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Executive Summary

Introduction

This Palestinian Reform and Development Plan (PRDP) 2008-10 is a national plan which sets out the
PNA’s medium term agenda for Palestinian reform and development. It provides a coherent basis for
the allocation of all government resources and reflects the commitment of the PNA to adopt an
integrated policy-making, planning and budgeting process. The PRDP sets out a comprehensive
framework of goals, objectives, performance targets and the allocation of resources to achieve them.

The PRDP 2008-10 contains eight chapters which:

e Outline the background and approach to the PRDP initiative

e Describe key features of the overall political and socio-economic context

e Outline the national policy agenda framework on which the PRDP is based

e Outline the Medium Term Fiscal Framework (MTFF)

e Provide an overview of sector policy priorities, plans and resource allocations

e Summarize core budget assumptions and resource allocations in the Medium Term Budget
Framework (MTBF)

e Describe the basic foundations for successful implementation of the PRDP

e Describe the arrangements for monitoring and evaluating progress in implementing the PRDP

PRDP Approach

The PRDP process is based on generally accepted principles applied in preparing medium term
expenditure frameworks (MTEFs). An MTEF is a government strategic policy and expenditure
framework, through which resources are allocated according to national policy priorities over the
medium-term. If based on a realistic assessment of available resources, an MTEF can also be a tool
for good public expenditure management to support aggregate fiscal discipline as well as efficient and
effective use of resources in implementation of strategic priorities. It can also provide a basis for
effective dialogue with internal and external development partners.

It will take several years to fully develop and implement an MTEF in line with best practice.
However, the PRDP process is intended to improve transparency, accountability, coordination and
communication, and provide a basis for the introduction of effective performance management
systems in the relatively near-term. The process adopted in 2007 is described in the following sub-
section and, given the severe time constraints, was subject to some significant limitations. However,
the approach will be refined in future years, based on lessons learned, to allow for an extended, more
consultative analysis and policy formulation phase.

PRDP Process in 2007

The process was led by the Ministry of Planning (MoP) and the Ministry of Finance (MoF) and
conducted by a PRDP Implementation Team consisting of a Core Team located in the MoP and MoF,
and Counterpart Teams located in ministries and agencies. The process was structured on a sector
basis to facilitate the prioritization and harmonization of polices, plans and resource allocation, and to
encourage fiscal discipline. This structure mirrors the aid coordination strategy group structure
established in December 2005 (i.e., Economy, Governance, Infrastructure and Social).

All PNA ministries and the largest agencies provided detailed Planning and Budgeting (P&B)
submissions setting out their strategic objectives, performance targets and proposed recurrent, capital
and development expenditures. The submissions were reviewed by the MoP and MoF to ensure that



they were comprehensive, linked to the PNPA and that all resource allocations were justified in
relation to planned results. The submissions were reviewed and consolidated at the sector level to
ensure a consistent approach and eliminate gaps and overlaps in planned activities and expenditure.

PRDP Goals

The PRDP is a plan to deliver high level national policy goals and supporting objectives. These goals
and objectives are set out in the PNPA, the guiding policy framework for the PRDP, to provide: a
forward-looking agenda for Palestinian development and for reforming Palestinian institutions; a clear
rationale for the activities of ministries, agencies and other public bodies; a basis for establishing
priorities in the allocation of financial resources; and, performance targets at the national and
ministry/agency level.

The PNPA focuses on what the PNA seeks to achieve on behalf of the Palestinian people over the
next three years. The framework of goals, objectives and policy priorities was based on four

fundamental principles and an overall vision statement.

Box 1: PNPA guiding principles

e 1t is the intention of the PNA to support and sustain, through all of its policies and programs, the
steadfast determination of the Palestinian people to remain on their land and to continue to pursue
their livelihoods and build their nation, not succumbing to the pressures placed upon them by the
Occupation

e The policies and programs of the PNA will be directed towards the ending of the Occupation and
the establishment of an independent, viable sovereign state.

e The eventual Palestinian state must be able to exist securely on the pre-June 1967 borders,
including East Jerusalem, the Gaza Strip and the West Bank, and be capable of protecting its
citizens and their land and property from incursion, confiscation and destruction, in accordance
with international law.

e The eventual Palestinian state will be founded on democratic and pluralistic principles and
humanistic values. Its institutions will protect human rights, religious tolerance and the rule of law,
promote gender equality, create an enabling environment for a free and open market economy, and
serve the needs of disadvantaged and vulnerable groups, enabling all citizens to fulfil their
potential.

Box 2: Vision statement

Vision of the Future Palestinian State

Palestine is an independent Arab state with sovereignty over the West Bank and the Gaza Strip on the
pre-June 1967 occupation borders and with East Jerusalem as its capital. Palestine is a stable democratic
state that respects human rights and guarantees equal rights and duties for all citizens. Its people live in
a safe and secure environment under the rule of law and it promotes equality between men and women.
It is a state which values highly its social capital, social coherence and solidarity, and identifies itself
with Arab Palestinian culture, humanistic values and religious tolerance. It is a progressive state that
values cordial relationships with other states and people in the global community. The Palestinian
government is open, inclusive, transparent and accountable. It is responsive to citizens’ needs, delivers
basic services effectively, and creates an enabling environment for a thriving private sector. Palestine’s
human resources are the driving force for national development. The Palestinian economy is open to
other markets around the world and strives to produce high value-added, competitive goods and
services, and, over the long term, to be a knowledge-based economy.




The PNPA framework, which is described in detail in Chapter 3, includes four high-level national
policy goals which represent the longer-term aspirations and intentions of the Palestinian people and
the PNA. These national policy goals are summarized in Box 3 below.

Box 3: Palestinian national policy goals

e Safety and security: a society subject to law and order, which provides a safe and secure
environment in which the people of Palestine can raise their families and pursue their livelihoods
and businesses, free from crime, disorder and the fear of violence.

®  Good governance: a system of democratic governance characterised by participation by citizens,
respect for the rule of law and separation of powers, capable of administering natural resources and
delivering public services efficiently, effectively and responsively, and supported by a stable legal
framework, a robust legislative process and accountable, honest and transparent institutions which
protect the rights of all citizens.

® Increased national prosperity: economic security, stability, viability and self-reliance, achieved
through an increase in sustainable employment and an equitable distribution of resources, leading
to the reduction and eventual eradication of poverty and the growth of individual and national
wealth.

e  Enhanced quality of life: increases in material wealth and environmental quality are matched by
the strengthening of social coherence and solidarity, so that the most vulnerable areas and groups in
society continue to be supported and the culture, national identity and heritage of the Palestinian
people are reinforced.

The PNPA framework was used as the starting point for bottom-up planning and budgeting by all
ministries and agencies. Ministries and agencies provided detailed information about their specific
objectives in each policy area, and their proposed activities, projects and expenditures to achieve these
objectives. They also provided performance indicators and targets as a basis for assessing progress
towards objectives.

The completed PNPA presented in this PRDP provides an agreed-upon framework of objectives on
the path towards achieving national goals. It defines policy areas in which the need for high-priority
action is required to meet these objectives, and it defines performance indicators and targets in order
to assess progress. The comprehensive and participatory process through which the PNPA was
developed has built ownership and accountability amongst ministries and agencies for delivering
against specific objectives and targets.

Summary of policies, resource predictions and allocations

This PRDP lays out our vision of an independent Palestinian state. It highlights steps we have already
taken to restore good governance and the rule of law to the West Bank - steps we believe demonstrate
our commitment to realizing this vision and steps we aspire to replicate in Gaza. Whilst the stalled
peace process and the tightening grip of the occupation have played a powerful role in shaping events,
we acknowledge we have given insufficient attention to shortcomings in governance, law and order,
and basic service delivery. We are now absolutely determined to rebuild the trust of our citizens and
our international partners in the PNA by embarking on a challenging reform and development agenda
for stabilization and recovery.

We are not complacent about the scale of the task ahead. Progress must be made to upgrade all
Palestinian institutions of government. We intend to create a secure and stable internal environment in
which social and economic development can take place, and in which the institutional infrastructure
of a Palestinian state can develop and thrive. This must go hand in hand with sustained and serious
political dialogue, and concrete steps and commitments by all parties towards a lasting peace. We are



committed to bringing safety and security to the West Bank and Gaza. Our immediate goal is to return
to the status quo ante before the escalation of conflict in September 2000 by resuming full security
control in Area A. Our ultimate goal is to assume full authority and responsibility for security within
and at the borders of the future Palestinian state.

Reform and development in Gaza is an integral part of our plan for bringing stability and prosperity
for all Palestinians in the occupied territory. We are committed to restoring the rule of law, good
governance and respect for human rights in Gaza. The illegal seizure of Gaza by Hamas has
precipitated its almost complete closure. Israeli restrictions on the entry of all-but-humanitarian goods
and on the export of goods have led to collapse of the private sector, which represents more than half
the job market in Gaza. We are committed to doing everything in our power to end the closure and
isolation of Gaza and reversing its suffocating effect on society and the private sector. If the isolation
of Gaza continues, we will work to maintain the supply of humanitarian assistance, the continued
payment of public sector salaries and social transfers, and the provision of critical basic services -
including electricity, water and sanitation, and health and education. We will continue to work closely
with UNRWA, other UN agencies and non-governmental organizations providing relief to both
refugee and non-refugee Palestinians in Gaza, to ensure that these needs are met.

Throughout the post-Oslo period, the unstable political environment has undermined our capacity to
develop and sustain effective government institutions and policies. The embargo on international
assistance in 2006 and early 2007 contributed to the reversal of progress that had been made in
reforming the PNA. The ensuing fiscal crisis shattered our citizens’ and public servants’ confidence in
the PNA. This document sets out our broad priorities for improving governance in this challenging
context. It sets out how we will reform the security sector and re-establish the rule of law, improve
access to justice, move toward a more fiscally sustainable position, improve our management of
public finances, strengthen the capacity of the public sector, and improve local governance. We
acknowledge that we have more work to do in defining and calculating the cost of some of these
reforms but this will be tackled in 2008.

The Palestinian private sector must be the engine of sustainable economic growth. It needs to generate
productive employment, produce high value-added goods and services, and to enhance national
prosperity. We are committed to creating an enabling environment for private sector growth.
However, whilst the private sector has shown resilience in the face of harsh political and economic
conditions, its full potential can only be realized by the lifting of restrictions on the movement of
Palestinian goods and people, and, more generally, meaningful progress towards peace. Such
progress, coupled with substantial donor investment in institutional reforms and rehabilitation of
infrastructure, can put the private sector, and the Palestinian economy as a whole, on a path to
sustainable growth. We hope that the ‘Quick Impact Projects’ jointly announced with the Quartet
Representative and Israel represent an opportunity to demonstrate the preparedness of Israel and the
international community to act in parallel with us to improve the situation on the ground and to take
immediate, tangible steps towards ending the occupation. Each of these projects provides for joint
action and cooperation amongst the parties and, as such, represents an opportunity to manage the risks
of faltering commitment to the success of our reform and development plan.

We will safeguard the welfare of vulnerable groups while pursuing a private sector-led approach to
economic growth. We intend to invest in social development and to continue to build effective
mechanisms for social assistance and protection. For example, one third of the resources pledged in
the form of budget support will finance teachers’ salaries and associated running costs. One fifth of
donors’ pledges for public investment will be dedicated to education. With the support of the
international community we believe we can modernize the education system — including the
curriculum — and better prepare our young people for a better future.

We are aware that the PNA’s fiscal policy has been problematic in the past and we are acting fast to
avert a fiscal crisis. We are implementing a series of fiscal reforms to put ourselves on a path to
financial stability — a path that will create space for increasing capital investment and development



expenditure. We anticipate that these reforms will help us reduce the current budget deficit by 11.2%
of GDP over the next three years, returning it to the 2005 level. Our macroeconomic and fiscal
forecasts assume modest improvements in the political and security environment, yielding a gradual
reduction in movement and access restrictions, and a gradual increase in trade and private sector
confidence. This is our baseline scenario. If a combination of political progress and an improved
security environment accelerates the lifting of the occupation regime beyond current expectations, the
level of public investment and private sector activity could increase more significantly. However, if
the occupation regime remains unchanged, the economic outlook is extremely poor. It would make it
very difficult to increase public investment and to finance a substantive reconstruction effort. Any
reluctance or inability on the donor side to predictably finance the budget deficit over the medium
term will lead to a deepening fiscal crisis that would retrun the PNA to the point of financial and
institutional collapse. It would also lead to rising unemployment, increasing poverty, declining health
and education indicators, and further, perhaps irreversible, degradation of the private sector.

The budget framework for 2008-10 envisages a gradual shift of resources towards social sector
spending to ensure high levels of access to education and health services, and to allow for the
necessary investment to modernize and improve the quality of these services. This resource
reallocation also allows for modest increases in spending on better targeted social assistance to
alleviate the impact of the fiscal reform agenda on the most needy. The budget framework for 2008-
10 also provides for a gradual shift of resources in favour of development expenditure, which are
planned to rise from 6.1% of GDP in 2007 to 10.8% in 2010.

Figure 1 illustrates forecast trends in the allocation of total resources to each sector over the medium-
term. It shows that spending on the security and rule of law sector will remain substantial at more than
30% of total expenditure by 2010. However, retrenchment of staff during 2007, coupled with a
moratorium on salary increases, will release substantial resources from the recurrent budget to fund
spending in other areas. These additional resources will be used primarily to fund recruitment of
teachers and healthcare workers, and for operating expenditures in the social sector. The social sector
also receives high priority in the allocation of development budget resources — especially in 2008,
during which the sector will benefit from approximately third of total development expenditure. As a
result, spending in the social sector will predominate, averaging approximately 44% of total
expenditure throughout the medium-term.

Figure 1: Sector distribution of total recurrent and development budget resources
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Our fiscal forecasts are based on the assumption that donors will provide substantial levels of
predictable aid over the next three years to support the recurrent budget and public investment
program. In 2008 we need $1,634 million to finance our recurrent costs and $492 million to finance
development investment. As table 1 illustrates, required external financing is expected to remain in
the region of $2 billion for 2009 and 2010.

Table 1: External financing

2006 2007 2008 2009 2010

(millions of U.S. Dollars) Act. Proj. Proj. Proj. Proj.
Budget support 741 1,012 1,634 1,361 1,301
Public investment 281 310 492 634 769
Total external financing 1,022 1,322 2,126 1,995 2,070

Note: Budget support in 2006 excludes informal assistance not channelled through the banking system

These amounts are large but they are, we believe, the minimum we need to implement our reform and
development plan and begin serious preparations for statehood. Also, assuming positive parallel
actions by all three parties, the contribution of clearance and domestic revenues to the overall resource
envelope is expected to climb significantly over the medium term. As figure 2 illustrates, this would
create space for significant reductions in recurrent budget support and considerable up-scaling of
development budget support.

Figure 2: Contribution of revenue sources to the overall resource envelope
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At the Paris conference we appealed to donors to provide financial assistance as direct, un-earmarked
budget support through the single treasury account. The response so far has been extremely
encouraging and it is giving us more control over the targeting and timing of disbursements and
enabling us to execute our reform and development plan more effectively. We encourage all donors
to provide financial assistance in the same fashion. If this is not possible, in recognition of the
constraints under which our international partners operate, we would accept alternative funding
mechanisms that meet reasonable standards of efficiency, effectiveness and transparency. Where
technical assistance is required we favor the use of sector or sub-sector multi-donor pooled funds.

We are committed to a clear vision: creating a viable, peaceful, and prosperous Palestinian state. The
reform and development agenda is ambitious but it is necessarily so. We need the international
community to help us make this vision a reality by providing the necessary financial assistance. Also,
we can only attain this vision if there is tangible progress towards peace and statehood. Most
immediately and most importantly, we need Israel to demonstrate commitment to ending the
occupation and to the implementation of the two-state solution. This must include tangible and
immediate action on the ground in the spirit of the joint understanding reached at Annapolis —
including halting the expansion of settlements, cessation of construction of the Separation Wall,
lifting physical and administrative restrictions on movement and access, releasing prisoners and
ending military incursions. Without this our plan cannot be implemented in full and the support of the
international community will not be as fruitful as we hope. If, however, these steps are taken we can
start to turn our vision into a reality.

Implementation issues and risks

Under every foreseeable scenario, the short-term viability of the Palestinian economy will be driven
by aid. Even under the most optimistic scenarios significant aid will continue to be required for the
medium-term. Clearly, the ability of the private sector to resume its place as a driver for growth will
have a major bearing on the sustained health of the Palestinian economy and thus its aid requirements,
which will therefore be even larger in the absence of improvements in movements and access
restrictions.

If the public investment program detailed in Sections 5 and 6 is fully funded by donors, and if Israel
acts to lift the restrictions of the occupation regime, we believe that the revival of the private sector
and trade could allow growth rates to accelerate to double digit levels. Embedded in this scenario is a
recovery in Gaza driven by the resolution of the current stalemate, and the removal of internal
movement and trade restrictions, including a system of crossing points with Israel that can fully
accommodate imports and exports into the West Bank and Gaza.

Political and economic instability have a severely negative impact on the predictability of financial
and other resources available to implement the PRDP. Reliable resource projections, from both
internal and external sources, are an essential precondition for the execution of plans and budgets.
Experience has shown that the amount of domestic revenues, and also the amount and nature of
external assistance, are highly sensitive to political and security relations with Israel. As such, the
implementation of the PRDP will be heavily influenced by the trajectory of these relations.

The application of standard principles and practices in developing and implementing a medium term
expenditure framework (MTEF) in the context of military occupation is unprecedented. Lack of
sovereignty over resources and borders, and severely circumscribed ability to implement economic
and fiscal policy, creates an extremely uncertain political and economic environment, and places
significant constraints on the successful implementation of the PRDP.

The preparation of the PRDP 2008-10 marks the beginning of a major re-engineering of the processes
through which Palestinian public sector resources are managed. Therefore, successful implementation
of the PRDP will require significant changes in the behaviours and processes of the PNA and



international donor organizations. It will also require sustained efforts to build the institutional
capacity of the PNA to develop and implement successive PRDPs in future years. Finally, it will
require an unprecedented degree of stability in the political, economic and social environment in
which the PNA operates.

Taking these “conditions for success” into account, the key issues risks that might affect the
implementation of the PRDP are detailed below in the following categories: stability and
predictability, behavioural change, and institutional capacity building.

Stability and predictability

The application of standard principles and approaches to developing a medium term expenditure
framework (MTEF) in the context of military occupation is unprecedented. Lack of sovereignty over
resources and borders, and severely circumscribed ability to implement economic and fiscal policy,
creates an extremely uncertain political and economic environment, and places significant constraints
on the successful implementation of the PRDP. Political and economic instability have a severely
negative impact on the predictability of financial and other resources available to implement the
PRDP.

Reliable resource projections, from both internal and external sources, are an essential precondition
for the execution of plans and budgets. Experience has shown that the amount of domestic revenues,
and also the amount and nature of external assistance, are highly sensitive to political and security
relations with Israel. As such, the implementation of the PRDP will be heavily influenced by the
trajectory of these relations.

The current Council of Ministers is the thirteenth since July 1994 and, on average, Councils of
Ministers last only one year. This tends to undermine the credibility of medium-term plans amongst
public employees, who have experienced many leadership changes and many changes in policy
direction. Any major change in the composition of the Council of Ministers might have a negative
effect on the prospects for successful implementation of this PRDP. In other environments, such a risk
could be mitigated by ensuring that the medium-term plan is endorsed by the legislative branch of
government. However, due to the incarceration by Israel of a significant proportion of the members
of the Palestinian Legislative Council (PLC), this has not been possible.

The current isolation of the Gaza Strip has undermined engagement of PNA staff in Gaza in the
preparation of this PRDP. If the isolation continues, it will almost certainly render almost all of the
key aspects of this PRDP related to Gaza impossible to implement.

The political and fiscal turmoil of the preceding two years has had a negative impact on the morale of
PNA staff and the Palestinian public in general. This, combined with the ongoing lack of any progress
towards a final settlement with Israel, continued closures and military action against Palestinian
citizens in the occupied territory, creates a serious risk that PNA staff, whose efforts are critical to the
successful implementation of the PRDP, will lose focus on meeting their commitments.

Behavioural change

In most countries organizational rivalries within government and between the governmental and non-
governmental sectors inhibit coordination and collaboration towards achieving national-level
outcomes. In most developing and transitional countries organizations with overlapping mandates and
different development strategies compete for both local legitimacy and international support; any
initiative that attempts to bring organizations together at the national or sector level to develop and
implement coherent, results-oriented plans and budgets, represents a threat to individual
organizations’ legitimacy and resources. This culture of competition between public sector
organizations, and between governmental and non-governmental organizations is deeply entrenched
and reinforced by donor behaviours. In particular, bilateral engagement between individual donors
and PNA organizations can lead ministries and agencies to dedicate substantial staff resources to
negotiating bilateral projects to donor specifications rather than in line with the PRDP.

It is very important to recognize that, as has been the experience in sovereign countries throughout the
world, it will take several years to fully implement the MTEF methodology and realize its full
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benefits. Over time Palestinian public financial management legislation, procedures, and systems will
need to be reformed to support full implementation. However, there are early signs that external
development partners have unrealistic expectations regarding the PRDP, with some suggesting that
future budget support may be conditioned on a “credible MTEF”. In fact, as international experience
has repeatedly demonstrated, budget support is critical to successful implementation of multi-year
development plans and budgets. If donors are unwilling or unable to commit significant funding to
multilateral budget support instruments, the implementation of the PRDP will be critically
undermined.

Institutional capacity development

International experience has identified a number of institutional pre-conditions for successful
implementation of MTEFs. Many developing and transitional countries who have prepared MTEFs
have needed to conduct major reforms of their public financial management legislation, procedures
and systems to support effective budget preparation, budget execution and financial reporting. The
PNA is in a similar position and it is important to recognize that many of the public financial
management reforms described in this PRDP (see Chapter 4.3) are designed to facilitate progressive
improvements in the integration of policy-making, planning and budgeting processes. Therefore, as
these reforms are delivered over time, the quality of PRDPs and their implementation in practice will
improve.

The PRDP process conducted in 2007 revealed a need to build policy-making, planning and financial
management capacity in the PNA. In some ministries and agencies, all that is lacking is technical
training in modern public financial management techniques. In others, however, there is an almost
complete lack of policy-making and planning capacity. These deficits in capacity will undoubtedly
undermine the extent to which ministries and agencies are able to implement their policies and plans,
and also to report on their progress in 2008. In order to address this issue in future years, we will
develop and execute a broad-based plan for building capacity in policy-making, planning, budgeting
and performance management.

With the exception of a few of the larger ministries, there is a general lack of public sector
performance management processes and systems. There is also no central function to gather, analyze
and report information regarding public sector performance. As such, there is a long-standing lack of
detailed review of organizational and individual performance which tends to undermine efforts, like
the PRDP initiative, to create a culture of accountability for delivery of tangible development and
service delivery outcomes. Chapter 8 provides an outline of our plans for implementing performance
management functions and processes. These processes will take time to establish and develop and,
consequently, the extent to which implementation of this PRDP in 2008 will be somewhat limited.

The Way Forward

Finally, notwithstanding our commitment to fulfil our commitments detailed in this plan, all parties
must acknowledge that we cannot realize our vision of an independent state alone. A new approach to
Palestinian state building is required; an approach based on a realistic assessment of the roles and
responsibilities of the Palestinians, Israel and the international community; and an approach which
recognizes the role each party plays in shaping the events and imposes upon them binding
commitments which, taken together, will create an environment conducive to Palestinian reform and
development. This will require a specific measurable tripartite action plan, tied to a credible peace
process, with appropriate arrangements for monitoring of each party’s performance.
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1. Introduction

This Palestinian Reform and Development Plan (PRDP) 2008-10 is a national plan which sets out a
medium term agenda for Palestinian reform and development. It represents a comprehensive
framework of goals, objectives and performance targets, and the allocation of resources to achieve
them. It provides a coherent basis for the allocation of all public sector resources, whether from
domestic or external sources, to recurrent, capital and development expenditure. It also provides a
transparent framework for the ongoing design and assessment of policies and programs; and, for
evaluating whether expenditures are delivering planned results and value for money.

The PRDP 2008-10 represents an important step towards improving policy-making, planning and
budgeting processes to align spending with national policy priorities, and service delivery and
development results. By initiating a comprehensive process for estimating the current and future cost
of public sector activities, and matching these to projections of available resources, we aim to work
towards greater fiscal stability over the medium term.

The PRDP initiative will, over the longer-term, lead to substantial improvements to our financial
management laws, regulations, procedures and systems. These improvements will strengthen
transparency, accountability, coordination and communication, and provide a basis for effective
performance management mechanisms.

1.1  The PRDP Approach

The PRDP approach is based on generally accepted principles applied in preparing medium term
expenditure frameworks (MTEFs) in a variety of developing and transitional states. An MTEF is a
government strategic policy and expenditure framework. It is the product of a transparent, integrated
planning and budgeting process through which government allocates resources to sectors according to
national policy priorities over the medium-term. If based on a realistic assessment of available
resources, an MTEF can also be a tool for good public expenditure management to support aggregate
fiscal discipline as well as efficient and effective use of resources in implementation of strategic
priorities. It also provides a basis for effective dialogue with internal (e.g., private sector, NGOs) and
external development partners (e.g., donors, international financial institutions).

