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PALESTINIAN NATIONAL DEVELOPMENT PLAN -
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1. INTRODUCTION AND COUNTRY CONTEXT

1. 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.

2. 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 restrictions! 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 (Gol) 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.

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 Gol 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 Gol has continued with its
settlement expansion policy and according to Peace Now, currently more than 40 percent of the

! 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.? 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.

4, 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.

5. 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 pre-
2014 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.

6. 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 away
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.

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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7. 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.> 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.

2. MACROECONOMIC POLICY FRAMEWORK

2.1 RECENT ECONOMIC DEVELOPMENTS

8. 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.* 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 Gol
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.> 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.® 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.

9. A substantial growth deceleration has caused real GDP per capita to shrink for three
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

% More recent poverty data is not available yet.

4 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.
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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.

10. 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.

Figure 1: Real GDP Growth, 1995-2014
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11. 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 Gol 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

12. 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 Gol’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.

" 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

Prel. Projections

2012 2013 2014 2015 2016 2017 2018 2019 2020

Output and prices Annual percentage change
Real GDP (2004 market prices) 6.3 2.2 -0.4 2.9 39 3.7 3.7 34 3.2
West Bank 6.0 1.0 5.1 1.8 3.0 2.8 2.7 2.6 2.6
Gaza 7.0 56 -15.2 6.5 6.5 6.5 6.5 5.8 5.0
CPl inflation (period average) 1.7 2.7 1.2 1.6 25 25 25 25 24
CPl inflation (end of period) 2.8 1.7 1.7 1.6 2.6 25 25 2.5 2.4

Investment and saving In percent of GDP

Gross capital formation, of which: 21.2 21.8 18.6 21.8 21.1 215 18.9 19.2 19.2
Public 35 33 3.6 4.0 6.1 6.1 35 35 35
Private 17.7 18.5 15.0 17.7 15.0 154 15.5 15.7 15.8
Gross national savings, of which: 5.0 9.5 7.8 10.7 9.1 9.1 8.7 8.7 7.9
Public -6.0 -1.0 -2.3 -3.0 -2.5 -2.0 -1.6 -0.9 -0.5
Private 11.0 10.6 10.1 13.7 11.6 111 104 9.6 8.4
Saving-investment balance -16.2  -123 -108 -11.1  -120 -124 -102 -105 -11.3

Monetary sector Annual percentage change
Credit to the private sector 14.3 11.0 16.0 15.0 15.0 13.0 12.0 12.0 12.0
Private sector deposits 6.8 10.7 9.9 74 6.9 6.4 5.9 5.4 49

External sector In percent of GDP

Exports of goods and nonfactor services 16.7 16.7 18.0 18.2 17.8 17.7 17.7 17.8 17.7
Imports of goods and nonfactor services 56.1 54.8 61.1 60.3 59.9 59.7 56.8 57.8 57.8
Trade balance -394 -381 431 -421 421 -420 -39.1 -40.0 -40.1
Net factor income 7.6 8.6 10.8 10.8 10.6 10.5 104 104 10.3
Net current transfers 15.6 17.3 21.3 20.3 19.6 19.0 18.4 19.1 18.5
Private transfers 8.7 7.1 13.2 134 12.8 125 12.1 125 12.1
Official transfers 6.9 10.1 8.1 6.9 6.7 6.6 6.3 6.6 6.4

Current account balance (excluding official transfers) ~ -23.1  -224  -191 -179 -187 -190 -166 -171  -17.7
Current account balance (including official transfers) -161  -191 -109 -111 -120 -124 -102 -105  -11.3
Memorandum items:

Nominal GDP (in millions of USD) 11235 12419 12744 12974 13260 13636 14101 13606 14061
Per Capita nominal GDP (USD) 2617 2809 2801 2771 2753 2753 2768 2597 2610
Unemployment rate 23 23 27 27 28 29 29 30 30

Sources: MoF, IMF and World Bank calculations.

13. 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.® 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.

14, 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.

8 Based on PCBS Labor Force Survey data.



15. 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.® 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.

16. 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 lIsrael, but also as a result of improvements in tax
enforcement.

17. In 2015, the PA successfully managed the fiscal crisis resulting from the withholding
of clearance revenues' early in the year. The Gol 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.

18. The PA’s revenues performed well during the first nine months of 2015.** 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-lsraeli imports according to the Paris Protocol.*2 Another factor that contributed to the growth

% Preliminary data published by the PCBS.

10 Clearance revenues are VAT and import duties collected by the Gol 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.

1L 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.
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of clearance revenues is an 11 percent increase in collections from petroleum excise mainly due to
larger imports of Israeli fuel into Gaza.

19. 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.® 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.

20. 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. * 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.®

21. The PA’s efforts in controlling other categories of expenditures are starting to show
results. For instance, net lending, which represents deductions by the Gol 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 2014.1° 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.

22. 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.!’
The tax base in the West Bank also remains small due to inefficiencies in both enforcement and

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.

14518 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 N1S237 million made by the Gol 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 million®® 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 Gol 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
2012 2013 2014 2015 2016 2017 2018 2019 2020

Public finances (commitment basis) In USD million

Total net revenues 2075 2311 2744 2820 2918 3039 3169 3093 3228
Gross domestic revenues 729 852 871 883 899 933 971 945 984
Tax revenues 481 597 601 596 567 591 617 604 631
Nontax revenues 248 255 270 287 332 342 354 341 353
Clearance revenues 1459 1690 2049 2085 2143 2209 2281 2208 2276
Less tax refunds 113 231 176 148 124 103 83 60 32
Recurrent expenditures and net lending 3531 3694 4068 4109 4140 4207 4292 4103 4192
Wage expenditure 1769 1919 2050 2045 2055 2083 2115 2018 2054
Non-wage expenditure 1483 1565 1732 1790 1825 1873 1933 1862 1921
Net lending 278 211 286 274 259 251 244 223 218
Recurrent balance -1455  -1383  -1324  -1289  -1222  -1168  -1123 -1010 -964
Development expenditures 243 187 263 250 604 610 217 210 217
Overall balance (before external support) -1699  -1570 -1587  -1539  -1826  -1778  -1340 -1220 -1181
Financing 1699 1570 1587 1539 1826 1778 1340 1220 1181
External budgetary support 776 1255 1030 894 894 894 894 894 894
Development financing 156 106 203 250 604 610 217 210 217
Net domestic bank financing 127 -248 -142 220 110 107 104 95 93
Domestic arrears 686 462 504 171* 171* 167* 125* 21* -23
Other 0 4 0 0 47 0 0 0 0
Residual -46 -10 -9 4 0 0 0 0 0

Public finances (commitment basis) In percent of GDP
Total net revenues 18.5 18.6 215 21.7 22.0 22.3 225 22.7 23.0
Recurrent expenditures and net lending 314 29.7 31.9 31.7 31.2 30.9 30.4 30.2 29.8
Wage expenditure 15.7 155 16.1 15.8 155 15.3 15.0 14.8 14.6
Non-wage expenditure 13.2 12.6 13.6 13.8 13.8 13.7 13.7 13.7 13.7
Net lending 25 1.7 2.2 2.1 2.0 1.8 1.7 1.6 1.6
Recurrent balance (before external support)  -13.0 -11.1  -104 -9.9 -9.2 -8.6 -8.0 -1.4 -6.9
Overall balance (before external support) -151 126  -125 -11.9 -13.8 -13.0 -9.5 -9.0 -8.4
External budgetary support 6.9 10.1 8.1 6.9 6.7 6.6 6.3 6.6 6.4
Domestic arrears 6.1 3.7 4.0 1.3 1.3 1.2 0.9 0.2 -0.2

Memorandum item:
Nominal GDP (in millions of US$) 11235 12419 12744 12974 13260 13636 14101 13606 14061

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

23. 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

18 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.

24, 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
Il 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.

2.2 MACROECONOMIC OUTLOOK AND DEBT SUSTAINABILITY

25. 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 Gol. 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.

26. 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.

27. 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
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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.

28. 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.

29. 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
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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.

30. 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.

31 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 USDO0.4 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.

32. 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.

33. 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 GDP*°. 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.

19 Full year data is not yet available.
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34, Public debt remains sustainable under the baseline scenario, but risks to debt
sustainability have increased.?® 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.qg., 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—Ilargest 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).

35. 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 macro-
fiscal 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.

2.3 IMF RELATIONS

36. 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.

20 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

37. 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.

38. 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.

4. THE PROPOSED OPERATION

4.1 LINKTO GOVERNMENT PROGRAM AND OPERATION DESCRIPTION

39. 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.

40. 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

17



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.

41, 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.?

4.2. PRIORACTIONS, RESULTS AND ANALYTICAL UNDERPINNINGS

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

Public Revenue Performance

42. 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

2L 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 Gol. 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.?2
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.

43. 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.

44, 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 30-
day 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 cost-
efficiency, 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.

Prior Actions Supported by the Operation

e 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.

22 \West Bank and Gaza, “Technical Memoranda on Investment Tax Incentives,” Russel Krelove and Artur Swistak,
the International Monetary Fund, 2013.
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e 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

e 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

45, 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.??

46. This DPG is supporting the PA’s efforts to reduce the size of net lending. Net lending
isaline in the PA’s recurrent expenditures that mostly comprises deductions made by the Gol 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.?* 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

23 The definition of net lending referred to here is not necessarily consistent with the standard GFS terminology.

24 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 lIsrael 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 Gol 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 Gol 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)
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47. 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
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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

e 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

e 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.

48. 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.

49, 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

e 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.

e 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

o 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 I1: Improving Transparency of Public Finances

50. 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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51. 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.

Prior Action Supported by the Operation

e  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

e 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.

52. 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
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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

e  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

e  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 I11: Facilitating the Land Registration Process

53. 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.

54, 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.

55. 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
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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.?> 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.

56. 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.

Prior Action Supported by the Operation

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

Expected Result

e  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).

% The PA is ranked 116™ 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

1.1 Improve Public Revenue Performance

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 analysis carried out by the Palestinian Authority in the context of its recently
adopted Revenue Strategy clearly shows that the legal instrument to collect tax debts
is weak and that the tax collection process is slow and ineffective.

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.

1.2 Improve Sustainability of Public Expenditures

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.

In 2014, the Bank finalized an analytical report on net lending. The issue of net
lending was also analyzed in the intergovernmental fiscal relations chapter of the
recently completed Public Expenditure Review (still not published). These studies
have shown that one of the main causes for net lending is the fact that local
governments divert electricity revenues to finance broad expenditures in their
budgets. Consequently, the PA’s reform efforts, which were previously mainly
focused on improving utility bill collection and reducing technical losses have been
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.

1. 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.

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.

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.

Ill. 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 LINKTO ASSISTANCE STRATEGY, OTHER BANK OPERATIONS AND THE
WBG STRATEGY

57. 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.

58. 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.

59. 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.

60. 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
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Project, the Health System Resiliency Strengthening project, and the energy sector project
currently under preparation.

61. 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.

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:

e 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 1V 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.

e 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 medium-
term 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.

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

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

4.4 CONSULTATIONS, COLLABORATION WITH DEVELOPMENT PARTNERS
62.  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.
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63. 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.

64. 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. 2 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.

5. OTHER DESIGN AND APPRAISAL ISSUES

5.1POVERTY AND SOCIAL IMPACT

65. 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.?’

% 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 N1S50,000, 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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66. 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 Gol 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.

67. 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.

5.2 ENVIRONMENTAL ASPECTS

68. 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.

5.3PFM, DISBURSEMENT AND AUDITING ASPECTS
Fiduciary Aspects

69. 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 accounts®®, as well as a lack of
timeliness in preparing the 2012, 2013, and 2014 financial statements.

70. 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.

- 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.

71. 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.

Flow of Funds and Auditing Requirements

72. 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.

73. 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.

74. 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.

Flow of funds diagram

Expenditure on
eligible budget

Grant proceeds to U.S. S MoF Central Treasury

Deposit Account Account .
activities

External Auditing of the Grant Deposit Account

75. 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.
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76. The auditor will be required to:

e Validate the transfer and deposit transactions into the Deposit Account relating to the
DPG proceeds;

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

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

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

5.4 MONITORING, EVALUATION AND ACCOUNTABILITY

7. 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.

78. 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.

79. 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
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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.

80. 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.

6. SUMMARY OF RISKS

81. 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 Gol 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.

82. 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
Gol 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 Gol 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.

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.

84. 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.

85. 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.

86. 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.

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 M

Sustainability
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: (1.1) Improving Public Revenue Performance; (1.2) 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.

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

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

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 stock of income tax debt
estimated based upon official
income tax filings that have
been verified through MoF
audits in  October 2015
amounted to NI1S100 million.

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 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 in the West Bank
amounts to at least 80 percent in
2016.
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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.

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.

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
NI1S569.6 million in 2014 (1.2
percent of GDP)

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
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Pillar 11: Improving Transparency of Public Finances

Prior 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.

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.

Information on the amount of
transportation tax collected by the
PA on behalf of municipalities.

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.

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 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)

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.
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Pillar 111: 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

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 2: LETTER OF DEVELOPMENT POLICY
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Dr. Jim Yong Kim

President

International Development Association
1818 H street N.W

Washington, D C. 20433

Subject: LETTER OF DEVELOPMENT POLICY

Dear President Kim,

Over the past decade, the Palestinian National Authority (PNA) has experienced progress in capacity
building, economic development, and improvement in living conditions and security in the West
Bank. Growth and prosperity, however, were fast-fleeting, and the West Bank and Gaza are
witnessing continued decline in economic activity, since 2013. This decline in growth is mostly
attributed to the continued and significant drop in donor support, combined with the unilateral
dynamics of our reclationship with Israel, where continued Israeli restrictions on trade, access and
movement stifle the Palestinian potential for growth. These restrictions, particularly on “dual use”
imports”, have undermined privale sector investment in productive capacity. Gross investment in
machinery and equipment only amounted to 4% of GDP in 2014, barely sufficient for capital

depreciation.

As a result of these factors, in addition to the latest attack on Gaza, which had devastating economic
and fiscal impacts, the Palestinian economy continues to be in decline. Economic recovery in Gaza
has been slow due to declining donor support and strict constraints on imports of construction
material production inputs, constraining the much-needed investments for Gaza reconstruction
efforts. Gaza exports in 2015 are only 6% of what they were in 2005.

