
public finances.
2.

3.
The preparation of this DPG is taking place against the backdrop of high political
uncertainty and fragility following the failure of last year’s peace talks. The peace process
between the GoI and the PA led by the United States Secretary of State Kerry resumed on July 29,
2013, giving fresh hope for peace, stability, and prosperity in the region. However, the talks broke
down in April 2014, resulting in heightened uncertainty about the future and growing pessimism
among the Palestinian population, including the business community. Soon after the peace talks
failed, a conflict broke out in Gaza (July 2014) leaving the two parties further away from a peace
deal. The PA then took steps towards international recognition and became a member of the
International Criminal Court on April 1, 2015. Meanwhile, the GoI has continued with its
settlement expansion policy and according to Peace Now, currently more than 40 percent of the

1

The Government of Israel states that these restrictions are necessary for security purposes.
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West Bank is directly controlled by settlers and is off limits to Palestinians.2 Internal reconciliation
efforts between Fatah and Hamas have not had much success either. The National consensus
government that was formed in June 2014 after a reconciliation agreement was signed between
both factions has failed to achieve its main mandate—the creation of a unified Palestinian
government in the West Bank and Gaza.
More than a year after the 2014 conflict, the situation in Gaza remains extremely
difficult. The reconstruction process has been much slower than anticipated due to restrictions on
imports into Gaza and lower than expected aid. Aid disbursed through September 2015 amounts
to USD1.23 billion, which represents 35 percent of pledges made at the Cairo conference for Gaza
reconstruction in October 2014. The majority of disbursements made so far have supported United
Nations Relief and Works Agency (UNRWA) activities, while less than 20 percent has been
directed towards priority interventions defined by the Damage and Needs Assessment (DNA) that
was conducted after the conflict. This represents a mere 5 percent of the overall needs outlined by
the DNA. Forced to teach in overcrowded classrooms, many of which were damaged by the
conflict, UNRWA’s teachers have been threatening to go on strike. Most of Gaza’s hospitals are
also not fully operational due to lack of funds needed to fuel electrical generators, as currently
Gaza only receives 8 hours of electricity per day.
4.

Amid heightened political uncertainty and inadequate progress on the removal of
restrictions that hinder private sector investment and growth, the recovery from a recent
recession has been very weak. Growth has resumed following the recession caused by the
conflict in Gaza in 2014, but the output level in the second quarter of 2015 was still below the pre2014 conflict level. While picking up, as a result of the reconstruction effort in Gaza, without
substantial improvement in the political climate, growth of the Palestinian economy is expected to
remain around 3-4 percent over the medium term. This will result in some temporary recovery of
per capita income in Gaza and its continued shrinking in the West Bank as overall population
growth for West Bank and Gaza is around 3 percent. Naturally, the turmoil in the region only adds
to the high degree of uncertainty related to the Palestinian conflict.
5.

Against this grueling background, progress on structural reforms has continued,
though unevenly in some policy areas. Emboldened by low fuel prices, the PA has made very
good progress in reducing explicit and implicit energy subsidies (on fuel and electricity). As a way
to contain the wage bill, the PA has implemented a zero net hiring policy effective since late 2013
and the Cabinet has subsequently committed to reduce the size of civil service. The PA is also
making good progress in implementing a subset of required health reforms, but overdue pension
reforms are still on hold. Furthermore, the PA has finalized a revenue strategy and started
implementing it. However, additional tax policy and enforcement measures are needed to broaden
what is currently a very narrow tax base by international comparison. Progress is being made in
some areas of public finance management, but the procurement reform has stalled for some time
and despite some renewed progress in recent months the new procurement system is not in
operation yet. This operation has been used as a platform for continued policy dialogue and to
support progress on reforms on all the above policy issues.
6.

2

Peace Now is an Israeli NGO that tracks settlement building in the Palestinian territories. Please see
http://peacenow.org.il/eng/content/settlements-are-not-obstacle-peace
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A quarter of Palestinians live in poverty, and if the current trend of low growth
persists, poverty could be on the rise. The Palestinian Central Bureau of Statistics (PCBS) data
show that almost 26 percent of Palestinians lived in poverty in 2011, according to the national
poverty line.3 However, the overall figure at the national level masks wide regional divergences.
In Gaza, the poverty rate was 39 percent, which is more than twice that in the West Bank at 18
percent. This regional contrast was driven by the severe economic shock that hit Gaza following
the internal divide, which led to a dramatic poverty increase in 2007, leaving one in two Gazans
living below the poverty line. Notably, social transfers have continued to play a key role in
reducing poverty levels, especially in Gaza. In 2011, and in the absence of all social programs, the
official poverty headcount rate would have been 11 percentage points higher. If these social
payments were to be reduced or discontinued, it is expected that a large number of households
would fall back below the poverty line.
7.

2.

MACROECONOMIC POLICY FRAMEWORK
2.1 RECENT ECONOMIC DEVELOPMENTS

Growth of the Palestinian economy has been severely constrained by various
restrictions on movement, access and trade, as well as a high degree of political uncertainty.
Restrictions substantially increase the cost of trade and make it impossible to import many
production inputs into the Palestinian territories.4 In addition to the restrictions on labor movement
between the Palestinian territories, restrictions on movement within the West Bank have been
shown to have a strong impact on employability, wages, and economic growth. Moreover, the GoI
restrictions render much economic activity very difficult or impossible to conduct on about 61
percent of the West Bank territory called Area C. World Bank estimates show that giving
Palestinian businesses access to conduct operations in Area C would boost the Palestinian economy
by about a third and lower the PA’s fiscal deficit by half.5 The situation is even more difficult in
Gaza where the blockade imposed since 2007 has significantly eroded the competitiveness of
private businesses. Fully opening up Gaza could potentially increase its GDP by 229 percent,
according to World Bank calculations. 6 As a result of the ongoing restrictions, private sector
activity has been severely constrained and private investment levels, at 15 percent, are considered
very low. Even though the economy witnessed strong growth between 2007 and 2011 due to large
inflows of aid that fueled public and private consumption, the trend started to wane in 2012 due to
a sharp drop in budget support and the economy has been stalling since.
8.

A substantial growth deceleration has caused real GDP per capita to shrink for three
9.
years in a row. Real GDP growth levels have significantly dropped from an average of 8 percent
between 2007 and 2011 to 2.7 percent between the period 2012 and 2015, mainly as a result of the
persistent restrictions and the decline in aid levels. Given that population growth in the Palestinian

3

More recent poverty data is not available yet.
These are goods on the “dual use lists,” which may have both civilian and military applications. Consequently, a
number of chemicals, fertilizers and machinery for metal processing cannot be imported into the Palestinian territories.
5
Niksic, Orhan, Nur Nasser Eddin, and Massimiliano Cali, 2014. Area C and the Future of the Palestinian Economy.
World Bank Studies. Washington, DC.
6
See World Bank report to the Ad Hoc Liaison Committee (AHLC) Meeting, May 27, 2015.
4

7

territories is high at around 3 percent, this led to a decline in real per capita income levels from
USD1,808 in 2012 to USD1,732 projected in 2015.
As a result of the conflict in Gaza, the Palestinian economy plunged into recession in
2014. The economy of the Palestinian territories contracted by 0.4 percent in 2014 mainly as a
result of the conflict in Gaza which had a devastating impact on economic activity, infrastructure,
and the livelihood of Gazans. Latest data by the PCBS shows that the Palestinian economy has
started to recover in 2015 with growth amounting to 2.6 percent in the first three quarters of the
year compared to the same period in 2014.

10.
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A slow recovery from the deep recession was underway in Gaza in 2015 with real GDP
growing by 1.3 percent in the first three quarters of that year. The recovery has been mainly
driven by a very strong rebound in construction activity which grew by more than 90 percent in
2015. Wholesale and retail trade also expanded by 4 percent. Notably, the GoI has been allowing
exports of certain products from Gaza to the West Bank and some agricultural produce to Israel.
Nonetheless, monthly flow of goods out of Gaza continue to only represent 6 percent of what they
used to be before the blockade was imposed in 2007. 7
11.

Meanwhile, growth in the West Bank slowed in 2015. Real growth in the West Bank
amounted to 3 percent in the first three quarters of 2015, which is a 2.1 percentage point drop from
its level in 2014. The GoI’s decision to suspend the transfer of taxes it collects on behalf of the PA
from December 2014 until April 2015 contributed to the growth slowdown. During the period
when revenues were suspended, short-term bank credit to the PA and its employees supported
consumption, which was the main driver of growth in the West Bank during the first three quarter
of 2015.
12.

7

Businesses in Gaza report that even though export restrictions have been relaxed, they are hesitant to invest in
capacity expansion to reach export markets because of the extremely uncertain political outlook and the related
likelihood of another conflict or restrictions being re-imposed.
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Table 1: Key Macroeconomic Indicators and Projections, Palestinian territories 2012-2020

Output and prices
Real GDP (2004 market prices)
West Bank
Gaza
CPI inflation (period average)
CPI inflation (end of period)
Investment and saving
Gross capital formation, of which:
Public
Private
Gross national savings, of which:
Public
Private
Saving-investment balance
Monetary sector
Credit to the private sector
Private sector deposits
External sector
Exports of goods and nonfactor services
Imports of goods and nonfactor services
Trade balance
Net factor income
Net current transfers
Private transfers
Official transfers
Current account balance (excluding official transfers)
Current account balance (including official transfers)
Memorandum items:
Nominal GDP (in millions of USD)
Per Capita nominal GDP (USD)
Unemployment rate

2012

2013

Prel.
2014

6.3
6.0
7.0
1.7
2.8

2.2
1.0
5.6
2.7
1.7

-0.4
5.1
-15.2
1.2
1.7

21.2
3.5
17.7
5.0
-6.0
11.0
-16.2

21.8
3.3
18.5
9.5
-1.0
10.6
-12.3

18.6
3.6
15.0
7.8
-2.3
10.1
-10.8

14.3
6.8

11.0
10.7

16.0
9.9

16.7
56.1
-39.4
7.6
15.6
8.7
6.9
-23.1
-16.1

16.7
54.8
-38.1
8.6
17.3
7.1
10.1
-22.4
-19.1

18.0
61.1
-43.1
10.8
21.3
13.2
8.1
-19.1
-10.9

11235
2617
23

12419
2809
23

12744
2801
27

Projections
2015
2016
2017
2018
Annual percentage change
2.9
3.9
3.7
3.7
1.8
3.0
2.8
2.7
6.5
6.5
6.5
6.5
1.6
2.5
2.5
2.5
1.6
2.6
2.5
2.5
In percent of GDP
21.8
21.1
21.5
18.9
4.0
6.1
6.1
3.5
17.7
15.0
15.4
15.5
10.7
9.1
9.1
8.7
-3.0
-2.5
-2.0
-1.6
13.7
11.6
11.1
10.4
-11.1
-12.0
-12.4
-10.2
Annual percentage change
15.0
15.0
13.0
12.0
7.4
6.9
6.4
5.9
In percent of GDP
18.2
17.8
17.7
17.7
60.3
59.9
59.7
56.8
-42.1
-42.1
-42.0
-39.1
10.8
10.6
10.5
10.4
20.3
19.6
19.0
18.4
13.4
12.8
12.5
12.1
6.9
6.7
6.6
6.3
-17.9
-18.7
-19.0
-16.6
-11.1
-12.0
-12.4
-10.2
12974
2771
27

13260
2753
28

13636
2753
29

14101
2768
29

2019

2020

3.4
2.6
5.8
2.5
2.5

3.2
2.6
5.0
2.4
2.4

19.2
3.5
15.7
8.7
-0.9
9.6
-10.5

19.2
3.5
15.8
7.9
-0.5
8.4
-11.3

12.0
5.4

12.0
4.9

17.8
57.8
-40.0
10.4
19.1
12.5
6.6
-17.1
-10.5

17.7
57.8
-40.1
10.3
18.5
12.1
6.4
-17.7
-11.3

13606
2597
30

14061
2610
30

Sources: MoF, IMF and World Bank calculations.

The unemployment rate has recently been declining in both Gaza and the West Bank,
but it remains very high as 25 percent of the Palestinian labor force is still unemployed.8 In
Gaza, the unemployment rate skyrocketed to more than 47 percent during the 2014 conflict. It has,
however, been declining since and latest available data shows that it dropped to 41 percent in the
first three quarters of 2015 as the reconstruction process started to slowly pick up and private firms
have been rebuilding their capacity. Unemployment in the West Bank has also slightly declined
from an average of 18 percent in 2014 to just below 17 percent in the first three quarters of 2015.
Notably, the drop in unemployment in the West Bank could be explained by the increase in the
number of West Bank workers in Israel which grew by about 8 percent reaching 113,200 in the
third quarter of 2015.
13.

Inflation in the Palestinian territories remains low and stable, but with regional
differences. The Israeli currency is the legal tender in the Palestinian territories and hence inflation
generally follows price trends in Israel. Between January and November 2015, it averaged 1.5
percent: 1.3 percent in the West Bank and 1.8 percent in Gaza. Inflation in Gaza started to rise
following the crackdown of the tunnels with Egypt in the summer of 2013, as access to the cheaper
Egyptian fuel, construction materials, and other commercial goods significantly deteriorated.
14.

