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I. EXECUTIVE SUMMARY

Relative to the already difficult situation when the AHLC met in September 2012, the
economy and public finances of West Bank and Gaza (WBG) have deteriorated fiirther.

The econony is hobbled Dy persistent restrictions and increasing political uncertainty. The
liquidity crisis has deepened, with large increases in arrears and domestic debt, affecting
core government operations. Urgent actions are needed—1by the Palestinian Authority (PA),
by the Government of Israel, and by donors—io stabilize the fiscal position and rekindle
economic growth over tine.

The WBG finds itself in a far more precarious situation than six months ago:

Economic activity has slowed and unemployment has increased to almost a quarter of
the labor force at end-2012. with youth unemployvment particularly high.

The liquidity crisiz has deepened and the public finances are on an unsustamable path.
Domestic sources of timancing are drying up, with both the bank and non-bank private
sector increasingly reluctant to finance the government. With transfer of clearance
revenues held up repeatedly and donor aid insutficient to cover the tfiscal deficits,
wage payments have been repeatedly delayed and arrears contmue to increase, with
adverse effects on institution building and social stability. It left unchecked, these
trends will ultimately lead some to question the legitimacy of the PA and undermine
1ts ability to govern effectively.

Israeli restiictions on movement and access are virtually unchanged and continue to
hamper growth prospects in the WBG.

Political uncertainty has mereased. The military confrontation between Hamas and
Izrael last November, continued settlement expansion, and recent outbreaks of unrest
in the West Bank underline the common view that prospects for peace remain dim. In
addition, unrest in the region deepens the sense of gloom.

The WBG economy weakened in 2012, with a slowdown in growth and a rise in
unemployment. Real GDP growth has declined trom an annual average of about 11 percent
in 2010-11 to 6 percent in 2012 (January—September) reflecting shorttalls in aid, lack of
easing of restrictions on movement and access, and mcreasged political uncertainty. Moreover,
the fragile regional economic and political environment continued to further dampen the
WBG's export and foreign imnvestment prosgpects.

The economic outlook is for a further weakening of growth and risks are tilted to the
downside. Real GDP growth in the WBG 15 projected to decline to 5 percent in 2013, far
below recent growth rates, with a continuing downward trend in subgequent vears.
Underlying this outlook 1 the economic impact ot virtually unchanged controls on
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internal movement in the West Bank, the persistence of obstacles to export and import in

the West Bank and the virtual closure of Gaza, and, to a lesszer extent, fizcal retrenchinent.
While the WBG’s global economic linkages are limited by the Israel trade restrictions, the
regional downtuin and rige in political turmoil turther dampens the economic outlook.
Absent a revival of the peace process, rigks are mostly on the downside, given that persistent
restrictions in the WBG and shortfalls 1n aid could lead to a taster deterioration in the
macroeconomic environment, resulting in wider fiscal deficits and arrears accumulation. The
withholding of Israeli revenue transfers and lower-than-expected donor aid are additional
rigks, with sumilar consequences for growth and the tiscal position.

ThePA’sfiscal situation isincreasingly precarious, with mounting domestic pavment
arrears, including on public sector wages, and rising domestic bank debt. In 2012,
substantial and shortfalls and worse-than expected revenue and expenditure outturns led to
large arrears accumulation (nearly 6 percent of GDP) to the private sector, the public
pension fund, and wages, with bank loans to the PA rising to $1.4 billion. The liquidity crisis
has started to affect govermment operations, threatening some of the institutional
improvements made in recent years (especially 1n the area of public financial management)
and eroding public confidence in the PA. For 2013, the dratt budget (which will be finalized
by end-March) targets a recurrent deficit of $1.3 billion (on commitment basis), which,
combined with expected donor financing of $1 billion and payment of wage arrears, implies
a tmancing gap of $0.4 billion. The financing gap could be even higher if aid falls short or 1f
Israel requires repayment of clearance revenue advances provided m 2012.

Efforts by the PA to rein in the deficit should be accompanied by increased donor
assistance and enhanced economic cooperation with Israel. With WBG’s private sector
wealk, a sharp public sector retrenchment to cover the financing gap would further weaken
the economy and raize already-ligh social tensions. That said, domestic financing constraints
are becoming biding and there is a high 11sk that the hoped for additional donor assistance
will not materialize, given fiscal problems in the donor countries and competing demands for
aid. Ag a result, additional fizcal adjustment (over and above the draft budget) by the PA 1
necessary.

With revenues largely outside the PA's direct control, the fiscal adjustment should
focus on the expenditure side, with additional contingency measures in case fiscal risks
materialize. Statf recommends a cap on expenditure commitments to accommodate the
tighter financing constraint, including in the 2013 budget through treezes mm wages and
promotions, compression of operational spending, rationalization of allowances,
postponement of non-essential development projects, while making room tfor expanding
coverage of the cash transfer program to protect poor and vulnerable households. On the
revenue side, the budget should increase selected fees to strengthen cost recovery. The
financing gap would be commensurately higher (and perhaps reach $0.7 billion) if certain
rizks were to matenialize, including a shortfall in donor support for projects—as has
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happened in past vears—or 1f the Government of Israel requires repayiment of revenue
advances and electricity debts that it claims are outstanding. These rigks should be mitigated
by devising a contingency plan containing turther measures to avoid across-the-board
expenditure compression. Separately, the Palestine Monetary Authority (PMA) needs to
carefully monitor and guard against financial stability risks that could arize from the banks’
increasmg exposure to the PA at a tune of weakenng public finances.

Concerted actions by the PA, Israel, and the international community are urgently
needed to address WWBG' s daunting challenges. First, 1t 18 important to promptly
implement the understandings reached in mid-2012 between Israel and the PA on measures
to enhance the collection of clearance revenue and ensure its timely transter to the PA, given
that such revenue represents the bulk ot the PA’s revenue. Second, a broadening of
cooperation to mclude an easing of Israeli restrictions on external trade and movement of
goods and people in the WBG 1s essential to expand private sector growth and employment,
and substantially reduce reliance on ard. Third, 1t 18 critical for the international community
to re-engage more fully in supporting the WBG’s development, in particular by providing a
framework for economic cooperation between Palestinians and Israelig. In the short run, it 1=
especially important that the PA’s efforts at containing fiscal spending be complemented by
the prompt disbursement of additional donor aid to avoid an excessive tizcal tightening, a
turther buildup of arrears and debt to commercial banks, and spending cuts that would trigger
more soctal unrest.

Beyond immediate crisis management, structural reforms are vital to put the WBG on a
higher and sustainable growth path. This will require an easing of the Izsraeli restrictions,
improvements in the business climate, and reform of the PA’s civil service, pension systems,
and healthcare system.
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II. RECENT EcoNoMIC DEVELOPMENTS

L. TheWBG'seconomy continues to face serious risks, with a sharp slowdown in
growth and a rise in unemployment. The WBG’s overall real GDP growth has

declined from an annual average of about 11 percent in 2010-11 to 6 percent in 2012
(January—September).*

The West Bank’s real GDP growth has declined from an annual average of

9%z percentin 2010—11 to 5% percent in January—September 2012, reflecting
shortfalls 1n aid, limited easing of restrictions on movement and access? and increased
political uncertainty. These factors, and a slowdown 1n mortgage lending, had a
particularly negative impact on the construction sector, which was the main driver

of growth 1n 2011, but sapped growth in 2012.

(GGaza, which accounts for about 30 percent of the WBG’s total GDP, enjoyed rapid
real GDP growth in 2010-11 (nearly 15 percent), driven by relaxation of Israeli
restrictions on imports of consumer goods and on inputs for selected construction
projects. More recently, however, growth has slowed substantially, to about

7Y% percent in January—September 2012. The slowdown reflects the absence of
turther relaxation of restrictions since mid-2010 and interruptions in the tunnel trade
with Egypt as a result of deteriorating security conditions m the Sinar. Thig, 1n turn,
hurts growth in the construction sector, although this sector remains the predominant
source of growth in Gaza. Agriculture suffered from more frequent power outages
and unfavorable weather conditions. While data are not available, the military
controntation 1n November 2012 1g bound to have inlubited economic activity i the
fourth quarter, despite some easing of import controls on building matenals into Gaza
tollowing the truce.

? The Palestinian Central Bureau of Statistics (PCBS) has published revised real GDP data from 2010. The
revigion was the result of the introduction of separate deflators for West Bank and Gaza and review and
improvement of price data used for deflating national accounts data in the context WBG’s subscription to

the IMF’s Standard Data Dissemination Standard (SDDS). As a result, real GDP growth in 2010 and 2011 in
West Bank was revised upward and in Gaza downward. For the WBG as a whole, annual real GDP growth was
reviged from 9.8 to 9.3 percent in 2010 and from 9.9 percent to 12.2 percent in 2011. Revigiong for 2012 were
gmall

3 According to the UN Office for the Coordination of Humanitarian Affairs (OCHA), the number of obstacles
on movement within the West Bank declined from 626 at end-2009 to 500 at end-August 2010, but increased to
523 at end-2011 and 542 by end-September 2012. For details on the obstacles and non-trade bairriers to the
access of goods from the West Bank to Israel, see the World Bank’s report “An Analysis of the Economic
Restrictions Confronting the West Bank and Gaza”, published on www.worldbank ore.
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Reflecting the decline in growth, the WBG unemployvment rate rose to

23 percent in the fourth quarter of 2012, from 21 percent in the same period the vear

before.