The PNA’s PRDP approach is intended to improve transparency, accountability, coordination and
communication, and provide a basis for the introduction, over time, of effective performance
management systems by providing a number of key documents including, in sequence of
preparation/approval:

e A Palestinian National Policy Agenda (PNPA) — which sets out national policy goals,
objectives and targets

¢ A Medium Term Fiscal Framework (MTFF) — which sets out the macro-economic framework
and indicators, and determines resource availability (from both domestic and external
sources)

e A Medium Term Development Plan (MTDP) — which outlines and identifies strategies for
achieving national policy priorities and targets on a sectoral basis

e A Medium Term Budget (MTB) — which allocates multi-year recurrent and development
resources on the basis of policy priorities

Through integrated policy-making, planning and budgeting processes, these four elements combine to

produce policy oriented budgets, plans and targets. Taken together, they provide a framework for
evaluating the government’s performance in delivering results in line with national priorities.

12



Countries that have developed MTEFs have learned that success critically depends on appropriate
sequencing of the policy-making, planning and budgeting timetable. This ensures that the process
begins with an agreed set of policy priorities and spending limits to guide the planning and budgeting
activities of ministries and agencies. In developing their MTEFs, some countries have also aimed for
significant stakeholder participation in formulating goals and performance targets based on rigorous
analysis of context and needs. Therefore, in general, an MTEF is produced through appropriately
sequenced policy, planning, budgeting and evaluation processes over an annual timeframe with some
level of non-governmental stakeholder participation. Since it requires significant changes to existing
policy, planning and resource allocation processes, it can take a number of years to fully implement
the MTEF methodology.

The preparation of the PRDP 2008-10 represents the beginning of a phased approach to implementing
the MTEF methodology over the coming years. The process will be further refined in future years to
extend policy-making, planning and budgeting over an annual timeframe; to provide ministries and
agencies with more up-front guidance on policy priorities and spending limits; to implement a
performance evaluation and reporting process; and, to allow for wider stakeholder participation.

1.2 Coverage of the PRDP

The PRDP 2008-10 covers three years to provide a medium term perspective to planning and
budgeting. It is very comprehensive in that it includes policy, planning and resource allocation
information across all PNA ministries and the largest public agencies. It is also based on a
comprehensive framework of national policy priorities and covers all PNA expenditure from both
domestic and external sources. It also provides analysis of all types of expenditure including recurrent
expenditure, capital expenditure, and development expenditure.

1.3  The PRDP Process in 2007

The PRDP initiative was led by the Ministry of Planning (MoP) and the Ministry of Finance (MoF).
The Council of Ministers reviewed and approved all key documents throughout the implementation
phase which culminated in this final PRDP document.

The PRDP Implementation Team consisted of a Core Team located in the MoP and MoF, and
Counterpart Teams located in ministries and agencies. The Core Team, along with senior MoF staff,
coordinated the PRDP process and provided extensive training and support to the Counterpart Teams
throughout the process. The Core Team was also responsible for drafting the PRDP document and
ensuring its consistency and quality.

The process was structured on a sector basis to facilitate the prioritization and harmonization of
polices, plans and resource allocation, and to encourage fiscal discipline. This structure mirrors the aid
coordination strategy group structure established in December 2005 (i.e., Economy, Governance,
Infrastructure and Social). Special consideration was also given to specific issues relating to the
development of East Jerusalem.

The Counterpart Teams managed the implementation of the PRDP process in their respective
organizations. They included experienced officials with roles in the policy making, planning, budget
preparation, budget execution, and key areas of service delivery and performance management. Their
key role was to ensure that their organization provided their Planning & Budgeting (P&B)
submissions to the Core Team on a timely basis. All PNA ministries and the largest agencies provided
detailed Planning and Budgeting (P&B) submissions setting out their strategic objectives, targets and
proposed recurrent, capital and development expenditures.

The P&B submissions were reviewed by the MoP and MoF to ensure that they were comprehensive,
linked to the PNPA and that all resource allocations were clearly justified in relation to planned
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results and performance targets. The submissions were reviewed and consolidated at the sector level
to ensure a consistent approach and eliminate gaps and overlaps in planned activities and expenditure.

Given the extremely challenging timetable, the degree of consultation possible during 2007 could not
be as extensive as will be the case in future years. However, there was consultation with internal
stakeholders (e.g., private sector, NGOs) and external development partners (e.g., donors,
international financial institutions) at various points throughout the process. For example, some
ministries and agencies were able to consult with internal stakeholders and external development
partners as they prepared their P&B submissions.

1.4 Contents of the PRDP

This PRDP contains a further seven chapters, the contents of which are briefly described below.

Chapter 2 provides an overview of the political, economic and social context that has shaped the
policies, plans and resource allocations set out in the PRDP 2008-10, and how this context affects the
prospects for successful implementation of PRDP programs.

Chapter 3 outlines the Palestinian National Policy Agenda (PNPA) framework which formed the
basis for preparing the PRDP.

Chapter 4 sets out the Medium Term Fiscal Framework (MTFF) and the approach taken to estimate
the total level of resources available to the PNA to fund planned activities.

Chapter 5 provides an overview of the different sectors and outlines specific issues relating to the
development of East Jerusalem. It sets out the policy agenda in each sector, the context, the reform
and development programs, resource allocations and the main performance targets.

Chapter 6 provides a summary of the results of the budget process, including the budget assumptions,
details of the Medium Term Budget Framework (MTBF), and analysis of all the main components of

the PNA’s expenditure plans.

Chapter 7 describes the foundations for successful implementation of the PRDP including proposals
to improve donor coordination and aid effectiveness.

Chapter 8 outlines the arrangements for monitoring and evaluating implementation of the PRDP, and
for reporting progress to internal and external stakeholders.
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2. Background and Context

The purpose of this chapter is to provide an overview of the political, economic and social context in
the occupied Palestinian territory (OPT). This context has shaped the policies, plans and resource
allocations set out in the PRDP 2008-10 and has important implications for the implementation of
PRDP programs. To a great extent, successful implementation of this PRDP depends on parallel
actions by the PNA, Israel and the international community to bring about positive change in the
environment. In particular, concerted action is required to alleviate structural constraints on
Palestinian reform and development.

The chapter begins with a summary of the key, long-standing structural constraints that inhibit
Palestinian reform and development, and some of the more significant recent political developments
which affect the planning context. This chapter also includes a brief summary of the current socio-
economic environment and its recent evolution.

2.1 Structural Constraints on Palestinian Reform and Development

The challenging operating environment has provided little political and economic space for effective
democratic institutions to evolve. Since its formation in 1994, the PNA has operated as a transitional
authority with limited jurisdiction. When the Oslo interim period expired in 1999 without yielding
peace and prosperity, the domestic legitimacy of the PNA suffered a severe blow. Since the outbreak
of the second Intifada in 2000 and Israel’s reoccupation of the West Bank, the PNA leadership has
been confronted by an almost continuous state of political, socio-economic and fiscal crisis.

Despite the challenging context the PNA has recorded some remarkable achievements. These
included free and fair elections and the gradual development of a body of legislation that includes
some of the most liberal laws in the Arab world. These achievements are testament to the capacity of
Palestinians to build democratic institutions with international support. However the cumulative effect
of the many set-backs has resulted in some disillusionment with the institution building effort.

However, we remain committed to building the institutions needed for an effective Palestinian state.
In preparing this PRDP, the we are demonstrating our determination to reverse the deepening sense of
despair that is cumulatively undermining reform and development. The PRDP articulates a new long-
term vision for Palestinian reform and development; a vision that is based on a realistic assessment of
the roles and responsibilities of the PNA, Israel and the international community. To move forward,
all parties must work together to address a number of long-standing, structural constraints on the
development of Palestinian institutions and hence on reform and development more generally. The
principal constraints are summarized below.

2.1.1 Lack of sovereignty

The PNA was established as a transitional authority with a restricted mandate and limited powers. In
essence, the PNA’s task was to guarantee Israel’s security in return for a gradual withdrawal from the
OPT. However, by late 1995 the Israeli army withdrew completely from only 2% of the West Bank
and 40% of the Gaza Strip. In these areas, designated as Area A the PNA assumed full civil and
internal security responsibilities. The remainder of the West Bank was designated as Area B (26%) in
which the PNA assumed civil control, leaving security responsibility in the hands of the Israeli army,
and Area C (72%) in which Israel retains full control of civil and security matters and in which there
are no formal restrictions on settlement expansion. Further Israeli army redeployments have left the
PNA nominally in full control of only 17.2% of the West Bank (see Table 2.1).
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Table 2.1: Territorial designation of the West Bank

Oslo 11 (1995) Wye River (1998) Sharm Esh-Sheikh (1999)
Area A 2.0% 9.1% 17.2%
Area B 26.0% 20.9% 23.8%
Area C 72.0% 70.0% 59.0%

From the outset of the Oslo process, Israel began to construct an elaborate system of physical and
administrative restrictions on the movement of goods and people within the West Bank, and within
Gaza, into Israel (and hence between the West Bank and Gaza) and outwards to the rest of the world.
Following the outbreak of the second Intifada in 2000 and Israeli military action in 2002, joint patrols
between Israeli and Palestinian Security Forces (a fundamental pillar of the Oslo framework) ended
and the Israeli army has effectively reoccupied the West Bank, assuming full security control and
establishing military checkpoints in Area A. To this day, the PNA lacks control over external borders;
control over the movement and access of people, goods and services within and between the West
Bank and Gaza Strip; and jurisdiction over natural resources, airspace and the sea.

The PNA is therefore responsible for administering two nonadjacent land areas subject to a draconian
regime of closures and under military occupation. This undermines the PNA’s ability to deliver basic
services to its constituents. Civil servants and security personnel are prevented from travelling freely
to most of the areas nominally under their jurisdiction. This inhibits the unification, coherence and
coordination of government policy, legal and administrative systems, and service delivery. It also
precludes exploitation of economies of scale as a means of controlling the cost of service delivery and
compels ministries and agencies to create parallel structures in the West Bank & Gaza. Fragmentation
of communities also creates demand for more service delivery infrastructure (e.g., schools and
healthcare facilities) than is ordinarily required to serve a similar-sized population that is free to travel
across a similar-sized territory.

2.1.2  Economic fragmentation and containment

The Protocol on Economic Relations (“the Paris Protocol”), signed in April 1994 as part of the Oslo
framework to govern economic relations between Israel and the OPT during the interim period,
imposed severe limitations on the economic, fiscal and monetary policy instruments available to the
PNA, and created substantial space for unilateral Israeli action — see Box 2.1.

Box 2.1: Key provisions and implications of the Paris Protocol

e [srael is responsible for collecting customs duties on imported goods destined for
the OPT and their transfer to the PNA. Israel has, from time to time, chosen to
define goods imported through Israeli middlemen (a practice used by Palestinians
to overcome extended administrative delays for “security purposes”) as imports to
Israel, retaining in the Israeli treasury customs duties amounting to approx. 25%
of PNA revenues. Even more significantly, Israel completely suspended the
transfer of clearance revenues during the second /ntifada and again following the
inauguration of the PLC in February 2006, depriving the PNA of its main source
of revenue. Whilst this suspension of revenues is a prima facie violation of the
Paris Protocol, without recourse to independent arbitration and without
international diplomatic support, the PNA was powerless to prevent it.

e The PNA’s internal VAT rate was fixed at 15 to 16%, just below the Israeli rate
of 17%, in order to block potential VAT evasion by Israelis routing imports
through the OPT.

e The PNA cannot introduce its own currency, making the Israeli Shekel the de
facto currency in the OPT. Exchange rate adjustment can provide an effective
way to deal with shocks in an economy. The PNA has no influence over Israeli
monetary policy.

e Israel has the “right to determine from time to time the extent and conditions of

16



labor movement into its area”, and, post-Oslo, Israel has pursued a policy of
progressively reducing Palestinian labor in Israel to zero. Integration of the OPT
work force into Israel in the 1970s and early 1980s created massive distortions in
the Palestinian economy as manual labor in Israel proved substantially more
lucrative than skilled or unskilled work in the OPT. The resultant decline in
agricultural production, inhibition of the development of manufacturing and other
productive capacity and deskilling of the Palestinian labor market left the OPT
economy with high production costs (including wages) and low productivity,
severely undermining its competitiveness and leaving it highly dependent on the
freedom of labor flows into Israel.

The provisions of the Paris Protocol are often ambiguous and failed to include specific arbitration and
enforcement procedures. Given its political and military dominance, Israel has been able to use this
ambiguity to its advantage, interpreting the meaning of particular clauses to suit its own strategies vis
a vis its relationship with the PNA.

The containment of the Palestinian economy became pervasive when the Israeli army effectively
reoccupied the West Bank in early 2002 and enclosed the Gaza Strip towards the end 2005. The
existing Israeli external closure regime virtually eliminates the possibility of economic and social
development in Gaza. The 1.5 million Palestinians in Gaza are effectively cut-off from the outside
world, markets and employment opportunities in Israel, the West Bank or regional and international
markets. More generally, the closure regime has been deeply inimical to economic and private sector
development throughout the OPT — see box 2.2.

Box 2.2: Illustration of impact of closure on economic and private sector development

e Reduced access to the Isracli labour market causes direct loss of income to
Palestinian workers and, indirectly, lower PNA tax revenues, lower demand for
domestic goods and, hence, reduced domestic employment.

e Barriers to trade in goods and services raise the cost of imports, making expensive
Israeli goods and services relatively more attractive, and hence raise retail prices
and costs of production (including wages) in the OPT.

e Unpredictability with respect to total cost and delivery times of goods and
services undermine business confidence and domestic and international
willingness to invest. Most private businesses in the OPT are small and family-
owned. They are reluctant to risk capital to expand and credit is expensive due to
the high risk environment. Foreign investors are also deterred by the risks and
costs associated with doing business in the OPT.

e High costs of production (e.g., expensive imported raw materials, inflated wages
and outdated technology), coupled with inability to guarantee short delivery
times, undermine the competitiveness of Palestinian exports. Potential importers
consequently find trade with Israel a more attractive prospect.

e  Territorial fragmentation inhibits expansion of businesses beyond urban centers,
leaving small businesses unable to exploit economies of scale and expand. It has
also led to the fragmentation of markets. In essence, the urban centers, especially
in the West Bank, have developed into a group of isolated micro-economies that
are largely subsistence-based - there is no ‘national’ economy.

2.1.3 Fiscal instability

Lack of control over the major economic and fiscal policy instruments has rendered the PNA’s fiscal
position especially vulnerable. It is at the mercy of security and political relations with Israel and the
international community. The World Bank has highlighted the PNA’s predicament, stating that it has
“few if any, policy tools to deal with the volatility and low level of economic activity” and that “fiscal
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crisis can easily bring down the machinery of government, undoing almost all of the post-Oslo
institutional gains”.

The PNA’s fiscal vulnerability is clearly illustrated by trends in the PNA’s public financial statements
for the fiscal years from 2000 to 2006.

e Revenue decreased from US$940m in 2000 to less than US$300m in 2002. This collapse in
revenues was largely due to the suspension by Israel of clearance revenue transfers and left
the international community to fill the fiscal gap by providing almost US$1bn of direct
budget support during 2001 and 2002. In 2003, as Israel resumed the regular transfer of
clearance revenues, total revenue rebounded to US$1.2bn in 2005. However, following the
inauguration of the newly-elected PLC and Israel’s subsequent refusal to transfer clearance
revenues, revenue collapsed again to US$358m in 2006, the lowest level ever recorded since
the formation of the PNA.

e Public expenditure dropped from US$1.2bn in 2000 to US$1bn in 2002, but then increased to
US$2bn in 2005. During 2006, expenditure declined to US$1.7bn, though salary expenditure
continued its upward trend. Overall, during the seven years from 2000 to 2006, the
cumulative budget deficit of US$5.1bn was funded primarily by budget support from donors
(US$2.7bn, 54%), the transfer by Israel of previously withheld clearance revenues
(US$0.62bn, 17%), commercial bank borrowing (US$0.53bn, 10%) and “other funding”
(USS$1.2bn, 24%). The latter, which rose significantly in 2006, consists primarily of arrears
due to suppliers and unpaid salaries.

Political uncertainty and insecurity have prevented the OPT economy from tapping into potential
investment from neighboring countries and from Palestinians living abroad. The investment
environment is perceived as being too uncertain. The PNA has therefore been forced to resort to fiscal
policy - increasing public spending in ‘pro-social stability’ rather than ‘pro-growth’ areas - to address
economic volatility that threatens to push poverty and insecurity to unprecedented levels. Most of this
public expenditure, which reached almost 50% of GDP in 2005, was allocated to public sector
employment and the wage bill. The PNA has also became the “financier of last resort” to cover
unmet obligations of Palestinian utilities and public sector bodies. Overall, the inability of the public
sector to accurately predict revenues and manage its expenditure undermines its ability to plan or
undertake difficult reforms and encourages a focus on uncontroversial short-term operational issues.

2.1.4 Discontinuity in external support for institution building

The international community’s influence in shaping the Palestinian governance institutions and
organizations we see today should not be underestimated. The unpredictability and inconsistency that
has characterized the international community’s response to political developments has made it more
difficult for PNA politicians and bureaucrats to drive the institution building agenda forward in a
single direction.

e Attitudes have fluctuated on whether the emergence of a strong executive and weak
separation of powers are desirable or not, and on the relative power of the Presidency and the
Prime Ministry. Judgments on these issues have been made on the basis of the perceived
political will of individual leaders and are driven by “security first” considerations.

e The international community has had inconsistent positions on key elements of the legal and
judicial system - some international actors endorsed state security courts, while others called
for their abolition.

e Donors have also held inconsistent positions on public sector employment - some
international actors have advocated downsizing for fiscal reasons, others advocated for co-
opting non-state militias by recruiting them into the security services.

e The PNA has experienced vigorous demand for democratic elections followed by
disengagement from a democratically elected government.
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e There have been frequent changes in allocation of assistance from development to
humanitarian activities.

o Financial support to the public sector, private sector and civil society has fluctuated in relation
to the political affiliations of their leadership.

There are, of course, many examples where the international community has positively influenced
institutional development. For example, through budget support mechanims, the international
community gave the Ministry of Finance space to implement key financial management reforms,
including the implementation of a single treasury account and arrangements for the direct transfer of
salaries to security services employees’ bank accounts. However, in creating the Temporary
International Mechanism (TIM), the international community by-passed the single treasury account
and reversed vital improvements in the efficiency and transparency of the PNA’s fiscal operations.

The failure of the international community consistently to respect and support the democratic
institutions it espouses has other negative consequences. The ability of domestic advocates of
governance reform to convince others of the need for reform has been compromised. Reformers have
difficulty countering the allegation that the reform agenda is international, not Palestinian, lending
credence to one of the most powerful arguments advanced by resistors of reform.

2.1.5 Fragmentation of external support

With more than 40 donors active in the OPT, humanitarian and development aid flows are extremely
high and highly fragmented. The majority of assistance is delivered through bilateral arrangements
between individual donors and individual beneficiaries (including PNA entities). This high level of
bilateral, project-based support has created a market for donor assistance in which public, private and
civil society organizations are competitors. This undermines coordination at the sector level and
drives a “shopping list” approach to reform and development planning in which potential beneficiaries
devise programs and projects that they know will be aligned with the political positions and interests
of the target donor country. In essence, the high availability of bilateral project finance undermines
incentives to develop, implement and monitor development plans and strategies that reflect national
consensus and priorities.

The donor community has recognized for a long time the low level of aid effectiveness in the OPT. In
a report released in 2002, the World Bank noted that “donors have strong (and often competing)
commercial, strategic, or economic interests and bilateralism is pervasive”. It observed that “political
issues invariably become aid coordination issues and vice versa”. Five years later, little has changed
and, if anything, the situation is worse. Different donors are required to operate within the framework
of political and legal incentives and constraints set by their own individual political economies and,
given the controversial and divisive issues associated with the Palestinian situation, it is unsurprising
that donor countries have found it difficult to harmonize their efforts.

Various initiatives have sought to address this problem, including the multilateral Public Financial
Management Reform Trust Fund that channelled support through the PNA budget. Also, in December
2005, the international community made a creditable effort to improve aid effectiveness by
comprehensively restructuring the donor coordination structure. Unfortunately, the Quartet’s policy of
disengagement following the 2006 PLC election undermined these efforts.

2.2 Recent political developments

Following the establishment of the Hamas government after the 2006 elections, Israel and the Quartet
imposed a financial and diplomatic boycott on the PNA pending Hamas’s agreement to three
conditions: recognition of Israel, renunciation of violence; and, abiding by all existing agreements
between the PLO and Israel. Israel withheld Palestinian clearance revenues; direct aid revenues to the
PNA dropped significantly; and the PNA’s main bankers, threatened with action under US law,
ceased operating government accounts and began to call in loans. The boycott precipitated a
worsening of the already severe economic crisis in the OPT. To further complicate the situation,
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factional fighting led to a sharp decline in internal security, particularly in Gaza.

Due to the ensuing liquidity crisis, the Hamas government was unable to pay public employees’
salaries from March 2006 onwards. Partial salary payments were made by the PNA and Arab League
through the Office of the President, and the EC established the TIM to pay allowances to public sector
employees. However, this was not enough to stave off public sector strikes in the West Bank. This
crippling strike contributed to the near collapse of public services. In the education sector, 35 school
days were lost. In the health sector, public health facilities ceased to provide more than emergency
treatment, chemotherapy and dialysis for most of the period from August 2006 to May 2007. These
events have dealt a severe blow to morale within the public sector, further undermined ordinary
citizens’ respect for the PNA civil and security services. They pose a further setback to the public
sector’s ability to recruit better qualified staff.

Under the February 2007 Mecca Agreement, a National Unity Government (NUG) was formed and
approved by the PLC on March 17" 2007. The NUG was led by Prime Minister Ismail Haniyeh and
the Cabinet consisted of members of almost all recognized political movements. The NUG committed
itself to all PLO agreements and assigned the PLO as sole negotiating authority. In addition to the
power sharing arrangement, agreements were made to undertake reforms in the security sector and
PLO. The NUG received immediate Arab political and financial support. However, Israel and most
European and North American donors continued the boycott due to Hamas’s continued participation
in government.

Despite the formation of the NUG, factional clashes continued on the streets of Gaza and ultimately
full-fledged battles broke out in the first weeks of June 2007. By June 14™ 2007, Hamas had seized
full military control of the Gaza Strip. President Abbas immediately dissolved the NUG and declared
a state of emergency. He then decreed an Emergency Government headed by Dr. Salam Fayyad.
Thirty days later, on June 17", 2007 President Abbas swore in a Caretaker Government with Prime
Minister Fayyad leading a Cabinet of technocrats drawn largely from the ranks of civil society. The
international community has expressed support for this government, and the Quartet has resumed
financial and technical support. Israel also ended the boycott of the PNA in the West Bank. This
coincided with a summit in Sharm Esh-Sheikh which set the basis for renewed talks towards a
potential solution to the Israeli-Palestinian conflict.

In Gaza, Hamas remains the de facto authority and a de facto boycott on Gazans remains in place.
Economic decline in the Gaza Strip is severe. There is significant potential for long-term damage and
living conditions continue to deteriorate. In the West Bank, economic conditions are stabilizing, and
this government has made successful strides in rehabilitating some of the basic elements of the public
financial management system, including: reconsolidation of the Single Treasury Account (STA);
preparation of a budget for the remainder of 2007 and for 2008; preparation of financial accounts for
2006; and, development of a new accounting system.

The Annapolis Meeting in November 2007 and the Paris Meeting in December 2007 marked
significant steps in the process of moving the peace and state building efforts forward. The joint
understanding reached committed both parties to immediately launch bilateral negotiations. These are
aimed at concluding a peace treaty that will lead to the establishment of a Palestinian state by the end
of 2008. However, the political situation remains precarious. Serious reform and development efforts
must take account of the need for tangible improvements in the political horizon, and concrete action
to dismantle the occupation regime and alleviate the socio-economic suffering of Palestinian citizens.

23 Socio-economic analysis

There is a wealth of analysis available describing the socio-economic conditions in the OPT. Many
PNA organizations, international financial institutions, national and international NGOs, private
sector bodies and aid agencies have conducted, and continue to conduct, in-depth studies. In order to
avoid repetition of information that is already widely available, this section identifies key trends in the

20



socio-economic situation in the OPT which have informed the policy framework and programs
reflected in the PRDP 2008-10.

2.3.1 Decline and de-development of the Palestinian economy

The Oslo accords led to expectations that the Palestinian economy would experience sustained and
rapid growth. There was initial steady growth and by 1999 real GDP had grown to $4,512 million.
However, since 2000, when Israel instituted a strict closure regime in response to the second /ntifada,
the economy has been on a downward spiral: GDP fell to $3,557 million in 2002 and then recovered
slightly in 2004 and 2005. However, with the continuing settlement growth, closures and the loss of
direct aid after the 2006 election, GDP fell again in 2006. Real GDP in 2007 is expected to be about
$3,901 million, 14% lower than its peak in 1999. Because of rapid population growth during the same
period, per capita GDP is nearly 40% below its peak. Between, 1995 and 2000, the Palestinian
economy grew at an average rate of 8% per year. Had that trend continued through 2007 in the
absence of restrictions, real GDP may have been more than double its current value.

A combination of borrowing, remittances and increased aid has propped up GDP in the past two years
and has allowed both public and private consumption to remain strong. A recent Palestinian Central
Bureau of Statistics (PCBS) survey estimates that despite the economic crisis, household consumption
dropped by only 0.6% between 2005 and 2006. However, whilst consumption may have remained
robust, investment has fallen to precariously low levels resulting in a hollowing out of the Palestinian
productive sectors. Public investment has nearly ceased and in the last two years almost all
government funds have been used to pay salaries and cover operating costs. Private investment is also
low. The IMF estimates that it fell by over 15% between 2005 and 2006 and there is no evidence that
it has significantly increased in 2007. A recent World Bank Investment Climate Assessment found
that less than a quarter of private sector firms made any investments in 2005/2006 and that equipment
in manufacturing enterprises was on average over 12 years old. The lack of investment in public
infrastructure and private enterprises is eliminating the Palestinian productive base, leading to
increased aid dependency. Employment in agriculture and services has increased relative to total
employment as Palestinians become increasingly reliant on the informal economy, subsistence labour
and seasonal work (such as agriculture) during periods of severe closure.