Despite the ongoing challenges, the PNA has been working with local, national, and international
partners to support the relief and reconstruction efforts of Gaza. The Government’s “National Early
Recovery and Reconstruction Plan for, Gaza 2014-2016 (NERRP), which was presented at the
donors’ conference in Cairo on October 12, 2014, raised approximately USD 5 billion in donor
pledges from the International community with approximately USD 2.8 billion earmarked for Gaza
recovery and reconstruction. However, of the pledges dedicated to Gaza only $ 1.1 billion has been
reccived so far.

Supporting the Palestinian private sector is essential to trigger a rebound in economic growth. This
requires the removal of Israeli restrictions on access and movement, including access to land and
natural resources in "Area C", which will enable us to benefit from its vast economic potential. Your
staff has produced a remarkable study on potential benefits from development of area C .

Sustaining economic growth also requires lifting the blockade on Gaza and allowing movement of
goods between Gaza and West Bank. Additionally, it is essential to restore full trade linkages
between the West Bank and East Jerusalem and to allow for the development of East Jerusalem

institutions and businesses.
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Public Finance 2015

The first four months of the year were underscored by fiscal and economic challenges following the
withholding of Palestinian clearance revenue (70 percent of total revenue) for five consecutive
months (December 2014 through April 2015). The Palestinian Government was forced to make-do
with only 30 percent of its revenues, obligating it to operate at only 50 percent of last year’s
operational expenditures, and paying only 60 percent of public employee wages.

In spite of these challenges, public service delivery was well maintained and the PNA’s revenue
mobilization strategy was launched in various West Bank cities. These efforts began to yield benefits
during the second half of the year, where revenue performance and expenditure restraint exceeded
both budget projections, and previous vear performance. Gross revenues increased by 8.6% in Jan-
Aug 2015 relative to Jan-Aug 2015, and exceeded its budget target by 7%. Expenditure restraint
limited the growth of the wage bill—the largest expenditure item—to 2% during the January-August
2015 period. As a result of this achievement, the recurrent deficit fell by 3% during the same period
compared to 2014, and fell below its 8-month budget target by 6%.

Ministry of Finance (MoF) projections indicate that gross revenues will outperform its 2015 budget
target at the end of year by approximately 6%. Expenditures are expected to outgrow their budget
target by a slight 2%, only due to one-off deductions by the Israeli government from clearance
revenue to reduce the PNA debt to the Isracli clectricity company(IEC), which raised the “net
lending” expenditure item. Wage and non-wage expenditure projections for the full year are both
expected to perform below budget targets. The combined efforts of revenue enhancement on the one
hand, and expenditure control on the other, resulted in a better fiscal consolidation than budgeted,
with the recurrent deficit expected to fall by 4.5% below budget targets. Fiscal policies on both the
revenue and expenditure fronts include:

A. Revenues:
Against the backdrop of a decline in the rate of economic growth in the West Bank to 1.5% and a

decline in inflation below 2%--both of which would tend to reduce revenues, gross revenues
exceeded those of 2014, within the first eight months of 2015 and also exceeded their budget target.
They amounted to NIS 7.85 billion in Jan-Aug 2015 whereas actual collections in Jan-July 2014
amounted to NIS 7.23billion, and the eight-month budget target was NIS 7.37billion. Similarly, total
net revenues also outperformed last year’s performance, and this year’s budget target.

Progress in revenue performance was made as part of a long-term strategy for the modernization of
revenue administration. The PNA began to implement a three-year Revenue Action Plan (RAP),
which aims to expand the tax base and improve compliance by establishing a fully integrated
revenue administration of income tax, VAT, customs, and other direct and indirect taxes. Domestic
tax revenues emerged as the best performing revenue base, increasing by 11.2% during the first eight
months of 2015, when compared to performance during the same period in 2014,
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The results of these efforts have been tangible on a number of fronts:
(1) Amendments to the investment promotion law have been adopted by the cabinet, reducing
tax incentives for new investments, limiting them to fewer sectors and limiting their duration.

(2) Raising tax awareness has been a priority, and MoF aims to continue to highlight the
important of tax compliance to taxpayers. Mol was able to widen the tax base significantly. In 2012,
the number of registered taxpayers stood at 151,212 by July 2015, this number was raised to 172,896
and is projected to further grow to 179,431 by the end of the year. This is an increase of 28,219 in

the number of registrations in just 3 years.

3) Field campaigns by MoF officials have been very diligent and have enhanced tax collection,
as reflected in revenue and tax base expansion figures. Similar campaigns are done by custom
officials to enforce tax payments by importers and avoid tax evasion.

“4) On the clearance revenue side, better information and data sharing through regular meetings
with Isracli MoF officials, have enhanced cooperation and allows the PNA to better follow-up and
control the clearing mechanism. Clearance revenue increased by 8.3% during the first eight months
of 2015, compared to the same period of 2014, despite lower economic growth and lower inflation.
(5) On November 30, 2015, the Palestinian Cabinet adopted amendments to the income tax law
allowing tax dues to be collected through the execution departments that are affiliated with the Court
of First Degree. Prior to these amendments and according to the domanial property law, these debts
were to be collected through the institution of the Administrative Governor and a collection
committee, which never existed. Consequently, efforts to collect tax debt have been extremely time
consuming and unsuccessful. The new amendments will facilitate the collection of tax dues because
they enable the Director of the tax department, or any person authorised on his/her behalf, to request
from the execution court to use the tax notice produced by the tax department as an execution order
and collect the tax dues through the execution departments.

B. Expenditures:

Total expenditures and net lending have reached NIS 10.2 billion during Jan-Aug 2015, a growth of
6.3% above the same period of 2014. However, given that the eight-month budget target for total
expenditures and net lending is around NIS 10.05 billion, expenditures have only exceeded the
budget target by close to 2%. This excess over the budget is mostly due to the unilateral one off
deductions by Israel on electricity bills, specifically during the month of February where over NIS
230 million in deductions were made, partly to reduce the PNA debt to TEC. Wages and non-wage
expenditures are performing well within the budget, and efforts on containing the wage bill and
reducing net lending have been rigorous.

The Wage Bill:

We realize the wage bill is still quite high by international comparison and that further reduction is
necessary to bring it to sustainability. This, however, cannot he accomplished quickly without
having to incur undesirable social, poverty, and political impacts. For immediate action on the issue,
the PNA has restated its commitment to the net zero hiring policy for 2015 with a wage bill not to
exceed 3.8. Another cabinet decision was taken this year to reduce the number of staff hired on

special contracts by 15%.
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Net Lending:

At the highest level of government, officials were determined to reduce the electricity subsidy (net
lending) to municipalities and refugee camps. 40% of consumers are not paying their electricity bills.
An Inter-Ministerial Committee, chaired by the Prime Minister is focusing on a number of
approaches to increase collection efficiency of distribution companies and municipalities, increase
the compliance for the payment of the electricity bill by the Distribution Companies (DISCO’s) and
Local Government Units (LGU’s), and enhance the infrastructure and legal framework for the
energy sector.,

Additionally, as of early 2015, the DISCO’s were committed to paying the total IEC electricity bill,
and in some cases, partial payment of the previous debt in addition to the current IEC statement.

We are also working with the Israeli side synchronize the billing and improve its delivery, provide
full details for the invoices and improve the timeliness of their flow, and deal with the outstanding
debt to the IEC. In this respect we have submitted to the Israeli MoF a draft memorandum of
understanding which contains proposals to restructure the debt and establish a repayment schedule.

Health Referrals:

The PNA is committed to improving the performance of the medical referral system and ensuring
that all Palestinians have access to quality health care services without suffering financial hardship
while paying for them. Therefore, it has allocated its efforts on strengthening institutional capacity of
the Ministry of Health (MoH) through improving mechanisms for health planning, policy
development and systematized monitoring and evaluation systems.

The MoH, supported by Ministry of Finance, managed to adopt a new referral manual and
procedures to organize the referral system and established a clear set of referral criteria within the
MoH to enhance efficiency. Efforts have also been made to verify and audit the invoices received by
the Israeli hospitals and negotiate and sign MOU’s with the Israeli hospitals to organize relations.

Due to these actions the number of health referrals in 2014-2015 has declined due to more controlled
referral systems to Israel with a reduction in the number of unauthorized and unnecessary referrals.
The cost of health was reduced from a peak of NIS189 million in Jan-June 2014 to NIS 132 million
during the same period of 2015. This is a significant reduction of NIS 57 million. Capacity of the
MoH team in verifying and checking the invoices have been also improved.

Fuel Subsidies:

Fuel subsidies have been declining since the beginning of 2014, and throughout the year 2015. As
such, subsidies declined from a monthly peak of NIS 70 million in June 2013, to no more than NIS
25 million monthly by end 2014. Following this performance, spending on these subsidies have
continued to decline throughout the first eight months of this year, reaching NIS 405 million a
reduction of 14.8% compared to the previous year, due to a retail pricing policy in the West Bank
and Gaza which reduces the gap between buying prices from Israel fuel companies (including full
Israeli taxation) and sclling prices.
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This improvement was enforced by government decision and commitment to minimize fuel
subsidies to sustainable levels and to eventually eliminate them and by a cabinet decision to reduce
phone and fuel subsidies to public employees by 25%.

Pension reform:
This government inherited a $ 1.5 billion unfunded liability in the Pension Fund. We have been
making a regular payment of NIS 10 million each month, rising to NIS 20 million per month in 2016
in an effort to stabilize the Pension Fund until substantial reform is initiated.

We envisage a comprehensive reform of the Pension Fund focusing on three key areas:
administration, parametric changes and structural reforms. We plan to initiate these reforms in 2016.

C. The Budget Deficit and Donor Aid

Despite the strong commitment to the reform agenda to reduce the budget deficit and improve
financial management, budget support has declined steadily from $ 1.23 billion in 2013 to $ 1 billion
in 2014 and an estimated $ 800 million in 2015. The coming years will also be challenging in terms
of external aid due to the changing political environment, economic uncertainty and redirection of
aids towards the distressed countries in the Middle East.

To overcome this unpredictable and declining behavior of external budget support, the PNA had to
resort over the past several years to private sector arrears accumulation, which crowds out the private
sector, and borrowing from commercial banks up to their prudential limits. Because of this risk, and
forced credit by the private sector the government has taken measures (o reduce both bank debts, and
to repay old private sector arrears:

. In 2014, the PNA has made four rounds of payments to cover private sector arrears, totaling
USD £1 million. Additionally, the PNA also repaid part of its commercial debt in 2014 where USD
140 million in domestic bank debt was repaid, and another USD 20 million of external debt was
paid.

. Since July 2015, the PNA made several payments to the private sector, totaling USD 130

million.

In support of our reform agenda and the need to finance our funding gap of § 400 million in 2015 in
an orderly fashion, the PNA has requested from the donor community at the AHLC held this
September in New York to increase their budget support to the level provided in 2013,($ 1.2 billion).
This would cover our financing gap, fully financing our recurrent deficit, and will give us the
flexibility in, not only eliminating any further accumulation of private sector arrcars, but reducing
them substantially with the objective of eliminating them altogether.

In addition to ongoing aid mobilization efforts, the PNA is also committed to continue and expand
our reform efforts to reduce the recurrent fiscal deficit. We plan to continue the efforts we have
been pursuing to increase government revenues, to contain the growth of public sector staff, to
reduce energy subsidies, to reduce the cost of health referrals outside of the public healthcare system
and reduce the size of net lending that is related to unpaid electricity bills to Israel by local
governments and electricity distribution companies. In addition, we also plan to initiate parametric
reforms of our pension system in order to render it sustainable and prevent it from becoming
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A new Public Procurement Law (PPL) and implementing regulation were enacted in April 2014, and
a cabinet decision was adopted on June 16, 2015 which states the following:

- To include the Higher Council for Public Procurement Policies (HCPPP) to be an
independent organization within the budget of 2015.

- To reduce the requested budget of the HCPPP to be in line with the actual needs of the
Council.

- To shift qualified staff from various government departments to work in the HCPPP with
consultation between the chairman of the council and the General Personnel Council and with the

relevant government department.

The PNA is currently working on preparations and requirements needed for the Public Procurement
Law (PPL) to be fully implemented, which is expected by the end of this year, 2015. All the
institutional arrangements and other requirements should be finalized by that time.

Despite the difficult situation we are facing, the PNA is determined to move forward on the
institutional reforms mentioned above. The World Bank has been assisting us both financially and
through the provision of technical assistance in various areas. We are grateful for its continuing
support and we are fully committed to maintaining this cooperation and achieving all the objectives

we have prescribed in our reform efforts.
We kindly request that the World Bank provides us with a seventh Development Policy Grant of $

40 million to assist the PNA in progressing further in this reform agenda.

Sincerely,

A7 et

Shukry Bishara

Minister of Finance

H.A

Ramallah Tel: 00970-2-2978846/7/8 Fax: 00970-2-2978845 P.O. Box 795 Ramallah E-mail: minister@pmof.ps
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Septernher 18, 2015

WEST BANK AND GAZA

REPORT TO THE AD HOC LIAISON COMMITTEE!