In the West Bank, unemploviment increased to 18 percent in the fourth quarter of
2012, from 17 percent in 2010 and 2011. Youth unemployment in the West Bank
in the fourth quarter of 2012 mcreased to 28 percent from 26 percent in 2006—11.
Persistently high unemployment 1s the result of slow employment growth in the
labor-intensive tradable sectors such as manufacturing owing to the loss of market
share and reduced access to imported mputs, exports, and investment in the fertile
Jordan valley and other parts of area C*

In Gaza, the sharp decline in growth in 2012 pushed unemployment to 32 percent in
the fourth quarter ot 2012, from 30 percent in the same period the yvear before.
Youth unemployment also mcreased from 47 percent m the fourth quaiter of 2011
to 49 percent in the same period in 2012. Tight restrictions on mobility of labor into
Israel, where before 2000 about one 1n eight Gazans found employment, remain an
important impediment to lower unemployment.

Figure 1. Growth and Unemployment
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Sources: Palestinian Central Bureau of Statigtics; and IMF staff estimates.

3.

Inflation in WBG remains low at less than 2 percent. In the West Bank, intlation

was 2.7 percent at end-December 2012, although it reached 6 percent in September—October
reflecting lugher prices for food and petroleun products. Prices of petrolenm products rose
between 11 percent (for kerosene and diesel) and 15 percent (for regular gasoline) in
September compared to the same period in 2011, before edging lower, reflecting price

*In 2012, Israel increased the number of work permits for Palestinians. The number of Palestinians from the
West Bank working i Israel and settlements increased from 83.250 m 2011 to 86,700 m 2012.
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developments in Israel from which the PA mmports petroleum products. Annual mflation in
Gaza wag subdued at less than 1 percent i 2012, despite interruptions of supply of imported
goods during the military confrontation in November.

4. Commercial banks are profitable, well capitalized, and liquid, but the continued
rise in lending to the PA poses a risk for the stability of the financial system.

Exposure to global markets continues to be limited, with conservative lending
practices by banks and well-functioning banking supervision by the PMA ° Private
sector credit growth in the West Bank declined trom 17 percent in 2011 to 10 percent
1n 2012, reflecting worsened economic conditions, while in Gaza credit growth
slowed marginally from 47 to 44 percent. The share of non-performing loans in total
loans remains low, at 3.3 percent at end-December 2012 (Table 6). However, bank
exposure to the PA has been increasing, and there is a nisk that the PA will be unable
to quickly reduce its arrears to private gector suppliers, which in turn could
undermine the ability of these suppliers to settle thewr bank debts, leading to a rise

i banks’ non-pertorming loans.

Private deposits m the West Bank grew by 8 percentin 2012, reflecting private
immcome growth and continued expansion of bank branches. In Gaza, deposits
mcreazed by 1 percent in 2012, after having decreased in 2010-11 owing to large
cash withdrawals to satisfy pent up demand after the relaxation of import restrictions.

The PA’s debt to commercial banks roge to $1.4 billion at end-2012, equivalent to
112 percent of banks’ equity. One implication of the PA’s liquidity difficulties has
been temporary delinquencies by public sector employees on loan repayments,
following delays in the payment of their wages. Loan repayments resumed with the
resumption of wage payments. However, the risk of wage payment delays has
contributed to a rise in demand by PA employees for bank loans. Bank credit to PA
emplovees increased from $0.3 billion at end-2010 to $0.7 ballion at end-2012.

5 . . . . . . .. -~ .
The Palestme Monetary Authority hag maintained prudential regulation and supervizion of commercial banks
in Gaza after the PA lost control over government mstitutions i 2007.
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Figure 2. The Banking Sector
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Source: Palestine Monetary Authority.

The authorities continue to take steps to strengthen financial system stability

and infrastructure.

Stress tests. The PMA’s stress tests suggest that the WBG's banking system 1s
resilient, although the combination of high government indebtedness and
detertorating fiscal position poses a rizk for zome (systemic) banks (Box 1). The
PMA'’s quarterly stress testing involves sensitivity tests and macro stress testing. The
risks asgessed include the direct and indirect exposure ot the banking system to the
government, and credit and concentration risks. The PMA also requires banks to
conduct semi-annual stress tests with scenarios tailored to their specitic conditions.
The tindings of theze exercises have been applied to develop policies to strengthen
the resilience of the banks to shocks, including a disaster recovery plan and
recommendations to strengthen the capital base, diversification of credit and foreign
mvestment portfolios, and for banks to conduct analysis and stress test shocks to
strengthen their financial positions.

Deposit insurance. A deposit insurance scheme to replace the implicit blanket
guarantee and boost contidence in the banking system iz awaiting presidential
approval. The scheme, which iz mostly financed by the commercial banks, 1s likely
to be fully funded in seven to ten vears.

PMA. The authorities are working on a new central bank law that will strengthen the
legal framework governing the PMA’s operations.

Payments system. An important step has been taken towards establishing a modern
pavinents system in the PA. A decree law passed in December 2012 granted the PMA
the power to launch a national system for clearing and setthng payments. The new
system gives the central bank scope to mtroduce a centralized system for settlement
of financial transactions and automated clearing, which should reduce settlement 1isk.
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Box 1. Stress Tests of the Banking Sector

Since January 2011, the PMA hasbeen conducting stresstestsfar the WBG' sbanking sector
and individual banks. These quarterly stress tests consist of an assessment of the impact of credit,
liquidity, market, and operation shocks on banks’ financial position, capital adequacy, and liquidity.
Given the high and increasing exposure of banks to the PA and its emplovees, the tests incorporate
the effects of delayed repayments of loans by the government and delinquencies on PA employee
loans.

The stress tests conducted in December 2012 did not deviate significantly from previous tests
and indicatethat the WBG's banking sydem isredlient to a broad range of shocks. The
banking system is currently well capitalized, with the Tier 1 capital as a ratio of risk weighted
assets at about 22 percent at end-December 2012. Of the nine scenarios, only two extreme
scenarios highlight elevated risks. In Scenario 6 Tier 1 ratio fell close to the required minimum
level of 8, but did not breach it. This scenario reflects an extreme “economic shock™ assuming that
30 percent of private sector loans become delinquent, fair value of shares falls by 25 percent, and
20 percent of total deposits are withdrawn within one month. In Scenario 3 of extreme “political
shock™, the Tier 1 ratio comes also close to the minumum level. This scenario tests banking system
exposure to the PA assuming a 40 percent delinquency rate on loans to the PA, 50 percent
delinquency rate of loans to PA employees, a loss of 20 percent in the fair value of domestic
mvestments, and a 20 percent withdrawal of deposits. The PMA is considering adding stress tests
that capture the potential impact of the PA’s large payment arrears to the private sector.

Shocks Impact of Stress Tests on T1 Ratio at end-Dec 2012
24 Baseline (In percent)

- 20 to 40 percent of goverrmment loans suffer delayed payine nds 20 TR
- 25 to 50 percent of P& emplowee s loans becorme delinguent ; L—-—-—-_.__é
- 10 to 30 percent of private sector loans {excluding PA emplosees 18 Required

loans) become delinguent 12
- 51025 percent decline of fair value of irve straents g
- 5 10 20 percent of deposits withdrawn within one month 4
- 1 to 5 largest borrowe s be comme de lingue nt ok
- 1 to 5 largest depositors withdraw deposits Seend1 Seen2 Seend Seend ScenS Scenf Scen? Seen® Scend

Political shocks Economic shocks Concentration

The stress-testing framework could be further improved. A recent IMF technical assistance
mission that reviewed the PMA’s stress testing framework recommends to (i) expand the range of
risks routinely assessed to include interest rate, interbank contagion, cross border and foreign
exchange risks, (i) improve the calibration of risks to test larger shocks and tail risks, (iii) undertake
a mapping of how risks transmit from the macro to the financial system, and (iv) broaden the
techniques of analysis to include an Early Warning System.
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ITII. Fiscar Poricy v 2012-13
A. Fiscal Developments in 2012

0. In 2012, substantial aid shortfalls, along with worse-than-expected revenue and
recurrent expenditure outturns, led to large arrears accumulation.

Total net revenues (after tax refunds) were about 6 percent lower than budgeted due to:

Slower than-expected implementation of tax admimstration reforms (Box 2). In
September, the PA mcreased VAT from 14.5 to 15.5 percent in line with
increased VAT rates in Israel, but this was rolled back to 15 percent on
October 1.

Delays in the implementation of the Fayyad-Steinitz understanding reached in
mid-2012 to enhance clearance revenue collection. Degpite thiz delay,
clearance revenues mcreased by 10 percent compared to 2011. This was
partly due to progress in collecting VAT invoiced in Gaza, where in

January 2012 the PA started collecting VAT invoices from goods imported
through the main crossing between Gaza and Israel which contributed about
NIS 100 million in revenues. The government of Israel advanced clearance
revenue payments in July, September, and October. Following President
Abbas’ successful bid for non-member obsgerver state status at the UN, Izrael
decided to use revenues due in December tor the repayment of outstanding
electricity debt to the Israeli Electricity Company and it held up clearance
revenues in January and February 2013, which were later released.

Non-tax revenues were 1 percent below budgeted amounts as a result of lower
intake from domestic fees and charges. Dividend payments from the Palestine
Investment Fund were higher than budgeted.

Recurrent expenditures were above budget targets, despite the wage bill being in line
with the budget:

The wage bill increased by 6.8 percent compared to 2011 reflecting: (1) a
unitorm cost of living adjustiment of 3 percent; (11) an increase of 1.25 percent
in bage salary, and (i11) a net increase in statting and budget to accommodate
wage drift and promotions. To contam spending the authorities decided in
August 2012 to freeze promotions and hiring, which imited the net increase
in the number of public sector employees for the year to 1,165, compared to
an average annual net increase of 3,372 1n 2009-2011. Net hiring 1 2012
consisted of a net increase m health (268 persons), education (732) and
secunity (590) and a reduction (425) 1n other sectors.
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Non-wage recurrent spending was more than 16 percent above the budgeted amounts
(Table A), on account of unbudgeted pension payments tor security sector retirees,
social assistance related to the hostilities in Gaza in November 2012, and medicine
and other health spending. Minor capital expenditure was only about a third of the
budgeted amount.