The situation in Gaza is particularly alarming and is in urgent need of attention. The ongoing and
protracted closure of Gaza has eroded its economic backbone in a way that will be difficult to reverse.
According to the Palestinian Federation of Industries, the restrictions have led to the suspension of
95% of Gaza’s industrial operations. Of 3,900 working establishments in June 2005, only 195
remained in early December 2007. According to PalTrade, only 4,200 employees of the 35,000 who
were employed in June 2005 still have a job in these industries. Industries cannot obtain the inputs for
production and cannot export what they produce, transforming Gaza into a consumer economy driven
by public sector salaries and humanitarian assistance.

2.3.2 Rising unemployment, poverty and dependency

Despite large inflows of aid, the shrinking economy and rising unemployment has led to increasing
poverty. Unemployment in WBG stands at nearly 23% up from only 10% before the second Intifada
in 2000. Unemployment is highest in Gaza at nearly 33% of the active work force and, at 19%,
remains intolerably high in the West Bank. Under the current closure regime and attendant restrictions
on commercial activity, unemployment is likely to become much higher as the layoffs in the industrial
sector become permanent. With unemployment rising and labour force participation falling, the
economic dependency ratio, which was already high, has risen sharply. By 2004 it reached seven
persons.

Poverty levels starkly illustrate the level of aid dependency in the OPT. If remittances and food aid
are excluded and poverty is based only on household income, the poverty rate in Gaza stands at
almost 67%. The percentage of Gazans who live in deep poverty has risen from 22% in 1998 to nearly
35% in 2006. With the continued economic decline in 2007 and the implementation of even more
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strict closures on Gaza, the current deep poverty rate is likely to be higher. An assessment by WFP in
October 2007 of non-refugee households found that poverty in Gaza has reached unprecedented levels
with around eight out of ten households living below the poverty line of 2,300 NIS (US$594) per
household per month. This represents a sharp rise compared to the 2005 rate of 63%. More Gazans
than ever before are dependent on food aid and direct assistance: 80% of Gazan families currently
receive humanitarian aid compared with 63% in 2006. The increase in poverty in the West Bank has
been lower but is still significant.

As a result of the increased economic hardship, government spending on social protection has seen a
significant rise in recent years. In 2005, it reached approximately 6.5% of GDP, and is expected to
have risen sharply during the last two years. Also, with a shrinking private sector and the loss of
employment opportunities in Israel, the PNA has become increasingly important as a provider of jobs.
The number of Palestinians working in Israel or its settlements fell from 116,000 in 2000 to less than
64,000 in the first half of 2007. During this period, PNA employment increased from approximately
115,000 to more than 150,000 (excluding contractors and part-time workers). This, along with various
increases in salaries, raised wages by 80% between 1999 and 2007. These actions have no doubt
alleviated the effects of the economic decline but have put immense pressure on the PNA’s fiscal
position.

2.3.3 Increasing pressure on public service delivery and declining standards

According to the PCBS census conducted in January 2008, the Palestinian population in the OPT is
now 3.77 million; 2.35 million in the West Bank (including East Jerusalem) and 1.42 million in Gaza.
Approximately 75% of the population is under the age of thirty. Although it has decreased from 6.3
live births per woman in 1990 to 4.9 in 2002, the fertility rate in the OPT is still one of the highest in
the Middle East and North Africa Region. The high birth rate and population growth of 3.4% is
leading to ever increasing demand for public services and is placing immense pressure on basic social
services infrastructure, especially public schools and health facilities.

Health indicators in the OPT have seen a steady drop in the last three years. The system already faces
a unique set of challenges related to the occupation and it is struggling to meet increasing demand
associated with population growth. Chronic diseases have surged 31% since 2005. Chronic
malnutrition among children under five jumped 3% between 2004 and 2006. Ten out of every 100
children under 5 are stunted (13% in Gaza and 8% in the West Bank). The number of households with
safe drinking water has also dropped by more than 8% between 2000 and 2007, causing a 42%
increase in the number of children under five with gastrointestinal infections in 2004. According to a
2006 survey, almost three quarters of Palestinians suffer from severe depression. The youth has been
hit particularly hard by the conflict; amongst those injured during the second Intifada, nearly 75%
were between 10 and 29 years old, and violence and imprisonment have created severe mental health
problems and physical disability.

Enrolment rates at all levels of education are high compared to other countries at a similar
developmental stage. Access to primary and secondary education is relatively equitable with respect
to gender, income and location (rural and urban). However, in the context of a growing population,
there remains constant pressure to increase education sector spending to maintain these standards.
Increasing insecurity, especially in Gaza, is having a devastating effect on the performance of
students. In the West Bank closures and restrictions on movement and access, especially due to the
Separation Wall, are preventing many students and teachers from reaching their schools. The quality
of the education system is not keeping pace with global standards; an outdated curriculum and poor
equipment are preventing the Palestinian students from fully benefiting from their education. There is
also inequity between higher and lower income households with the former being able to spend more
on the education, leading to significantly higher student achievement. Another concern is that the
gender equity in higher education does not translate into equal opportunities in the labor market.
While unemployment among males with a university degree is lower than those with only primary or
secondary education, unemployment of women with university degree is 34 percent.
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3. The Palestinian National Policy Agenda

The Palestinian National Policy Agenda (PNPA) is a framework of national policy goals and
supporting objectives which set out the priorities for the PNA over the medium term. It is the guiding
policy framework for the PRDP, to provide: a clear rationale for the activities of ministries, agencies
and other public bodies; a basis for establishing priorities in the allocation of financial resources; and,
a forward-looking agenda for Palestinian development and for reforming Palestinian institutions. The
PNPA was prepared by consolidating existing PNA policy and plans into a single integrated
framework, and was adopted by the Council of Ministers on 10" September 2007.

The PNPA framework is based on the substantial research, analysis, consultation and planning carried
out in recent years. This includes the MTDPs for 2005-2007 and 2006-2008, the Strategic Economic
Plan 2006-2008, the Palestinian Private Sector Resilience and Recovery Plan, the Urgent Plan for
Dealing with the Emergency Situation, the Quick Recovery Program July-December 2007, MAS’s
report Towards Formulating a Palestinian Development Vision, and the development plans of a
number of ministries including Education and Higher Education, Agriculture and Health.

3.1  Guiding Principles and Vision Statement

The PNPA focuses on what the government seeks to achieve on behalf of the Palestinian people over
the next three years, as a basis for determining the most effective and efficient allocation of the
funding available from domestic and international sources. In recognition of the unique context in
which the PNA operates, and the challenges and limitations it faces, the formulation of the PNPA was
guided by four fundamental principles.

e It is the intention of the PNA to support and sustain, through all of its policies and programs, the
steadfast determination of the Palestinian people to remain on their land and to continue to pursue
their livelihoods, not succumbing to the pressures placed upon them by the Occupation. The PNA
will give priority in the short term to the provision of humanitarian relief, by its own agencies and
by other national and international bodies, to those most urgently in need as result of the measures
imposed by the Occupation. However, its policies and programs will be designed to support the
transition from relief to development as the principal focus of activity and expenditure at the
earliest opportunity.

e The policies and programs of the PNA will be directed towards the ending of the Occupation and
the establishment of an independent, viable sovereign state. Since its formation in 1994 the PNA
has pursued a process of institutional development and state-building leading towards statehood.
Despite the political, economic and fiscal crises that have arisen since 2000, as a result of the
collapse of the peace process this remains its undisputed direction of development.

e The eventual Palestinian state must be able to exist securely on the pre-June 1967 borders,
including East Jerusalem, the Gaza Strip and the West Bank, and be capable of protecting its
citizens and their land and property from incursion, confiscation and destruction, in accordance
with international law. The Palestinian people have suffered not only from the expropriation of
their land due to Israeli settlement policy and the further annexation of significant areas of land by
the Separation Wall, but also from repeated military incursions which have led to the damage or
destruction of large parts of their infrastructure, including housing units, schools and roads.

e The eventual Palestinian state will be founded on democratic and pluralistic principles and
humanistic values. Its institutions will protect human rights, religious tolerance and the rule of
law, promote gender equality, create an enabling environment for a free and open market
economy, and serve the needs of disadvantaged and vulnerable groups, enabling all citizens to
fulfill their potential.
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The PNPA is also based on the following vision statement:

“Palestine is an independent Arab state with sovereignty over the West Bank and the Gaza Strip on
the pre-June 1967 occupation borders and with East Jerusalem as its capital. Palestine is a stable
democratic state that respects human rights and guarantees equal rights and duties for all citizens. Its
people live in a safe and secure environment under the rule of law and it promotes equality between
men and women. It is a state which values highly its social capital, social coherence and solidarity,
and identifies itself with Arab Palestinian culture, humanistic values and religious tolerance. It is a
progressive state that values cordial relationships with other states and people in the global
community. The Palestinian government is open, inclusive, transparent and accountable. It is
responsive to citizens’ needs, delivers basic services effectively, and creates an enabling environment
for a thriving private sector. Palestine’s human resources are the driving force for national
development. The Palestinian economy is open to other markets around the world and strives to
produce high value-added, competitive goods and services, and, over the long term, to be a
knowledge-based economy.”

3.2  Structure and Contents of the PNPA

3.2.1 Structure

The PNPA framework consists of a logical hierarchy comprising three levels: goals, objectives and
policy areas. This is designed to clarify the rationale and priority of all government activities (and
hence expenditure) and, in particular, how they ultimately contribute to the achievement of high-level
national objectives. A graphic outline of the PNPA framework is attached at Annex 1.

The objectives and policy areas included in the PNPA have been limited to results which are, at least
in principle, achievable by the PNA. While working towards its overarching goal of bringing about
the end of the illegal Occupation, the PNPA will deal with internal goals and objectives that are at
least to some degree under the influence of the PNA. The PNPA will focus on practical objectives for
the purposes of planning how the resources of the government should be allocated over the medium
term.

However, the priorities of the PNPA are shaped to a large extent by the facts and consequences of the
Occupation. For example, the need for the reconstruction or rehabilitation of destroyed infrastructure,
or to counter the effects of the loss of lives and the loss of freedom, and of the loss of access to land,
water or educational and health facilities. These realities are reflected not so much in the high-level
objectives as in the specific objectives and instruments proposed for individual policy areas. Here,
they shape both the proposed government activities and the operational constraints on economical and
efficient service delivery.

3.2.2 National Goals

The national goals represent the long-term aspirations and intentions of the Palestinian people and the
PNA. They cannot be achieved in three years, and their full realisation depends on the achievement of
independent statehood and the end of the Occupation. However, progress towards the attainment of
these goals is possible in the next three years even under adverse circumstances.

The national goals express the highest-level purposes of the PN'A, all of which are regarded as equally
important, and to which all public sector activities will be linked. They provide a clear indication of
the principal priorities for national reform and development in the short, medium and long term, and
will inform all policy-making, planning and budgeting processes. All other elements of the PNPA are
directly linked to the achievement of these goals.
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Table 3.1 National goals

Safety and security: a society subject to law and
order, which provides a safe and secure environment
in which the people of Palestine can raise their
families and pursue their livelihoods and businesses,
free from crime, disorder and the fear of violence

Good governance: a system of democratic governance
characterized by participation of citizens, respect for
the rule of law and separation of powers, capable of
administering natural resources and delivering public
services efficiently, effectively and responsively, and
supported by a stable legal framework, a robust
legislative process and accountable, honest and
transparent institutions which protect the rights of all
citizens

Increased national prosperity: economic security,
stability, viability and self-reliance, achieved through
an increase in sustainable employment and an
equitable distribution of resources, leading to the
reduction and eventual eradication of poverty and the
growth of individual and national wealth

Enhanced quality of life: increases in material wealth
and environmental quality are matched by the
strengthening of social coherence and solidarity, so
that the most vulnerable areas and groups in society
continue to be supported and the culture, national
identity and heritage of the Palestinian people are
reinforced

3.3.3 Objectives

The objectives set out in the PNPA describe the results that must be delivered — or obstacles that must
be overcome — in order to achieve the national goals. They are more specific than the national goals,
and progress towards them can be measured using agreed indicators, subject to quantitative targets,
for the delivery of results over time.

Objectives are on two levels, primary and intermediate. Primary objectives contribute directly to the
attainment of national goals.

Table 3.2 Primary objectives

In support of Safety and security:
e Strengthen the civil and criminal justice system

e Increase the professionalism, accountability and
effectiveness of the security services

In support of Good governance:

e Enhance the efficiency and effectiveness of
government

e Strengthen public institutions

In support of Increased national prosperity:
e Move towards fiscal stability

In support of Enhanced quality of life:
e Reinforce social coherence

e Restore economic growth e Provide social protection for those in need

Intermediate objectives represent significant intermediate milestones in progress towards delivering
the primary objectives. For example, the creation of an enabling environment for private sector
development, leading to an increase in employment opportunities, is presented as an essential
precondition for economic growth, rather than as a primary objective in its own right.

Table 3.3 Intermediate objectives

e Develop human and physical capital through the provision of basic services in education, health and
housing, and facilitate the growth of private sector enterprise as a source of sustainable employment, in order
to establish the conditions for economic growth

e Develop the social capital of the nation, and preserve its culture and heritage, in order to reinforce social
coherence

e Strengthen local government, as a major contributor to improvements in governance

e Slim down the PNA, leading to a reduction in costs and especially in the wage bill, as an essential
prerequisite for the achievement of fiscal stability
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3.3.4 Policy areas

Policy areas are specific topic areas in which the need for high-priority action is needed in order to
support the achievement of objectives and national goals. They do not necessarily coincide with the
boundaries of particular organisations or established programs. Some may represent only one part of a
ministry or agency’s responsibilities; some may require cross-cutting action by a number of bodies.
However, ministries and agencies must be able to specify which of the policy areas their planned
activities fit into and demonstrate their contribution to national goals and objectives.

It is at this level of the PNPA framework that detailed policy formulation is located. A policy is not
simply an objective, but a statement both of what is to be achieved and how. The quality of policy
making depends crucially on careful and realistic thinking at the ministry and agency level, based on
the best evidence available, about what interventions are most likely to deliver the specified objective
and about the risks of undesirable unintended consequences.

3.3 Linkage between the PNPA and the PRDP

The PNPA was used as the starting point for policy-making, planning and budgeting by all ministries
and agencies. Ministries and agencies, through their Planning & Budgeting (P&B) submissions,
provided the detailed information about the specific objectives being pursued, and the activities and
projects being undertaken, in each policy area. Ministries and agencies were required to demonstrate
how their own specific objectives and activities contribute towards the achievement of the national
priorities, and to identify the level of resources dedicated to each activity. This enabled an assessment
of the extent to which activities and resource allocations are aligned with national policy priorities.
The information produced by ministries and agencies also covered all different types of expenditure
(recurrent, capital and development) so that the full costs of undertaking different activities can be
evaluated.

The P&B submissions from ministries and agencies were analysed and reviewed to ensure that
directions being pursued by ministries are fully aligned with the national goals and objectives; that
important activities that would contribute significantly to those objectives in the medium term are not
omitted or unfunded; and, that objectives are clearly formulated. The review process also ensured that
cross-cutting linkages, where activities contribute to objectives that are principally the responsibility
of other bodies, were fully recognised and exploited.

Application of the PNPA in developing the PRDP was, in effect, an important first step on the path to
reforming policy-making, planning and budgeting processes. In future years it is expected that there
will be a more extended timetable for planning and budgeting, which will allow (as is normal
practice) the process to begin with a stage of policy review. This will enable a thorough review of the
existing government policies, consideration to be given to the impact, prioritisation and the continuing
appropriateness of policies before attention is turned to the allocation of financial resources. In the
future, continued application of the PNPA framework will drive the realignment of public sector
activities and resources with national goals and objectives, and it will provide a much stronger basis
for reviewing the performance of ministries and agencies in achieving their objectives and targets.
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4, Medium Term Fiscal Framework

The PNA’s medium term fiscal framework (MTFF) has been developed using a macroeconomic
model to predict government revenue and expenditure during 2008 to 2010. These predictions have
been used as a basis for allocating resources to PRDP programs, and for setting expenditure limits in
the sectors and individual ministries and agencies within those sectors.

This chapter describes:

e the volatile macroeconomic context in which fiscal planning is conducted

e the macroeconomic model — the conceptual basis, key features, the scenarios and main
variables, the data used, and model limitations and risks

e the model outputs and resource projections

4.1 Context

Political instability and conflict in the occupied Palestinian territory causes regular, severe economic
fluctuations, which in turn have a major impact on socio-economic outcomes — including poverty,
unemployment, consumption and price inflation. The key risks underpinning this volatility include
uncertainty regarding the amount and timing of clearance revenue transfers and aid flows, which
represent the majority of government revenues, and restrictions on movement and access of people
and goods imposed by the occupation regime.

These risks are clearly illustrated by the impact of political developments in 2006. Israel suspended
the transfer of clearance revenues and many major donors temporarily suspended or curtailed aid
flows. This obviously had a negative impact on the economy, the effects of which are still being felt.
In addition to rises in unemployment and poverty, it resulted in stoppages of wage payments for
public sector employees which led to strike action and disruption of basic public services.

Restrictions on movement and access have also worsened economic outcomes. Checkpoints, road
blocks and closures have steadily increased in the West Bank as settlements have expanded. Access
into and out of Gaza has also been significantly reduced the point of almost complete closure since
June 2007.

Figure 4.1 shows that all sources of PNA revenue fluctuated significantly during the period from 2002
to 2006. The decline in 2006 of clearance and other revenues amounted to nearly $ 1 billion. External
funding helped alleviate a small share of the burden, increasing the revenues by almost $400 million.

Figure 4.1: Trends in major PNA revenue sources (US$ million)
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As a result of this extreme volatility, government revenue projections are highly unpredictable over
the medium term. Consequently, medium-term fiscal planning is extremely difficult, and greater
emphasis is placed on short-term liquidity management.

Against the backdrop of these revenue trends, as Figure 4.2 shows, the gap between PNA’s
expenditure and revenue has been widening since 2004. This is clearly due in large part to the impact
of political developments on clearance revenue transfers. However, the rapid rise in expenditures is
not sustainable and, through fiscal reforms described in Chapters 5 and 6 of this document, the PNA is
taking steps to address the problem.

Figure 4.2: Trends in PNA revenues & expenditures (US$ million)
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The impact of political risk in the broader economy is also quite pronounced. The economy has, at
best, stagnated in recent years, propped-up only by large aid inflows and consumption. Investment in
the productive base of the economy has been woefully inadequate, resulting in deep-seated structural
weaknesses in the economy which will be very difficult to reverse.

Table 4.1 shows trends in GDP according to economic activity, and shows that real GDP experienced
a small improvement in the period from 2001 to 2006, increasing from $3.9 to $4.1 billion. It also
shows that the share of GDP from each of the activities are fairly stable except for transportation,
storage and communications, which rose in 2006 due to increased road blocks, and public
administration and defense, which declined by 4% as a result of the boycott of the PNA.

Table 4.1: GDP according to economic activity

Activity 2001 2002 2003 2004 2005 2006
Agriculture, hunting & fishing 8.9% 7.6% 7.8% 7.5% 6.9% 8.1%
Mining, quarrying & manufacturing 15.7%| 16.3%| 13.3%| 133%| 12.5%| 12.9%
Construction 2.2% 1.9% 2.4% 2.4% 2.7% 2.5%
Wholesale and retail trade 10.6% 9.8% 8.5% 8.5% 8.3% 9.3%
Transport, storage & communications 8.1% 9.8% 9.8%| 10.5%| 10.2%| 11.3%
Financial intermediation 3.5% 4.2% 4.0% 4.0% 4.2% 4.5%
Other services 25.4%| 253%| 25.1%| 24.7%| 24.4%| 22.9%
Public administration and defense 16.1%| 163%| 17.4%| 173%| 17.7%| 13.5%
Other 9.6% 8.8%| 11.6%| 11.9%| 13.0%| 14.8%
Total $3,918m| $3,556m| $3,995m| $4,248m| $4,503m| $4,107m

Table Al in Annex 5 provides an alternative analysis of real GDP which illustrates the volatility in
value-added by the different sectors. The figures also show that growth in construction value-added
has fluctuated sharply, with an increase of 23% in 2003 to a decrease of 66% in 2006, reflecting
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sensitivity to political risk. The data also illustrate the predominance of the services sector, which
provides roughly 60%-65% of gross value added, reflecting the low productive base of the economy.

Balance of payments data (see Table A2 in Annex 5) show an improvement in the current account
between 2005 and 2006. This was mainly due to a sizable increase in the income balance, rising from
$266 million in 2005 to $491 million in 2006. The transfer balance also increased by $470 million.
Private consumption and investment account for more than 120% of GDP as shown in Figure 4.3.
This is made possible by the net factor income and net transfers, and by a large current account deficit
reaching as high as 60-70% of GDP.

Figure 4.3: Relative contribution of private and public sectors to GDP
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The risk and associated volatility in the PNA’s finances and the broader economy is also reflected in
social indicators. For example, measures of people living below poverty line, summarized in Figure
4.4, illustrate the same volatility, with the number of people living below poverty line decreasing in
2004 to roughly 38%, and then increasing again to 50% in 2006. It is important to note that these
fluctuations are not only felt by Palestinians in their day-to-day existence but also in their sense of
human security and optimism, or lack thereof, for the future.

Figure 4.4: Percentage of population living under poverty line
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4.2  Macroeconomic model

In order to prepare the MTFF, forecasts of the values and impacts of basic macroeconomic and budget
variables must be made. These forecasts were developed using an econometric model developed by
UNCTAD. More details of the model, scenarios and assumptions, data sources, and model risks are
provided in Annex 4.

43  Macroeconomic framework

4.3.1 Overview

The macroeconomic forecast has been built to reflect current political and economic realities. The
forecast assumes the progressive implementation of a series of fiscal reforms to tighten recurrent
expenditures over the period to 2010. These reforms will mainly involve retrenchment of the public
sector wage bill and measures to reduce the growth of net lending. It is assumed that other operating
expenditures will remain broadly constant in real terms. Externally financed development and capital
expenditures, however, are expected to increase significantly.

The forecast is therefore based on a prudent fiscal stance leading to a reduction in the budget deficit
over the medium term. It is recognized, however, that there are a large number of external factors that
could have a significant impact on the fiscal parameters of the PNA. Therefore, three scenarios for
the MTFF have been developed. The difference between these three scenarios is based only on
changes in external factors. Government policies are assumed to remain the same, and so the policy
variables that relate to these are held constant throughout. The three scenarios developed are as
follows:

Baseline scenario - The baseline scenario assumes modest improvements in the political and security
environment, which should allow for a gradual reduction in movement and access restrictions. This
lifting of restrictions and increased stability is expected to result in a gradual increase in trade and
private sector confidence. This scenario shows what would happen to the key macroeconomic
variables if the political and economic situation (e.g., employment in Israel, closures, GDP growth in
Israel and Jordan) remained on their natural trend path. This scenario will therefore be calculated by
extrapolating the growth rates of these variables over the last five years forwards, across the period of
the MTFF.

Optimistic scenario - The optimistic scenario assumes that political progress and an improved security
environment could accelerate the lifting of movement and access restrictions, and the slight recovery
in economic indicators seen in 2007, would continue through 2008 -2010. It assumes a substantial
increase in the level of public investment and private sector activity; the release of the clearance
revenues from Israel on time and in full; an increase in the number of Palestinians employed in Israel;
and, an increase in the level of donor assistance.

Pessimistic scenario - The pessimistic scenario assumes that there is no change in movement and
access restrictions. This would make material increases in public investment and a substantive
reconstruction effort virtually impossible. Any related reluctance on the donor side to finance the
budget deficit would lead to further accumulation of arrears. If sustained, such a scenario would
almost certainly take the PNA to the point of financial and institutional collapse (as so nearly the case
in the second half of 2006) and further dissipate support for the PNA amongst its constituents. It
would also lead to rising unemployment, increasing poverty, declining health and education services
and further, perhaps irreversible, degradation of the private sector. This scenario will lower the values
of the main variables below the baseline and will also depend on the magnitude of unemployment and
GDP growth.
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In the baseline scenario, real GDP is forecast to reach $4.4 billion in 2010. Projections under the
optimistic scenario indicate that GDP will reach $4.7billion, but will be as low as $3.6 billion in the
pessimistic scenario. These figures, and the corresponding growth rates, are shown in Table 4.2. The
forecasts indicate a range of potential growth rates from -4% to 11% across the three years under the
different scenarios, illustrating the high sensitivity of the economy to exogenous factors.

Table 4.2: Overview of macroeconomic projections 2008-2010 under three different scenarios

2008 Projection 2009 Projection 2010 Projection

Pess. |Base |Opt. Pess. |Base |Opt. Pess. |Base |Opt.
Real GDP ($m) 3,679| 3,987| 4,017| 3,622 4,157| 4,273| 3,649 4,401 4,726
Growth in real GDP -4% 3% 4% -2% 4% 6% 1% 6% 11%
Balance of trade ($m) -2,641| -2,654| -2,578| -2,665| -2,761| -2,787| -2,673| -2,884| -3,199
Total employment (‘000s) 671 697 705 680 732 754 697 784 826

The balance of trade is expected to remain negative over the forecast period. This deficit has
historically been large as a fraction of GDP. Typically, it improves during slowdowns as imports fall
faster than exports. The converse is true during recovery. The projections echo the historical trends,
with the trade deficit growing rapidly in optimistic scenario, and much more slowly in the pessimistic
scenario.