KEY ISSUES

Context: The [zrzeli-Pal sstinian peace process remains stallea, ano prospects for a
rezumprion of talks have raceded, owing to continued Jsrasl settemeant activites and
Pzlestinian steps towrars intamatianal recognition, Recent sporadic ans of viclense in
the West Bank nighlight the fragility of the security situstion. On the dormestic political
front, the difficdlt recondliation process betseen the main Felestinian factions remains
stalled and political uncertainty is on the ise The reconstruction of Gaza iz progressing
out remzins harmpenen by administrative delays and Brasl restrictions on the irmport of
constructon materials, as well gz slow donar aid disburssment,

Outlook and riskes: The economie autlook For the rermainder of 200% is Righly uncertain,
i th numerous risks calling for a caubious policy stance. Assurming the politesl status
guo with no change in restrictions and/or secarity conditions, real S0P growth for the
West Bank and Gaza (WEE) economy is projectad at 2% percent, implying stagnant per
capita ingomes aTter & drog last year, Main risks tothe cutloos include an escalation of
ooliticzl tenzion: ang viclence, fiscal slippages, and shortfalls in donor aid, Risks could
fe raitigated-—ard medium-term prospects enhanced—throlgh progress on the peace
front, an 2asing of lzrael restricfions, scaled-up danor aid, and improved economic
ooilaboration at a technical leval betarsen the Palestinian Authority (280 and the
Government of Erasl (Gof), including by saeking clarity on the level of the FAs
cutstanding electridty sector dekbts,

Key policy recommendations: Conlinued poiay disciolne iz required 1o address
fizcal pressures and 2 projected laroe financing gap in 2015, Mezsures should

frciz on lirmitng the wane bl increase, introdusing new gowvemiment administrative
fesz, implamanting the envissged withholding tax on dividends, and furthes
reducing fuel subsidies. In acdition, the PA needs 1o redouble efforts Lo mokbilize
donesaid, induding oy demansirating a comrmitment to structural refonms. Over the
meediurm term, Ure PA's Focus should snift w0 a more viable financing model based
on further fiscal conscfidation and a re-orientation of government outfays toward
aroductivip—enhancing irvestrent in hurman capital and infrastmcues

! The IMF providss 4achricel ssrvicas to the West Bank and Gaza, incuding pofoy edvice in the mecroaconomi,
fizcel, and firancal eraes, as well 83 technical essistence, with a focus on tex edministreticn, publc axoend ture
renagemeant, banking sugenision and regulation, and statistics. See waer rnforglwog for recart repors.
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Apprwed E}-’ Discussions were k2l in East Jeruszlzm angs Ramallsh during

Juha Kihksnen and  JUne LO-18 2015 and the recort was updated with subceguent

Stevar Barnatt developmerts. The staff team camprised Chrizioph Guenwald (bead),
lonzh Rosenthal. Frizcilla Toftano, Anra Unigovskaya (all MO,
Ragnar Gudmuadssan (MF Res’dent Rapresentative], and Hania Qassis
(IMF Resicdent Representative Office]. The mission met Prime Minister
Harmdallal, Firance Ministar Gishars, Palestine Monetany Authanty
Govemor Al Warzin, aother serior afficials, private sectar representatives,
ana conars, The mission prepared a cancluding statement and ssusd 2
press release, Mell Hickey, Cacllia Fneda, and Vanessa Faraligan
contricuted to prodacng this rescrt

CONTENTS

CONTEXT 4
RECENT ECONOMIC DEVELOPMENTS 5
OUTLOOK AND RISKS 7
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A, Fiscal Pelicy in 2015 &
B Fiscal Pelicyin tne Mecdium Termn _ B
C. Financial Seclor i1
[ structural Refomas 12
STAFF APPRAISAL 13
BOXES
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(th]

2. Economic linkages Between the WRG and the Rest of the Ward (ROW)

FIGURES
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2 THTERMATIOMAL OMETARY FLNEG

48



WS BARE AN D hudd

AMMEXES

L RiskAssessment Matrix _ 24
I Rap’d Cradil Growth 'n e Wedl Bans 2nd Gara How Much Should W Warrg? 25
IL Update of Debl Sustainability Analysis (DEA]) 32
. Glabal Fiscal Adjustmert Some Lessons far the West Bank aqd Gaza 35
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CONTEXT

1. The [sraeli- Palestinian peace proceass remalns stalled amid a fraglle security situation.
sinca the breakdown of paace talks in Apnl 2272 lsraei-Falestinian relations have bean
detedorating, and proszects for a resumption of ceace talks nave further receded. In this
eryiranment, the PA has tagen further skeps towards irtermaticnal recognition by joining the
Intarmationa’ Criminal Soorl Q00 in April 2015 and Erael corlinues (o espend saltlements i the
West Sank, Sporatic small-scale launches of nockets from Gazz inte rael and acts of vielence ‘n the
West Saqk in recent moaths are remindsrs of the fagility of bath the Israsl-Ramas truce following
tha 2014 war ang of the security situatior in the \West Gank.

2. On the domestic paolitical frant, the reconciliation betwean the main Palestinian
factions—Hamas and Fatah—has stalled and political uncertainty is an the risa. Harmas remains
urwilling to relinguish 1ts secudty cresence naar the borser crossings and 10 transfer power to the
Fain Gaza. Tha PA's decision not to pay the salarias of around 40,200 civil servants hired by Hamas
since 2007 o administer Gaza constitutes znother challenge, The 1% betwea the two sides was
further deepered with Hamas's abjsction b the BAs appaittment of four new ministars in the
consarsas gavernment in July 20158 Meawhile, Harmas cantinuas to operate a shadow government
in Gazz, impeding effars ar reconstructon.

3. Agalnst this background, the reconstruction of Gaza—Iled by the Gaza Reconstruction
Mechanism (GRM)’—I|s progressing but remalns hampered by restraints on the import of
construction materials. (ke World Hark estimatas that 25 percent of the 22.5 billion pledged for
Gaza in Cairo n September 2014 had been cishused 35 ot August 20155 While repairs of some
20030 zartally damages dwellings have been comeleted, reconstructan of about 26,000 destroved
hormes, @ong wikh the rehalbililation of infrastructure, has only just segui. In e meantime, Hamaz
hzs reporied y resumed taxation of impers, including consuction matedals entering Gaza, and the
bloceade of Gara rema'ns largely in place® Overal, the human'zarian situst an in Gaza ramains
deploratle, as highligntes in a recent JNCTAD report?

2 The G ©a 1-.°r|"|p-c:|r"r!|l.r m_;n?:hm.*“l batween tre P and the Sol brokered oy the L nited Mations in Laplemner 2014
o enake corstructan and recansiruction wark i Gaza falowing the war

RLLYNTS

" Zer gt

“In this report, “blockade” refers 1o the restrictons placed an the moverreat of coocs end pesple betwesn Gaza and
[srzel. and the clesure of the Rateh crossing by Eoypt

T i dun b o e parss s e Tl Laspa O na erdanlD=106RE.

4 TNTERRATICMNAL MOMETARY FLIME
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B RECENT ECONOMIC DEVELOPMENTS

4., Economic activity is weale Overall growth i the WEG declined furthes rom 24 parcant 'n
2 to (LK merceat in the first quasar of 2074, reflacting a slowdanen 'n the Wiest Hank.

= In the Wast Bark, a four-maontn suspension

in clegrarca revanue (CR} tranzfers by lsrzel Raal GO P Growtt, 2012-15
hy o vEoporbchinge)

triggered a slowdown in growth from

8 percenatyear-cver-yearin the fourh quares
of 2004 o 18 percertin the first guarter of
20155 Growth i GL was supportad by
conaumption [public ard pavate) financen

by bank cracd'c and ncrzased employment oF
Falestnizns in lsrasl. Slort-term bank creg'c

—wBG  —aE —Gan
)

ta the covernmeant and pubic sector -

erployees zllowed consumption smocting ffﬁfeﬁffgﬁéﬁﬁﬁpﬁff
during te perod ot fiscal strains, AL the £ vt Pk 42 (0aes B it o5 s aeATOR R s
same tima, urempleyment declined fom

T4 peroent at end-F074 1o 14 parceat in F01502, supportad by a0 increaze in employmant
of 33 gstiniars in larzel and settlements.

+ InGaza, reconstruction offorts started to srocuce 2 slow aocnomic recavery in the first quarter
of 2005, although rea’ GOP still remained & percent below the level of the Traz quarter of 2014,
Uremployment decressed mocestly from 42.2 percent at eng-2014 10 41.5 percentin 201502,
with youth unemolovment at close o 60 carcent

5. Inflation is contained, while the real
¥ i iy Effoctive Exchange Haie, 1998 2015
exchanga rate is appreciating. After briefly rdes bon 1835100
accelarating aradnd the tme of Ramadar,
infation sloted to 0L percant year avar year in
August, raflectng defation in lsrael aad falling
glokzl commodity prses. Prices T e West Ban
imcreases by L2 persent, while daclining oy
08 percent in Gaza Wb inllzlion in the WEG
generally higher compared with its trading

a ' 5 X
partners, staff estimates that the resl effective &P T e
cuchange rate ncraased by 09 gercent over the ﬁf"ﬁ‘}"ﬁfﬁ" "G"%‘@""f‘f‘ﬁp

tmireme Hesar 1% and U def s emras

12-month pericd b July,

F Mrsbe that PORGE data Tor 200501 remain prelim narg andd may ke eviced b a later stage,

TMTERMATIONSL MWONETARY FLIND &

o1



WEST BARE AMDGATA

6. Following a reduction in the avarall Revenue und Expenditure Growth, 2013-15
deficit in 2014, fiscal pressures, as reflactad Wiy et hAvg fy Tt eaunh parcely

in the accumulation of arrears, have ?:

increased in 2015, [nearly 2015, tha a

autharties managad 3 fiscal crisis brought an =
fay the [sracl suspensian of CR by raticring
waga spending and temporarily axzandicg
hznk finanging, wkile accumulating arrears.” ¥

Bven aftar CRresumed in Aprl, sconamic e "..u_ et oy
canditizrs remrained dificult and a '
sigrificart Nseal dafict was recordad 'n lha

first seven months of 2015 CR grew oy

4,1 percant year-over-year, supportad by improves customs administation and axchange of
infarmnation with lsracli tax authertics Domestic Bx and nentax revepue Tncreased by 2.5 percant,
supparters by efforts to expand tha tax baze and to strengthan fas admiriscEbion® Meameaile,

===T-rd Rew - oan B i i o ol Bler s i

ka1 L1l bl kAar-14 =7 T et LHE B

=N LR ] PR

recusrent expenditure ‘noreazed by 4.6 percant, driver [argely by net lending (payments by the FA& 1o
lzraal Ferelectricity, water. and sanitation sendices, which are daclucted Srom CRY, wiich increased by
aboul 25 percent owing e snextraordinary daducton linked Lo old dests, while denor susport
declined by sboual & percent compared o tha sarme period 'n 2004, The expancing deliol wes
finarcad oy arrzars, which increased an 3 net basis oy about $358 millon since the beginring af the
yeas after accouating for repayment of earlicr arreass ” while the stock of debt i banis was redused.
Gzt to the Jsoaei Electricity Corparation (180), some of which iz in digpute, s2ood at WIS 1E billian Tn
ALgust,

7. Financial sector indlcators are strong, but high exposure to the PA and its employess
remains a major risk to stability. Monperforming loans (MPLs) rermain selow 3 sercent of lota
loans, ard liquidity and capitz] mtios zre qigh by intermational stardards. Howaver, loans o the PA
ard its emaloyess camprised 41 percent of domestic 2ank arecit at end-lune, Credit to the private
sactor continued to grow robusty at 18 carcert year ovar year in the second guartar of 2005,
suppertes by ar increase in private depaosits, and directed mainly oward construction, real estate,
ard personal conaumstion Becens amress tests by the FMA demonstrate the resiliznce of the
banking systent o a rangs of shooks,

Thile LR wes suspeaded, the autharines terrparary paid only 50 percent af wages, azoumuatng wace arreass and
exoanded shor-term bormwing from domestic banks Gnoe Tsrael esumed cearance trensfer in April the arears
were dearen and loans were epaid,

! Fop anample, the number of ragisterad mmepayers dusing January-10k increased by SABS o reach 172294, The ful
year target for 2615 is to incregse the number o taxpavers by 12,000,

*Thes comtrasts with the budget projectan of 3314 m lion of net 2rears reduction duariog 2005,

& TNTERRATICMNAL MOMETARY FLIME
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I OUTLOOK AND RISKS

8. The outlock for the remainder of 2015 I ]
is challenging and subject to considerable s i ol st |
risks. Assuming the poibcal status guo, wita EE
R CaArge N estrictions ansdor security c
conditiors, growtin the Wesl Bank is projectsd i
to slow to 1E percent 'n 2315 from 5 percent in -
2004, reflecting the impact of increzsed e
uncertainty on srivate damand and reduced =
1

growth in lsrael (lazle 1) In aza, a rehound of

=14

e

Ao 14

% peroent is expected from a low base,

LB PRSI L H S N R
Fr AR I AT M temal e G
iU L0 Fagabazachizediig. s ps i blRozes

assuming continved recznstruction activity, aloeiz

constrained by adininistrative delsays and limils
o msort: of constiuclion malerals The Ja esline Monalary Acthorily's (FRA) Business Cycle
Indicator highl'ghts the cortnued negative business sentiment in Saza and & lack of momertum in
tha West Bank. Real GDF growech for tha WES economy iz therafore projectea at 28 percent,
implying stagrant per capita 223F given the high rate of poculation growth, Inflation is projected to
remain o, at lgss than ¥ pereent Falling danor support 2nd Tiscal crassures will ‘gad to a lamge
finarcing gap, projected 22 5.5 Billion o 3.7 percent of GOPL Azsent new measures to raduce the
fiscal deticic, tae inancing gzp will Fkely be filled by domestic borrcwing ans a-Tears accumulation.
The main rsas o the cullook relale o heghtened political ard seourily tansions, s relaled lower
than expectes resaund in private investment, and Tsczl slippages. The latter include the inzhiliy of
tha P to withstzne speading oressures, revenus shartfzlls, and lower donos ald. Dther ds«s re ate
o spillovers from dewelopments in the global cooromy and the region, ircuding dua to financial
linkages with neighboning countries (Box 2, Arnex 1. Previously -eporterd nizks (see IME AFLD report
from Rday 0140 relates o te Snandal implications of lingatian in U5 courts have recedad until the

PA's appeal is gedided Tnthe Sokolow s, Palestine Liberarion Crgomization case '

7 l\:-_lud:Je ifn the Soko ko ||h:_'|alll::" renenty oredered the P& 1o post a Eeand i the armcust of S10 mill ion f::i-:":'n.'-'ihE
the PA's apaeal of the eadier guilty werdict, The armaunt of the band was much losier tham rmany had seperted.