8

Based on PCBS Labor Force Survey data.
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Between January and October 2015, the Palestinian trade deficit declined by 5
percent relative to the same period in 2014, but at 31 percent of GDP it remains
extraordinarily high.9 The decline was driven by a 3 percent drop in imports due to a decline in
imports from Israel - the Palestinian territories’ main trading partner. The drop in imports from
Israel is the result of reduced economic activity, but also a growing trend among Palestinian
consumers to substitute products imported from Israel by those from other countries, as a result of
which non-Israeli imports were up by 22 percent. Exports also grew by 6 percent between January
and October 2015 (year-on-year). Nevertheless, their size in the economy has remained very low
averaging about 15 percent in recent years due to the low productive capacity of agriculture and
industry that is further held back by the Israeli restrictions.
15.

On the fiscal side, it is noteworthy that the PA managed to achieve a sizable degree of
fiscal consolidation over recent years. The reduction in the recurrent deficit (before grants) from
25 percent of GDP in 2007 to 10 percent of GDP in 2014 is commendable. It was achieved mostly
through the reduction in the size of the wage bill and net lending to GDP. The wage bill peaked at
24 percent in 2006 and has since been reduced to 16 percent of GDP, largely thanks to strong GDP
growth, but also due to hiring control and wage growth restraint. The relative size of net lending
was also reduced from nearly 10 percent of GDP in 2007 to 2 percent of GDP in 2014. Furthermore,
taking advantage of low fuel prices in 2014, the PA managed to reduce fuel subsidies by USD55
million (31 percent). In 2014, revenues increased sharply from 18.6 to 21.5 percent of GDP thanks
to higher formal imports into Gaza from Israel, but also as a result of improvements in tax
enforcement.
16.

In 2015, the PA successfully managed the fiscal crisis resulting from the withholding
of clearance revenues10 early in the year. The GoI withheld clearance revenues from December
2014 until April 2015, leaving the PA without 70 percent of its revenues. Consequently, the PA
resorted to severe cash rationing only paying partial salaries while delaying most other
expenditures. Despite the sharp liquidity squeeze during the first four months of the year, public
service delivery was well maintained and the PA’s efforts in managing the fiscal crisis were
successful.
17.

The PA’s revenues performed well during the first nine months of 2015.11 Domestic
tax collections grew by 10 percent year-on-year mainly as a result of a jump in value-added tax
(VAT) receipts. VAT liabilities owed by some of the big corporations were collected in July and
August causing this tax category to increase by 10 percent in 2015. In addition to the collection of
arrears, the Ministry of Finance and Planning (MoF) has also focused efforts in 2015 on widening
the tax base through adding more than six thousand taxpayers to the system. Clearance revenues
also performed well in the first three quarters of 2015 growing by 9 percent year-on-year. This
growth was mainly driven by a 17 percent increase in customs receipts, which are collected on
non-Israeli imports according to the Paris Protocol.12 Another factor that contributed to the growth
18.

9

Preliminary data published by the PCBS.
Clearance revenues are VAT and import duties collected by the GoI on behalf of the PA and transferred on a monthly
basis after deducting a 3 percent administrative fee, in addition to debt on utility bills and the cost of medical health
referrals to Israeli hospitals.
11
All year-on-year changes mentioned in this section are based on nominal NIS figures.
12
The Paris Protocol is the protocol of economic relations that was agreed upon by the Government of Israel and the
Palestine Liberation Organization, and signed in April 1994.
10

10

of clearance revenues is an 11 percent increase in collections from petroleum excise mainly due to
larger imports of Israeli fuel into Gaza.
Expenditures have so far increased in 2015, but they are expected to stay broadly in
line with the budget. The PA’s expenditures grew by 3 percent during the first nine months of
2015, mainly due to an increase in transfers and spending on goods and services. Transfers grew
by 5 percent following an increase in social spending in Gaza after the 2014 conflict.13 Spending
on goods and services also increased by 3 percent between January and September 2015 due to an
increase in the cost of medical referrals outside the public health system.
19.

The wage bill was kept below its prorated budget target for the first nine months of
2015. According to the MoF, the wage bill grew by 2 percent—lower than the 3.8 percent assumed
by the budget. This is partly because the PA has placed a tight constraint on hiring in 2015 reducing
net staffing by 86 employees. 14 According to Bank estimates however, the MoF has
underestimated its wage bill commitments because the reported figure does not include the planned
Cost of Living Allowance (CoLA), which has so far not been paid. It also does not include the full
5 percent increase for teachers, which was only disbursed for the month of May.15
20.

The PA’s efforts in controlling other categories of expenditures are starting to show
results. For instance, net lending, which represents deductions by the GoI from clearance revenues
to clear utility bills owed by Palestinian Local Government Units (LGUs) and distribution
companies was reduced by 7 percent in the period between January and September 2015 compared
to the same period in 2014.16 Also, even though the overall cost of health referrals has increased
so far in 2015 due to an increase in cases referred to hospitals in the West Bank and East Jerusalem,
the cost of referrals to Israeli hospitals was reduced by 19 percent because the PA decided to focus
initial reform efforts on this category of referral cases, given that it represents the highest unit cost.
21.

In spite of the reform efforts and the ensuing deficit reduction, the fiscal situation
continues to be difficult and the PA continues to rely on arrears as a source of deficit
financing. The combination of strong revenue performance and reform measures that limited
expenditure growth caused the recurrent deficit for the first nine months of 2015 to decline by 10
percent compared to the same period in 2014. However, donor aid for recurrent spending has
declined from USD1.8 billion in 2008 to USD894 million in 2015, and although there has been a
substantial fiscal adjustment in response, it has not been commensurate with the reduction in aid
flows. Also, despite the recent improvement, revenue performance remains weak and particularly
problematic is the low amount of revenues raised from Gaza compared to expenditures there.17
The tax base in the West Bank also remains small due to inefficiencies in both enforcement and
22.

13

The need for social assistance in Gaza grew following the 2014 conflict, due to the acute humanitarian situation. As
a result, 7058 new Gaza beneficiaries were added to the National Cash Transfer Program in 2015.
14
518 employees departed from the labor force in Gaza while 334 were hired in the West Bank. The number of
employees in the National Fund and embassies increased by 98 employees. Net employment in the security and health
sectors increased by 52 and 183 respectively, while it was reduced by 265 in the education sector.
15
Even though the CoLA and the increase for teachers have not yet been fully disbursed, the MoF should include them
in the wage bill figure on commitment basis since they were committed through the budget.
16
This calculation is made after adjusting figures to exclude the deduction of NIS237 million made by the GoI from
February 2015 clearance revenues.
17
The PA reports that 13 percent of its revenues are generated from Gaza, while 43 percent of its expenditures are
concentrated there.
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policy. These problems are also aggravated by the recent economic decline. Thus, the PA
continued to resort to arrears to finance the deficit. In the first nine months of 2015, the PA’s total
deficit amounted to USD996 million (10 percent of GDP). Aid received was USD593 million:
USD530 million in budget support and USD63 million in investment project financing. As a result,
the PA ended up with a financing gap of USD403 million. Although the PA has been clearing its
old arrears, new arrears were generated in 2015, and hence, net accumulation of arrears amounted
to USD417 million18 during the first nine months of 2015 – slightly more than what was needed to
close the financing gap. Excess financing in addition to clearance revenue advances by the GoI in
September 2015 enabled the PA to reduce its net domestic bank financing by USD85 million.
Table 2: Central Government Fiscal Operations, 2012-2020
Preliminary Estimates & Projections
2015
2016
2017
2018

2012

2013

2014

2075
729
481
248
1459
113

2311
852
597
255
1690
231

2744
871
601
270
2049
176

In USD million
2820
2918
3039
883
899
933
596
567
591
287
332
342
2085
2143
2209
148
124
103

Recurrent expenditures and net lending
Wage expenditure
Non-wage expenditure
Net lending

3531
1769
1483
278

3694
1919
1565
211

4068
2050
1732
286

4109
2045
1790
274

4140
2055
1825
259

Recurrent balance
Development expenditures
Overall balance (before external support)

-1455
243
-1699

-1383
187
-1570

-1324
263
-1587

-1289
250
-1539

Financing
External budgetary support
Development financing
Net domestic bank financing
Domestic arrears
Other
Residual

1699
776
156
127
686
0
-46

1570
1255
106
-248
462
4
-10

1587
1030
203
-142
504
0
-9

1539
894
250
220
171*
0
4

Public finances (commitment basis)
Total net revenues
Recurrent expenditures and net lending
Wage expenditure
Non-wage expenditure
Net lending
Recurrent balance (before external support)
Overall balance (before external support)
External budgetary support
Domestic arrears

18.5
31.4
15.7
13.2
2.5
-13.0
-15.1
6.9
6.1

18.6
29.7
15.5
12.6
1.7
-11.1
-12.6
10.1
3.7

21.5
31.9
16.1
13.6
2.2
-10.4
-12.5
8.1
4.0

11235

12419

12744

Public finances (commitment basis)
Total net revenues
Gross domestic revenues
Tax revenues
Nontax revenues
Clearance revenues
Less tax refunds

Memorandum item:
Nominal GDP (in millions of US$)

2019

2020

3169
971
617
354
2281
83

3093
945
604
341
2208
60

3228
984
631
353
2276
32

4207
2083
1873
251

4292
2115
1933
244

4103
2018
1862
223

4192
2054
1921
218

-1222
604
-1826

-1168
610
-1778

-1123
217
-1340

-1010
210
-1220

-964
217
-1181

1826
894
604
110
171*
47
0

1778
894
610
107
167*
0
0

1340
894
217
104
125*
0
0

1220
894
210
95
21*
0
0

1181
894
217
93
-23
0
0

In percent of GDP
21.7
22.0
22.3
31.7
31.2
30.9
15.8
15.5
15.3
13.8
13.8
13.7
2.1
2.0
1.8
-9.9
-9.2
-8.6
-11.9
-13.8
-13.0
6.9
6.7
6.6
1.3
1.3
1.2

22.5
30.4
15.0
13.7
1.7
-8.0
-9.5
6.3
0.9

22.7
30.2
14.8
13.7
1.6
-7.4
-9.0
6.6
0.2

23.0
29.8
14.6
13.7
1.6
-6.9
-8.4
6.4
-0.2

14101

13606

14061

12974

13260

13636

Sources: MoF, IMF and World Bank calculations.
*To the pension fund.

The Palestinian banking sector is generally healthy. Data provided by the Palestine
Monetary Authority (PMA) indicates that the sector’s net assets grew by 3 percent so far in 2015.
There is ample liquidity in the banking sector as evidenced by the loans-to-deposits ratio which
23.
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About 44 percent of arrears accumulated in 2015 is to the private sector while the majority of the rest is to the
pension fund.
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stood at 57 percent as of June 2015. Private credit grew by 15 percent in 2015 with the majority of
private lending comprising construction and consumption loans. This raises concentration risks
that should be monitored, particularly given the continued growth of this credit category during
the recent economic slowdown. Encouragingly, the ratio of non-performing loans to gross loans
continues to be stable and low at less than 3 percent.
The banking sector’s credit exposure to the public sector remains a concern but the
PMA has been closely monitoring the related risks and taking appropriate actions to mitigate
them. As of June 2015, the PMA reports that the Palestinian banking sector has provided USD1.26
billion in credit facilities to the PA, which represents about 10 percent of the sector’s total assets
and 91 percent of its equity. Credit to public sector employees has been growing since 2010 and it
reached USD958 million by the end of June 2015. More than 40 percent of banks’ lending
portfolios constitute loans to the PA and its employees. This high credit concentration is a serious
risk that can threaten the viability of the overall sector, particularly given the PA’s precarious fiscal
situation. As a result, the PMA has been regularly conducting stress testing in line with the Basel
II principles to evaluate the banking system’s stability. The PMA reports that the results of the
June 2015 tests indicate that the banking sector is well capitalized with the tier 1 capital as a ratio
of risk weighted assets at 18 percent, and is therefore able to withstand a wide range of economic,
political, and liquidity shocks.
24.

2.2 MACROECONOMIC OUTLOOK AND DEBT SUSTAINABILITY
Without a political breakthrough, the economy will continue to operate below its
potential and jobs created will not be sufficient to reduce unemployment and improve living
standards. In a baseline scenario that assumes no changes to the political environment or the
Israeli restriction system and a stabilization in aid levels, real GDP growth is expected to be around
3-4 percent in the medium term. Given that population growth in the Palestinian territories is 3
percent, this implies little, if any, growth in real per capita income and an increase in
unemployment. In the West Bank, real GDP growth is expected to have reached 1.8 percent in
2015 (full year data is not yet available), assuming regular monthly transfers of clearance revenues
by the GoI. The pace of the reconstruction process in Gaza is expected to be slower than originally
anticipated due to lower than needed aid and import restrictions on building materials. Therefore,
the economy is expected to rebound only by 6.5 percent assuming continued construction activity.
25.

