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Foreword

One of the enduring policy research topics thatfeatured in the work of MAS over the years has
been the area of monetary policy and banking ied®ale, an issue of vital concern to the stabdity
the economy and its long-term development prospéasordingly, MAS has teamed up with the
Palestine Monetary Authority (PMA) for several yean identifying specific research projects of
concern to the PMA that MAS could address througtu$ed policy studies. These investigations
have touched on a number of issues, ranging framkibg regulation, laws and policy, to financial
sector and macro-economic performance, and monetaigy and currency options. In addressing
these issues, MAS has mobilized specialized Palastiand international scholars to ensure that the
best possible analysis and policy advice is pralide

This study,” Macroeconomic Structure, Financial kéas, and the Financing of Government
Activity: Lessons for Palestine” is the latest aick efforts, and has been prepared in close
consultation with the PMA. It follows on from a atdd study published in 2017 on “Government
Borrowing and Liquidity and the Stability of the IBstinian Banking System”. As such, the study
assesses what international experience and bedtcpraan offer to Palestinian National Authority
(PNA) policy-makers seeking options to finance gowgent activity in a climate fraught with risks. It
has been prepared by a team of international ecist®mho thoroughly immersed themselves in the
pertinent Palestinian statistical and literaturetlo® subject, as attested to by the study’s exivaust
list of references and mastery of the Palestinieonemic dilemma. It comprises both a critical
analysis of the range of macroeconomic imbalanndscanstraints under which the PNA operates, as
well as a methodical review based on internaticggerience of optional financial and policy
instruments to which the PNA might be able to resader current or different circumstances.

Without pre-empting the findings and recommendatiohthe study which are clearly laid out in the
following chapters, suffice it to say that the arthhave recognized the merits of a national cagren
as critical to conduct independent monetary poloyl exchange rate management, as well as to
stabilizing government deficit financing. Howevéney stress that a clear distinction must be made
between short-term and long-term objectives, whielquire meeting certain institutional and
economic conditions, none of which are currentlyplace. Indeed, their analysis suggests that unless
existing productive capacity weaknesses and magnoecic imbalances are first addressed, the
introduction of a Palestinian currency could do enbarm than good. It also suggests that, even
beyond the short-run, a national currency will,itsglf, not serve as a panacea to achieve sustained
growth and development, as it has to be combingd public and private investment that targets
building a productive economy and viable export@ec

MAS wishes to gratefully acknowledge the excelleotribution of Professor Dr. Heiner Flassbeck
and his colleagues Dr. Patrick Kaczmarczyk andMiichael Paetz to further deepening our collective
understanding of the complex issues reviewed here.

Dr. Nabeel Kassis
Director General
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Abstract

The purpose of this paper is to assess feasiblenspfor sustainable deficit financing in PalestiAs

the question of sustainability is inevitably tiedreal economic conditions, recommendations emerge
from an extensive analysis of Palestinian econataielopment, current institutional constraints, and
the monetary system. The conclusions suggest #ittien issuing government bonds in a foreign
currency, nor introducing a Palestinian currencgrigage in monetary financing are viable optiass

of now given the dire state of the economy and theicgist institutional environment.

This report provides substantive empirical evidefarethis reasoning. With regards to Palestinian
economic development, it is noted that for the gasyears, the Palestinian National Authority (PNA)

has relied on foreign grants and donations to firaits expenditures. More recently, this stream of
income has substantially decreased, which leddastispension of salary payments for civil servants
as well as a general decline in government spendieg, sizeable and persistent trade deficits
continue to push the government and, more excdgsibhe private sector into debt. Since there is no
Palestinian currency, both the public and privaeta rely on foreign reserves. Although the PNA
and Palestine Monetary Authority (PMA) managedverta full-blown currency crisis thus far, it is

unlikely that current modes of deficit financingnche sustained indefinitely, as domestic stocks of
foreign reserves rapidly deplete, and the accunouatf arrears and debt mounts at an alarming rate.

This leaves the government with two options foriaefinancing: either issuing debt securities on
capital markets or introducing a Palestinian cwyeto finance expenditures via the central bank.
Regarding the first option, the study argues thaital market financing without a fully-fledged
central bank leads to high interest rate volatdityd financial instability. As for monetary finangi

in the current institutional and economic environinghe prerequisites for the introduction of a
national currency are non-existent. If anything, ékchange rate would be highly volatile, whereas
imported inflation could further destabilise economhevelopment.

Therefore, it is recommended that the Palestinighaaities should focus on a different set of short
run and long-run objectives. Amny issuance of bonds is contingent upon stabilishmgy éxternal
sector first, the PNA must deploy strategic padikiand economic interventions in the short-run to
revitalise the productive base and increase explrtghe long-run, the introduction of a Palestmia
currency is indispensable for sovereign economi@ldgment. It cannot be overstated, however, that
any attempt to issue debt securities without haveugified current imbalances would lead to highly
volatile interest or exchange rates. The reporciumies by laying out specific policy measures that
the PNA, supported by the PMA, can pursue, despiteent institutional and economic constraints.

Vi



1. Introduction

Assessing options for sustainably financing a gowemt deficit must be embedded in an analysis of
wider economic and institutional conditions. Theseispecially so in the case of Palestine, wisose
generispolitical and economic ties with Israel affect rhuaf its overall performance. This paper
therefore builds its recommendations based on gmmensive analysis of long-term trajectories of
Palestinian economic development, the institutionfithstructure governing economic relationships,
and the functioning of the monetary system.

The findings imply that neither capital market-tth$mancing (i.e. issuing bonds denominated in a
foreign currency) nor monetary financing (eitheredtly via its central bank or indirectly via
secondary markets, with a central bank as a leodkest resort) constitute viable options to financ
the government deficit. Given the excessive imbzgdarnn the external sector, the former would imply
highly volatile interest rates, whereas the laitecontingent upon the introduction of a Palestinia
currency, for which neither the political, nor teeonomic prerequisites are in place. Instead, the
study proposes to raise further external suppoftinid investments in productive activities to regluc
the trade and current account imbalances throughcagase in exports.

The structure of the report is as follows. Firstpliesents an analysis of the development of key
economic indicators over the past 20 years. In livith research conducted by international
institutions, most notably the United Nations Coafeee on Trade and Development (UNCTAD), the
International Monetary Fund (IMF), and the WorldnRathe study identifies a strong reliance of the
Palestinian economy on foreign currency transfesp.(grants and donations) and consumption, as
well as a deterioration of the most important indas for long-term economic development, namely
agriculture and manufacturing. Subsequently, seclicanalyses Palestinian external trade, with a
focus on the regulatory regime (Paris Protocol) #mel relationship to Israel. Sections 4 and 5
examine the financial accounts of the Palestin@onemy and its fiscal conditions, which essentially
reflect and validate previous findings. In thesetisas, however, the study also sheds further light
the extent to which Palestine was (and still igedelent on foreign support, and how the diminishing
revenues from grants and donations lowered goverhspending and spurred the accumulation of
arrears. Section 6 turns towards a detailed arsabfsihe Palestinian financial sector and provides
modern accounting framework to explain the proadssioney creation. Both aspects are critical to
the conclusions. In relation to these insights, shely presents different options for financing the
government deficit (via capital markets and a matiacentral bank) in section 7, before arriving at
final conclusions in section 8.

In what follows, it should be noted that it is urgteod that Israeli occupation and the regulatists
out in the Paris Protocol are the greatest singlese for the Palestinian economic malaise. All
conclusions and recommendations therefore shoulteparded as options that the PNA ought to
pursuewithin the excessive limitations of the current regulatoonstraints and the volatile political
climate.



2. Palestinian economic development since 1994

To set a solid foundation for recommendations, théction analyses Palestinian economic
development since 1994. Key indicators include @Gjp@&wth, financial and sectoral contributions to
GDP, unemployment, inflation dynamics, and the @@pment of wages and productivity. Most
importantly, the Palestinian economy relies strgngh private and public consumption, and the
productive structures in tradable goods sectorsastantially depleted. Furthermore, the data show
that productivity developments were generally wesald real wages faced a drastic decline over the
past years. This decline, in turn, explains mosthef reduction of the trade deficit, which does not
appear to be much affected by exchange rate movsn@werall, several key indicators, such as real
GDP growth, inflation rates, and productivity growtare subject to high volatility, which are
attributed to the fragile political environment.

2.1. Production, Prices and Unemployment

2.1.1. Real GDP Growth

Figure 1 illustrates the development of real GDitesil994. The data show that even though real
GDP growth averaged about 3.5 per cent per yeat, @®P per capita only increased by 23.8

percentage points throughout the entire period ielwborresponds to an average annual growth rate
of merely 1.2 per cent. In particular, the growgltes in Gaza were much lower and more volatile,
especially after 2005. In per-capita units, realRGD Gaza is today 22 per cent below 1994.

The reasons for the Palestine’s volatile and weanemic trajectory can be attributed primarily to
political factors. The outbreak of the second au# in September 2000, the election of the Hamas in
2006, and the Gaza War in 2014, are all manifestatdf the fragile environment, which, in turn,
lowered real GDP growth and private sector confidetn addition, as further elaborated in sectipn 3
barriers to the movement of people and goods, lisemttlements, and a restrictive regulatory
environment suffocate the Palestinian economy ewembsence of major political disruptions.
Finally, as argued in greater detail in sectiomd &, constraints on government revenues haveein th
past led to the suspension of salary payments bfiggemployees and a sizeable accumulation of
arrears. Given the importance of domestic consumptor economic growth in Palestine, such
developments adversely affected GDP.

Figure 1: Real GDP, Unemployment and Prices in Pad¢ine
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2.1.2. Financial and Sectoral Contributions to GDP Growth

From Figure 2, which illustrates the contributiariglifferent expenditure categories to nominal GDP
growth, several important conclusions emerge. Fifg most conspicuous fact is that economic
growth over the past 20 years was primarily dribgnprivate and government consumption. For
some years (i.e. 2004 and 2009), the contributfagogernment expenditures to GDP growth is even
greater or nearly as great as that of private aopsion. Since 2010, however, government
expenditure contributes little to economic growtinjle household consumption has declined o
shown below, decreasing donations and salary segpen are the principal cause for both
observations.

Second, excessive trade deficits have, for moserghtons, adversely affected GDP growth. The
years 2000 and 2002 mark the only two exceptiansyhich Palestine managed to lower its trade
deficit (in absolute terms), so that net exportd hgositive impact on nominal GDP growth. Also,
since the (absolute) trade deficit grew compargtiless during the past 10 years, the magnitude of
its negative impact was consequentially reduced.sswn in section 3.2, however, the deficits
remain far from sustainable.



Third, the data show that gross capital formati@CF) in buildings has replaced consumption
expenditures as the key driver of GDP growth, waergvestments in non-buildings remain of
miniscule importance. Notwithstanding the impor&rmf reconstructing a war-torn economy, this
trend is alarming. On the one hand, it indicate®@tinuous depletion of productive capacities and
infrastructure. On the other, as most private itmests are concentrated in this sector too, it esigg
that Palestinian businesses do not have any imesnto invest in tradable sectors and/or production
This is all the more worrisome as the small sizéhefPalestinian economy requires the PNA to adopt
an export-led growth strategy, for which produciiveestments are critical.

Figure 2: GDP: Growth and Expenditures
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1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017
—Households Final Consumption E=Governments Final Consumption E=IGross Capital Formation, Buildings

= Gross Capital Formation, no Buildings ~ E=aNet Exports ——Nominal GDP
GROSS CAPITAL FORMATION (% of GDP)
30% —Buildings/GDP
25% =Non-Buildings/GDP
20% —— Devel opment Expenditures/GDP
15%
10%

1994 1996 1998 2000 2002 2004 2006 2008 2010 2012 2014 2016

REAL EXPENDITURES (2006=100)
250

—Government Consumption
——HH Consumption
200— GFCF, Non-Buildings
—GFCF. Building
150=——Net-Exports

50 o

2006 2007 2008.2009 2010 2011 2012 2013 2014 2015 2016
Source: PCBS; PMA; Own Calculations.

The developments in real investment expendituneses?2006 confirm the findings presented above
(cf. figure 2, bottom right). Higher expenditures buildings drive real GDP, whereas investments in
non-buildings in 2016 were, in real terms, lowearthin 2006. The longer-term trends (ibid., bottom
left) further illustrate the general decline of G&¢ross all categories — buildings, non-buildirags]
development — from 1994 to 2006. However, as priddeiccapital formation (non-building and
development) continued to decrease after 2006 (eached a historical low in 2016), the share of
GCF attributed to buildings markedly picked up &dow as high as in the early 2000s.



These trends fundamentally restructured the Palasteconomy, as shown in figure 3. With regards
to sectoral contributions to GDP growth, constmuctiwholesale and retail, and services — thus
sectors largely irrelevant for exports — becamerttan drivers of economic growth. At the same
time, the sectoral contributions of manufacturimgl @griculture continuously diminished and were
even negative for some years. The overall shaneasfufacturing in total value added shrunk from 19
per cent of GDP (1994) to 11 per cent (2017), wéettbe share of agriculture and fishing declined
from over 13 per cent to less than a paltry 3 pet ¢cf. figure 3, bottom).

In summary, sectors of rather minor importancddog-term growth prospects account for the largest

shares in contributions to GDP growth (although share of services itself decreased from 25 per
cent in 1994 to 20 per cent in 2017).

2.1.3. Unemployment

During the second Intifada, unemployment rates atrtripled within a few years from 12 per cent in
1999 to over 30 per cent in 2002 (cf. figure 4)2016, average unemployment in Palestine was still
about 27 per cent, whereby it is important to rib&¢ unemployment rates in the West Bank and Gaza
substantially differ. Whilst unemployment in the $Vdank fell to 18.3 per cent in 2016, Gaza’s
unemployment rate increased even compared to tie 2800s, standing now at 41.7 per cedts

the labour force in Palestine more than doublednduthe same period, real GDP growth was
insufficient to generate enough jobs and reducenpi@yment rates to acceptable levels. Overall,

Palestinian unemployment rates are among the Higinébke world and remain a major problem in
West Bank and (even more so) in Gaza.

Figure 3: GDP: Growth and sectoral contributions
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This is, in part, due to a stronger increase énGlaza labour force compared to the West Bank.

In what follows, we will focus on the Palestinianonomy as such, and only distinguish between @adathe West Bank when
regarding this distinction as relevant. Since #iigly seeks to analyse the implications of issgiogernment bonds for Palestinian
economic development, we find it reasonable to $oon economic factors affecting the whole coungéwen though the political

fragility in Gaza is, without a doubt, an issuetttieserves particular attention and needs to luveshs



GDP BY ECONOMIC ACTIVITY (in %)
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Figure 4:Unemployment
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The problem of creating a sufficient amount of jatight be exacerbated in the future, given the high
population growth and the currently low participatirate (45.3 per cent in 201%7This would entail
the risk of social unrest and/or induce many Paliest workers to seek employment in Israel —
especially as the wages there (incl. settlememes)yrauch higher. As shown in section 4, the salaries
of Palestinians working in Israel are already anidigant source of domestic income, yet their
disproportionate exposure to Israeli measures (eagjuent border closures) makes them quite
volatile.

2.1.4. Inflation Dynamics

Deriving a price index for GDP in Palestine is cdicgied, as different currencies are in use. The
New lIsraeli Shekel (NIS) is the most common curyefar cash payments, while the US-Dollar
(USD) and the Jordanian Dinar (JD) function rathel store of value, or as a means of payment for
large purchases and long-term contradtsr these reasons, figure 5 shows prices andimilaates

in NIS as well as USD.

8 For the upper graph, we subtracted ‘Financialringgliation Indirectly Measured’, ‘Customs dutieaddVAT on imports, net’ from
nominal GDP, so that the sum of the growth contrilms matches with GDP growth; for the lower graplesmeasured the sectoral
contributions as per cent of nominal GDP.

4 The population increased by roughly one third leetw2006 and 2016.

5 See, for example, Hamed (2000).

6 The GDP Deflator is derived by dividing nominal 8Dy real GDP.



Figure 5:Inflation Dynamics
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Most importantly, inflation rates in both NIS an&D are subject to strong volatility, which damages
the investment climate as entrepreneurs are urtaljeedict prices and profits. Yet, more recently,
there is some evidence for declining and more statflation rates. In 2016, for example, inflatiion
Palestine was, on average, lower than in most MEbldntries (PMA 2016a). A comparative analysis
of NIS and USD price developments reflects theeepe movements in exchange rates. From 1994
to 2002, prices in NIS rose faster as the USD agged vis-a-vis the NIS. This appreciation,
however, was reverted during the following yearsnf 2002 to 2008, and the exchange rates have
remained relatively stable since. This is evideab similar NIS and USD price developments over
the past decade, even though inflation rates movegdposite directions for some years in between.

Although, the Palestinian Central Bureau of Sta8s{PCBS) official GDP measure is denominated

in USD, the NIS Deflator appears as the more refewalicator, as payments and wages are primarily
settled in NIS. Moreover, as Israel is Palestimatst important trading partner, analysing prices in
NIS seems more appropriate when discussing relative movements between the two countries.
Also, at least in the medium-term, the domesticscomer price index (CPI) evolves similar to the

GDP Deflator in NIS.

2.1.5. Wages and Productivity

Using PCBS data on employment, weekly working hoansl daily wages, allows us to construct an
index for productivity, unit labour costs and wagaes shown in figure 6The most striking finding is
that productivity, defined as real GDP per hourkeak;, did not increase significantly over the pdst 2
years. Today, it is merely 1.6 per cent higher thiamas in 1995. On a cautionary note, however,
there are substantial differences between the ptivity indexes of Gaza and the West Bank (+18
per cent for West Bank and -29.4 per cent for Gazspecially after 2006Yet, even when analysing
Gaza and the West Bank separately, a productindsease of 18 per cent over a span of 20 years is
disappointing. Additionally, real wages and prodkitst, as well as unit labour costs and prices,
regularly diverged from one another, which impBeshift from wage income to profits. This, in turn,
increased inequality, reduced domestic spending, s explains the falling contribution of
household consumption to GDP after 2008 (cf. fift)reThe fact that real wages in 2016 were 20 per

7 Both weekly hours and daily wages were based erage values.

Combining labour market data with GDP data in &tale can be misleading for at least two reasoirst, Habour market data
includes territories like Jerusalem (J1 and J2)jemne GDP data does not. Moreover, many peopladiin one region might be
working in a different one (i.e. a substantial frac of Palestinians work in Israel or Israeli Egttents). When deriving measures like
productivity per working hour, this should be catesied. Second, there could be strong differencegelea economic activity in Gaza
and the West Bank, so that aggregating both regionkl lead to an average finding that does natrfit of the regions. Appendix A
gives a detailed derivation of productivity, readge and unit labour costs indices and illustrdtesdifferent dynamics for Gaza, the
West Bank and Palestine. The dynamics in Gaza @rsiderably worse compared to the West Bank, asaag, but most of the
dynamics for Palestine as a whole are not primatifyen by this divergence. Thus, notwithstandihg strong differences in
productivity trends since 2006, using data foreéhére State of Palestine appears to be a rebsoapproach, which we also use for
other series. Nevertheless, the reader must beainih that the situation in Gaza is much worse.



cent lower than in 1995 underlines the extent &f tmiamatic decline (the separate numbers for the
West Bank and Gaza are 27 per cent and 17 perrespgctively).

If real wages do not follow productivity, domestiemand is not sufficient to clear domestic supply.
Therefore, wage policies aimed at macroeconomigil#yarequire that real wages grow in tandem
with productivity, so that the workforce collectiyebenefits from technological progress. In theecas
of Palestine, however, real wage development dautes to the volatility of real GDPEurthermore,
as Vergeer and Kleinknecht (2014) convincingly a;dalling real wages may lmmereason for low
private investments and weak productivity growth.

Figure 6:Productivity, Real Wages and Unit Labour sts

PRODUCTIVITY AND REAL WAGES
110

100

A

80
Productivity (1995=100)
—Real Wage per hour work (1995=100)

1995 1997 1999 2001 2003 2005 2007 2009 2011 2013 2015

70

UNIT LABOUR COSTS AND PRICES
210 =—TUnit Labour Costs (1995=100)
190 GDP Deflator (NIS. 1995=100)
170 \/\/ :
150 \"_f
130

110

90
1995 1997 1999 2001 2003 2005 2007 2009 2011 2013 2015

Source: PCBS; PMA; Own Calculations.

ua—

2.2. Relative Prices, Real Wages and the Trade Deficit

The trade deficit poses a significant and persispgoblem for the Palestinian economy. With a
deficit of 40 to 60 per cent over the past 20 yearsst of which is imputable to bilateral tradetwit
Israel, Palestine has one of the highest persistadé deficits in the world (World Bank, 2018).
From a macroeconomic perspective, the size of dfieidlimplies that the Palestinian real exchange
rate must be severely distorted. As the role obtnet prices in international trade is widely
recognised by most macroeconomists as criticaiterging imbalances, several reports have stressed
that, if Palestine had its own currency, a deptegiavould be a viable option to reduce the deficit

Although in the long-run, the findings of this spuslipport the introduction of a Palestinian curggnc
there is neither any evidence that relative privgtsibly affect Palestinian exports, nor any sigha o
substitution-effect? To substantiate this argument, figure 7 illustatiee relationship of various

That said, we are aware of existing interdepenidenin that real GDP also affects real wage deratmt. In addition, political
instability in Palestine substantially feeds intitb

10 Section 3 focuses on trade relationships and disagte exports and imports by sector and country.

11 See, for example, UNCTAD (2009) and UNCTAD (2010).

12 This would imply replacing imports with domestioguction, if the price of the former increasesiigk to the latter.



measures of relative prices with the developmerthefPalestinian trade defi¢ftThereby, relative
prices and exchange rates were constructed in ahedyan increase indicates an appreciation of the
Palestinian exchange rate. The data show a depoeciaf the nominal Dollar-NIS spot rate from
1995 to 2003, followed by a continuous appreciatifierwards. The effective exchange rates display
similar, even though less pronounced dynamics. @aseeconomic theory, it would therefore be
expected that the trade deficit should decreasegitie first decade, and rise during the second.

Figure 7:Relative Prices, Real Wages and the Tradeeficit
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Yet, the actual trade deficit pattern is very diéigt from this prediction. During the first five g
after 1995, the trade deficit to GDP ratio is quit#atile, with fluctuations reaching a preliminary
high point around 2000. After an increase of royghper cent in 1999 alone, the deficit sharplysfal

by nearly 20 per cent in 2000. Whilali exchange rates measures continued to fall theredfie
trade deficit, against conventional economic theoeppounded amidst a continuous depreciation and
started to grow again. In 2006, it was higher thmari995, although exchange rate measures have
depreciated by 20 to 40 per cent. From 2006 onwéhndgelationship between the exchange rates and

3 For conducting a real effective exchange ratéfilestine, we used the real and nominal effecticbange rates for Israel. Hence, we
implicitly assume similar export structures, whismo adequate assumption as we will see later.evewy for the moment, it is the
best measure available.



the trade deficit presents another anomaly: eveagh the former indicates an appreciation, thedatt
declined by as much as 20 percentage points. As ofidee Palestinian trade deficit is imputable to
its trade with Israel, the most obvious explanafmmit would be to refer to Palestine’s real exuta
rate with its neighbour (relative prices). Howeveren based on this measure, the decline in
Palestine’s trade deficit is accompanied by airedahcrease in domestic prices.

