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Financial Crisis of the Palestinian National Authority 
 

The financial position of the Palestinian National Authority has always been vulnerable to 
developments which take place in the broader political and economic environment. For instance, the 
PNA remains structurally dependent upon foreign aid and is especially sensitive to both volatility in 
its relationship to the government of Israel and changes in the volume of domestic economic 
activity. Arguably, the PNA has always endured challenging financial conditions; yet, the nature, 
intensity and implications of these crises, as well as the factors influencing them have varied from 
one period to another. Perhaps the financial dilemma facing the PNA today is, both in terms of 
timing and magnitude, the most stubborn crisis of all. 
 
As a research institute specializing in public economic and social issues, MAS held a round table 
meeting to pin-point the nature of the current financial crisis facing the PNA and to propose 
working solutions to overcome it. MAS has prepared a research paper which analyzes the most 
important events and stages in the financial history of the PNA and raises the following central 
question: Is the current financial crisis a liquidity crisis or a crisis of bankruptcy? Further, if it is a 
liquidity crisis, why can’t the PNA prepare for and address it? 
 
The Financial Crisis Timeline 
The financial history of the PNA can be divided into five broad stages:  
First, the establishment phase (1994-1999): This phase saw growth in economic indicators and a 
relatively stable flow of international aid for development spending. During this period, expenditure 
was mainly financed by local revenues and the budget deficit was in steady decline (1998 saw a 
budget surplus and 1999 a near balanced budget). The number of public employees was 98,000 in 
1999, and the bill for salaries and wages was $ 524 million (or about 55% of overall spending). 
 
Second, the Intifada years (2000-2002): The tough political circumstances and the crippling 
economic blockade during these years negatively impacted the budget. During this time, domestic 
revenues o fell sharply, especially when Israel halted the transfer of clearing funds. The number of 
public employees rose to 124,000 in 2002, with a bill of salaries amounting to $665 million 
annually. About 45% of the budget deficit throughout the intifada was financed by the foreign aid, 
while the public debt (internal and external) increased to $ 1.2 billion. 
 
Third, the inception of the financial reform (2003-2005): Real financial reform began in June 2002 
as a result of the pressure of the financial (and political) crisis, and the pressure of donor countries. 
Resuming the pay of the clearing funds and promises of donor countries to support the budget 
contributed to the success of the reform. However, government employee salaries and wages rose to 
$ 1.001 billion in this period, due to the enforcement of the financial clause of the civil service law 
and to the increase in public sector employees to 146 thousand. A new item known as 'net lending' 
emerged in the budget during this timeframe. Thus, despite the steps taken toward reform, the 
growth of expenditures outstripped revenues and translated into high deficits and the continued 
dependence on foreign aid and borrowing from banks. 
 
Fourth, stage of the blockade and the split (2006-2007): Once Hamas had formed as its own 
autonomous Palestinian government; Israel, in reaction,  froze clearance transfers. When clearance 
transfers were cut off, tax collection declined significantly and local banks reduced their facilities 
and cut back loans to the government (for fear of sanctions and prosecution abroad). This decrease 
in revenues forced the government to either stop paying or drastically reduce employee salaries 
(public employees received about 40% of their salaries on average). In addition, non-wage public 
expenditure declined significantly. However, spending still remained higher than revenues, and the 
deficit was financed through foreign aid and the Palestinian Investment Fund. The number of 
government employees totaled 159,000 in 2006 and rose to roughly 169,000 in June 2007. The split 
between Hamas and Fatah occurred in the second half of 2007 and led to the creation of two 
autonomous governments; Fatah in the West Bank and Hamas in Gaza. This period also saw an 
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increase in the flow of funds to the government in the West Bank and an increase in foreign aid 
from $ 738 million to $ 1.012 billion.  
 
Fifth, the current period (2008–2011): Data shows improved financial performance of the PNA in 
this period, whereby the net domestic revenue grew from $ 1.6 billion to $ 1.9 billion, and a slight 
increase in spending. This brought the current budget deficit down by 28% (before foreign aid), i.e. 
to about a billion dollars in 2010. Additionally, the foreign aid for the current budget fell from $ 
1.76 billion to $ 1.13 billion between 2008 and 2010 (from 61% to 38.7%% of current expenditure) 
- which is still a high ratio.   
 
Despite this improvement, the source of the problem still exists, where there is a certain spending 
(53% of which goes for salaries) that the PNA pays monthly. On the other hand, there are 
unconfirmed revenues of the budget (75% of them come from international aid and clearing 
remittances). Clearly this is reason behind the latest financial crisis in which the government was 
forced to pay only 50% of July salaries to public employees. Part of the problem is due to the 
timing, as there is a mismatch between expenditure maturity and the flow of revenues to the PNA 
treasury (this is called the liquidity problem). Another element of the problem is the structural 
imbalance built into the budget which does not collect sufficient local revenues to cover its massive 
public spending. 
 