Net lending expenditures (mostly payments by the treasury tor utility bills owed

by municipalities) exceeded the budgeted amounts by 168 percent.® This retlects
non-payments by municipalities on account of: (1) mumcipalities that have not vet
joined one of the commercial electricity digtribution companies not raising electricity
tarifts in line with higher Israeli tariffs, or municipalities raising tarifts with a delay,
and (1) the mability of the Muustry of Finance (MoF) to remit to some mumcipalities
their share of tax revenues which prompted these municipalities to withhold some
pavments to the Israel Electricity Company. Nonetheless, progress was made in
increasing the number of customers for the Northern Electricity Distribution
Company (NEDCO), introducing financial performance targets for the electricity
distribution companies, and installing additional pre-paid meters.

Donor aid was lower than envizaged in the budget. The PA received $0.8 billion in
budget support while $1 billion had been budgeted. Spending on development
projects was $243 million (below the budgeted amounts), of which $156 million was
received trom donors, while the treasury contiibuted $54 million. As a result of the
shortfall in development financing, $32 million in arrears was accumulated.
7. The much higher than projected overall budget deficit of $1.7 billion
(17.1 percent of GDP), combined with shortfalls in donor aid and the suspension of
transfers of clearance revenues in December, has led to arrears build up and borrowing
from domestic banks. Donor aid for recurrent gpending and development projects was
roughly sunilar compared to 2011, but it fell short of what was needed to tinance the
deticit. While the transter of NIS 900 million in clearance revenue advances by Izrael during
July—October (which was partially deducted from revenue transters later) helped the PA
make wage payments, the sugpension of clearance revenue transfers in December, following
the successtul bid for non-member observer state status at the UN, aggravated the PA’s
Liquidity crisis.” The financing difficulties resulted in the accumulation of NIS 2.2 billion
($570 million) in arrears, including wage arrears (Table B) and governiment debt

f Reported net lending was NIS 1,072 million, of which NIS 468 million was deducted by Israel from clearance
revenues e in December to settle outstanding debt to the Israel Electricity Company.

7 Clearance revenues comprise two-thirds of the PA’s total revenues and finance more than 40 percent of its
spendmf_f A prolonged suspension of clearance revenues will have a highly distuptive impact on financial and
economic conditions m WBG. For more on the importance of clearance revenues and the potential impact of a
prolonged suspension see ‘Recent developments in clearance revenues’, IMF, October 2011, available from
www.imtf.org'whg.
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owed to domestic banks increased to $1.4 billion at end-December 2012, from $1.1 billion
at end-December 2011.

8. ThePA’sconsiderable achievements in establishing a solid Public Financial
Management (PFM) system are under threat of being eroded by the severe liquidity
constraints. The PFM reforms since mid-2007 have helped prioritize and raize the quality of
public expenditures, and enhance transparency and accountability. In particular, expenditure
management wags to be enhanced from 2010 through the integration of the Commaitment
Control System (CCS) into the Financial Management Information System (FMIS).
However, improving the CCS i the payment process to prevent arrears has remained an
1ssue. The current fizcal crisiz, which forces the PA to operate on a cash-rationing basis, has
undermined further the functioning of establiched expenditure management processes.
Difticulties in securing the revenue inflows anticipated m the budget—especially in the
receipt of clearance revenues and donor commitments—have placed considerable pressure on
budget management in recent months. A recent IMF technical assistance mission assisted the
PA 1 updating its PFM reform strategy and 1dentified measures that can help support the
expenditure management system under these circumstances. A key step 1s to itegrate the
‘procurement module’ into the FMIS, to ensure that line ministries do not issue purchase
orders (incurting obligations) without commitments being created in the system. The linking
of commitments with available cash with regervation of funds would help stem the
accumulation of arrears. Az part of its ongoing PFM reforms the MoF hag, in 2012,
completed the transitional steps of all fiscal data reporting and budget preparation to the
GFSM 2001 standard. The new standard will be implemented during the 2013 budget
approval and execution. The status and responsibilities of the Macro-Figcal Umt (MFU) have
also been clarified in 2012, and the MoF 1z preparing to expand the work ot the MFU in

2013.
Table A. Non-Wage Expenditure, 2011-12
Operational Minor Capital
Total Expenditure Transfers Expenditure
{Commitment basis; in millions of NIS)
2011
Budget 5,043 1,864 3,089 90
Outturn 5,015 1,792 3,165 58
In percent of budget 99 96 102 64
2012
Budget 4,901 1,959 2,864 78
Outturn 5,709 2,257 3,426 26
In percent of budget 116 115 120 33

Source: Ministry of Finance.
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Table B. Composition of Net Arrears Accumulation, 2009-12

2009 2010 2011 2012

(In millions of NIS)

Contributions to the pension fund:

of which: employee's share 1/ 171 185 374 544
government's share 359 172 573 608

Wage arrears 1/ - --- - 272
Nonwage expenditures 2/ 460 92 353 439
Net lending 77 -103 -
Development projects 3/ 118 88 270 124
Tax refund -140 -39 368 239

Total 1,040 394 1,939 2,226

Source: Ministry of Finance.

1/ Item classified under wage expenditures.
2/ Including to private sector suppliers.
3/ Item classified under development projects.

Table C. Fiscal Indicators, 2011-13

2011 2012 2013 2011 2012 2013
Budget Act. Proj. 14 Budget Act. Proj. 1/
{In millions of NIS, unless {In millions of U.S. dollars, unless
otherwise indicated) otherwise indicated)
Total net revenues T3 BA493 75983 8733 2045 2235 2072 2325
Gross dome stic revenues 2542 3087 2 gos 3010 738 G512 F28 801
Tax revenues 1727 2,124 15852 1892 483 559 430 530
Montax revenues 815 963 8954 1018 256 254 245 271
Gross clearance revenues 5095 5 B59 SE17 5172 1 424 1 542 1457 1 Bds
Tax refunds 415 454 434 455 116 119 13 121
Total recurrent expenditures (commitment hasis): 115897 12114 13593 13 ESE 3525 3188 3525 3 F3E
Wage expenditures BE381 BJ813 BpB12 Fp9o 1783 17393 1767 17883
Mon-wage expenditures S015 4 801 5702 [=gnl=ic} 1402 1290 1481 1515
Met lending 501 400 1072 S00 140 105 278 133
Total recurrent expenditures (cash basis) 10597 12114 11730 132928 2852 3,188 3042 3 705
of which: non-wage expenditures (cash basis) 4089 6513 4 GBS =gnl=ist 1,143 1793 1209 1515
Recurrent balance (commitment hasis) -4 575 -3F21 5504 4323 1279 953 1453 1 311
Recurrent halance (cash basis) -2803 -3p21 -3p82 51895 783 -953 799 -1 383
Development projects (commitment basis) 1325 1,330 937 1295 370 350 243 345
Development projects (cash basis) 1054 1,330 813 1295 295 350 211 345
Crverall balance (cash basis, including development expenditures) -35858 -4951 -35%94 -B490 1075 1303 -1p10 -1 F25
Financing 3858 4951 3894 5490 1078 1303 1p10 0 1728
External support for recurrent and development expenditure s 3564 4 851 3 587 4 583 940 1303 930 1 300
External support far recurrent expenditures dishursed or indicated 2759 3511 2 556 3756 77 1003 774 1 000
External support for development e xpenditures E0S 1,140 B0 1127 159 =00 156 300
Domestic financing 430 a 490 - 137 u] 127 -
ResidualFinancing gap 4 - -182 1507 1 - -47 425
Mermorandum items:
GDP 34977 37129 35343 41577 9FF5 9771 98244 11097
Domestic tax revenue (percent of GOF) 449 5.7 4.5 4.5 4.9 5.7 4.8 4.5
Clearance revenue (percent of GOP) 14 .6 15.8 14.6 14.8 14.6 15.8 14.6 14.5
Wage expenditure s ([commitment basis, percent of GDF) 15.2 18.3 17.5 17.0 15.2 18.3 17.8 170
Met lending (including subsidies; percent of GDF) 1.4 1.1 2.8 1.2 1.4 1.1 2.8 12
Recurrent balance (commitment hasis, percent of GODP) -131 9.8 -14.6 -11.8 =131 -9.8 -14.6 118
Recurrent balance (cash basis, percent of SDP) 80 -89.8 -3.0 -12.5 -8.0 -9.5 -g8.0 -125
Met expenditure arrears accumulation 1300 --- 1 863 -272 363 - 4533 72
of which: non-wage arrears 825 --- 1 045 --- 259 - 271 -
Met expenditure arrears accumulation (percent of GDPF) 37 - 4.9 -1 3.7 -—- 4.9 -1
Ceht service , intere st 237 161 232 226 =13 42 [={u} B0
Comestic 225 143 215 209 B3 38 SB 56
External 11 18 17 17 3 S 4 4
Debt service , principal -531 591 1719 1675 -148 182 446 445
Comestic -560 [={uu] 1670 1B27 -157 135 433 433
External 29 =) 49 45 g 24 13 13

Sources: Ministry of Finance and IMF staff projections.