Inflation is expected to remain around 2-3 percent, but the West Bank and in
particular Gaza remain vulnerable to increases in food and fuel prices. The projected inflation
figure takes into account the expectation of Israeli inflation not exceeding 1.6 percent and relatively
stable prices at international commodity markets.
26.

The PA’s revenues are expected to have increased as a percentage of GDP in 2015 and
continue this trend in the coming years. The MoF has been focusing efforts on increasing
domestic revenues through widening the tax base. In fact, more than 6 thousand taxpayers were
added to the system in the first three quarters of 2015. In addition, the PA has recently amended
the Income Tax Law to enable the settlement of income tax violations through the execution court
system, which should significantly expedite the process. Also, the income tax and VAT collection
departments were recently merged and have started to operate as a single unit which will facilitate
information sharing and increase coordination. The MoF is also in the process of revising the
27.
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Large Taxpayer Unit (LTU) criteria to raise the requirement for the yearly turnover amount from
USD1.3 million to USD5.1 million in order to cover some of the larger companies operating in the
local market. Finally, the MoF has already submitted to the Cabinet a proposal to revise
administrative fees the government charges for service provision which will generate an additional
USD54 million in yearly revenue. The abovementioned measures are expected to gradually
increase the size of revenues in the economy over the medium term. Initially, revenues as a share
of GDP are projected to have increased by 0.2 percentage points in 2015 and reached 21.7 percent
(full year data is not yet available). This will be followed by additional growth in the following
years until the relative size of PA revenues reaches 23 percent in 2020.
The size of the PA’s spending in the economy dropped in 2015 according to
preliminary estimates. The PA has been implementing a number of measures to control public
spending including maintaining a zero net hiring policy since late 2013. To further control the
wage bill, the Cabinet has recently approved a decision to reduce fuel and phone allowances for
public employees by 25 percent. The wage bill is expected to have decreased by 0.3 percentage
points of GDP in 2015 as a result of these measures. As for non-wage spending, the PA has been
trying to control the cost of outside health referrals which have been the main driver of growth in
this category of expenditure. Therefore, a referral manual that sets clear guidelines and procedures
for the referral process has been developed by the Ministry of Health (MoH). Also, given that the
highest unit cost for referral cases is charged by Israeli hospitals, recent efforts have focused on
reducing the cost of referrals to Israel. In fact, the MoH has already managed to reduce the cost of
this category of referrals by 19 percent year-on-year. Also, the PA has recently taken some steps
to control net lending, including entering into Memoranda of Understanding (MoU) with
Palestinian electricity distributors to ensure that fees collected are used to cover bills to the Israel
Electric Corporation (IEC) (the main provider) and not to finance non-electricity related
expenditures. In addition, the MoF has been working with the distribution companies and
municipalities to reconcile the amount of electricity debt owed to/by them. Other actions were also
taken to increase the collection rate, including installing additional prepaid meters. As a result of
these measures, net lending has actually started to decrease and its share in the economy is expected
to have slightly declined and reached 2.1 percent in 2015. Overall, the PA’s expenditure is expected
to have declined by 0.2 percentage points of GDP in 2015 and reached 31.7 percent.
28.

Expenditure as a share of GDP will continue declining in the medium term as the PA
continues with its efforts to rationalize spending. The cost of health referrals is expected to
decline by 15 percent over the coming years as the PA starts implementing a master plan that has
been prepared with assistance from the World Bank. Future efforts will also focus on further
controlling net lending through implementing an action plan that is being developed by the Energy
Authority and the MoF. The Bank will be providing technical assistance to the MoF in the
preparation and implementation of this plan. Despite the difficult social context, the PA also
intends to start tackling issues related to pension reform, based on the action plan that was prepared
with the Bank’s assistance in 2010. Measures to control the growth of the wage bill and civil
service reform are also underway. The General Personnel Council has already finalized a review
of all posts in each line ministry or agency, updated job descriptions, and produced job
classifications. These job classifications will be used as criteria to determine allocations for staff
costs to various ministries in the 2016 budget. Job forecasting has also been piloted in 10 ministries
and the plan is to roll out this activity in all other ministries over the next two years. These efforts
29.
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combined are expected to lead to a 2 percentage points decline in government spending in the
medium term, which is projected at 29.8 percent of GDP in 2020.
As a result, the recurrent fiscal deficit is expected to have dropped in 2015 and is
expected to continue this trend. World Bank estimates indicate that the recurrent deficit (before
grants) will decline from 10.4 percent of GDP in 2014 to 9.9 percent in 2015 and continue declining
in the medium term until it reaches 7 percent in 2020. The overall deficit (before grants) will also
decline from 12.5 percent in 2014 to 11.9 percent of GDP in 2015. However, development
spending is expected to significantly increase in 2016 and 2017 to finance Gaza reconstruction
mostly through donor grants, and hence the overall deficit will rise to 13-14 percent of GDP in
these two years. In the subsequent period, the overall deficit will start declining again until it
reaches 8.4 percent of GDP in 2020 as capital spending decreases to its normal levels.
30.

However, the financing need would remain large. In 2015, the financing need is
projected to have amounted to USD1.29 billion, only to cover recurrent expenditures. A further
USD250 million was needed to finance investment projects, bringing the total financing need for
the 2015 budget to USD1.54 billion. Aid to the public sector for recurrent and capital spending in
2015 is expected to have amounted to USD1.1 billion, leading to a financing requirement after
grants of around USD0.4 billion. This, as in previous years, is expected to have been financed
through domestic sources mainly, including arrears to the pension fund (de facto borrowing from
the pension fund) and borrowing from commercial banks especially since the PA had managed to
reduce its debt to the local banking sector in 2014, creating room for additional borrowing in 2015.
31.

The PA will continue to rely on grant assistance funding for recurrent and
development budgets over the medium term. The deficit in the medium term is expected to be
financed mainly through aid, arrears to the pension fund, and borrowing from local banks. Given
that the private sector remains severely constrained, aid has been the main driver of growth and
the latter has facilitated fiscal consolidation efforts in recent years. Further reduction in the level
of aid would weaken an already sluggish aggregate demand, further reduce growth, and increase
unemployment, which will in turn make it extremely difficult for the PA to pursue structural
reforms and fiscal consolidation efforts. Therefore, it would be critical for the PA’s reform agenda
to continue to benefit from sustained and substantial financial support from donors. As indicated
by the International Monetary Fund (IMF), the level of aid should increase, in particular that
allocated to investment projects until constraints on private sector investment have been
substantially relaxed. Predictability of donor aid is also important, as unpredictable aid flows
introduce an additional layer of uncertainty to decision making, budget management, and
prioritization of activities for the PA.
32.

Due to the persistently high trade deficit, the 2015 current account deficit - including
official transfers - is projected to stay at last year’s level of 11 percent of GDP19. Constrained
by the restrictions system, Palestinian export growth is expected to remain sluggish and the
Palestinian territories will continue to heavily depend on imports to meet even some of the basic
needs. Consequently, the current account deficit will remain high in the medium term. In addition
to official transfers, current account deficit financing will continue to depend on informal private
capital transfers and possibly further drawdowns of foreign exchange in cash and savings.
33.
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Full year data is not yet available.
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Public debt remains sustainable under the baseline scenario, but risks to debt
sustainability have increased. 20 The increase in the average projected financing requirement
(after the inclusion of donor grants) in the PA’s budget from 1.6 percent of GDP to about 3 percent
of GDP between 2015 and 2020 is the main driver behind the higher risk to debt sustainability.
The PA’s public debt consists of external debt (25 percent of total), borrowing from the domestic
banking sector (25 percent), and domestic arrears to the public sector and to the pension fund (14
and 36 percent of the total, respectively). Under a baseline scenario, public debt is expected to
reach 42 percent of GDP in 2015 – higher than the 40 percent limit prescribed by the Law on Public
Debt. It is expected to continue rising until it peaks in 2019 and reaches 45.5 percent of GDP – up
almost 5 percentage points of GDP from its 2014 level. According to the baseline scenario, debt
will finally stabilize in 2020. Sensitivity analysis demonstrates that a shock equivalent to one
standard deviation to the interest rate earned by domestic banks will raise the debt level to 50
percent of GDP by 2020. Shocks to growth, primary balance or a combined shock would make
public debt unsustainable, raising its level to more than 60 percent of GDP. A one-time contingent
liabilities shock equivalent to 10 percent of GDP (e.g., in the case of non-payments to utilities) will
result in an immediate 10 percent increase in the debt level. A decline in donor aid would have a
similar effect. On a final note, debt to the pension fund—largest component of the public debt—is
in fact a contingent liability that could be substantially reduced, if not eliminated through
parametric reforms of the pension system, to which the PA has committed in the Letter of
Development Policy (Annex 2).
34.

With continued reform efforts by the PA and anticipated inflows of donor aid, the
macroeconomic policy framework is adequate. The banking sector is healthy and has proven
repeatedly resilient to shocks and exchange rate risks are minimized through the use of the Israeli
shekel, which is appropriate, given that the vast majority of Palestinian trade is with Israel. The
most relevant risks are related to the sustainability of the fiscal account, many of them beyond the
PA’s control. Nevertheless, as long as private sector growth remains constrained by factors outside
the PA’s control, there is likely no feasible alternative in the Palestinian territories to a macrofiscal framework that relies on large amounts of donor aid, in addition to reform efforts to boost
revenues and curb public expenditure growth, but without causing politically and socially
unbearable impacts on citizen welfare and social stability. This grant will contribute to the
reduction in the PA’s fiscal deficit and is expected to leverage 4-5 times larger amounts of grant
assistance that will altogether substantially reduce the PA’s fiscal deficit and improve debt
sustainability prospects, along with ongoing and planned reform efforts by the PA.
35.

2.3 IMF RELATIONS
West Bank and Gaza is not a member of the IMF and consequently there can be no IMF
program. The IMF, however, has an office for West Bank and Gaza in Jerusalem and has had an
active analytical and technical support program. The IMF has been providing technical assistance
in the area of taxation, public finance management, statistics, and financial sector reforms. It also
conducts regular macro-fiscal monitoring and publishes two reports a year in advance of the Ad
Hoc Liaison Committee meetings, as well as other ad hoc reports.
36.
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The debt sustainability assessment (DSA) contained here is entirely based on the DSA that was conducted by the
IMF in preparation for the September 2015 AHLC meeting.
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3.

THE GOVERNMENT’S PROGRAM

The PA’s program is imbedded in the National Development Plan (NDP) 2014-2016.
The plan has three broad objectives: the first one is focused on growth, competitiveness, and job
creation, the second one on improving governance and public institutions, and the third one on
infrastructure development. Under the first objective, the PA’s aims are to improve the business
environment, facilitate investments in areas that can lead to significant job creation, improve
external competitiveness of Palestinian enterprises, as well as to facilitate entrepreneurship among
women and youth. Under the area of governance, the focus is on efficiency, effectiveness and
transparency in public services, enhanced public service provision, enhanced capacity of local
governments, enhancements in the security and justice systems, strengthened citizen participation
in decision making, and improved functioning of Palestinian representation abroad. In the area of
infrastructure, the focus is on improved efficiency and safety of transportation infrastructure,
improved provision of energy, water, and sewerage services, environmental protection, and the
development of a housing sector. In addition to the NDP, sector-specific strategies have also been
developed. Thus, for instance, the government has finalized a revenue strategy that aims to
significantly expand the tax base both through changes to tax policy and better enforcement. If
fully implemented, the strategy could significantly improve the PA’s fiscal position.
37.

The government has consulted various stakeholders in the process of drafting the
NDP. Formal consultations are an integral part of the NDP drafting process. Broad-based
consultations were held with representatives of the private sector, civil society, and donors and
their feedback has been reflected in the plan. Taking into account inputs received during
consultation sessions, sector and cross-sector strategies were reviewed and updated by the Sector
Strategy Teams, which included representatives of the private sector and civil society.
Furthermore, all major donors to the PA were consulted during the strategy preparation process
and were given an opportunity to comment on a draft NDP.
38.

4. THE PROPOSED OPERATION
4.1 LINK TO GOVERNMENT PROGRAM AND OPERATION DESCRIPTION
This operation has been designed to support the first two objectives of the NDP. The
first objective (focused on growth, competitiveness, and job creation) will be supported through
the actions taken to facilitate the land registration process, currently deemed an obstacle to private
investment. The second objective related to better governance in public institutions will be
supported through the actions aimed at improving public revenue performance and improving
sustainability of public expenditures, as well as the actions aimed at improving transparency of
public finances.
39.