Under the baseline scenario, total employment is forecast to rise by approximately 87,000, of which
only 500 will be additional employment in Israel. Under all other scenarios, employment in Israel is
expected either to decline or to increase only by similarly modest levels — any significant increase in
employment is expected to be in the domestic market. Table A4 in Annex 5 provides more details of
the employment projections, including an industry breakdown.

4.3.2 Macroeconomic framework

The macroeconomic framework, summarized in Table 4.3 below, is premised on a baseline scenario.
This framework formed the basis of the MTFF described in section 4.4 below. It assumes modest
improvements in the political and security environment — which should allow for a gradual reduction
in movement and access restrictions. This lifting of restrictions and increased stability is expected to
result in a gradual increase in trade and private sector confidence.

The framework is also based on the implementation of a series of fiscal reforms to tighten recurrent
expenditures from 50.3% to 41.2% of GDP over the period to 2010. These reforms are described in
detail in Chapters 5 and 6, but will mainly involve retrenchment of the public sector wage bill and
measures to reduce net lending. Following retrenchment, growth of the wage bill is expected to be
restricted to 2% per year during 2009 and 2010, allowing for modest levels of recruitment in the
education and health sectors. Reductions in net lending will be achieved by implementing a set of
measures to improve the collection of utility bills.

The framework reflects reduced recurrent spending in lower priority areas in favor of basic service
provision and targeted funding to help poor households. Other operating expenditures (i.e. excluding
salaries) are expected to remain relatively constant in real terms, and development expenditures are
projected to grow based on donors’ willingness to fund the reconstruction of damaged infrastructure
and other medium-term development costs. In essence, this macroeconomic framework is based on a
prudent fiscal stance leading to a steady reduction in the budget deficit over the medium term.
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Table 4.3: Summary macroeconomic framework — baseline scenario

2005 2006 2007 2008 2009 2010
Act. Est. Est. Proj. Proj. Proj.
Public Finance (in % of GDP)
Revenue 27.5 254 23.6 24.4 254 25.7
Expenditure and net lending 44.5 50.2 50.3 46.7 435 41.2
Wage expenditure 22.4 26.3 25.4 24.3 23.0 21.6
Non-wage expenditure (incl. minor capex) 14.5 16.5 14.4 15.8 14.7 14.4
Net lending 7.7 7.4 10.6 6.6 5.8 5.2
Recurrent balance - before external support -17.0 249 267 223  -182  -155
External support for recurrent budget 7.8 16.3 20.0 26.8 20.7 18.3
Overall Balance -6.4 -5.6 -4.9 -7.1 -9.6 -10.7
External support for development expenditures 6.4 6.2 6.1 8.1 9.7 10.8
Investment (in % of GDP)
Public capital formation (gross) 7.4 6.4 6.7 9.0 10.7 12.2
Private capital formation (gross) 16.7 14.7 15.6 16.4 16.7 17.1
Output and Prices (Annual % change)
Real GDP 6.0 4.8 0.0 3.3 5.5 6.5
CPl inflation rate (end of period) 23 3.3 6.9 3.5 3.0 2.5

(Note: The figures in the above table differ slightly from those presented in Table 5. This final version
of the framework was derived through a collaborative effort between the PNA and the IMF.)

As aresult of the fiscal policies described above, the projected recurrent budget deficit should decline
from almost 26.7% of GDP to 15.5%. This significant reduction would bring the deficit back below
its 2005 level. In real terms, the external recurrent budget support requirement would initially
increase, but would return to 18.3% in 2010. However, to ensure long-term economic growth, external
support for public investment would need to increase from 6.1% of GDP to 10.8% in 2010.

Assuming improvements in political and security conditions, and hence a more favorable trade
environment and fiscal policy, coupled with substantial donor support, growth in private investment
would accelerate rapidly from 2009. Real GDP growth is projected to rise from 3.3% in 2008 to 6.5%
by 2010 as public and private investments gradually offset the contraction effects of fiscal
retrenchment. However, against the backdrop of an expanding population, this growth is expected to
yield only a slight rise in income per capita and, due to the expanding labor force, unemployment is
not expected to decline significantly.

Other potential scenarios

A combination of political progress and an improved security environment could accelerate the lifting
of movement and access restrictions. The level of foreign-financed public investment and private
sector activity would increase substantially. The return of private sector confidence would boost
private investment, employment, economic growth and social development. This would allow space
for additional resources to be reoriented toward domestically-funded public investment and social
safety nets. Under such a scenario public investment could increase by a further 50% and GDP growth
could rise above 10% by 2010.

However, if there is no change in movement and access restrictions, the economic outlook is
extremely poor. It would make material increases in public investment and a substantive
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reconstruction effort virtually impossible and reluctance on the donor side to finance the budget
deficit would lead to further accumulation of arrears. If sustained, such a scenario would almost
certainly take the PNA to the point of financial collapse. It would also lead to rising unemployment,
increasing poverty, declining health and education services, and further, perhaps irreversible,
degradation of the private sector.

4.4 Medium term fiscal framework

Table 4.4 sets out the PNA’s medium-term fiscal framework (MTFF) based on the baseline scenario
macroeconomic framework. This MTFF is built on the assumption that Israel is willing to take steps
to remove administrative and physical barriers to the movement and access of Palestinian people and
goods. It assumes that donors will provide substantial levels of predictable aid to support the our
recurrent budget and public investment program. It also clearly reflects our commitments to enforce
the rule of law, and carry out fiscal and other reforms outlined in this document. Reforms aimed at
fiscal consolidation and the freeing-up of resources for public investment are already being
implemented.

Averaging approximately 25% of GDP, Palestinian revenue is one of the highest in the region and
compares favorably with countries of similar per capita income levels. Revenue performance, which
has been strong for many years, will improve modestly in absolute terms and remain relatively
constant as a proportion of GDP. Expenditures, however, will be contained and, over time, will
decline relative to GDP. Overall, the current budget deficit is projected to decline by 11.2% of GDP
over the next three years to a level well below that in 2005.

Table 4.4: Medium term fiscal framework

2006 2007 2008 2009 2010

(millions of U.S. Dollars) Act. Est. Proj. Proj. Proj.
Revenue 1,149 1,194 1,486 1,665 1,832
Gross domestic 379 298 419 469 516
Gross clearance revenue 770 896 1,067 1,196 1,316
Expenditure and net lending 2,277 2,544 2,846 2,858 2,935
Wage expenditure 1,193 1,283 1,481 1,511 1,541
Non-wage expenditure 747 725 964 969 1,022
Net lending 337 535 400 379 373
Balance (commitment basis) -1,128 -1,350 -1,360 -1,193 -1,103
Add: Expenditure arrears 887 -23 217 -164 -194
Ded: Net clearance revenue withheld 473 -422 - - -
Balance (cash basis) -714 -951 -1,577 -1,357 -1,297
Add: external budget support 741 1,012 1,634 1,361 1,301
Balance after budget support 27 61 57 4 4
Ded: Externally financed capital exp. 281 310 492 634 769
Overall balance -255 -249 -435 -630 -765
Financing 255 249 435 630 765
Advances & other payments by PIF 146 78 - - -
Net domestic bank financing -172 -132 -50 - -
External financing for capital exp. 281 310 492 634 769
Net external debt - - -4 -4 -4
Residual -8 -6 - - -

This positive trajectory in our fiscal position will still require significant external financial support to
cover the current deficit and repay accumulated arrears. However, external support will decline
steadily as a proportion of GDP and will cover a significant and rising public investment program.
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Table 4.5: External financing

2006 2007 2008 2009 2010

(millions of U.S. Dollars) Act. Proj. Proj. Proj. Proj.
Budget support 741 1,012 1,634 1,361 1,301
Public investment 281 310 492 634 769
Total external financing 1,022 1,322 2,126 1,995 2,070

Note: Budget support in 2006 excludes informal assistance not channelled through the banking system

However, in the baseline scenario, assuming positive parallel actions by all three parties, the
contribution of clearance and domestic revenues to the overall resource envelope is expected to climb
significantly over the medium term. As figure 4.5 illustrates, this would create space for significant
reductions in recurrent budget support and considerable up-scaling of development budget support.

Figure 4.5: Contribution of revenue sources to the overall resource envelope
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S. Sector Policy, Plans and Programs

This chapter sets out the policies, plans, programs and resource allocations in each of the four sectors
— Governance, Social, Economy and Infrastructure. It also includes a special section on the
development priorities of East Jerusalem, the capital of the future Palestinian state.

5.1 Governance

This section sets out the Palestinian reform and development agenda in the Governance sector and
demonstrates how this contributes to the overarching Palestinian National Policy Agenda (PNPA)
framework described in Chapter 3. It describes the overall policy priorities in the governance sector,
the main constraints and challenges faced in the sector, and the related programs, strategic objectives
and resource allocations at the sector, ministry and agency level.

5.1.1 Policy Agenda

The PNA aspires to establishing a system of democratic governance characterised by respect for the
rule of law and separation of powers, capable of protecting and managing natural resources and
delivering public services efficiently, effectively and responsively, and supported by a modern and
stable legal framework, a robust legislative process and accountable, honest and transparent
institutions which protect the rights of all citizens. Good governance is a fundamental pre-condition of
sustainable development. It is an enabler of economic growth and social development.

Organizations in the Palestinian Governance sector include the Office of the President, the Prime
Minister’s Office, the Ministries of Finance and Planning, the General Personnel Council (GPC) and,
at the sub-national level, the Ministry of Local Government. These organizations are infer alia
responsible for ensuring the quality of policy analysis and management decision-making, public
financial management and human resources management and development, and have a major role in
ensuring the efficiency and effectiveness of the public sector as a whole. The Governance sector also
includes organizations involved in delivering security and the rule of law such as the Office of the
Attorney General, and the Ministries of Interior and Justice. The sector also includes organizations,
including Financial Administration Control Bureau (FACB), involved in independent oversight of
public sector bodies. Finally, the judicial and legislative branches of government play critical roles in
the sector, not least as a check and balance on the executive branch.

Governance sector ministries and agencies therefore play a wide-ranging and a key role in enabling
progress towards all four of the national goals laid out in the PNPA. The following points are intended
to be illustrative, rather than exhaustive, in demonstrating the powerful impact of a better-functioning
public sector on the achievement of national goals.

» Good governance — All three branches of government, and appropriate separation of their
powers, have a vital role to play in ensuring transparent, accountable, effective and efficient
government. The efficiency and effectiveness of public sector organizations in all three
branches, and at the national and sub-national level, could be substantially improved by
upgrading their institutional and organizational capacity.

» Safety and security — Improved institutional and organizational capacity of the Palestinian
security services will clearly have a material impact on public safety and security. Increased
capacity of the judiciary and the justice sector more generally will also promote the
comprehensive and consistent application of the rule of law throughout the occupied territory.
Increased capacity of the legislature and other oversight bodies will enhance the effectiveness
of democratic oversight of the security services and ensure protection of human rights.
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>

Increased national prosperity — A stable and enabling legal framework, along with more
efficient public sector organizations, will make a vital contribution to revitalizing the
Palestinian private sector in the near-term and sustaining its growth over the medium-term.
Improved social, economic and fiscal policy formulation at the centre of government will also
help drive more equitable distribution of resources.

Enhanced quality of life — Increased capacity of public sector organizations involved in social
policy making, provision of well-targeted social assistance, and the delivery of basic
education and health services will have a direct positive effect on the daily lives of citizens.
Improved capacity of the public sector to regulate private sector and non-governmental
organizations delivering basic services to the population will also have a positive impact.

Given the extent of the Governance sector’s contribution towards the achievement of the four national
goals, and recognizing the constraints on financial resources and implementation capacity, it is
necessary to prioritize the sector’s objectives and activities. For the purposes of this PRDP, the main
focus is on activities that will make significant contributions to fiscal and socio-economic stabilization
in the near-term and recovery over the medium-term. These will be an essential foundation for
increased national prosperity and enhanced quality of life over the medium-term. Taking these
priorities into account the PNPA framework includes the following high-level objectives that are of
particular relevance to Governance sector ministries and agencies:

>

A strengthened civil and criminal justice system — Strengthening the justice system requires
action in a variety of policy areas to: enhance the independence and viability of the judiciary;
upgrade court infrastructure and administrative systems; and, develop better criminal justice
facilities (including better penal and forensic). These policy actions require strategic,
coordinated contributions from the Supreme Judicial Council, the Attorney General, and the
Ministries of Justice and Interior.

Increased professionalism in the security services — A capable, well-trained and well-
equipped security establishment that is professional and loyal in its service of the nation is
critical to creating an enabling environment for social and economic development. This
requires coordinated efforts by both the President’s Office and the Ministry of Interior to
upgrade the capacity of, and cooperation between, the various security services.
Complementary to this objective are activities to address the need to reintegrate certain militia
and other surplus security related personnel back into general society.

Enhanced efficiency and effectiveness of government — All Governance sector ministries and
agencies have contributions to make to enhancing efficiency and effectiveness. However,
certain ministries and agencies at the centre of government bear special responsibilities. The
Ministry of Finance and the GPC are responsible for ensuring the implementation of public
expenditure management and civil service management processes that maximize the value-
added of resources deployed. The FACB and internal audit functions within the Ministry of
Finance are concerned with ensuring integrity, accountability and transparency.

Strengthened public institutions — All Governance sector ministries and agencies play a role
in strengthening public institutions. At the centre of government a variety of ministries and
agencies have a role in developing an appropriate legal and regulatory framework for guiding
the activities of the public sector. Line ministries are responsible for developing executive
regulations and operating procedures that are consistent with the overarching legal
framework. The Ministry of Justice and the PLC secretariat also play a vital part in the
development of the public sector legal framework.

Strengthen local government — Greater administrative and fiscal autonomy is essential to
realizing the potential of local government to be more responsive to the needs of the people in
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a fiscally responsible manner. The Ministries of Local Government and Finance will need to
work with local government units (e.g., municipalities, village councils, etc.) to empower and
increase the accountability and effectiveness of local government through intensive capacity
building.

» Slimmer PNA — The public sector is a major provider of services, some of which might be
better delivered through private sector providers. If political and economic conditions
improve and confidence returns to the private sector, there may be an opportunity to reduce
the scope and extent of directly delivered public sector activities. Various organizations at the
centre of government, including the Prime Minister’s Office, Ministries of Planning and
Finance, and the GPC should work together to develop a blueprint for the future structure,
size and shape of the public sector.

» Move towards fiscal stability — A rapid and sustainable recovery of the Palestinian economy
requires parallel actions to reduce the growth and increase the effectiveness of public sector
spending (through better public expenditure management and better governance generally)
and to stimulate private sector growth. These actions are mutually reinforcing. Private sector
development and economic prosperity enhance the prospects for improving governance; in
turn, better governance enables growth, and ensures equitable and sustainable development.

5.1.2  Context and Challenges

This section provides a brief summary of the context and challenges faced in key sub-sectors taken
into account in formulating the reform and development programs for the Governance sector.

Security and rule of law

Security sector reform is a complex and difficult process even under the best conditions. The PNA is
seeking to implement reform in the midst of conflict, political instability and highly challenging
economic conditions. It is also embarking on the reform process in the context of an occupation which
continues to undermine the reach, credibility and legitimacy of the Palestinian security services, and
hinders the ability of the PNA to bring security and enforce the rule of law throughout the occupied
territory.

Since the escalation of conflict in 2000, informal “law” enforcement mechanisms have tended to fill
the vacuum left by incapacitated PNA security institutions. Continued lack of capacity to deliver
security and rule of law is reinforcing the reliance on these informal mechanisms. This poses a
number of problems: “law” enforcement is not always equitable (i.e., based on affiliation with and
proximity to informal powers); discrimination against women and traditionally weak groups has
increased; and, emergence of informal institutions undermines incentives to rehabilitate and develop
formal ones. Reversing this legacy will require determined and sustained organizational capacity
building; it will also require strengthening of democratic oversight mechanisms to ensure the
accountability of the security services to the people.

Another major issue affecting the security services is the poor infrastructure on which it is forced to
rely. This infrastructure has suffered severe damage during the years of conflict and regular
incursions. Accommodation, training facilities and equipment are far below the standard required by a
modern state security apparatus capable of responding to modern security challenges.

Increasing unemployment, particularly amongst the youth, has also emerged in recent years as a key
challenge to maintaining law and order. Almost 50% of the population is under 15, and every year
there are almost 50,000 new entrants to the labour market. The rapid economic decline since 2000,
and associated unemployment, has played a large part in driving increases in public sector
employment and wages — particularly in the security sector which now represents more than 40% of
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the PNA wage bill. It is essential to recognize that adequate alternative employment opportunities are
an essential ingredient for sustainable establishment of security and the rule of law.

Notwithstanding the need for parallel actions by Israel to end the occupation, security sector reform
will involve rebuilding, restructuring and reforming the security services and developing democratic
oversight mechanisms. It requires attention to: create of an appropriate legal and institutional
framework; upgrade the professionalism and operational effectiveness of security forces; ensure the
fiscal sustainability of the security forces; reinforce democratic governance and accountability; and,
address the legacies of conflict (e.g., unlawful ownership and use of weapons).

Justice

The justice sector faces some challenges similar to those faced by the security sector. In particular,
since 2000, informal arbitration and adjudication mechanisms have filled the gap left by weak formal
justice sector organizations. The justice sector must be rehabilitated and strengthened significantly to
ensure its viability and independence, and hence restore public trust in its capacity to dispense justice
equitably.

The general breakdown in respect for the rule of law has created an environment of insecurity for
judges and other justice sector employees. Adequate physical protection and better court infrastructure
can undoubtedly play a role in enhancing the sense of security, and hence independence, of judges
and public prosecutors. However, this is the absolute minimum requirement. In reality, general
improvement in the overall security situation and demonstrable capacity of the security services to
exercise monopoly on the use of force is essential to ensuring the long-term independence and
viability of justice sector organizations.

Despite the weakened state of justice sector institutions, citizens and businesses continue to bring
cases to the courts, as witnessed by the increasing backlog. Better case management and archiving
systems and processes are required to increase the administrative capacity of sector organizations, and
therefore reduce the time taken for cases to be heard.

The justice sector also needs to be backed by a modern and reliable penal system which is capable of
secure detention of suspects and imprisonment of convicted criminals. Modern investigative tools,
including forensic facilities, are also needed to ensure effective prosecution of criminal and civil
cases.

Finally, whilst the years of insecurity and strictures of the occupation regime have clearly played a
part in weakening the performance of the justice sector, the situation has not been helped by poor
coordination between the various PN A organizations directly involved in the sector. It is essential that
reform of the sector is in line with a vision and strategy agreed by all relevant sector organizations, in
consultation with relevant civil society organizations.

Fiscal reform

Political instability and insecurity has created a state of almost permanent socio-economic distress in
the occupied territory. In the periods of greatest instability, public expenditure has played a major role
in maintaining consumption in a fragile economy, and averting a complete breakdown in law and
order. In the face of a growing population, a rising labor force and a contracting private sector, public
sector employment has served as a safety valve to relieve escalating unemployment. Similarly, the
public sector pension system and ‘net lending” have become integral, publicly-funded elements of the
overall social safety net. Indeed, in the absence of a free and export-oriented private sector, the public
sector and donors have become the main source of employment and personal income.
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Over time rising public expenditure has created structural fiscal problems which are compromising
our ability to govern effectively. Rapid growth in the wage bill and pension costs has crowded out
non-salary expenditure and the budget deficit has risen sharply. Consequently, we have become
increasingly dependent on international aid to fund development expenditure, and even the operating
expenditure required to deliver basic services.

Also, a liquidity crisis, precipitated by economic sanctions and mismanagement during 2006, led to
the accumulation of a large stock of arrears due to public sector employees (i.e., unpaid salaries), the
pension fund and private sector suppliers. The accumulation of these arrears, which reached a peak of
$ 1.3 billion during 2007, has shaken the confidence of the people and markets in our long-term
financial viability.

These fiscal issues must be addressed in order to bring fiscal stability and restore public and donor
faith in the financial viability of the PNA.

Accountability and transparency

The main independent executive oversight bodies, namely the Palestinian Legislative Council (PLC)
and the Financial Administration Control Bureau (FACB), have had mixed success.

e The PLC’s performance as an effective check and balance to executive power has been
limited and, in the current political climate, its prospects for further development are unclear.
However, when viewed in the context of complex and dynamic politics its achievements,
which included the passage of some of the most liberal legislation in the Arab world, are not
insignificant. Once it emerges from its current deadlock, the PLC will need substantial
support in rehabilitating and upgrading its capacity.

e The FACB has never functioned effectively as a truly independent external audit institution in
line with modern standards. It needs a more appropriate legal framework and mandate and
substantial capacity building in order to discharge its important responsibilities effectively.

Government policy formulation and decision-making have been transparent by regional standards.
Although not consistent across government, there is a substantial degree of consultation and
coordination with external stakeholders in sector policy and planning processes. Furthermore, with
some interruptions, government policy and planning documents have been made freely available to
the public.

However, policies and plans have not been reflected in the government’s budgeting process and
performance against the plans has not been systematically reviewed, and, as a result, they have often
not been implemented. The budget itself has not been comprehensive — in particular, development
expenditure has not been included — and the quality and timing of its presentation has made effective
oversight by the PLC and civil society extremely difficult. In prior years, the budget process covered
only one year and was not prepared on the basis of realistic projections of available resources over the
medium-term.

Weaknesses in financial management systems and procedures have tended to undermine budget
execution and line ministries’ control over, and accountability for, resources. They have lacked the
essential commitment control and cash management functionality required to constrain the
accumulation of arrears. Also, production of government financial reports and accounts have been
complicated and delayed by these system weaknesses.

Monitoring and evaluation (M&E) of the impact and outcomes of government spending has been
limited. Some M&E takes place at the individual project level when required by donors, but there is
no institutionalized, systematic process for assessing whether government expenditure is delivering
desired results.
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Administrative and civil service reform

The structure, size and shape of the public sector have developed organically over the last fourteen
years. The number of organizations has increased, the relationships between them have become more
complex and the number of employees has grown substantially. This has lead inter alia to gaps and
overlaps in mandates, poor policy coordination and implementation, and the creation of an unwieldy
and unaffordable bureaucracy. Gaps in, and poor drafting of, the public sector legislative framework
do little to clarify roles and responsibilities and guide the activities and performance of the public
sector.

Management of public sector employees is out-dated, with excessive focus on personnel
administration (through a plethora of largely manual processes) rather than human resource
management and development. A lack of strategic human resources planning and performance
evaluation, based on regular reassessment of the human resource needs to meet the challenges faced
by the public sector, has left space for the civil service to stagnate.

Local government reform

Conflict and occupation has created a state of fragmentation in Palestinian society which is
reinforcing the creation of multiple constituencies with different needs and expectations of
government. The inability to meet these different demands, coupled with the deep economic
recession, has increased frustration at the perceived ineffectiveness of the central government.
Territorial and social fragmentation limits the prospects for participatory policy formulation and
planning, and has forced constituencies with competing demands to rely on informal connections to
advance their interests. This is reinforcing informal governance and welfare networks at the local
level.

Whilst a lasting solution to fragmentation clearly lies in ending the occupation, decentralization over
the medium to long-term would have clear benefits. Following local elections, central government
appointees in local councils were replaced with democratically-elected representatives. Some of these
councils have demonstrated willingness and ability to communicate with constituents and solicit
participation in policy formulation and decision-making. They have also demonstrated considerable
resilience and resourcefulness in delivering public services under extremely adverse conditions.
Building on these positive trends, through greater decentralization, can address perceptions that
government is excessively centralized and unresponsive, and provide realistic alternatives to informal
governance institutions.

However, it is important to be realistic about the scale of the capacity building assistance that will be
required to enable local councils to move towards a significantly higher degree of administrative and
fiscal autonomy.

5.1.3 Reform and Development Programs

This section provides a summary of the reform and development programs to be implemented by
ministries and agencies in the Governance sector in each sub-sector. These programs are designed to
provide a basis for planning and implementing the key initiatives and projects needed to achieve
progress towards the national goals and objectives set out in the PNPA. The design and content of the
programs, summarized in Annex 2, take into account the context and challenges faced by sector
ministries and agencies, and are based on a realistic assessment of available resources and absorptive
capacity.
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Security and rule of law

Security is a national goal and an essential element of the enabling environment for economic growth
and social development. Substantial progress in the short term towards safety and security is critical to
facilitating progress towards the other three national goals: good governance, national prosperity and
enhanced quality of life. It is also clearly a key underpinning of a free Palestinian state living in peace
with its neighbors. The immediate goal is to return to the status quo ante before the escalation of
conflict in September 2000 by resuming full security control in Area A. The ultimate goal is to
assume full authority and responsibility for security within and at the borders of the future Palestinian
state. The current situation in Gaza hinders the establishment of the rule of ‘one law, one gun’
throughout the occupied territory, but we remain committed to the formation of a united, professional
security service that is accountable to the people.

The ‘Security Sector Reform and Transformation’ (SSRT) program is designed to deliver a capable,
well-trained and well-equipped security establishment that is professional and loyal in its service of
the nation. Substantial progress has already been made towards the creation of a leaner, better
organized security service through the retrenchment of about 20,000 staff during the second half of
2007. Starting in 2008, the security establishment will be reorganized into an even leaner, more cost-
effective structure. This will consist of three branches that deliver high quality policing, national
security and intelligence services. Substantial investments in infrastructure will be made: including
eight governorate headquarters — Mogata’at — detention facilities, barracks, training facilities, and a
central prisoner rehabilitation facility. There will also be significant investments in equipment,
communications systems, vehicles, and training to bring the services up to the required standard. The
SSRT program will also provide technical assistance and training to upgrade the capacity of the
Ministry of Interior to oversee and manage the security services.