Thus, the exchange rates, which usually determatative prices in international trade, appear
insufficient to explain the evolution of the Pale&tn trade deficit. Yet, combining the insightsrfr
import and export shares and the developments af wages, it is possible to understand the
dynamics of the Palestinian trade balance. Fingt,data on import and export shares (cf. figure 7,
bottom left) show that the volatility of the tradeficit is primarily driven by imports, which have
fallen from 78 per cent of GDP in 2007 to 56 peantda 2017. During the same period, the share of
exports remained fairly constant (20 per cent i6728Gnd 18.5 per cent in 2017), which implies that
(i) exports play a minor role in the Palestiniammamy, and, more importantly, that (ii) exports are
not sensitive to changes in relative prices.

The decline in imports (relative to GDP), and tbaaomitant reduction of the trade deficit, can eath

be explained by the consolidation of the governnhbeniget and falling real wages (cf. figure 6). The
implications of diminishing grants and donationgiah are the reason behind these trends, ae further
analysed in section 4 and 5. Moreover, in the adsPalestine, rising domestic prices may have
affected the declining share of imports as welieHl wages fall by 20 per cent, the share of rezcgs
domestic expenditures in the consumption basket, such ats rand electricity, proportionally
increases. This, in turn, crowds out the consumptibforeign goods and services and thus lowers
overall levels of imports. The anomalies identifiadove, namely the simultaneous increase in
relative prices (vis-a-vis the rest of the worldjla declining trade deficit, are therefore implgab
domestic revenue and wage dynamics.

2.3. Preliminary Conclusions for Introducing a Palestinian Currency

A declining trade deficit based on the reductionngborts (instead of an increase in exports) isanot
sustainable long-term strategy. The significantifapublic expenditures and real wages, which was
the main source of the declining share of impastgoncomitant with several negative side-effects.
These include higher inequality, instable domedémand, falling private investments (due to lower
profit expectations), and weak productivity growtBonsequentially, sectors which could boost
Palestinian exports, such as manufacturing or aluie, are shrinking relative to GDP, which
worsens prospects for Palestinian developmenth&urtore, the findings presented above indicate
that it appears rather unlikely that a (hypothdtidapreciation of a Palestinian currency wouldseer
as a panacea for the trade deficit. As illustratedsection 2.1.2, the long-term decline of the
productive sectors in the Palestinian economy ¢ed substantial erosion of productive capacities.
Within the contemporary circumstances, even a oggraepreciation would not be able to boost
exports considerably, as there are simply too fepogable products or services to begin with. Also,
as the prices for imports would substantially iases living standards in Palestine as well asrddet
balance are likely to further deteriorate, at léashe short-run.
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3. Foreign Trade and the Palestinian Deficit

In addition to above presented macroeconomic indiisathe nature of Palestinian foreign trade is
critical to understand the pressures on the Pailastbudget. The analysis in this section starth wi
an overview of the current governance frameworkPafestinian economic relations (3.1), before
presenting a trajectory of Palestinian trade imtaga (3.2), and the composition of Palestinianetrad
(3.3). Given the strong ties to the Israeli econpanfpcus is set on the bilateral economic relatidm
sum, it is found that the current institutionalustures and the continuous erosion of productive
capacities lie at the heart of persistent currenbant and trade deficits.

3.1. Protocol on Economic Relations between Israel anddkestine

Currently, Palestinian economic relations are goedrby the Protocol on Economic Relations (or
Paris Protocol - PP},which covers almost all facets of economic affatsch as taxation, custom and
trade policy (incl. procedures and standards), t@wperrangements, banking, agriculture, water and
energy supply, and insurance policies. Even thdbgloriginal purpose was to lay “the groundwork
for strengthening the [Palestinian side’s] econobase (...) and for exercising its right of economic
decision making in accordance with its own develepimplan and priorities”, the P&e facto
formalised a customs union between Israel and thaesn which Israel set the terms in accordance
with its own strategic and domestic economic imfpeea, as well as its obligations and rights under
WTO and TRIPS (Khalidi and Taghdisi-Rad, 2009; UM®I 2011; 2014). The Palestinian
economy, in turn, was deprived of the ability toque a range of independent economic policies and
bound to international trade regulations, withanjpging the benefits of these agreements. Although
the PP was meant to be replaced by a permanens stgteement in 1999, the failure of negotiating
such an agreement extended the regulations séth d994 beyond the interim period (Nassereddin,
2016). Over the past decades, much research bgnatienal institutions and academics has been
devoted to analysing the detrimental impact of @ggeement for the Palestinian economy. The
synthesis presented here will explicitly focus de most relevant aspects for the purpose of this
paper. These include the loss of revenues throgghlfleakages, the dependence on Israel’s palicies
and the disadvantages that Palestinian businessewis-a-vis their Israeli and Arab competitors.

3.1.1. Fiscal Leakages

One of the main sources of damage to the Palestimidget stems from fiscal leakages to the Israeli
Treasury. These leakages are the result of the ioeohbeffects of Israeli border control,
administrative import procedures, and the erosibthe productive base in Palestine. Although the
stipulations of the PP facilitate and compound entriconditions, the problem of fiscal leakages
sewas tried to be ruled out formalyand Israeli authorities were obliged to transfer tevenues that
legally belong to the PNA “within six working daj®®m the day of collection of the said taxes and

14 Officially referred to as the 1994 Protocol on Eomic Relations between the Government of the Qthterael and the Palestine
Liberation Organization. The protocol is currentiyder re-negotiation. In this regard, we urge tateqinian authorities to rectify
some of the problems that arose from the protond| @ntributed to a deterioration of the productdase. Such measures would
include to give the PNA more breathing space witgards to strategically protect its manufacturindustry and enable the
authorities to engage in infant industry protect{bg adjusting tariffs on industrial goods as nejdé&urthermore, a crucial part of
negotiations should address the cumbersome admainist burdens that Palestinian importers and dgporface vis-a-vis their
neighbouring competitors, which discourages prddacfor exports and incentivises indirect impontsnfi Israel (this includes a
solution to the excessive constraints of movemengbods and people, which has been also repeatgtitized by the World Bank,
the IMF, and UNCTAD). Moreover, the issue of fistedkages needs to be resolved by pushing negoisatbwards the development
of a system, in which information on imports angh@ts between Israeli and Palestinian authoritissb& exchanged efficiently.
Finally, due to the excessive bilateral imbalaneéh Israel, the PNA should be allowed to gradualhd strategically tax imported
goods. These measures would strengthen the Pa@esproductive capacities, whilst at the same tiordy marginally affecting
Israel’'s economic development and public budgehstering the benefits Israel can derive from npmiitical stability in Palestine,
the well-being and prosperity of one country isthe long-run, inevitably tided to that of the ath@/e summarise some of the key
points in our concluding section.

Article Ill, which formalises import proceduresdatrade standards, states in paragraph 15 thatctdaance of revenues from all
import taxes and levies, between Israel and thesBalan Authority, will be based on the principlethe place of final destination”.
Thus, in cases where the import is carried outrbjseaeli importer, yet the good is destined fa Bralestinian market, the revenues
collected belong to the PNA.
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levies”. However, given the lack of control oves ftorders, and therefore crossing points of traded
goods, Palestine entirely relies on the informatioovided by Israel (UNCTAD, 2014). Moreover,
Israeli clearing agents and custom offices denggRi@ian authorities the entry to Israeli portslaar
imports and/or verify the information obtained. Dioethe structure of the clearance system, and the
restrictive practices set out in the protocol anahifested through Israeli occupation and military
presence on the ground, fiscal leakages were fahfis a major source of revenue losses soon after
the ratification of the agreement (Al-Jawhari, 1095

The specific origins of the leakages vary, yet asde information (i.e. clearance invoices) anddbr
non-compliance with official procedures remain anomon feature. UNCTAD (2014) estimated that
40 per cent of total fiscal leakages occurs dudittect and indirect imports. As opposed to direct
imports from third countries, indirect imports nefe imports of goods produced in third-countries$ b
treated as if they were made in IsrdeThe remaining 60 per cent of leakages is attribuwtethe
evasion of custom duties. The loss of indirectresenues (VAT and import taxes), which account
for more than 85 per cent of total Palestinianresenues, consequentially creates a substantidhgap
the Palestinian budget (ibid.). It should be ndteat indirect imports are made possible by differen
regulatory practices in Israel and Palestine, g®imers in the former (as opposed to the latternhat
bound to signing a declaration that confines the s&imported goods to the domestic market only
(World Bank, 2016).

Indirect imports allow the PNA to collect only VAGn imported goods, whilst the remaining custom
duties are accrued to the Israeli Treasury. Howeadso the VAT collection itself, whose clearing
mechanism is specified in the PP, is subject tabatantial amount of fiscal leakages. The regutatio
stipulate that VAT is required to be transferredhe administration where the payer is registesed,
that the tax receipts ultimately depend upon tlierination provided in the clearing bift.Yet, if
Palestinian traders decide to withhold respectiveuchents, as it is often the case, Palestinian
authorities have very limited options to attainwaete information, as the Government of Israel jGol
does not share the copies of the clearing bills dh& exchanged in cross border transactions (World
Bank, 2016)2 Finally, additional losses occur where goods agated across borders (ibid.).

As the Palestinian budget is heavily reliant oneraies from international trade, fiscal leakages
substantially damage the PNA’s capacities to fundlip expenditures and securely plan future
investments. The estimations of the exact amountheflosses vary due to data constraints, but
generally, they range from around USD 126 millid®95) to at least USD 310 Million in 2011
(equivalent of 3.6 per cent of GDP or 18 per cdribtal tax revenuesy.In 2016, after international
pressure on the Gol mounted, Israel reimbursed?tit&@ USD 300 million for a part of the fiscal
leakages, yet the main problems, namely the ouwldsteicture of the Paris Protocol, complete
reliance on lIsrael for information, and the cumukatloss of revenues since 1994, remained
unaddressed.

3.1.2. Dependence on Israel

16 For a more detailed taxonomy of indirect imponts, refer to UNCTAD (2014).

17 An additional regulation regarding VAT stipulatémat Israel retains the right to unilaterally sexVlevels that the PNA has to
comply with (VAT in Palestinian territories canrd#viate by more than 2 per cent).

18 A study by the IMF (2010), as reported in UNCTAZD{4), compared the numbers of bills issued byelscampanies to Palestinian
firms and found that between 30 and 70 per cetli@Palestinian bills were not submitted to theaathorities, so that the PNA was
unable to claim the VAT incurred. Even in casesnetaearance bills were submitted, they have dfiegn subject to forgery or other
forms of manipulation (UNCTAD 2014; World Bank, )1

1% In some of the first estimates during the 199€sJawhari (1995) and the Palestinian Ministry dhd&hce (1998) suggested that
revenue losses might be in the range of USD 1268omillion (4-5 per cent of GDP) and USD 334 roifli(10 per cent of GDP),
respectively. The World Bank (2002) estimated ahfiseal leakages of USD 133 million (3.2 per cehGDP), excluding losses that
occurred through smuggling. In 2004, UNCTAD ideetif based on then newly published data, that um#third of imports from
Israel might be indirect imports. Follow up repdstsUNCTAD (2011, 2014) estimated the losses toRhkestinian budget in 2011 to
exceed USD 310 million. Similarly, in 2016, the WbBank approximated annual fiscal leakages torbthé range of USD 285
million or 2.2. per cent of Palestinian GDP (exdéhgdrevenues collected by Gol in Area C due to datestraints). Finally, based on a
report by the Bank of Israel (2010), Khalidi (20E0ued that forgone custom revenues amount to 8@Dmillion, whilst at the
same time he found that Palestine runs a smatebdlbtrade surplus with Israel, if these indinegports are taken into account.
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Next to fiscal leakages, the PP cemented Palestidependence on Israel’s economic policies
(Samara, 2000; Arnon and Weinblatt, 2001; Samh@0d6; World Bank, 2017a). First, the resulting
tariff structure of the customs union may be suite@n advanced economy such as Israel, but it is
deeply inadequate for a developing country. TheoBRyes Palestine, with partial exceptions, to
apply Israeli import policies and maintain Isradisiffs as a minimum base, without any right to
initiate changes. This right was exclusively grdnte Israel, which could, upon prior notificatioh o
the PNA, “introduce changes [from time to timeJoyided that changes in standard requirements will
not constitute a non-tariff-barrier and will be bdson considerations of health, safety, and the
protection of the environment”"Over time, the administration of the customs unias gradually
overtaken by unilateral and restrictive Israelii@ts, which were often tied to Israeli security
concerns and harmed the competitiveness of Pabestmoducers (Khalidi and Taghdisi-Rad, 2009;
World Bank, 2017b).

The Joint Economic Committee (JEC), formally estlidd to mediate economic relations between
the PNA and Gol, gave Israel de facto a veto rilytatters were further complicated by the fact that
the JEC only met in a very interrupted manner. &ig009, the committee is regarded to be
effectively dead (World Bank, 2016). Within the @nt framework, it is at least questionable how
policies that require the consent of the JEC, aglthe introduction of a Palestinian currency, can
bypass the requirements set out in théPP.

Although paragraph 2 of Article Ill allows Paleito independently set import policies for a range
of goods specified in lists A1, A2, and B, the cesgions made are meaningless for several reasons.
First, the lists cover only a very small range ofducts that can be import&dSecond, as the lists
have not been substantially updated since 1994irtherted products that fall under the exemptions
account for a miniscule share of Palestinian ingorhird, given that list A1 and A2 are subject to
quota restrictions, and list B is subject to Israghndards, even the exceptions granted are very
restrictive.

Although the PNA is formally allowed to negotiate trade agreements with third countries, which
some institutions regard as proof of its autonomy sovereignty (cf. WTO, 2009), the room to apply
tariffs that diverge from those of Israel are vémited.22 Furthermore, as the World Bank (2017a)
notes, Israel does not recognise these agreemengwactice anyway. Based on the current
governance framework, therefore, Palestine muse edgth Israel’s low tariffs on manufacturing and
industrial goods, and higher protectionism for egjtural produce (WTO, 2017). This impedes the
prospects of a sovereign industrialisation whitewdtaneously increasing Palestinian dependence on
Israel’s agricultural output.

3.1.3. Disadvantages faced in regional competition andgwss Israel

The competitive disadvantages for Palestinian finissa-vis their foreign competitors relate to
several factors: (i) inhibited movement of goodsl greople within the occupied territory, (ii)
deprivation of land and access to natural resopsrgs (iii) restrictive administrative obstacles lsg
Israeli authorities. Some of these problems arectir related to the PP, whereas others are thit res
of deliberate and unilateral Israeli actions. Feasons of clarity and convenience, the implicatioins
both will be considered in conjunction.

The first disadvantage of Palestinian produceiaeslto the physical movement of goods and people.
As the PP was explicitly based on grounds that drdefer any final discussions of border issues, one

20 Cf. Article Ill, paragraph 10.

2L Cf. Article IV, paragraph 10.

2 List Al and A 2 cover a small range of raw materand agricultural products that can be importechfEgypt and Jordan (A1) as
well as third countries (A2). List B specifies arer narrower range of capital goods, equipment,piradmaceutical products that are
allowed to deviate from Israel’s tariff structure.

2 Even the European Union, with whom Palestineredt@to a bilateral trade agreement in 1997, ackedges that the Paris Protocol
“allows the Palestinian Authority to establish &aelations with third countries, provided thatlsiagreements do not deviate from
Israel's import policy” (European Commission, 20itdjcs added).

13



of the main sources of the tensions between tlaelisand the Palestinian side was not settled, and
Israel has retained full control over all checkpsiat the borders to this day. After the failure to
negotiate a final agreement during the interimgukrivhich culminated in the collapse of the Camp
David negotiations, relations between Israel andddiae substantially deteriorated with the outkrea
of the second intifada in September 2000. Due ¢aritg concerns, Israel began to impose draconian
measures to control the movement of Palestiniardg@md people, which led to severe economic
hardship in Palestine (World Bank, 2007). A follayp agreement in 2005, the Agreement on
Movement and Access (AMA), sought to ease the ¢mmdi in Palestine and relax the measures
imposed by Israeli authorities. Yet, with the Pafean division since 2006, any progress was
effectively reverted, while the Israeli siege onz&ded to a full-blown humanitarian and economic
crisis there.

Even though the restrictions on the movement oflgand people in the West Bank were eased from
the late 2000s on, the remaining obstacles stikpmn overwhelming barrier for efficient production
and trade. Far from the stipulations outlined i@ @slo Accords to facilitate the movement of goods
and peoplé; the reality on the ground is vastly different. Reting physical obstacles alotié)orld
Bank data show that Israel has erected more thdnh lidriers in the West Bank (excluding
checkpoints along the Green Line, which constittibesinternationally recognised border), whereas
other reports suggest even higher numbers (UNSO®Y)2For an area of 5,650 square kilomettes,
this poses excessive obstacles to develop a smdatidtioning economy. The World Bank (2017a)
concludes in its latest report on Palestinian trte these physical restrictions “have imposed
prohibitive transaction costs on Palestinian ex@srtand importers, [which] weakened the
competitiveness of Palestinian goods, with tradedra of greater effect than tariffs.” (p. 11)

Second, Palestinian producers have to cope withelisannexation of highly productive lafid,
restricted access to natural resources, and defébefestruction of Palestinian assét¥he most
adversely affected sector of these measures istiPédm agriculture, as the expansion of Israeli
settlements into the West Bank and the construaifotihe separation barrier, of which 85 per cent
were built east to the Green Line (constituting theam zone”), deprived Palestine of some of its
most fertile land (Samhouri, 2016). Thousands dé$Rimian who own the land behind the separation
barrier can only access it after obtaining speqgi@mits, which entails a lengthy administrative
process that mostly ends in rejected applicatigviar(d Bank, 2009). For those who manage to obtain
a permit, restricted opening hours for crossinggdie village apply (World Bank, 2009; 2017).

Furthermore, as the seam zone contains most ofwvter resources and aquifers, but remains
detached from Palestinian territory, access to mfate Palestinians is restrictédwhich, in turn,
further hampers agricultural production (World Bark009). Given that irrigated agriculture

24 The Oslo Accords state that “movement of peopdicles and goods in the West Bank, between citwe;s, villages and refugee
camps, [should] be free and normal, and (...) notdneebe effected through checkpoints or roadblodisinex I, Article IX,
Paragraph 2).

2% These barriers include “checkpoints, road gateadislocks, earth mounds, trenches, road barriaeds,earth walls” (World Bank,
2017a, p. 11).

% Data from UNRWA; UNSCO (2017) figures count 572rleas (excluding Hebron, which accounts for 997 ofithe total 5.650
square km).

27 Qverall, since 1967, UNCTAD (2018) estimates tiRatlestine has lost access to more than 60 % &fritsin the West Bank and two
thirds of grazing land”, whilst in Gaza, Palestmiproducers cannot access more than half of thévaigd land. With regards to
fishery, military control of the sea territory diaza prevents Palestinians of exploiting the resmito which they were entitled under
the Oslo-Accords (Samhouri, 2016).

2 UNCTAD (2017a) reports that Palestinian in the WBanks are often exposed to violence by settlexd the destruction of
productive assets. For example, the productionligé®based produce, which UNCTAD (2011) identifiasl a sector for export
promotion (and which accounted for 2-4 per cerPalestinian merchandise exports between 2007 ahd, 2ased in UN Comtrade
data), was significantly impeded by the fact tlna2016 alone, more than 1.500 olive trees were dathar fully uprooted by settlers
(in addition to the 2.5 million productive treestthave been uprooted since 1967). Due to theegxstof two parallel legal systems
in the area, which make Palestinians subject selsmilitary law, the room for successful litigati is limited (UNCTAD, 2017a).

2 |t should be noted, however, that water supply weesqually distributed through the stipulations @t in the Oslo-Accords. Whilst
Israel was granted full control of all water resms and an unlimited water supply, Palestine’s lsupps capped to a predetermined
quantity of roughly 220-230 MCM (118 MCM from eigg drilling, 70-80 MCM from new drillings, and e=t Israeli sales of 31
MCM of water; cf. B'Tselem, 2017).
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contributed a significant part of employméhtand could therefore play a key role in economic
development, the dwindling water supply constitategvere economic constraint.

Third, due to the application of the Israeli custmates and purchase taxes for Palestinian producers
without considering the different stages of develept, Palestinian firms have a substantial
competitive disadvantage vis-a-vis their Israelum@rparts (UNCTAD, 2014). The latter often
benefit from subsidies (and/or technological spilers from the Israeli military), operate with scal
benefits, and do not face any administrative cocagilbns in trade and transportation. Additionally,
agricultural producers in Palestine are exposetkitaeli non-tariff barriers in form of very strict
health and sanitary standards. These absolute &dynthus incentivise indirect imports from Israel
or smuggling.

Moreover, the quotas and high costs placed onnmgéiate and capital goods further exacerbate the
situation for Palestinian firms (UNCTAD, 2014). Esgally restrictions on so-called “dual-use”
items, which are classified as civilian goods tleauld have a military purpose, increase the
difficulties of obtaining a critical input goods rfoindustrial production (Samhouri, 2016).
Notwithstanding the enhanced effectiveness of PN#&'eurity efforts and relative improvements of
the political situation, the Gol has expanded isteover time (Nashashibi, 2015).

Finally, in addition to above regulatory barriezsstly border procedures and thus high transportati
costs, as well as overly complicated administrateguirements (incl. restrictions on business and
travel visas) increase transaction costs for Halast firms and impede trade with their Arab
neighbours (World Bank, 2002; UNCTAD 2014). If Pairians want to import merchandise, they
need to renew their license each time, whereaglidpasinesses are granted licenses for one year
(World Bank, 2016). At times, obtaining the impatithorisation can take weeks. The same applies to
standard licensing, which is a prerequisite foditrg goods. Furthermore, the regulations for direct
importing, which are mostly revised by Israeli arities, are often available in Hebrew only, posing
a significant language barrier for Palestinian i to meet regulatory standards (ibid.).

Not only vis-a-vis lIsraeli firms, but also againsther regional competitors, doing business in
Palestine comes at a much higher price. Data fremWorld Bank (2017a) illustrate the extent of the
disadvantage. Average trade costs for imports aporés (per container) roughly exceed those of
Israeli firms by a factor of three, whereas theation of import and export clearance takes twice or
even four times as long.