1/ Projections are based on authorities' draft budget as of end-F ebruary.
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B. Fiscal Policy in 2013

9. The authorities are planning to reduce the overall fiscal deficit by 24 percent of
GDP. The draft 2013 budget, wlich 18 expected to be finalized by end-March, 1s based on
conservative revenue assumptions, a reduction in the growth of the wage bill, prioritization
of non-wage spending, and a stepped up pace of revenue admuustration reforms. The main
elements of the budget are:

A recurrent deficit of $1.3 billion (on a commitment basis; 117 percent of GDP).
Donor budget support in 2013 18 expected to reach $1 billion, leaving a financing gap
of at least $0.4 billion, which includes payment of 2012 wage arrears.

Gross domestic revenues are conservatively projected to increase by 7 percent.
Clearance revenues on a commitment basig are projected to increase by 10 percent, in
line with average annual growth in 2010-12, and assuming that the recent modest
pick-up 1n clearance revenues collected in Gaza will last. The authorities believe
there are no outstanding clearance revenue advances recerved in 2012, but the
Government of Israel claimg there 12 an outstanding amount of NIS 560 million ag of
end-February 2013. It has not mdicated it and when 1t expects repayment. Additional
revenues can be expected 1f progress 18 made on implementing the agreement with
Israel to improve and streamline the collection of clearance revenues to reduce
leakage. Domestic tax revenues are projected to increase by 7.6 percent through
implementation of the IMF technical assistance recommendations to improve tax
administration, ezpecially enhancing compliance and widening the tax baze (Box 2).
VAT rates were increased in 2012 and are expected to remain unchanged in 2013.
The treasury is alzo expected to receive dividends from the Palestine Investment Fund
and income from telecom and other license fees.

Recurrent expenditure and net lending are budgeted to increase by 1 percent. The
mcrease in the wage bill will be limited to 4.1 percent (compared to an annual growth
ot 6.8 percent in 2012) which assumes: (1) a umform cost of living allowance of

3 percent for base wages; (11) a wage 1ncrease of 1.25 percent, and (u11) budget for
promotions.

A 6.3 percent increage in nonwage expenditures 1z driven mainly by an 11 percent
mcreage 1n transters. Development spending 1s budgeted at NIS 1.3 billion, with the
understanding that projects will only be implemented when there are matching funds
trom donors.
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Net lending is budgeted to decline by 53 percent * The following measures are aimed
at curbing the recent rize 1n electuicity related net lending: (1) transterring more
households to the commercial electricity digtribution companies; (11) measures to
ensure that municipalities collect and transter electricity payments for households that
cannot vet be transferred to commercial distribution companies; and (111) measures by
the distribution companies to increase collection rates.

The budget assumes zero net bank borrowing, but allows bridge loans. Arrears on
public sector wages from December 2012 were paid in February 2013. The financing
constraints will only allow the payment of private sector arrears when additional
donor funding becomes available, beyond what 1s needed to finance the recuirent
deticit.

10. There are a number of downside risks to the budget. Fust, external development
support could be less than the assumed $300 million, especially given project aid levels in
2011-12. Second, the Government of Israel may require repayment of clearance revenue
advances made m 2012 and electricity debts that 1t claims are still outstanding. Third, donor
support for the budget might again fall short of expected amounts. The first two risks could
increase the financing gap by $0.3 billion, which would raise the total financing gap to

$0.7 billion. Any shortfalls in budget support would further add to this gap. A sharp increase
in international fuel prices would also add to the fizcal gap 1f payment discipline for
electricity 18 not improved.

11. Staff made a number of recommendations to cover the 2013 baseline financing gap
(Table D).

Additional restramt on the wage bill, including a wage freeze in nominal terms and a
treeze on promotions. This measure would save NIS 280 million relative to the draft
budget.

Cap the rise 1 transfers to 5 percent, rather than the budgeted 11 percent. This would
save NIS 210 million relative to the draft budget. The recommended increase would
allow continuing expansion of the coverage of the cash transfer program for poor and
vulnerable households.

Rationalize selected allowances, especially those going to high income earners. This
measure could save NIS 100 million.

Increase gelected fees—such as registration, trangportation, and court fees—and the
purchase tax on vehicles.

2 . . .. N .
This assumes all arears to the Israeh Electricity Company have been cleared in 2012,
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Rationalization of the medical referral process by introducing clear and stringent
critenia ag recommended by the World Bank.

Mobilize additional budget support from donors, including from Arab countries.

Table D. Proposed Measures to Cover the 2013 Financing Gap

Budget savings, in millions of NIS

Financing gap 1607
Measures: 590
Freeze on promotions and wages 280
Transfers increase by 5, rather than 11 percent 210
Allowances rationalized 100
Remaining financing gap 1/ 1017

1/ To be covered by additional donor aid, or expenditure and revenue measures.

12. Moreover, staff urged the authorities to devise a contingency plan that would
guard against fiscal risks. Contingency measures are needed i cage the tiscal risks outlined
above materialize. Pogsible options include: (1) a full review of allowances with a view to
realize 10 percent savings (total allowances exceeded NIS 2 billion in 2012); (1) applying the
net hiring treeze to the West Bank while contmuing the practice of no hiring in Gaza where
attrition reduces the number of PA workers; (111) identify ongoing development projects that
have fallen short of donor financing and explore options to secure financing from other
donors or reconsider the projects; and (1v) review the development spending to identify
spending that should be classitied as recurrent and bring that spending under the appropriate
budget ceilings.
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Box 2. Measures to Increase Budgetary Revenues

I Increasing clearance revenue

The PA 1s keen to increase the amount and predictability of clearance revenues. The clearance revenues
represent about two-thirds of the PA’s revenues which are collected by Israel in the form of indirect taxes
on imported goods. These revenues are agreed upon by the PA and Israel in monthly clearance sessions and
then transferred by Israel after deduction of feesfor goods and services charged to the PA. Because these
transfers are the PA’s dominant source of revenues any effective strategy to bring the PA’s finances on a
sustainable path should include a set of measures to reduce leakages of clearance revenues. secure the
tumeliness of transfers, and increase the transparency and predictability of deductions. This underscores the
importance of implementing the understanding in July 2012 between Minister Steinitz and Prime Minister
Fayyad, which included: (1) data-sharing to better appraise and trace the extent and sources of tax leakages:;
(1) enhancing control and tracing by both sides of merchandise destined to the WBG to enforce compliance
of taxpavers with unified invoice requirements; (iit) establishing bonded warehouses for WBG imports
entering through Israeli ports; and (1v) reviewing current revenue-sharing practices to ensure that they are in
line with the Paris Protocol, including the equal sharing of exit fees levied by Israel on Palestinian
passengers crossing the Allenby Bridge.

II. Increasing domestic tax revenue

The PA igalso keen to increase domestic revenue by broadening the domestic tax base and umproving
administration of revenue collection. In 2012, the PA raised the top income tax rate from 15 percent to
20 percent and worked to reform the tax assessment processes, increase the rigor and frequency of audits,
and better enforce penalties. It agreed with about a dozen companies on a voluntary two-year suspension
of income tax exemptions. These measures helped increase income tax revenue to the equivalent of

1.7 percent of GDP from 1.4 percent of GDP in 2011. The VAT rate was increased from 14.5 percent to
15 percent on October 1% following a change in the VAT rate in Israel, but the change came too late to
have a positive impact on 2012 VAT collection.

In 2012, the PA also laid the groundworlk for more comprehensive revenue administration reforms, which
culminated, in February 2013, in the adoption of a Revenue Action Plan (RAP). The plan is to be
implemented under the supervision of a newly established Director of Revenues, and with technical
assistance from DFID, USAID, and the IMF. The ambitious plan 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. The RAP has nine priorities: (1) tramn staft; (i1) update laws and regulations;
(111) adopt a new computerized taxpayer system: (1v) implement a taxpayer awareness program; (v) adopt
ntegrated revenue administration and a matching functional organization; (vi) reform the large taxpayer
unit (LTU); (vii) nitiate taxpayer identification and registration units; (viil) improve taxpayer services; and
(ix) initiate a taxpaver investigations prograin.

Reform of the LTU should be the top priority. Despite low tax-payer compliance the LTU collects about
two-thirds of mcome tax revenues and VAT on domestic goods. A new director of the LTU has been
appointed. Other measures that should improve revenue collection are in the pipeline, including hiring more
staff. better enforcement of punitive measures for non-filers, and the use of improved tax-forms. Coverage
by the LTU has been expanded to include taxpayers with more than NIS10 million in annual revenues,
increasing the number of taxpayers under the LTU’s purview by 40 percent.
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IV. MepIUM-TERM OUTLOOK AND STRUCTURAL REFORMS

13. The baseline macroeconomic outlook has deteriorated further since the last staff
report in September 2012. Real GDP growth in West Bank and Gaza is projected at

5 percent in 2013 and averaging 4 percent per vear over 2013-2016, tar below recent growth
rates, with growth in both the West Bank and Gaza on a declining trend ° For illustrative
purposes, this projection assumes a continued deadlocked peace process, falling donor aid as
a percent of GDP, and no progress in phasing out the restrictions on movement and access.'”
The persistence of Israeli restrictions on exports from Gaza and import controls on private
investment inputs continues to undermine medium-term growth prospects there. Inflation 1s
projected to be benign, at a small margin above Israeli inflation." In view of the marked
decline in growth rates in WBGQG, little progress 12 expected 1in reducing the unemployment
rate from high levels. Indeed, the projected GDP growth rates are well below what 1s needed
to abzorb labor market entrants, let alone significantly reduce unemployment (Box 3).