The Program Development Objectives (PDOs) respond directly to some of the key
government needs and broader development goals and are as follows: (1) improve public
revenue performance and improve sustainability of public expenditures; (2) improve transparency
of public finances; and (3) facilitate the land registration process. A substantial slowdown in
economic growth combined with a significant reduction in donor aid over the past several years
40.
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have rendered deficit reduction a top policy priority for the PA, as the fiscal deficit became
unfinanced. Although an impressive degree of consolidation has been carried out already, more
needs to be done. At the same time, rapid reduction in the fiscal deficit is having a negative impact
on aggregate demand and therefore a too sharp fiscal adjustment without a pickup in private
investment is not desirable. This operation supports deficit reduction through gradual elimination
of specific inefficiencies that do not contribute to the quality of services provided by the PA.
Moreover, the operation provides essential budget financing and encourages other donors to
provide budget support through the PRDP Trust Fund, administered by the World Bank.
Sustainable and well-managed public finances, along with an improved business environment are
also a precondition for economic growth, which in turn is crucial for sustainable job creation and
poverty reduction.
Lessons learned through previous DPGs, in particular those related to the need for
strong government ownership and flexibility, have been taken into account in the
preparation of this DPG. The standalone operations have proved advantageous within a highly
volatile security and political context that often leads to reprioritization of reforms. At the same
time, the programmatic nature of certain reforms has not been neglected. For instance, this
operation supports recent progress in complex reform efforts in the areas of net lending and health
referrals, building on earlier stages of reforms that were supported through previous DPGs. This
DPG is entirely based on the PA’s reform program to ensure full ownership in all areas of reform.
The choice of prior actions takes into consideration not only the PA’s reform priorities, but also its
technical capacity, as well as the social and even security risks that might be associated with certain
reforms. Consequently, for instance, this DPG has not been designed to focus on pension reform
or more ambitious pay and grading reforms in the Palestinian public sector, although both of these
reforms remain important priorities on the path to fiscal sustainability. The dialogue on these
reforms continues, and the PA has expressed commitment to tackle them over the medium term
(see Annex 2, Letter of Development Policy). The Public Expenditure Review (PER) recently
completed by the World Bank provides important analytical underpinnings for an action-oriented
policy dialogue. Finally, it is important to note that the results the selected prior actions supported
by this DPG are already visible in several areas.21
41.

4.2.

PRIOR ACTIONS, RESULTS AND ANALYTICAL UNDERPINNINGS

Policy Area I: Improving public revenue performance and improving sustainability of public
expenditures
Public Revenue Performance

Tax revenues have grown impressively in recent years, but there is room for
substantial further growth, in particular of domestically collected tax revenues. Between
2012 and 2014, the PA’s tax revenue receipts increased by 3 percentage points from 18.4 to 21.5
percent of GDP. Over this period, clearance tax revenues increased by 41 percent in nominal
terms, while domestic tax revenues increased by 25 percent (nominal GDP increased by 13 percent
over the same period). Clearance tax revenues increased primarily as a result of higher imports
42.
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This is the case, in particular, with the reduction in the costs of health referrals to Israeli hospitals through better
contracting practices and rule clarity, and with reforms to reduce net lending, which build upon the World Bank’s
earlier support through DPGs, analytical work, and technical assistance.
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into Gaza from Israel (fuel in particular) and growth in customs revenues as a result of growth in
imports from third countries, but also improved tax enforcement cooperation between the PA and
the GoI. Growth in domestic revenues is the result of improvements in tax collection. Domestic,
or internally collected revenues by the PA remain below potential, as documented by the IMF.22
In 2014, domestic tax revenues amounted to 23 percent of all tax revenues, or 5 percent of GDP.
The fact that imports amount to less than 50 percent of final consumption, while taxes on imports
amount to around 77 percent of total tax revenues is a strong sign of substantial additional room
for the collection of consumption taxes internally within the Palestinian territories. Likewise,
income tax collection (personal and corporate) at around 1.5 percent of GDP in 2014 is also
relatively low compared to other countries at a similar stage of development.
The PA has adopted a revenue action plan and has recently been conducting a number
of activities to increase revenues. Although the Bank and the IMF deem that Palestinian tax rates
are competitive and there may be some potential for further increase in the tax rates, the focus of
the PA’s efforts to increase tax revenues has been on widening the tax base through some policy
changes and better tax enforcement. Amendments to the Investment Promotion Law in 2014,
which were supported through DPG VI, eliminated some tax breaks that the earlier version of this
law provided and which were generally deemed ineffective as an investment promotion tool.
Currently, the focus of the PA is on tax enforcement.
43.

This operation supports two specific actions taken by the PA, which aim to improve
tax collection. The first prior action supports the introduction of amendments to the Income Tax
Law to enhance the collection of predetermined tax debts by tax payers. Previously, these debts
were supposed to be collected through the institution of the Administrative Governor and a
collection committee, but neither of these institutions have been established. Consequently, efforts
to collect tax debt are taking a very long time at the moment. After the amendments to the Income
Tax Law became effective in early 2016, if a taxpayer does not pay a tax debt within the legally
specified timeframe, a notice will be sent to the taxpayer ordering payment settlement within a 30day period. If the taxpayer fails to settle the debt, the notice automatically becomes an execution
order that will be settled through the execution court system. The result of these changes will be
a substantially faster and more effective tax collection system. Furthermore, in order to strengthen
the tax collection effort and to render it administratively more efficient, the PA is unifying the
VAT and income tax collection departments. This institutional change will produce costefficiency, and will lead to improved information sharing for conducting tax audits and building a
risk-based tax enforcement system. These actions, together with other activities the PA is
conducting to improve tax collection, are expected to result in more effective domestic tax
collection efforts and relatively higher domestic tax revenues, starting already in 2016.
44.

Prior Actions Supported by the Operation


Action 1: The Council of Ministers has agreed upon and referred the draft amendments to the
Income Tax Law to the President for issuance in order to improve income tax collection by
allowing income tax payment violations to be settled through the Recipient’s execution court
system.
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West Bank and Gaza, “Technical Memoranda on Investment Tax Incentives,” Russel Krelove and Artur Swistak,
the International Monetary Fund, 2013.
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Action 2: The Ministry of Finance has issued an instruction to merge its existing value-added
tax collection department and the income tax collection department into a single collection
department to improve operational efficiency.
Expected Results



The stock of income tax debt estimated based upon official income tax filings that have been
verified through MoF audits is 15 percent lower in 2016 than it was in October 2015.
Sustainability of public expenditures

The PA is implementing a number of measures to contain expenditure growth.
Ideally, these measures should be even more ambitious, as further reduction of the recurrent fiscal
deficit is needed to enhance the outlook for fiscal sustainability over the medium term, but
additional action seems to be constrained by considerations related to weak aggregate demand
growth, rising social tensions, heightened political uncertainty, and security risks. Nevertheless,
the PA has committed itself to reducing the size of civil service through a policy of hiring controls
in order to contain growth of the wage bill. It is conducting a number of reforms to reduce the size
of the so called net lending, health referral costs, and non-essential discretionary spending. Aided
by low fuel prices, the PA has also substantially reduced the fuel subsidy.23
45.

This DPG is supporting the PA’s efforts to reduce the size of net lending. Net lending
is a line in the PA’s recurrent expenditures that mostly comprises deductions made by the GoI from
clearance revenues accrued to the PA on the account of unpaid electricity bills by Palestinian local
governments and electricity distribution companies. The causes of net lending are complex and are
related to substantial technical losses in the Palestinian electricity grid, electricity theft, inadequate
collection of electricity bills, the diversion of electricity revenues by municipal governments to
finance their budgets, and even overpricing of electricity by the Israel Electric Corporation, which
supplies 88 percent of electricity consumed.24 Although it has dropped substantially as a share of
GDP in recent years, this expenditure has persisted for a number of years and it reached USD286
million in 2014 (2 percent of GDP). The PA has been trying to address this issue for a number of
years, with limited success, and is now seeing some results. In 2014, the Bank completed a study
which for the first time provided a systematic and in-depth assessment of the principal causes
behind net lending increase in the electricity sector. Its findings and the subsequent dialogue have
breathed new energy into the reform effort to reduce net lending. The PA is taking a number of
actions that will result in higher payments of electricity bills to the Israel Electric Corporation, and
therefore lead to a decline in net lending. Some of the activities are targeting improvements in
electricity bill collection which increased from 81 percent in 2013 to 84 percent in 2015 for the
46.
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The definition of net lending referred to here is not necessarily consistent with the standard GFS terminology.
Electricity prices charged by the IEC to Palestinian municipalities and electricity distribution companies, for
instance, include some taxes for greening initiatives in Israel. The Palestinian entities take the electricity prices
charged by the IEC as given and the PA has been attempting to centralize electricity purchases (currently conducting
investments that will enable this) and to negotiate power purchase agreements with the IEC and other suppliers in
order to reduce the cost of electricity purchased. Efforts are also underway to facilitate investments in electricity
generation in both the West Bank and Gaza.
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West Bank. Moreover, investments are being made that will substantially reduce technical losses,
while other actions aim to incentivize local governments to stop diverting electricity revenues to
finance their budgets and to pay their bills to electricity providers (primarily the IEC).

Box 1: Stakeholders involved in the net lending process
The Palestinian territories are highly dependent on energy imports from neighboring countries due to the lack of
domestic energy sources. The Israel Electric Corporation (IEC) is the largest energy supplier providing 88
percent of electricity consumed in the Palestinian territories. Electricity distribution in the Palestinian territories
is carried out by Palestinian municipalities, village councils, and Distribution Companies (DISCOs). These
Palestinian entities have not been paying their electricity purchase bills to the IEC in full. The electricity
distribution company in Gaza, for instance, does not pay any of the bills it owes to the IEC. In recent years, the
degree of nonpayment of electricity bills to the IEC by the Palestinian distributors in the West Bank has also
increased. There are several reasons for this, including significant technical losses due to the outdated electricity
grid, electricity theft, and inadequate collection of electricity bills. Moreover, recent World Bank research shows
that electricity bills collected from consumers are used by the distributors to finance expenditures rather than
settle bills to the IEC. Outstanding payments owed to the IEC, including late payment fees, are either (1)
deducted by the Israeli MoF from revenues that the GoI collects on behalf of the PA (clearance revenues) and
are recorded in the PA’s budget as “net lending”, or (2) accumulated as debt owed to the IEC. Furthermore, the
PA’s MoF has not been fully transferring to LGUs the fees and taxes that it collects on their behalf to offset
deductions made by the GoI from clearance revenues. This results in a rather complicated, opaque and distorted
intergovernmental fiscal relations system. The dynamics of net lending is also shown on the example of the West
Bank in the diagram below.
Electricity distribution operations of Palestinian municipalities and DISCOs (West Bank, 2013)
3,000

2,500

2,000

Value of Commercial and
Technical Electricity Losses in the
Palestinian grid
479

Cost of electricity purchases from IEC by Palestinian municipalities and
DISCOs
1,935
Value of electricity supplied and billed to customers but not paid
= 374

1,500

1,000

500

Value of electricity sold to
customers
(purchase price + markup)
= 1,972

Debt to IEC
= 638

Deduction by Israel from clearance revenues it collects on behalf of PA
= ‐= NET LENDING = 317
Value of electricity bills collected
from
customers
= 1,598
Payment to IEC
= 1,002

‐

The aim of the prior action supported by this DPG is to incentivize local governments
to pay their electricity bills to electricity providers. The prior action involves the signing of
Memoranda of Understanding (MoU) between the Palestinian Energy and Natural Resources
Authority (PENRA) on one side and Palestinian municipalities and electricity distribution
companies on the other, wherein the municipalities and distribution companies commit themselves
to paying 90 percent of what they collect from customers to electricity suppliers (10 percent is kept
for operational costs). Furthermore, the MoUs specify debt obligations between the PA and local
47.
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governments. In addition, although not a party to these MoUs, the MoF of the PA has committed
to regularly transmit the payment of taxes and fees it collects on behalf of municipalities to them,
which so far has not been the practice.
Prior Action Supported by the Operation


Action 3: The Palestinian Energy and Natural Resources Authority has entered into and
commenced the implementation of the memoranda of understanding with at least two (2)
electricity distribution companies and at least one (1) municipality in order to coordinate and
facilitate the payment of electricity bills to the Israel Electric Corporation by electricity
distribution companies and municipalities.
Expected Results



The ratio of annual wholesale electricity bill payments to the Israel Electric Corporation made
by JDECO, NEDCO, SELCO, HEPCO and TEDCO electricity distribution companies to
amount collected by these DISCOs from end customers in the West Bank amounts to at least
80 percent in 2016.

This operation is also supporting the PA’s efforts to reduce the cost of medical
referrals outside of the public health system. Referrals are mostly made to Israeli hospitals and
private healthcare facilities in the West Bank and Gaza, but also to Jordan and Egypt. The number
of such referrals has increased from 8,123 in 2000 to 56,468 in 2014. The corresponding
expenditure has also increased significantly from less than USD10 million in 2000 to as much as
USD125 million in 2014. Notably, the highest unit cost for referral cases is charged by Israeli
hospitals, so even though this category of referral cases represents only 11 percent of the total
number of referred cases, the associated cost is about 47 percent of the total referral cost. According
to an assessment conducted by the Bank, the rapid growth in referral costs cannot be explained by
demographic or epidemiological factors alone, although the demographic transition and the
increase in the incidence of non-communicable diseases may have played a minor role. Therefore,
this high and increasing level of expenditure on outside referrals represents an inefficiency in
health spending. The PA is unable to finance the growing costs of health referrals. Currently,
unpaid bills to outside service providers amount to more than NIS72 million (USD18 million).
While attempts to control the cost of health referrals have been made in the past, largely as a result
of pressure from donors, the PA has started showing strong commitment to reform the referral
system at the Cabinet level as of 2014. A number of reforms have been carried out since then and
as a result of these reforms, the costs of referrals to Israel have finally started to drop in 2015.
48.