The SSRT program therefore contains the following key elements:

o Establishing a clear legal framework for the security sector: Develop a revised basic security
law that provides the clarity regarding roles and authority needed for the security services to
operate effectively.

e Policy and management capacity building: Technical assistance and training to upgrade the
capacity of the Office of the President, the Prime Minister’s Office, and the Ministry of
Interior, to oversee and manage the security services.

e Restructuring: Institutionalize the reorganization of the security establishment into three
branches (policing, national security and intelligence services) through the preparation of
organizational development plans and their implementation with appropriate capacity
building support.

e Rightsizing: Ensure the size of the security sector is in line with needs and is fiscally
sustainable. Any necessary further reductions in the number of personnel will require
detailed work to define needs and suitable pension arrangements in the light of prevailing
political and economic conditions.

o Security infrastructure: Substantial investments in security infrastructure are required. Eight
governorate headquarters — Mogata’at — will be constructed. These will house detention
facilities, barracks, and training facilities. A central prisoner rehabilitation facility will also be
constructed.

o FEquipping and training the security services: Substantial investment in equipment,
communications systems, vehicles, and training for priority security services is needed to
ensure the security services can deliver quick improvements in performance.

o Strengthening civil policing: Upgrading the quality and visibility of the civil police is a high
priority. In 2008 the first phase of a program to strengthen civil policing will be
implemented. The program includes the following activities: training for basic, advanced and
specialized crime investigation; upgrading police and criminal justice infrastructure; public
order training; traffic policing; and, community policing. However, substantial additional
investment assistance is needed in 2008 to fund this program.
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The overall cost of the SSRT program over the next three years is estimated to be $257 million. This
estimate is based on a realistic assessment of the total amount of financing likely to be available with
the support of the donor community. It also reflects a pragmatic view of absorptive and
implementation capacity.

Ongoing discussions with stakeholders interested in scaling-up support to reforming and developing
the security services may enable an acceleration and expansion of the SSRT program. Annex 3
provides an overview of how the program might be expanded.

Justice

A strengthened civil and criminal justice system is essential to achieving good governance and the
rule of law in the occupied territory. An agreed reform strategy based on a coherent, agreed vision for
the future of the Palestinian justice sector is an essential first step. Preserving the integrity, dignity and
independence of the judiciary and the public prosecution service will be a cornerstone of this strategy.
The strategy will be developed during 2008 and will include a thorough assessment of investment and
technical assistance needs.

The development of the strategy will be the first phase in the ‘Justice Now’ (JN) program. The JN
program will foster the integrity, dignity, and financial and administrative independence of justice
sector bodies through the provision of institutional capacity-building to the High Judicial Council, the
Attorney General and the Ministry of Justice. This will include:

e upgrading civil and criminal justice infrastructure (including court buildings, forensic
laboratories and autopsy facilities);

e Dbuilding the capability of the unit created within the police force tasked with enforcing court
decisions and protecting judges and court employees;

e automation of processes and archiving systems (including criminal records and case
processing systems); and,

e provision of dedicated facilities in the West Bank and Gaza to provide training and
continuous professional development for judges and justice sector employees (including a
Judicial Training Institute).

Fiscal reform

During the second half of 2007 a series of policy actions to address major fiscal stability and
sustainability issues were implemented. These will be built upon during 2008.

o Wage bill reduction: The wage bill containment policy is premised on a baseline employment
figure of 150,000, with a modest level of essential recruitment — particularly in the Education
and Health sectors — to meet the basic service needs of a population growing at approximately
4% per year. Additional recruitment will be subject to a firm upper limit of 3,000 per year. In
order to constrain real wage bill growth, there will be no general public salary increases over
the next three years. As a result, the wage bill is projected to decrease from 27% of GDP to
about 22% by 2010, a level similar to 2004.

e Net lending: The cost of subsidizing citizens’ consumption of energy and utilities represents a
significant drain on government financial resources. This is primarily driven by the ‘net
lending’ phenomenon in the electricity sector which arises due to the non-collection (by
municipalities and other electricity service providers) of consumers’ electricity bills. This
forces the central government to fund payments to the Israel Electricity Company (IEC) for
bulk purchases of electricity in order to avoid service disruption. The cost of net lending
accelerated rapidly in 2006 and is expected to reach a total of $ 511 million for the year 2007.
The Ministry of Finance is developing and implementing a plan to progressively reduce net
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lending significantly from 10.6% of GDP in 2007 to 7.8% of GDP in 2010 (reaching 9.0%
and 8.3% in 2008 and 2009 respectively). This plan, which incorporates enforcement
measures such as a requirement for citizens to present a ‘certificate of payment’ of utility bills
in order to receive public services, will progressively bring an end to the non-payment of
electricity bills by all consumers. These measures will be accompanied by provisions to
ensure continued access to utilities and other services for those suffering extreme poverty.
These ‘poorest of the poor’ will be identified through an objective and transparent process
implemented by the Ministry of Social Affairs, whereby a specific ‘lifeline’ level of
electricity will be provided to ensure that poor and vulnerable families are not deprived of
access. Beyond this, utility provision will be based on economic principles and will be
provided under a full cost-recovery basis. It should be noted that, under the current
circumstances, the plan to reduce net lending cannot be implemented in Gaza. Accordingly,
whilst implementation of the plan is expected to yield a substantial reduction in net lending
for electricity consumption in the West Bank (approximately 70% by 2010), these savings are
partially offset by projected increases in net lending related to growth in electricity and water
consumption in Gaza, and higher oil prices.

o Tax administration reforms: A series of reforms directed at increasing the collection of tax
and customs revenues and reducing the costs of revenue administration will be implemented.
These include a variety of administrative and technical measures, including the creation of a
‘Large Taxpayer’s Office’, focused inspections on fast-growing businesses with high cash
incomes, strengthened supervision at crossings, automation of administrative procedures, and
specialized training.

e Payment of arrears: A substantial proportion of arrears due to the private sector, government
pension schemes and government employees will be paid by the end of 2010. This will help
jump start recovery by injecting approximately $ 500 million into the economy during the
next three years. It will also restore levels of confidence in the PNA and the domestic market
place.

e  Pension system: A thorough institutional review of the pension system is needed — with a
view to establishing appropriate arrangements and plans for reforms that will ensure its fiscal
sustainability, whilst maintaining a reasonable level of social protection for pensioners.

Accountability and transparency

Increased accountability and transparency are essential to strengthening public institutions.
Substantial progress has already been made in restoring accountability and transparency to public
financial management through reconstituting the single treasury account, preparing budgets for 2007
and 2008, and preparing the Palestinian Reform and Development Plan 2008-10. However,
significant improvements to accounting and financial control systems and processes, and hence more
effective budget execution and financial reporting, will yield important progress towards international
best practice.

With effect from January 2008, an Accountant General will be appointed to supervise treasury, cash
and debt management, budget execution, payroll, and accounting and financial reporting. An
upgraded accounting system, including commitments control and cash flow management
functionality, will also be implemented in early 2008, initially in the Ministries of Education and
Health (the major spending ministries). The system, which will also allow for decentralized budget
execution (and hence greater accountability), will be rolled out to the remaining ministries through
2008.

The PNA is committed to the principle of separation of powers and strengthened oversight of the
executive branch by the legislature and the judiciary. In relation to the former, once the current
political deadlock is ended and the normal functioning of the Palestinian Legislative Council (PLC)
resumes, the PLC secretariat will require substantial technical support to strengthen the effectiveness
of oversight.
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Independent audit and other monitoring and evaluation (M&E) functions will also receive significant
attention and capacity building in order to strengthen the integrity of the public sector and drive
greater focus on service delivery outcomes and value for money.

The ‘Open and Accountable Government’ (OAG) program will consist of three sub-programs:

o System and process re-engineering - including capacity-building in implementing integrated
policy-making, planning, budgeting and accounting processes (from the Prime Minister’s
Office through to line ministries and agencies), capacity-building for the office of the
Accountant General, implementation of a government-wide accounting and financial
management information system, and strengthening of internal financial control functions;

o Building effective oversight institutions - including capacity-building for independent audit
functions and the Palestinian Legislative Council secretariat; and,

e Monitoring and evaluation of government performance — including capacity-building for a
dedicated function at the center of government to monitor, evaluate and report on the
efficiency and effectiveness of government performance and service delivery.

Administrative and civil service reform

The efficiency and effectiveness of government can only be sustainably enhanced through a
comprehensive program of activities to modernize public administration and civil service
management. Public sector institutional and organizational reforms that enhance the professionalism
and independence of the bureaucracy, whilst reinforcing the principle of the separation of powers, are
at the heart of the reform strategy.

The ‘Efficient and Effective Government’ (EEG) program will consist of three sub-programs:

e Reform of the public sector legislative framework — drafting and upgrading laws and
regulations that govern the mandates, structures and internal procedures of government
bodies;

o  Organizational and institutional development — including detailed functional and strategic
capacity building reviews of all ministries and agencies, organizational restructuring and
streamlining of the public sector, the introduction of e-government, assistance to ensure that
the Central Elections Commission is properly prepared to conduct forthcoming elections, and
upgrading of the post office system; and,

o Civil service management — including implementation of modernized human resources
management systems and procedures, including merit-based appointments processes,
employee performance evaluation mechanisms, reform of pay and grading structures, and
leadership training.

Local government reform

The PNA is committed to bringing government closer to the people by ensuring that local government
is both empowered and accountable. The ‘Accountable Local Government’ (ALG) program will:
introduce new legislation to clarify and regulate the relationship between central and local
government; establish a policy framework which promotes fiscal autonomy and discipline at the local
level; and build the operational, administrative and financial management capacity of local
government bodies.
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The Municipal Development and Lending Fund (MDLF) is expected to be the primary source of
development-linked assistance to municipalities, and to support essential administrative and financial
management reforms. Several donors have already programmed significant assistance to the MDLF,
and are likely to increase their assistance over the three-year period. The MDLF is the PNA’s
preferred mechanism for channelling reform and development assistance to local government and
disbursements must be coordinated with the Ministry of Finance.

5.1.4 Resource Allocation

Substantial resources, amounting to 43.8% of the total budget in 2008 but reducing to 40.5% by 2010,
have been allocated to the Governance sector. The sector accounts for approximately one quarter of
the development budget throughout the next three years. This resource allocation reflects the vital
importance attached to bringing safety, security and good governance in preparation for statehood.
The reduction over the three years of the total percentage of resources allocated to the sector reflects a
progressive rebalancing of available resources to social and economic development as expected
improvements in the political and economic conditions emerge.

Development budget

The total development budget for the sector amounts to $ 453 million. The allocation of resources to
the programs described in section 5.1.3 is summarized in Table 5.1.1 below.

Table 5.1.1 Allocation of development budget resources

Program 2008 2009 2010 Total

(Sm) (Sm) (Sm) (Sm)
Security Sector Reform & Transformation 62 86 109 257
Justice Now 14 12 5 31
Open and Accountable Government 20 23 5 48
Efficient and Effective Government 15 21 35 71
Accountable Local Government 14 16 16 46
Total 125 158 170 453

Further analysis of the underlying development projects and initiatives, resource allocations and
associated performance targets is shown at Annex 2.

Recurrent budget

The total recurrent budget allocations to individual ministries and agencies are set out in Table 5.1.2
below. The table provides an analysis of the resource allocations to individual strategic objectives.

Table 5.1.2 Allocation of recurrent budget resources

Ministry/agency

Strategic objectives

2008

$ million

Ministry of Interior

Provide efficient and effective civilian services in accordance with the

law

22.5

Civil Police

Build the capacity and capability of the civil police

Enforce traffic regulations

Fight crime and enforce public order

Implement judicial orders

Preventive Security

Upgrade intelligence quality

Build human resources capacity

Upgrade infrastructure and equipment

Upgrade intelligence technology

National Security

Build the capacity and capability of the NSF

Upgrade military accommodation

Ensure staff awareness of the law & citizens’ rights

S P P e P P P e P P
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Intelligence Protect NSF from infiltration X
Ensure security of intelligence personnel, facilities & info systems X
Presidential Guard Ensure protection of the President and other domestic and X
international VIPs
National Political Develop awareness of Palestinian culture, heritage and rights amongst X
Guidance Commission | the security services and civil society
Total 782
Ministry of Justice A sound legal framework for administration of justice 4.5
A sound and stable legal procedures and plans for the justice sector 0.5
Safeguard citizens’ rights and basic freedoms 0.6
Strengthen justice sector organizations, facilities and systems 0.1
Total 5.7
High Judicial Council Ensure fair trials 6.5
Efficient & effective operation of courts in accordance with the law 5.2
Total 11.7
Attorney General Ensure timely and efficient processing of all legal cases 33
Strengthen respect for human rights 0.3
Strengthen organizational capacity of the prosecution service 0.2
Total 3.8
Central Elections Support democracy and good governance through implementing the 2.7
Commission elections law to ensure, free, impartial and transparent elections
Total 2.7
Legislative Council An effective and unified legislative system 6
Effective scrutiny and monitoring of the executive branch 5.3
Increased citizens’ participation in the democratic process 4.4
Total 15.7
General Personnel A comprehensive, modernized legal and institutional framework for 17
Council human resources management and development
Efficient and effective application of HRM and HRD policies, 5.8
systems and processes
Effective and appropriate institutional arrangements, human 7.7
resources, physical resources, systems and processes to support
efficient discharge of GPC functions
Total 30.5
Financial Audit and report on compliance with financial and administrative 1.9
Administration Control | regulations and procedures and investigate public complaints
Bureau Effective and appropriate institutional arrangements, human
resources, physical resources, systems and processes to support
efficient discharge of FACB functions
Total 1.9
Ministry of Finance A comprehensive, modernized legal and institutional framework for 20
public financial management
Maximize the collection of public revenues 1
Public expenditure guided by a comprehensive, policy-led MTEF and 3
effective budget execution mechanisms
Public expenditure management through efficient and effective 1
accounting, financial management and reporting systems
Sound macroeconomic policy development, planning and reporting 0.5
Effective financial control and internal audit functions 2
Effective and appropriate institutional arrangements, human 2
resources, physical resources, systems and processes to support
efficient discharge of MoF functions
Total 29
Ministry of Foreign Define and pursue foreign policies to promote Palestinian interests at 5
Affairs home and abroad
Efficient and effective consular and public information services 1.5
Efficient and effective delivery of all other functions 0.5
Total 7
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Ministry of Planning Comprehensive, modernized legal and institutional framework for 0.5
policy analysis and national planning

Effective guidance and technical assistance to PNA organizations to 0.5
enable them to prepare high quality plans and contribute to national
and sector planning processes

Preparing annual national reform and development plans by 0.5
coordinating and facilitation government policy-making and planning

processes

Effective knowledge management and information sharing for 0.5
planning purposes

Preparing regular, high quality government performance monitoring 0.2
and evaluation reports

Effective aid management and resource mobilization 0.4
Effective and appropriate institutional arrangements, human 0.4

resources, physical resources, systems and processes to support
efficient discharge of MoP functions

Total 3

Ministry of Local Improve the efficiency and effectiveness of local government 22

Government Improve public services at the local level 6

Total 28
Other organizations not participating in the 2007 PRDP process

Dar Al Fatwa N/A 2

Office of the President | N/A 45

PLO Organizations N/A 30

Prime Minister’s Office | N/A 6

General Administration | N/A 2

of Crossings & Borders

Supreme Chief Justice N/A 5

Research & Studies N/A 6

Center

NGO affairs N/A

Negotiation Affairs N/A 1

Department

Embassies N/A 33

Total 132

Grand Total | 1,053

5.1.5 Summary of planned outcomes and targets

As shown in the sections above, our reform and development plan includes a comprehensive and
integrated approach to all aspects of Governance sector development covering the range of needs
from near-term fiscal stabilization to a set of broader development activities to build effective
institutions of governance based on the principle of separation of powers.

The intended achievements and outcomes from our Governance sector plans are outlined in full in
Annex 2, and the key performance indicators are summarised below. Indicators and targets have been
specified for the majority of objectives. Unless otherwise indicated, the targets are specified for the
end of the three year period. In a few cases, work is ongoing to ensure the feasibility of measuring
certain indicators and, as such, the target is denoted with an “X’.

Security Sector Reform and Transformation
The planned outcome of the program is to build the capacity and capability of security sector

organizations to deliver safety and security for citizens. Over the period of the PRDP 2008-10 the
main objectives and targets will be:
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Reduction of the crime rate by 10% in 2008 and by 5% in 2009 and 2010

Reduction in the number of traffic violations by 5% per year

Increase the number of court decisions executed by 10% per year

Increase the quality and quantity of intelligence information aimed at reducing crime and

public disorder, increasing the number of intelligence reports by 20% annually

e Reduce average response time to incidents (e.g., fire, man-made & natural disasters) by 10%
annually

e Increase the number of establishment complying with safety regulations, thereby reducing the

number of incidents by 10% annually

e Increase the effective execution of military orders by 10% per year
e Reduce infiltration of national security forces by disloyal personnel by 20% per year
e Ensure zero defects in VIP protection services (i.e., zero incidents)
o Establish eight Mogata at in the governorates
Justice Now

This program is designed to build an effective justice sector with clear division of responsibilities, and
to enforce the separation of powers between the executive, legislative and judicial branches of
government. Over the period of the PRDP 2008-10 the main objectives and targets will be:

Develop and implement a strategic plan for the justice sector

e Conduct a thorough review of the justice sector legal framework and implement a legal
information system

e Conduct a ‘rights and freedoms’ review and upgrade the legal framework and systems to
protect citizens’ rights

e Upgrade criminal justice facilities through establishment of criminal and forensics
laboratories and a modern criminal records system

e Increase the administrative capacity of the courts system, through upgrading infrastructure
and systems, and reduce case backlog by 20% per year

e Provide modern and effective training and technical support arrangements for judges and
judicial sector staff

Open and Accountable Government

This program is designed to increase the transparency and accountability of government through three
sub-programs: (a) Systems and process re-engineering to upgrade policy making, planning and
financial management systems and process; (b) Building effective oversight institutions; and, (c)
Monitoring and evaluation of government performance. Over the period of the PRDP 2008-10 the
main objectives and targets will be:

Systems and process re-engineering
e Full development and implementation of the PRDP approach to integrated policy making,
planning and budgeting in line with the MTEF methodology
e Institutionalize modern budgeting processes to support implementation of MTEF
methodology through upgrading financial management regulations and procedures
Establish modern financial management information systems and reporting
Upgrade internal control and internal audit capacity

Building effective oversight institutions
e Develop and implement revised public finance law and public audit law
e Build the capacity of a PLC public accounts committee to ensure effective scrutiny of the
annual budget (and any in-year reallocations)
e Publish a comprehensive and user-friendly citizen’s guide to the annual budget
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e Develop FACB capacity to implement modern public audit principles and practices —
completing audits of 20% of PN A bodies by 2010

o C(Clear the existing PLC legislative backlog and put in place comprehensive forward-looking
legislative agenda

e Ensure proper planning and execution of free and fair national elections

Monitoring and evaluation of government performance
e Establish a central monitoring and evaluation (M&E) unit
o Establish fully functioning M&E units in 50% of PNA bodies
e Publish annual national M&E reports, starting in 2008
e Upgrade capacity of relevant public bodies (including PCBS and Ministries of Finance and
Planning) to ensure integrity of government statistics and macro forecasting

Efficient and Effective Government

This program is designed to increase the efficiency and effectiveness of the public sector through
three sub-programs: (a) Reform of the public sector legislative framework; (b) Organizational and
institutional development; and, (c) Civil service management. Over the period of the PRDP 2008-10
the main objectives and targets will be:

Public sector legislative framework
e Develop new legislation — Public Finance Law, Public Audit Law, Civil Service Law,
Executive Regulations for public financial management and civil service management

Organizational and institutional development
e Complete functional reviews of 50% of PNA bodies
e Upgrade physical infrastructure in line with a cost conscious ‘public sector buildings master
plan’
Develop and implement a comprehensive ‘e-Government’ program
Expand and upgrade the post office network to deliver a greater range of public services to
local communities

Civil service management
e Implement modern human resources management and development policies and procedures
in line with amended civil service law and regulations
e Establish independent functions to oversee public sector appointments, promotions, discipline
and appeals
Conduct a comprehensive civil service job classification, grading and pay review
e Conduct a review of public sector pensions arrangements

Accountable Local Government

This program is designed to build empowered and accountable local government institutions that
deliver cost effective services at the local level in line with the needs of the communities they serve.
Over the period of the PRDP 2008-10 the main objectives and targets will be:

e Develop a national vision and strategy for local government — clarifying existing gaps and
overlaps in the mandates and powers of existing bodies

e Implement a coherent capacity-building strategy for local government bodies in line with the
national vision

e Establish a targeted initiative to provide special assistance to communities affected by the
construction of the West Bank Separation Wall
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5.2 Social

This section sets out the Palestinian reform and development agenda in the Social sector and
demonstrates how this contributes to the overarching Palestinian National Policy Agenda (PNPA)
framework described in Chapter 3. It describes the overall policy priorities in the social sector, the
main constraints and challenges faced in the sector, and the related programs, strategic objectives and
resource allocations at the sector, ministry and agency level.

5.2.1 Policy Agenda

The various institutions in the social sector have a critical role to play in achieving the PNA vision for
the future Palestinian state, in particular the desire to be a state that:

e respects human rights and guarantees equal rights for all citizens

e  promotes equality between men and women

o values highly its social capital, social coherence and solidarity, and identifies itself with Arab
Palestinian culture, humanistic values and religious tolerance

o delivers basic services (such as health, education and social protection) effectively.

The PNA aspires to provide an integrated and comprehensive approach to the delivery of high quality
basic social services which at least meet regional standards of performance outcomes. Within the
constraints of the occupation, political instability and economic crisis we will seek to work effectively
with all other service providers to maintain the supply of humanitarian assistance, the continued
payment of public sector salaries and social transfers, and the provision of critical basic services -
including health and education, and activities to protect human rights. We will continue to work
closely with UNRWA, other UN agencies and non-governmental organizations providing relief to
both refugee and non-refugee Palestinians in Gaza, to ensure that these needs are met.

There are numerous ministries and agencies active in the Social sector, providing services and
promoting rights and culture. The ministries of Education, Health, and Social Affairs are primarily
engaged in providing services as is, but to a lesser extent, the ministries of Awqaf & Religious
Affairs. The ministries of Awqaf & Religious Affairs, Culture, Detainees & Ex-Detainees,
Information, Women’s Affairs, and, Youth & Sports are mainly involved in the promotion of rights
and culture.

Several hundred Palestinian and international NGOs and other agencies deliver vital social services.
The largest of these is UNRW A, which provides basic education, health and social protection services
to over 1.6 million Palestinian refugees living in the West Bank and Gaza. NGOs have historically
played a key role in providing specialist services, such as early childhood development, psychosocial
services, elderly care, cancer treatment and neurology, but are increasingly dependent on the PNA for
contracts.

Social sector ministries and agencies make a significant contribution towards achieving two of the
national goals laid out in the PNPA. The sector supports a wide range of policy areas and activities
including health, education, social safety nets, emergency relief, unemployment, gender, youth and
children, disability, and martyrs and detainees.

The following points are intended to be illustrative, rather than exhaustive, in demonstrating the
powerful impact of a better-functioning public sector on the achievement of national goals.

» Increased national prosperity — Economic security, stability, viability and self-reliance will

be achieved through an increase in sustainable employment and an equitable distribution of
resources, leading to the reduction and eventual eradication of poverty and the growth of
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individual and national wealth. Key contributors to national prosperity are a healthy and well
educated population which can serve the needs of economic and social development.
Organisations in the social sector will be working to improve the range and scope of their
activities to ensure that all marginal and vulnerable groups have access to health and
education services to enable them to fully participate in planned economic development. The
education system will be modernized to better prepare our young people for a better future.

» Enhanced quality of life — It is essential to ensure that the current economic difficulties do not
lead to a breakdown in social cohesion. The welfare of vulnerable groups must be maintained
while pursuing a private sector-led approach to economic growth. Investments must be made
in social development and continued efforts to build effective mechanisms for social
assistance and protection. Quality of life will be enhanced by better targeting of social
assistance activities and ensuring that the unemployed, women, youth and the disabled have
equitable access to services.

Given the broad scope of the Social sector’s role in achieving national goals, and the scale of current
social problems and constraints on financial resources and implementation capacity, it is necessary to
prioritize the sector’s objectives and activities. For the purposes of this PRDP, the main focus is on
activities that will make significant contributions to maintaining and improving health and education
core indicators, alleviating the impacts of the current economic situation and providing a framework
for improving the efficiency and effectiveness of the sector as a whole to improve the quality of
service delivery in a number of key areas.

Taking these priorities into account the PNPA framework includes the following high-level objectives
that are of particular relevance to Social sector ministries and agencies:

» Reinforce social coherence — Palestinian society has been characterised by strong family and
social connections which have been essential in enabling people to deal with the negative
impacts of occupation. This traditional cohesion is currently under threat and the PNA can
provide a framework of services to reduce the marginalization of vulnerable groups by
ensuring that they are able to benefit from education and health services. A range of
community, social and cultural services is also required to provide people with opportunities
to maintain their family and community ties and preserve their culture and Palestinian
identity.

» Provide social protection — The expanding Palestinian population is becoming increasingly
poor and vulnerable. Given the ongoing economic decline and political instability, the
proportion of the population dependent on social and humanitarian assistance looks set to
increase in the near-term. The public is hard-pressed to meet this ever increasing demand for
social protection. In the near-term, policy actions will focus primarily on addressing
institutional weaknesses in the public sector that undermine its ability to meet the basic needs
of the poorest and the most vulnerable. Over the medium-term, assuming a reasonable level
of economic growth, increased employment and poverty alleviation, greater attention will be
given to working with the non-governmental and private sector to provide specialized social
services to vulnerable groups with special needs.