Figure 8:Trade Costs and Process Duration
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8 117.000 people in 2009, according to World Bard0@).
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Source: World Bank (20174, p. 44).

In sum, therefore, the outdated and restrictiveegung framework of Israeli-Palestinian economic
relations, combined Israeli-imposed measures aiildteral actions, are the most importasingle
determinants of the Palestinian economic malaiggh Hansaction costs and uncertainty lowered the
horizon of Palestinian firms and effectively discaged productive investments. Furthermore, the
restrictions set in the Paris Protocol and Isrbetder procedures limit the scope of developinddra
relationships with third parties, whilst at the satime, incentivising indirect imports and informal
transactions.

3.2. Trends and trajectories of Palestinian trade
3.2.1. Palestinian trade outcomes and relationships

As a corollary of the restrictive economic govercarramework presented above, Palestine had to
cope with persistent fiscal, current account, aradie deficits (cf. EImusa and El-Jaafari, 1995;
UNCTAD, 2006; PMA, 2016a; World Bank, 2016; IMF, 0. However, despite the difficult
circumstances, the PNA has managed to substantadlyce its current account and trade deficit
relative to economic output — albeit the size efsthdeficits remains unsustainable.

Even though trade deficits are a common featurenafy developing countries, Palestine’s trade
deficit in relation to its GDP is disproportionaeen in comparative terms (cf. table 1). In mosesa

it exceeds that of the other countries in the saniyyi a factor of (at least) two. The data further
suggest that the size of the deficit is not madug to an overly excessive amount of imports negati
to Palestine’s GDP, but rather a result of the $brare of exports.

Table 1: Palestinian Trade Outcomes (goods and seces)

GDP GDP PPP Exports Imports Trade Balance Exports Imports

Country
(mio. 2015 (per capita, (in mio. (in mio. (relative to  (in % of (in % of
USD) USD) USD) USD) GDP) GDP) GDP)
Palestine 12680 5080 23227 7501.7 -0.41 18% 59%
Median 12686.5 8611 4937.3 7263.9 -0.185 37% 57%
Albania 11393 11284 .4 3104 5069.4 -0.17 27% 44%
Armenia 10529 8492 3137.4 44184 -0.12 30% 42%
Bosnia 16251 4206.6 5603.8 8625.9 -0.19 34% 53%
Georgia 13996 9600.8 6288.4 9062.4 -0.2 45% 65%
Honduras 20729 5093.8 9520.5 13052.3 -0.17 46% 63%
Jamaica 14218 8771.9 4250.8 64414 -0.15 30% 45%
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GDP GDP PPP Exports Imports Trade Balance Exports Imports

Country
(mio. 2015 (per capita, (in mio. (in mio. (relative to  (in % of (in % of

USD) UsD) USD) USD) GDP) GDP) GDP)
Jordan 37517 8730 13362  234¢5 -0.27 36“% 63%
Moldova 6496 1828.3 3568.3 5817.9 -0.35 55% 90%
Mongolia 11718 12178.5 5283.8 49435 0.03 45% 42'%
Namibia 11497 11224 .4 51215 7885 -0.24 45% 69
Nicaragua 12693 5200.3 4753.1 7026.1 -0.18 37% 55%

Source: World Bank (2015, p. 9).

Concomitant with the problematic development of BPalestinian trade balance is its excessive
dependence on Israel. As outlined above, this unesiationship compounds Palestinian dependence
unilaterally, with little to no benefits for the [Batinian economy, but substantial gains for Israel
Whilst Palestine runs most of its deficits througide with Israel, the latter is able to employiact
industrial policies and take advantage of the dimrh in Palestine. Furthermore, also because the
productive basis of the Palestinian economy hastanbally eroded (cf. section 2), the income of
Palestinian workers is largely spent on the consiommf Israeli goods, which further encourages
imports from Israeli (UNCTAD, 2011).

Due to the disproportionate amount of bilateradi¢ran total trade, Palestine’s relationship witfaéd
explains the vast majority of its overall trade amumes. It is noteworthy, however, that the share of
bilateral trade fell from some 75 per cent of tdatade in 2000 to 61 per cent in 2017, as shown in
figure 9. Even though this might be regarded asimdeg dependence on Israel, it is more likely that
mere administrative and formal adjustments areomesiple for the decline. Historically, the official
share of bilateral trade continuously accountedafioleast 70 per cent, with trends in the data not
indicating any significant changes. Yet, after 20there is a discontinuity for imports, whereas no
such clear break is visible for exports. One pdssixplanation for this is after international
institutions exposed the extent of indirect impautsl practices of fiscal leakages by Israeli adtilesr
(most notably UNCTAD, 2014), pressure on the Golinmed to declare the goods that are destined
for the Palestinian market as such (World Bank,620Thus, a more accurate declaration or stricter
application of country-of-origin rules during thi@ne, rather than more fundamental and qualitative
changes in Palestinian trade relationships, coxpthen the observed drcp.

Notwithstanding the declining share of Israeli imppthe share of Palestinian exports to Israel
amounts to more than 80 per cent. This furthestithies the gravity of Palestinian dependence,
especially as it is likely that this figure is maecurate than corresponding import values. Negido
structure of the dysfunctional customs union andhelsimposed restrictions, which impede
Palestinian exports to third markets, a multi-l@ageand complex relationships of Palestinian and
Israeli businesses have emerged over time. Ofedasthian firms thereby function as subcontractors
to Israeli companies. However, the restrictive megialso led to the emergence of a much wider range
of informal relationships, especially in cases veh@alestinian businesses merely need a rather small
quantity of input goods. Through obtaining thesedgdirectly from Israeli importers, Palestinian
businesses can bypass complicated and time-conguyoronedures (Samara, 2000; UNCTAD, 2014).

31 Although it is likely that indirect imports havestibrted Palestinian imports from from Israel thiooigt the entire period of investigation,
determining an accurate figure is impossible githendata constraints. Several studies though dbow crude estimation of the order
of magnitude, which is substantial in any case eBam a report by the Bank of Israel (Bol), Samh(2016) finds that in 2008, 58
per cent of all Palestinian imports from Israel evéndirect imports. Excluding water, electricityycafuel, the World Bank (2016)
estimates this figure to be 35 per cent.
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Table 2 summarises the regional distribution of embi@and export shares for the years 2010-2014,
confirming that, while Israel accounts for the vastjority of Palestinian trade, the trade linkotber
regional as well as potential overseas partnersegigible32 Combining these insights with the data
in figure 9, it is also evident that bilateral teaeigreements that the PNA signed over time didimgth
to change the overall patterns.

Figure 9: Palestinian Trade
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3.2.2. lIsraeli trade outcomes and relationships

In stark contrast to Palestinian trade outcomeasel's trade is rather balanced, despite a slightly
widening deficit over the past years. Although étrdoes not provide data for exports to Palestine,
the DOTS statistics as well as World Bank (201 Za dillow for a crude estimate of the importance
of Palestine as a trading partner. Figure 10 thetabicates that imports from Palestine play a
miniscule role in total Israeli imports, yet withgards to Palestine as an export market, the share
substantially more pronounced. According to IMF @i#ECD data, between four and six per cent of
total Israeli exports are destined to the Palemtininarkeg? whereas the World Bank (2017a)
estimates a share of 5 per cent. This places Redeatong the top three Israeli export partners
between 2010 and 2014, and accounted, on averag#,¥ per cent of Israel’'s GDP in that period
(ibid.).

32 The deviations in the data below from the bildtdeda presented earlier is due to different dateb on which the calculations rely.
The data presented in table 2 is derived from theQdmtrade Database, whilst our analysis abovebaasd on the Direction of
Trade Statistics (DOTS). As the overall trends &émel order of magnitude remain very similar, thisifems the validity of the
findings above.

3 See Appendix B for details.
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Table 2: Top Five Palestinian Import and Export Patners

Top 5 Palestinian Import Partners

2010 2011 2012 2013 2014
1 Israel (67.3%) Israel (64.9%) Israel (65.5%) ISI@&S.8%) Israel (63.2%)
2 China (5.4 %) Turkey (5.7 %) Turkey (5.9%) Turkey (6.7 %) Turkey (6.9 %)
3 Turkey (5.4 %) China (5.3%) China (5.1%) China ¢6)5 China (6.0%)
4 Germany (2.1 %) Germany (2.8 %) Germany (3.0 %) Germany (2.9 %) Germany (3.0%)
5 Jordan (2.1%) Jordan (2.5%) Jordan (2.6%) Jord@94P Jordan (2.2%)

Top 5 Palestinian Export Partners

2010 2011 2012 2013 2014
1 Israel (79.0%) Israel (79.3%) Israel (74.8%) ISI@.3%) Israel (78.8%)
2 Jordan (7.2%) Jordan (7.7%) Jordan (9.9%) Jordan (8.4%) Jordan (8.6%)
3 UAE (2.9 %) Saudi Arabia (1.8%)JAE (2.6%) United States (1.29dYAE (2.1%)
4 United States (1.8% UAE (1.8%) United States (2.5% Saudi Arabia (1.6% United States (1.8%)
5 Saudi Arabia (1.4%) Algeria (2.0%) Qatar (2.0%) Qatar (1.3%) Saudi Arabia (1.6%)

Source: World Bank (2017a).

Figure 10: Israeli Trade Balance
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Needless to say, the much more advanced states déitheli economy as well
tariff policies allow for a much more diverse arapBisticated integration into

as its autonomy over
the global economy,

which is reflected in Israel’s strong links withvashced economies (cf. table 3). snmmary,
therefore, the trade data of both economies sirhigklights the divergent productive capacities and

the dysfunctionality of the current economic gorce structure.
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3.3. Composition of trade

One of the main characteristics of Palestinian kbgreent is the erosion of the productive base. As
shown in section 3.1, the combined effects of &ioti¥e governance regime and Israeli occupation
have suffocated the Palestinian tradable goodsrsdst putting domestic firms at a significant
disadvantage vis-a-vis their foreign competitorgmQlatively, the consequences of these competitive
disadvantages aggravated the situation for theeemtionomy.

Table 3: Top 5 Israeli Export Partners

2010 2011 2012 2013 2014
1 United States  United States  United States United States  United States
(36.2% (34.4% (33.7% (33.5% (34.7%

United Kingdom United Kingdan
(5.3 %, (5.5 %,

3 China (4.4 %) Palestine (4.9 ¢®alestine (5.1%)China (4.7%)

2 Palestine (4.9 % Palestine (5.4 % Palestine (5.9 %)

Hong Kong, China

(4.9%),

gﬁi’;]%fj’_g%/'u China (4.7%)

5 United Kingdom Hong Kong, Hong Kong, United Kingdom
(4.2% China (4.4% China (4.1%  (4.1%,

Source: World Bank (2017a)

4 Belgium (4.3 %) China (4.5 %) China (4.5 %)

Turkey (4.3%)

Section 2.1.2, has already illustrated the degredhe deindustrialisation and the decline of
agricultural production — hence the deterioratidrnthee two most important sectors for economic
development. Given the weak productive base, higimsaction costs, and the absence of a
development strategy, the composition of Palegtieigports is marked by no coherent specialisation
in strategic sectors as well as low-technology/riggource contents. Particularly when compared to
the composition of Israeli exports, the stark défeces between the two economies become clear.
Figure 11 and 12 illustrate the share of respegiieeluct categories in total imports and exports fo
both Palestine and Israel over time.

According to the data, Palestine’s imports are eatrated on mineral products. Thereby, in 2016,
electricity, refined petroleum, and cement accodirite around 20 per cent of all imports — most of
which were coming from Israel. The remaining categgomake ugomparativelittle of Palestine’s
imports, with foodstuffs (i.e. animal food, tobacemd waterj* machines (i.e. broadcast equipment,
refrigerators, and computers) and vegetable pred(ict. wheat, rice, and fruits) accounting for
around respectively 10 per cent of total importsdoent years. As the dots, indicating the year and
size of the share in total imports, remain veryseldogether throughout all product categories, this
implies that since 2007, the basic HS2-speficiedmusition of imports has not changed significantly.

With regards to exports, concentration is partidylaigh in building stone (more than 17.5 per cent

of total exports in 2016), furniture, and otherdabintensive and primary resource-based products
(i.e. metals, plastics/rubbers, vegetable produmts] foodstuffs). Conversely, the share of more
complex and capital-intensive industrial productjch as transportation goods, chemicals,
instruments, or machines, remains miniscule throughThe wider spread of the dots in combination

with no coherent sequencing of their colours, ulirtles the rather arbitrary and volatile nature of

Palestinian exports.

Israel's trade composition, in contrast, is markedifferent. With regards to imports, machines and
mineral products play a primary role. Also, impartsliamonds for further processing are substagntial
although the share of both imports and exportsre€ipus materials remains volatile due to the price
elasticity of luxury goods. In terms of exports,pital-intensive and high-tech goods, such as

3 The products in the brackets are the top three $p®dified products in the given category.
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machines (esp. integrated circuits) and chemicadyxts (esp. medicaments, pesticides and
fertilisers) stand out, whereby there appears tarbicreasing specialisation in the former.

Thus, the composition of trade highlights the wedifferent stages of economic development of both
economies, and Israel's specialisation in stratégie sectors. The strategic direction of the Israel
economy is backed by an active state, in partictiesugh military spending and other forms of
industrial policy (incl. erection of non-tariff béers), which creates spill-overs to other sectors
(Breznitz, 2006). According to trade theory, a doyis trade composition will reflect its comparagiv
or absolute advantages. In the case of Palestime, of this applies. The trade composition is altes
of Israeli politics, a distorted institutional framwork, and a gradual depletion of productive
capacities®

Figure 11: Composition of Palestinian Trade (HS2)
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% For specific measures to rectify this dysfunctieteucture, we refer to UNCTAD (2011) and PMA (BaJ).
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Figure 12: Composition of Israel’'s Trade (HS2)

Share of Product Category in Total Israeli Imports

Vegetable Products wo cme
Transportation X ¥ 3K W J
Textiles —

Stone and Glass -
Precious Metals ce® @ L N
Plastic and Rubbers -
Paper Goods -
Other - -
Miscellaneous -
Mineral Products . o ) Qe )
Metals o
Machines ‘ ..“
Instruments - .

Foodwear and Headwear

Foodstuffs -~ wee
. 2016
Chemical Products oy X o J
Animal Products -
0 5 10 15 20 25
Share
Share of Product Category in Total Israeli Exports
Vegetable Products -

Transportation e wa

Textiles o 2007

Stone and Glass
Precious Metals L] .
Plastic and Rubbers - om
Paper Goods -
Other

Miscellaneous =

Mineral Products somo @ 0O
Metals . o
Machines O@ ~
Instruments E

Foodwear and Headwear

Foodstuffs ot

Chemical Products “ . . \ .

Animal Products

0 5 10 15 20 25 30 35
Share

Source: UN Comtrade, extracted from the ObservaibBconomic Complexity (OEC).

22



4. Financial accounts

As transactions in a monetary economy imply tha sector’s spending is another sector’s income
(and vice versa), the financial account balancethefPalestinian economy reflect findings above.
The accounts presented below illustrate, more Bpaity, which sectors take on net-lending (i.e.
saving) and which sectors hold net-borrowing pos#i Since there is no surplus or deficit position
for the world as a whole, all balances must sunougero. Two conclusions that are derived from the
Palestinian sectoral balances stand out. Firstreh@&nce on consumption combined with excessive
trade deficits leads to an absence of domestiasa8econd, the data show that both the private and
the public sector are heavily dependent on infloWireign currency. Both findings have important
implications for conclusions in later sections.

Figure 13: Financial Accounts

FINANCIAL ACCOUNTS

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016
Current Account Government Sector

——Private Sector = = Trade Deficit

vvvvvv Current Account less foreign Income Government Sector less foreign Transfers

-+ Private Sector less foreign Income — — Private Sector less foreign Transfers and Income

Source: PCBS, National Accounts; Balance of Paysyévn Calculations.
Notes: The share of private and public net curamtsfers is estimated, using
the data on the inflows of transfers from the Baé&af Payments Account.

To provide a deeper understanding of Palestiniamn@uic development, figure 13 shows the
balances of the three main sectors of the econtdmygovernment, the private sector, and the foreign
sector. To emphasise the role of foreign capita, tesearch here has disaggregated the financial
accounts based on whether the respective sectidéscor excludes foreign transfers and income.
Thereby, the solid lines indicate the official fitdéal accounts of all sectors, whilst the dashedl an
dotted lines represent the accounts without forgignsfers and foreign income respectively. Values
above the zero per cent line imply a net accumaradif financial assets, whereas values below zero
can be interpreted as net accumulation of finarigibilities. Since assets and liabilities net eatier

out, private sector net liabilities were deriveddmptracting the current account from the goverrimen
deficit.

The solid lines show that the current account defweraging at about 18 per cent between 2000 and
2016, poses a major problem for the Palestinian@og. As the current account reflects the result of
capital flows from international trade plus netnsters (i.e. interest and profit receipts), a deb¢

this size implies a substantial accumulation oéficial liabilities vis-a-vis the rest of the worldet,
given that the government deficits are rather siadlB per cent on average), the vast burden of the
accumulation of liabilities, averaging around 16 pent of GDP, falls onto the private sector.

One prima facie surprising feature of these aceimthat in 2008all sectors were nearly balanced.
Yet, the official accounts are massively distorbgdforeign capital flows® Once foreign transfers
and income are deducted from the official finanei@tounts, the situation looks considerably worse.

% Thereby, net transfers refer to financial inflosesch as remittances, donations, foreign aid andtgré&oreign income, on the other

hand, is almost entirely constituted by salariePalfstinian workers in Israel (96.7 per cent dfineome in 2016). The latter makes
the Palestinian economy vulnerable to shocks onsttzeli labour market and exacerbates the prolmEexcessive bilateral trade
imbalances, as these remittances play a key rdleancing imports from Israel.
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Without foreign transfers, which are primarily dtinas and remittances, the domestic government
deficit would have amounted to more than 25 pett @er2008. Furthermore, in the run-up to the
global financial crisis (GFC), the sharp increaseaid and remittances helped the Palestinian
economy to reduce its current account deficit, sthstill running a massive trade deficit. This biea
constellation was completed by the fact that higbeblic spending in combination with higher
foreign transfers equally allowed the private sedtoreduce its deficits (although, without these
transfers, the deficit of the private sector woaldount to 35 per cent on average throughout the
whole period).

In the aftermath of the GFC, foreign transfers rmedhk declined, which reduced the overall volume
of foreign inflows and increased the relative intpace of foreign incom&. The decline in revenues
forced the government to reduce its spending andedthe private sector into a higher deficit. Given
the weak domestic private investments, a largeesbérthis deficit is imputable to private debt,
financed by bank loans. Also, as the PNA's adjusine the income shock included the deferral of
payments to civil servants, domestic workers hadake on loans to secure liquidity and pay for
ongoing expenses. Sections 5 and 6 provide fuglieience for these conclusions, yet at this stage i
is important to consider the tremendous role okifpr transfers and income in the Palestinian
economy.

In addition to the dependence on foreign capitibivs, further implications for the monetary system
in Palestine arose due to the fact that a curregduant deficit entails either a decline in foreagsets

or an increase in external liabilities, which ifleeted in the capital and financial accounts o th
balance of payments statistics. Net capital trasstaptured by the capital account, include texssf

of ownership of fixed assets or debt forgivenese financial account, on the other hand, comprises,
inter alia, foreign direct investments (FDI), potib investments, and changes in reserve assets.

The literature generally refers to three ways wéficing a current account deficit: FDI, externdltde
and selling reserve assets. FDI are most commagsrded as the optimal ‘financing source’ for a
current account deficit, as they are generally @aged with a longer-term outlook and do not add to
national debt. If embedded in a coherent developnstrategy, FDI can additionally foster
productivity and real GDP growth through technotadjichange and a modernisation of productive
structures. However, without strategic deploymeiit, can adversely affect economic developniént.
Other means of financing the deficit will necedyaaifect foreign assets or external liabilitiefhi€Ee
include portfolio investments, which comprise crbssder investments in equity and debt securities,
such as money market debt instruments and finader@atives, but also longer-term debt, and other
investments, which residually refer to changeshim gtock of cash of foreign currencies in domestic
banks and the deposits of Palestinian institutiveld abroad, as well as loans and deposits of non-
residents deposited in local bariks.

Figure 14, showing the composition of the capitad &inancial accounts, illustrates that the bulk of
the Palestinian current account deficit is finanbgdcapital transfers and other investments. This
composition creates potential vulnerabilities ia ttomestic banking system, as deposits can be easil
withdrawn in case of declining confidence, whichilcotear a hole in the financial account that might
lead to a fall in reserve assets. Whilst much @& thirrent account deficit is financed by other
investments and capital transfers, FDI flows arenaior importance. Furthermore, a more detailed
breakdown reveals that these ‘other investmen@d’capital transfers largely comprise the liquidatio
of Palestinian bank’s foreign assets and capitahtgt Moreover, it appears that Palestine incrghsin

87|t should be noted that foreign income is not lalée source for funding the current account, tastiongly depends on political
stability. Given the situation in the Near Easgqiuent border closures can make it difficult to Ralestinians to access their
workplace in Israel.

% See Wade (2010) for further discussion.

3 If a Palestinian consumer, for instance, buysraidm product, his/ner Palestinian bank accoumtharged, so that his/her deposits
decrease. The corresponding amount is creditduetdeposits of the foreign producer, who holdsaoant at a foreign bank. To fill
the gap in the balances of both banks involvedhénttansaction, the foreign bank could hold depasithe Palestinian bank or both
may arrange a credit contract. Finally, a countfiyiancing gap might also be covered by sellingres assets of the PMA, as long as
the PMA is not running out of foreign reserves.
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uses reserve assets for financing the current ata@ficit. In 2016 alone, the reserve assets ef th
PMA shrank by 268.1 Mio. USD. However, as the PMéfarmot create reserves in a national currency,
the trade and current deficits continue to dimirttsls amount of foreign assets (rather than allowing
for the accumulation of further reserves), so thatsustainability of this form of deficit finangjnis
severely limited?

With respect to the fiscal, current account, amaddrdeficit, several economic studies, most notably
those conducted by the IMF and the World Bank, tenfdcus on the fiscal deficit as they regardsit a
the root cause of the current account and tradeidefThe underlying theory implies that, if natad
savings are not sufficient to cover national inwestt, the emerging internal imbalances will
create/drive external imbalances, which can be festeid, inter alia, in a current account or trade
deficit (Metaxas and Weber, 2016). Thereby, based anable funds framework, the neoclassical
proposition of the twin deficit hypothesis suggettat fiscal deficits will decrease the amount of
savings and thus lead to higher interest rates;twhill in turn attract foreign capital and generat
surplus in the capital account (that correspondbkéedaleficit in the current account). Hence, thkcgo
recommendations stress the importance of achieViscpl sustainability, without necessarily
considering the more fundamental problems of tHeddaian economy (i.e. IMF, 2017, 2018; World
Bank, 2018).