TMTERMATIONSL MONETARY FLIND T
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9. In the medium term, absent a political breakthrough, growth will remain below what
is needed to durably reduce unemployment and improve living standards. The high dearee of
political uncertainty implies a wide range of possible economic outcomes. In the baseline scenario,
assuming the political status guo and unchanged Israeli restrictions, some decline in aid after the

mpietion of Gaza reconstruction, and limited
Famp b Real GOP per Capita in WBG, 2008-20 (proj.)

policy actions an the part of the PA, growth i

will hover around 3 percent, implying little if icha

any grawth in per capita incomes combined ! e
with a rise in unemployment, In Gaza, the Lem =

reconstructicn effart will continue in the
medium term. supported by donors, but real

GOF s not expected to reach its pre-war level g
until end-2017. In this scenario, the pace of L
fiscal consolidation will be insufficient to L

DGR 2000 J0L0 A031 N 2015 2004 2005 2006 2007 J008 J00T M08

Soivomy Falugtriow Costral Rusesa nf Staiadsn and PAF anf= gnimaie

prevent arraars accumulation, including to the
private sector, which inturm will hurt private
demand and growth. & further deterioration in the political landscape or aid shortfalls would
produce even worse economic outcomes. On the other hand, progress on the peace front and an
easing of Israsli restrictions could dramatically improve economic outcomes. At the same time, even
in the absence of a breakthrough on the peace front, improvements in [sraeli-Palestinian economic
cooperation at the technical level could prove beneficial.

POLICY DISCUSSIONS
A. Fiscal Policy in 2015

10.  Discussions focused on the 2015 budget, which was approved with a significant delay
in late June due to the disruptions in clearance revenue transfers. The budget implies an
expansion in the overall deficit from 124 to 18.4 percent of GOF, after factoring in & fourfold
increase in devalopment spending associated with Gaza reconstruction, and a reduction in the
recurrent deficit from 1004 percent in 2014 to 8.2 percent in 2015. Met revenue is projected to rise
by 8.6 percant, reflecting plans to raise government fees in the second half of 2015 and higher
dividends from the Palestinian Investment Fund. The projected increase in revenue also reflects
efforts to expand the tax base and improve compliance, including with the help of the new income
tax law intreduced in Apnl, which effectively lowers the income tax burden (Box 1), Recurrent
expenditure is budgeted to rise by 3.6 percent, with the wage bill expanding by 3.8 percent on the
basis of cost-af-living and lagally mandated wage increases, combined with zero net hinng 2 The
budget foresees a sharp reduction in fuel subsidies (“fuel tax refund”), lower spending on goods and

11 This assumes a 125 percent annua’ wage increase under the Civil Serace Law, a 1.3 percent increass in the cast
of line adjustrment jon gross <alary), & 5 percent increase in teachers salaries accounting far 0% percent in e
averall wage increasae, and the allowsance for promations accounting far 0T parcent of the wage increase.

8 INTERNATIONAL MOMETARY FUND
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sanvioes fue ko projected savings on tha cost of health referrals, fand a 22-zerceat decling in net
lending. “ns latter is based o efferts toinprove payreent discipine by municipalities ans
distribulion companies, conlnue nlroducing presaid meters Lo irprove collecCons, and sioclly
implamanl a "deed of release’—: palicy which prevens socess bo povernmerl sevices of O lzens
whi are not current an their electrzing bills 2 With totzl dono-support assumead at aearly 52 billion,
the buage: prejects a finandng gap of azout 5400 milion, of shaut 3 percant of GO, This is after
agssuming that sbhaut 53020 million oF arreas will be cleared 08 ng sank Sormowing.

Budget 10158

i ey 4 TR Ridge
ME HIE % Cwnge WIS R hanae
andlorn mldan hamP003 allor - 2004
MEl rmoenss, Alwe 0@ 10 % {[RLES] fir
Feo Tt e sendhines © o el wdre 15,974 18855 43 13383 SF
KR S o FR T TR RATE TERR 30 TR1T =4
PP A it L A RART  RIIR ‘4 ,R53 iR
rer awd ca TR LR 4.3 S0 13
Lt ppreTt s re-d b ws T4 e M 4455 a0
1. Wk A8 AT FINL L1k = i - ER =
HR TR I S BRI LAETH 4.0 015 e
T Wasir DIN Wb 40 maL Ll
Frrantal 1iancing 120wl TanT Sepaad T 455 AATR s &1 15
Luter-al f-anzing for developroe=1 s sapeih e g H 2 T 4.2 450,
Lio—ertic Frs-crg ah Lald fad L T 115
Fiet roeeelis k=ozfinsee ng -fan -dh3a - 1= -
Aescn (] LERD LTRF 4.n I
L R e R R = 15 e

Soutes Kinere of bz srd IFE sz zao shoas

11. Staff noted that current policies and a significant reduction in budget support

implied a larger financing gap compared with the budget, aft project that, the recumeant

deficit wil dedine by 0.5 percentage points to 99 percant of GOF, compared to a sudget forecast
of 3.2 parcent, lead'ng toa finardng gap of $0.5 billicn after accourtng Tor cevelogment szending
ard projected conor financing X Staff viewed the oudget’s sraject ons for domest'c ravenue, tax
refunds, ang mat lending as oztimistic, poirdng to the ikely negative offact on revenue o the new
imcome s law imglemanted From Bay, Moreover, given the significant fisca risks, the finanding gap
could be substantially larger. 3ta® czutoned that if the fnanc'ng gap were filled with arrears
accumulztion or sank sormowirg, dest would rise, posing 2 risk o debt sust@inabilitg (Arnex I,
while further accurnulation of arrears to the private sector wiould underming £tors @ imsnovs

S Health referabs refer Lo beall sereices thal are prosvickeed 1o Tsrael (o Palestinians and al e cedesied mealsly
from clearance revenue Wanthly deducticss heve best recuced from a pesk of about KIS 36 million to akout
ML 14 rllicn at presert

22 Fifiarts ane ..I'\dl‘.r'.'.l?‘.}' ler poarrmalize finaacial relaticng hetwesn the 28 aad munic faalities aned I setle autsland ne;
bt The PAis cnmnilled ta tansfer o roonic palies The share al fransparation "res arg properly BExes whict il
callects en their Eehalf Meammarked reveue oollection®). In reture, they espect imely payment of elezsmcit Bills

* Relative to the Way 2005 AHLC repo-t, sff revissd downwarck its projections of aid for Gezs distributad vis the
budget since it appears that a large s2are of ad i provded auttde of the bueget

TMTERMATIONSL MWONETARY FLIND- B
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reveue collect on ® However, widt the benafis of two months” additioral fiscal dasa since the
prission, some of staft's copcerns, especialy on domestic ravenus, sre 1o same axtant being sllaysd,
although fsls ramain Ulled 1o fe downside

12. To close the financing gap and avoid arrears accumulation, staff recommended a
combination of fiscal adjustment and additional doner aid. The croposad measares includs: 2
2 percent imit on the wage bl increase, dosa to projected inflalorn; the introdu cticn of a

10 percent withhold'ng tax on dividends, which had beer considered bafore being shelved, a
frant-oater increase in

Finznl Flmanuren

gevarment fees; and the 15
5 f e . o N - s LS by e
irmediate elmiraticn of fual taxe L mak
e VST emFed fnanzng ganm 2015 s EEL a3
refund (untargeted fuel subs'dy Tarted pracpesmcl rra s N 5T 19
whizh shaud e replaced oy TRy a0 N4
a e s Tk ez cicdn o @ 10 peaiocnt b co cisidanes 197 Fx a2
targeted cash transfers). Mindful S i g LoE
that those mreasures slore wodld De Cinens iz i el sy 15 o
imsufficient to fill ir che n2p, 0c S unldanads measure s Ainzrang EHET | EF) 25

|zast becauss [2ss thar half of the

yveaswoula remain to irplament tiam, staff advisad tat additional donor ais wouls be reedes 1o
aypig arrears aocumulation. Siaff also emshasized e importance of adherng o the prodential limit
an goverament barowiag from banks,

13, The authorities expressed concern about the political feasibility of the proposed
measures, and defended the introduction of the new income tax law. They were supporliva iv
prirciple of the proposed restra'nt on the wage bill, emphasizing afforts since 2013 to reverse the
escalation nwages cbserved during the previous administration. They gointed 2 ongoing
measuras o reduce the nomber o new hiqes, eliminate ghost workers, ang raticnalize the cost
structure throngh merges, ecanomies of scale and performance based reviews. However, the
authorties cited the difficult politicz] situation ans strong cppaesition from anions as censtrairing
their acticns. Thers was no aspetite to introduce the tzx on dividends at present or b2 turkaer
reduce fuel subsicies beyond the target of MIE 25 rmiillion per mandly, as thaza hels alleviate hardship
in Gaza, On the other hand, the authontiess indicated they would cansizer ‘rantloading the increase
in goverrment fees, As reqards the rew income tax law, the zuthorities were more optimisdc than
staff about its et effect cn revenus, They dis mot think that any lossas woald se incurred i 2015 25
mast of the 'ncome tag rom lamge taxpayess bad been presaid 7 early 2025 They oid not rale oot
tha possibility of revenue losses in 2004 (estimating themn atup to WIS 200 millior), but believed
erhanced tax comzliance and measures o nontax revenue woudls offse them. They alse newd 3
lack of progress in their discussions with Teracl o the implementston of the Fars Frotocol ralated
to the sropar assessment of ransfors and fees owed 1o the PA by lerae whicl in thair view could
sigrificartly boost reverus,

- In +hiz regarc, the recenthy enncunced plan tz process with desrence of 3200 m llic of srresrs 1o the orvsts
SECiarn using trank |::-C|r'r|.:u.'-'|"‘-:_; i% @ pesitive step bt will st i itsell cesnlie the |::-'::|::-¢~"r‘| ol arrears aceumulation
witraul actditiznal facal measines o reduee the firancing gap
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B. Fiscal Policy in the Medium Term

14, Staff reiterated that the existing financling model is not viable. In tha medium am,
growtk-frieadly fisca oonselidanon, sacked sy more predictzble aid, perhaps linkes to delverahles,
wiold dl inprove eceromic cutoomes, ven in the gresence of continued Isrze | restricticns. Statf
prolects that, with a steady reduaction in doror aid likely, ©sczl cansalidaticn of 4-5 percent of G0P
is needed in the medivm e Lo avoid arieare accomalation and impreve the fiscal sitoalior. Lsing
imermationa examples, stzif outlined the lessons from sucoesstal Tsczl consolidation sffors
elsewhers, and outlined ways o make 't more growth-friendly Ghnnes IV

15. There are some encouraging signs that the PA, with the help of denors, is buying into
this adwvice. Deipis= adverse crcumstatces, the authorties have maraged to deliver lower deficits in
the past faw wears, carthy as a rasull of thelr successes in axpanding the 13x base, irtroducing a t2rm
lienit for t2x exemations, and upsrading the system of bezlth refarrals by 2stablisning the Health
Infermatior Management system with UsAD azs’stance and tha sigring of MSUs with leraali
haspitzls, Adzitionally, they pointed to ongoing =ttorts 2 stop electicity debt accumulation,
imclagding ovirstilling better conorzl over municizalitizs’ expenditures, coqsolidating tansmission and
purchasing systems, and evartuslly transfaring responsizility far the managemant of utilites from
|ocal govarmmens to commerciz| cublic corpoations with assistance from the Wanrl 3ark. The
lateer, howsvar, would reouine infrastrusnsce investments a1d beoome operational anly 'noa faw
vaas, [ the anea of Fublc firandial Maragarment (PEM), thare [as coen some crograss in
improving reporting of intra governmanl ransfars and reoerding of arrears. The zuthorities also
requestad technical azsistznce to improve fiscal @nalysis and forecasting capacity of the macro fiscal
un't 2z the MOF, which will be providad uncera cragram fingnced by 3elgium ano suppared by the
Fand. Dorars, such as the EL, 2re joining the Werld Bark in intrecacng rasulte based frameworks o
thair budgat suzport dishursements.

16, At the same time, there is a large unfinished fiscal reform agenda. While the authoritias
agracd with tha staff about the negd o tackle persions and il seaioe reform o enswre

medium termn fiscal sustzinalility, they have notyet committed o speciic actions in these areas,
Lack of legal enforcenent hindars tax zadministration reform. Pullic procurement refarm has stalled,
ara e Public Frocurement Coundil cantinues oo tace difficulties in exencising its rele, despite
receiving bucgetary allocations in 2715, Despile progress in adopling a new sccounting manaal and
better monitarirg of arrears, meny othar P8 relorme: rerzin o be implamentad, a: outlined in Box
1 of the M Fs May 2015 AHLC =epo-, [m partioular, stz ff noted with concern that the 2011 audiced
finarizl staterients have Uil not bean approved, a celay that could set ack the planred
subraissicr in 2005 of the audited fnandal statemants for 2012 and 2013

€. Financial Sector

17.  Theauthorities and staff agreed that the financial sactor is strong, but staff pointed to
risks. These include high exposure of nanks o the P& and its employess, as wall as credit goweh
which cutzaces growth of neminal SOF and is concertrated in 3 few sectors [Anrex 11 Additiznally.
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staff nored risks stemmirg from curaney mismatches in t1e barks’ balarca sheets and axpressed
concerrs about whether tha banking sector has sufficiert capaditg to manage the suickly rising
wolume of crecil. The PMA responded hal ragid crecil arowlh rellecled mostly Tnarcial deepening,
ermphasizing that supervisory standarde are sirct, loar o deposit rabios zre ow, ane ced ' o the
private sector i maintaines within supervison: limits. At the same time, risks wers heing monimoned
clozely, ard word iz continging to Sarthar improve sapenision and regalatior, including with the
help of tachnica assistanca from e IMF, and to extend 16 to shadow banking. As discassed g
IMF= W&y #0745 AHLC regort, the PRA has recently expandad its macro-prodential policy woolkit; is
ceveleping a hark resolution framewers b2 includs provisions tor resalving torsign bark branchas;
ard is providing inputs for the raw central bank law with aview oo ansurinag strorgar PMA
indepencenoe. Additionally, beginring in 2015, banks starler contcbuling o the depositinsuance
fura (003 percent of eligible teposits pe-year), and wok 1o expand the credit regisny 's ongoing

18. The authorities welcomed two positive developments on outstanding issues invalving
cooperation with the Bank of Israsl (BOI). Tirst they notes that an earl er cash surplus proszlem
had eased without the need to expand the limit an cash conversion by the B3I, as cash shortages
were obasrved i bands inezrly 2005 F Second, tiey we comed lsrasl's degision b postpans by
e wears the imgzlemeantation for Falestiniars of tne Locker Bill, which 2y limiting individuzl casn
transactions in Erasl to MIE 10000 could negetively sfect sraeli Fzlestinizn trade. The upgrade of
the payment system started in May 2015 when the FMA introcduces the Madional Switch to enable
ATM cannectivity betwesn a number of large 2anks.