14 The fiscal position is expected to remain under severe pressure. Financing
constraints are projected to lead to expenditure compression over the medium term, both 1n
the wage bill and nonwage expenditures (60 percent of which is social transfers).” The
revenue-to-GDP ratio would 11ze only modestly, reflecting mostly administrative measures.
As aresult, the fiscal deficit will decline gradually, a contraction that, while helping the
economy move towards fizcal sustainability over tune, represents a further drag on the
economy, at least as long as the private sector does not pick up the slack.

i Although average growth of 4 percent (2013-16) may appear relatively high compared to other countries in
the region, a staff study found that there has been a large gap between the economy’s potential and actual
growth rates. If WBG since 1994 had had the same trend output growth as during 1968-87 (when borders with
Israel were more open), real GDP per capita m 2010 would have been 88 percent higher (see Statf Report for
the Meeting of the Ad Hoc Liaison Committee, September 2011, available from www.imf org/whg).

10 T . .. . - - .
There are currently no mdications that such restrictions will be phased out. The Government of Israel cites
security concems that restrict its ability to ease or lift restrictions in the West Bank and Gaza.

"' WBG's CPI has a higher weight for food than the Israeli index, and with food prices rising rapidly in recent
years, WBG’s inflation has been at a steady margin above Israel’s nflation rate.

12 . . . . ~ - .
The PA iz agsumed not to rezort to bank borrowing in the medium term as that gource of financing hag
already reached banks’ limits.
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Figure 3. Composition of Donor Aid
(In percent of GDP)

http://www.imf.org/external/country/WBG/RR/2013/031913.pdf

w— Laclment financing

01 aea Development financing

20

10

-

0
1994 1996 1993 2000 2002 2004 2006 2008 2010 2012 2014 2016
Source: Ministry of Finance.
15. The risks to this already somber outlook are tilted considerably to the downside

(Table E). Should tiscal r1gks to the budget i 2013 materialize along the lines described in
paragraph 10 resulting m a financing gap of $0.9 billion (assuming $200 million shortfall in
budget support), tiscal adjustment to close the gap would need to be 5 percent of GDP lugher
than agsumed 1n the draft budget This 18 bound to result in wage arrears, leading to a further
loss 1n confidence, public unrest, and strikes, which m turn will hurt the delivery of essential
government services. Under this scenario, liqudity i the banking sector and availability of
private credit will be atfected by worsened public finances, as a result of banking system
exposure to the PA and 1tz emplovees. Over 2013—16, assuming significantly lower donor
support and even slower progress on structural reforms than in the baseline scenario,
unemployiment would mcrease to 27 percent by 2016. Given the large margins of uncertainty,
1t 18 possible that the downturn under this scenario could be even deeper and more protracted.
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Table E. Comparison of Baseline and Downside Scenarios, 2012-16

Est. Baseline Scenario Downside Scenario
2mz2 23 2014 2013 2016 2013 24 2015 2016

Real GOP (percent change) 6.0 an 4.4 35 31 06 37 3.1 2T
{In percent of GOP, unless otherwise stated)
Gross capital formation, of which: 168 167 161 158 148 133 127 106 8k
Public 24 R 31 31 31 15 1.4 14 14
Fublic finances 14
Revenues 08 210 211 ANEs AT 193 193 193 194
Recurrent expenditures and net lending 355 328 MO0 248 291 3v0 M4 329 38
Arrears accumulation 4% 07 158 08 -07 9.8 7T 6.8 6.1
Recurrent balance (commitment, before external support) -146 -118 -8 -85 -74 177 -150 -138 -124
Recurrent balance, cash (hefore extemal support) -80 125 114 93 -84 79 73 BB B3
Development expenditures 24 R 31 31 31 158 1.4 1.4 14
{Inmillions of U.5. dollars) 23 345 370 383 425 150 138 165 174
Owerall balance (before external support) -171 -148 130 -116 -1048 -19.1 -16.5 -130 -138
Total external support, including for development expenditures 94 117 113 109 104 9.3 a8 8.2 7T
{Inmillions of U.5. dallars) 030 1,300 1,370 1,398 1425 950 958 985 Q74
External support for recurrent expenditure (in millions of U5 dallars) ¥74 1,000 1,000 1,000 1,000 ao00 800 B00 300
External sector
Current account balance (excluding afficial transfers) -333 -2a7 274 e D24 459 - d 184 187
Current account balance (including official ransfers) -239 -180 1582 -136 -114% -16.6 -13.6 -102  -80
Exports of goods and nonfactor services 198 188 185 171 174 174 178 1858 189
Import of goods and nonfactor services 610 471 436 &2F 4803 g8.2 487 825 495
Memorandum items:
Per capita nominal GOP (U5, dollars) 25816 2510 2616 2734 2839 23506 2405 2523 DpEU2
Unemployment rate (awerage in percent af labor farce) 23 22 | M | 24 25 25 a7

Sources: Palestinian authorities; and IMF staff estimates and projections.

1/ Commitment basis.
2{ Enc-of-period; in U5, dollar terns.

16. While important structural reforms were implemented under the Palestinian
Reform and Development Plan (PRDP, 2008—11()), progress has been slow in recent
vears. Under the PRDP the PA improved the targeting of social aszistance which allowed
coverage to expand despite imited budgetary means. It also reduced electricity subsidies
trom 11 percent of GDP 1n 2007 to 14 percent of GDP in 2011 while shielding low-income
households with a targeted tariff structure '* Recently, however, progress in inplementing
much needed structural reforms has been slow. Civil service reform and pension reform, both
required to reduce the PA’s recurrent deficit to a sustainable level, have not moved forward
i a meamngtul way and as a result donor engagement in both areas has weakened. A major
achievement was the paszage ot the new procurement law, which came into etfect in 2012.
Several laws that would strengthen the regulatory environment tor the private sector have
been approved by the Cabinet but have been awaiting Presidential approval since 2011.

¥ See for a detailed discussion of structural reforms Box 3 in the IMF’s report for the meeting of the Ad Hoc
Liaison Committee i New Yok, September 23, 2012,
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Box 3. The Growth-Unemployment Nexus

Since the establishment of the PA in 1994 private sector employment growth in WBG has been
insufficient to absorb the rapid rise in the labor force. The  composition of Labor Farce Growth, 1997-2012
number of West Bank workers in Israel and settlements has
ncreased slightly in recent years, but insutficient to

19972007 2008-12

compensate for loss of employvment mn Israel for about Labor Force 43 46
60 thousand workers from Gaza after the closure in 2000-01. E?;;T‘;'ﬁgz;ﬁemems 0081 ;i
High average annual public employment growth of 5 percent West Bank and Gaza 16 10
(PA and local governments) since 1997 has helped absorb Public Sector 0.9 0.8
new labor force entrants, but private sector job creation has Private Sector 27 2.2
been insufficient to prevent a rise in unemployment from Sources: Palestine Central Bureau of Statistics: and
12 percent in 1999 to 23 percent in 2012. IMF staff calculations.

A growth rate of 4 percent is needed to absorb new labor market entrants while much higher
growth rates are needed to reduce unemployment significantly.' In 201316 an estimated

160 thousand young Palestinians will enter the Scenarios for Growth in Total Factor Productivity and

labor market. Labor force participation among Real GDP, 2013-20
elderly workers is low, so only a limited number

~ . . . . I | t
of existing jobs will become available as workers RealWage Growth  TFP Real GDP =1=TE WYIEH

retire. Assuming the estimated elasticity holds in

the medium term, an average growth of (Average annual percent)

4Y= percent 1s required to absorb the projected Lowe (0 percent) 1 B 7
expansion of the labor force. Growth is forecasted ~ Medium (1.5 percent) 3 ! !
High (3 percent) 4 g 7

to be 4 percent in 2013-16, which would be
insufficient to absorb all new labor force entrants Source: IMF staff calculations.
and would lead to a small increase in the number MNote: Scenarios assume no change from 2012 levels in
of unemploved workers, but also to a modest employment (in Israel and the seftlements and the public

. . - - sector), labor force participation, and population growth.
decline in the unemployment rate from 23 percent
to about 21 percent in the medium term on account of the expanding labor force. A reduction of the
unemployment rate by half, however, would require average real growth rates of 7= percent in 2013-16.
It is estimated that a lower average growth rate of about 2 percent would result in an unemployment rate
of about 27 percent in the medium term.

Allowing reasonable real wage growth would require even higher real growth rates to absorb new
entrants and bring unemployment down. We perform a simulation of required GDP and productivity
growth depending on three scenarios for assumed rates of real wage growth: low (constant real wage),
medium (1.5 percent growth), and high (3 percent growth). * The results show that in order to reduce
unemployment to 7 percent in 2020 at a constant real wage the economy needs to grow at 6 percent with
productivity growth of 1 percent. A more realistic scenario with a growing real wage requires higher
productivity and GDP growth rates. With wages mcreasing at 1.5 percent per year, a target unemployment
rate of 7 percent by 2020 will require real GDP to grow by 7 percent per vear, and productivity to grow by
3 percent per year. Real GDP growth in WBG has averaged 4.8 percent per year since 1994

! Simulations based on an estimated one-year ahead elasti aity of employment with respect to output of 0.98. Tlus elasticity is a
combination of contemporaneous employment elasticity with respect to output and employment persistence. The simulations
assumes no structural changes in the economy, such as a sharp deterioration of the fiscal situation, a substantial change in the
movement and access regime, or a deteriorating security situation.