Findings of the roundtable meeting 
The debate focused on the financial crisis of the PNA in light of the background paper. The debate 
raised the question of whether the recent crisis is real or fabricated. The discussion also touched on 
the public debt of the PNA (1883 million dollars), including external debt (1043 million), and loans 
to local banks and liabilities to the private sector (840 million dollars). Another vital issue which the 
meeting addressed was the fact that commercial banks may be reluctant to provide the PNA with 
loans to resolve the current crisis. Given that the private sector publicly stated that it will not deal 
with the PNA until it pays its debts from the previous period, the audience emphasized the 
importance of finding radical solutions in terms of revenue and expenditure to ensure the financial 
sustainability of the PNA. 
 
In order to overcome the current crisis facing the PNA, the participants in the meeting suggested the 
following set of proposals: 
 
� Separating the positions of Prime Minister and Minister of Finance to ensure greater 

transparency and accountability in financial affairs. 
� Developing a detailed plan for the PNA’s financial future. Such a plan would include 

mechanisms of action and possible alternatives to the current financial situation faced by the 
PNA. 

� Rationalization of public spending by controlling appointments and reducing non-wage 
spending. 

� Intensifying efforts to ensure foreign aid (especially Arab) in a timely manner. This support 
should contribute to the retirement fund in order to accommodate larger numbers of retirees and 
ease the pressure on the monthly budget. 

� Developing constructive scenarios to ensure the financial sustainability of the Palestinian 
National Authority in the post-September period. 
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Slide 1 :Origins of the Crisis 

� The origins of a fiscal crisis in Palestine are not “technically” any different than in any other 
country. 

� Countries which are currently suffering from this dilemma are the US, Greece, Spain, Ireland, 
and Italy 

� Accumulation of deficits results into large national debt which may lead into default on debt  
� The PNA’s Debt is limited to borrowing from domestic banks and arrears 

  

Slide 2 :Chronology of the Palestinian deficit 

 

 
 

Slide 3: Deficit Dynamics 
Current expenditures grew between 2006 and 2008 by $ 1.846 billion distributed as follows: 
� Wages & Salaries    1112.8 
� Non-Salary       663 
� Net lending         71  
� During the same period, revenues only grew by $ 557 Million  
 

Slide 4: Changes in Curr. Expend. & Net Lending 2006 – 2008 

 
Slide 5: Civilian/Military Wage Bill Distribution 

 

Slide 6: Sustainability- Revenues 

 

Slide 7: Deficit Reduction Measures – Borrowing 

� Can The PNA issue bonds? 
� Currently the practice is unavailable 
� The PMA is considering the issuance of bonds to absorb liquidity, but not as a monetary policy 

to finance deficits 
� Public acceptance may be an issue since the public debt is roughly 40% of GDP (IF they issue 

debt instruments) 
� Ricardian equivalence hypothesis necessitates that the government will eventually have to raise 

taxes to finance the deficit  
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Slide 8: Deficit Reduction Measures – Contractionary Fiscal Policy /1 
� In the absence of monetary policy, output and price level effects come through policy tools in 

the AD equation. 
� The policy tools are lowering G and/or raising t 
� Both have a negative impact on output, prices and unemployment. 
� The tax multiplier is expected to be lower than the spending multiplier  
 
Slide 9: Deficit Reduction Measures – Contractionary Fiscal Policy /2 
� The expansionary fiscal contraction hypothesis (Giavazzi and Pagano (1990)) refer to this as the 

German view. 
� Under the assumption of  
� Knowing the future (expectations) 
� Less government spending is better 
� Fiscal contraction for debt burdened economies can lead to higher consumption, investment and 

growth through expectations 
� Less spending lower taxes in the future more spending now growth 
� This has not worked out - Barry and Devereux (1995)-Oxf. Econ. Pap. (1995) 47 (2): 249-264.  

 

Slide 10: Deficit Reduction Measures – Contractionary Fiscal Policy /3 

� Empirical Evidence 
� Results from IMF 2010 ( Fall WEO) and Guajardo, Leigh and Pescatori (2011) 
� A deficit cut of 1% of GDP typically reduces domestic demand––consumption and investment–

–by 1%, GDP by ½ % and raises the unemployment rate by ⅓ percentage points. 
� But fiscal contraction is more painful if many other countries are doing the same and monetary 

policy is in no position to help  

 

Slide 11: Deficit Reduction Measures – Contractionary Fiscal Policy /4 
Distributional effects of fiscal consolidation 
 
Note: these figures are based on Alesina and Ardagna (1998). 
The figures are approximations 
 

Slide 12: Deficit Reduction Measures – Contractionary Fiscal Policy /5 
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Slide 13: Deficit Reduction Measures – Contractionary Fiscal Policy /6  
 

 
Note: this figure is from Mulas-Granados (2005 

 
Slide 14: Conclusions 

 

� The primary reason for the fiscal crisis is growth in wage expenditure unmatched by revenue 
growth 

� Lately, the share of security wage bill has been rising, though still below 50% 
� Fiscal adjustments are needed, An assessment of which policy tool to use is necessary 
� Based on Alesina and Ardagna (1998) fiscal consolidation hurts wage earners and helps profit 

earners 
� Based on Mulas-Granados (2005), a positive relation exists betweent variation in budget 

balance and growth, but a negative relation to income equality. 
� Expenditure cuts are better for subsequent growth, but tax hikes worsen income distribution less 

than spending cuts 

 