Given the flawed theoretical and empirical undempigs of the neoclassical hypotheses, this study
rejects the argument that it is primarily the buddgficit which drives the current account and ¢rad
deficits (McLeay et al., 2014; UNCTAD, 2017b). lead, it follows UNCTAD (2017b) in regarding
the deficits as symptoms of deeper, structural lprob of the Palestinian economy, as pointed out in
section 3.

Figure 14: Balance of Payments Statistics
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4 This is partly driven by a re-classification of RM reserve assets, which does not, however, idatdi the general argument, that
Palestine is losing reserves, when running a ctaeeount deficits.
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5. Fiscal conditions

The fiscal condition of the State of Palestiniarhich is presented in this section, has, based on
certain measures, considerably worsened since 28®&tral key aspects stand out in this regard.
First, and most importantly, the decline in foreggants and donations led to an overall reduction o
Palestinian public expenditures. Second, becaus¢hatf the relative importance of clearance
revenues has increased. Due to repeated Isragierssisn of these revenues, this development
heightens the dependency on the Gol and exacerthetemcertainty for budgetary planning. Third,
as already noted in section 2, wages and finanoperational costs absorbed most of public
spending, whilst development expenditures becameasingly marginalised. Finally, as the cuts in
public spending were insufficient to cover actuayment commitments, the decline in fiscal revenues
led to the accumulation of arrears. In particutpven the dire state of the productive basis ard th
persistently high current account and trade dsfitite pace of the accumulation of arrears males th
situation alarming.

5.1. General development: revenues, expenditures and detatio

Based on official measures, the fiscal conditiothef Palestinian state is solid. Especially therale
decline in the deficit, brought about by a reduttiof spending, is something international
organisations strongly acknowledge as a positige 8MF, 2017; 2018). In 2016, Palestine’s public
deficit —before grants — even shrunk to a merep@d cent (from 5.6 per cent in 2015). Yet, as
UNCTAD (2017a) notes, this does not point towamdgroved soundness of Palestinian public
finances, as large one-off payments for telecomupatiun licensing fees (USD 145 million) and the
aforementioned reimbursements for fiscal leakad@X300 million) obfuscate the scale of the actual
financing gap. Moreover, the government deficit tnbe analysed within the wider context of
Palestinian economic development, in order to naakg@alitative judgement as to whether the fiscal
conditions are sustainable.

First, regarding the composition of revenues arglrteffects on public expenditures, figure 15
indicates that clearance revenues as well as gradtslonations determine public spending as a share
of GDP. Given the findings in section 4, which derstoated the reliance of the Palestinian budget on
foreign aid and remittances, the broader conclssiare therefore not surprising. However, a
remarkable new insight is certainly the extent tacl changes in clearance revenues and grants and
donations seemingly predict public expenditures.t@s and non-tax revenues only cover a minor
share of total revenues and public spending, theeledion coefficient between public expenditures
and the share of income obtained from clearancens and grants and donations is ¢*g8gure

15 illustrates this relationship in more detail asttbws that if an increase in one of these crucial
revenue sources cannot offset a decrease in tlee, @iblic expenditures will fall. Also, as evident
from the graphs, the trends in the compositionevenues indicate a strong increase in the relative
importance of clearance revenues, whereas gradtd@mtions have declined to the low level of tax
and non-tax revenue contributions. From an estichatdue of NIS 2.496 million in 2016, PMA
(2016a) predicted a further decline in foreign ggdy 14.5 per cent.

The high dependence on clearance revenues and gmachitdonations is not sustainable for several
reasons. First, as Arab nations account for a latgee of donations to the PNA, the amount of
donations and grants will be determined by thein qwblic revenues, which are, in turn, highly

correlated with the oil price (cf. figure 15, battaight). Even though the link has weakened during
the past years, the overall correlation appearsthefess robust

41 Pearson Correlation Coefficient, 2001 excludedtdumissing data for clearance revenues.

42 Hamed (2017) observed similar patterns and provitiga based on which Arab-oil exporting countdesounted for roughly 35-46
per cent of the share in the PNA’s budget suppdotwithstanding the correlation between the oicerand donations from Arab
countries, however, other uncorrelated factorshsag the global financial crisis and changes ierivtional community support
(related to the election of Hamas) also substaytdiected the PNA's income from grants and daorati
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On top of the dependence on oil price developmédatther problems might arise through shifts in

geopolitical power relations under the Trump adstmaition. Recent (resurgent) US support for Israel
combined with strong traditional American relationgh key players in the Middle East, at least
imply the possibility that regional support to Riee might dwindle or be tied to harsh

conditionality.

Figure 15: Composition of Revenues

COMPOSITION OF REVENUES (in % of GDP)

1996 1998 2000 2002 2004 2006 2008 2010 2012 2014 2016

I Tax revenues @ Nontax revenues
= Clearance revenues B Grants and donations
—Public expenditures
COMPOSITION OF REVENUES (in % of GDP)
30% 60%
25%
20% 40%
15%
10% 20%
5%
0% 0%
1996 1998 2000 2002 2004 2006 2008 2010 2012 2014 2016
——Tax revenues ——Nontax revenues
——Clearance revenues —@Grants and donations
=—Public Expenditures (right)

COMPOSITION OF REVENUES (in % of total)
60%
50%
40%
30%

o Jall 1l all | Ll

1996 2000 2004 2008 2012 2016 2017

B Tax revenues ENontax revenues
@ Clearance revenues O Grants and donations
DONATIONS AND OIL PRICE

100 23
80 2.0
60 15
40 1.0]
20 I 0.5
0 0.0]

1996 1998 2000 2002 2004 2006 2008 2010 2012 2014 2016

B Oil Price (in $ / Barrell) —— Grants/don. (1,000s $ Mio., right)
Source: PCBS, National Accounts; PMA; FRED; OwnoDHltions.

27



Table 4: Clearance suspensions

Release dateo
funds

Date of Amount

suspensior withheld

Aug-97 78 million Increqse; |n attacks ¢
USD (est. Israeli civilians

Reason for suspensior PNA policy response

September-97 Short -term credit facility from the E

Special Cash Facility from the EU, loa

O T L epe— from Arab donors through the Islamic

_ 500 million .~ . 5 Development Bank, and the Emergency
DEE-00 UsbD g\ég%da [T SEREmEer |DReEmeer 02 Services Support Project (ESSP) financecl by
IDA and European donors and administerzd
by the World Ban}
. . Temporary International Mechanism (TII
- Hamas victory in Marct to channel donor money outside the PNA
1,1 billion 2006 followed by . N
Mar-06 USD (est) formation of Hamas July-07 directly to payment of allowances for civil
government zgxia(\:rét; and nowage expenditures for bat

Palestinian unity de:

100 million that brought together Overdraft from banks; salary payments

Ly USsSD Hamas with its secular DU R 2 delayed.
rival Fatah
. Palestinia granted full ) . .
Nov-11 L1JOSODm|II|on membership at November 30th 201 rclzl\t/iartTl?ge/overdraft from banks; salaries peiid
UNESCO
- - . Salary payments delayed (2012 first i
100 million Palestinian bid for UN around January 20t| .
Nov-12 USD observatory status 2013 accumulation of wage arrears) / Overdrafts
from bank:
450 million April 5th rejectec o
jan-s USD(est) Inresponse to PNA's - transfer by PNA - CCRESEE0 REMEEER PER I IR, |
around NIS application to ICC Transferred later in support
1.8 Billion full on April 20 201¢ SUPP
Source: PMA.

The reliance on clearance revenue, on the othed,hanunsustainable due to its volatility. As
Palestine has no control over its borders, Israethorities collect all clearance revenues on
Palestinian behalf. In addition to fiscal leakagb®&re were regular suspensions of transferring the
revenues to Palestine in the past, which causestaniial damage to the Palestinian budget (cfetabl
4). Lowering the reliance on clearance revenuegéwernment financing would facilitate budgetary
planning as well as ease the pressure that Isemekxert through these suspensitrighis, in turn,
necessitates to broaden the tax base through @nparoductive activities, rather than increasiag t
rates (as standard IMF austerity policies implg)tHe current environment, the latter would lead to
sharp economic downturn, which could fuel sociaksh

Figure 16: Composition of Expenditures

COMP. OF EXPENDITURES (in % of GDP)
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4 Lowering reliance on clearance revenues, of coutees not mean that Palestine should be deniegb®do these funds, which
legitimately belong to the PNA.

28



<,  COMPOSITION OF EXPEND. (in % of total)
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On the expenditure side, the data strengthen tmelesions on the role of consumption-driven
expenditures drawn in section 2, as gross wagessataies and non-wage expenditures (which
include primarily operational costs) account forsinof public spending. Particularly worrisome is th
demise of Palestinian development expenditurefi@sought to constitute a much more substantial
share to revitalise the productive base and infnesire. Moreover, figure 16 illustrates that attes
decline in grants and donations from 2008 onwaedpenditures were greater than government
revenues — a finding that is congruent with UNCTALR017a) assessment of the Palestinian budget.
The actual size of the deficit was obfuscated thhothe accumulation of arrears, which allowed the
budget to appear rather balanced, but drove thicmdztor further into debt (cf. section 4). Irfieet,

the deference of payment commitments is a signoofiinal bankruptcy of the Palestinian public
budget, as the trends in the data do not inditetiethis might be a temporary liquidity crisis.

Figure 17: Palestinian Debt-to-GDP

DEBT-TO-GDP RATIO
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Source: PMA; Own Calculations.
The development of public debt fits the analysisvab At first sight, its composition and size dd no

appear to be dramatic. Figure 17 shows that the odtdomestic to foreign debt has increasingly
shifted towards the former and is now quite baldnéelditionally, the official debt-to-GDP ratio of
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18.5 per cent is much lower compared to neighbgucountries (incl. Israel, where debt-to-GDP
(2017) stands at 60.8 per cent, according to Btd)dand well below the limit of 40 per cent set ou
in Palestinian law. However, these figures contteakubstantial downsides attached.

First, the low debt-to-GDP ratio ignores the facattthe accumulation of arrears hds facto
increased public debt. If arrears are added toipudlebt, the ratio stands already above 40 per. cent
Moreover, the pace of this accumulation appearsnatg. Whilst in 2009, the volume of arrears was
negligible, in 2017, it amounts to about 24 perta@GDP and makes up most of the public debt
(more than 50 per cent). It should be stressedttimistudy does not regard any particular threshol
of debt-to-GDP ratios as problematic, but ratherlitk of control over the currency in which public
debt is denominated, coupled with its most reaemids and insights from previous sections.

Compared to official debt-to-GDP figures, the pevbs entailed to the balanced ratio of foreign to
domestic debt are less clear cut. On the one reastjft towards the latter implies lower exchange
rate risks, as domestic debt is largely denomineiédlS and thus corresponds to future income and
expenditured? Figure 18 illustrates the extent to which borrogvin NIS replaced loans denominated
in USD or the Jordanian Dinar (JD), whereby theeaftentioned avoidance of risks associated with
exchange rate fluctuations is explicitly statedtes rationale behind this change (PMA, 2016a). On
the other hand, external debt, mostly originatemfArab financial institutions (cf. figure 19) argl
almost entirely (92.5 per cent) long-term, accogdim PMA (2016aj?

Figure 18: Credits by Currency and Debt Maturity

CREDITS BY CURRENCY (in % of total) - MATURITY OF DEBT (in % of GDP)
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Source: PCBS, PMA; Own Calculations.

Figure 19: External Debt Composition 2016

EXTERNAL PUBLIC DEBT ORIGIN
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4 As we show in section 6, the NIS increasingly tage the role as the main circulating currenchimPalestinian economy.
4 The remainder of external short-term debt repsseublic debt arrears.
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The downside to a heightened reliance on domestit therefore is the shorter maturity, which is
associated with these loans. Given the large presson the Palestinian budget, this may deter
longer-term investments and create serious problémghe short-run, if deferred payment
commitments were to mount. Since debt use is pifynalirected towards financing current
expenditures and consumption, as shown aboventpiges that, while the shift to domestic debt may
have limited exchange rate risks, it also appeatsate sustainestatus quoMoreover, the fact that
annual interest paid on external debt amountedi® ™6 million, compared to NIS 276.5 million on
domestic debt (PMA, 2016a), shows that a largeresbé long-term debt could substantially ease
budgetary constraints. Instead of devoting mora thaer cent of the Palestinian budget to interest
payment, public spending could be directed towdndg-term investments. One obvious solution,
which has been discusses by Hamed (2000, 2017)gsnhothers, would be to issue long-term bonds
denominated in NIS to combine the benefits of longaturity and the avoidance of exchange rate
risks. Yet, as discussed in more detail in sedfipim absence of a true lender of last resort (LDLR
this strategy entails further risks that the Paiést authorities need to contemplate.

5.2.Promissory notes

For the sake of completeness, a final note is geroon promissory notes, given the increased
attention this issue has received in the literatlmerecent years, the accumulation of arrears has
rightly been the subject to a range of concermes (MF, 2017; 2018). To minimise the accumulation
of arrears and avoid liquidity constraints, the eBahian Ministry of Finance began to issue
promissory notes. Public employees and supplierscaeah in or deposit these promissory notes with
Palestinian banks (since 2016, however, a discapplies). The IMF (2017) regards this as
outsourcing the problem of payment constraintsht llanking sector, as the mechanism is akin to
short-term bank lending. To reduce the exposurthefprivate sector to public debt and achieve a
balanced budget, the IMF (2018) suggests to furtbepublic expenditures. These recommendations
are problematic for several reasons. First, asraatlin more detail in section 6, the much more
substantial increase of private compared to pubhos does not indicate that there is a problem of
excess borrowing in the public sector. Furthermdhne, IMF does not provide any theoretical or
empirical rationale for why public-sector loans slidbbe more prone to default than private-sector
ones. Quite the contrary, the strong focus on aopsion rather suggests that more targeted public
investment could foster productivity and growthc&@w®d, the promissory notes appearrently as a
rather minor issue, since they merely comprise allsamount of bank assets. Especially when
comparing the problems associated with promissatgsito the much more fundamental issues
identified in this report, their overall significem pales. Nonetheless, extrapolating trends into th
future suggests an increasing demand for publidfuand the current institutional and economic
environment does not leave much room for fiscal oeanre.
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6. The monetary system

Due to the usage of three (foreign) currenciespibaetary system in Palestine presergaiayeneris
case for analysis. Hitherto, the excellent coopamabetween the PMA, the PNA, and the banking
sector was key to contain the repercussions ofaihea revenue suspensions, declining foreign aid,
and the GFC. However, increasing public debt aivafr consumption loans, as well as a depleting
stock of foreign reserves, make it unlikely thaesh policies and monetary operations can be
sustained indefinitely. If foreign banks become illing to fund the current account deficit, the
banking sector and the PMA will run out of reseratssome point. Additionally, the Palestinian
economy remains vulnerable to shocks emanating fuother clearance suspensions and falling net
transfers. In sum, therefore, the pressures exdayedurrent economic structures and institutional
constraints cannot be sustainably concealed thramgtform of financial engineering but require
rather fundamental changes within the productivtoseand the regulatory environment.

6.1. Modern central banking

To set a comparative point of reference, the wagkiof a modern monetary system with a sovereign
currency are presented first, before assessingdbtiarities of monetary operations in Palestine.

6.1.1. Money creation

The theory of modern central banking reaches batkd end of the nineteenth century and is based
on the work of Thornton (1802), Bagehot (1898) avidksell (1936/1898). More recently, Moore
(1988) and Goodhart (1999), amongst many othes® hexestablished insights from earlier writings
as the theoretical standard. Yet, despipziaa facietheoretical consensus, the conduct of monetary
policy has been heavily debated over the past 4rsyen the academic literature as well as
policymaking. More specifically, whilst advocatestioe quantity theory of money still favour to stee
the money supply, central banks have been usirgyestt rates as the primary monetary policy
instrument for a long timé.

Although since the early 1990s, central banks wadd pursue inflation targeting via interest rates
setting, the myth of a money multiplier still dorates much scholarly work in economics. With the
widespread adoption of unconventional monetary cgolimeasures after the GFC, however,
policymakers had to tame the rising fears of hyghaiion by debunking the standard textbook
description of monetary policy as misleading. TlemBof England, for exampténotes that:

“(...) rather than banks lending out deposits tlze placed with them, the act of
lending creates deposits - the reverse of the sempudypically described in
textbooks.” (McLeay et al., 2014, p. 15)

Thus, the ex-ante money multiplier it is more aateily described as an ex-post divisor: The ratio of
commercial bank to central bank money, which catweoknown in advance, can only be determined
ex-post by dividing the money supply by the voluofereserves. As a corollary, there is neither a
stable relationship between central bank resermgisthe deposits of private banks, nor between
money supply and inflation. This process furthemnionplies that the amount of deposits is entirely
determined by private banks, which merely extemi thalance sheet when giving out a loan. In other
words, private banks create money out of thin air.

4 Bindseil (2014) illustrates that short-term instreates have been used as the operational tacgettfie mid-19th century on. Only

after 1914, monetarists like Milton Friedman pustiedugh the so-called “Reserve Position Doctringhich re-established the
quantity theory of money and dominated official ratary policy discussions until the 1960s. To thay,dt is not clear if central
banks have ever been able (or tried to) to corrbroader monetary aggregate (except for some Asantries that completely
controlled credits by guiding the banking sector).

47 Other official publications, such as BundesbarikL{d, have confirmed this process of money creation
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The process of money creation by private bankschviare not reliant on prior savings to provide
credit, is undoubtedly the most important featurenodern financial systems. It entails that that th
money supply of funds follows the demand of thevgie sector, and not the opinions of a central
bank board. Instead, the monetary authority carrabthe interbank rate (money market rate) by
imposing a credit facility as a lender of last nresdhis allows banks to borrow from other banks or
financial institutions on the interbank market oy the central bank’s facility, in case they rurt o
of reserves. As the central bank’s rate is highantthe interbank rate, banks who are unable $e rai
funds in the interbank market must pay a premiutrickvserves as a disciplinary tool.

The credit facility determines the ceiling for timerbank rate, as banks would not borrow at a rate
higher than the one paid at the central bank. Scenéral banks, like the European Central Bank,
additionally use a deposit facility, which givesivate banks the opportunity to deposit excess
reserves. The interest rate on such deposit fasilppjuts a floor on the interbank rate, as no bank
would lend its reserves at a lower rate. By shiftihis interest rate corridor, the monetary autori
can influence the interbank rate. Moreover, exoesgissing reserves can be absorbed or injected by
standard open market operations, such as buyisglting bonds. As banks apply a mark-up on the
interbank rate when determining lending rates, ttiscedure allows the monetary authority to
influence the lending rate and thus the demandriextit.

6.1.2.Reserves and transfers

Private banks hold reserves in accounts at theiralebank, which can be regarded as a deposit with
the monetary authority to which they belong. If teposits of a customer of one bank are transferred
to that of another at a different bank, the balaraféboth banks need to be cleared correspondimgly

a transfer of reserves from one reserve accoutitet@ther. Of course, there is no physical transfer
since the deposits and reserves are just numbéhie imalances of private banks vis-a-vis their reént
bank.

Many economists still believe that the requireceres ratio (RRR) is a binding constraint for the
creation of money, as banks will only create depdsi case they have enough reserves to cover the
RRR. However, this inverts the actual process,as®$ lend out money first and look for reserves
later. If banks need reserves for the clearing ggsdn the banking sector, they can borrow reserves
from other banks or from their central bank (agagwlateral). Moreover, in most modern monetary
systems, the RRR must be fulfiled only on averfig@ughout a certain period (3 months, for
example). The rationale behind this is that sudjulegions will smooth the interbank rate, as
otherwise, sudden changes in the demand for resepwdd lead to highly volatile interest rates. ,Yet

it should also be noted that many central bankspgi® using the RRR at all, such as the Bank of
England, the Reserve Bank of Australia, or the BafnRanada (Fullwiler, 2006).

6.2. The financial system in Palestine

As Palestine does not have its own currency, thenfiial system operates very differently. Most
importantly, as the central bank cannot act as BR,@he deposits that domestic banks create carry a
greater risk for these banks to run out of liquidithis in itself could restrain the creation oais
needed in a growing economy (World Bank 2008). dherview provided here first presents general
structural features of the Palestinian financiadtesn (6.2.1), before analysing the payment system
(6.2.2), the role of the banking sector (6.2.3)] #me limited opportunities of the PMA to conduct
monetary policy (6.2.4).

6.2.1.Structural Composition of the Palestinian FinanSigstem

In 2016, the Palestinian banking sector compristmtdl banks with 187 branches and representative
offices, and 8 foreign banks with 122 branctieBhe foreign banks have reserve accounts at their

48 Of the foreign banks operating in Palestine, 7Jardanian and one is Egyptian.
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respective home central banks, which, contranthioRMA, have the capacities to act as a LOLR.
Nevertheless, the PMA requires a 9 per cent casdrve ratio for domestic and foreign banks. As the
PMA needs to borrow reserves from other centralkbamr other domestic or foreign banks,
Palestinian banks can only borrow foreign resemees limited extent. The Palestinian financial
system additionally comprises several non-bankingnitial institutions: 276 money changers (52
individuals and 224 companies), 6 specialised lgpdistitutions, which are licensed by the PMA, a
small securities market (Palestinian Stock Exchangmme insurance companies and pension funds,
as well as a tiny leasing and a mortgage séttor.

As indicated above, Palestinian regulations stiputhat banks must hold required reserves at the
PMA of 9 per cent. These reserves are depositddtivit PMA and represent a source of funding for
the monetary authority. These funds are primaréidhin accounts at domestic and foreign banks.
Hence, the amount of reserves held at domesticuatealetermines the liquidity of the domestic
banking sector. In order to fulfil a partial LOLRrction, the PMA would need to hold a surplus of
foreign reserves, which is difficult to achieve givthe permanent current account deficits and
concomitant capital outflows. As discussed in secf.2, the capital and the financial account form
the counterparts of the current account. If capithdws do not suffice to cover the current acaoun
deficit, the economy’s net foreign assets decreBss. can be the result of a direct decline in ifgme
assets, or an increase in foreign liabilities.

Moreover, the current account deficit could leadattall in reserve assets. As mentioned above, in
2016, Palestine lost USD 268.1 million reserve asgmmpared to USD 99.7 million in 2015), and
given the trends in revenue compositions and expeed, this amount is likely to increase. Figube 2
provides further details on the development of tiunetary base, net foreign assets in the banking
sector, reserve assets of the PMA, and officialenay reserves.