This operation supports two specific reform actions which the PA has recently taken
and the results of which are already visible. The first prior action pertains to the signing and
implementation of the MoUs with three Israeli hospitals to regulate prices and other relevant
contractual terms between the two parties in the referral process. In the past, patients were referred
to Israeli and other institutions without a priori understanding about the treatments that were
authorized and the cost of such treatments. Unsurprisingly, analytical work carried out earlier by
the Bank and others found this practice to be one of the causes of referral cost growth. This is
corroborated by the fact that costs per referral case charged by institutions with which MoUs were
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signed started coming down immediately once their implementation commenced. Now, hospitals
with which the PA has signed the MoUs commit not to conduct any cost-inducing treatments
without prior approval from the relevant department at the PA’s Ministry of Health. This procedure
allows the PA to eliminate expenditures on unnecessary treatments, which can be conducted more
efficiently within the public health system in the West Bank and Gaza. The second prior action
supported by this operation is the formal introduction of a referral manual and the mandated
application thereof to the referral decision-making process. The manual, which was prepared with
the assistance of international experts, sets clear criteria for referral decision making, substantially
reducing room for discretion in the referral process, which has also been identified as a systemic
weakness that results in referrals being made when not necessary and for treatments not covered
by the public healthcare system. Adherence to the manual in referral decision making has been
mandated through an instruction issued by the Minister of Health.
Prior Actions Supported by the Operation


Action 4: The Ministry of Health has entered into and commenced the implementation of the
memoranda of understanding with at least three (3) Israeli hospitals to facilitate the health
referral process between the Ministry of Health and Israeli hospitals.



Action 5: The Minster of Health has issued an instruction mandating the health referral
committees within the Ministry of Health to use a new Referral Manual for patient referrals
outside the public health system.
Expected Results



The cost of health referrals to health service providers outside of the Palestinian public
healthcare system is lower than 1.2 percent of GDP in 2016.
Policy Area II: Improving Transparency of Public Finances

The PA has made good progress in developing modern PFM systems, however, there
still is room for improvement. Progress has been particularly effective in setting up a well
performing Integrated Financial Management Information System (IFMIS) and the Government
Financial Statistics (GFS) budget classification. Together with the development of the unified
treasury system (Treasury Single Account and zero-balance account) overseen by the MoF in
accordance with international practices, these reforms have allowed the MoF to commence
devolving budget execution to line ministries. Over the years, the PA has also continued to make
progress in improving the transparency and information quality pertaining to its fiscal reporting
and some of these efforts were supported by previous DPGs. The PA’s budget is published online,
and monthly budget execution reports that follow GFS 2001 format are regularly prepared. The
amount of detail in these reports has been increasing. The MoF has also already taken action to
significantly improve information on the stock and age profile of arrears, which is important for
both broader fiscal management and arrears management. Notably, this action was supported by
the previous DPG operation.
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This operation supports the PA’s efforts in improving the quality of information on
intergovernmental fiscal relations between the PA and local governments. Local governments
have repeatedly complained about the lack of specific information on the amount of taxes that the
PA collects on their behalf, and the amount of fees and specific deductions made by the PA before
it remits these taxes to local governments. The absence of this information was an obstacle to the
development of trust between the PA and municipal governments. Therefore, the previous DPG
supported an action that requires the MoF to publish regular reports showing the amount of
property tax it collects on behalf of LGUs, and also the amounts it remits back to them. This
operation builds upon this action through expanding these reports to include data on transportation
fees that the PA collects on behalf of LGUs. Namely, following the debt reconciliation process
between the PA and local governments discussed above, access to this information would enable
both the PA and municipal governments to track tax-related flows between the two and to regularly
update information on debt stocks. Also, access to this kind of information will enable, among
other things, the monitoring of net lending flows for each unit of local government separately.
Overall, this action would improve transparency of intergovernmental fiscal flows and would
contribute to trust-building between local governments and the PA. The relevant units within the
MoF have been mandated to start producing regular annual reports that provide relevant
information on transportation taxes that the PA collects on behalf of municipalities, as specified in
the prior action below. These reports will be published on the MoF website.
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Prior Action Supported by the Operation


Action 6: The Ministry of Finance and Planning has issued an instruction mandating its
relevant units to produce yearly reports that include information on: (i) the amount of
transportation taxes collected by the Ministry of Finance and Planning on behalf of each
local government unit; (b) the amount of service fees charged by the Ministry of Finance and
Planning and deducted from the transportation taxes collected on behalf of each local
government unit; (c) the amount of any other deductions or intercepts on transportation taxes
collected by the Ministry of Finance and Planning on behalf of each local government unit;
and (d) the amount of transportation taxes transferred by the Ministry of Finance and
Planning to each local government unit.
Expected Results



Annual information is available online on the amount of: (1) the transportation tax collected
by the MoF on behalf of each LGU; (2) the service fees charged; (3) any
deductions/intercepts for each LGU specifically; and (4) the transportation tax paid to each
LGU in the first quarter of 2016.

The operation also supports the PA’s efforts in implementing a commitment system
in a number of line ministries. This system ensures that a budget allocation is secured for any
expense prior to its contracting. It has already been piloted at the MoF and the Ministry of
Education and is now being rolled out in several other line ministries, including the ministries of
Health, Transportation, Interior, Public Works, and Local Government. This system will provide
information on all outstanding and newly incurred commitments that will be paid at a later stage.
Once this system is developed into a full commitment control system aimed at monitoring and
24
52.

adjusting the flow of new commitments according to availability of financing, it will considerably
reduce the possibility of generating new arrears.
Prior Action Supported by the Operation


Action 7: The Ministry of Finance and Planning has issued an instruction mandating the
ministries responsible for health, transportation, interior, public works and local
government to implement a Commitment Recording System.
Expected Results



Starting January 2016, access to information on commitments in the pipeline is provided by
the Ministry of Health, Ministry of Transportation, Ministry of Interior, Ministry of Public
Works and the Ministry of Local Government in the IFMIS at the time a commitment is made.

Policy Area III: Facilitating the Land Registration Process
Private sector growth, in particular its tradable side, has been severely constrained.
Private investment has averaged around 15 percent of GDP over the past seven years, as compared
with rates of over 25 percent in fast-growing middle income economies, and Foreign Direct
Investment (FDI) has averaged a mere 1 percent of GDP, which is also very low in comparison to
most fast growing economies. Much of this investment is channeled into internal trade and real
estate development. With low level of investment and relatively sluggish growth, unemployment
rates have remained very high in the Palestinian territories. While internal Palestinian political
divisions have contributed to investor aversion, Bank studies have confirmed that Israeli
restrictions on trade, movement and access are the binding constraints to investment.
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Nevertheless, there is substantial room for the PA to improve some aspects of the
Palestinian business environment and the government has recently made some progress in
this direction. Despite significant improvement in some areas over the past year, the 2015 Doing
Business Report shows that several aspects of the Palestinian business environment do not compare
favorably with other countries at a similar level of income. Although the aspects of the Palestinian
business environment which are assessed in the Doing Business report may currently not be the
binding constraint to investment, the removal of those constraints would prepare the Palestinian
economy for sustainable growth once the other constraints—primarily movement and access
restrictions and political risks—are removed or ameliorated. Several actions have been taken in
the past two years to improve the business environment, including enacting a new Leasing Law,
an action that was supported by DPG VI.
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Property registration has been identified as a significant obstacle to doing business in
the Palestinian territories. The 2015 Doing Business Report ranks West Bank and Gaza at 99 on
property registration out of 189 countries. An issue specific to land registration in the Palestinian
territories is that only 30 percent of all land in the West Bank is registered with a clear title.
Feedback received informally from property owners, refers to the relatively high cost of
25
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registration (in particular, a fee for issuance of a certificate of ownership title) as a main obstacle
to registration and a discouragement for landowners to pick up their titles. Consequently, it is
estimated that only about 6 percent of first time landowners pick up their land titles. Not having a
land title has several negative consequences. For instance, it not only hinders the functioning of
the land market, but also prevents the use of land titles for collateral, which reduces access to
finance.25 Furthermore, the absence of land titles hinders government efforts to collect property
taxes, and thus deprives local governments from a significant source of potential revenues.
This operation supports an action taken recently by the PA to reduce the cost of land
registration. Namely, to encourage land registration and more specifically to encourage first time
land buyers to register land titles following land purchase, the PA has decided to waive the first
time land registration fee. As a general trend, systematic land registration and the issuance of a
title certificate to its rightful owner should be free of charge for landowners, and international
experience has shown that fees are clearly a barrier to first time registration. The World Bank
experience demonstrates that most successful large scale systematic registration projects waive
fees for issuance of the title certificate and a few such projects charge a nominal fee. Previously,
the Palestinian Land Authority (PLA) required the payment of 1 percent of the property value as
assessed during settlement.
56.

Prior Action Supported by the Operation


Action 8: The Cabinet of Ministers has approved a waiver for land titling registration fees
and charges for first time land purchasers.

Expected Result


The number of land titles picked up in 2016 in the pilot area (monitored through data
obtained from the PLA) is at least 100 percent higher than it was in October 2015 (i.e. at
least 376 land titles have been picked up by December 31, 2016).
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The PA is ranked 116th on the access to credit criteria in the 2015 Doing Business Report. It has a zero score on the
strength of legal rights index, which, among other things, measures legal firmness of collateral.
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Table 3: Prior Actions and Analytical Underpinnings
Prior actions

Analytical Underpinnings

I.1 Improve Public Revenue Performance
Action 1: The Council of Ministers has agreed upon and The analysis carried out by the Palestinian Authority in the context of its recently
referred the draft amendments to the Income Tax Law to adopted Revenue Strategy clearly shows that the legal instrument to collect tax debts
the President for issuance in order to improve income tax is weak and that the tax collection process is slow and ineffective.
collection by allowing income tax payment violations to
be settled through the Recipient’s execution court system.
Action 2: The Ministry of Finance has issued an
instruction to merge its existing value-added tax collection
department and the income tax collection department into
a single collection department to improve operational
efficiency.

The PA’s Revenue strategy shows clear benefits of merging the collection
departments for VAT and income tax.

I.2 Improve Sustainability of Public Expenditures
Action 3: The Palestinian Energy and Natural Resources In 2014, the Bank finalized an analytical report on net lending. The issue of net
Authority has entered into and commenced the lending was also analyzed in the intergovernmental fiscal relations chapter of the
implementation of the memoranda of understanding with recently completed Public Expenditure Review (still not published). These studies
at least two (2) electricity distribution companies and at have shown that one of the main causes for net lending is the fact that local
least one (1) municipality in order to coordinate and governments divert electricity revenues to finance broad expenditures in their
facilitate the payment of electricity bills to the Israel budgets. Consequently, the PA’s reform efforts, which were previously mainly
Electric Corporation by electricity distribution companies focused on improving utility bill collection and reducing technical losses have been
and municipalities.
expanded to also tackle the revenue diversion issue by local governments.
Action 4: The Ministry of Health has entered into and
commenced the implementation of the memoranda of
understanding with at least three (3) Israeli hospitals to
facilitate the health referral process between the Ministry
of Health and Israeli hospitals.
Action 5: The Minster of Health has issued an instruction
mandating the health referral committees within the
Ministry of Health to use a new Referral Manual for patient
referrals outside the public health system.

These actions are underpinned by the analytical work conducted by the World Bank
(including the recent PER and technical assistance on referrals), as well as the work
of USAID, which has been providing technical assistance to the PA to reduce
inefficiencies related to health referrals. The analytical work clearly showed that (1)
weak contracting practices with external health service providers lead to inflation of
referral costs (addressed through prior action #5) and (2) that the absence of clear
criteria for referral decision making also contributes to the inflation of health referral
costs.

II. Improve Transparency of Public Finances
Action 6: The Ministry of Finance has issued an instruction
mandating its relevant units to produce yearly reports that
include information on: (i) the amount of transportation taxes
collected by the Ministry of Finance and Planning on behalf
of each local government unit; (b) the amount of service fees
charged by the Ministry of Finance and Planning and
deducted from the transportation taxes collected on behalf of
each local government unit; (c) the amount of any other
deductions or intercepts on transportation taxes collected by
the Ministry of Finance and Planning on behalf of each local
government unit; and (d) the amount of transportation taxes
transferred by the Ministry of Finance and Planning to each
local government unit.