» Restore economic growth — Economic growth will require a work force which is healthy, has
a strong work ethic, and has the appropriate knowledge, skills and experience required by the
private sector. This will require a modern curriculum in primary and secondary schools and a
range of relevant tertiary and education. Enrolment rates in Palestinian schools are high by
regional standards and must be maintained. However, both the content and the quality of
education need to be improved in close cooperation with other education providers, including
private schools and UNRWA. Both the education and the health services will also need to
expand to meet the needs of a growing population — this will require significant capital
investment.
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» Preserve heritage and culture — Palestinian culture is rich in religious diversity, intellectual
and political pluralism, and is characterized by a predominantly agricultural, semi-urban
lifestyle. Ties with the land and traditional village values are strong. The culture is also
characterized by solidarity and social values, strong family connections, honour and dignity.
Territorial fragmentation has disrupted family and personal relationships, and broader social
interaction, thereby weakening the fabric of society and Palestinian identity. Given this
alarming deterioration, near-term policy actions are directed at preserving and restore
Palestinian heritage and culture within the occupied territory. However, given that
Palestinians see themselves as belonging to the broader Arab culture and value open and
positive interaction with other cultures, over the medium term, greater attention will be given
to policies that promote cultural exchange regionally and internationally.

» Develop human capital — In recent years, faced with economic contraction and fiscal crisis,
social sector spending has been largely directed at sustaining the delivery of basic services
and providing a social safety net for the most vulnerable in society. Longer-term investment
in human development is critical to realizing the social and economic recovery of the
Palestinian people. Policy actions in the education, health and housing sectors are required not
only to meet the service delivery needs of an expanding population, but also to provide it with
the education, skills and well-being critical to ensuring social stability and sustainable
development.

5.2.2  Context and Challenges

This section provides a brief summary of the context and challenges faced in key sub-sectors taken
into account in formulating the reform and development programs for the Social sector.

Overview

Some important gains were been made in the delivery of social services in the years leading up to the
2006 elections. Healthcare and education services remain good by regional standards. However, the
social sector is now under severe stress in coping with worsening socio-economic conditions. The
deterioration has been compounded by rapidly increasing unemployment and steep rises in the price
of food and basic household goods. Also, the occupation regime has hindered the predictable
movement of goods and people and diminished access to basic social services.

Political instability and steep economic decline since 2000 have had severe social impacts.
Unemployment more than doubled between 1999 and 2006, reaching almost 35% in Gaza and almost
20% in the West Bank. Approximately two-thirds of Gazans are living in deep poverty. With access
to basic services limited by Israeli closures, health indicators have been declining steadily. Chronic
diseases have risen by more than 30% since 2005. Chronic malnutrition amongst children rose by 3%
between 2004 and 2006. The number of gastrointestinal infections in children under five increased by
42% during the period 2000-04 as households with access to safe drinking water dropped by more
than 8%. Also, the fragmentation of Palestinian territory into a group of isolated cantons, precipitated
by the tightening grip of occupation, settlement growth and mobility restrictions, has also had grave
impacts on social cohesion. Ties of family and friendship have been weakened and opportunities for
social and cultural exchange between different areas within the occupied territory have been limited.

With the population growing at approximately 4% per year, and with unemployment and poverty
rising, the Palestinian social sector is under increasing stress. The education and health systems are
hard-pressed to maintain adequate standards; this has distracted attention from the pursuit of more
strategic development goals. Social safety net arrangements are becoming increasingly large (in terms
of expenditure), poorly targeted, and difficult to manage.
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Social protection

Living standards in the occupied territory have deteriorated sharply since the start of the second
Intifada; 62% of households have lost more than 50% of their income and almost 60% of them are
below the national poverty line. Almost 20% of households suffer from severe poverty according to
actual spending patterns and nearly 45% suffer severe poverty in terms of income. Despite this, the
poor have benefited from emergency relief and informal networks. Emergency assistance has
contained the poverty rate and targeting compares favorably with other countries, but there is room to
improve — especially in the rural areas, and in the central West Bank.

The social sector provides social safety nets in the form of public pensions, cash transfers (including
the Special Hardship Case Fund, temporary employment schemes, the Martyrs and Injured Fund,
Detainees Fund), food aid and various other services. The Ministry of Social Affairs (MoSA) is the
primary public provider of social safety nets and is responsible for several programs: the Special
Hardship Case Fund, a vocational training program for disadvantaged youth and in-kind shelter and
institutional care for orphans, victims of family violence, the disabled and the elderly. MoSA provides
aid to approximately 3.5% of the population of the Palestinian territory and 30% of the most
impoverished households. The Ministry of Detainees and Ex-Detainee Affairs operates a cash transfer
program for current and former detainees of Israeli prisons and their families, and a training and
micro-credit program for former detainees. Many other UN agencies and NGOs also provide support
for social hardship cases with, in particular, UNRW A providing support to refugees.

Preliminary estimates are that social protection spending nearly doubled in 2005, to 6.5% of GDP.
The major source of the increase was the program for Temporary Employment (spending reached five
times the level in 2004).

Education

Performance in this sub sector has been impressive. Enrolment in basic education is universal and the
gross enrolment rate for secondary education is above 80%. Access to basic and secondary education
is equitable with respect to gender, location (rural and urban), refugee status and household income.
The introduction of a new curriculum and the availability of textbooks for all children in school are
major achievements. Since 2000 nearly every teacher has been provided with some form of training.
The student/teacher ratio declined from 28.6 in 1999/2000 to 24.9 in 2005/06. In the West Bank the
ratio in 2005/06 was 25 and in Gaza strip it was 24.7. This is below the average of the region and in
most middle income countries. The number of government schools rose from 1,289 schools in
1999/2000 to 1,661 in 2004/05; more than the percentage increase in the number of students during
the same period. Projections suggest that secondary education will be the main area of expansion with
enrolments growing at over 40% from now to over the next 5 years. Ensuring that all pupils complete
10 years of schooling is a top priority as currently 20% do not complete secondary education.

Rapid expansion of school enrolments over the last 5 years has driven increases in the annual
education budget of 8-9% a year. Education expenditure as a percentage of GDP increased from
7.5% in 2000 to 11.5% in 2003. Government’s share of total education expenditure fell from 42% to
34% during the same period, as private expenditures have increased. However, there are concerns
about variability in the quality of education, the poor state of much of the infrastructure and the lack
of provision in some areas such as early childhood development programs, vocational education and
education for children with special needs. The Ministry of Education and Higher Education hopes to
be able to make significant investments to accommodate the expected increases in enrolment,
rehabilitate school building, improve teacher training and expand the range of education services.

Health

Until recently, the Palestinian population has enjoyed a quality of health care favourable in
comparison to most middle income countries. Prior to 2000, the health care system in the West Bank
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and the Gaza recorded high levels of immunisation coverage, prenatal care and effective basic health
services. However, strains on the health care system are reflected in declining health indicators.

Prenatal care coverage has declined while homebirths have increased nearly ten-fold, particularly in
rural areas, contributing to a rise in the number of stillbirths. The deterioration in the public health
system is also evident in the increased incidence of waterborne communicable diseases, particularly
among children. In the period 2000/04 gastrointestinal infections in children under five have increased
42 percent, and the prevalence of amoeba and giardia increased by 40—60 percent. Malnutrition rates
have increased from 8 percent stunting in 2000 to 9 percent in 2002, and from 1.4 percent wasting in
2000 to 2.5 percent in 2002. Decreased access to care and to preventive programs contributes to the
increased incidence of chronic conditions, such as diabetes, cardiovascular diseases and renal failure,
and poorer treatment outcomes. However, most patients are not accurately screened for these
conditions. The Ministry of Health has been increasingly unable to pay drug manufacturers and drug
providers on a consistent basis raising the risk of problems of drug availability. While 75% of the
population benefits from some form of health insurance, the system is becoming increasingly more
difficult to finance as the number of non-contributing members has increased. Delivery of health care
is particularly problematic in Gaza due to current restrictions on the movement of essential supplies
and the rapidly deteriorating quality of health infrastructure.

Rights and culture

The ongoing economic and fiscal crisis has diverted attention and resources away from activities
aimed at protecting the rights of vulnerable social groups and preserving national heritage and culture.
The financial embargo placed on the PNA during 2006, and the resultant suspension of salary
payments to those public servants not directly involved in the delivery of social services, brought the
activities of the relevant ministries to an almost complete standstill. As a result, the institutional
capacities of these ministries, which have never enjoyed sustained financial or capacity-building
support, have deteriorated even further and there is significant reliance on NGOs to provide social and
cultural activities.

Human rights issues are becoming increasingly pressing, with the need to develop clear policies and
strategies to support groups such as women, children and ex-detainees and ensure that these policies
are mainstreamed throughout the public service and beyond into the various NGOs and other
organizations providing public services.

Conclusions

This brief review reveals a significant deterioration in the state of the Palestinian social sector.
Developing policies to address the situation requires careful analysis of the main contributory factors
and the common challenges faced across PNA Social sector organizations. Some of the common
themes and challenges, which have informed the design and prioritization of reform and development
programs summarized in section 5.2.3, are summarized below.

» A social sector under stress — With the population growing at approximately 4% per year, and
with unemployment and poverty rising, the social sector is under increasing stress. The
education and health systems are hard-pressed to maintain the service standards to which
citizens have become accustomed; this has distracted attention from the pursuit of more
strategic development goals. Social safety net arrangements are becoming increasingly large
(in terms of expenditure) and difficult to manage. Without coherent PNA policies and
institutions, there is a risk that donors will be further drawn into filling the vacuum and aid
dependency will continue to rise. The state of almost permanent crisis in the sector has also
distracted attention from, and strategic investment in, activities aimed at preserving
Palestinian heritage and culture and protecting the rights of women and children.

54



» Fragmentation of territory and restrictions on movement and access — Lack of control over
contiguous territory hinders the PNA’s ability to ensure comprehensive and equitable access
to social services and to ensure the consistency and quality of these services. Some
communities’ access to schools and health care facilities is constrained by restrictions on
movement and access, and ministries involved in providing social assistance experience
logistical barriers to reaching out to and effectively targeting vulnerable groups. Whilst
construction of new facilities to improve equitable access to services is an understandable
policy response, it limits the funds available for activities aimed at increasing service quality.
Fragmentation of territory also limits the prospects for social interaction and cultural
exchange within and between the West Bank, the Gaza Strip and the outside world.

» Fiscal issues — A rapid expansion in payroll costs, coupled with a major increase in
contracting services, has almost completely eliminated discretionary spending and made the
sector heavily dependent on external funding for virtually all non-salary expenditures. Fiscal
constraints, and provision of donor funding to a complex web of NGOs and other external
agencies, has resulted in the proliferation of uncoordinated projects. This increases the
potential for wastage of resources, the dilution of impact on service delivery, poor targeting of
social assistance, and a disincentive for introducing efficiency measures.

5.2.3 Reform and Development Programs

This section provides a summary of the reform and development programs to be implemented by
ministries and agencies in the Social sector in each sub-sector. These programs are designed to
provide a basis for planning and implementing the key initiatives and projects needed to achieve
progress towards the national goals and objectives set out in the PNPA. The design and content of the
programs, summarized in Annex 2, take into account the context and challenges faced by sector
ministries and agencies and are based on a realistic assessment of available resources and absorptive
capacity.

The PNA is focusing on a series of social development policies which it is hoped will have two
phases over the next three years. In the short term, the focus will be on improving the targeting and
effectiveness of our social protection and employment generation program to mitigate the impacts of
the occupation and the resulting economic decline. Then, as the economy grows, we intend to invest
heavily in social development and broader social cohesion, cultural and recreational initiatives.

Given the need to deliver a wide variety of social services and the diversity of social groups using
these services, a combination of public, private and nongovernmental organizations is required to
provide them. We recognize the importance of partnership and better coordination with private sector
service providers and NGOs. Over the medium term, we aim to set explicit quality and service
standards and monitor all service providers.

We will also continue to work closely with UNRWA, which faces similar challenges in the delivery
of basic services to refugees, with a view to fostering comprehensive approaches to Palestinian
development across different sectors and maximizing aid effectiveness, including in refugee camps.

Social protection

Government spending on social assistance programs has increased significantly in recent years. It
doubled to approximately 6.5% of GDP in 2005 - the last year for which reliable figures are currently
available. Given the increasing hardship and economic recession of 2006 and 2007, this figure will
have risen sharply. Social assistance is provided through a complex web of PNA organizations
(including at least three ministries), NGOs and other external agencies implementing a series of
uncoordinated initiatives, including cash assistance and food aid. This has inevitably led to wastage
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of resources and poor targeting of assistance, coherent reform of social safety net activities is
essential.

The PNA will continue to take responsibility for ensuring that the poorest and most vulnerable in
society receive a basic level of assistance. The ‘Social Protection Reform and Integration’ (SPRI)
program, will develop an overall social assistance strategy which will improve the equity, efficiency
and effectiveness of social protection. The Social Safety Net Reform Project, with backing from the
World Bank, is already supporting the implementation of new operational procedures for the
identification, verification and targeting of the truly poor in order to ensure efficient use of resources.
During 2008, the Social Safety Net Reform Project will be scaled up considerably to provide a single,
reliable and comprehensive database to support the provision of social safety net assistance for the
most needy. This information will be shared with non PNA organizations in order to improve the
targeting and impact of social safety net projects. This will include continuing close liaison with
UNRW A, in the context of the ongoing reform of their Special Hardship Case program for refugees.

The package of services will also be reviewed to provide a combination of immediate and direct
poverty alleviation activities, such as cash transfers and food aid, and complementary activities to
enable the poor and vulnerable to become more self-reliant.

Education

We seek to guarantee citizens’ access to a comprehensive education system consisting of: pre-school,
basic and secondary education; formal and non-formal education; technical and vocational education;
and higher education. Our commitment to the education sector is illustrated by the fact that education
accounts for more than 30% of proposed budget support for recurrent expenditures and approximately
20% of donor support requested for the public investment program. With the necessary levels of
support from donors, we believe we can implement much-needed modernization of the education
system and therefore better prepare our citizens, particularly the youth, for the future. This will
include modernization of the curriculum in line with our vision of a future Palestinian state — a state
with a knowledge-based economy, connected to the global community, which embraces humanistic
values and is tolerant.

The ‘Access to Education’ (ATE) program will maintain an enabling physical environment for all
students at all levels by providing adequate classroom space, facilities and text books. We will also
resume financial support to the public universities and ensure that a well-targeted student loan facility
is in place to improve access to tertiary education.

We will build on our achievements in securing high levels of access to education by implementing
policies and programs that focus on further improving the quality of education. In order to deliver
quick impact to those children and families in most need, and to field-test innovative approaches, the
initial focus will be on delivering pre-service and in-service teacher training, upgrading mechanisms
to evaluate and improve teacher performance, curriculum development, better (and cost effective)
facilities, and modern equipment in the 600 lowest performing schools across Gaza and the West
Bank. Once field-tested, this ‘Quality Education For All’ (QEFA) program will be rolled out to
several hundred more schools. We are engaged in ongoing discussions with stakeholders interested in
expanding and accelerating support to developing the education sector. This could lead to the
establishment of dedicated funding and technical assistance over and above the investment indicated
in section 4.2.4. The primary aim of this support would be to develop and implement innovative
approaches to addressing the structural challenges faced in delivering quality education services to a
growing population.

We will also launch the ‘Education Performance & Efficiency’ (EPE) program aimed at systemic
reform of management and decision-making systems and processes. These reforms will focus on
investing in more cost-effective infrastructure and facilities, provision of public financial management
capacity building, and other measures that progressively increase the sustainability of sector spending.
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The “Vocational Training Initiative’ (VTI) program will focus on the provision of vocational and
technical training at the secondary and tertiary levels, to better prepare young Palestinians for the job
market.

Health

The strains on the Palestinian health care system are reflected in declining health indicators in, for
example, waterborne communicable diseases, access to vital services and substantial increases in
malnutrition rates and conflict-related trauma. There is no doubt that the system faces a unique set of
challenges related to occupation including, but not limited to, elevated levels of insecurity and
restrictions on mobility. However, notwithstanding these critical problems, in addition to continuing
its efforts to meet increasing demand for access to health care, the PNA will also focus on building
strategic management capacity and reforming health financing in order to increase the quality and
affordability of public health care.

The ‘Health Quality Improvement’ (HQI) program will invest in the quality of individuals,
organizations and physical facilities. The HQI program will cover a wide range of infrastructure,
equipment, training and other capacity-building needs, but only insofar as they are sustainable and
cost-effective. For example, investment in tertiary health care facilities will progressively reduce the
need for expensive medical referrals to private hospitals locally and overseas. There will also be an
emphasis on preventative care and primary health care to improve the general health of the population
and reduce the cost of treatment. The PNA will also give greater attention to building its capacity to
fulfil its role as regulator of the sector.

The ‘Health Care Affordability’ (HCA) program will be directed at achieving a better allocation of
resources to improve health service delivery to citizens. The HCA program will focus on developing
effective policies, systems and processes for ensuring more cost-effective procurement of drugs and
medical equipment. It will also strengthen accountability for the allocation of resources through, for
example, upgrading internal financial management systems and providing training on public financial
management.

Empowerment

We are dedicated to the empowerment of all our citizens through the establishment of an open,
transparent and democratic society under the rule of law. However, there is an urgent need to
implement proactive programs to empower youth and women in our society. There is also an urgent
need to empower the unemployed, whilst also alleviating poverty, through employment generation
initiatives.

The “Women’s Empowerment’ (WE) program will support the economic empowerment of women
through the provision of special assistance and training to increase female participation in the job
market and to enhance the role of women in the private sector. The program will also promote the role
of women in the public sector and in the democratic process.

The “Youth Empowerment’ (YE) program will focus on assisting young Palestinians to make the
transition into the work place through internship programs, developing entrepreneurial skills, and
providing seed capital for business start-ups.

The ‘Employment Generation Initiative’ (EGI) will provide productive, paid employment and micro-
financing programs (such as the ongoing DEEP program) to unemployed and vulnerable people
across the West Bank and Gaza. The initiative will focus on small and medium-sized labor-intensive
infrastructure projects which make meaningful contributions towards the achievement of our national
goals of enhancing quality of life and increasing prosperity.
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Rights and culture

Reform and development in relation to rights and culture is included in many of the broader programs
outlined above. For example, the starting point for the development of the education programs is the
recognition that education is a basic human right, so programs such as Quality Education for All will
seek to increase access to mainstream education for children with special needs. In addition, all the
programs in the Empowerment sub sector will support basic human rights for the unemployed,
women and youth.

The Tourism Industry Development program in the economy sector will support the rehabilitation and
culture sights, and the Affordable Housing program should provide greater access to acceptable
housing for the poor. The provision of public recreational and cultural facilities will make a major
contribution to improving the daily lives of citizens. The ‘Public Recreation and Culture’ (PRC)
program will provide local government with funding and capacity to develop local sports, recreation
and cultural facilities in accordance with local needs.

In addition to these linkages to other programs, there is a specific program aimed at preserving the
culture, creativity and heritage of the Palestinian people. The ‘Culture, Creativity and Heritage’
(CCH) program will provide support to the preservation, production and promotion of Palestinian art
and literature based on a national strategic plan to be developed under the leadership of the Ministry
of Culture.

Links to other sectors and programs

It is also important to note that a number of other programs outlined in this plan will provide further
support for social development, by providing improved living conditions for Palestinians. These
include, but are not limited to the Affordable Housing program, the Road Improvement program,
Electricity Sector Investment program, Water and Wastewater Management program and the Public
Recreation and Culture program.

5.2.4 Resource Allocation

Resources, amounting to 45% of the total budget, have been allocated to the Social sector for each
year from 2008 - 2010. This is substantial increase compared to prior years and reflects the high
priority attached to maintaining access to basic social services. The sector also accounts for almost
31% of the development budget throughout the next three years. This resource allocation reflects the
importance attached to investing in the sector to improve the quality of social services.

Development budget

The total development budget for the sector amounts to $ 583 million. The allocation of resources to
the programs described in section 5.2.3 is summarized in Table 5.2.1 below.

Table 5.2.1 Allocation of development budget resources

Program 2008 2009 2010 Total
(8m) ($m) ($m) (Sm)
Social Protection Reform and Integration 5 5 2 12
Access To Education 34 46 76 156
Quality Education For All 45 50 51 146
Education Performance & Efficiency 2 2 1 5
Vocational Training Initiative 6 8 15 29
Health Quality Improvement 29 35 52 116
Health Care Affordability 8 10 5 23
Women’s Empowerment 8 7 8 22
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Youth Empowerment 5 5 3 13
Employment Generation Initiative 19 20 18 57
Culture, Creativity and Heritage 1 1 1 3
Total 162 189 232 583

Further analysis of the underlying development projects and initiatives, resource allocations and
associated performance targets is shown at Annex 2.

Recurrent budget

The total recurrent budget allocations to individual ministries and agencies are set out in Table 5.2.2
below. The table provides an analysis of the resource allocations to individual strategic objectives.

Table 5.2.2 Allocation of recurrent budget resources

Ministry/agency Strategic objectives 2008
$ million
Ministry of Provide universal access to primary & secondary education and a range 438
Education and of other educational services for other target groups
Higher Education Improve the quality of education and learning 9
The Ministry has adequate, effective and efficiently used resources, 5
planning and management systems
Total 451
Ministry of Health | Achievement of the best possible outcomes from health care services 246
Ensure sustainable financing of health care system 0.3
Efficient & effective infrastructure for provision of health services 1
Ensure the Ministry has adequate and appropriate human resources 0.2
Effective policy making, planning and management 0.4
Total 248
Ministry of Social Provide basic social safety net support to impoverished and 93
Affairs marginalised households
The MoSA provides high quality services 71
Support the economic empowerment of poor households 1
Total 165
Ministry of Labor Ensure that all citizens work in a safe environment and that workers’ 3
rights are protected
Ensure effective functioning of the labor market & ensure an 7
appropriately developed labor force to meet needs of the economy
Total 10
Ministry of Awqaf | Improve awareness of Islamic culture and religion in the society 33
& Religious Provide social protection to the needy and under privileged
Affairs Ensure that the Ministry has sufficient capacity to fulfil its functions
Obtain maximum return from the ministry's property
Total 33
Ministry of Culture | Effective support for raising awareness of culture & arts 3
Support increased participation in cultural activities 1
Support preservation of heritage and culture 1
Total 5
Ministry of Support rehabilitation & development of ex-detainees to enable them 5
Detainees and Ex- | to integrate into society & economic activity
Detainees Provide support & protection for prisoners, freed prisoners & their 61
families
Provide defense for prisoners and protect their rights 3
Lobby international and regional support for Palestinian prisoners’ 1
cases at Israeli prisons
Strengthen institutional and administrative structure of the ministry 3
Total 73
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Ministry of Provide suitable environment for developing the performance of local 2
Information media & build their capacities
Raise public awareness about local issues 0.5
Advocate the Palestinian cause locally & internationally 0.5
Total 3
Ministry of Support participation of women in policy and decision making 0.3
Women’s Affairs Provide support for achieving an enabling environment for increased 0.3
participation of women in the labour market
Increase the level of participation of girls in professional and technical 0.5
education and training
Support an environment for reducing violence against women in 0.1
Palestinian society
Total 1.2
Ministry of Youth | To provide maximum level of access to facilities/services for sports & 8
and Sports youth activities; encourage participation in these activities
An adequate and effective infrastructure for the development of the 2
youth and sports sector
Total 10
Other organizations not participating in the 2007 PRDP process
Palestine N/A 21
Broadcasting
Corporation
Palestine News N/A 2
Agency
Commission of N/A 2
Public Information
Total 25
Grand Total \ 1,023

5.2.5 Summary of planned outcomes and targets

As shown in the sections above, our reform and development plan includes a comprehensive and
integrated approach to all aspects of social development. It covers the range of needs from social
protection for the poor and vulnerable, to a set of broader social development activities to strengthen
social cohesion and support both social and economic development.

The intended achievements and outcomes from our Social sector plans are outlined in full in Annex 2,
and the key performance indicators are summarised below. Indicators and targets have been specified
for the majority of objectives. Unless otherwise indicated, the targets are specified for the end of the
three year period. In a few cases, work is ongoing to ensure the feasibility of measuring certain
indicators and, as such, the target is denoted with an “X’.