The monetary base comprises the total banking isdefmsits (domestic and chartered) in addition to
deposits of other financial institutions at PMA. tiVregards to assets held by the PMA (figure 20,
upper left), there has been a higher share of slamdomestic banks relative to net foreign assets
recent years, which can be partially explainedhgyfall in reserve assets during that time (fig20e
upper right), including foreign currency reserviégure 20, bottom right). This implies that the PMA
prefers to use the monetary base to provide liguith the domestic banking sector, instead of
accumulating foreign assets. The fall in net faneligansfers after 2008 appears to have necessitated
such operations, as it was concomitant with a declh net foreign assets in the banking sector
(figure 20, bottom left).

Whilst the PMA managed to alleviate the most urgpréssures in the banking system, it is
guestionable for how long these transfers can Iséasied. As the current account deficit further
deteriorates the stock of foreign assets, the bané@ctor might become short of liquidity. This kcbu
induce the PMA to place even more foreign resemvéise banking sector by holding them in current
accounts at private banks. Although this would yrtpat the PMA temporarily takes on the role as a
LOLR, it cannot extend its balance sheet (a clitieature of areal LOLR) due to its reliance on
foreign reserve®.If the economy as a whole ran out of foreign assetd financial institutions could
not raise sufficient funds to compensate for theency account deficit, banks would not be able to
settle their transfers anymore, which may lead $e\veere currency crists.

4 We will discuss some of these non-banking findrinigitutions in the next section.

50 Note that some scholars, such as Hanke and Scf2@&6), regard the absence of a LOLR as desirabieg a real central bank
fundamentally distorts market-based incentives amtlices moral hazard. However, given the histdsicdisastrous political,
economic, and social consequences of such instiiterrangements, this view is strongly rejecteilaological and narrow-minded.

51 In this regard, Hamed’s (2000) suggestion to ged redit line between the PMA and the Bol foicagy as NIS is the official legal
tender in Palestine is supported by the authorgeMer, a credit facility of the PMA at the Bol siid be established to facilitate
long-term borrowing and secure access to NIS rese@iven the problematic increase of consumptitented private credit, further
discussed below, access to this facility could éstricted to long-term oriented public investmenis,well as public emergency
liquidity needs. The Bol would thereby not lend tieserves directly to the PNA, but indirectly vieetPMA, which could monitor
government expenditures. Similar arrangements doelsiought with the Central Bank of Jordan. Thesasures would substantially
enhance the PMA's abilities to meet the demandeserves in the domestic banking sector (espributent times), whilst smoothing
public borrowing and reducing risks. Also, the fmpating central banks, in particular the Bol, wbudlerive direct benefits from
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Figure 20: PMA Assets and Official Currency
Reserves in % of Monetary Base
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120% 20%
100%

15%
80%
60% 10%
40%

5%
20%

0% 0%
2001 2003 2005 2007 2009 2011 2013 2015 2017
EENFAs EEIClaims on dom. Banks ——Mon. Base/GDP (right)
CHANGE IN RESERVE ASSETS

2%
250
ke 50
Lo -150
-2% -350
3% -550
2000 2002 2004 2006 2008 2010 2012 2014 2016
= Accumulated loss in reserve assets (in USD Mio)
—Change in Reserve Assets (in % of GDP)
NFAs OF DEPOSITORY CORP. (% of GDP)
70%
50%
30%
10%
-10%

2001 2005 2005 2007 2009 2011 2013 2015 2017
= Claims mEmm]iabilities —Net Foreign Assets
CURRENCY RESERVES (in % of GDP)

10%
8%
6%
4%
2%
0%
2001 2003 2005 2007 2009 2011 2013 2015 2017
EForeign currency reserves D Foreign securities abroad

Source: PCBS; PMA; Own Calculations.

these arrangements, as it would increase theiniseage revenues without any significant riskschtéal. Due to the PMA's limited
range of options to provide liquidity, foreign banghould rely on their own central banks as a fendacility, so that the PMA can
lend exclusively to Palestinian banks. Additionafalestine’s domestic banking sector has to loagly regulated to avoid financial
turmoil, which might increase the demand for lofmosn the PMA. Such regulations involve particulardstrictions for risky direct
bank investments, for instance in equity and retdte
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6.2.2.The domestic banking sector

As in most developing countries, the Palestiniankb&y sector dominates the financial sector. Given

the institutional arrangements, Palestinian bargkmaot solely rely on central bank credit, but must

pursue other sources of funds to accumulate reseExen though banks create deposits when giving
out loans, they need reserves in case a custonmgs wawithdraw cash and/or transfer their deposits
to a different bank account, and to fulfil the RRPrticularly in a cash-based economy, access to
reserves for these functions is even more impartant

Banks in Palestine initially were required to mainta minimum credit-to-deposit ratio of 30 per
cent, which was raised to 40 per cent in June 1898007, the PMA eliminated the minimum ratio
completely. Currently, there is no minimum or madimcredit ratio at all. In addition, the required
ceiling on the foreign assets-to-deposits rati@@per cent has been lowered to 65 per cent in,1998
and to 55 per cent in 2009. According to Hamed 720t 2016, this ratio was only 30.5 per cent,
which reflects the overall decline of foreign resey in Palestine. The present section shows, more
specifically, that banks strongly expanded privatasumption credits after 2009, and even more so
after 2013, while at the same time, reducing ttegesbf assets invested in accounts at foreign banks

Figure 21 shows that deposits constitute the pyinsaurce of funds for the Palestinian banking
sector, whereas balances with the PMA, foreigniliteds, and other liabilities play a minor role.

Banking capital, on the other hand, has increasgthgl recent years, which improved the overall
buffer for writing off non-performing loans (NPE).

Figure 21: Assets and Liabilities of the domesticdnking sector
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The declining share of net foreign assets idewtiibove was concomitant with a higher share of
domestic credit. Given the diminishing net foretgansfers, falling real wages, and suspensions of
payments, this finding is not surprising. Moreovanst of the domestic credit was driven by private
consumption credits as well as real estate andtremtion (cf. figure 25). Whilst this confirms
previous findings, it indicates that (i) these Isanight become a severe problem for the banking
sector, if households were to default on their diefgt to low wages, unemployment, or higher interest
rates, and (ii) the demand on reserves might isereas consumption credits are often used for cash
payments. However, as cash holdings have relatinelgased, the banking sector seems to be well-
prepared for higher withdrawals. On the liabilitsles 65 per cent of foreign liabilities are depssit
non-residents, while the rest are deposits of §préianks.

If a country does not have its own currency, sdvspacific implications apply to the domestic
banking sector. First, in times of liquidity corastits, there is a possible rationing of credits.ilgth
under normal circumstances (i.e. sovereign curpertignks could borrow an unlimited amount of
reserves from their central bank, Palestinian baisksa shortage of reserves on the interbank marke

52 This is a consequence of the PMAs efforts to imglet capital adequacy requirements in line with BAS accords.
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if too many deposits are created. This could leaithé classical constellation as in the loanabhe $u
framework, in which public sector borrowing crowdst investments from the private sector, as
reserves diminish and prices for loans increasthofiph this is a theoretical possibility, therditise
evidence for this in Palestine (cf. figure 22). aver, even if it were the case, and the government
borrowed to finance long-term productive investrsentowding out of private sector credit, which is
largely driven towards consumption, would have eatheneficial side effects.

Figure 22: Credits, foreign assets and liabilitiesf the
Palestinian banking sector
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% Figure 22 shows that while public sector creditigive to GDP) falls from 2012 onwards, privatetse credit and total credit

strongly expands. Moreover, if the public sectaesusredits to finance investment, the reserves rback into the banking sector.
Hence, we believe that the public sector does metirio be reluctant at this moment, as long asuptivity enhancing investment
expenditures need to be financed.
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The loan-to-deposit ratio has strongly increasera?008, as deposits fell by more than 20
percentage points relative to GDP and recoveréaraiowly after 2013 (cf. figure 23). Loans, oe th
other hand, increased by more than 20 percentaggéspeo that the ratio of loans to deposits
currently stands at a historical high of 71 pertc&€he qualitative composition of these loans, ngme
the large share of consumption credits, could teaa higher amount of NPLs and write-offs, given
the difficult economic environment and grim outldok-igure 23 furthermore illustrates that the
overall higher loan-to-deposit ratio is primarilgivein by loans denominated in NIS and USD, which
necessitates a closer cooperation with the BolthedFederal Reserve. Nevertheless, compared to
other developing countries, where loan-to-depaibs often exceed 100 per cent, the situation in
Palestine is relative stable (Hamed 2017).

Figure 23: Loans, Deposits and interest rates
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5 |t should be noted, however, that as of now, NB&epa miniscule threat to the banking system, estirent ratio stands at a very
low 2.3 per cent.
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LOAN-TO-DEPOSIT BY CURRENCY
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When analysing the interest rate environment, théurpotential reason is apparent as to why long-
term productive investments have declined. As 838 (bottom, right) shows, (pseudo-) real interest
rates in Palestine have been highly volafilévhilst nominal interest rates of Palestine anddbare

quite similar, which is not unexpected given therpinent role of the NIS in Palestine, the Paleatini
inflation rates make the real rate unpredictablgsiBesses and entrepreneurs, however, need a stable
and low real interest rate environment for plannlogg-term investments and estimate future
returns:® Since it is difficult to get access to long-termedit in Palestine, entrepreneurs must
frequently renew their loans, which makes the isste more important.

Table 5 shows two standard liquidity indicatorsiedy the ratio of liquid assets to total assets and
the ratio of liquid assets to short-term liabiltidBoth exhibit a clear downward trend since 26@9,
notwithstanding this development, the financialtee@n Palestine looks quite sound. Compared to
other MENA countries, the liquidity indicators aremuch better shape, and non-performing loans
are below 3 per cent in 2017. Also, capital rat@ve increased and remain high compared to
international standards. These conclusions aredlyré@line with IMF (2017, 2018), which speaks in
favour of the high-quality work of the monetary laatities in Palestine. On a cautionary note,
however, the trend of the loan-to-deposit ratio &né liquidity indicators should be monitored
carefully.

55
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Since there is no data for inflation expectatianailable, actual inflation instead of inflationpectations is used to derive real rates.
It should be noted that the volatility of inflatialynamics and therefore the real interest ratesabso caused by a highly instable
political environment.

An additional problem faced by small and mediurtegrises (SMESs), is the lack of sufficient andtaiile collateral and the high
amounts of collateral needed for receiving a IdRalitical instability, high unemployment rates, avmlatile income developments
force banks to prevent financing investments. Rnwgnes like the European Palestinian Credit Guagafiend (EPCGF) in
cooperation with the German Kreditanstalt fur Wieddbau (KfW) and the loan guarantee facility of tRalestine Investment Fund
(PIF), US Overseas Private Investment Corporat@mIC), local banks, and the Middle East Investnheitiative (MEII) help SMEs
overcoming their credit constraints.
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Table 5: Liquidity Indicators

2009 2010 2011 2012 2013 2014 2015 2016
Liquid assets to total ass 43.2 40.: 38.z 36.4 38.Z 35t 35 33.¢

Liquid assts to shor-term liabilities  55.1 51.7 49.z 49.€ 524 48.: 45.€ 44°Ft
Source: PMA (2015, 2016b, 2017).

6.2.3.The payment system

Despite recent improvements of electronic paymestriiments, Palestine remains a paper-based
economy, in which cash is the most frequently Udsech of money for quotidian transactions (PMA
2013). There are several reasons for the relianceagh, including the lack of access to banking
services for a large part of the population, the afsmultiple currencies, long distances to Autamat
Teller Machines (ATMs) and Points of Sale (POSpghhcosts of using electronic payments, path
dependencies, and the social culture more broalig.Y. Yet, on the other hand, the constrained
supply of liquidity in Palestine (when exclusivalyawing on foreign reserves) makes this pattern
rather problematic.

In the past, the PMA has significantly enhanced dffeciency of bank transfers by introducing a
Real-Time-Gross-Settlement (RTGS) system called BQRn 2010. BURAQ is primarily used for
transfers between banks, which account for 73 eet of the total value of transfers. However, with
regards to non-cash payment instruments, checkstilrenost frequently used to settle transactions
(PMA 2016ay® In 2012, the PMA introduced the national switcsteyn to handle the settlement of
credit card payments, whilst three years late20a5, the electronic national switch 194 merged all
electronic payments under one ATM consortium amwdeled charges for using electronic payment
systems.

The PMA is encouraged to further improve the etetgtr payment systems to smooth payment flows
and minimise the risks of liquidity constraints. r@ntly, private banks use checks to settle cross-
border transfers via eorrespondenbank. In practice this means that Palestinian gaysnto Israeli
account holders involve writing a check againstphger’'s account, which is depositelysicallyat

the account of the Israeli bank. As both banks db hold accounts at the other institution, a
correspondent Israeli bank verifies the payer'sesaty and transfers the fund via debiting the mayer
account at the Palestinian bank and crediting sheeli's bank account at the correspondent bank.
Hereafter, the Israeli bank can credit the recifdeaccount at the Israeli bank. However, as Israel
banks have indicated to be more reluctant to afterespondent services in the future, this might
have adverse consequences. First, it could lead iocrease in cash transactions and undermine the
PMA’s efforts to promote electronic cash payments &inancial inclusion. Second, it may also
increase the risk of money laundering, tax evaa®well as a disruption of trade (IMF 2016).

The most recent developments on these fronts ateome. First and foremost, the Palestinian
Cabinet has adopted a plan, which was developatidoyWorld Bank and the Swedish Central Bank,
to promote electronic payment instruments overnbeg five years. Moreover, with regards to the
relationship between the Bol and the PMA, negaireito reregulate and rearrange the relationship
between the two sides are scheduled to begin ir2@i®. Meanwhile, Israel has announced the
creation of a new mechanism to facilitate bankdaations between Palestinian and Israeli banks
(Portland Trust Bulletin, November 2018). An Isiahte-owned body will be established in order to
serve as a substitute for Israel Discount BankBawk Hapoalim for dealing with Palestinian banks.
The two Israeli banks currently carry the Gol’spassibility under the Paris Protocol to supply kank
operating in Palestine with banking services sushcredit-card processing, clearing checks and
transfers of shekel banknotes.

%8 The clearing of checks is managed by the PMA loying two clearing houses in Ramallah and Gazarevbanks can submit checks
in all currencies. Clearing houses conduct onei@edsr each currency and merge bank files by atitatéral net settlement before
sending them to the PMA via email. The clearingiltssare then transferred to BURAQ manually. Obslguthis procedure is very
time-consuming and prone to errors and should placed by an electronic clearing system.
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6.2.4.The interbank market and currencies in circulation

Figure 24 provides an overview of tlsai generisnature of the Palestinian banking sector and its
qualitative changes over time. Thereby, severalifea deserve particular attention. First, it stidaé
noted that all three currencies — the JordaniamDitme New Israeli Shekel and the US Dollar — are
in use for different purposes. Regarding loans, W8D clearly dominates the credit market by
making up roughly half of total loans. Loans denwoaéed in NIS, one the other hand, account for one
third, and JD loans for one sixth of the total.témms of bank deposits, the distribution is more
balanced. Here, the JD accounts for 23.4 per teml)SD for 39.5 per cent, and the NIS for 33.7 per
cent of total deposits.

Notwithstanding the dominance of the USD for loahs, data show that the importance of the NIS
has markedly increased over the past years. Agtleeof USD loans to GDP grew only moderately
(from 17.6 in 2009 to 22.2 per cent in 2017), f|gy@d shows that the surge in the aggregate loans-to
GDP ratio was primarily driven by NIS denominatedrs, which increased from merely 1.2 per cent
of GDP in 2009 to close to 15 per cent in 2€AA.line with the findings in section 6.2.1, the ina
show a fall in bank balances with foreign banks amdincrease in balances with the PMA,
compensating for the fall in foreign reserves.

Figure 24: Currencies in use in the Palestinian bading sector
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% The heightened importance also applies for thgeisé checks, which are, to a large extent, denataihin NIS (roughly 75 % of all
presented checks between 2012 and 2016 were destechin NIS (PMA 2016a)).
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The interbank market in Palestine is small, sirarei§n chartered banks have access to their home
central banks facility. Bank balances with domebtiaks have increased but stay at a low level of 9
per cent in 2017. In addition, the share of timpadits has decreased vis-a-vis current account and
savings accounts, from more than 40 per cent obsiepin 2008 to less than 30 per cent in 2017.
Hence, this indicates that banks depend on veryt-tfion funding and therefore risk that money
from current accounts and savings deposits coulddiantly withdrawn, which would deteriorate the
liquidity position. As Hamed (2017) furthermore ebges, the sharp decline of liquidity in the
banking system since 2007 severely affects the cifégm to absorb future clearance revenue
suspensions or other fiscal shocks.

To manage liquidity in the banking sector, the haglaw of 2010 allows the PMA to issue debt
instruments, such as certificates of deposit (CDh)s could serve as a vehicle for absorbing short-
term excess liquidity and offset some of the matfioming of the interbank market. By buying and
selling these instruments, it could smooth interats in the domestic interbank market by progdin
intraday liquidity. CDs could have a maturity ofrbnths or up to 5 years, so that the banking sector
would have additional access to longer-term sounfeBinds. Also, short-term certificates could
absorb excess liquidity of some local banks dumémthly limits on NIS cash transfers to the Bol
(IMF 2017).%° As the Bol, upon request of the PMA, has receatigepted higher transfers, PMA-
issued CDs could serve as a compromise to solwg-&rm liquidity problems. Moreover, CDs could
support the development of the interbank markeptoyiding a better investment opportunity than
the current accounts at the PMA (Gray et al., 20d8wever, this doesot solve the major problem
of a missing LOLR. Moreover, it should be mentionttat the PMA could incur losses, if opted to
such a measure.

8 These limits are justified as measures againseytaundering.
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6.2.5.The Palestine Monetary Authority

Current institutional arrangements make it impdssibr the PMA to conduct independent monetary
policy,®! as interbank rates of the currencies in circutatioe set by foreign monetary authorifiés.
Due to these circumstances, the PMA adopted airftpanterest rate policy, letting the domestic
interbank market determine the interest rates erdiffierent currencies in use. Article 57 of tew

No. 2 of 1997 on the Palestine Monetary Authaaitpws the PMA only to provide loans up to 120
days (against collateral). Credit extensions arly gnanted if a bank submits a financial reform
programme to the PMA. Thus, the range of optiondittectly affect economic development through
monetary policy is restricted to tools such as guogeing loans and offering special development
facilities to help SMEs to get access to credit.

Given its limited scope for monetary policy, thder@f the PMA in the Palestinian economy is
primarily related to supervisory and advisory fumes. In this regard, however, the PMA has attained
some notable achievements. Since its foundatid®84, it has developed a clearing house and the
aforementioned RTGS system, whilst continuouslyvigiag banks with credit information and
training of banking staff members. Moreover, the 2 pkriodically publishes reports on financial
stability, advises the PNA on financial issues, atebdily improves the infrastructure to smooth
cashless payment transfers. Finally, the PMA aklpshdomestic banks in transferring excess NIS
liquidity and damaged banknotes to Israel, as destrabove.

Table 6: Balance Sheet of the PMA in 2017

PMA 2017 (in USD Million)
Domestic Assets 592.3Balances of Banks and Institutions 1398.60
Balances with Palestinian Banks 592.3(Required Reserves 1127J20
Current Account 3.70 Other accounts 271.40
Time Deposits 530.Q0rovisions’® 28.30
Domestic Investment 58.60 Provisions for depreciation 0.00
Foreign Assets 894.50 Other Provisions 28.30
Balances with Banks abroad 694, Mther liabilities 9.30
Current Account & Demand Deposits 18| Papital & reserves 121.00
Time deposit 676.50 Paid up capital 90.30
Foreign investments 199.80 Reserves 30.70
Fixed assets 43.70
Other assets 23.70
Government loans and advances 3.00
Sum 1557.20 Sum 1557.20

Source: PMA; Own calculations.

To provide a more coherent understanding of the BMperations in the Palestinian financial
system, table 5 shows its balance sheet as of 20a8t importantly, banks are obliged to hold the
required amount of reserves relative to their qustodeposits at the PMA. These reserves, on the

61 Although the Paris Protocol assigned a functiothefLOLR for the domestic banking sector to theP;M cannot fulfill this function
as it is financially constrained (as a result afspgent currency outflows) and unable to creasemees. Increasing the money supply
in the medium run can only work through foreignemees, so that the Bol should serve as a LOLR @A would need a credit
line with the Bol.

62 Offering lower interest rates on lending facilitief the PMA would therefore merely result in adoife, as banks would be able to
borrow foreign reserves from the PMA and lend te banks of the country where these reserves otegiranks would take
advantage of the interest rate differentials tchdasriskless profits until the PMA runs out of eeges. In addition to the losses
incurred to the PMA, such operations would haveeffect on the Palestinian interbank market, asinterest rates for NIS, for
example, are set by the Bol. If interest rates thellow the desired level, the Bol will simply absaxcess liquidity to push the
interbank rate back to its respective target. Fer whole economy, this means that monetary comditin Palestine depend on
monetary policy of the Fed, the Bol, and the Céigemk of Jordan, which is, most often, unsuitblePalestine.

8 Provisions comprise a stock of precautionary reseand are a liability of uncertain timing.
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other hand, constitute the main source of fundgtferPMA. Additionally, banks might hold further
deposits in other accounts at the PMA.

The asset side comprises the PMA’s accounts at stimrand foreign banks, fixed assets (incl. land),
other assets, and government loans. The deposidsraestic and foreign banks represent claims
against these entities and can therefore be imegbras ‘loans’ to respective banks. These
constellations allow the PMA to influence the amibohreserves in the banking sector, as it can
decide whether to hold its funds in domestic oeiigm bank accounfé.In case of a sudden liquidity
shortage, the PMA could transfer deposits from act® at foreign banks to the domestic banking
sector, as long as it does not run out of foreggets. Furthermore, the PMA can hold time deposits
to support the domestic banking sector overcomirgdplpms of maturity matching. Yet, given the
current institutional arrangements and the absefigevernment securities, issuing CDs as described
in the previous section might be step forward, $wth operations are limited through the PMAs
dependence on foreign assets.

Analysing the development of assets and liabilibéshe PMA, a decline in foreign assets and an
increasing importance of balances with the domdsditking sector is notable (cf. figure 25). This
suggests that the PMA operates as a partial LOURdfomestic banks, as diminishing foreign
transfers led to a decline in foreign assets. Rigarthe composition of the balance sheet, in 2016,
foreign assets reached their lowest value sinc& 8981 per cent of total assets, followed by akvea
recovery in 2017 (to 57 per cent). Finally, ther@ase of private consumption loans leads to higher
liabilities of the domestic banking sector with tR&A, as the banks are in the need of foreign
reserves.

Figure 25: Assets and Liabilities of the PMA

Source: PMA; Own calculations.