Analytical underpinnings for prior action #6 are found in the recently produced note
on intergovernmental fiscal relations, which documents the lack of transparency in
certain aspects of intergovernmental fiscal relations, but the extent to which the
absence of this data represents a problem for fiscal planning and building trust
between the local governments and the Palestinian Authority became obvious
through the Local Government and Services Improvement Program-for-Results.
As for prior action #7, the 2014 Public Expenditure and Financial Accountability
(PEFA) report has identified weaknesses related to commitment recording and
control. The Bank’s technical assistance on arrears has also identified the absence of
a solid commitment recording system as a weakness that among other causes
contributes to the accumulation of arrears and hinders the MoF’s cash planning
efforts.

Action 7: The Ministry of Finance and Planning has issued
an instruction mandating the ministries responsible for
health, transportation, interior, public works and local
government to implement a Commitment Recording System.
III. Facilitate the Land Registration Process
Action 8: The Cabinet of Ministers has approved a waiver for
land titling registration fees and charges for first time land
purchasers.

The analytical underpinnings for this prior action are based on extensive international
experience, which has shown that fees are clearly a barrier to first time registration.
The waiver of fees is the only way to have a comprehensive and inclusive process.
Otherwise, there will necessarily be people who cannot afford the cost of the
registration and therefore, the process cannot be considered as being systematic.
Specifically, these findings are corroborated in the analysis carried out related to the
economic impact of 13 World Bank-financed land administration projects
implemented in the Europe and Central Asia Region between 1997 and 2012.
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4.3 LINK TO ASSISTANCE STRATEGY, OTHER BANK OPERATIONS AND THE
WBG STRATEGY
This operation is aligned with the World Bank Group’s strategic goals of ending
extreme poverty and enhancing shared prosperity in a sustainable manner, as well as with
the new MENA Strategy. This operation will contribute to the strategic goals by supporting
reforms aimed at improving governance in the public sector by reducing tax avoidance and
broadening the tax base, addressing issues that constrain efficient and effective uses of public
finances in providing essential citizen services. Fiscal sustainability, efficient and transparent
management of public finances should also contribute, along with specific regulatory reforms to
improved business climate, to private sector growth and sustainable job creation.
57.

This operation is fully in line with the new MENA Strategy. The prior actions supported
by this operation will contribute to a fairer tax collection system that is based on the rule of law;
the prior actions aimed at reducing the cost of health referrals and net lending will reduce important
sources of expenditure inefficiencies in order to render public health and electricity provision
systems sustainable and viable, and to make public finances more resilient to external shocks; the
prior actions aimed at strengthening the PFM systems will further improve the transparency of
public finances not only to provide the tool for better fiscal management and trust-building between
local and central governments, but also improve the tools to hold the authorities accountable for
the management of public finances; the prior actions aimed at facilitating land registration should
contribute to private sector growth. Thus, all of these actions aim to contribute to a new social
contract, one that creates private-sector jobs and improves public services while strengthening
citizens’ ability to hold the state to account. Moreover, resilience in the context of the West Bank
and Gaza primarily means resilience to externally imposed growth and fiscal shocks (e.g.,
clearance revenue suspension flows). Efforts to strengthen the PA’s fiscal position through revenue
and expenditure reforms are essential for strengthening resilience to external shocks and for the
ability to provide quality public services.
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This operation had been envisaged as one of the core operations under the Bank’s
Assistance Strategy for the West Bank and Gaza and designed to support both of its objective
pillars. This operation has been designed to support the Assistance Strategy FY15-16 for the West
Bank and Gaza. The strategy, in turn, was designed to support the implementation of the PA’s
NDP in areas where the Bank has a competitive advantage over other donors. The operation was
designed to directly support the achievement of both strategy pillar 1 outcomes: 1.1 Improved
fiscal management with a focus on health and electricity sectors; 1.2 Increased transparency and
accountability in service delivery. In addition, this DPG ventures into the second pillar of the
strategy, which supports the creation of an enabling environment for private sector led growth by
supporting the government’s efforts to facilitate land registration. The preparation of this operation
has taken into account lessons from the Implementation Completion and Results Report (ICR) for
earlier DPGs (see Box 2). Furthermore, it is noteworthy that the DPG leverages four to five times
its amount of budget support through the Bank-administered PRDP Multi-donor Trust Fund.
Australia, France, Japan, Kuwait, Norway, and UK are currently active donors to this trust fund
that supports the same policy areas identified in the DPGs. This significantly augments the DPGs’
leverage in supporting the achievement of the objectives pursued by the Bank’s strategy.
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The operation is directly linked to several TFGWB-financed projects and can
indirectly benefit most of them. The operation, for instance, supports the Utilities Management
28
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Project, the Health System Resiliency Strengthening project, and the energy sector project
currently under preparation.
The Bank continues to administer the PRDP-TF, through which donors provide
budget support based on the Bank’s monitoring of the PA’s progress in implementing the
NDP reform program. The PRDP-TF provides a key mechanism for donor coordination in
support of implementing the PA’s NDP. Collaboration with other donors, especially through the
Trust Fund, helps focus the dialogue with the authorities on key issues considered critical for
reform. This collaboration provides significant weight to common points in the reform agenda and
therefore should be maintained and enhanced.
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Box 2: Summary of Previous ICR Lessons
Since the establishment of the Trust Fund for Gaza and West Bank (TFGWB) in 1993, a wide
range of lessons have been learned, enabling largely successful Bank engagement in a fragile
political and security environment. The Bank has remained active in the Palestinian territories since
1993 and this operation is the seventh DPG since 2008. The preparation of this operation benefited
from lessons learned in the ICRs for previous DPGs and the lessons of implementation experience
drawn in the Interim Strategy Note (ISN) 2012-2014. Several important lessons have been drawn from
the ICR for DPG V and earlier DPG ICRs. Below is the summary of some of the main ICR lessons:


Even in an environment of high risk, DPGs can be successful if the design adequately takes into
account the risks and ensures government ownership of the reform program. Client commitment
to the program is a key for success under difficult circumstances. DPG IV was firmly embedded
in the government's own medium-term economic program, which is the main reason the operation
was relatively successful in achieving its intended development objectives, despite a challenging
operating environment. Furthermore, the operation was designed with another important objective
in mind: to provide indispensable financial assistance to ensure the provision of essential public
services.



Even standalone operations can and should be designed with a medium-term agenda in mind.
While it would probably not be appropriate to design a programmatic DPG series given the high
level of uncertainty in the Palestinian territories, this operation was designed with some mediumterm objectives in mind and was used as a platform to support dialogue on the medium-term
program and a tool to prepare a follow up operation. However, due to a rapidly-changing operating
environment which can cause a drastic shift in priorities, it would be unrealistic for the Bank to
commit to a medium-term program.



Political economy analysis of potentially controversial reforms should be carried out to minimize
the likelihood of slippage.



Technical challenges of implementing specific reforms ought to be taken into account in operation
design.

4.4 CONSULTATIONS, COLLABORATION WITH DEVELOPMENT PARTNERS
The operation follows the PA’s NDP and, as discussed in section 3 above, the PA has
held wide consultations during the preparation of its new NDP. The feedback received during
the consultation process shaped the design of the NDP.
62.
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As noted above, the government has consulted various stakeholders in the process of
drafting the NDP (see paragraph 38). During the preparation of this operation, the Bank has
held consultations with the IMF as well as with all donors who provide financial support to
the PA’s budget and will continue to do so. As they have done with earlier DPGs, PRDP TF
donors are expected to continue to rely on the DPG VII policy and results matrix as the sole criteria
to evaluate the PA’s performance in implementing the NDP for the purpose of quarterly
disbursements under the PRDP TF. This has proven to be an efficient and effective way to leverage
donor budget support around important structural reforms. Thus, the importance of the DPG
program goes significantly above and beyond the operation itself. Furthermore, the Bank holds
close consultation with the European Union, which provides the largest single contribution to the
Palestinian budget through its direct financial support mechanism - PEGASE. After close
consultations with the PA and donor partners operating in West Bank and Gaza, including the
World Bank, and in the context of its budget support operation, the EU has developed an instrument
to monitor progress against a set of institutional and policy reforms. The EU’s budget support is
not directly conditional on the implementation of these reforms, but the reform progress is expected
to affect the level of budget support contributions from the EU.
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A more formal aid coordination mechanism in the Palestinian territories was set up
following a decision made at the December 14, 2005 meeting in London of the Ad Hoc Liaison
Committee (AHLC). The aim behind this mechanism is to improve the effectiveness of aid
coordination structures in providing coherent technical assistance and financial support based on
national priorities to the Palestinian people in line with the OECD-DAC Paris Declaration on Aid
Effectiveness. 26 At the local level, the donor coordination structure comprises the Local
Development Forum, in addition to four strategy groups, each one supported by roughly five sector
working groups.
64.

5. OTHER DESIGN AND APPRAISAL ISSUES
5.1 POVERTY AND SOCIAL IMPACT
The prior actions supported under this operation are not expected to have any
negative impact on poor and vulnerable groups in the Palestinian territories. For instance,
measures aimed at improving tax revenue collection will not increase tax rates (rates were recently
decreased) or increase the tax liability of the poor and vulnerable groups. They are aimed at
improving the collection efficiency and reducing tax evasion by private enterprises and wealthier
individuals.27
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The AHLC is chaired by Norway and brings together in a meeting on a semi-annual basis several donors, as well as
the PA and the Government of Israel. The Bank acts as the Secretariat to the AHLC, submitting a report prior to every
meeting that provides an update on recent economic and fiscal trends, as well as on broader economic and institutional
developments in the Palestinian territories. The Bank’s report has often helped to set the agenda and frame the
discussion at the AHLC meeting.
27
Individuals with gross taxable annual income of less than NIS50,000, which is significantly above the household
poverty line (NIS27,516) are within the 5 percent tax bracket and with allowances pay a maximum of NIS1,000 of
tax.
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Measures aimed at containing government expenditures and improving their
efficiency will not cut any benefits to the poor. In fact, in its 2015 budget, the PA has increased
the number of beneficiaries in its means tested cash transfer program. Likewise, the goal of other
measures is to eliminate waste and financial leakages outside of the Palestinian economy (e.g.,
through payments for referral to other countries or payment of penalties to the GoI for outstanding
electricity bills). Efforts aimed at reducing net lending will contribute to improved sustainability
of the PA’s finances and should ultimately augment the fiscal space for poverty reducing social
and development spending. The efforts do not include plans to increase the electricity tariff, and
currently there is a lifeline tariff that enables the most vulnerable segments of the Palestinian
population to pay a significantly lower electricity tariff from that paid by other segments of the
Palestinian population. Furthermore, the effort to reform the health referral system is not expected
to have a negative social and poverty impact, as it aims not to deny any health services to the poorer
segments of the Palestinian population, but to lower the cost of certain health services through
more efficient contracting with external healthcare providers, as well as to render the referral
process substantially more rule-based in order to ensure equal access to health referral services for
all segments of the Palestinian population.
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Over the medium term, the reforms supported by this operation are expected to
translate into augmented fiscal space for essential poverty-reducing programs and improved
prospects for employment opportunities in the private sector, which is particularly
important for women and youth. As demonstrated in the recently finalized PER, measures aimed
at increasing government revenues combined with measures to reduce inefficiencies in public
expenditures will increase the fiscal space for essential poverty-reducing expenditure programs.
Improved fiscal management is also an important requirement for economic growth and job
creation and so is cheaper land registration and a better functioning land market. This would have
a positive poverty and social impact, in particular on women and youth, whose participation in the
labor market is currently low. The PA is giving particular emphasis to the creation of employment
opportunities for these two social groups in its 2014-2016 NDP. Other PFM reforms supported by
this operation are aimed at strengthening public finance management practices, which would
strengthen accountability of public officials, increase efficiency and efficacy of public
expenditures, all of which are important determinants of economic growth and development.
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5.2 ENVIRONMENTAL ASPECTS
This operation will not have significant effects on the country's environment, forests
and other natural resources. The environmental and natural resource implications are driven by
the activities embedded in the design of an operation. None of the prior actions will have
environmental impacts or risks.
68.