Social Protection Reform and Integration

This program is designed to maximize the equity, efficiency and effectiveness of social protection
activities and services. Over the period of the PRDP 2008-10 the main objectives and targets will be:

e Provision of social assistance aid to 60,000 poor households
e Development of a Social Protection Strategy, targeting database and a framework for

cooperation with NGOs on policy formulation and service delivery

Access to Education

This program is designed to improve access to education at all levels. Over the period of the PRDP
2008-10 the main objectives and targets will be:
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e 99% enrolment at the primary level

e 98% enrolment at secondary school level

e 50% of pupils with special needs joining mainstream education

e 30% reduction in the number of poor quality, rented facilities

e No children without text books

e Increase percentage and numbers of persons with access to higher education by X%

Quality Education for All

This program is designed to improve the quality of education at all levels. Over the period of the
PRDP 2008-10 the main objectives and targets will be:

e 600 schools providing high quality learning environments

e Modern school curriculum developed

o Integrated teacher training strategy developed

e Tertiary education Quality Development Fund implemented

Education Performance and Efficiency

This program is designed to improve the quality of policy making, planning and administration in the
education sector. Over the period of the PRDP 2008-10 the main objectives and targets will be:

o Comprehensive sector strategic plan, developed in coordination with other service providers,
completed and being implemented

e Implement a comprehensive capacity building plan to upgrade policy-making, planning and
financial resources management in the sector

e Implement modern teacher quality control and supervision mechanisms

Vocational Training Initiative

This program is designed to improve access to vocational training and to ensure high quality, relevant
training that is responsive to the needs of the labor market. Over the period of the PRDP 2008-10 the
main objectives and targets will be:

e Increase the number of secondary school leavers entering TVET by X%
e Increase the number of girls entering TVET by X%
e Modern school curriculum developed

Health Quality Improvement

This program is designed to improve the coverage and quality of health care services. Over the period
of the PRDP 2008-10 the main objectives and targets will be:

e 97% of all children immunized against the main communicable diseases

e 100% of population with access to primary health care services - construct 30 primary health
care clinics

e Complete upgrade projects in 7 hospitals to improve access to, and the quality of secondary
health care

e Develop and implement standard operating guidelines for all PHC and SHC facilities

e Develop and implement health worker training and continuous education program
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Health Care Affordability

This program is designed to achieve better allocation of resources to ensure quality health care
services at a reasonable, sustainable cost. Over the period of the PRDP 2008-10 the main objectives
and targets will be:

e Increase revenue from health insurance system by 20%

e Increase amount of drugs purchased through competitive bidding process by 60%

e Strengthen coordination with other health care providers — increase the number of joint
programs by 70%

o Establish a comprehensive program to build capacity of health policy, planning and financial
management function in the Ministry of Health

Women’s Empowerment

This program is designed to empower women in society by increasing their participation in economic
activity. Over the period of the PRDP 2008-10 the main objectives and targets will be:

e 1,000 women given sustainable incomes from micro enterprises

e 1,000 young female graduates receive relevant work experience to enable future paid
employment

e 1,000 rural women given sustainable income from economic activities

e Remove gender discrimination from PNA policies & laws (incl. civil service, social
insurance, personal status, and labor laws)

Youth Empowerment
This program is designed to empower the role of the youth in society by increasing their participation
in economic activity and providing opportunities to develop their skills. Over the period of the PRDP
2008-10 the main objectives and targets will be:
e Total of 10,000 female and male youths between the ages of 18 to 29 receive support for
skills development and employment
e Develop and implement a Palestinian Youth Law to address the needs and protect the rights
of young Palestinians

Employment Generation Initiative

This program is designed to deliver near-term reductions in unemployment and provide economic
stimulus. Over the period of the PRDP 2008-10 the main objectives and targets will be:

e  Unemployment reduced by X% through direct intervention in the labour market in
employment generation initiatives

Culture, Creativity and Heritage

This program is designed to establish a national plan for the preservation and promotion of Palestinian
culture, creativity and heritage. Over the period of the PRDP 2008-10 the main objectives and targets
will be:

e Develop, publish and begin implementation of a national plan to preserve and promote
Palestinian culture, creativity and heritage
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5.3 Economy

This section sets out the Palestinian reform and development agenda in the Economy sector and
demonstrates how this contributes to the overarching Palestinian National Policy Agenda (PNPA)
framework described in Chapter 3. It describes the overall policy priorities in the Economy sector, the
main constraints and challenges faced in the sector, and the related programs, strategic objectives and
resource allocations at the sector, ministry and agency level.

5.3.1 Policy Agenda

The various organizations in the Economy sector play a critical role in achieving the PNA’s vision for
the future Palestinian state, in particular the aspiration to be a state that:

e  creates an enabling environment for a thriving private sector

e views its human resources as the driving force for national development

o has a knowledge-based economy that is open to other markets around the world and strives to
produce high value-added, competitive goods and services.

Public sector organizations with a direct role in regulating and developing economic activity include a
number of ministries and specialized agencies. At the centre of government, the Ministries of Finance,
Planning, and National Economy have significant policy-making and regulatory roles. The Ministries
of Agriculture, Tourism & Antiquities, Telecommunications & IT, and Transport operate at the sub-
sector level. Various public sector agencies also have an important role in enabling economic activity
and development. These include the Palestinian Central Bureau of Statistics (PCBS) and the
Palestinian Monetary Authority (PMA), which are independent agencies, and the Land Authority. The
Boards of Directors of the Palestinian Standards Institute (PSI), the Palestinian Investment Promotion
Agency (PIPA), and the Palestinian Industrial Estates and Free Zones Agency (PIEFZA) are chaired
by the Minister of National Economy.

A large number of non-governmental organizations are involved in advocacy and lobbying activities
on behalf of the private sector. Most of these are business membership organizations and all operate
as non-profit organizations. A number of these bodies (including the Federation of Chambers of
Commerce (FPCCIA), the Palestinian Federation of Industries, PalTrade, the Palestinian
Businessmen’s Association, the Shippers’ Council, and other more specialized bodies) are organized
into the Private Sector Coordinating Council (PSCC). The PSCC is a loose-knit council through
which members coordinate their agenda and activities. These private sector organizations are
independent from any government agency, but maintain good working relationships with the public
sector.

Economy sector ministries and agencies, in collaboration with non-governmental bodies, make a
significant contribution towards achieving all of the national goals laid out in the Palestinian National
Policy Agenda (PNPA). First and foremost, the sector strives to increase national prosperity by
promoting the private sector as the engine for economic growth. However, such growth clearly has the
potential to enable citizens to enjoy a better quality of life. Economic growth, driven by an expanding
private sector, should also alleviate the upwards pressure on public sector spending and allow
government focus on delivering more cost-effective basic services, safety and security.

Given the broad scope of the Economy sector’s role in achieving national goals, and the scale of
current socio-economic problems and constraints on financial resources and implementation capacity,
it is necessary to prioritize the sector’s objectives and activities. For the purposes of this PRDP, the
near-term focus is on jump-starting economic growth, creating jobs, and restoring trust in the PNA’s
economic management capability. Over time, a more developmental approach is required that
addresses the low productive capacity of the economy and promotes its development towards
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production of higher value-added goods and services that are competitive in regional and international
markets.

Taking these priorities into account the PNPA framework includes the following high-level objectives
that are of particular relevance to Economy sector ministries and agencies:

» Enable private sector development —The private sector, and in particular the productive
sectors, will be the main engine of sustainable, long-term economic growth. In the near-term,
the private sector must be enabled to establish the basis for sustainable development by
generating the productive employment, producing the goods and services, and creating the
surpluses needed to enhance national prosperity. Economy sector ministries and agencies have
a major role to play in establishing a modern institutional framework, securing and
implementing international trade agreements, and facilitating the delivery of development
assistance in a fashion that is conducive to private sector growth. In the near term, quick-
impact initiatives can jumpstart an economic recovery and create jobs. However, a
developmental approach is also required; one that encourages the productivity and growth of
the industrial and tourism sectors, and allows the Palestinian economy to develop a
diversified export portfolio.

» Develop physical capital - Palestine has limited natural resources, making effective utilization
and allocation critical. The conservation and effective use of national resources, such as water
and stone, land and sites of historical and cultural significance are also critical to Palestine’s
economic development. Economy sector ministries and agencies, working alongside public
sector organizations in the Infrastructure sector, have a major role to play in developing and
implementing policies to enhance trade infrastructure improve access to, better conserve and
utilize natural resources.

» Develop human capital — The Economy sector, working in tandem with the education sector,
has an important role in ensuring that the provision of suitable education and training
contributes towards developing a capable labor force. The sector also needs to facilitate the
provision of development assistance to increase the skills and capacity of the private sector,
and increase incentives to establish and grow small and medium-sized enterprises.

» Move towards fiscal stability — A rapid and sustainable recovery of the Palestinian economy
requires parallel actions to reduce the growth of public sector spending (through better public
expenditure management and better governance generally) and to stimulate private sector
growth. These actions are mutually reinforcing. Private sector development and economic
prosperity enhance the prospects for improving governance; in turn, better governance
enables growth, and ensures equitable and sustainable development. Policies, plans and
resource allocations in relation to the Governance sector and, in particular, measures to bring
public sector spending under control, are detailed in Section 4.1.

5.3.2 Context and Challenges

This section provides a brief summary of the context and challenges faced in key sub-sectors taken
into account in formulating the reform and development programs for the economy sector. A detailed
assessment of the Palestinian macro-economic and fiscal situation is provided in Chapter 2 and, as
such, will not be repeated here.

Overview

Years of dependency on the Israeli market, political instability, the continued growth of settlements,
and the related tightening of movement and access restrictions have deterred productive investment
and stunted the growth of Palestinian industrial and productive capacity. Economic growth in more
stable periods has been largely driven by agriculture, construction, and labor in Israel. There has also
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been little investment in developing high value-added export businesses which could form the basis of
a self-sustaining economy. In reality, the economic growth witnessed in 2003-05 was largely driven
by public sector spending and private consumption funded by aid and remittances.

Since Israel’s disengagement in 2005, Gaza has undergone a restrictive closure regime that has
undermined the growth of its private sector. The illegal seizure of Gaza by Hamas, and the ensuing
Israeli restrictions on the entry of all-but-humanitarian goods and on exports, has led to a collapse of
the private sector (which represents more than half of the job market). As a result, unemployment is
expected to increase further, making Gazans almost completely dependent on donor assistance. More
generally, throughout the occupied territory, recent economic shocks, including periodic suspensions
of overseas aid, had a major negative impact on the economy which put elements of the private sector
under great stress. With a large fiscal deficit, the PNA needs time to clear arrears to both private
sector suppliers and to employees — more rapid clearance of these arrears would clearly provide
economic stimulus and build greater consumer and business confidence.

Despite the major structural challenges and the damage done by years of political instability and
conflict, the Palestinian economy has enormous potential for future growth, and a revival from its
current condition is urgently needed. However, continued political uncertainty, combined with
deteriorating conditions on the ground due to continued settlement expansion, restrictions on
movement and trade, and restrictions on access to resources, have led to a dwindling of investment
and have stripped the economy of the bulk of its productive capacity. This has, in turn, resulted in
increases in poverty levels and made the Palestinian economy more aid dependent, triggering relief-
based provision of aid that perpetuates the cycle of de-development and dependency that could
ultimately exacerbate the humanitarian crisis.

Sustainable, long-term growth of the Palestinian economy depends not only on political progress and
stability. It also hinges on the development of industrial capacity to produce more competitive, higher
value-added products that can reach new regional and international markets. Over the medium to
long-term, the services sector (and the ICT sector in particular) offers the greatest potential for
transition to a more knowledge-based economy.

Agriculture and agro-industry

The agricultural sector is a critical productive sector which has typically contributed approximately
10% of GDP, 20% of exports and 15% of total employment. The sector also makes a major
contribution to food security. The main exports have included olives and olive oil, cut flowers, fruit
and vegetables. If the political situation improves, the sector has high potential to contribute
meaningfully to immediate economic recovery, through export development and by rebuilding and
expanding established business models. Furthermore, under such a scenario, the expected increase in
income levels and population (through influx of returnees) would also increase local demand for
agricultural products. However, there are a variety of challenges of facing the sector, which have
largely been driven by territorial fragmentation, geographic isolation, and physical damage brought
about by years of conflict and occupation.

Securing access to, and conflict-related damage of, natural resources is a key issue in this sector.
Substantial tracts of land are in need of reclamation and rehabilitation. Also, conservation and
sustainable use of water is essential in a region in which it is an increasingly scarce resource. Without
sustainable management of key natural resource inputs, the sector cannot realize its full potential as a
source of national income and employment.

The physical and administrative barriers imposed by the occupation regime are a powerful inhibitor to
sector growth. Fragmented local production, restricted access and confiscation of land, settler
violence, and susceptibility to closures and delays in movement of goods all have a powerful negative
impact. The sector is also highly vulnerable to political instability and escalation of conflict. This has
been clearly demonstrated by recent events in Gaza. Agriculture accounts for a significant portion of
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exports from Gaza, with nearly 5,000 farmers dependent on the export of cash crops. Production in
2007, which was expected to be around USD 14 million (USD 13 million for export), has been
completely lost due to border closures.

Whilst, historically, Palestinian agricultural products have been quite successful in the export market
during more stable and peaceful times, global markets are becoming increasingly competitive and
demanding. Relatively isolated from these markets, Palestinian farmers have not kept pace with
changing tastes, technical standards and quality requirements. Also, with the vast majority of
agribusinesses being run by micro-entrepreneurs, who have limited access to finance and are
understandably risk-averse, there has been limited investment in modern agricultural machinery, new
farming methods and alternative crops. At the current time, arrangements for providing the financing,
technical assistance and bulk processing services needed by the sector to modernize and hence
develop its potential to compete in the global market place are clearly inadequate.

Industry

Decades of underinvestment and Israeli policies that effectively suffocated the development of
industrial capacity have left this sub-sector in need of substantial investment. In addition to this long-
term trajectory of stagnation and de-development, the ongoing crisis in Gaza has lead to the near total
collapse of its industrial sector. Recent reports on key industrial sectors (textiles, furniture, and food
processing) show that less than 2% of 24,000 workers employed in January 2007 are still working
today. In the construction sector, all 42,000 jobs held in January 2007 have been lost as construction
materials cannot be imported. Furthermore, repeated and prolonged border closures have made it
impossible for Gaza businesses to maintain exports. Many businesses have closed and set up
production facilities in Egypt or Jordan. This new phenomenon is particular to Gaza: the loss of
capital, entrepreneurial and technical talent, and market relationships will be difficult to reverse.

In recent years, efforts were made to create a support system to stimulate private sector investment in
industry and facilitate forward and backward linkages with other sectors (e.g., agriculture and
construction). In particular, the development of industrial estates was seen as a means of encouraging
industrial development, export growth and private sector investment. The success of such initiatives
has been constrained by volatility in the political situation and related physical and administrative
actions taken by the occupation regime. Subject to progress on the political front and alleviation of
restrictions imposed by the occupation, the establishment of serviced sites in strategic locations, with
guaranteed access to labour and goods, remains an important potential contributor to development of
the sector.

The development many industries in the sub-sector have also suffered as a result of long-standing
isolation from global markets. This has inhibited the accumulation of market intelligence and capacity
to meet product standards and specifications. Restricted access to finance, particularly for micro-
entrepreneurs and SMEs, coupled with high political risk, has also militated against the development
of new management methods, competitive products and business models.

Tourism

Historically, during more stable periods, tourism has played an important role in the Palestinian
economy. In the years leading up to the turn of the millennium the sector saw substantial investment
inflows and provided employment for an estimated 12,000 workers. The sub-sector’s contribution to
GDP has at times exceeded 10% but could increase substantially above this level given improvements
in accessibility (which is currently heavily circumscribed by Israeli restrictions), and the real and
perceived safety and security of visitors.

Tourism not only represents a major source of income for the future Palestinian state; it is also a way
to build bridges with people from other countries and cultures. In addition to the obvious benefits of
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our land’s unique place in history, the value our culture places on hospitality and kindness represents
a unique asset to the future development of a burgeoning tourist industry. In particular, Palestine can
cater to niche markets that cater to specialized interests in the evolving global tourism industry. These
include religious, historical, cultural and eco-tourism.

However, it is clear that years of conflict and stagnation have left the sub-sector with poor
infrastructure, decaying heritage sites, low marketing capacity and weak regulation. Sustainable
growth of the Palestinian tourism sector relies not only on improvement of political and security
conditions, but also on systemic changes that upgrade the quality of the visitor’s experience. Without
this, the sub-sector is unlikely to penetrate significantly beyond the low-budget end of the market.

Construction and housing

The construction sector is a potential major contributor to economic growth and national prosperity.
In 1999, employing more than 22% of the labor force, its contribution to GDP reached almost 11%.
These figures were more than halved during the ensuing years of conflict. However, with a readily
available, skilled and relatively inexpensive local work force, the potential for rapid recovery in the
context of a serious resumption of the peace process is high. Construction is an important driver of
growth throughout the economy due to forward and backward linkages with other sectors (especially
construction materials and manufacturing) and its potential for significant employment generation.

The sector’s international competitiveness (including for local donor-funded projects) is currently
constrained by mobility restrictions, weaknesses in regulation, and low understanding of international
standards and practices. However, in the near-term at least, local demand could be sufficient to
stimulate significant growth in the sector.

A potential trigger for rising local demand in the near-term, in a gradually improving political and
economic environment, is the housing sector. High population growth and household formation rates
are putting pressure on household sizes, which stand at approx. 6 people in the West Bank and
approx. 7 in Gaza. Most households have access to basic services but the quality is variable, with
wide disparities between urban and rural dwellings. This indicates already rising local demand for
affordable housing which looks set to increase in the event of improvement in political and economic
conditions. However, there are a variety of issues which need to be addressed to better prepare the
ground for major housing construction projects. Currently, housing construction is dominated by
relatively small private sector operators who focus on constructing “shell” units (for completion by
the owner) and on extensions to existing houses — this is not keeping pace with household growth and
housing density is rising. The mortgage market is virtually non-existent, limited as it is by difficulties
that borrowers experience in meeting collateral requirements — especially possession of clear land
title. Also, rental laws penalize landlords and limit the incentives to the provision of rental housing.

Information and Communications Technology (ICT)

The ICT sector, as both a productive sector and an enabler of other sectors, has shown an impressive
track record of growth during more stable periods in the occupied territory. An active industry
association provides value leadership in the sector and businesses are relatively well managed by local
standards. The sector is relatively well-positioned to play a central role in realizing the vision of a
knowledge-based economy in a future Palestinian state. A well-educated labour force, with above
average language skills by regional standards, has the potential to deliver services in the regional and
global market place even in spite of existing movement and access restrictions which cripple other
sectors. The sector could also play a valuable role in providing IT services to the public sector and, in
particular, support the introduction of e-government initiatives aimed at increasing the efficiency and
effectiveness of public service delivery.
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Notwithstanding its great potential for future growth, the sector needs better regulation. Prices,
particularly for telecommunications services, are high by regional standards — breaking down the
existing monopoly and fostering competition would yield more options, better services and lower
prices for consumers. Also, access to investment finance and development capital constrains the
establishment and growth of sector SMEs.

Conclusions

This brief review reveals an alarming deterioration in the state of the Palestinian economy.
Developing policies to address the situation requires careful analysis of the main contributory factors
and the common challenges faced across PNA Economy sector organizations. Some of the common
themes and challenges, which have informed the design and prioritization of reform and development
programs summarized in section 5.3.3, are summarized below.

» Political uncertainty and fragmentation of territory - The continued lack of political progress,
continued occupation, suffocating closures, Israeli settlement expansion, and the construction
of the Separation Wall, are deeply inimical to Palestinian economic growth. Restrictions on
movement and access in the West Bank, the isolation of Gaza, and restrictions on access to
Israel and neighboring countries, prohibit free trade and discourage domestic and foreign
investment. Israeli policies to discourage visiting diaspora also drain an important potential
source of intellectual and financial capital. In Gaza there has been wholesale Palestinian
divestment and redirection of investment into neighboring countries. A political breakthrough
would represent an important opportunity to reinvigorate public and private investment in
economic activity and infrastructure. Without such a breakthrough, the downward spiral of
the Palestinian economy will continue.

» Fiscal instability - The growing budget deficit and almost exclusive deployment of public
sector resources to cover salary and pension costs, and the social safety net, has a direct effect
on economic activity. It is crowding out spending not only on investment and development,
but also on public sector operating costs. It is also driving up private sector arrears, placing
stress of the banking system and negatively affecting credit flows. This dampens enthusiasm
for investment in the private sector, which is already severely inhibited by the poor political
and security environment. Furthermore, the unpredictability of public sector salary payments
has reduced spending by, and lending to, public employees and their families (together
constituting approx. 25% of the population), with cascading effects on the economy.

» Weak legislation and regulation - The Palestinian economy is governed by its relationship
with Israel under the quasi-customs union established by the Paris Protocol. The Paris
Protocol has never been fully implemented, to the detriment of the Palestinian economy, and
today is threatened with obsolescence as a result of the closure of Gaza and movement and
access restrictions in the West Bank. Improving implementation of the Paris Protocol and
amending current arrangements represents an important opportunity, and in some cases pre-
condition, for economic recovery. In addition to the Paris Protocol, Palestinian economic
activity is governed by a body of Palestinian laws and regulations that is still evolving. The
Company Law, Competition Law, Tenancy Law and other key laws and regulations need to
be finalized and implemented. Also, capable regulatory bodies are needed in a variety of
business and utilities services sectors to drive progress towards increasing the competitiveness
of Palestinian goods and services in domestic and international markets.

» Restricted access to markets — Israel remains an important destination for Palestinian products
and a potential source of growth. However, high dependency on the Israeli market limits trade
with other countries and has rendered the Palestinian economy highly susceptible to shocks
resulting from closures and political instability. Regional Arab markets, while theoretically
accessible through trade arrangements and preferential treatment granted by the Arab League,
is still constrained by lack of adequate trade facilitation, relationships, and access for
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Palestinian products through international borders (Allenby, Damieh, and Rafah). Access
restrictions also compromise the Palestinian economy’s ability to benefit from free trade
agreements with Europe, the US and Canada. Expansion into these markets may represent an
important long-term growth opportunity, but this does not diminish the critical importance of
restoring access to and increasing market share in Israel.

» Limited technical capacity - Palestinian entrepreneurs have demonstrated their ability to
transfer and adapt technology effectively. Agricultural, construction, and information
technology capacity have been transferred from Israel and other countries by businesses in the
West Bank and Gaza. In some respects the Palestinian economy is technologically more
advanced than many other countries in the region. On the other hand, there has been limited
investment in industrial and agricultural technology in the past few years, and most
businesses operate with outdated machinery and equipment. Due to this lack of investment
and sustained lack of opportunities to engage with overseas markets, the Palestinian private
sector’s ‘market intelligence’ has eroded and its ability to meet changing tastes and quality
standards has not developed.

» Physical capital limitations - Palestine has few natural resources and access to them is limited
or blocked by the occupation regime, making their judicious use critical. It has limited
quantities of land and water, but more abundant natural gas and limestone. Its 10 million olive
trees are also a valuable natural resource to be protected and exploited sustainably. It has a
climatic advantage for agricultural produce allowing it to harvest and sell produce during the
off-season in Europe (its key agricultural market). However, Israeli restrictions over
movement, access and land use mean that large quantities of fertile land, in the northern
Jordan Valley for example, lie idle. Also, the legal status of land and property is unclear;
many properties (including most of the southern West Bank) are not formally registered and
thus owners do not have clear titles. This retards the expansion of the private sector and the
Palestinian economy in general. It also limits the ability of households and businesses to use
their land as collateral for loans.

» Human capital - The Palestinian work force is highly educated by regional standards. The
labor force is constantly growing and getting younger. The combination of low female
participation in the work force and high fertility rates results in high dependency ratios. This
increases the impact of unemployment throughout society. The private sector is a critical
source of employment growth — the public sector cannot continue to provide an ever-
increasing number of jobs without completely compromising the economic future.
Accordingly, near-term policy emphasis on stimulating growth in labour intensive sectors,
such as construction and agriculture, is essential.

5.3.3 Reform and Development Programs

This section provides a summary of the reform and development programs to be implemented by
ministries and agencies in the Economy sector in each sub-sector. These programs are designed to
provide a basis for planning and implementing the key initiatives and projects needed to achieve
progress towards the national goals and objectives set out in the PNPA. The design and content of the
programs, summarized in Annex 2, take into account the context and challenges faced by sector
ministries and agencies, and are based on a realistic assessment of available resources and absorptive
capacity.

It is important to recognize that the impact of the programs summarized below will be severely
limited without a fundamental change in the movement and access regime (including establishment of
a territorial link between the West Bank and Gaza), and material improvements in the investment
climate. Therefore, parallel concrete, comprehensive and immediate steps must be taken by Israel to
unshackle the movement of goods and people within the occupied territory, between the West Bank
and Gaza, and out into Israel and other countries. Reversal of the current policies within the occupied
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territory, and at the various crossing points, is required immediately. Without serious actions by Israel
to remove the matrix of physical and administrative restrictions, PNA reforms and donor investments
will not have a sustainable positive impact on the economy. Therefore, as one part of a broad
medium-term agenda for developing the economy and private sector, we will work with the Quartet
Representative to implement a series of Quick-Impact Projects (QIPs). The QIPs, which are
incorporated in the programs summarized below, are designed to provide near-term stimulus but,
more importantly, to illustrate the positive impact of parallel actions by the PNA, Israel and donors to
create the proper environment for Palestinian businesses to flourish. Accordingly, the QIPs
incorporated into the medium-term agenda set out below are selected based on the following criteria:
(a) their ability to create economic stimulus, create jobs, and revitalize the labor market (through
greater youth, women, and micro-enterprise participation); (b) their ability to build export-oriented
businesses and supply chain linkages that can be replicated throughout the occupied territory; and, (c)
their reliance on genuine commitment from Israel to remove existing restrictions and create a suitable
environment for the re-emergence of investment and private sector growth.

Trade and Investment Promotion and Enterprise Development

We are committed to implementing institutional reforms to create an enabling environment for private
sector investment, trade and growth. We will also work with private sector business associations and
donors to establish mechanisms for enterprise capacity development and investment risk mitigation.
We are already planning a conference with private sector investors in May 2008 in Bethlehem. Our
intention is to invite business men and women from the local and global community to present and
discuss investment opportunities and generate real enthusiasm for investment in Palestine.

We are upgrading our capacity to manage borders and crossings. We have made significant progress
towards rehabilitating the General Administration for Crossings and Borders (GACB). The Cabinet
has passed a new legal framework and plan for restructuring the GACB. This will, inter alia, lead to
the formation of a management board, chaired by a minister, and consisting of representatives from
key ministries and the private sector. This body will be accountable directly to the Cabinet and will
drive the restructuring and development plan.