D. Structural Reforms

149, There remains scope to improve the business climate. Isrzel restricticns, especisly
avces: 1o Area ©and e near lolal Slockade of Gaza, rermain major obslzcles Lo an expension of
private sector activity. Howevar, thers is signifcant scope for the PAta improve the busness
climate—oo simplify procenures, improve leg'slation, and level the plaving fizld far bus nesses, In
partcular, axsediticous approval of the Secured Transactions Law, tie Competiticn Law, and the
Mew Comoan es Law woulc confer significent tenefits. The World Bank s wardng with the
autheroes on the Securad Iransactions Law, which iz exsected to soost orivate sector acoess o
credit by tormalizing the wse of collateral. I general, the zbsence of 3 funcaring legislature, vested
inerests in some cases, snd the de Tacto jurisd clions] divide between Geza and (he West Bang are,
gucording Lo the authorities, armong the chylacdes preventing legislative iniCativas from going
forwara, The World Sank and the Finnish Goverrment are supporting land reform, wheare key
challenges indlude gazs in the existing laws that raquire issuance of Clear requlations and

* The FAA in the pest expessed conoerns abaus the | mits set oy the Bank of [sr@el or the amaunt of M5 msh
transfers it accepts from Palestinian banks. These linits have aeer esteblishac at SIS 200 million per month (0 crder
1o camnbat rmaney leundenng and financing of tenorism

T The Gal erhanizes gR u-'lly conesrng tral restnct |:.\.-31:1||'I:,' T wane o [t resie clions in the WHEG,
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imstructons; currantly, only around 30 percent of land is registered, thowgh prograss has ceen mada
recantly.

Fai Staff emphasized that stronger econemic collaboration between the PA and the Gol
would be conducive to improved economic outcomes. The autho-des anz statf agrees on the
impartance of cansucting mestings of the leint Enznomic Cammittes that bring together the
Falestiman and Izraali fingnce ministers o discuss and resolve outstarding issues licked to the
implementation of the Faris Protoonl. To stimw ate & constructive o a ogus betwesn the two partiss
ard enhance predictability of o earance reverus, staff enpkasizen the need to find 3 mumally
acceptable soluticn corcamirg claims cn outstanding electricity debts, building <r ongaing
discussions beoween the two Tinance ministies. In chis reqard, steff sucgested ar aud’c by a
recutable internaticral accaunting firm leading to sgreement on a ragayment plan, 80 idea that
resonaked witn the PAard deners,

I STAFF APPRAISAL

21 A deadlocked peace process and stalled domestic pelitical reconciliation characterize
the difficult context in which the WEG economy ocperates. A: & resull, the economy opersies well
frelow ils potenlizl, iesu ting In decl nirg, or al Deststagnanl, par capila incormes and persistantly
[igh vnemp oyment, 0 Saza, 8 uman tanian ors s aontinues 1o unfold, while spomadic violence in
tha West Gark is a reminder of the tenuous security situaticn and the risk of socizl urrest. In this
crwircnment, 17iE imgesative that the PA maintains solcy dsdpline and pursues cconomic reformes,
ard that conors raise the level of zid. (0 the part of [srael, 222ing restrictions and eahancing
econom © cooperation with the PAowh e ensurng consistent and predictakle transfers of < earance
revenude would conzibuze sigriticantly 1o better economic outcomss in ths WEBG.

22 Economic activity in 2005 and the foreseeable future is insufficient to generate
adequate job opportunities. The sLidued pace of econamic adivity in the West Bank this vearis
thi result of a slewd ot in srivate damand linkad to a crop in confidence fallowing tha suspanzior
of clearance revenue transfers fram Jaruary ta Apdil Tha suspansicn also led o the accumulation of
mewe arreas be the private sector. I dara, despite some ancouraging signs that doner pledges are
being disbursed, tha pace of racanstrudtion still reads 1o Jgain rmomentum = strengthen growd 2ns
employmant ancl improve the huamsnitarian sitvation, For 20015, stalf projacts 2 LA percert rise in
I West Bark’s res| GOR, while Gaess sconomy should reboor by 8% percent as=uming
contirued corstruction activity Beyvand 2015, under the assumption of the political status qua.
growrtk will rema’'n madest ard unemployment rates Hah The ma'n risks 1o the autlook are on the
fiscal side and ircluda Wgher than projected speading and revenide ar doner aid snartfalls

23 Fiscal policies combined with developments year-to-date imply a large financing
gap in 2015, The contiruzd nat accumulation of arreacs through the firs? seven marts of 20150
sy ptomatic of persistent fiscal pressures. The authodt es are wonking @ aodress [hese pressurss.
On the revenua side, they are cortermplatirg a numbar of revenue enhanding measares, including
ra’s g government administrative fees, broadening the tax base by ircreasing the number of
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rRgistErRd tavpayers, farrying out [s<-based audits, conducting voluntary disclasune and taxzaver
FWsranass camzaigns, and introducing a standandizes reparticg systam for revenus Soilacting urits.
Al Lhe sz lme, amendrments Lo e incore Lae laeowill lkely resulin revende losses i the shord
Lerrm, aver if they leard over lima o sdd Gonal revenue throogh greater compliance. Cn tha
expenditure side, whle the author tes ‘'ntead to ashers t2 2 z2ra net hiring policy. the budget
agssumes a 38 parcant increase In T wace WL which iz twice the prajected inflation rate. I
azdition, & ralativaly larae increase of 8 percant in norsaoe spending [fransfers ana purchases of
qoars and serdices) is projected. Cormbined with a reduction in doror budgat support reladve o
2002 cumrant fisczl policies imply 2 fimancing gzp of neary 3520 milicn, or 3.7 percent of GOP, atter
factaring inan arrears repaymant of raughly S300 milion.

24, & combination of fiscal measures and additional donor support is needed to fill the
projected financing gap. Fiscal measwres, which zre outlined below, can reducs the gap to some
exbent, but, atsent scaled Lo donar ald. the gap will lkaly be closad by reccurse to harmful arrears
ard additional bark lending, which raises the PA's indebtednass and threatens fiscal sustainalility
sraff recommends the fol owing measunes:

+  LimiT the increase inthe wage bill b 2 cemert o less i 2015, ir Fne with inflaticn. In particalar,
thera may be ment inaliminat ng the suomatic anneal salary increase of 125 percent as a first

= Maw zoverpmert acmiristratve taas shouldd e introdused in full 2nd without delay.

+  The praviously envizzges 12 parcent withholding s an divicenss shou'd ba implemenzad in
arder to offset revenus losses from the rew income tax law ans to contibute 1o 3 mors
progressive Ly regime.

& Fuelsubsiz’es should be further seduced, building on the good zrogress aleady marde,

25, In addition to contalning the deficit, the PA needs to redeuble efforts to mohilize
donor ald. The large finending gap projectad for 2015 cannot be closed through measuras slore,
ard scaled up donor budger suppart for cthe FA s uroently nepded. Ta strengthen its credizility
VE-A-vis aonrs, strong oolicies on the part of the Pa&cwill be resdes Bayond 2015, the PAS focus
needs to =T a mcre viakle finarcing model basea on furthe - fscal consalidation and a
recrier@ton of government oullay: towsros productyi by @nhanciag investment in hamesn cagital
ara irfrasmucture, Far such effors 1o succeed, continuad 2nd enbanced suppot from dorors will be
Necessany, avoiding 2 substiution of aid way fram the VWest Bznk towal Gaza

26, Efforts to consolidate the fiscal position should be accompanied by fiscal stractural
reforms. Deapite some progress, furdner raforms inthe 9FM arez ae neened, Recent efforts to
better account for the stock of 2rrears te the orivate secazr, b2 track thelr accumnulation in ronzlly
fiscal reports. to assess centingent lizbilities to the Pensicr Funs, 2nd oo reflectintra-govearmmer cal

transfers in fiscal reports are we come. However, staff notec with concem that the 2001 aodited
finarcial stzterments have stll not been spproved. In addition, imzlemeration of the new
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procurement law remains depenoent an the esmblishment of the High Counsl for Public
Procusemmant, which shou d precses expedizicusly. Gaing fomward, eftorts shauld focus @ indreasing
lhi transparency and gqualily of fiscal reporting, fnslang and implementing a new accounling
manual, develeping a mediorm term expenditore framework with realistic macrosoerom’ c and
finanzing assumptions, and drafticg an Oraznic Budget Law that will provide an overarch'ng
regulatony framewark forall public finarce related mattars, I the revenue arza, tha mast pressing
iszue is the inageguate tax colicy enforcemant legiglaton, which urgently neads to bo uodated.

27 Safeguarding financial stability remains a priority. Whils the system iz sount and well
capitalizad, exposure o the FA and it employess and the rapid rate of growth in credit to the
private sector call for clese monitering by the PRA, not ezt considering the weak oparating
erviranrrent. dome of the credit growth may be axplained by the success of tha PMA&'s financial
imclasior efforss, but the conmceqtratian of l2nding ina narmow range of sectors, alang with a high
thae of leans suzportng corsamotion ard inceasad lensing by shadow canidng entitias, warranis
cloze maonitoring.

28, Given the uncertain prospects for a resumption of peace talks, economic collaboration
at the technical level batween the PA and the Gol takes on even greater Importance, Az
demorstrated by the Tiscal crizis during tha first four montz of the year, predictability of clearanoe
revenue is crifical to allow for nomal bodget execution and to preserve economic and social
stabilicy, Ztfors oo enhance preciczab’lity and srese e stabling would be bolstered by the
resumpbion af regular meeatings of tha lo’nt Ceonornic Commitlea, In thal contest, cne issoe thal
urgently equires a mutoslly acoeplasle selulion concemes e daims of both the Gel @no the FA cn
autstancling electicity debts An audit oy a reputshlz interrational accountag firm eading to
agreementor 2 repayment clar is one opticn thak shouls be considared. More broadly, an easing
of Isracli rastrictons in the West Bank and a lifting of the blockace of Gaza remain the bao most
impartant steps for imoroving economic prosgects.

Eox 1. New Income Tax Law

In Bl the 26 anacted a new income tax law which introduced new ircome tex bracoets as follows:

i I Amondos e
Irame=, M5 'u.tl:ll._c"’.{- Incrie, MIS Tes rols %
=300,100 [EER <36 00 CcTIps
301040700 5 39,001-75,007 £
A0 - 2D 0D 1o T4H,000- 1500000 in
BL - 3, D 1= =1Eadne 18
=126.007 20

The new law =ffectively lowers progressivity of the income tax and e reanginel tax mite from 20 1o

1% percept, Exceptians are given tz monaaclistic comparios, particulzrly telecoms, karwhich the marginal
law rale ol 20 aercent remaios unchbrnged. The elles e fax rale for lelerame, seesever, s ol expesfed To
waac H percert an account af sigrificant tax exsmptiors cumrently provicec ta melacoms,
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Box 2. Economic Linkages Between the WBG and the Rest of the World (ROW)

The WBG is a small open econcmy with trade dominated by Israel, With the tatel value of exports plus
“mipoets b nearky 20 pereent of GOP 0 2004, 0 WEG s a ity apen eoanzmy, rolbwithstangieg el
-anfrictions that raise rancaction costs and hur campetitiversass of WEG praducts. Under the Gola accards,
a CUSTams unian was establishec betwesn lswael and the WEBG, The resulting tariff regime large y reflects
lzra=l's preferences, which, togsther with gecgranhic prosirmity and Isragli contrel of the WEC's aorder
crossings. mskes the econamy of e WEG sssentially & captive marke: for Isrseli goods. In recent vears,
el acoounked tor mare thar 70 aercent of all Palestinian Trparts and absoreed about 83 poreent ot
Feleslintan sepcns Sther mzjor tracing psrtners include Arslr countries and the EL). Exparts are dominased
2y low walue added goacs, such a5 constructior matoria s, furniture; and fesdstaffs, Major comparents of
Smipee b e snerny, Moacstulfs, ane mraoubas lared goocds, 8soan cil irmparler, e WEG is alss alTecte:d by
moprerments inwarkd oil prices 1t s impoertant ta rate tat liasls control of border cragsings and ports
mekes it rasponsiale for collecting fareign trade taxes or behalf o the FA.

The West Bank econamy is supported by labor income from Israel. Israel issues work permis o
Pelestin‘ans, the Incame from which supparts consumoticn 'n the West Ban< sna reduces unempoyment
there, The nurnber of wiork permits aes vared cver time, but has cecently increased, promptec by grawing
Tsraeli derrand far labor in the bapming construction sectos, 4z 2 resolt, lrbar incame fram smel s
"nereased b reach 107 percent af GOP In 7014, up from &5 perceet o 2000, 'n 2014, Tsras! employed anout
12 percent of workers Sham the West Bank. However, the employrmeant is concentated mainly in law-cki led
sectars suck as agricul lure ard coostruction, contibetieg e ot developeeeet o barmae capital,

techinalagy transfer, or long-term goowta.

External transfers are an Impaortant source of budget and balance of payments financing. The WEBG g 2
danor-cependent economy with ennual extemsl danar support ta the P4 accountng for about L0 percent
of 30F aver the past four years, Acditional donor suppert is previded sutsice of the budgst, which includes
tinarcing tar the United Matiors Relizf and Worss Ag ency (WREWA) anc, retently, Gaza rezonstrecian, At
Lhe same tinmes, |:'i'.rr.lr Irnr1~.'|':_-:r':_, rr|.-1'-r||',- Frearm thes Palaslinian ':“il,_'kp(:lrﬂl. raris b e bt 10 pesrent ol GEP.