84 Consider, for example, a case in which a domesditk must increase its required reserve holdings;ustomer deposits have
increased. In such a case, the PMA can choosedaliese reserves in an account of a domestic Isanthat these reserves get back
into the domestic banking sector, or it can detideold the reserves in a foreign account.
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With regards to liabilities, the data confirm thatquired reserves holdings of domestic banks
constitute the main source of funds for the PMA.rddwer, the graph shows that banks tend to hold
excess reserves at the PMA at other accounts id goes (as the peak of the green bar in 2008 and
2009 indicates). When net transfers are high, hadttirrent account deficit turns into a surplusreh

is an inflow of foreign reserves, which increasesess reserve holdings at the PMA. In terms of tota
liabilities, these excess reserves declined tol@evaf merely 14 per cent of GDP in 2016. Yet, even
when reserves are scarce, the domestic bankingrs&dt holds excess reserves at the PMA. This
seems to be an indication of the aforementionedumetioning of the interbank market, as otherwise,
these reserves could be lent out to other banksatieashort of liquidity (instead of holding excess
reserves for precautionary reasons).

Although the difficult economic conditions necedlgancrease the vulnerability of the PMA (and the
financial system as a whole), and gradually tightencapacities to serve as a LOLR, the overall
condition of the PMA is solid. Given the very I@sare of government loans (less than 0.2 per cent
of total assets) and the increasing fiscal pressonethe Palestinian budget (cf. section 4 andh®),
PMA could extend its credit provision to the PRPAf the use of these credits were directed towards
revitalising the productive base. Due to the contamh positive effects on economic activities, this
might lead in the long-run to a higher share oéign assets in the PMA'’s balance sheet.

8 |t should be noted that the PMA is currently phiteid by law from doing that. As abolishing anyilisrto government indebtedness,

this operation would therefore require a changegulation.
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7. Financing government activity: lessons for Palestim

Based on the insights of the preceding extensiadysis, this chapter draws on a wide range of
theoretical and empirical research to assess iteb8itly of different modes of financing governnten
activity in Palestine. It starts by presenting gahedvantages and disadvantages ascribed to a
convertible currency (7.1), before moving on tolgsiag different modes of financing the issuance of
government bonds (7.2), the role of government ritgesl for debt markets (7.3), the problems
associated with capital market-based financing)(add, finally, the impediments for introducing a
Palestinian currency (7.5).

The study concludes by stressing that stable gavenbfinancing is fundamentally contingent on the
ability of a nation's central bank to intervene bond markets. This, in turn, necessitates
differentiating between bond market financing idanestic and a foreign currency. As the absence
of a Palestinian currency severely restricts thiegonop for the PMA to stabilise bond prices, it is
recommended that the issuance of government bémaddsbe possible onlgfter the introduction of

a Palestinian currency. Both of these conditionsydver, require a@rior stabilisation of the external
sector and a fundamental reform of the currenttuiginal governance framework. If the PNA were
to issue bonds in a foreign currency, long-ternenest rates are likely to be very volatile, making
government finance a ride on a roller coaster.

7.1. General advantages and disadvantages of a convelgbcurrency

Since the collapse of the Bretton Woods system9ill most major currencies in the world are
floating against each other. Although the deparftom a fixed but adjustable to a floating exchange
rate regime was intended to be of mere temporatyr@ait has been the status quo for almost 50
years. Whilst the merits of a fixed vis-a-vis aafiog exchange rate regime were subject to much
academic and policymaking debates, often with inkeive and conflicting propositions, it is
undeniable that the world has seen numerous majogrcy crises in both developed and developing
countries under the post-Bretton Woods regime.

The Mundell-Fleming trilemnta presents the most popular framework to evaluathange-rate
options for policy-makers. Currently, the domingtimtellectual paradigm regards an open capital
account as indispensable, as the value of the mayreould either be determined by supply and
demand on foreign exchange (FX) markets or woulldkadt tie the hands of policymakers in using
monetary policy to support economic activity. Yiedtwithstanding the beneficial attributes ascribed
to floating exchange rates, some of the most adhstgporters of free markets argued against such
regimes based on frequently observed irrationalioé FX markets. Hayek (1937), in particular,
recognised the destructive potential of short-tevapital movements and the inherent structural
imperfections in financial markets, which are ugudbminated by a small number of agents.

In Flassbeck (2001), one of the authors furthdvalaed the problems associated with the trilemma,
if policymakers chose to adhere to open capitabacts. Whilst under normal circumstances, floating
exchange rates should merely offset inflation diféerentials (which would entail less economic
hardship than an internal devaluation), in practan@ open capital account creates an “impossible
duality” — in that it is incompatible with soveraignonetary policy. The reason for this is, sucéynct
that in cases of high inflation rates, internaticseculators take advantage of concomitantly gisin
interest rates, which in turn leads to an apprieciatf the value of the currency (whereas, in fdue,
opposite is needed). High interest rates and areajging currency then aggravate the conditions fo
economic development.

%  The trilemma states that countries cannot purisigel Exchange rates, open capital accounts, areteignm monetary policy all at the

same time, but must choose two out of the three.
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On the other hand, fixing exchange rates perman#mibugh currency boards or dollarization (or, as
in the case of Palestine, an increasing “Shek@izdtmay provide better monetary stability, yesal
destroy domestic productive capacities and jobgelgheer, such institutional arrangements deprive a
country of employing monetary policy to support maemic growth, which is a major shortcoming
especially for developing countries. In additidhaicountry were to engage in trading relationships
with its neighbours, a dollarized (or shekelizeddreomy has to find a way to retain its competitive
position in the markets for goods and servicesh@it a national currency, internal devaluatiorhes t
only policy option, which generally depresses ecnicogrowth and imposes severe economic
hardship on the populati6h The easier and more elegant way is to devalueatienal currency, or

at least alleviate some of the upward pressureshenexchange rate. The ability to maintain a
competitive exchange rate, whilst, at the same,tiemgaging in international trade, is even more
important for rapidly growing developing countriggodrik, 2005), which often have higher inflation
rates than advanced economies. Furthermore, trexities of the private banking sector to support
growth through credit denominated in a nationalency (to not rely on foreign reserves), is equally
crucial. Taken together, above points indicate thatquestion of the right currency regime is rot a
straightforward as it may initially appear.

Given Palestine’s large trade deficit, several reppsuch as, for example, UNCTAD (2009), seem to
suggest that an uncompetitive exchange rate isitiwatrpart of the problem. As a corollary,
introducing a Palestinian currency would serve asg to rectify some of the structural imbalances.
Although section 2 showed that there is little evide for Palestinian exports to react to changes in
relative prices, or any signs of a substitutioreeff® this issue deserves further attention, as a
devaluation is certainly a key strategic tool tdv@mce or restore a country’s competitiveness. More
specifically, the main mechanism through which digations are supposed to operate relates to
positive demand effects from abroad. If unit laboaosts, defined as labour costs per unit of output,
remain unaffected in the national currency, uriolar costs measured in international currency will
decrease. As a consequence, exports become ctaapelemand will surge (Senner and Sornette,
2017). For an economy in which resources lie ithe, additional competitiveness gained through a
devaluation can raise national output with veryrstime-lags. Moreover, by referring to cumulative
causation theory, some scholars, such as Cruz (2@iGue that positive effects will not remain
confined to the tradable sector. At some stagecohemic development, the boost in tradable goods
sectors will spill-over to manufacturing, which csitical for economic growth as it facilitates
production with increasing returns to scale (KaJd®66). The expansion of manufacturing then lays
the foundation for productivity growth, increasingal wages, and higher living standards. Further
beneficial effects of these developments relata twntinuous upgrading of production and higher
productivity, which, in turn, increases the norepricharacteristics of exports and overall price
stability. Thus, in sum, there is broad consensuke literature about the importance of a comipetit
exchange rate for economic development.

Yet, following Krugman and Taylor (1978), amongsiny others, there is also a substantial amount
of evidence for contractionary effects of devaloiasi. If it were concomitant with a redistribution
against wage earners, who have a higher marginpkpsity to consume, total output in the economy
might fall. Moreover, further risks include impadténflation, a specialisation in low-value added an
homogeneous products, as well as a balance of pagmgsis, especially if a large part of debt is
unhedged and denominated in a foreign currencyNs¥gombie and Roberts (2002), Razmi (2005),
and Cruz (2015) for further discussion). Yet, itoskl be noted that the adverse effects of
devaluations outlined in the literature mostly réteone-time effects of very significant devaloas,
rather than dangers associated with real exchatgemanagement as such. In any case, however, as
stressed throughout this paper, an extensive asabfsthe economic fundamentals and the

5 This, however, is the main argument of proponeftsuch institutional arrangements, as it incemési fiscal discipline and wage
restraint, which, based on neoclassical theoryefasconomic growth.

8 It should be noted at this point that, for reasohsredibility, most studies on this subject recoemd a currency board with very
limited monetary policy discretion as the optimadtitutional arrangement for a transitional per{ol Cobham, 2004; Beidas and
Kandil, 2005; UNCTAD, 2009).

8 As opposed to simulating a currency devaluatioth @stimate the effects on main economic indicatassin UNCTAD, 2009), the
approach adopted here relied on an empirical aisadyshanges in relative prices and their effectshe overall trade deficit.
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institutional environment is paramount to estim#te consequences that the introduction of a
Palestinian currency might have.

Next to these rather general chances and risksthigaliterature associates with a national and
convertible currency, for the sake of completenésshould be stressed that Palestine could gain
substantial seigniorage revenues from issuing e currency. In one of the most widely cited
studies on this subject, Cukierman et al. (1998htbthat between 1971 and 1982, seigniorage as a
share of total government revenue often exceeda@ than 10 per cent (e.g. 18 per cent in Brazil,
21.7 per cent in Bolivia, 22.0 per cent in Jordanl15.3 per cent in Turkey). Although at first gigh
these numbers may sound impressive, the authgalyaattribute the high shares to institutional and
political instability, and only regard seigniorage an optimal source for government revenues in
cases where there is widespread tax avoidancegbrduoists of tax collection. Other authors arrive at
similar conclusions (i.e. Aisen and Veiga, 2006z&kiman and Jinjarak, 2009). Seigniorage should
therefore not be considered as a primary motivéntooducing a Palestinian currency, but rathea as
concomitant benefit. For this reason, the subsdqdetussion does not put a strong focus on
seigniorage. The institutional and real economiadiiions in Palestine carry a much greater weight
for realistically assessing the options for susthie deficit financing — regardless of whether tigto
monetary or capital market financing.

7.2. Bond-market financing

When referring to the term monetary financing,situnderstood as monetising government deficits
through direct central bank purchases of governmdebt (what could be commonly referred to as
“printing money”)7 Admittedly, there can be a fine line between manefinancing via the central
bank and capital market financing via private barksapital market participants know that the
central bank stands ready for purchasing governmebt, the latter can arguably take the form of
‘implicit monetary financing” In either scenario, the risk of default is zeegardless of the size of
the debt. To avoid the contentious debate arouadspecific definition of each mode of financing
government activities, the discussion here examgme&rnment-bond financing according to three
optional institutional arrangements:

i. Direct monetary financing: the central bank buyslibnds directly from the government.

ii. Indirect monetary financing: the central bank &gt LOLR on secondary markets.

iii. ‘Pure’ market-based financing: there is no certiealk as a backstop, so that public debt carries
the risk of default, and its price is determinedyre’ market processes.

It should be noted that the first two options imgua central bank that actively intervenes or could
intervene, whereas the third option applies to tdesm issuing debt securities denominated in
currencies outside their realm of control.

7.2.1. Direct monetary financing

As briefly stated above, direct monetary financimgplies that central banks buy government bonds
directly from public authorities. One of the mostominent examples of such an institutional

arrangement is found in Canada, where the centiek lpurchases government debt on a non-
competitive basis directly from the state at autiorhe Bank of Canada simultaneously records the
value of acquired government securities as an aswktas a liability (deposit in the government’s

account at the bank) on its balance sheet. Thuis e example in 6.1, the Central Bank created
money out of nothing by crediting the governmeatsount, and the government is free to spend the
newly created deposits as it wishes. Since the Bdnkanada is owned by the government, the

7 Note that monetisation of government debt coukliozia private banks too, if, for example, the gmment compels private banks to
buy and hold government debt, or to lend direailptblic institutions (Ryan-Collins, 2015).

™ Such a situation emerged during the Eurozonesgngiere Art. 123 of the Lisbon Treaty and Art. lthe ECB statute explicitly
prohibit the ECB to directly purchase governmeritdelowever, with interest rates spiraling out ohtrol, the ECB has intervened
in bond markets by buying government debt on semgnoharkets. At the end of 2017, the ECB had mioaa tEUR 2.3 trillion of
government bonds on its balance sheet.
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Bank’s purchases of public debt securities candganded as an internal transaction that merely
affected digital accounting entries (Becklumb amigyéh, 2015). Finally, it should be noted that the

Bank of Canada also sells government debt to dthancial entities, such as banks or investment
dealers.

In order to illustrate the process of monetaryiiiciag in more detail and compare it to other modes
of government bond-financing, the above descrilredgss may be presented in a broader and more
generalised way. Let us first assume that the gorent issues new debt securities worth $ 100 at
auction, which are purchased by the central bamkii@ balance sheets of both entities, it will be
recorded as follows:

Central Bank Government
Assets Liabilities Assets Liabilities
Government Bonds 10( Reserves 1C Reserves 1( Government Bonds 1CO

If the government now decides to use the newlytertkdeposits to make a purchase of say, a service
offered by some domestic private enterprise, theegonent's net worth will diminish by the
corresponding amount. The private sector, howeyemgefits from the deposits that were transferred
through higher net wealth (enterprise) and a higimount of reserves (bank). For the central bank,
nothing changes. The balance sheets of all pantiedved now display the following figures:

Central Bank Government
Assets Liabilities Assets Liabilities
Government Bonds 1( Reserves 1 Reserves 1( Government Bonds 100
Net Wealth -10C
Private Bank Business Enterprise
Assets Liabilities Assets Liabilities
Reserves 10 Deposits 10( Deposits 101 Net Wealth 100

This figure illustrates some important featuresdokct monetary financing. First, the public debt
(negative net worth) of the government matchestgx#we net financial wealth of the private sector.
In other words, public debt creates private wedithreover, the transaction increased the amount of
reserves in the interbank market and should thexefecrease the interbank rate. As opposed to the
standard conclusion in neoclassical models, govemrspending, financed by the central bank, does
not increase interest rates and implies no crowdirigf private investments, but leads to a falhef
interbank rate.

If the central bank wants to increase interessragmin to meet its target, it needs to absorlexbess
liquidity. It could do so by selling the governmdminds (against reserves) to the private sector,
which would willingly buy these bonds as they gatigrentail higher returns compared to hoarding
reserves:

Central Bank Government
Assets Liabilities Assets Liabilities
Government Bonds 10) Reserves 100 vefdonent Bonds 100
Net Wealth -10C
Private Bank Business Enterprise
Assets Liabilities Assets Liabilities
Reserves 101 Deposits 100 Deposits 10C Net Wealth 100

Governmer Bonds 10
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As shown in the next section, the final accountalbinvolved agents arexactlythe same, when
financing government expenditures indirectly vias®lary markets.

Needless to say, this process of money creationgandrnment financing requires a central bank
(with an according mandate) in a sovereign fiatency regime. Due to the possibility to provide an
unlimited amount of liquidity and credit, the cajis of such institutional arrangements to mitigat
the repercussions of financial crises and finarazgel-scale public investments, for example, in
infrastructure, are substantial. Thus, it is dfdisurprise that issuing government money wasrakent
to the industrial development of countries suctGasmany, Japan, and the US during th& a8d
19" century (Ryan-Collins, 2015).

Yet, monetary financing of government deficits feen argued to be inflationary, as it allows short-
term oriented governments to monetise its defigithout considering long-run implications of such
behaviour. Particularly in developing countriesjehhare often characterised by political instapjla
narrow tax base, and limited access to foreigntagiolicymakers are inclined to opt for monetary
financing (Alesina and Drazen, 1989; Catao anddres, 2005). In most developed countries, on the
other hand, the close ties between central banikghair governments were, beginning in the 1970s,
increasingly regarded as carrying the seeds faaway inflation, so that a low inflation equilibrium
could only be achieved by insulating monetary pofiom political cycles (Alesina and Summers,
1993). “Independent” central banks were henceftiuired to keep inflation low, regardless of the
political costs. Policymakers, in turn, ought teds on structural reforms to enhance efficiency and
flexibility.

Whilst it certainly should be acknowledged that etany financing risks feeding into higher inflation
rates, the question as to whether such monetargypsitould be employed has to be assessed context-
specifically. If, for example, an economy runs all £apacity, monetary financing is bound to be
inflationary. However, if a country’s capital storsknon-existent or severely depleted, as it isctse

in most developing countries, monetary financing ba a powerful development tool, if invested in
infrastructure and technological development. Thappears to be no convincing theoretical or
empirical rationale to rely on ‘foreign capital’ fmance investments (especially as this would defy
much historical evidence of economic developmeitstmotably the history of Japan and Canada (cf.
Ryan-Collins, 2015)). Moreover, even if monetanyaficing were concomitant with higher inflation
rates, this would not necessarily damage a devaopduntry’s longer-term development prospects.
Again, reference is made to the experiences of mexsntly industrialised economies in South-East
Asia, such as South Korea, whose inflation ratesger at almost 20 per cent during the 1960s and
1970s (Chang, 2011), and the weak and inconcluesivarical support for regarding low inflation as
a universakine qua norcondition for economic growtt.This is not to argue that price stability is an
irrelevant objective, even for developing countrigst it is important not to overstate the dangdrs
monetary financing when undertaken in tight context. Finally, it should be noted that the fefr
inflation through monetary financing is often rateither in rational expectation assumptions, a
general objection to public deficits, or a misursd@nding of the monetary system (cf. Cagan, 1956;
Sargent and Wallace 1975, 1981; Edwards and Tab&8B1; Dornbusch, 1992y.74

7.2.2. Indirect monetary financing

As opposed to direct monetary financing via centrahks, governments can issue bonds to be
purchased on secondary markets. In this scenamamdial institutions buy government bonds, which

2 Barro (1996) finds that inflation rates below 16r ent do not have any effects on growth, whiclsifsilar to Sarel's (1996)
conclusion. Bruno (1995) and Bruno and Easterh®8)9ut this threshold even between 20 to 40 pet. ddore recently, Blanchard
et al. (2010) stressed the necessity to furtherormthe hitherto “[poorly understood] relationsbigtween activity and inflation.”

7 Rational expectations assumptions in this conitesly that an increase in money supply from theti@@rbank will increase the
velocity of money through widespread rational sitison of an economy’s real money base for non-etary assets (i.e. government
bonds), which would feed into an inflationary sp{Ryan-Collins, 2015).

7 This also includes financing government deficitslhonds on capital markets.
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they can use as collateral to obtain further loinem the central bank. Although the specific
auctioning mechanism varies across countries, thésmost common institutional arrangement in
developed economies. Its main advantage is thptowides a seemingly market-based incentive
scheme for government finance yet guarantees fialstability at the same time. This form of
financing government activity may be termed indirewnetary financing, as the (interventionist)
presence of central banks ensures that publicrdetdins essentially a safe asset. The knowledge tha
a central bank is there to act as a LOLR and,dessary, to buy government debt securities, setves
a stabilising force in bond markets and keeps éstarates reasonably low. Moreover, in princijple.
from an accounting perspective), it does not malkedifference whether bonds are sold to the central
bank directly or via secondary markets. Whilst mivee-market economists, such as Hanke and
Schuler (2015), amongst others, regard the coneotnitero risk of default on public debt as the key
problem for fiscal discipline, this study arguestteentral bank intervention is critical for fingac
market stability as a whole.

To better understand the differences and simiéarito direct monetary finance, the analysis first
outlines the accounting dynamics behind the tramma As a first step, let us assume that for a
private bank to be able to acquire newly issued deburities worth $ 100, it must take on a loan
from its central bank, so that:

Central Bank Private Bank
Assets Liabilities Assets Liabilities

Loan 100 Reserves 10 Reserves 100 Loan 100

Once the private bank purchases the government deblbtains the security in exchange for its
reserves:

Government Private Bank
Assets Liabilities Assets Liabilities
Reserves 10( Government Bonds 10C  Government Bonds 1(
Loan 100
Reserves————1

As in the case above, let us assume that the gmestnuses its reserves to purchase a service from a
domestic enterprise, hence:

Central Bank Government
Assets Liabilities Assets Liabilities
Loan 100 Reserves 100 Reserves——13Bovernment Bonds 10)
Net Wealth -10C
Private Bank Business Enterprise
Assets Liabilities Assets Liabilities
Government Bonds 10(Loan 10(  Deposits 1C Net Wealth 100
Reserves 1 Deposits 1

If the private bank pays back the loan it obtaifredh the central bank in the first step, it will do
by paying with its reserves. This means that bbéhreserves on the asset side and the loan on the
liabilities side of the balance sheet will disapp@ad vice versa for the central bank):

s Banks can and do use government bonds also (it against more volatile investments, such #ateeal in repo transactions, for
meeting regulatory requirements and managing (¢kom) liquidity, or for evaluating longer-term érest rates fluctuations.
Moreover, government bonds serve as a benchmadkter securities, as further discussed below.
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Central Bank Government

Assets Liabilities Assets Liabilities
Lean 100 -Reserves———100 Government Bonds 100
Net Wealth -10C
Private Bank Business Enterprise
Assets Liabilities Assets Liabilities
Government Bonds 10( Ltean——— 2100 Deposits 10 Net Wealtt
Reserves——————1 Deposits 1( 10C

Thus, the balance sheets of all partiesesactlythe same as in direct monetary financing. Moreover
as in the case of “printing money” through its oeantral bank, the emission of government bonds
has created deposits for the private sector, aaditlancial deficit of the government matches the
financial surplus in the private sector.

Even though some authors argue that direct monditaaycingis more beneficial to society, as
interest payments on the debt are accrued to pindiitutions (cf. Turner, 2014), for the purpode o
this paper, both modes of bond financing with aeseign central bank in a fiat-currency regime
appear the most desirable institutional arrangernegtiarantee stable government finance.

7.2.3. ‘Pure’ market-based financing

Finally, there is the option of what may be refdrte as ‘pure’ market-based financing. This entails
the absence of a central bank as a LOLR, so thatrgment debt carries the risk of default. The dasi
idea is that this way, the market will disciplifeetgovernment not to run any (inflationary) fiscal
deficits, as higher deficits would come at highests of borrowing.

More specifically, the argument departs from thewthat financial markets operate based on a logic
of supply-and-demand for loanable funds. Thesedbknfunds can be regarded as any other normal
good, for which the price is set by the interes¢ @ankiw, 2013). The supply of loanable funds is
savings, whereas investment constitutes the derfanithese funds. Within this framework, banks
and other financial institutions serve as interragds. As in any market, the price (here, the eger
rate) will eventually equilibrate demand and suppdp that “at the equilibrium interest rate,
households’ desire to save balances firms’ desineviest, and the quantity of loanable funds sugapli
equals the quantity demanded” (ibid., p. 69). Nib& this also implies that the amount of savings
equals investments, and that the former predetesihre latter.