2 The sinmlations were performed with a (log-linearized) Cobb-Douglass production function , where ¥is real
output, X is the stock of capital, L is labor, A is technology and
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V. STAFF APPRAISAL

17. Sincethe last staff report for the AHLC in September, the WBG' s economy has
deteriorated markedly and the public finances are on an unsustainable track. Economic
growth has weakened, the unemployment rate has increased, and the fiscal position has
deteriorated to the point where core government tunctions have been atfected, with ongoing
cash ratioming erodmg public financial management institutions. Unsgustainably lugh fiscal
deficits combined with aid shortfalls are resulting 1n a large buildup of arrears and increased
bank borrowing in the context ot a slowing economy. Worrvingly, with donor aid receding,
the government’s ability to finance large deficits 12 becoming more and more circumscribed.
Thus, arrears, many with private suppliers, are causing them to become progressively more
reluctant to provide the PA with goods and services while also causing distortions in the
private sector. Arrears m the form ot delayed or partial payment of wages nsk social unrest
and strikes, while additional recourse to the banks would further increase banking sector
vulnerabilities.

18. It is important for the PA| the Government of Israel, and the international
community to take the necessary joint steps. A coordinated approach is 1deal, but the three
parties should not uge maction by others as a reazon not to do their part. The PA needs to
exercige fiscal restraint and revive the structural reform agenda. In particular, the PA should
prevent the further buildup of damaging arrears, avoid pressure on banks to mcrease their
already high exposure to the PA, stop the erosion of tiscal institutions, and safeguard
transters for poor and vulnerable households and other key government spending which will
undoubtedly come under pressure if spending levels are not brought in line with projected
donor aid. Wlule fiscal adjustment 18 necessary, an overly severe public sector retrenchinent
at a time when the private sector 1z weak would have adverse consequences tor growth. It is
therefore important that donors give the PA breathing space for an orderly and sustainable
tizcal adjustment through additional aid and, more broadly, that the international community
provide a tramework for economic cooperation between Palestinians and Israelis. For its part,
the Government of Israel needs to ensure timely transfer of clearance revenue. It could also
help by working with the PA to improve its collections in line with the Fayyad-Steinitz
understanding reached in m1d-2012. It would also be crucial to remove Israeli restrictions on
movement and access to allow the private sector’s footprint in the WBG economy to grow
and hence reduce aid dependency.

19. The WBG' seconomic outlook continues to deteriorate, and risks to mount.
While regional economic and political uncertainties are contributing factors, many of the
core obstacles to robust growth and reduced unemployment remain in place: a lack of broad
based easing of Israeli restrictions on the WBG, shortfalls in aid (partly a reflection of fiscal
difficulties in the donor countries), and private zector reticence to invest, given uncertainties.
The r1sks to this already somber outlook are tilted to the downside.
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20.  WBG'sfiscal situation is particularly precarious and requires measures over
and above those in the draft budget. In 2012, large financing gaps were covered through an
accumulation of arrears and recourse to bank financing. For 2013, staff’s fiscal projections
umply that the budget as currently drafted incorporates a financing gap ot $0.4 billion, atter
taking mto account expected donor budget support ot $1 billion and payment ot 2012 wage
arrears. With additional donor support uncertain, to avoid a further buildup ot arrears and
pressure on the banks to increase thew already high exposure to the PA, staff recommends
that the authorities implement additional fiscal measures to cover the gap. The measures
could include: maximum restraint on the wage bill through a wage and promotion freeze,
limiting the increase m transfers to 5 percent, rationalizing allowances, and aligning
government fees with actual costs of providing the service. Any remaining gaps would need
to be covered by additional donor financing or additional expenditure or revenue measures.
Indeed, 1t 15 critical that thesze measures are accompanied by mereased donor aid to minimize
the adverse unpact on growth. To guard against fiscal risks that could push the financing gap
to $0.7 billion, the authorities should additionally devise a contingency plan which could
target a further rationalization of allowances, a tightening of hiring in the West Bank,
measures to seek donor support or termination, if needed, of underfunded projects, and
bringing recurrent spending that is part of project budgets under the appropriate budget
ceilings.

21. Bevond the urgently needed additional fiscal measures, it is important to
broaden the effort to attain fiscal sustainability and to strengthen fiscal institutions:

Worrvingly, some of the previous progress in the area of public financial
management 1s at 11:k of being undone by the liquidity crisis, retlecting m turn
uncertainty with respect to the receipts of revenues, mcludmg clearance revenues and
aid disbursements. The PA needs to do its utmost to contain and manage this risk.

The establishment of the Large Taxpayer Unit (LTU) and Macro-Fiscal Unit (MFU)
1z welcome, but personnel 1ssues should be resolved without further delay. The LTU
will also need to show 1t has teeth by vigorously entorcing the rules and imposing
fees on late- or non-filers. For the MFU, progress should be made toward refining the
fiscal torecasting models and assumptions that are needed to formulate a coherent
and reliable medium-term fiscal framework.

22. Although the banking system is highly capitalized, liquid, and has low
nonperforming loans, financial stability risks have increased. Stress tests indicate that
banks in the WBG are resilient. However, the mcreasmg exposure to the government at a
tune when its fiscal position iz weakening, as well as rising credit to governient emplovees
(in part to compensate for unpaid wages), represent r1sks that have the potential to propagate
through the system. The worsening macroeconomic environment in the region poses
additional risks.
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23. Bevond the immediate challenges of dealing with the liquidity crisis, the three
parties have to take actions to ensure a sustainable increase in growth. Recent growth in
WBG has been diiven by the public sector and financed by external assistance. With aid
expected to decline, this 18 not a sustainable growth model, as also suggested by staff’s
medium-term projections. In order to allow a larger role for the private sector, it would be
eszential to roll back and eventually eliminate the restrictions unposed on the WBG by Israel,
which are a key impediment to growth and investment. The legal and regulatory environment
needs to be upgraded to attract foreign mvestment. In this regard, the new procurement law 1s
a welcome step. And the public sector needs to become more efficient in delivermg its
services. This requuires a coherent system for the PA to manage 1ts workforce, intormed by a
comprehensive civil gervice reform, which has the potential to deliver large fizcal savings
over time. Finally, the PA’s pension system 1s in dire need of reform, which should include,
starting this vear, the indexing of pensions to CPI inflation, raising the retirement age, and
eliminating lump sun payments at retirement.
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Table 1. West Bank and Gaza: Selected Economic Indicators, 2010-186

(Population: 4.2 milion; 2011 est.)
(Per capita GDP: $2,345; 2011)
(Poverty rate; 18 percent inthe West Bank and 39 percent in Gaza Strip; 2011 est.)

Est. Projections
2010 2011 2012 2013 2014 2015 2016

Cutput and prices {Annual percentage change)

Real GDP (2004 market prices) 9.3 122 6.0 50 44 36 31
W est Bank g4 104 a.0 44 4.2 35 3.0
Gaza 1.8 178 9.0 60 49 38 34

CPI inflation rate (end-of-period) 248 27 1.7 28 2.8 28 2.8

CPI inflation rate {period average) 37 29 28 28 248 28 24

Investment and saving {In percent of GDP)

Gross capital formation, of whickh: 1685 173 168 16.7 16.1 1548 14.8
Fublic 27 1.7 24 31 31 31 31
Private 158 195 143 136 13.0 127 1.7

Gross national savings, of which: 79 -6.4 -7.2 -1.2 0.2 22 29
Fublic 3.3 1.7 0.9 -0.7 01 1.7 2.3
Private 46 -8.0 -8.0 -0.8 01 0s 0.6

Savinginvestment balance -106  -236 239 180 1589 136 -118

Public finances 1/ {In percent of GDP)
Revenues 226 209 208 210 211 2158 217
Recurrent expenditures and net lending 36.8 340 355 328 3.0 289 291
Wyage expenditures 183 1|2 178 170 16.1 1548 19.6
Nomwage expenditures 147 143 14.9 146 13.9 13.3 12.8
Net lending 28 14 28 12 1.0 0s 0.8

Recurent balance (commitment, before external support) -143  -131 146 -118 9.9 -5 -74

Recurrent balance, cash (before extemal support) -134 -8.0 8.0 125 -114 -3 -8.1

Development expenditures 3.6 3.8 24 3.1 3.1 3.1 3.1

{Inmillions of U.5. dollars) 298 370 243 345 370 398 425
Crerall balance (before external support) -178  -169 171 1458 130 -116  -105
Total external support, including for developm ent expenditures 153 10.1 a4 117 1.5 108 104

{Inmillions of U.5. dollars) 1,275 984 930 1,300 1,370 1,398 1425
Extemal suppart for recurrent ex penditure (in millions of U5 dollars) 1,146 815 774 1,000 1,000 1,000 1,000
Financing gap (in millions of U.5. dollars) 428 362 185 113

Monetary sector 2/ {Annual percentage change)
Credit to the private sectar 311 238 142 132 12.6 118 1.3
Private sector deposits 9.9 4.1 6.9 68 6.6 64 6.2
External sector {In percent of GDP)

Current account balance (Excluding official transfers) -259  -337 333 297 2¥4 245 224

Current account balance {including official transfers) -106  -238 239 -180 -159 -136 -119

Exports of goods and nonfactor services 138 194 138 158 16.59 171 17.8

Import of goods and nonfactor services 555 591 51.0 5741 5.6 526 a0.3

NEet factor income 7.2 7.3 6.9 6.7 6.5 64 6.3

Met current transfers 238 127 143 165 16.7 155 14.5

Private transfers 8.6 27 4.9 47 5.2 46 4.1
Official transfers 123 10.1 94 17 1.8 108 104

MEmarandum items:

Marminal GDP (in millions of U.5. dallars) 8,344 9775 9944 11,097 11904 12,801 13,676
Per capita nominal GOF {U.5. dollars) 2,061 2345 2316 2510 2616 2,734 2,839
Unemployment rate (average in percent of labor force) 24 Pl 23 22 21 21 21
Al Quds stock market index (annual percentage change) -0.7 -26 0.1

Sources: Palestinian authorities and IMF staff estimates and projections.