D inflows remain sroall, at anly 14 aercent af GOP ok average aver the past five years, <eflecting weak
ausiness confiderce and aigh country Fisk arid an uncertain paliteal cutlzak,

Financial linkages of the WEG with the ROW are limited, apart from a heavy presence of Jlordanian
banks. 17e WEG ases the Mew lsraeli Shecel as it currancy, which ties manetang condivans to those in
lerael. The banking system iz deminstad oy brarcaes of Jordenian banks. The largest lardanizn bank e the
WEC, Arely Bank, holds slmost one taird of tota deposits, provides one guarter of domestic cred's, and
accounts for almest 30 percen: of tots| banking assets. Capital markets, on the sther hancl are less
developod and net wwell intcaratad intermz danally, si:h stzck market capifalization at less than 25 percert at
GIEP, and nainlartank or goeenment kool marksts,

1 These numbers, howeves, incluce some teansit rade via lsree. Mote that the figure forexparts only reflects
axparts rom the West Bank. Expors from Gsza to Isreel resumed in 2005, ot amsuat woorby & pescent of Teir
are- 2007 levels, accarding to Word Bank estimates.
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Figure 1. West Bank and Gaza: Recent Economic Developments, 2007-15
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Figure 2. West Bank and Gaza: Fiscal Sector Indicatars, 1994-2015
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Figure 3. West Bank and Gaza: Financial Sector [ndicators, 2000-15
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Table 1. West Eank and Gaza: Selected Economic Indicators, 2012-20
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Table 2. West Bank and Gaza: Central Gowvernmeant Fiscal Operations, 2012-18
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Table 2. West Bank and Gaza: Central Government Fiscal Operations, 2012-18 (GFSM 2001)
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Table 4. West Bank and Gaza: Financial Seundnass Indicators, 2011-15
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Annex 1. Risk Assessment Matrix®
Potential Deviations from Baseline

Mature/Sources of
Main Thraate

Likelihood of
Realization in the

Neat Three Years

Expected Impact on Economy
If Risk is Fealized

Pulicy Recommendations
to Mitigata Rishs

Hamas and larael; a
surge in unrest in
Gaza and the West
Eank

of the corflict resures, the
hurranitarian ard eooramic
situatior in Gaza woud
deteriarnte futher, Bven if the
truea helds, demestic unast in
the YWest Bank feg. duetas
flare Lpnfvicknrein Gama
fcause of further ceiearaticn
ol Lre huranitarian situaticn;
calla lead toa g htening of
Isracd | restricticns. ard possioie
suspension of dearance rsvents
tansters. Sorre conors may

withe ran U preort

Stru churally weal Highflow/Short fo Low
E:;:::: ::: Pt fmrt & further slomdoas in growth, (1) Insaill corficense through
i i hoger unemployment, and strong domestic polices.
EmMerging sconomes 7
wargening in the fiscal posibion arichared in medium-tenm
The WEBS is sersithve to fizcal scljuztrent
@ slovadesen in lrael, Austedtly in | 02 I prose com peliiveness o
donor rountriss eoula afect the eronomy wa sraled un
wedil abilily of gid ‘or e PA inuestmenlic infraslocture,
and eduration o suppart
hurzn capital dews opment
Presaures onthe Meodiumy/Shart to Modicnm
rﬁ:i?:::m Phadiiimy: Taing The WD berks are hegualy L Izl mr.ﬁ-:,ten:e.thlaugh
deterlorating auposed to cho Péoand s strong di.'.l.'ﬂn:':l:l: Folices.
ok e ey wriohopees, Thare aie no diec: anchaoresd in meslium-tem
"‘glm 'Ena:ag-:n myg coal finprcal frecal .'!f.'_iuth'ra-'t
Pk ek, imaskets but the con: <lerables (23 Further strengthe the
argseca nt lordanian banks ha -'leing sl.‘pnvi::m'_,'
coule pose maor cha knges in frameyacd including
case of 4 crisis in the horre cross-borde sumerision
coLnty becauze of reuffioent ard cooperation wth the
coordinaticn in bank resolution Cortral Bank of Jardan:
aciosg borders, The restiiction e | (3) Broeden cate coverage of
can transfars h:.r WEG hanks t2 the real astata maroet arnd
Lerael iz ancther source of risk. () Cieveelan an esrly warming
mecdel and 2 cenfingarcy plan
Remum ption of High/Short ta Mediem to High
heostilitics betwesn Medium Term

In tre short ran, ezonomic
pelicies san ca liths o mitigats
those partou ar risks. At bost,
maintaining streng damestic
palicies could bsfill scre
element of oerfidence,
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Mature/Sources of
Main Threate

Likelihood of
Realizatlan in the
HNeut Three Years

Expected Impact on Economy
If Risk is Realizad

Policy Recommendations
to Mitigate Risks

Donor " fatigue™ and
reduced support
from Arab donors
chse #o Falling oil
prices

Moaliu my Mol

Fermr

High

Blrdget support from Arab
dones could desline due taa
reducticn it ail ored o cms

rceme faloving the shars
declirme in o | prices.

The suspensicn of peace talks, i
suslainges, sould weo ather
danors ta 1ecanzider their leng-
L wammrritmieel Lo suppor ling
the Pa, which could threaten
fiszal sustanability. Sudges
support ool ase decl ne dua to
d wersion of comm tments o
Gaza reconstodction,

(13 Inssill conficensze thraugh
strang domestic policss.
anchored in mesliun-tenm
lcal eddjusbrre

2 Peduce aig ;]-_-fxruJI:"r.:,'
ard sipanrt fiscal sustainabi iy
wia pra-gravith pol sies ang

(3 Cont rus raforms tn

in e goue ensrl
instititiors.

Risks to energy IMadliumy/Short Tart LouyTiadiium

rices, with increased - . - 2
:::::T;Ity due ta Trareasa in enengy prices if Phase ol foel subsidies and
i ainty about jeazsed Lo oorsuarrers wll lead Lo Al ot prazss-tarag b oaf erergy
the persistence of o deraad and growth prices to consumers, while
thea oil supphly shock Maintenance of subsidios, on the | strengthen tangeted social
and the ul:':h:rhri ataar ha nd, will furthar waaken transtars 10 suppart the poor
AevuieaFila P'E alisacty fregils fizcel positon,
dedine
Heightened risle of Mool my/ Moo High
fragmentation/state | Fevm
h:‘lam.-’:a:urig Seciel and poliiceluniestinthe | Ecoremic poices can do lite
dislocation i the nearty region could spil cver 1o ot itigele these pe rbouian
Middla Eact e W 25 anzl ".-::-I.eul.la":,- divert lsks &t bhes= imainmorn ng

donor monay ey fram tha

W3,

slieang demestic pol e es could
instill snma slarert of
cunfidence

" Thia Risk Aseensreet Wistric (RA W) showvs avents that zauld reateeislly alser the basalice path the scanarin mast lilsly
ta materialize in the vievw of IMF sffl. The relatve Thelfecd of risks listed is the staffs subjectie aszessmentof the
risks :llrn'.-unr]irg shia hazaline [“kw® b maans to indizataa pmhn.'.- I-l'_,,I bl 10 parcart, “madinm” a |'|rnh.1h Ii‘l'_,,I
bebwecen 10 and 30 2ercent and “Figh” @ prabability setveeen 30 and 50 percentl. The RAK reflects staff wiews o0 the
sonurze ol risss and overall s of conesim es of the time of discussions wilh Lhe authoribes Bosr-moue |y esclus e
Hsks rray interact and material ze jorth
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Annex II. Rapid Credit Growth in the West Bank and Gaza (WBG):
How Much Should We Worry?

In recent years, the WEG has experienced high private sector credit growth, despite slowing
economlc activity, Bark credit to the privats sectar has risen anndally oy an avarage of 22 percant
since 2009, almost dousle the rate aof nominal GOF growt aves the same peniod. Following

16 percent growth in 2014, credit bas cortinued oo aspard at 18 parcent year ouer yearin the
sec0ns guarter of 2415,

Growveth of Privata Credit and Nominal GOP Domestic Craditte the Privata Sactor
0 il |-_--n—'_.-_|'u=:'rr-.:|':'mr.]r-;_ 100 ‘In percent of G
% — | can e Uredit S g ek il
- by il GED ] - - ; -
B m R
HO |- =
17 s T
i -
a i
9 i ARG el e—arn
L - BARrnCrn m— s A
-4 J '
REEAMNABERAASBEESAE S fzEEgzEz223 s ds
mMe mMB O OoD e S S0oo oD o o T BT — - 5
SEEHA MR A R RN R RN F R e O IR S oS S o
Sncres Mebe -l sathzr e s 1007 omif cabomtbees

Sranor B=Eai Caoaalicers,

Part of this growrth reflects catching up, but rapid credit expansion is often accompanied by a
bulldup of macro-financial risks. 72 W35 credit exzansion started from a low base, even by
redqicnal standards, while 75 2004 credit-te-G0F ratic of 21 percent was siglthy higher than that of
Eoypt, it was more than 55 parcent lower than those inJordan, Lebaron, ard Moroooo, and below
the zverige leve| of courzies in the MEMM egion Hence, high privase credit g owsh conld reflect a
catchirg-up process 2ng the finzncizl deepering assodated with finzncizl Inclusion (Annex Box 1),
On the other and, it could indicate the emergance of a ciedit oeorm linged to oosar lending
standards, excessive leverane, and asset price bubb gs, with atteadant risks for macro-financial
stability Jaounnchas and Oestield, 2177

Statizica analysis of dala oo private cradil, however, is irconclosive on te extent o whic apid
credil growth has incresser risks.

+«  Analysis of credit gaps does not paint to existence of a boom. Credit zooms are generally
dafined 25 extracrdinary davialions Pgaps™in the actaal credit from 2 lorg term trend or from
zn ad hoc tireshald 2 Bodo ane Lowe [Z004) Srst documnented the properties of the cedit gap
35 2 useful early waming insicator for banking crises. Intiis case, the analysis of the zcraal

A3 & cautizneny note, the shart length anc hich volatility of the hiztorcal date for the WES make it difficult to
identify & cong wsive credit trend.
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credit—and its tranding pattern—dnes not poine to & proglem bezsuse bath the credit level znd
the crecis-ta-GOP rado in WaG are consistent with their trencs.’

Growrth of Credit Relative to Trend Credlt Relative to Cuble Trend
A ey pnill e ol WSS log Lranfurination o i sl ul LIS
A5
AL A0
i
L) — - —
1: s
5 a5
r 1
5 1%
H — byl Crecrt o Trend
i (1] %
R R B - R B R s e T o 'y SEaTTaQLSdc e
B EREDocEICBgiEesddl BERBECCEEZEZEEZE
S ARERARERRARERRRAR AAATARRRERRaRARRRER :
Saices Ml e dulberiliess ard 21 =0 caodalives, scaues Pl oy dulberilies, g 040 siallca okt

+* The WBG does not significantly display the patterns of rapid credit expansion and
contraction seen in a typical credit boom (see Dell’Ariccia and others, 2012). s a
midale-imcome ecoreny with ar urder-gevelsped finar<ial system, the WES kas seen 1ign
growth in the credic o QD= retio oy absoute stancards, bat this growth could not e gscessed
25 excaptionally stong or sbrupt?

Mewvertheless, econamic analysls of private credit points to rlsks that nead to be monitored,
Lack of statictcal evidence cocs not proclude the possiniity of a credit boam, as statistical anayeis
iz knowwr ta mniss credit booms associated with financial crizes (Mitra and others, 22710 In addition,
ever I the absance of a credit boom, thers are risks that nesd to e moritored. 7asse insluds High
ard ircreasing soncentratiors of sredic, and possibly the insufficient cazacity of bark suparvisoers 12
micrilor a rapidly expanding loan porifolio

* T measures of medis foredit level and credit o GOP ratiz) and meo tyoes of trends (the BP filter of log credit wth
a smoath ng asrameater set equal to 100 and the backws - loaking ralling cuaic trend, wiich incorparstes twa
irflection paints to allow fior financisl deepen ne snd reverse] have been considered ir this anelysiz.

? Ina recent paper. el Anccia and otiers (2012) avalyze 105 crad t baoms in a sampe of 200 countries oves tha
porioc 19602017 ard tird that §i) mast booms happen in midd e ircome countries anc under deoveloocd firancia
systems; (i the medien credit 1o GOP rato at the start of a Boom is 23 percent, anc il the medisr boom lssts
three yesrs, with the credit to COP retic growing st eocut 13 percent peryesr o about five imes its median growts
I nan- hoar years,
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Credit is concentrated in the West Bank and

in three aconomic sectors, Eiqhny-tour percent b s

C=r pea ot ot prvets cpadit

af private cradil is exlanded in the Wesl Bank A
ard only 1€ parcent in Gaea. Crecit s also J:': :L.:;'":LT
concentrated in construction, rade, and, = L
consuription. Leans b thise thres sactors =

azcourt for almost 70 percent of domastic crad's 4 3 ‘ ’

ard X marcent of S0F. The loan-to-ceposit i i !

(LTDY ratio inmcreases from 31 percent in 2008 1o 0 -l M B L.

e & PR H 3 £ TR W A 20 A Rk A
EE percent 'n 2014 irdicating that the ragicl s "

extension of lozns did nol alesys go band in

hznd with the growth in deposits, AT te same fime, privete credit bas not exceaded 20 percent of
total credic inoany sectar 3n ad hos concentration firesnald set by the PRA 8s indicative of
errerging vulnerabilzes

Sinananee Mulo s beniliesg A LR T Il e ubauls waes.