Given the underlying assumptions, interest rate enwnts are determined by private or public
investments (which raise interest rates) and pigatpublic thrift (which lowers them). Thus, ifeth
government decides to spend, it reduces the antdilgatvings in the economy. This, in turn, leads to
higher interest rates, crowds-out investments ftoenprivate sector, and entails higher payments on
national debt. Although different versions of lobleafunds theory were proposed in the literature,
such as the extension by Robertson (1934) and @b8B87), who include money creation through
credit, the essence of the theory does not chdhgesimply, in case of an expansion of credit tgrou
private banks, genuine savings are added to thelysab loanable funds, which causes the interest
rate to fall. Hence, at some point, the demandrfeestments will pick up, until the supply of and
demand for loanable funds is in equilibrium (Bib@&@01).

It is important to note that this theory has mugteaw systemic implications. Since it is assumed tha
the interest rate turns all savings (S) automadgié¢ato investments (1), as S=I, any increase virsgs
does not adversely affect economic output. Insteagstments will increase by the same amount, as
higher savings lower the interest rate and houskshabmpete for interest-bearing investment
opportunities. Thus, the theory suggests that higivestments in the economy can only be achieved
through higher savings. As laid out by Flassbedkl8), the controversy about the causality of S=lI
goes back to Keynes (1930), who argues that areaser in savings diminishes corporate profits
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correspondingly. Consequentially, when profits oheglthe supply of funds increases by the exact
amount as the demand for loans, since firms nediti@aal funding to finance their investments. This
implies, however, that the interest rate cannai $al that there will not be any additional investin
Even more so, considering that firms operate uridedamental uncertainty, lower demand and
corporate profits will most likely incentivise fignto adjust their output accordingly and lower
investment activities. As national income fallsiwlibwer investments, savings will likewise decrease
so that =S is fulfilled. Yet, it should be noteldat contrary to loanable funds reasoning, reverse
causality is actually in place, as investmentsrddtee savings.

Therefore, in sum, the conclusions derived fronmédide funds theory for the functioning of a market
economy are not only empirically wrong but inducgligymakers to depress economic growth.
Despite ample empirical evidence for this, howeukg idea that states should not intervene in
markets and be themselves regarded as regular npakicipants, is still widespread. Otherwisesit
argued, there is no incentive for fiscal pruderarg inflationary deficits would dampen long-term
economic growth.

There are two institutional arrangements in whicarkat-based principles would work. One is to
borrow in a currency over which a government hasardrol, the other is to confine the central bank
in its monetary policy options. Most prominentlgetEurozone tried to institutionalise a hybrid form
of both by prohibiting the ECB or any other centrahk todirectly purchase government debt from
public authorities, and formally insulate monetaificy from national governments. However, the
centrifugal forces that set in with the outbreaktled Eurozone crisis, most clearly indicate how
volatile interest rates can become, as soon as engrarticipants sense a risk of default for
government bonds. Uncertainty, fuelled by speootatiexacerbated the situation for highly
constrained governments until the ECB stepped iades factoLOLR and normalised interest rates
through open market operations.

7.3. The role of government bonds and central banks inifiancial stability

Although many economists regard the cooperatiora aentral bank with public authorities (i.e.
Treasury) as a distortion of market incentives, tdahnical and accounting processes behind money
creation and payments make such cooperation negeffisa chronic turmoil in interbank markets is
to be avoided. As outlined in section 6, centraiksaset the interest rate target, which servebtes t
anchor for all other short-term interest rates. Titerest rate target itself is met by controllitig
amount of reserves in the banking system througin aparket operations, i.e. buying government
bonds or other securities (Bell, 2000; Fullwilef0B). If an interest rate target does not exista or
central bank is constrained in its ability to coctdapen market operations, there is no convergence
towards a natural or equilibrium interest rate,tl@s neoclassical conception postulates, precisely
because of how the monetary system works.

In this regard, it is crucial to understand thefeslénce between the fictitious version of financial
markets in most neoclassical economic theory, &ed @actual functioning. As shown above, the
government spendingreates reserves in private bank accounts. Equally, whentral banks
intervene in FX markets to stabilise exchange ratlese transactions add to the reserves or
settlement balances of commercial banks. On ther dthnd, tax payments and the settling of banks’
liabilities with their central bank and accountdis reduce the amount of reserves (Lavoie, 2005).
Thus, in sumany monetary transaction of and with public authositigovernment and central bank)
consequentially affects the amount of reservelénbianking system. To ensure that, at the endeof th
day, commercial banks have the desired amount s#rves, so that interest rates remain stable,
central banksmust neutralise settlement balances by corresponditignsferring government
deposits between their own accounts and that a@ateribanks, and/or engage in open market
operations. Lavoie (2005) has termed this the ‘wgfe operations” of central banks, which are,
given the systemic importance of interbank ratesfiftancial markets, critical to prevent market
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turmoil. Without such defensive operations, interases would be extremely volatile, dependent on
the relative scarcity or abundance of resef¥es.

The role of government bonds for central banksnoprket operations and their distinct quality as a
safe asset make them the backbone of most fixemviacsecurity markets in developed and
developing countries alike (World Bank, 2001). Tisisnost strikingly illustrated by the data in &bl
6, which show the composition of debt markets itecded countries and the large share of
government securities.

Government bonds provide the benchmark yield cimveother securities, and, as such, they affect
the trajectory of the overall credit curve in trmeomy. Contrary to equity securities in the prvat
sector, which entail ownership rights over a regpecompany’s assets (so that eventual losses may
be recovered through the sale of these assetsgriyoent securities are not based on any capital
assets but only on a government’s ability to senaad repay its debt. This ability, in turn, will
determine the price of national debt and dependtherinstitutional arrangement in that particular
country. As outlined above, a government issuirlg deits own currency and having its own central
bank will always be able to settle its liabilitieds the entire debt market hinges on government
bonds, it is critical for stable financing condii®in the entire economy, that a central bank lis &b
intervene in bond markets and that government barglgssued in national currency.

7.4. Capital market constraints in Palestine

Whilst above arguments speak against the issuangevernment bonds in a foreign currency, the
size of the domestic capital market in Palestiméh&r discourages such endeavours. Given the state
of the Palestinian economy and the fragile politieavironment, it is highly uncertain whether
international investors would buy such governmeeitdsecurities (if anything, they would most
likely come at an exorbitant price). In such ciratamces, the structure of the domestic capital ebark
becomes even more important.

Table 7: Composition of Debt Markets in Selected Qantries.

Composition of Debt Markets in Selected Countries
(Total Debt Securities, Amounts Outstaning)

All Issuers in Financial Non-Financial General
Billion USD Corporations Corporations Government
(Q4 17, (Q4 17, (Q4 17, (Q4 17
us 39,336 39% 16% 45%
Japan 12,666 19% 6% 75%
United Kingdom 6,024 45% 9% 46%
Germany 3,712 42% 6% 5204
France 4,597 35% 16% 49%
Italy 3,298 25% 5% 70%
Israel 260 12% 25% 63%
Brazil 251 43% 29% 28%
South Korea* 1,974 37% 31% 3204
China 11,757 38% 24% 38%
Chile 251 43% 29% 28%
Mexico* 784 25% 25% 50%

6 |f, say, the government were to invest, the c@masing amount of reserves would be created. Amedce of reserves, in turn,
would lead to a sharp fall in the interbank ratdess the central bank intervenes by withdrawingess reserves to bring interest rates
up to its desired target. Conversely, if reservesevscarce for some reason, the concomitantly ééghand could lead to interbank
overnight rates spiralling out of control.
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Composition of Debt Markets in Selected Countries
(Total Debt Securities, Amounts Outstanding)

All'Issuers in Financial Non-Financial General
Billion USD Corporations Corporations Government
(Q4 17) (Q4 17) (Q4 17) (Q417)
Turkey 276 22% 3% 75%
Poland 342 15% 10% 75%
Czech Republic 211 53% 8% 39%
Singapore 412 46% 33% 21%
Thailand 368 39% 24% 37%
Malaysia 370 12% 42% 46%
Hungary 119 8% 2% 90%
Russia 491 26% 40% 34%

*Note Data for South Korea and Mexico is the sum of ddin@sd international debt securities.
Source: BIS; Own Calculations.

A recent World Bank (2015) report notes that domestpital markets become, more generally, an
increasingly popular source for funding governmestivities in emerging markets, with 85 per cent
of public debt outstanding on average. Yet, the migle to most government debt markets in
emerging economies is low liquidity of debt sedasit This results out of a variety of factors, sash

a small size of the capital market, low savingstloé investor base, or an inefficient market
infrastructure. The lack of liquidity leads to hegtprices, as investors demand a premium for hgldin
illiquid government securitie¥,and, more importantly, no build-up of a reliabilelg curve that could
serve as a (zero-risk) reference point for otheuises and investors alike (ibid.).

In Palestine, a number of these structural featomag be discerned, which constrain efficient cdpita
market-based financing. First, as shown in sedi@nl, very few firms comprise the domestic capital
market’® which would entail high transaction costs andelitompetition, as well as low liquidity.
Furthermore, this market structure rules out thisoapof introducing a primary dealer system, which
is generally regarded as one of the best ways velole a market for government securities, as it
facilitates the generation of stable demand anctiswvihe costs of funding (World Bank, 2010). Thus,
the PNA cannot rely on financial intermediariesetayage in market-making activities, which might
exacerbate the volatility of interest rates.

Secondly, not just the small number, but also tlae sf these firms makes it questionable as to
whether the financial institutions, which normaltyight to absorb demand for government debt
securities (i.e. banks, investment banks, mutuadigu insurance companies, or pension funds) have
the capacities to do so in any meaningful way. Reghe emergence and growth of the financial
sector in Palestine since the signing of the Oskxofds (World Bank, 2008), the market
capitalisation of the firms remains a fraction dDi&g as figure 26 indicates. More specifically, with
regards to key indicators of the Palestinian séesrsector, in 2016 the value of all traded sdiesri
was below USD 500 million, whereas the total maskadtie of all company shares on the Palestine
exchange (PEX) amounts to USD 3.4 billion (PMA, @)L As shown in sections 2 and 3, the current
Palestinian trade deficit alone exceeds USD 5duilliAlso, to foster secondary market activities in
government debt, the literature considers largeraladively liquid lines of government securitiss,
called benchmark securities, as critical (World Ba2015). Thus, given the structure and size of the
capital market in Palestine, only a fraction of gamwment debt could be absorbed domestically. As a
corollary of this, Palestine would have to rely fameign investors to purchase government debt.

7 This problem is ultimately imputable to institut arrangements and central bank operations. Asawe shown above, the price for
government debt, if issued in a domestic curreiscgntirely determined by the amount of securitiescentral bank is willing to buy.

®  The most recent figures identify 15 (small) ban&sspecialised lending institutions, 276 money deas (of which 56 are
individuals), 48 companies listed on the Palestisitock exchange, 9 licensed insurance compariideasing sector companies, and
1 firm in the mortgage financing sector (PMA, 20)l6a
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Considering the dire state of the economy and diveodtical fragility, it is doubtful if any invetors
were willing to accept reasonable interest rateshfese bonds.

Figure 26: Sectoral Market Capitalisation to GDP

Source: PMA; Own calculations.

Third, even if the domestic capital market wergéaenough to absorb a significant proportion of
government debt securities, the functioning ofrtienetary system and the consequences of decades
of deteriorating economic conditions would make ustainable and effective financing of the
government deficit impossible. As outlined in seotb, the Palestinian economy has suffered from a
drain of foreign reserves (and, to a lesser extdwt,build-up of liabilities) to finance its curiten
account deficits. If banks now were to purchaseegawent debt, this would lower the amount of
anyhow scarce reserves in the banking system,aditerse effects on interest rates. The PMA cannot
function as a proper central bank in this regasdt aelies on (a depleting stock of) reservedfitse
Moreover, trying to go beyond the financial sedsra source of funding is equally not feasible, as
the private sector at large has been the mostantistnet-debtor out of all sectors of the Patesti
economy (cf. section 4).

In sum, a virtually non-existent domestic invediase (both institutional and private), lack of iets
from foreign investors, as well as grim economid gnlitical conditions are most likely to destadli
government financing via capital markets. Also,sidaring the inherently instable and volatile natur
of capital markets without a LOLR, the PNA should 8iscouraged from trying to finance the
Palestinian deficit by issuing government bonda foreign currency, as it would wreak havoc on the
economy. A further issue, not explicitly addressed in thaper, is that such market-based financing
is very short-term oriented. Hamed (2017) argues, banks are reluctant to lend longer-term, sb tha
maturities of government bonds are unlikely to extene year. As argued in this report, however,
Palestine needs a long-term development strategjchwis a further reason to move towards a
Palestinian currency and an interventionist cettaalk. (Mazzucato and MacFarlane, 2018).

7.5. Conditions for introducing a Palestinian currency

Having excluded the option for financing the gowveamt deficit via ‘pure’ market-based financing,
the analysis turns to the potential merits of dicindirect monetary financing. As the introdocti

of a Palestinian currency and a national centreklze a prerequisite for this, the focus herenis o
questions of the feasibility of such institutiomaforms. It is found that current legal restriccend,
more importantly, real economic conditions woulthast certainly lead to an outright failure of such
policy measures. This leads to the conclusion tiategotiating the Paris Protocol (PP) and fixing
productive capacities through strategic economierientions are indispensable, prerequisite, steps
towards monetary sovereignty.

A minimum requirement for bond financing is a dtéalcility with the Bol. Given the cooperation tife PMA with the Bol in relation

to the problems of transferring excess liquiditye possibility for introducing such a facility appe reasonable. Regardless of our
conclusions in this report, it is a recommendedifitant short-term measure to improve the PNA’pazties to conduct monetary

policy.
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7.5.1.Legal restrictions

The current regulations, as set out in Article XOtlee PP, restrict the options for Palestine to
unilaterally introduce its own currency and oblighe PNA to accepany circulating currency,
including the NIS, as a means of payment.This iegalhat the critical feature to guarantee widesprea
acceptance and demand for a given currency, natselgiqueability to settle tax obligations, is ruled
out a priori. Moreover, since a substantial amount of natidnabme is attributed to Palestinian
workers in Israel (cf. section 4), this means th#arge part of the population will find it much reo
convenient to pay taxes in NIS. The requirement tia PNA must also accept any other circulating
currency as a means of payment makes it likelyahag¢wly introduced Palestinian currency would be
simply one amongst several, which would also exzaterthe difficulties for the PMA to control the
desired level of reserves to meet its interestteatget. Finally, since a critical featureanfy currency

is that it is backed by state authority, it implidet the PNA must develop strong institutional
capacities and a solid governing systérno ensure full acceptance and usage of the Rabasti
currency.

The second restriction relates to Article 10 paapbrb, which requires prior consultations through t
Joint Economic Committee (JEC) and the consentiael, if Palestine were to introduce its own
currency.As mentioned in section 3, however, the JEC iscéffely dead since 2009. It would
therefore require a renewed start of the commitbeehe formation of some other joint-body that
could discuss and agree upon a Palestinian currevely on the other hand, this arrangement
illustrates the supposedly interim nature of thesPagreement, and the recognition of the long-term
inadequacy of the arrangements that were put icegla 1994. It might therefore provide a starting
point for negotiations towards achieving the galad were originally stipulated the Oslo Accords.

7.5.2. Real economic conditions

Whilst legal restrictions limit the scope of undedlly introducing a Palestinian currency, the real
economic conditions are the bigger problem. Givenweak productive basis, and disproportionate
trade and current account deficits, introducingii@ency, which would substantially devalue vis-a-vi
other currencies, would not have any beneficia@@# in the foreseeable future.

This discouraging conclusion is grounded in theaitled analysis of Palestinian economic
development. Section 2 has shown that Palestinipores are not sensitive to changes in relative
prices. This means that the most important chattmeligh which a devaluation can boost a country’s
economic performance, namely via positive demaridcef from abroad, will only have limited
effects in Palestine. The reasons for this are »aessively cumbersome regulatory regime, as
imposed by Israel, and a substantial weakeninghefproductive base (cf. sections 2 and 3). In
addition, the strong reliance of the Palestiniannecy on domestic consumption, services, and real
estate, also feeds into the low-price sensitivititsoexports. Furthermore, there is no evidenceafo
import substitution effect through a devaluatioat gnly gradually diminishing consumption, which
adversely affects nominal GDP growth.

On the other hand, a large currency devaluationldvowst likely lead to a significant imported
inflation. Consequently, people might prefer tochoh to foreign currencies, such as NIS or USD,
especially as these currencies are likely to rerimagirculation and constitute a large share oéiigm
income (cf. section 4). Moreover, depending onitfflation dynamics, the PMA — in function as a
fully-fledged Palestinian central bank — might loeckd to raise interest rates to exorbitant levels,
which would further depress investments. Givendgimall size of the Palestinian domestic market, a
development strategy needs to rely on a strongrexgeetor to benefit from economies of scale.
Whilst exchange rate management is certainly amitapt element in that, it is insufficient withcaut
solid productive base and state-driven developrsizategy.

8 This applies in relation to tax collection, busalinstitutional safeguards to limit potential pgliabuse and government failure in
executing monetary policy.
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Next to the weak price sensitivity of Palestiniaqp@rts and no evident import substitution effect,
current conditions also raise the question as t@ the price finding mechanism for a new currency
would work. As argued above, large deficits are intikely to persist even after a devaluation. & th
currency was fully convertible, this could incredise pressure for further devaluation in FX markets
with speculators shorting the national currencyrafit from its collapse. As a central bank’s alyili

to defend the value of a currency depends on theuabof its reserves and effective cooperation
amongst central banks in general, achieving a estakthange rate, and thus stable prices, would
become incredibly difficult, if not impossible. Aadternative for the PNA might be to set limits ket
convertibility of the Palestinian currency, whidmpwever, could simply lower its acceptance and
incentivise the use of foreign currencies (esphéf PP in its current form were still in place).ush
unless the external sector is stabilised prioh&introduction of a national currency, the largéaits
would most likely entail extreme volatility in exahge rates.

Finally, it should be pointed out that the starkkeemal sector imbalances substantially impede the
proper functioning of a transitory regime. In tiieriature, there appears to be a broad conserstua th
currency board would be the most suitable insthdl arrangement, until Palestine can operate avith
fully sovereign currency and central bank (cf. Hdm2000; UNCTAD, 2009). However, as a
currency board is contingent upon the accumuladiforeserves, implementing it whilst running such
disproportionate trade and current account defiedald merely cause the economy to bleed out and
eventually succumb.

Hence, in summary, while recognising the meritsaohational currency as critical to conduct
independent monetary policy and exchange rate neamawgt, as well as stabilising government
deficit financing, a clear distinction must be madaetween short-term and long-term objectives.
Thereby, the introduction of a Palestinian curresloguld be considered as a long-term goal, which
requires meeting certain institutional and econoaaicditions, none of which are currently in place.
On the contrary, the analysis here suggests theaulse of existing productive capacities and
macroeconomic imbalances, the introduction of se®ian currency would do more harm than
good. Yet, even beyond the short-run, it is illmsiry to think that a national currency will, byells
serve as a panacea to achieve sustained growithesetbpment.
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8. Conclusions and policy recommendations

In order to answer the question of sustainablecileffnancing, this study’s conclusions have been
grounded in an extensive analysis of the institicand economic conditions. Section 2, analysing
key indicators of Palestinian development, ideatifia high reliance of growth on domestic

consumption, an erosion of productive capacitiad, asubstantial fall in real wages as well as towe

revenues from grants and donations in recent y&dhdlst lower real wages and foreign transfers

reduced imports and thereby the current accounttrami# deficit, the size of these deficits remains
unsustainable. Moreover, Section 3 emphasized #iendt nature of the Paris Protocol, which

requires a comprehensive overhaul to end the exeedspendence on Israel in matters of trade and
clearing revenues. The financial accounts of theedfiaian economy, as presented in Section 4,
essentially reflect the trends outlined in the es two sections.

The most important new findings include (i) theemdive reliance on inflows of foreign assets (via
transfers and foreign income), and (ii) the absericdomestic savers. In addition, Palestine’s aurre
account deficit was largely financed by the withvdahfrom bank’s foreign assets and capital grants,
and the selling of reserve assets. Section 5 peduidore detail on the composition of fiscal revenue
expenditures, and public debt, and showed why, itiefgrge deficits, Palestine’s official debt-to-
GDP ratio did not increase over time. Most notalfiyreign assets and, more recently, the
accumulation of arrears obfuscated the negativadnihese deficits would have normally had on the
public budget. Finally, section 6 highlighted timerieasing importance of the NIS as a legal tender
and the extent of the diminishing stock of foreigaerves.

Based on the above analysis, it is concluded thrter current circumstances, neither bond issuance
denominated in a foreign currency, nor the intraiduc of a national currency can provide a
sustainable means for financing the Palestiniaicitievhile the former would entail highly volatile
interest rates and financial instability, the latteould most likely lead to imported inflation and
potentially even exacerbate the Palestinian defigithout any significant advantage to the export
sectore!

Stabilising the external sector is a prerequisite foth modes of deficit financing. To pursue the
preparations for the introduction of a nationalrency for future bond issuance several steps ast mu
be taken. First, the outdated Paris Protocol hdmetrenegotiated. Similar to the conclusions oftmos
research from international institutions on thibjeat, the inadequacy of these regulations as agell
the concomitant economic hardships and constrdortPalestine make this a necessity. A new
framework for economic governance is urgently neette (1) give the PNA more scope for
developing trade relationships with third countri€®) lower the barriers to physical mobility, (3)
eliminate excessive administrative burdens for ®lan firms, (4) provide a transparent import
clearing mechanism to ensure the PNA is not degrofelegitimate trade revenues, and (5) allow
Palestine to protect domestic industries.

Second, notwithstanding the very limited options $mvereign economic policies under current
agreements, a revitalisation of the productive ligsesine qua norcondition for both capital markets
based financing and monetary financing. This repag shown the deterioration of the productive
basis in the industrial and agricultural sectors. iAcreasing share of private investments went into
services, retail, and construction and real eshteeover, as government spending decreased due to
declining revenues from grants and donations, iktefically low share of development expenditures
became miniscule. Given these economic conditiandgvalued Palestinian currency will not be
sufficient to trigger an economic recovery. Rathar,more fundamental shift in economic
policymaking is needed to foster a reindustrialsatprocess and promote merchandise exporting
sectors, such as agriculture and manufacturing.