1/ Commitment hasis.
2f End-of-period; in U.S. dollarterms.
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Table 2. West Bank and Gaza: Central Government Fiscal Operations, 2010-16

2010 20M11 2012 Projections
20131 2014 2015 2018

{In millions of U.5. dollars, unless otherwise stated)

Total net revenues 1,883 Z.046 2072 2326 2510 2747 2871
Gross domestic revenues 701 738 ] 801 874 992 1,100
Tax revenues 431 433 430 530 a74 G612 G50
Mantax revenues (accrued) 270 256 248 271 300 380 450
MNontax revenues (cash) 270 219 232 271 300 380 430
Clearance revenues (accrued) 1258 1424 1487 1645 1766 1,883 2015
Clearance revenues (cash) 1,241 1480 1,881 16845 1766 1,893 2018
Clearance revenues (net arrears) 16 -66 =124 — - - —
Less tax refunds 76 116 113 121 130 138 145
Total recurrent expenditures and net lending (commitment) 3073 3,325 3525 3636 3EB92 3832 34984
Wage expenditures (commitment) 1612 1,783 1,767 1888 1921 2028 213
Wage expenditures (zash) 1,562 1,679 1,655 18960 1,921 202% 2131
Wage expenditures (net arrears) a0 105 212 -T2 - - -—
MNomwage expenditures (cormmitme nt) 1226 1402 1481 1615 16852 1,700 1746
MNonwage expenditures (cash) 1,185 1,143 1,209 1615 1832 1,800 1,846
Mamwage expenditures (net arrears) 71 259 271 — -180 -100 -100
MNet lending (commitment) 236 140 278 133 120 107 107
Met lending (cash) 263 140 278 133 120 107 107
MNetlending (net arrears ) -28 - -— -— -— -— —
Recurrent balance (commitment, before extemal support) -1.191 -1,279 -1.453 1311 -1.182 1,085 -1,013
subtract nontax revenue arrears - 36 14 -— - - —
add: expenditure arrears (net) 93 363 433 -T2 -180 -100 -100
subtract net clearance due (+) or repaid (-) 16 -66 -124 -— - - —
add: arrears on tax refunds due (+) or repaid (-) -2 103 G2 -— -— -— —
Recurrent balance (cash, before external suppart) -1 117 -783 -7949 -1,383 -1.3682 -1,183 -1,113
Development expenditures (commitrment] 238 370 243 345 370 398 425
Dewvelopment expenditures (cash) 275 295 211 345 370 398 425
Development expenditures (arrears) 23 76 32 -— - - —
Owerall balance (cash, including development expenditures) -1,392 -1.078 -1.,010 -1,728 -1.732 -1583 -1538
Total financing 1,392 1,078 1,010 1,728 1732 14583 1538
Met domestic bank financing g7 93 127 — - - —
Other domestic financing -— - -— -— -— -— —
External financing for recurrent expenditures 1,146 815 T4 1,000 1,000 1,000 1,000
External financing for development expenditures 128 169 156 300 370 398 475
MNet extemal deht -— - -— -— -— -— —
ResidualFinancing gap 20 1 -47 438 362 184 113
Wermorandum itermns: (In percent of GOP, unless otherwise stated)
Revenues 228 209 208 210 211 2158 2179
Recurrent expenditures and net lending B/E M0 354 328 . 299 291
Wage expenditures 19.3 182 178 170 16.1 198 156
Nonwage expenditures 147 14.3 149 148 13.9 13.3 128
MNetlending 28 14 28 12 1.0 08 0e
Recurrent balance (commitment) before external support: =143 -1341 -14.8 -11.8 -9 -85 -74
Recurrent balance (cash) hefore external support -13.4 -a.0 -a0 128 <114 -93 -8.1
External support (recurrent) 13.7 8.3 7.8 g.0 g.4 7.8 7.3
in millions of U5 dollars 1,148 15 774 1,000 1000 1,000 1,000
Development expenditures (cash) 3.3 3.0 2.1 3.1 3.1 R 3.1
Owerall balance (cash) 157 <110 -10.2 -156 148 124 112
Total extemal support (in millions of U.S. dollars) 1,278 984 330 1300 1,370 1,398 1425
MNominal exchange rate (average; NIS per US dollar) 37 36 39
Nominal GDP (in millions of U.S. dallars) 8,344 9775 9,844 11,097 11,904 12801 13676

Sources: Ministry of Finance and IMF staff projections.
1/ Projections are based on authorities' draft budget as of end-February.
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Table 3. West Bank and Gaza: Central Government Fiscal Operations, 2010-16

2010 20M 2mz2 Projections
203 1 2014 2015 2016

{In millions of shekels, unless othenwise stated)

Total net revenues 7,028 7.3 Fh89 8,733 Q447 10297 11,112
Gross domestic revenues 2,617 2642 2508 3,010 3282 3717V 4116
Tax revenues 1,608 1,727 1,882 1,692 2160 2293 2433
Montax revenues (accrued) 1,009 915 54 1,018 1,129 1,424 1,683
Martax revenues (cash) 1,004 e85 aa3 1,018 1,129 1,424 1,683
Clearance revenues (accrued) 4,695 5,095 SR17 5,179 A 648 7095 7837
Clearance rewenues (cash) 4,634 5,330 5,095 6,179 6648 7,09 7837
Clearance revenues (net arrears) 51 -235 479 - -— - -
Less tax refunds 285 416 434 456 490 a16 341
Total recurrent expenditures and net lending (commitment) 11,473 11,897 13553 13656 13,897 14364 14,903
YWage expenditures {commitment) 6,017 5,381 5812 7,090 7229 T7am F.070
Wage expenditures (cash) 5,832 5,007 3995 7362 M 7a7 T.570
YWage expenditures (net amears ) 185 374 816 -2ye -— -—- -
Momwage expenditures (commitment) 4,975 5,015 3,709 5,066 5218 6373 5,532
MNomyage expenditures {cash) 4,312 4,089 4 BRI 5,066 75,8599 5,748 5,906
Morwage expenditures (netarrears ) 263 926 1,046 - -677 -375 -374
Met lending (commitment) as0 a01 1,072 a00 480 400 400
Met lending (cash) 253 201 1072 200 450 400 400
Met lending (net arrears ) -103 -— — -—- — -—
Recurrent balance (cammitment, befare external support) -41,445 -4 876 -5504 4823 4450 4087 -3,750
subtract nontax revenue amears i} 130 a9 - -— -
add: expenditure arrears (net) 345 1,300 1863 -27e -ETT -375 -374
subtract: net clearance due (+) or repaid (-) 61 -235 479 - -— -
add: arrears on tax refunds due (+) or repaid (-) -9 365 239 - -— -
Recurrent balance (cash, before external support) -4,170 -2803 -3p032 5,195 -53128 4442 4164
Development expenditures (commitment) 1,114 1,325 937 1,295 1,392 1,49 1,590
Development expenditures (cash) 1,026 1,084 a13 1,285 1,382 14591 1,890
Dewvelopment expenditures (arrears) a5 270 124 - — -
Owerall balance (cash, including development expenditures) -5,196 -3,858 -3.894 6490 -5520 -5933 -5 754
Total financing 3,196 3,558 3594 5,490 5,520 5933 5,754
Met domestic bank financing 353 334 490 -—- — -—
Other domestic financing - -— — -—- — -—
External financing for recurrent expenditures 4,276 2914 2888 3,796 3764 3748 3,74
External financing for development expenditures 432 G053 G501 1,127 1,392 1,49 1,890
Met external debt - -— — -—- — -—
Residual/Financing gap 74 4 -182 1,607 1,364 653 424
Memarandurm items: {In percent of GOF; unless othenwise stated)
R evenues 226 209 208 210 211 215 217
R ecurrent expenditures and net lending 368 340 kil 328 1.0 290 251
YWage expendtures 123 182 17.8 17.0 16.1 158 196
Ko age expenditures 147 14.3 1449 146 138 133 128
Met lending 28 1.4 28 1.2 1.0 oa 0s
R ecurrent balance (commitment) before external support: -14.3 -131 -14.5 -11.8 -949 -85 -7
Recurrent balance (cash) before external support -134 -3.0 5.0 -12.5 -11.4 -93 -B.1
Extemal financing for recurrent expenditures 137 8.3 7.8 3.0 g4 T8 7.3
In millions af U5 . dallars 1,145 215 774 1,000 1,000 1,000 1,000
Development expenditures (cash) 33 30 21 31 31 3.1 31
Owerall balance (cash) -16.7 -11.0 -10.2 -156 -14.6 -124 -11.2
Total external support (in millions of shekels) 4,758 3,520 3587 4 883 S136 5239 5,330
M aminal exchange rate (MIS per US dollar) 373 3488 386
M ominal GOP (in millions of shekels) 31,148 34,977 38,343 41677 44,802 47932 51157

Sources: Ministry of Finance and IMF staff projections.
1/ Projections are based on authorities' draft budget s of end-February.
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Table 4. West Bank and Gaza: Central Government Fiscal Operations, 2010-16
(GFSM 2001; in millions of U.S. dallars)