Of concemn is the rise of consumption loans, whick have ircreasad dramatically since 2008 ard
mez doozunt tor a quarter of demeste crecl't, o 7 percertat GOP. Marw of them are extended to
ermployess ol the P&, therauy adding Lo Lhe already high direcl exsosune of e sankdng saclor Lo
I P Thie trearelical Meralure linking the linancial sector Lo tha real econcimy makes a distinedon
hetween the rale of investment zno consumptionr cred'twith some evidence that the farmer s
assodiatad with cconomic growtl wille the affect of the latzar is more anbiquous 1Bacg and cthers,
20L2Y. Howesr, privata invastments in WEG ncreased frorm almost 16 cercentin 2008 to 19 percent
of 0P In 2074, sram ng to ewcluda the crowening out of srvate investrier: by consumption (ses
Junius, 2013,

Worries arise about whether the banking

sector has adequate capacity for managing Evolution of Banking Sector Capacity

[An y—o-w percent change

the rising wolume of credit. While tofal creqit 36
hza mone than doubled since 2209, barkirg ;_: Pl Y
sactor prowth 733 been uratle o keep the same ﬁ
pace. In particular, the number of employeas 1w
ard bank branches has incragses since 2007 by [:
e less Crae bank credit. A though incressed _13

brzrking persernal produclivily has been S b B A R

suppartes by the creation of the creait ragistry, s—Cmplryee eaduoart =Tl O,

d FFifvel i1 ks s 4 he e rer 1 - a1 a7 Uranches
Hndlerstafmi :g I_I ANKS 5 C.ll.,l d '_ L ._CIG a sourecs Matiznal aothoriics: and B staff calouktare.
cafequard against a doog in credit gual oy

Pl Fequlation M 50005 Acticle (10675
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The PMA has been waorking to addrass the risks,
but close monitoring needs to continue, The Capital Adequacy Ratio
FRA has implermented a mrge of slrong ap
macroprugentia policies, incuding countercyclical "
capital buffers, limits an real eskate exposure, 3N -
mchitaring of ‘oar wovalue and lazn to Theome
ratios. Currently, tha barking system is will

capitalizad =y intemadanal standards, MRS are L — ——rgpl e

below 2 percent, ard liguw ditg is kigh. Howsaver, [ [ ce—siiionn -
are lhas b Ay decline T capi g . = e e .-
there Fas besn a steasy daclime Tn capital adequacy g B BB OE = B o8 =
- t=] =1 - L - = 1 =

I adeiton, liguidily managarmen. by bamks i
constrzined by the akserce of 3 functioning
imerbans market, straimed politizal relations with Tarael, and 2 lack of access to capital marksts,
Fartharmore, sorfawiers am repartos to Fave Cure oy mismatches batwecn their loans and
incomes, particularly In mortgages. Thus, even 17 recent private credit groweth is 3 seflaction of

Saupkr Peagiene | bearmes Oatkck,

finarzizl deepering mtier thar 2 boom, contiruous vigilance is neederd o mon'tor haichteaed risks
ir che contaxt of 2 slowirg aosnomy
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Annex Box 1, Financial Inclusion in West Bank and Gaza®

Financial inclusion is accelerating in the WBG, but there iz a divergence between access o, and use of,

banlk credit. Financial incluzion is ¢ process af increas ng the officienow, depth, breadth, end roach of

acoaurt, have recuected a Ioan in the nast year, and make uze of dabit casd:s ar electranic paymentz. The
arfvate crecit-to-SODP retio, 3 standerd indicstor of financial inclusian, has grawn repidhye. Stillas of 2013,
vedile 59 percent of aduls hed kenk accounts, only L2 percent had credit azcounts: leesed 2n & Worle Bank
study, orly 11 percent of sdults bad 3 dekit card and & mesger 2 percent msde Luse ot slectranic pavments
The divergenoe batween access fa, and use of, bank cadit could be actribatad b religicos reasans,
acrarding ta the World Bank. among firms, 18 peecent had a line of crecit and 4 ascent used banks ta
finarce investrnents, on sar with Egypt, but below Lebancn and Jardan,

Fimars i Tni

isBam Indicatirs at the Tndividual Lavel Finshalal Inclimich lhdicatnrs on the Finm Leva 17

i po i o el i 2 el LR paa pant S i prcz ol Tied
b w
a a Ehewacrh s bank et
',Z |
- ap - Bt g bak o T
. L u ok e
I m
il
- H A 2]
2 H l.p._l.l.l.._-.l.l..l__ o i
"lw iz ke ogos T = T - AR w s 1 3 B
FEIEiIEEIfIIEEEE ] v T
RN by I E g2 k] :
a =
= £ & \,.D"Jff A
e b 0T S ot B Finscdriinehedon Sopeon, 3204 ans INF o slmilaiore
EETRIELATEH U TR LR T E TR E TR B TR L Ly B I T E T E TP Tt ar o o mata e TELSh A mee quarrien 2000 A 2001

ramrzucnnd s Bon ok Berks coka i il

The PMA has taken important steps toward enhancing financial inchusion. During the past docade, the
2hldy tas atroedd b reduse the aopulat oo e brace b, This ind calor cecressal Far 16,300 pacple per
ararnch in 2013 o TE0000n 2018, I 2008, it established & Crecit Bureau 103) and in 2020 launched & crecit
scafing systen irked to the credit registy, thersby sapporting the vise of bans credt to the private sactar.
_ater, 't expencec the CE toinclude g dataosse for SWEs and s Bounced Checks Systern The PMA hss alse
encowraged the use of ATM= and e banking services to lower the cost, and accelerate the execution of,
trar=actiors and reduce the wse af ash, In 2013, the PMA lunchad the second phese of the [ntermational
Garking Sccaunt Sysiem JEAN; and, mare ~scently, inalemantad the Naliona 2wiich Pagmesl Sylas, vital
tar e developrment of reta’l AT trarsactizns 1t alze crganized seveml banking awarcooss cam paians
aned at ehiittren ard :_f\clu”'. Tn A01E, the Frda |::¢-:3.-1r' f-:lrrr|u|.-1|ir:g e frat Matinal Finanetal Teclusior

stratedgy.

Further progress, however, would require overcoming a number of challenges, Clha lenges incluce
expandirg bankirg services to the large infarmsl sactar, improving compesition in the banking sactor, and
averearming barks” disce minatioe ageinst smal er castomers, Impraving competition can be sciievec
thraugh adoption ofinnavative techralogies, entencirg banks' business meadsels s that they reach oot te
nes clients, and strengthering the regulatory framesark. To this end, tae enzctrment o the Competition Law
and e Secured Trenzaction Law and the wilization of the 3sset registry would enhance credt provisicn,
sarticularky for SMEs, inclading by allowing coll steralizat cn of machines and squiprrert. This shauld be
camplemented oy effarts to strengther creditars’ Fights and gpeeding ua the procecures far callatessl
enforcerment.

LSource PRIA and worle Bank {20040
toee Werld Bank (2014).
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Annex IlI. Update of Debt Sustainability Analysis (DSA)

This DA updatas the D54 of Kay 2015, Since then staff assumed mora sanguine view on the pace
of fiscal consolidation 'n tha madiur-term ta reflect sortinuing dificultes of the PA to contain
curreat speading, incdudirg wages, A firandng gap was raised from LS percent of GDP an average
awer 201520010 sbout 3 percent, wiltile macreeccromic projections of growth, prices ans exchange
rale changed only marginally

The results of the DEA demonstrate that the risks 1o debt sustzinzhiliny have increzsed. Public debt
under e baseline sceraric s ona rising path through 2008, stabiizing anly at the end of te
projecter. period ® At 'ts peak, public ceotis projected to reack 44 percant, up almost 5 percentage
prints of GEA fram 2004 An ‘nterest rate shack cou'd add 5 percentage points of S0P to the deit
level at the end of the prejected perics, with pablic cebs sing 1o 30 pecert ot S0P In 2020, The
incregse oould be ever more dramalic, with pobiic debst rising woamost 80 percent of GEP or mare
ard public dest becorming ansustainsbla, 'n case of shacks to growlh, primary salance, or a
comhbined shock, A ore-time cordnoent liakilites shock equivalent to 10 percent of GOF (g 0., in
case of nen payment to utlities) would e evata the lovel of dabt immegiatzly by about ten
percantage points. A similar effectweuld oocur with a fall n doror 2id.

Public debt refers b2 deltof the BA, induding estirnated arrea-s
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Figure AY. West Bank and Gaza: Public Debt Sustalnabllity: Bound Tests 172/
(Fublic calit in percent of GDM
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Annex IV. Global Fiscal Adjustment: Some Lessons
for the West Bank and Gaza

In racant yenars, the IME hns recamimanded medium-term fizon! aaiusment in the YOG ta stam
accumliation of arrears, redlice old dependence, and enstire poblic debt sustainability. S0aif estingtes
Mat the required adisiment aimaunis to af least & percent of GDP. While significant. an odiustinent of
tiiz magnitide 15 not uncommarn. (TRhis qanex surmmarizes fessons for the WEG that could be drawn
Trorn fiscal aaiustment in QTner Feglons,

Fiscal adjustment, especially when large, is never an sasy choice for a government. Regardless
aof wazther the adjustmeart is sevanue- o expenditure-cased, tere are losers in society, 35 soms ara
hiaung o pay higher taxes while others see government subsid es decline and free services d minish,
Because of this, Tecal reforms are politically dificult, and of2en implemanted Tn dire econamic
circamstances. Typically, these ococur wen tha economy s ovarheating and irflation picks upor
wher debt sustainakility is compromizsed because of exceszive deficits or financing consrants.
Cespite 112 challenges, manry economically diverse fountries enjoyed success with lange fiscal
acjustrrents of maore than 5 percentage points of GOF over a span of two years?

In the WBG, significant fiscal consolidation is needed. It frczl sustainabiling is 27 fsk, it relies or
ficke zonor aid, and it has no rarket aocess. Res'dual fscal financing gaps hava tysicaly baan
finarced by accumiuation of arreass and koerowing From commercial banks. Staff grojects that
assurming urchanged doneraid and unchanges poicies, the WHGS couls face a financing gap of
about 4 carcent of SOF over the nest seveal vears, Mareover, there are signif cant downside risks
that coulg ircrease the projectad tinarcing cag by azout 2 percentage points ot GEP, including
fram demograchic Taetors suck 28 age pensions, which are rol fully accounted fors Inaddition,
public debs bas sigrifizantly ‘nerezsed, areas 1ave Zeen creeping up, ard debt sustainab’ling is at

risk Herce, a faca
of rewamears ard tha further ercsion of orivate secior confideroa

zoljustmert of 4 percent of S0F ar maore is needad to prevent the accumulztion

In the current political and econemic environment, the WBG will likely be more successful at
gradual, rather than front-loaded, adjustment. Some tront-loading, nowever, would be oensficizl
to avoid refery fatigue, & cormman pitfall, and to farestall the accarmalaton of arrears o the private
saclor. Intermaticral experience sugoests that Goth gradoal and ozfront adjustments could be
succasaful, and that political and demand conditions dictate the soeed of a0justment. A sy
electad qoveriment with a strong public rardate weoald mors likely resort 1o froat-loades
asjustment, singe gradual adjustments are mare Sifficult te sastain politiczlly. Forinstanca, in the
rgjor by of cazes (eight out of 17 cazes) of large fiscal adjustments stuzied by Tzibouriz and others
where the countriss faces firancing consaints ara had new palitical l=adership. adjustment
programs were front-oazces, In the WEG, howewer, wesk demard conditicns iv an economy

1 See forewermale, Tsibauns ard athess (200E) for caze stodies.

* The wintld Bank i currenthy conducn ng & shuey of the pension systerm in the WEG,
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suffering from pelitical uncerta’ nty and lerael restrictions, comb'nen witk lack of political uniny,
suggest a gracual approach m tiscal consel dation To sustain the cansalidation, howeser, giver the
sigrificart share of @ d n bodgal eancng, conbnuoos donor supporl will e ceguines. Sucoess will
aleo ritically depend on the supmort el [srael Tnoprov ding steady traefars of clearanoe revenue 2nd
removing restactions to 3l ow maore private sector activiny

Increasing revents will play an important role in the WBG's fiscal consolidation, The chaice
hemeeen revenug- and expendituqe-based fiscal cansolidation s typically cauntry szecific ®
Expanditura-basad consclidation is prefered in countrizs whers the size of the pulric sectaris
exressive. This has been the case nmary DECD ecancmies. Rewvenus-2zsed coansalidatizong have
been morg prevalent namargirg and deve oping econarmies wilh low revenue e GOP ralios,
Fewenue measares are also easier o implement compared o expenditure measures, espacially i
they are perceived as improvirg fairmess, and if taxoavers perceive an impravemsant in the quality of
pullic services Tne WEG has sigrificant potential to raise reverus by expanding tha tax base,
improving compliance, ard raising nontax revenue (see Jeport o the AHLC, May 2015, and ta
improwve Aimess by making the fax systam less regressive® Moreover, total experditure in the WHG

cless not Zpeesr excessive sompared to other countdas inthe Migdle Esstang Morth Atrica segion.

Governmient Revenue Excluding Grants; 2013 Pl Bxpaaditirs, 2014
By szl GO fin vt e SER
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At the same time, expenditure measures can be implemented mare quickly, and are
necessary to addrass short-run financing constraints. The WEGS and othar countries have
demcratrated that revenue messuares Sften requine MR e mants in @y administration that

lace trne Lo inplement, wila clarmping cown on ax eesemplions draws resistance rom vesled
imerests, This stymies reform, crompting expendtune cus—aften to investment—:o address
immediate fiscal concams. Forinstance, inall cases of large revanus-basad fiscal consalidat on
studied by Telbauris and athars (Brazil 1999 2003, Cota d'voire 1533 2007, Jareaica 1998 2000,
Migera 19000, fussia 190002, fambia 1489-404) some tyna of sxpanditiune measuras wara
implemeantad o suppart fiscal adustrment [m Erasi, in particu ar, the annual practioe was, b curtall

P The distincticn setween the bea bpes of conzolidations iz made for expositions) purposes; in practics, &
carbinatan of the bwa bpes of rreasures is uzed.