81 Based on correspondence with the PMA, it shoulchdted that currently, 55 per cent of inflationirisported inflation. Given the
current economic conditions and imbalances in thiereal sector, it is most likely that the valueaoPalestinian currency would
exacerbate this problem substantially.
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Due to the tight budgetary constraints that havenbiéentified, including the drain of Palestinian
reserves and the accumulation of arrears and bétdlities, the difficulty to raise the requiredrids

for these investments should not be underestimdtbdrefore, the PNA should first intensify its
efforts to obtain funds from external donors, ancntually widen the scope of international
partnerships (e.g. with a focus on Asia). The usthese grants should be embedded in a broader
development strategy, so that donors would be weedsthat the funds ardirectly invested in
infrastructure and productive activities (not cangtion!). Secondly, any legal restrictions on
government debt accumulation should be avoidedh Sustance poses an entirely arbitrary limit to
government finance, whilst disregarding saving iawveéstment positions of other sectors.

As long as a debt limit is not imposed, the govesntcould take on extra credit with the PMA,
where some room for manoeuvre appears to exist.PMA, in turn, could enhance its capacities
through a closer cooperation with the Bol, whiclowll — at least — include the establishment of a
credit facility to ease access to NIS reservess Wuuld also be another step towards creatingtarbet
investment climate by stabilising inflation and Irederest rate8? which would make it easier to get
access to longer-term credit arrangements and risiaithe risk of default. Rather than crowding out
the private sector, sudcstrategic public spending would induce the opposite, nametgntivising
private investments in export sectors (and wouldimmse further concentration of investments in
consumption and real estate/construction).

Although acknowledging the risks associated withhbi public debt in an economy with no lender of
last resort, the above strategy is necessary tifyréte large imbalances through increasing thersh
of exports and therefore reducing the dependencdomgign currency reserves, as well as the
vulnerability to Israeli clearance suspensionshia long-run. Otherwise, if the government were to
cut investments and spending, this would not oobtain the current economic malaise, but it might
further dampen prospects for economic growth, womBalestinian unemployment rates, and fuel
social unrest.

In the long-run, productive investments would rahge the deteriorated productive base and enhance
productivity. The concomitantly better performamddPalesinian export sectors would stop the drain
of foreign assets and potentially even lead to abeumulation of reserves. During the transitory
period, in which the Palestinian economy will deppem foreign aid, Palestinian authorities might
encourage foreign banks to further increase thgmosdit holdings in the banking sector, if they can
credibly explain their medium-term strategy. Furthere, if the PMA had a credit facility at the Bol
and could serve as a LOLR for the private and Unaip sector, the risk of a currency crisis during
this expansionary period would be mitigated.

In light of current economic problems and the d#ddankruptcy of the Palestinian state, the urgenc
of rethinking economic policymaking in Palestinenmat be overstated — notwithstanding the
excessive constraints and hardship that Israelugmiton entails. Especially a revitalisation of the
productive base, as part of a wider developmerdtegly, will be key to reduce Palestinian
dependence on Israel and stabilise the currentuat@nd trade balance. If the status quo persists,
however, it is hardly possible to see how Palestina break the vicious cycle of an erosive
productive structure, continuous deficits, and againg dependence on Israel (and foreign capital
more broadly). Unless the PNA wants to risk highatiity and a financial turmoil, the current
political and economic circumstances do not giveRINA any options for financing the government
deficit by issuing bonds. The most important cosido derived from this analysis is that, before
turning towards capital markets for fundimy introducing a national currency, the Palestinian
authorities need to take strategic action to stbthe external sector first and put the economg o
more sustainable trajectory.

8 As shown in section 2, this will also require protivity-oriented wage policies. Hence, the suggestmade in the proposal of the
Palestine Economic Policy Research Institute (MinSavour of social protection programmes, stritcfoecement of minimum wage
policies and labour rights, and regulation of théoimal sector, are noteworthy policy conclusiohattshould be further pursued
(PMA 2016a).
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Statistical Annex

Appendix A: Deriving Employment Data for Gaza, WestBank and Palestine

Combining labour market data with GDP data in Radescan be misleading for at least two reasons:
First, labour market data includes territories ldeusalem (J1 and J2), while the GDP data does not
Moreover, many people living in one region mightriwan a different one, as shown by the
substantial fraction of Palestinians who work iraéd or Israeli settlements. When deriving measures
like productivity per working hour, this should hmnsidered. Second, there could be strong
differences between economic activity in Gaza dedWest Bank, so that aggregating both regions
could lead to an average trend that fits neithgiore

Data restrictions prevent us to account for thefeuties in a perfect manner. However, we were
able to use data on the distribution of employnientGaza and the West Bank to get an impression
of the different developments in both regions. Wiestfderive data for regional employment
(independent from the actual residence). This iseda Table Al on the next page. In the next step
we can combine this data with data on average wagdsworking hours to derive real wages per
working hour. This is done in Table A2. Finally,bl@ A3 derives productivity per working hour and
unit labour costs for Gaza, West Bank and Palestine

Figure Al illustrates that the development in Gazauch worse than in the West Bank, as expected,
but also shows that the dynamics in the entireeSifiPalestine are not completely driven by the dat
from Gaza. Hence, we believe using data for Palests a whole is a reasonable approach, whilst at
the same time, keeping in mind the differences betmthe two regions.
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Year

1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016

WB

0,3
0,6
03
0,3
0,7
3,0
2,1
0,7
0,1
0,1
0,1
0,1
0,0
0,1
0,0
0,0
0,0
0,1
0,1
0,1
0,1
0,1

Table Al: Regional Employment in Palestine

PERSONS LIVING IN GAZA
Distribution of

employment
Gaza Israel &
settlement

96,4 3,3
91,3 8,1
88,7 11,0
83,5 16,2
83,6 15,7
84,4 12,6
96,1 1,8
96,8 2,5
96,8 3,1
98,8 1,1
99,5 0,4
99,8 0,1
100,0 0,0
99,9 0,0
100,0 0,0
100,0 0,0
100,0 0,0
99,9 0,0
99,9 0,0
99,9 0,0
99,9 0,0
99,9 0,0

Source: PCBS.

Employment

Total

109
114
129
149
170
168
127
129
166
155
175
169
201
178
189
193
243
256
267
249
278
290

Gaza WB

105,030,33
104,08 0,68
114,420,39
124,42 0,45
142,121,19
141,79 5,04
122,052,67
124,87 0,90
160,620,17
153,14 0,16
174,130,18
168,66 0,17
201,00 0,00
177,82 0,18
189,00 0,00
193,00 0,00
243,00 0,00
255,74 0,26
266,730,27
248,81 0,19
277,720,28
289,71 0,29

PERSONS LIVING IN WEST BANK
Distribution of

employment
o sftrtiaerlnint
79,7 0,1 20,2
834 O 16,6
80,1 04 19,5
75,8 0,2 24,0
74 0,1 25,9
785 0,1 21,4
83,6 0,0 16,4
88,0 0,0 12,0
88,8 0,0 11,2
89,3 0,0 10,7
87,1 0,0 12,9
88,3 0,0 11,7
87,5 0,0 12,5
86,2 0,0 13,8
86,1 0,0 13,9
85,8 0,0 14,2
86,0 0,0 14,0
86,2 0,0 13,8
83,9 0,0 16,1
83,9 0,0 16,1
83,5 0,0 16,5
83,0 0,0 17,0
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Employment

Total

308

352

418

353
323 0,00
371,0 0,00
396,0 0,00
428,01 0,00
467,0 0,00
489,0 0,00
489,0 0,00
529,01 0,00
551,0 0,00
594,0 0,00
602,0 0,00
618,01 0,00
668,0 0,00
685,0 0,00
690,0 0,00

0,31

1,41

0,42

0,00

Gaza WB

GAZA

245,48105,38
315 0,00 262,71 104,08
281,65115,83
400 0,80 303,20 125,22
309,32142,54
404 0,40 317,14 142,20
295,11122,05

284,24
329,45
353,63
372,79
412,36
427,88
421,52
455,47
472,76
510,84
518,92
518,50
560,21
571,98
572,70

124,87
160,69
153,14
174,13
168,66
201,00
177,82
189,00
193,00
243,00
255,74
266,73
248,81
277,72
289,71

REGIONAL EMPLOYMENT

WB Sotiement
(in1000s)
245,80 65,81
263,39 61,52
282,34 82,83
303,65 120,14
310,51 134,95
322,18 107,62
297,78 60,18
285,14 41,99
329,61 46,70
353,78 44,08
372,96 55,91
412,53 54,81
427,88 61,13
421,70 67,48
455,47 73,53
472,76 78,24
510,84 83,16
519,18 83,08
518,77 99,50
560,40 107,79
572,25 113,03
572,99 117,30

PALESTINE

(w/o Israel &
settlement)

351,19
367,48
398,17
428,86
453,05
464,38
419,82
410,02
490,30
506,92
547,09
581,19
628,88
599,52
644,47
665,76
753,84
774,92
785,50
809,21
849,98
862,70



Year

1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016

Monthly  Daily
Days Wage
Al B1

(NIS)
21.7 44.5
23.5 42.2
24.0 43.6
24.0 47.5
24.0 51.4
24.3 53.1
24.6 54.6
24.1 55.1
22.6 53.4
23.3 58.3
24.0 62.0
24.0 69.0
23.3 65.1
24.7 60.9
23.6 62.7
23.4 58.1
23.4 61.5
23.6 64.3
23.7 63.1
23.9 63.9
22.9 61.9
22.7 61.6

Annual
Wage

Cl=1zA
1B1
(NIS)
11588
11900
12557
13680
14803
15484
16118
15935
14482
16301
17856
19872
18202
18051
17757
16314
17310
18210
17946
18303
16980
16794

Table A2: Annual wages and hours worked in Gaza, W& Bank and Palestine

GAZA
Annual
Empl.  Sum of ngﬁlrdsy
Wages
S
in 1000s (NIS)

105.28 122116H43.2
104.08 1238617 44.0
115.63 145446743.0
125.22 1712941 43.0
142.84 2110C1943.0
142.20 2201757 43.2
122.05 196714441.6
124.87 1989825 40.1
160.¢9 2327C9640.0
153.14 2496286 40.6
174.13 310917641.6
168.66 3351651 41.2
201.00 3658£9439.9
177.82 3209822 40.8
189.(0 3356(€0539.4
193.00 3148695 38.8
243.(0 420628937.9
255.74 4657037 37.1
266.13 4786€9437.3
248.81 4554181 37.7
277.72 4715€1037.1
289.71 4865424 38.3

Source: PCBS (minor errors are due to rounding).

Annual
Hours
Worked

G1=52D
1F1

236735
238140
258998
279981
318715
319429
264012
260383
334231
323309
376667
361341
417035
377267
387223
389397
479115
493381
517355
487147
536266
576836

WEST BANK TOTAL

oy Daiy Amual ey SIS WO Amual ane A
Wage: Hours Worked Wages Worked

A2 B2 CZA L pp Ep=cap2 P2 ®22:P EnE2  Gl+G2

(NIS) (NIS) in1000s (NIS) (NIS)

22.0 56.5 14916 246 3666398 43.0 54964887566 786350
226 48.6 13180 263 3471617 43.5 595797 4710235 833937
23.0 51.% 14269 282 4028752 43.0 63135083218 890308
23.0 57.6 15898 304 4827259 45.0 710534 6540200 990515
23.5 66.2! 18668 311 5796725 416 72013506743 1038850
23.6 69.3 19626 322 6323027 43.5 728771 8524785 1048200
23.6 68.¢ 19512 29¢ 5810329 43.1 66737377473 931385
22.7 70.9 19313 285 5507012 40.8 604959 7496838 865342
23.6 71.9 20362 330 6711627 424 72679838723 1060964
24.0 72.2 20794 354 7356422 43.0 791059 9852708 1114368
23.6 73.1. 20702 374 7721050 425  8242U#3022¢ 1200915
23.1 76.6 21234 413 8759464 42.2 905256 1211111t 1266597
22.2 77.2 20566 428 8799711 41.6  9255/™5830% 1342614
22.3 81.7 21863 422 9219506 42.2 925370 1242932¢ 1302637
22.4 85.9 23090 45t 105167432.5 1006586 1387274¢ 1393810
22.2 85.8 22857 473 10805886 43.3 1064462 13954581 1453859
22.4 85.0 22820 511 11657220¢3.1 1145690 1586349¢ 1624805
22.2 87.1 23203 519 12046762 43.3 1168986 1670379¢ 1662367
22.4 89.0 23923 519 124106183.4 1170758 1719730¢ 1688113
22.5 90.9 24553 560 13759593 44.1 1285990 18313774 1773137
22.4 94.1. 2535.. 572 1450738@3.9 1307374 1922299( 1843641
22.8 98.1 26800 573 15356383 44.3 1318748 20221807 1895584
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Table A2: Real Wages per hour in Gaza, West Bank @hPalestine

WAGE PER HOUR GDP DEFLATOR REAL WAGE PER HOUR REAL WAGE PER HOUR
GAZA WB PALESTINE GAZA WB PALESTINE GAZA WB PALESTINE GAZA WB  PALESTINE

VEED o lsracl & o lsrael & Normalised by dividing through
NS e iement (1995 = 100) Setloment) 1995 values and multalying
1095 51€ 6.67 6.22 100.0C 100.0(  100.0(  0.0515¢ 0.0667°  0.0621¢  100.0( 100.0(  100.0(
199¢ 520 5.8 5.6¢ 1105: 110.5¢  110.5:  00470¢ 0.0527° 00511  91.2¢ 79.0;  82.21
1097 567 6.3 6.1¢€ 1165: 116.67  116.5¢  00481¢ 0.0547; 00528 9342 82.0:  85.0(
109 617 6.7 6.6 1185¢ 117.96  118.1¢  00516( 0.0576(  0.0558¢  100.0: 86.3¢  89.9:
109¢  6.67 8.0F 7.61 125.9¢ 125.9:  125.8  00525( 0.063%;  0.0604  101.9( 958;  97.2¢
2000 6.8¢ 8.6 8.1z 14150 134.3.  136.3'  00487° 0.0645  0.0596! 9443 96.8;  95.9¢
2001 7.4 871 8.3t 1475 141.6(  143.4( 00505 0.0614( 00582  97.9: 9217  93.6¢
200; 7.6¢ 9.1C 8.6¢ 164.4F 163.8°  163.9¢ 00464 0.0555 00528  90.0¢ 83.3C  84.9¢
200:  6.96 9.24 8.57 152.6; 154.4°  153.7¢ 00456 0.0598'  0.0554(  88.4¢ 8966  89.1%
2000 772 9.3 8.8 148.4; 150.3(  149.6¢ 00520 0.0618°  0.0590¢  100.8f 92.7¢ 950
2008 8.2¢ 937 9.0 1493t 151.7¢  150.9: 00552 0.0617°  0.0597¢  107.1f 9251  96.1¢
2006 9.2f 9.6¢ 9.5¢ 154.9¢ 160.3c  158.5! 00598 0.0603!  0.0603  116.0: 9047  97.0¢
2007 877 951 9.2¢ 149.3; 156.0¢  154.0: 00587 0.0609° 00602  113.9( 91.31  96.9
2006 851 9.9¢ 9.5¢ 1411C 156.97  152.8¢ 00603 0.0634°  0.0624°  116.9( 95.1f  100.41
200¢ 867 104F 9O 167.0¢ 168.60  168.0/ 00518 0.0619' 00592 1005 9287  95.2¢
201C 80¢ 101f 9.6 186.6: 180.2°  181.5(  00433; 0.0563. 00528  83.9¢ 84.4f 850
2011 876 1017 9.7¢ 169.3: 186.0;  181.5( 00518t 0.0546( 0.0537¢ 1005 81.97  86.5¢
201 9.4/ 1031 100 17947 205.2°  198.2¢  00525¢ 0.0502;  0.0506¢  101.9¢ 7526 815
2017 9.2¢ 106  101¢  1835( 207.7;  200.9¢  00504: 0.0510: 00507  97.7¢ 765(  81.5¢
2014 9.3% 107  103% 20167 2041c  203.2¢ 00463 0.0524° 00508,  89.8¢ 7851  81.7¢
201F  87¢ 11.1C 1047 22200 210.0¢  212.6( 00396 0.0528:  0.0490: 7679 79.1¢  78.91
201¢ 847 116 1067  2231¢ 209.9°  212.7¢ 00378 0.0554° 00501  73.2¢ 831¢  80.67

Source: PCBS (minor errors are due to rounding).
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Table A3: Productivity and unit labour costs in Gaa, West Bank and Palestine

REAL GDP PRODUCTIVITY PRODUCTIVITY UNIT LABOUR COSTS UNIT LABOUR COSTS
GAZA WB PALESTINE GAZA WB PALESTINE GAZA WB PALESTINE GAZA WB PALESTINE GAZA WB PALESTINE
Year Normalised by dividing through Normalised by dividing through

Real GDP divided through hours
worked (index)

Sum of wages divided by real

Iefe GDP (index)

1995 values and multiplying with 1995 values and multiplying
100 (1995=100) with 100 (1995=100)

1998 1972.70 3486.5( 5417.7: 0.0083: 0.0063- 0.0068t¢ 100.0C  100.0( 100.0( 619.0: 1051.6( 902.1¢ 100.0C  100.0( 100.0(

199¢ 1985.5! 3539.3: 5483.5: 0.0083: 0.0059:- 0.0065¢ 100.0¢  93.6% 95.4¢ 623.8: 980.81 858.9¢ 100.7¢  93.2i 95.21
1997 2244.7¢ 4088.2¢ 6287.8: 0.0086° 0.0064 0.0070¢ 104.0.  102.0¢ 102.5: 647.9: 985.4¢ 872.0¢ 104.67 93.71 96.6¢
199¢ 2536.0: 4702.8: 7189.23 0.0090¢ 0.0066: 0.0072¢ 108.7C 104.3¢ 105.3¢ 675.4< 1026.4¢ 909.7: 109.1:  97.61 100.8¢
199¢ 2540.1¢ 5284.5¢ 7784.4; 0.0079° 0.0073¢ 0.0074¢ 95.6¢  115.6¢ 108.7¢ 830.6¢ 1096.9: 1015.7: 134.1¢ 104.3! 112.5¢
200C 2188.1( 4958.3: 7118.3° 0.0068¢ 0.0068( 0.C067¢ 82.2C 107.2¢ 98.51 1006.2: 1275.2¢ 1197.5° 162.58 121.2] 132.7¢
2001 2124.3: 4365.9: 6455.6: 0.0080¢ 0.0065¢ 0.0069: 96.5¢  103.1: 100.6( 926.07 1330.8: 1204.7¢ 149.5¢ 126.5¢ 133.5¢
200z 1961.4¢ 3724.8¢ 5649.3! 0.0075: 0.0061¢ 0.0065: 90.4( 97.0¢ 9476 1014.4. 1478.4: 1327.0¢ 163.8¢  140.5¢ 147.1C
200: 2403.6¢ 4090.7: 6441.1¢ 0.0071¢ 0.0056: 0.0060° 86.3( 88.7¢ 88.1- 968.1¢ 1640.7( 1403.2¢ 156.4C 156.0: 155.5¢
2004 2580.9¢ 4580.4( 7107.3° 0.0079¢ 0.0057¢ 0.0063¢ 95.8( 91.2¢ 92.57 967.1¢ 1606.0¢ 138627 156.2¢  152.7:¢ 153.6¢
2008 3099.0: 4851.4: 7874.8¢ 0.0082 0.0058¢ 0.0065¢ 98.7: 92.7¢ 95.1¢ 1003.2¢ 1591.5( 1375.2¢ 162.07  151.3¢ 152.4¢
200€ 2556.2° 5056.3° 7567.7: 0.0070° 0.0055¢ 0.0059° 84.9( 88.0¢ 86.72 1311.1¢ 1732.3¢ 1600.3 211.87 164.7¢ 177.20
2007 2391.3° 5701.1: 8066.4° 0.0057: 0.0061¢ 0.0060: 68.81 97.1C 87.2( 1529.90 1543.5: 1544 .4¢ 247.1%  146.7¢ 171.2(
200¢ 2186.2( 6375.2¢ 8556.8t 0.0057¢ 0.0068¢ 0.0065° 69.5¢  108.6: 95.3¢ 1468.2: 1446.1: 1452.5¢ 237.1¢  137.5: 161.01
200¢ 2349.0: 695233 9298.1( 0.0060° 0.0069: 0.0066° 72.8C  108.8¢ 96.8¢ 1428.6¢ 1512.6¢ 1492.0( 230.8( 143.8¢ 165.3¢
201C 2615.7¢ 7443.9¢ 10051.1¢  0.0067: 0.0069¢ 0.0069: 80.61 110.2¢ 100.3¢ 1203.7¢ 1451.6: 1388.3¢ 194.4¢ 138.0¢ 153.8¢
2011 3078.6: 8238.9: 11298.8° 0.0063 0.0071¢ 0.0069! 77.11  113.3¢ 100.9: 1366.2¢ 1414.9( 1403.9¢ 220.7: 134.5¢ 155.6:
201z 3294.1¢ 8736.0¢ 12008.9:  0.0066¢ 0.0074° 0.0072: 80.1z2 117.8: 104.8¢ 1413.7¢ 1378.9° 1390.9¢ 228.3¢  131.1¢ 154.1¢
201: 3478.90 8825.3! 12275.2:  0.0067: 0.0075: 0.007:7 80.7C 118.8: 105.5¢ 1375.9. 1406.2¢ 1400.9¢ 222.27 133.7: 155.2¢
2014 2954.1¢ 9293.7: 12252.8¢  0.0060¢ 0.0072: 0.0069: 72.71 113.9: 100.3( 1541.6: 1480.5: 1494.6! 249.0¢  140.7¢ 165.6¢
2015 3134.1( 9538.9( 12673.0t  0.0058: 0.0073( 0.0068° 70.1:  115.0: 99.77 1504.6: 1520.8° 1516.8¢ 243.0¢ 144.6: 168.1«
201€ 3395.6( 9874.1( 13269.7¢  0.0058¢ 0.0074¢ 0.0070( 70.6¢  118.0¢ 101.6: 1432.8t 1555.2: 1523.9: 231.47 147.8¢ 168.9:

Source: PCBS (minor errors are due to rounding).
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Figure Al: Productivity, real wages and unit labourcosts in Gaza strip, West Bank, and Palestine

Source: PCBS.
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Appendix B: Israeli Exports to Palestine

This data was derived from IMF Direction of Trad@tistics (DOTS) for goods only. As Israel did
not provide any data about its exports to Palestireetook the corresponding Israeli figures from
West Bank and Gaza file. Israeli exports, in tlégard, included Cost, Insurance and Freight (CIF),
whereas exports were indicated as Free on BoarB8)Fus, export figures may be slightly skewed
vis-a-vis the numbers for imports.

Nonetheless, these were the best available indgcat® had, and we calculated this number as a share
of total Israeli exports once with IMF, and thet wWOECD data.

Given that the data are very similar to that regmbliy World Bank (2017a), we regard it as suffitien
to obtain a crude estimate of the value of Palesigian export market for Israel.
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