2010 2011 2012 Projections
20131 2014 2015 2016

Rewvenue 3,187 3,030 3,002 3,625 3880 47145 4396
Taxes 1,612 1,790 1,824 2054 2210 2367 2521
Domestic taxes 431 483 480 530 574 612 G50
Clearance taxes 1,258 1424 1457 1,845 1,786 1893 2015
Tax refund -76 -1186 -113 -121 -130 -138 -145
Grants 1,275 484 430 1,300 1,370 1398 1425
Extemal budget support 1,148 a815 774 1,000 1,000 1000 1,000
Extemal development support 128 1649 156 300 370 398 475
Cther revenue 270 256 248 71 300 380 480
ofwy Dividends 40 45 a1 34 a8 48 a7
Expenditures 3,372 36595 3,768 3,981 40862 47230 4408
Expense 3.073 3,328 3,825 3,636 3,692 3832 3084
Compensation of employees 27 1612 1,783 1,767 1,888 1,921 2,025 213
Use of goods and services 4493 a1 585 626 637 671 706
Grants 3¢ 236 140 278 133 120 107 107
Other expense 4/ 733 a01 895 980 1,015 1029 1,040
MNet acquisition of nonfinancial assets 298 370 243 348 370 398 425
Gross Operating Balance a4 -295 -523 -1 188 313 412
MNet lending / horrowing (overall balance) =214 -B65 -766 -396 -182 -85 -13
MNet financial transactions -214 -B65 -766 -356 -182 -85 -13
MNet acquisition of financial assets - - - - - - -
Daomestic
Currency and deposits - - - - - - -
MNetincurrence of liabilities 195 BE4 813 =72 -180 -100 -100
Dornestic 195 GE4 813 -72 -180 -100 -100
Loans 97 93 127 - - -— -—
MNet domestic bank financing 97 83 127 - — -— -
Other accounts payable 97 a7 686 =72 -180 -100 -100
Arrears (recurrent) 90 430 530 =72 -180 -100 -100
Arrears (capital) 23 76 32 - - - -
Arrears (clearance) 16 -BB =124 - - -— -—
Foreign - - - - - - -
Loans -— -— - - - -— -—
Statistical Discrepancy 20 7 -47 - - -— -—
Wemorandum items:
Gross operating balance excl. grants (commitrment) -1.191 -1.279 -1.453 -1,311 -1,182 -1,085 -1.013
Gross operating balance excl. grants (cash) -1 117 -733 -789 -1,383  -1,362 -1,185 -1.113
Crverall balance (MLBY excl. grants (commitment) -1.4849 -1,649 -1,696 -1,686 -1652 -1483 -1438
Crverall balance (NLE) excl. grants (cash) -1,392 -1,078 -0 17280 -1,732 -15883 -1538
Rewvenue as (percent of GOP) 378 3.0 302 327 326 324 321
Expenditure as (percent of GOF) 40.4 378 37 a 358 341 33.0 322
Expense as (percent of GOP) 368 34.0 3545 328 310 299 291
Wage expenditure as (percent of GOP) 19.3 18.2 178 17.0 161 15.8 156
Nonwage expenditures as (percent of GDP) 2.8 a1 24 5.6 543 5.2 52
GOE {commitment) excluding grants as (percent of GOP) -14.3 -13.1 -14 6 -11.8 Bz -85 -74
GOB (cash) excluding grants as (percent of GDF) -13.4 -8.0 -8.0 -12.5 =114 -8.3 -8.1
External suppaort {recurrent) 13.7 a.3 78 .0 24 7.8 7.3
in millions of 1.5, dollars 1,148 815 774 1,000 1,000 1000 1,000
MNLE (commitment) excluding grants as (percent of GOP) -17.8 -16.9 =17 -14.9 -13.0 -11.6 -10.5
MNLE (cash) excluding grants as (percent of GOP) -1B.7 -11.0 -10.2 -158 -14 .6 -12.4 =112
Total external support (in millions of shekels) 1,278 G984 930 1,300 1,370 1,398 1425
Marrinal GOP (in millions of shekels) 8,344 9775 9844 11,087 11,904 12801 13B676
Exchange Rate 3.7 36 348

Sources: Ministry of Finance and IMF staff projections.

1/ Projections are hased on authorities' draft budget as of end-February.
2f Wage expenditures.

3 Grantsto local governments related to purchase of water and electricity.
4f Includes transfers (social benefits) and minor capital.
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Table 5. West Bank and Gaza: Central Government Fiscal Operations, 2010-16
(GFSM 2007, in millions of shekels)

2010 2011 2012 Projections
2013 1/ 2014 2018 2018

Rewvenue 11,786 10,841 11576 13616 14,603 15,536 16,443
Taxes 5,019 5408 7,034 7718 8318 8,873 0429
Domestic taxes 1,608 1,727 1,852 1,952 2,160 2,293 2433
Clearance taxes 4,695 5,095 3617 6,179 5,648 7,096 7837
Taw refund -235 18 -434 -445 -480 -516 -5
Grants 4,758 3520 3,587 4,883 5,136 5,239 5,330
Extemal budget support 4,276 24815 25986 3,796 3,764 3,748 3,741
Extemal development support 482 [ <uls) 501 1127 1,382 1491 1,590
Cther revenue 1,009 915 954 1,015 1,129 1,424 1,683
oA Dividends 144 160 120 125 142 1749 211
Expenditures 12,886 13,222 14,830 14,951 15,289 15,855 16,492
Expense 11,473 11,897 13,593 13,656 13,897 14,384 14,903
Compensation of employees 2 6,017 5,381 5,812 7,090 7228 7,89 7570
lUse of goads and sendces 1,840 1,752 2057 2,380 2395 2815 2641
Grants 3/ 880 501 1,072 00 450 400 400
Other expense 4 2,735 3,223 3452 3,716 3,822 3,858 3,891
Met acquisition of nonfinancial assets 1,114 1,325 037 1,265 1,392 1,49 1,550
Gross Operating Balance 313 -1,056 2017 =40 706 1172 1,540
Met lending / bormwing (overall balance) -800 -2,381 -2 854 -1,335 -636 -319 -50
Met financial transactions -800 -2,381 -2.8584 -1,335 -G3E -319 -50
Met acquisition of financial assets — -— — -— — — —
Domestic
Currency and depasits — -— — -— — — —
MNet incumrence of liakilities 726 2377 3,136 =272 -677 -375 -374
Domestic T26 2377 3,136 -T2 -G67T =373 =374
Loans 363 3 A580 -— — — —
MNet domestic bank financing 363 334 490 -— — -— —
Other accounts payable 363 2,043 2 646 -T2 -G67T =373 =374
Arrears (recurrent) 336 1,838 2043 -2 -7 -374 -374
Arrears (capital) g8 270 124 — — — —
Arrears (clearance) 51 <233 -478 -— — — —
Fareign — -— — -— — — —
Loans — -— — -— — — —
Stafistical Discrepancy rd 4 -182 -— — — —
Wemorandum items:
Gross operating balance excl. grants (commitm ent) 4,445 -4.878 -5,604 -4.923 4,450 -4,067 -3,790
Gross operating balance excl. grants (cash) -4,170 -2,803 -3,082 -2,195 -5,128 -4, 442 1,164
Crverall balance (MLEY exCl. grants (commitment) -5,359 -5.901 -6,541 -6,215 -5,842 -5,558 -5,380
Owerall balance (MLEB) excl. grants {cash) -5,196 -3.858 -3.854 -6,490 -5,520 -5,933 -5,784
Revenue (percent of GOP) 378 310 30.2 327 326 324 321
Expenditure (percent of GOP) 404 378 379 359 341 330 322
Expense (percent of GOF) 368 340 35845 328 310 2809 281
Wage expenditure (percent of GOR) 19.3 182 17.8 170 16.1 198 156
Momwage expenditures (percent of GOP) 39 g1 .4 95 9.3 g2 g2
GOB (commitm ent) excluding grants (percent of GOP) -14.3 -131 -14.6 -118 -89 -8.8 =74
GOB (cash) excluding grants (percent of GOP) -13.4 -0 -8.0 -125 -114 -9.3 -8.1
External support (recurrent) 137 g3 78 an g4 T8 73
in millions of kIS 4,276 25815 2088 3,796 3,764 3,748 3,74
MLE (commitnent) excluding grants (percent of GOP) -17.8 -168 -17.1 -1448 -13.0 -116 -10.5
MLE (cash) excluding grants (percent of GOP) -16.7 -110 -10.2 -1358 -14.6 -124 -11.2
Total external suppart (in millions of shekels) 4,758 3520 3,587 4883 9,196 5,239 5,330
Maminal GOP (inmillions of shekels) 31,148 34,977 38,343 41,677 44 802 47,982 21,157
Exchange Rate 37 35 38

Sources: Ministry of Finance and IMF staff projections.

1/ Projections are based on authorities' draft budget as of end-February.
2iWWage expenditures.

3/ Grants to local governments related to purchase of water and electricity.
4/ Includes transfers (social benefits) and minor capital.
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Table 6. West Bank and Gaza: Financial Soundness Indicators, 2010-12

{In percent)

Dec-10 Dec-11 Dec-12

Capital adequacy (for all Banks)

Tier| capital to risk-weighted assets 233 229 221

Regulatory Capital to Risk Weighted Assets 214 211 204
Capital adequacy (for local Banks)

Tier| capital to risk-weighted assets 265 245 226

Regulatory Capital to Risk Weighted Assets 2186 203 187
Asset quality 1/

Monperfarming loans (percent of total loans) a1 27 33

Monperforming loans net of provisions to capital 29 38 57

Coverage ratio (provisions as percent of nonperforming loans 704 60.9 56.0
Earnings and profitabil ity

Return on assets (ROA) 21 1.9 18

Return on equity (ROE) 211 17.0 163

Interest income to gross income 594 7T 724

Mon-interest expenses to gross income 550 572 554

Personal Cost to non-interest expenses 304 31T 299
Liguidity

Liguid assets to total assets 409 6.8 384

Liguid assets to demand and savings deposits 784 744 7T

Liguid assets to total deposits 491 46.9 453
Source: PMA.

1/ Monperforming loans includes loans more than 90 day overdue.
2f Return on equity (ROE) income before extraordinary items and taxes to average tier 1 capital.
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