Over the medium-term, our efforts to promote trade, investment and growth will be delivered through
three programs of activities aimed at institutional reform, enterprise development and trade
facilitation. We believe that such reforms, coupled with parallel tangible progress towards peace and
liberated from the stranglehold of the occupation, our economy could rapidly become a hub for
regional trade and an attractive destination for foreign direct investment.

The ‘Institutional Reform for Enterprise’ (IRE) program will create a comprehensive and coherent
legal framework, and improve enforcement and regulation. It will also provide support to private
sector business and trade associations that play an important role in advocacy, policy development
and building the capacity of their member organizations. Focus areas will include:

o Upgrading the capacity of ministries and institutions regulating and promoting economic
activity — Key regulatory and supervisory institutions such as the telecommunications and
utilities regulatory bodies and the Palestinian Standards Institute require a comprehensive
program for institutional reform and development. Also, completion of the 2007 Census and
continuation of other regular statistical surveys will help identify economic trends and
opportunities, and enable monitoring of key economic performance indicators. Over the
medium-term, we plan to strengthen PCBS capacity to ensure that credible, regular and timely
information is provided to government policy makers and the private sector.

o FEnactment of a modernized, enabling legislative framework — Revision of legislation to
improve the business and investment climate, whilst at the same time encouraging
competition and protecting the consumer is essential — e.g., a new Company Law,
Competition Law, Land Law, Industrial Law, and Trade Law, and a new Landlord and Tenant
Law.
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o Management of land and other natural resources - The capacity of the Land Authority will be
upgraded so it can undertake land management and registration. This is critical to enabling the
release of vast reserves of capital currently tied up in property. This will be coupled with
actions to encourage investment of the released capital into the domestic private sector,
including developing the mortgage market. The reserves of valuable natural resources, such
as water and limestone, also need to be more thoroughly assessed and policies implemented to
ensure the effective and environmentally responsible utilization of these resources.

The ‘Enterprise Investment and Development’ (EID) program will create mechanisms to improve
SMEs’ access to credit and investment finance. The program will have a particular focus on
businesses producing and exporting high value-added goods and services. Program initiatives will
include:

o Development of human capacity — Palestinian businesses have been isolated from regional
and global markets and therefore cut off from key enterprise learning mechanisms for many
years. Whilst business managers are well aware of their knowledge gaps, they are
understandably reluctant to invest their scarce resources in training, research & development.
Finance will be provided to deliver demand-driven training and R&D necessary to meet
economic development priorities.

o Access to finance — We will work closely with donors and business associations to participate
in the development and oversight of mechanisms aimed at providing direct investment,
matching grants, investment guarantees and financial services to SMEs. Our core objective
will be to ensure that there are incentives to invest in strategic sectors and to encourage
investment in productive capacity.

The ‘Trade Infrastructure and Facilitation’ (TIF) program will focus on rehabilitating and
reintegrating domestic trade and facilitating penetration of international markets. Key priorities
include:

e Reintegrating and rehabilitating the domestic market — Rehabilitation of central produce
markets, development of domestic supply chain linkages and more effective regulation (by
the Ministry of National Economy and the Palestinian Standards Institute) of quality and
safety of domestic products are needed to increase sales of Palestinian products and services
in the domestic market.

o Establishing appropriate arrangements and infrastructure to manage and facilitate trade
through crossing points - Export development requires infrastructure that facilitates trade
through the borders with Israel, Jordan, and Egypt. The international border crossings at
Allenby, Damieh, and Rafah need adequate capacity for the expeditious export of perishable
as well as durable goods. The extent to which border crossings with Israel, which have been
established and managed unilaterally, meet Palestinian trade needs will be assessed. A
Palestinian presence to ensure that Palestinian trade needs are met will be established at these
crossings. Supporting transport and telecommunications infrastructure must also meet the
needs of key trade corridors.

o Establishing and implementing trade agreements — We will promote implementation of
existing preferential trade agreements and arrangements with Arab, European, and North
American countries and work towards establishing new preferential trade agreements with
other key markets.

e Export promotion - Export promotion will need to be tackled on multiple fronts. Restoring
and developing trade into Israel and expanding trade into the Arab and European markets are
priorities. A National Export Council will be established to lead and monitor progress in
meeting export growth targets. Diplomatic and trade missions to extend implementation of
Arab League and other preferential trade arrangements will also be established. Other trade
development and promotion initiatives will be needed to target key markets, as will measures
to enhance trade through Jordan and Egypt to provide alternatives to trade with and through
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Israel. Initiatives to invigorate elements of the service sector that provide export business and
trade services (including packaging, marketing, certification, quality control, and other related
services) will be launched.

e Promoting restoration of trade with Israel, focusing on the implementation of the Paris
Protocol and establishing appropriate arbitration mechanisms — Addressing the lack of
implementation of the Paris protocol and amending it to secure greater benefits for the
Palestinian economy are key objectives. These are needed to increase trade with Israel, the
Arab region, and the rest of the world. Re-establishing the Joint Economic Committee and
lobbying internationally for equitable implementation of the Paris Protocol and for fairer,
transparent arbitration mechanisms is critical to the creation of a more enabling environment
for private sector growth. Advocacy and monitoring of restrictions on internal movement and
access through border crossings with Israel, including establishing Palestinian border agency
control at crossings is necessary.

Agriculture and agro-industry

Due to the hollowing-out of the productive base of the Palestinian economy, economic stimulus
through private sector development will be a major challenge. In the near-term, sectors that are
labour-intensive or focus on simple manufacturing processes, like agriculture and stone, will continue
to play an important role in the economy in terms of the jobs they create and their export potential.
Through rebuilding and expanding established business models, the agriculture sector has the most
potential to contribute to economic recovery in the near-term and also has the potential to enhance
food security.

The ‘Agribusiness Development’ (AD) program will promote the cultivation of higher value-added
cash crops (including organic produce), create agricultural post-harvest and marketing services,
promote agricultural exports to regional and global markets (including Israel, Europe and Arab states),
and improve trade infrastructure. However, fragmented local production, highly competitive and
demanding global markets, and susceptibility to closures and delays in movement of goods, make
achieving growth in this sector particularly challenging. Accordingly, alleviation of movement and
access restrictions are critical to the success of the AD program.

Construction of agro-industrial business parks will be a significant component of the AD program.
This initiative, which is intended to have a quick impact, will be an opportunity to demonstrate the
commercial viability of Palestinian agriculture once movement and access restrictions are lifted.
However, while a significant project, its impact is necessarily limited and does not preclude the need
for immediate removal of movement restrictions in other parts of the occupied territory.

The AD program will also focus on developing commercial ventures that deliver post-harvest services
(including processing, packaging, distribution, marketing and export promotion) and on providing
assistance to farmers to rehabilitate damaged land and infrastructure, improve productivity and
enhance productive use of scarce natural resources.

Industry and Services

Notwithstanding the vital role the agriculture sector will play in revitalizing the economy in the near-
term, its long-term growth potential is limited. The industrial and services sectors need to produce
more competitive, higher value-added products and services, and to reach new markets. Over the
medium-term, priority will be given to developing the services sector and the knowledge-based
economy, particularly in the ICT sector and outsourcing services.

The ‘Industrial and Services Capacity Development’ (ISCD) program will be aimed at rehabilitating

and replacing industrial assets, reintegrating domestic supply chains, promoting exports to existing
and new markets, and providing demand-driven technical assistance to SMEs. Developing
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agricultural, industrial and service assets such as bulk storage facilities, industrial zones, and trade
facilities will help improve productive capacity in the medium term. We are currently reviewing
options for the construction of one or more industrial parks. In the near-term, these construction
projects will be an important source of employment, but their commercial viability will depend on the
alleviation of movement and access restrictions. The location of the industrial parks will be carefully
selected based on commercial viability and equitable geographic distribution.

Tourism

Historically, during more stable periods, tourism has played an important role in the Palestinian
economy. Tourism clearly represents a major source of income for the future Palestinian state but is
also a way to build bridges with people from other countries and cultures. In addition to the obvious
benefits of our land’s unique place in history, we firmly believe that the value our culture places on
hospitality and kindness represents a unique asset to the future development of a burgeoning tourist
industry.

We will give high priority to rehabilitating existing tourism assets, including restoration and
preservation of archaeological sites, so the tourism sector can take full advantage of future
improvements in the political and security environment. The ‘Tourism Industry Development’ (TID)
program will include initiatives aimed at rehabilitating infrastructure, rebuilding the capacity of sector
SMEs (including business associations), and marketing and international public relations activities.
These are regarded as high priorities to prepare the ground for growth in the sector. However, the
main prerequisite for the development of a vibrant Palestinian tourism sector will be the ability of
Palestinian tourist agencies, hotels and the services sector to access international tourists and to
provide a contiguous supply chain of tourism services. This, again, is directly linked to the lifting of
restrictions on the movement of Palestinian firms and individuals. Previous experience, notably in the
run up to Millennium celebrations, has shown that, in the absence of these necessary conditions,
investments will not yield significant, lasting benefits.

Housing

Housing is a highly valued economic and social asset, and its construction provides a major source of
employment. Housing construction is not keeping pace with household growth and overcrowding is
rising. The PNA is committed to increasing access to affordable quality housing for low and middle
income families. Housing construction, through the ‘Affordable Housing’ (AH) program, will be
implemented primarily by the private sector — developers and contractors will be identified through a
rigorous and transparent tendering process. Local government will play a substantial role in housing
site selection and issuing licenses, and the Municipal Development Lending Fund (MDLF) will be an
important source of support to the municipalities in securing funds for connecting new housing
developments to public infrastructure networks.

The AH program will include capacity-building for leading government agencies (including
municipalities, the Ministry of Public Works and Housing, and the Land Authority), and technical
assistance to implement the legal and administrative reforms that are needed to ensure a fully-
functional and sustainable housing market. Our work on developing a clear land administration policy
is at an advanced stage — a land policy cabinet sub-committee has been established to supervise the
Land Authority’s work in registering properties in three pilot locations. Work has also begun on
revising the tenancy law which currently inhibits the growth of the rental accommodation market.
Also, with financial support and technical support from the international community, we will work to
develop a mature mortgage market which allows Palestinians to use land as collateral and benefit
from affordable mortgages from private banks in Palestine.
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5.3.4 Resource Allocation

Resources, amounting to 5.9% of the total budget have been allocated to the Economy sector for 2008,
rising to 6.2% in 2009 and 7.1% in 2010 . The sector also accounts for approximately 21% of the
development budget throughout the next three years. This high development budget allocation reflects
the importance attached to creating and enabling environment (including infrastructure) for private
sector growth which, over time, is intended to replace the public sector as the engine of the Palestinian

economy.

Development budget

The total development budget for the sector amounts to $ 395 million. The allocation of resources to
the programs described in section 5.3.3 is summarized in Table 5.3.1 below.

Table 5.3.1 Allocation of development budget resources

Program 2008 2009 2010 Total
($m) ($m) ($m) ($m)
Institutional Reform for Enterprise 10 10 10 30
Trade Infrastructure & Facilitation 12 12 12 36
Enterprise Investment & Development 18 18 16 52
Agribusiness Development 18 24 24 66
Industrial Capacity Development 19 23 36 78
Tourism Industry Development 15 14 14 43
Affordable Housing 15 25 50 90
Total 107 126 162 395

Further analysis of the underlying development projects and initiatives, resource allocations and
associated performance targets is shown at Annex 2.

Recurrent budget

The total recurrent budget allocations to individual ministries and agencies are set out in Table 5.3.2
below. The table provides an analysis of the resource allocations to individual strategic objectives.

Table 5.3.2 Allocation of recurrent budget resources

Ministry/agency Strategic objectives 2008
$ million

Ministry of Create a conducive environment for the private sector to act as key source 4
National Economy | of national income

Strengthen competitiveness of the private sector to enable it to play a 8

pioneering role in sustainable development

Open the economy to regional and international markets 1
Total 13
Ministry of Provide a supportive environment to facilitate development in agriculture 1.5
Agriculture Facilitate the sustainable use of agricultural land in order to ensure food 11

security and to support economic growth

Facilitate the processing and manufacturing of agricultural products to 0.5

increase economic growth

Mitigate the impacts of conflict and natural disasters on agricultural growth 8
Total 21
Ministry of Facilitate the development of an internationally competitive tourism 3
Tourism & industry
Antiquities Preserve important historical, cultural and religious sites 2
Total 5
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Ministry of Develop, regulate and improve the competitiveness and performance of the 0.5

Telecoms & IT telecoms sector
Improve the efficiency and quality of service of the national postal system 6
Enhance efficiency and effectiveness of government through promotion 0.5
and implementation of e-government

Total 7

Land Authority Confirm land ownership through a comprehensive registration process 2
Effectively managed state owned land in support of economic development 0.5
Establish an appropriate legal and institutional framework for effective land 1.5
management

Total 4

Palestinian Central | Maintain integrated demographic, social, economic & geographic statistics 3

Bureau of Statistics | using standards & specifications in line with international standards
Ensure the effective and efficient use and management of statistical data 0.5
Establish an national statistical system that can be used to inform evidence- 0.5
based policy making

Total 4

Other organizations not participating in the 2007 PRDP process

Standards & N/A 1.5

Specifications

Institute

Investment N/A 1

Promotion

Commission

Industrial Estates N/A 1

& Free Zones

Authority

Total 3.5

Grand Total \ 57

5.3.5 Summary of planned outcomes and targets

As shown in the sections above, our reform and development plan includes a comprehensive and
integrated approach to all aspects of Economy sector development covering the range of needs from
near-term employment generation to a set of broader development activities to build productive
capacity and support a transition to a knowledge-based economy.

The intended achievements and outcomes from our Economy sector plans are outlined in full in
Annex 2, and the key performance indicators are summarised below. Indicators and targets have been
specified for the majority of objectives. Unless otherwise indicated, the targets are specified for the
end of the three year period. In a few cases, work is ongoing to ensure the feasibility of measuring
certain indicators and, as such, the target is denoted with an “X’.

Institutional Reform for Enterprise

A modernised legislative and institutional framework is needed to support private sector development,
economic growth and effective industry regulation. Over the period of the PRDP 2008-10 the main
objectives and targets will be:

e Drafting of legislation and regulation — focusing on a new Company Law, Competition Law,
Land Law, Industrial Law, and Trade Law, and a new Landlord and Tenant Law

e Increase the percentage of West Bank land registered with the Land Authority to 60%

e Reduce telecommunications services costs as a percentage of household expenditure by 40%
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Trade Infrastructure and Facilitation

Modern trade infrastructure and effective trade facilitation policy initiatives are needed to support the
private sector’s ability to penetrate and build export markets. Over the period of the PRDP 2008-10
the main objectives and targets will be:

Increase total exports by 15%

Increase non-Israel exports by 30%

Build infrastructure and capacity to effectively manage border crossing

Complete lobbying activities for equitable implementation of the Paris Protocol and
international trade agreements

Enterprise Investment and Development

Micro, small and medium-sized enterprises need support, through a range of activities to improve
access to credit, financial services and enterprise learning opportunities, to make a full contribution to
sustainable private sector growth and innovation. Over the period of the PRDP 2008-10 the main
objectives and targets will be:

Increase MSMEs contribution to GDP by X%

Increase MSME employment by X%

Increase average SME establishment size by X%

Establish capacity in the PNA to oversee and regulate the provision of investment, credit and
financial services to MSMEs

Agribusiness Development

The near-term growth potential of agribusiness needs to be exploited in order kick-start economic
recovery and improvements in national income and food security. Over the period of the PRDP 2008-
10 the main objectives and targets will be:

Increase agricultural output by 15%

Increase agriculture sector employment by 10%

Increase agricultural exports by 25%

Support construction of an agro-industrial park through provision of supporting infrastructure
Support development of post-harvest services sector at multiple locations throughout the
occupied territory

Complete rehabilitation of damaged farms and orchards

e Establish land and water reclamation and conservation initiatives

Industrial Capacity Development

Reversal of decades of decline in industrial capacity must be addressed in order to build an economy
capable of delivering high value-added goods and services. Over the period of the PRDP 2008-10 the
main objectives and targets will be:

Increase industrial output by 10%

Increase industry and services sector employment by 15%

Establish municipal industrial parks in Tulkarem and Hebron

Establish border industrial parks in Jenin and Tarqumiya

Build capacity of National Standards Institute and other government bodies to establish and
enforce modern manufacturing and product quality standards
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Tourism Industry Development

The near-term growth potential of the tourism industry needs to be exploited in order to kick-start
economic recovery. The industry’s strategic importance and the need to restore and preserve cultural
and heritage sites must also be recognized. Over the period of the PRDP 2008-10 the main objectives
and targets will be:

Increase tourism sector value-added by 100%

Increase tourism sector employment by 100%

Build industry regulation capacity

Establish initiatives to restore and preserve tourism sites

Establish initiatives to build private sector capacity and market Palestine as a tourism
destination

Affordable Housing

An increased stock of affordable housing is needed to relieve the upward pressure on housing density
brought about by increasing population growth. Major housing projects also provide an opportunity to
put the housing construction sector on a more sustainable footing and create significant employment
opportunities. Over the period of the PRDP 2008-10 the main objectives and targets will be:

e Maintain housing density at current levels (despite 4% population growth)

e Number of housing units built for low and middle income families - 20,000 units
e Number of conflict-damaged houses rehabilitated
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5.4 Infrastructure

This section sets out the Palestinian reform and development agenda in the Infrastructure sector and
demonstrates how this contributes to the overarching Palestinian National Policy Agenda (PNPA)
framework described in Chapter 3. It describes the overall policy priorities in the Infrastructure
sector, the main constraints and challenges faced in the sector, and the related programs, strategic
objectives and resource allocations at the sector, ministry and agency level.

5.4.1 Policy Agenda

The various public sector organizations involved in the Infrastructure sector have a critical role to
play in achieving the PNA’s vision for the future Palestinian state, in particular the desire to be a state
that:

e isresponsive to citizens’ needs, delivering basic services
e  creates an enabling environment for the private sector
e manages and protects natural resources.

There are numerous ministries and agencies active in the Infrastructure sector involved in the
planning, construction, operation and regulation of public infrastructure. At the centre of government,
the Ministries of Planning and Local Government have significant policy-making and planning roles.
At the sub-national level, Governors, municipalities and village councils are engaged in policy,
planning and service delivery. At the sub-sector level, the Ministries of Public Works and Housing,
Telecoms and IT, and Transport have significant policy, regulatory and, in some cases, service
delivery roles in their particular sub-sectors. There are also some public sector agencies with very
significant policy, regulatory and service delivery roles; these are the Energy and Natural Resources
Authority, the Water Authority, and the Environmental Quality Authority.

The PNA aspires to provide an integrated and comprehensive approach to the development of modern
public infrastructure which at least meets regional standards. Sound infrastructure is a fundamental
requirement for sustainable development; it is a basic enabler of growth in trade, productivity, living
standards, public health and safety, and environmental protection. It can also facilitate the smoother
operation of the public sector and hence have positive impact on governance, safety and security. As
such, the Palestinian /nfrastructure sector has a key role to play in enabling progress towards all four
of the national goals laid out in the Palestinian National Policy Agenda (PNPA). The following points
are intended to be illustrative, rather than exhaustive, in demonstrating the pervasiveness of the
impact of better infrastructure on achievement of the national goals.

» Safety and security — Improved regulation of utilities, maintenance of the transport, water and
electricity networks, and better solid, liquid and hazardous waste management can have a
material impact on public safety. Also, Palestinian organizations operating in the security and
justice sectors need improved facilities (e.g., courts, prisons, barracks, offices, etc.) in order to
strengthen the justice system and increase the professionalism of the security services.

» Good governance — The efficiency and effectiveness of public sector organizations at the
national and sub-national level could be substantially improved by upgrading physical
infrastructure. Better, more cost-effective schools, health care facilities and office buildings,
and better roads (both within and between the West Bank and Gaza Strip) could significantly
improve the public sector’s ability to deliver services equitably throughout the occupied
territory. More effective regulation and management of utilities can improve fee collection
rates and encourage private sector investment in the sector.

» Increased national prosperity — Efficient infrastructure can provide a platform for revitalizing
the Palestinian private sector in the near-term and building a balanced and independent
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economy over the medium-term. The future development of Palestinian trade, agriculture,
industry and tourism all critically depend on modern, functioning infrastructure. For example,
internal trade depends on a functioning internal road network; export growth requires better
infrastructure at border crossings. Also, provision of industrial estates could play a vital role
in kick-starting the growth and modernization of the industrial sector if efficient infrastructure
and improved access to labour markets and raw material and inputs are secured.

» Enhanced quality of life — Improving the regulation and management of public and private
sector utilities, maintenance of the transport, water and electricity networks, better waste
management, provision of affordable housing, and provision of public recreational and
cultural facilities can make a major contribution to improving the daily lives of citizens.

Given the broad scope of the Infrastructure sector’s role in achieving national goals, and the scale of
current socio-economic problems and constraints on financial resources and implementation capacity,
it is necessary to prioritize the sector’s objectives and activities. For the purposes of this PRDP, the
main focus is on infrastructure repair and rehabilitation activities that will make significant
contributions to socio-economic stabilization and recovery in the near-term and improving the
efficiency and effectiveness of utilities service delivery. Over the long-term, we will work towards
ensuring that public infrastructure and utilities are managed on a commercially-oriented and
financially viable basis and, over time, increase the level of private sector investment and
participation in infrastructure and utilities.

Accordingly, relatively more attention is given to the following high-level objectives in the PNPA
framework:

» Develop physical capital — In the near-term, the repair and rehabilitation of existing
infrastructure is critical to the sustainable use of natural resources, and building a foundation
for restoring economic growth. Over the medium to long-term, if the political and economic
environment becomes more conducive, focus will shift towards modernization and
development of infrastructure in partnership with the private sector. Policy measures directed
at the conservation, recycling and generally more efficient utilization of natural resources will
focus initially on water, waste water and solid waste management.

» Enable private sector development — Better infrastructure is needed to support the private
sector development. Upgrading trade and transport infrastructure, providing facilities for
improving access to agricultural land, preventing water and soil contamination, and
stimulating industrial development (e.g., industrial estates) are important priorities. Over the
medium to long-term, political and economic conditions permitting, policy actions to
encourage greater private sector investment in the development of infrastructure and the
delivery of infrastructure-related services will be pursued.

» Develop human capital — The key policy areas contributing to the objective of developing
human capital are education, health, and housing. While these policy areas are directly linked
to social and economic development (addressed in Sections 4.2 and 4.3 respectively),
construction of schools, hospitals, affordable housing, public recreation facilities and cultural
centers is treated as a key priority area.

5.4.2 Context and Challenges
This section provides a brief summary of the context and challenges faced in key sub-sectors that

were taken into account in formulating the reform and development programs for the Infrastructure
sector.
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Overview

Due to the ravages of years of conflict and under-development, Palestinian public infrastructure
networks and systems offer limited coverage, are poor in quality, and are unaffordable for some
vulnerable groups. Whilst household connection rates to utilities are high compared to the regional
average, actual consumption rates are low due to a combination of supply shortages and inefficient
distribution systems. Accordingly, substantial investment in public infrastructure is required. This will
require significant public investment.

Transport

Roads are essentially the only functional mode of transport for people and freight within the occupied
territory; railroads in the West Bank and Gaza Strip have not operated since 1948. There are only two
international crossings; the Allenby Bridge, serving the West Bank, is only open for around 6 hours
per day resulting in congestion during peak periods, and the Rafah crossing, which serves the Gaza
Strip, is closed. Neither of the airports (Gaza and Jerusalem) is operational and the seaports have not
been functional since 1967. Poor internal transportation networks and lack of access to other countries
and markets represent a major constraint of economic and social activity and development.

Almost 50 percent of the network (estimated at about 2,870 km, of which 620 km is in Gaza) is in
poor, very poor, or failed condition, and hence beyond economic repair. This has been caused by an
under-funding of regular maintenance over many years, as well as damage caused by the Israeli
military incursions since the second /ntifada. Unpaved roads have increased since 1993 from 800 km
to 2,400 km, as drivers have sought alternative routes due to movement restrictions and the poor
condition of paved roads. Within the West Bank, Palestinians are prevented from using 1,000 km of
roads designated as bypass and settlements roads for the exclusive use by Israelis. The effects of poor
roads and restrictions on movement have resulted in increased travel costs and time, and have lead to
increased wear and tear on vehicles.

Within the urban areas, pollution, congestion and road safety have all significantly worsened due to
the proliferation of taxis and an increase in the number of unlicensed vehicles. Public transport is
largely provided by privately owned buses, shared taxis and taxis. It is estimated that the annual
fatality rate per 10,000 vehicles increased from 12.8 in 1996 to 15.3 in 2000, and is about 10 times
that in Western Europe. This is partly a consequence of the relatively poor condition of the road
network, lack of traffic regulations and the breakdown of enforcement mechanisms.

The PNA has access only to that part of the network that it is within Areas A and B; the rest of the
network remains under Israeli jurisdiction or control, limiting the PNA’s ability to implement
improvements. However, even within these confines there is some confusion over the respective roles
of the Ministries of Transport, and Public Works and Housing, and PECDAR. This greatly weakens
policymaking, planning, management and development in the sub-sector.

Electricity

There is no integrated electricity distribution network. There are a number of isolated distribution
systems and a high level of dependence on Israel, with only 10 to 15% of Palestinian demand being
locally met. A substantial portion of Gaza’s electricity is supplied from Israel, with the remainder
provided by the Palestine Electric Company (PEC) and, more recently, through imports from Egypt.
In the West Bank there is no power generation capacity or transmission network, with all lines
supplied by the Israeli Electric Company (IEC). There are several utility companies in the West Bank
that distribute electricity, including in Jerusalem, Hebron and the Southern District, but many
communities are served directly by the IEC.

The percentage of households