5.3 PFM, DISBURSEMENT AND AUDITING ASPECTS
Fiduciary Aspects
The PA’s Public Financial Management (PFM) system is considered adequate for the
purpose of budget support operations, but weaknesses remain. In general, the system enables
budget preparation, execution (including payment verification controls), and reporting. For
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example, an IFMIS that supports budget preparation and execution has been in place since 2009.
It has also been fully rolled out to line ministries and is considered the official system to account
for public financial resources. Also, all tax revenue is paid directly into a Treasury Single Account
(TSA) and most operational payments and transfers are executed by line ministries in a devolved
Treasury model, using the IFMIS. A key component in the MoF internal control framework is the
function of the financial controller who is required to review and clear all transactions before they
are processed for payment. An Internal Audit Department (IAD) was set up in 2004 with the dual
mandate of performing the MoF internal audit and decentralizing the internal audit function to line
ministries. In reality, however, the internal audit function is not yet fully operational nor
decentralized due to capacity and financing constraints. The State Audit and Administrative
Control Bureau (SAACB) was established in 2004 as the main body responsible for independent
oversight and external audit over public sector bodies. The SAACB has made important
improvements in its audit performance over the last few years and the newly adopted audit
methodology is largely compliant with international standards. There are significant weaknesses
related to delays in the production and audit of the 2011 annual accounts28, as well as a lack of
timeliness in preparing the 2012, 2013, and 2014 financial statements.
Therefore, the fiduciary risk related to the DPG and the proposed financing is
considered to be High. To mitigate this risk, the Bank has engaged with the MoF in
strengthening accounting and financial reporting in line with the government PFM strategy.
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- Firstly, the Bank has conducted several Technical Assistance (TA) missions to the General
Accounting Department at the MoF aimed at strengthening accountability of the PFM system
in relation with continued budget support. Those missions focused on developing a framework
for creating commitment control recording and control procedures, improving the cash
planning, and controlling the generation of arrears. Also, the Bank has assisted in developing
an accounting handbook which is in line with the International Public Sector Accounting
Standards- cash basis (IPSAS). This handbook is expected to empower the MoF to: (i) make
the line ministries implement the correct accounting procedures, as they are primarily
responsible for accounting data entry into the IFMIS as part of a decentralized budget
implementation system; (ii) enhance the quality and timeliness of the accounting and reporting
data by establishing a quality control process in the duty of producing the main reporting and
accounting documents; and (iii) develop accounting training and capacity building in order to
ensure a sustainable framework for financial accountability.
- Secondly, other donors (primarily DfID, and the EU) have engaged the government on a series
of activities to strengthen the credibility, reliability and accountability of the PFM system. The
DfID focused on building up a top-down budget preparation approach consistent with setting
up a multi-year fiscal framework (MTFF) and developing an overarching budget preparation
procedure that could reflect realistic forecast of budget support pledged by the donors, in
particular the main bilateral contributors; and (ii) EU focused on providing technical support
to the SAACB in order to enhance its capacity in auditing the financial statements of the
Palestinian Authority.

28

The 2011 accounts were issued by the MoF and sent for audit to the State Audit and Administrative Control Bureau (SAACB)
at the end of the first half of 2015. At the time of preparation of this document, the audited statements were not yet issued. Thus
the delay for issuing these accounts audited is near 4 years.
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- Thirdly, the World Bank is monitoring the PA’s revenues and uses of funds through the review
and analysis of the monthly reports issued by MoF, which are made publicly available by the
15th of the following month. The Bank performs monthly analysis and review of these reports,
any significant fluctuations in monthly reports are discussed with the MoF.
The expected outcomes of all these TA activities provided by the Bank and other donors
are expected to eventually reduce the fiduciary risk, as long as the government takes effective
decisions to expedite the issuance of the annual financial statements, resolve and clear disputed
accounts balances, and ensure accountability of public officials. The Bank has discussed with the
government the update of the 2013 (PEFA), and the government agreed to hold a workshop to
introduce the latest updates in the PEFA methodology.
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Flow of Funds and Auditing Requirements
The grant proceeds will be disbursed in a single tranche to a US Dollar Deposit Account
that forms part of the PA’s official foreign exchange reserves. The Deposit Account will be held
at the Bank of Palestine (Ramallah), a public commercial bank.
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The MoF 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 previous DPG proceeds was timely submitted to the Bank by the
MoF.
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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.
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Flow of funds diagram

Grant proceeds to U.S. $
Deposit Account

MoF Central Treasury
Account

Expenditure
on
eligible
budget
activities

External Auditing of the Grant Deposit Account
The PA will hire an independent external auditor acceptable to the Bank to perform
an audit of the Deposit Account. The audit will be conducted in accordance with International
Standards on Auditing, by an auditor and with terms of reference acceptable to the Bank. The audit
report will be approved by the MoF before it is submitted to the Bank. The audit report will be
submitted to the Bank not later than six months after the withdrawal of the grant proceeds. For the
previous DPG supplemental financing release to the Deposit Account, the MoF submitted
acceptable audited financial statements in a timely manner.
75.

33

76.

The auditor will be required to:





Validate the transfer and deposit transactions into the Deposit Account relating to the
DPG proceeds;
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;
Verify that no funds are kept in or paid into the Deposit Account other than those
disbursed by the Bank for this particular operation;
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 Deposit Account.
5.4 MONITORING, EVALUATION AND ACCOUNTABILITY

The design of the monitoring and evaluation arrangements were built upon those
developed under the earlier development policy grants. The results framework of the DPG was
agreed with the authorities and developed in consultation with other development partners. As has
been the practice, the results framework was developed not only to monitor progress under the
DPG, but also to monitor the implementation of the Multi-Donor Trust Fund (a major source for
donor funding to the budget) aligned to the NDP. Since both the DPG and the PRDP TF support
the implementation of selected key objectives of the PA’s strategy and aim to provide stable and
predictable financial support to the PA budget, a shared results framework for both has provided
additional leverage to reform implementation. The indicators used are direct measures of
development objectives, the data is collected by the statistics agency and finance and line
ministries, and enjoys full ownership across the government.
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The monitoring arrangements have been institutionalized in the Palestinian Ministry
of Finance. Based on the inputs from line ministries and other government agencies, the PA
prepares quarterly reports on a regular basis to monitor the performance under both the DPG and
the PRDP/NDP MDTF. The same arrangement is utilized to monitor progress against the PA’s
medium-term program. These reports are placed on the website of the MoF. The monitoring
arrangements developed in the context of DPGs and PRDP TF have not only been used for the
purposes of those operations, but there is evidence that these arrangements have contributed to
building stronger institutional arrangements for monitoring PA’s broader reform efforts.
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Grievance Redress. Communities and individuals who believe that they are adversely
affected by specific country policies supported as prior actions or tranche release conditions under
a World Bank Development Policy Operation may submit complaints to the responsible country
authorities, appropriate local/national grievance redress mechanisms, or the WB’s Grievance
Redress Service (GRS). The GRS ensures that complaints received are promptly reviewed in order
to address pertinent concerns. Affected communities and individuals may submit their complaint
to the WB’s independent Inspection Panel which determines whether harm occurred, or could
occur, as a result of WB non-compliance with its policies and procedures. Complaints may be
79.
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submitted at any time after concerns have been brought directly to the World Bank's attention, and
Bank Management has been given an opportunity to respond.
For information on how to submit complaints to the World Bank’s corporate GRS, please
visit http://www.worldbank.org/GRS. For information on how to submit complaints to the World
Bank Inspection Panel, please visit www.inspectionpanel.org.
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6. SUMMARY OF RISKS
The political and security situation in the West Bank and Gaza is very fragile, as
demonstrated by the 2014 outbreak of conflict in Gaza. The recent social unrest and civil service
strikes also attest to the fragility of the political situation. The highly volatile political situation
could deteriorate, with the consequence of stalled reforms. If the security situation relapses,
private sector confidence and investment will decline, public revenues will fall, and government
reforms may stall. The PA is not likely to be able to meet its medium-term fiscal goals without
substantial economic growth. However, under the recent political uncertainties, the broad
relaxation of movement and access restrictions imposed by the GoI in both Gaza and West Bank
and restrictions on economic activity in Area C have slowed down. The international donor
community is continuing to monitor the various restrictions on economic activity and their
economic impact. What is critical at this juncture is that the PA has continued to implement
structural reforms despite the highly difficult economic environment and fiscal pressures and
remains committed to continued reforms.
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The macroeconomic risk is also high. The outbreak of conflict in Gaza and most recently
in the West Bank has remarkably affected the level of uncertainty, as well as business confidence.
Also, the multilayered system of restrictions on movement, access and trade implemented by the
GoI presents an ongoing binding constraint to private sector investment and economic growth.
On the fiscal side, risks relate to the persistently high fiscal deficit financed mostly through donor
grants that have been relatively unpredictable and on a declining path since 2008. Also, repeated
suspensions of tax revenue payments for taxes collected by the GoI on behalf of the PA and the
PA’s lack of control over public finances and economic management in Gaza significantly add
to the risks.
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83. Possible reduction in the level and predictability of donor assistance poses significant risks
to the sustainability of the PA’s macroeconomic and fiscal framework. While the PA has charted
a course toward lesser dependence on external aid and is actively undertaking the relevant
reforms, it will take many years for the PA to achieve fiscal sustainability and that will only be
possible if there is a political settlement that allows for strong private sector-led growth. Thus, a
further reduction in the overall level of donor assistance or lack of its predictability is a significant
source of risk to the PA’s finances and the Palestinian economy as a whole.

The fiduciary risks are also high, as discussed above. In general, the PFM system enables
budget preparation, execution and reporting, but weaknesses remain and materialize through
significant delays in the issuance of the audited annual accounts mainly due to the lack of timely
preparation of the financial statements by the MoF. To mitigate the risks, the Bank has assisted
in developing an accounting handbook in line with the International Public Sector Accounting
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Standards and is providing training and other technical assistance to help the PA follow the
guidelines set in the accounting handbook. These efforts are expected to accelerate the
preparation of financial statements and improve their quality. Currently, the Bank performs
regular analysis of the PA’s revenues and use of funds through reviewing the monthly reports
issued by the MoF on its website. In addition, the Bank has worked with the MoF to strengthen
accounting and reporting procedures according to the PA’s PFM strategy. For instance, the Bank
has conducted several technical assistance missions to the General Accounting Department
focused on developing a framework for creating commitment control recording and control
procedures, improving cash planning and controlling arrear generation. Other donors have also
engaged with the PA on a series of activities aimed at strengthening its PFM systems.
Finally, due to a high degree of fragility and ensuing political uncertainty, the risks to
sustainability of sector strategies are rated as substantial. Political instability may undermine
the implementation of sector strategies. This risk is mitigated by the selection of prior actions,
which have already been implemented and for which there appears to be a broad consensus.
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The operation has been designed to minimize the likelihood and the potential impact
of some of the abovementioned risks. This proposed seventh DPG sends a strong signal that
the World Bank places great importance on progress in implementing the NDP and that it needs
continued donor support. Most importantly, the operation leverages around USD200 million per
year through the PRDP Trust Fund, which the Bank administers. This is particularly important
since a reduction in donor aid has been identified as one of the important risks to the success of
the operation. The IMF has joined the Bank in urging donors to augment their assistance to the
PA. Another mitigating factor is related to the fact that the program supported by the operation
has a simple design focused primarily on actions that have already been implemented or whose
implementation is well underway. Moreover, the PA has strong ownership of this program which
contributes to fiscal consolidation, and this is a mitigating factor for the risk related to
sustainability of sector strategies and policies. On balance, the potential benefits of the operation
justify the Bank’s engagement despite the significant risks identified above.
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Risk Categories

Rating (H, S, M or L)

1. Political and governance

H

2. Macroeconomic

H

3. Sector strategies and policies

S

4. Technical design of project or program

M

5. Institutional capacity for implementation and
Sustainability

M

6. Fiduciary

H

7. Environment and Social

L

8. Stakeholders

M

Overall

H
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ANNEX 1: POLICY AND RESULTS MATRIX

Prior Actions

Results Indicators

Baseline

Target

Pillar I: (I.1) Improving Public Revenue Performance; (I.2) Improving Sustainability of Public Expenditures

Prior action 1: The Council of
Ministers has agreed upon and
referred the draft amendments to
the Income Tax Law to the
President for issuance in order to
improve income tax collection by
allowing income tax payment
violations to be settled through the
Recipient’s execution court system.

The stock of income tax debt
estimated based upon official
income tax filings that have been
verified through MoF audits.

The stock of income tax debt
estimated based upon official
income tax filings that have
been verified through MoF
audits in October 2015
amounted to NIS100 million.

The stock of income tax debt
estimated based upon official
income tax filings that have been
verified through MoF audits is 15
percent lower in 2016 than it was in
October 2015.

The ratio of annual wholesale
electricity bill payments to the
Israel Electric Corporation made by
—JDECO, NEDCO, SELCO,
HEPCO and TEDCO electricity
distribution companies to amount
collected by these DISCOs from
end customers.

The ratio of annual wholesale
electricity bill payments to the
Israel Electric Corporation
made by —JDECO, NEDCO,
SELCO, HEPCO and TEDCO
electricity
distribution
companies to amount collected
by these DISCOs from end
customers was equal to 65
percent in 2014

The ratio of annual wholesale
electricity bill payments to the
Israel Electric Corporation made by
JDECO,
NEDCO,
SELCO,
HEPCO and TEDCO electricity
distribution companies to amount
collected by these DISCOs from
end customers in the West Bank
amounts to at least 80 percent in
2016.

Prior action 2: The Ministry of
Finance has issued an instruction to
merge its existing value-added tax
collection department and the
income tax collection department
into a single collection department
to improve operational efficiency.
Prior action 3: The Palestinian
Energy and Natural Resources
Authority has entered into and
commenced the implementation of
the memoranda of understanding
with at least two (2) electricity
distribution companies and at least
one (1) municipality in order to
coordinate and facilitate the
payment of electricity bills to the
Israel Electric Corporation by
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electricity distribution companies
and municipalities.