© mae el ard athers (2005) for a discussion of Fair tasation n WIRS.
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expenritura durng the first part of the year, until ravenue prrformance was ascertainerl. It is
inpa rtant, however, to avoid across-the-board cuts in orger to ersure santinuaus deliveny of publiz

samvicas al scceplable levels ano thereby ensure public suppoe ! Tor ralorms

In the WEBG, the expenditure affort should focus on rationalizing the wage bill and transfers
while strengthening the soclal safety net. Expenditure measures that are undertaken shodld e
growtl fiaadly - Altheugh e the short un expenditure consolidatior may lower aggregate darmand
ard thareby nagatively affect growek, in the langer tarm this affect dissipates if the cortractionany
impact ot lovesr public spersing is nritigated by 2n exsansicnany private sector response. This
FESRCnEE IE more sronounces when cuts attect wages and transfers, amd productive cublic

imves el sparding is preserved or geen inoregses (6 there Ts Nscal space)’ Moreover, culling
wages and transfers delivers sustzinanle nonreversible azjustment, ualike soms low-mualing
measures which have anly 3 tansitory effect” For instznze, in all cases of [arge fiscal consolidation in
Telhauss and athers, a combiraticn of measures (o Contain wages, untargetad subsidies, o
ewcassive social transfers was aspled. Insome cases, puslic investment were also reduced or
rearierter towards soca’ sactors, such as kezlth ans education (Cote d'laire and South Africal In
the WEE, the level of publc imeestmeant seending 15 senzll, campared B2 otier MEMA Sounthss, while

expendilura onwanes is the Wighestin the regian

Capinal Expendinire, 2014 Wage Exprandin
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Fartharmore, 3 recant study by tha Wiadd Bank found that public sector wages in the WEG are
sigrificartly hinher than orivate sectar wages, ana that the gap hetweer puzliz and arvate sector
wagas has besn inoreasing over tims, Furting comipetitiveness

* Sop. tor example, IMF (20150 and Kumar and others 20073

b Etaff finds that fiscal multipiers for publ < mvestiment speading are nigher than those for wages anc transfers
fzee Ceniscla and athers, 2015)

X :xHI'ﬂF:IH'- l:1|. ||::||.'-'\e'.r 'I:IJH:“y Foesdtsure s g I.ldH ci:—f:errﬂl -::f |ii'|}'| nenls, M'.I"I1:_|.‘\( L1 Bttt - o R | I:JFIE-'H'.::TI.\ 1F I‘I it
mainenance, sudden cuts in poblic investment, etc. These measures would uldimately lesd ta arrears, stal led projects.
arlawer larg-termn rvastment and geawth

Y mee Causes sebind the Palestnian Luthoriby's Lasge Wage Bill gnd the Baad ta s .‘iu.*'.1a|r'|a|::-||ll:,-" I:rI::II'I‘II:xJII"IiI"Iﬂ
Wharkd Gang)
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Wages in the West Bank Wages in Gaza
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There iz alsa roam e reduce untergetes subsidies on fusl which amsunted to about 1 goencent ot
GOP iR 2014, and ta limit increases ie age related spending (for instance, by ra'sing the redrement
anel?

Fiscal reforms should be accompanied by wider structural reforms. To chsure sustirabiling,
waga reslrarl shoold be accompaniaed iy brosder civl sarvics ralorms thal raise produclivily and
lirk remuneration to pedormance In Nigeria, wage increases without supporting ol sevics meform
lea taa reversal of fiscal consslidz Jon achieved over 19902000 in tollow-up years. Litde prograss
art gl weevics relorm way also among reasons Tora similas reversal of refoms lrom T8H9-04 in
Fambia As notes abave, 10 alsa impardant o prompe 2 strong, pesilive privale seclor responsg (o
fiscal comsalidaton in arder to ensure success. This could Le achieved not only by improving the
fairnces of the tow systom 2rd ivvestng o infrastruciure, but a'se by crbandng the business

climala Ihracah improvernents L e ragulzlang and iesiicOonal nfresiroclure. Promesling a
ausipess-friendhly ervironment shauld be part ot 3 complementany structural retorm strategy.
Countties, thzt undarwent large fiscal adivstments, had 1o Zackie labor (Canaca, Finland, Mew

mins [Brasl,

Lealand, Soulh Alrca) and prodect (Mew Zealand, Zarioia) mankeal foidilies, rade rest
Zzmbial, distarions in the energy sectar [Russial, privitzaticn of state-awn enterprises (Russia,
Brazly. iretficient tax system [3razil, Cote a'Tvairel.

Successtul implementation of a fiscal consolidation strategy is associated with seund PFM.
Szrong budget institutions are reeded o understand the scale and scope of fiscal issues This entalls
elfarls Lo impreves e gualily of Teeal reperling, To buoild capacily Fae mediom lerr projoeclors, and
Ir e e The anabsis of long-Larm ssoes (a2 dnoaging popualion. Feeal consolidalion
requires the cevelzpment of 3 medium-Erm fiscal framewiads that car pravide quidance tor annuzl
budyget allocalicns based on bamsparent Gace] objectives sechas the redoction of the deficl o
ensurrg deb sustaimabilily, mpeovernents in bedoel plannirg anmd execulion, combineed with

# Sur Muatahie: ©oaeeriitoims Feiews e Sies Wil Meoni sond G {Rtbe v g, ol k),
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tramsparency in the use of public resauraes, can zoost rastin the goveriment and make reform—
aspacially 1F ' Invalves ar increass in effectiva tax lavels—mare zccastabla 1o the public. Experanss
lrom olhar counlries showes thal the establishunent of @ strong mace Dscal anilembedded In the
rinistry of finanoe can ba zn allective way of lackling the aflorementiorad challerges. In Tsibooris
ard othews, in sixcut of 13 study cases lzrge fiscal consalidations wers zcoompanizd oy a transition
to resium tomn Buages framewencs supplemented in 2ome cases by stangthenes lagal
framawicre for developing, implemanting and monitaring anndal budgats, and iirproved
expenditura planring, accounting and reporting, and oversight.

Timing of reform matters. A supportive exte mal 2pvircrment ofter prasents a good oooormunity
Lo launch raforms. For example, in Rosgia o the lale 19905, vorable ol price developroents
contrizuted 1o better revenue reform cutmomes and mit gated negative effacts of exscanditure
consolidation an growen, e the WEG now, strang expart demand Som trad ng zartasrs Jsrael ard
thi EL for the WEE) and declning oil prices should Relp miticate the negative effects on outzot of
fiscal conrraction; low fuel prices saould also felp oil imzorters, such as the WHG, ta lower fua
subsidies with minimal impac: on consumers. A7 the same time, 2 cha lenging domestic envircnment
should, im and of el push refizrms faramaccl Ia the WEE, the detrimental effect of pobilic sactor
artears on the accnomy, snd the Tmpactof the angoing fscal crisis on the goalily of poblic
imfrastiuclure ard services, should Be sufNicienl we motvale Asesl relorme,

A fiscal consolidatlon strategy needs to Include a publlc eommunlcation stratedqy. Successiul
implementation of fiscal reforms raguires public supoort, Sovernments sucessfln at implementing
fiscal consnlidation desian anr implement a puslic cormmunication strategy o educaa the broader
pullic akcut the concluct of the refoans and theis gozls. Messages smpaasize how efoams are
asvancing squity by creating fiscal space for well-targetad social spendirg ard growth-enhancing
inTrastuclura, snd leveling the playing Neld for businessas, Aderuale allenbon is also given o
safequarding sogial safety nets anc improving the'r targeticg, A review af sulzsicly reform
experences by the Fund, farexample, found that tie lkelihood of success slmost tfipled with strong
public suzpart and preactive public cemmrunicaticrs ™

External partners can play a key role in bringing about fiscal refoarm. Bilateral donors ann
imErmatieral organ zaticrs—insiuding the M F—can serve as advisors ard honsst brogers 1o exclair
L pros ang cone of reforms Lo the poblic, sdd credizility, and provide techinical agsistanoe o
faciigle cesign ard implarenalion. Malably, inonine cul of 13 cases of lage Nscal censolidatier in
Tslbaurs ane athers, the countries have active programs with the 1MMF

W fg IPAT (20110
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Annex V. West Bank and Gaza—Technical Assistance by the IMF
to the Palestinian Authority, 2011-15

Thiz TA sapaort hes been in the areas of auklic finarcial mansgerert, revenue acministretian, banking

super i, and natinal accoants, There was alwa suppart Bt recently sstaalshed macea-Tscal unil within
the Mal. The priorities over the rmedivem tarm remain ar pualic financlal managemeant, revenue adminisration,
and banking sLpesdsicn. Thare is need far intermittent review and asssarce to anhance tha statistica
capacity espacialby in GFEM 2001, exten-al sector, and naticnal sccounts expenditurss side [t is exoected that
FAD and MIM will cortirue in providicg TA, deasndent on the avtharities’ commitrnent snd anog ress,
supported by METAZ,

Mission Date Mission Date of TA Repart

Fiscal Sector Since 2007, numenous refamm campanens of 3 madem public finsncial management system
Fawve besn put ir place anc steadi'y upgraded. Significant progress in PFM was mace in drefing legs!
frarmewearks, adopting Single Treasury Azcount (5TA), estallizhing debt rmaragement snc 2ash plarning Linits,
macemization of budgst dassfication and Chart aof Accounts, develapirg comauterizes financial
ranzgerrert information sestern WS, streng thesiag accounting 2nd regoibing, activating intermal avdil
CERpATIMENTE in miristries, ectablishng an indepencert seernal audit agercoy, and estaolizhing a macro-fiscal
wnit. A rredium-larm plan ol sefoons Fad been agreed aparin 3011 and furtbe updated in 2002 Cosertly,
the key chjective is 1o conzolidate the Trstituticnzlization of pragress already rrace. burtaer to consolidaticn,
approval of ‘egislathee and regulstony frameworks, review of implementation of commitment contral sndd 5TA,
cazh plenring, ereesrs recarding and fammulation of stretegiss for mirimizing arresrs, ard comaliance with
GFEN 2001 standards need to be adoressed, Since 2010, the TA eftor:s expanded inte mabilizng revenues

porr ol ancs ay n'-::dl,ﬂr'ﬁ{ir'g e i nistratior, & reedioen-terrn wiorl: prograrm, re carmrrie ke I:::,- iy will
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and the LTU, under & newly sppointed directar. has aegun move etfective work. In the medium term, FAD TA
priaritizs vl remsir the imapravernent of puklic finarcial managerrert ané maderizstion of ~evenue
aclministmtion.

Mar. 159-30, 2017 Palestinfan autharly Inlsgrated Tax Adrminisiralion Syban War, 7011
Il 3=7, 7011 e [ A F'||-|::-:|r::|'-::||': and :'rl::-l_gz w101 s Tt e ticars | .
niLid

Sea. 14-27. 2011 Taw Audlits Procedures Ot 2011

Sen, 28-0ct 30, 2001 | Imaroying Comgliarce with Income Tsx Dec. 2ol

Dec. 1-12, 2021 Muallz Fnancial Maragenent Frogress Review Jam 2012
ok, 1-14, 2012 Tax Adminisiratian il

Bor, 1522, 2012 Tax Fowerucs Cloaranze Procoduses May 2022
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lun 1324, 2013 Imaraying Incame Tax and Tax Incentives Propase Jul, 2012
Tax Folicy TT0

lan. 72-31,2013 Sualis Frarcial Maragemen! Progress Resiew Jan 201

Jun 2E—Jul. & 313 LSuppementary Tacknical Review: Investment Tax [ncentives Jul, 2013
and Tax Expendiire Costs
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Mar. 8-1%, 2015 Campliznce KModeling in LT and Tax Deparmments ar 2015

Bug 16-27, 2015 Feven e Adminisration LA

Bag. 2328, 2015 “iark Program for Macro Fiscal Advisor LA

Maonetary and Financial Systems: The TA efforts bave Been to support the Falestine Manstary Autharity

(PR AL IN beczming 8 compatent manetary sutqority to operate a high qualite reserves manggerert system,
fa ':||:1|1r'.'i.'ve-e rir'd rH_;Ii ke I::n}l'1lt'1'. lo I:_;Hir' r:a||:1|::il:,' 'r' i"1|f(1|:jl|l::ir'|:j :_|-::'\.':1r'1|m~'1l S8 .Jrilll“.‘-.. :1r|d b prre=onAre- '-:1r
exertual intracuction af an irdependenst currency for the WESWESG eranoimy wher eondifians are right. Tha
PrIA estaolished 3 credit ragistry, instituted peciodic stress testing of baaks, ntroduced a depzsit insurance
scheme. and prepered plans for contingency crisss mansgement. The FMA has developed substartiel capecity

as ¢ certral kank tovea d the possibility of issuance of & national currency.

Dec. 3-8 2011 Support o the Pelestire Monetary Athan vy Cradit Registry Dec. 2021
e, 8=15%, 2077 Snbiarizioug the Capacities al (be Pales ! ne Manebary aothaorily War, 217
and Qotizne far the lsuarce of MNew Currercp ard the
‘onetacy Malicy Regime *
lzn. 15-26, 2012 Jeveloping @ Governmant Securities Marke: 1A,
Fek. 59,2012 Fezeree Management Pzlicy and Investment Guidelines * Apr. 2012
Mer. 25—-~ar 3, 2012 Jisk Bssec Banking Superyision * Apr. 2012
el 9-18. 207 analerranting Kisk-Based Supervisian Ot 2017
Ol 31N, 15, 70017 5Ir¢-||5_;|h¢-||ir1:_:| T Slipas Tas 'rlg Framewonk, Commoelicale amd Mo, 02
Croes dovder Supervisian and Contingsroy Crigis Managemsant
Framewark
Dec. 12, 2022 Jeeloping the Governmeant Securiti=s Market e, 2022
Jen, L3-17, 2013 Reserve Managerment Policy and Investment Guidelines Jan 2012
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far, 31=gar, 11, 2023 | Follow up an Risk Bassd Superision Manual il
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len, 18-29, 2015 “eallows up o Bisk Bassd Superyision Mancal .,
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Ltatistics: The Ta efforts have beer 1o implement and slign existing statstics| compilation snd d'sseminatan
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Bl 201 2, Furiner work is nesdesd e I||1'|F:-||:--\.-ir||:_;| clara marsistem ¥ i ESE. |:Hu-:-|::|:i|||;_; am nlesr=iestifotiooal
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ecanamic tends snd risks. In gereral, the transparency snd timeliness of the data produced by the Pelestinian
Certra Bureau of Statistics, Miristry of Finance, and the FRA compare favorably with countries that maintain
coad daa managerment and cissem’ natiz n stancards.

it LE-27, 2011 Reoor on the 3DDS Assessrment Mizsizn ot 20013
Mo, FF=De=c. 1, 70111 Aalare ol Payrments Slalslics - 1F LA,
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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
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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
SAACSB 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.?® 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.® There is now an anti-
corruption law and a fairly new Anti-Corruption agency. These two developments will need some

29 http://www.transparency.org/country/#PSE
30 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 semi-
annual reports for 2015 are published on Bank of Palestine’s website®".

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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