Prior action 4: The Ministry of
Health has entered into and
commenced the implementation of
the memoranda of understanding
with at least three (3) Israeli
hospitals to facilitate the health
referral process between the
Ministry of Health and Israeli
hospitals.

The cost of health referrals to
health service providers outside of
the Palestinian public healthcare
system as a percentage of GDP.

The cost of health referrals to
health
service
providers
outside of the Palestinian
public healthcare system was
NIS569.6 million in 2014 (1.2
percent of GDP)

Prior action 5: The Minster of
Health has issued an instruction
mandating the health referral
committees within the Ministry of
Health to use a new Referral
Manual for patient referrals outside .
the public health system.
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The cost of health referrals to health
service providers outside of the
Palestinian
public
healthcare
system is lower than 1.2 percent of
GDP in 2016

Pillar II: Improving Transparency of Public Finances
Prior action 6: The Ministry of Information on the amount of
Finance has issued an instruction transportation tax collected by the
mandating its relevant units to PA on behalf of municipalities.
produce yearly reports that include
information on: (i) the amount of
transportation taxes collected by
the Ministry of Finance and
Planning on behalf of each local
government unit; (b) the amount of
service fees charged by the
Ministry of Finance and Planning
and
deducted
from
the
transportation taxes collected on
behalf of each local government
unit; (c) the amount of any other
deductions or intercepts on
transportation taxes collected by
the Ministry of Finance and
Planning on behalf of each local
government unit; and (d) the
amount of transportation taxes
transferred by the Ministry of
Finance and Planning to each local
government unit.

No information on the amount
of transportation tax collected
by the MoF on behalf of
municipalities is available
online (August 2014)

Information on commitments in
the pipeline in the Integrated
Financial Management System
(IFMIS) by the Ministry of Health,
Ministry
of
Transportation,
Ministry of Interior, Ministry of
Public Works and the Ministry of
Local Government.

Information on commitments
in the pipeline is not available
by the Ministry of Health,
Ministry of Transportation,
Ministry of Interior, Ministry
of Public Works and the
Ministry of Local Government
(October 2015)

Prior action 7: The Ministry of
Finance and Planning has issued an
instruction
mandating
the
ministries responsible for health,
transportation, interior, public
works and local government to
implement
a
Commitment
Recording System.
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Annual information is available
online on the amount of: 1) the
transportation tax collected by the
MoF on behalf of each LGU; 2) the
service fees charged;
3) any
deductions/intercepts for each LGU
specifically;
and
4)
the
transportation tax paid to each LGU
in the first quarter of 2016

Starting January 2016, access to
information on commitments in the
pipeline is provided by the Ministry
of
Health,
Ministry
of
Transportation,
Ministry
of
Interior, Ministry of Public Works
and the Ministry of Local
Government in the IFMIS at the
time a commitment is made.

Pillar III: Facilitating the Land Registration Process
Prior action 8: The Cabinet of
Ministers has approved a waiver
for land titling registration fees and
charges for first time land
purchasers.

The number of land titles picked
up out of 5,000 issued in the pilot
area (monitored through the land
registration project).

188 land titles out of 5,000
issued have been picked up in
the pilot area (monitored
through information collected
from the PLA) up until
October 2015
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The number of land titles picked up
in 2016 in the pilot area (monitored
through the land registration
project) is at least 100 percent
higher than what it was in October
2015 (i.e. at least 376 land titles
have been picked up by December
31, 2016).
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ANNEX 4: PUBLIC FINANCIAL MANAGEMENT (PFM) AND FIDUCIARY ASPECTS
The proposed DPG VII will be executed through the PA’s PFM system. This annex summarizes
the current state of certain aspects of the system and ongoing reform efforts. The PA PFM system
is considered to be reasonably adequate for the purposes of general budget support operations.
Implementation of Integrated Financial Management Information System (IFMIS)
The PA budget preparation and execution process has been supported by IFMIS since 2009. The
IFMIS has been rolled out to all line ministries and is considered the official country system to
account for public financial resources. Transactions are entered by line ministries with approval for
the transaction by Financial Controllers who are decentralized to all line ministries. IFMIS
modalities have been updated which has led to improvements in terms of consolidation of the
financial statements, quality of financial reports and the orderly exchanges between line ministries
and the MoF. The IFMIS has controls for payments against cash ceilings; however the insufficiency
of commitment controls can lead to generation of arrears.
Treasury Single Account and Bank Funded Projects
All tax revenue is paid directly into the treasury account, and most operational payments and
transfer expenditures are executed by line ministries in a devolved Treasury model, using IFMIS.
Reconciliation between the Treasury subaccount and payment is made on a regular basis (daily for
most expenditures). There are three main Treasury Accounts: (i) Clearance Revenue Account; (ii)
a Donor Fund Account used to deposit budget support financing (e.g. DPG, Program for Results);
and (iii) an account catering to domestic revenues and expenditures. Each TA has subaccounts with
virtual ceilings which are consolidated each day to ensure zero balances in the subaccounts. All
accounts are managed online and a daily cash report is produced. Currently, World Bank funds as
well as all donor funds are not channeled through the Treasury Account, but rather through separate
designated accounts held at the Bank of Palestine (Ramallah) for funds receipts and disbursements.
Financial and Commitment Control
A key component in the MoF internal control framework is the function of the financial controller.
This is the traditional ex-ante model (“pre-audit”) used by many ministries of finance. Each
financial controller posted at the respective line ministry is required to review and clear all
transactions, including those relating to Bank-financed projects, before they are processed for
payment. Financial controllers are appointed by the MoF Accountant General. The financial control
function is not driven by a risk-based guidelines and procedures. Currently, there is a functionality
in IFMIS to enter and record budget commitments (called budget request voucher) but it is not
mandatory and is not controlled by the financial controller. However, these last two years this
functionality has been utilized on a pilot basis at the ministries of Education and Finance and the
MoF has agreed to extend it to five other line ministries prior to further rolling-out the system. Such
reform is supported by the DPG and could contribute to reduce the generation of new arrears if
there is no cash available to process the disbursement at the time the expenditure is made.
Internal Audit
The Internal Audit Department (IAD) was created in 2004 within the MoF with the dual mandate
of performing the MoF internal audit, and decentralizing the internal audit function from the MoF
to line ministries. The scope of the Internal Audit Function across the Palestinian National
Authority is governed by regulation No. 11/2011 (the Charter) issued in August 2011, which
90

clarifies roles and responsibilities of the IAD as well as reporting requirements. A Central
Harmonization Unit (CHU) was established within the MoF pursuant to article No. 5 of Regulation
11/2011 issued by the Minister of Finance. According to the Regulation, the CHU is responsible
for setting and updating the internal audit methodology as well as providing advice to the internal
audit units in line ministries. The CHU also supervises the decentralization transition process and
reports to the Internal Audit Committee. The IAD adopted the International Internal Auditing
Standards (published by the Institute of Internal Auditors) that were customized to meet the country
context. In practice, the internal audit and the CHU are not yet fully operational and decentralized
due to capacity and financing constraints.
Accounting and Reporting
The fiscal year of the PA is January 1st to December 31st. The financial statements of the PA are
prepared in accordance with cash basis IPSAS standards. However, IPSAS have not been
completely applied, as noted by the SAACB in its 2010 qualified opinion, which identified certain
missing information and/or explanations. Monthly bank reconciliations are performed at the level
of line ministries through the IFMIS and are submitted to the MoF generally in a timely manner.
Reconciliations on revenues are usually performed at the MoF level but their timeliness and
accuracy are to be improved.
Although the monthly budget execution reports are produced and published on a timely basis, a
major delay in the issuance of the annual accounts has accumulated recently. The last set of annual
accounts relate to 2010.
State Audit and Administrative Control Bureau (SAACB)
The SAACB is the supreme audit institution responsible for independent oversight and external
audit over public sector bodies in accordance with provisions of PA law. The organization in its
current form was established in 2004. The SAACB has issued its opinion on the financial statements
of the Palestinian Authority (PA) since 2008, the latest covering the year ended December 31, 2010.
According to the 2013 PEFA report with regard to the “scope, nature and follow up of external
audit”, namely, performance indicator PI-26, the three dimensions of the indicator are rated at B or
C levels (on an A-D scale basis).
The SAACB is a well-managed organization with a high degree of openness to its stakeholders,
including the public and civil society. The SAACB has made important improvements in its audit
performance over the last few years, and the newly adopted audit methodology is largely compliant
with international standards. However, the new methodology is not yet evenly implemented across
the various audit directorates within the organization. Before the new methodology was adopted,
the quality of audit assignments could vary significantly. Taking into account the relatively strong
foundations built over several years in combination with the SAACB’s strong interest in bringing
its audit practices further into line with the International Standards of Supreme Audit Institutions
(ISSAIs) and its rich engagement with external partners, SAACB’s prospects for further
improvements are considered to be strong. External partners have provided support in areas of
significance to the SAACB, and are likely to continue to assist SAACB in its efforts. However, the
SAACB still needs to increase its efforts to institutionalize the new practices introduced through
external support so that it can continue to improve in a sustainable manner.
SAACB effectiveness is affected by its operational environment. Specifically, the Ministry of
Finance has not submitted to SAACB the final accounts for 2012 to 2014. In addition, the SAACB’s
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legal audit mandate is broad in comparison to its actual resources. The SAACB is mandated to audit
around 5,000 entities, including central and local government entities, non-governmental
organizations (NGOs), as well as to conduct audits based on complaints from the public.
Procurement
The reform, which has been supported by the Bank, including through the DPG series, aimed at
improving the accountability, integrity, and transparency of the system, as well as preventing
corruption and increasing opportunities for the private sector. As part of these efforts, a new Public
Procurement Law (PPL) and its implementing regulation, consistent with international best
practices, were enacted in April 2014. The PPL represents a good balance between the current
means of the country and internationally accepted practices. The PPL, which applies to all
procurement activities by all entities using public funds (including municipalities), lays down an
acceptable institutional and organizational set-up for public procurement; provides comprehensive
provisions on procedural matters; sets out provisions on transparency and accountability;
establishes a complaint/dispute review mechanism; and provides for routine dissemination of
information on public procurement through a single portal procurement website. The PA also
established, through Cabinet decision, the Higher Council for Public Procurement Policies
(HCPPP), which is the entity mandated by the PPL for the development of the procurement system,
including: policy setting, institution building, procurement documentation, guidelines and manuals,
training and public awareness campaigns , as well as for oversight of all public procurement activity.
However, the efforts in finalizing the procurement reforms have recently stalled. As of the end of
2015, the PPL has not yet come into effect and HCPPP is not yet fully functional. As a result, the
majority of shortcomings identified in the Country Procurement Assessment Report of 2014 remain
unaddressed. In particular, the procurement system continues to suffer from: (i) inconsistent
implementation of procurement processes resulting from a general lack of common guidelines, rules
and technical standards; (ii) lack of a single central entity to ensure efficient oversight and clear
and enforceable sanctions and enforcement mechanisms; (iii) an absence of routine reporting of
procurement activities and dissemination of procurement information; (iv) no independent
mechanism to investigate complaints by bidders about procurement processes; and (v) limited
capacity of civil service staff working in public procurement.
Anti-Corruption Overview
Due to political reasons, the legislative council is not convening, the legislative branch therefore is
having difficulty fulfilling its role as a monitoring institution over the government. This diminishes
government accountability and increases the risk of unregulated corrupt practices.29 In addition, the
lack of access to information legislation negatively affects transparency and citizen engagements.
A World Bank 2011 study summarizes the progress made and challenges ahead in this area as
follows: First, the PA has made significant strides to improve economic governance over the past
decade. Second, reform efforts have achieved varying degrees of success and the PA needs to
prioritize and address the ongoing challenges. Finally, the PA should take a more proactive
approach to investigating and prosecuting corruption, as well as communicating its anti-corruption
activities to build public confidence in government accountability. 30 There is now an anticorruption law and a fairly new Anti-Corruption agency. These two developments will need some

29
30

http://www.transparency.org/country/#PSE
Improving Governance and Reducing Corruption in West Bank and Gaza, the World Bank, May 2011.
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time to have an impact on the corruption perception. Another positive note is that CSOs and media
have increased their role.
Management of Foreign Exchange
As with previous DPGs, DPG proceeds will be deposited into the Treasury Single Account held
at the Bank of Palestine. Bank of Palestine financial statements for the year ended December 31,
2014 were audited by Ernst &Young. The auditor expressed an unqualified opinion. The semiannual reports for 2015 are published on Bank of Palestine’s website31.
Conclusion
Over the past decade, the PA has made significant progress in reforming PFM, and there is broad
agreement between the PA and the international development community to continue to pursue
these efforts. However, serious weaknesses remain that need continuous commitment from the PA,
so that the technical assistance provided by the Bank and other development partners bears impact
on the ground. The Bank is discussing with the government to update the 2013 PEFA during 2016
to confirm the current strengths and weaknesses in the PFM system.

31

http://www.bankofpalestine.com/en/ir/financial-docs
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