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SUBJECT: Palestinian Authority Fiscal Crisis - Latest Developments

1. Please find attached a background paper on the above subject.

2. The PA is facing an acute liquidity crisis in the order of USD 100 million.
Currently, it lacks the means to pay salaries in March, having just managed
to find sufficient sums belatedly to pay salaries in February. The PA also
faces a mounting debt crisis of grave proportions and is no longer able to
borrow. This has serious implications for the Palestinian private and banking
sectors as well as for the PA's ability to maintain essential services.

3>. The only plausible, albeit partial, resolution of the immediate liquidity crisis
is to convert into cash offers of Arab support, particularly from the UAE and
Qatar. Resumption of monthly transfers of PA income being held by the
Government of Israel would offer instant relief but is unlikely to be
forthcoming. The debt crisis, if it cannot be resolved through the release of
Israeli-held revenues, will quickly become acute and will require serious,
sustained international attention.

4. The implications of unpaid salaries, more bankruptcies and unemployment
are potentially grave for the PA and for efforts to restore the peace process.

5. The critical ingredient is finding solutions is the willingness of Gulf donors
to assist the PA budget. While this is being handled directly by Chairman
Arafat and PA Minister of Planning Nabil Sha'atri, the IMF (who is leading
international efforts in this regard) has indicated that telephone calls from r
the Secretary-General to Gulf leaders could be extremely beneficial. These
could be coordinated with calls from Wolfensohn, IMF and EU officials.
UNSCO could of course provide talking points for such calls.

Best regards.
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Background Paper on Palestinian Fiscal Crisis:
Recent Developments

*

1. As you are aware, having balanced its budget in 1999, the PA has faced
chronic fiscal shortfalls since the intifada began, owing to a combination of
Israel's withholding of Palestinian VAT and customs revenues collected by
Israel and general economic depression, which has reduced all potential
revenues by over half.

2. Following intensive consultations in key European capitals, in Washington,
and in Arab capitals (orchestrated by UNSCO, the World Bank, the IMF
and the Government of Norway, in their capacity as chair of the key donor
mechanisms), an unprecedented level of donor support was given to the PA
- principally from the Arab countries (through the Islamic Development
Bank), the European Union and a handful of bilateral donors. This kept the
PA afloat through 2001. In the last half of 2001, the PA was receiving
monthly support of USD 54 million per month from a combination of the
Arab and EU support (against its monthly "austerity" budget of USD 90
million).

Current Status: A Double Crisis

3. For 2002, the EU has ensured that its budgetary support is continuing
without interruption at the same level of € 10 million (roughly USD 9
million) per month. The Arab League is expected at its March Summit in
Beirut to confirm the offer made by Arab Foreign Ministers in Damascus in
November 2001 to provide budgetary support at a higher level of USD 55
million per month from January through December 2002,

4. There is an immediate liquidity crisis, however, this and next month before
Arab 'funds resume at a substantial level (January was covered by a quick
response to the crisis by Saudi Arabia which provided USD $45 million
According to the IMF which moniiors the PA's fiscal situation, the PA is
expected to be USD 38 million short of its February needs and USD 63
million short for March, creating an immediate cash flow crisis in the order
of USD 100 million (see table).

5. There is also a mounting debt crisis. In the absence of Israel's transferring
its withheld revenue - estimated by the IMF to be USD 370 million - or
resuming routine revenue transfer - which averages USD 30 million
monthly — the PA will continue to accumulate arrears and debt at
unsustainable levels. At present, the PA has accumulated roughly USD 425
million in arrears and USD 200 in domestic net debt. The main victim of
continued accumulation of arrears is the Palestinian private sector, on which
eventual economic recovery will depend.
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6. The prospect is growing of the PA being unable in March either to pay the
salaries of civil servants (120,000 people, upon whom many more depend,
in Ministries, schools, hospitals, the police and security forces) or the
running costs of basic services such as health and education. The
consequences for the ability of the PA to maintain law and order, to restrain
support for violence and to maintains its credibility 'on the street* could be
grave.

7. There are reports hi the Israeli media that the Government is fully aware of
the situation. However, it has shown little interest hi discussing solutions to
the problem, such as by releasing withheld revenues and resuming monthly
transfers of the PA's VAT and customs receipts in a manner that would
offer assurance that such moneys are not spent on weapons. Here as
elsewhere the 'Karine-A' story is unhelpful: the Israeli refrain is, in essence,
'if they can spend money on Iranian weapons, they can afford salaries.'

Coping Strategies through April

8. To get through the current crunch, several interlinked strategies are
required:

• The first is to seek advances against amounts that Arab States offered to
the PA in Damascus and are expected to confirm at the Arab Summit as
part of a budgetary support package . As noted, Saudi Arabia has
already done so; a further USD 30 million might immediately be
forthcoming from the UAE, and USD 15 million from Qatar.

• The second is to seek the reprogramming of uncommitted funds at the
IDE from projects to budgetary support. USD 25 million was thus
directed to the PA in February.1 This option is fraught with technical
complications.

• The third is to support the (private) Arab Bank's willingness to extend
short-term credit to the PA against incoming budgetary support from the
Arab Leagues. (Li February, the Arab Bank refrained from calling in the
second tranche of Saudi funds, effectively giving the PA a short-term
loan of USD 15 million. It is possible that in March, the Arab Bank
could do the same with respect to the third Saudi tranche of USD 15
million as well as the second IDB tranche of USD 12.5 million).

• The fourth is to begin disbursement of a World Bank-designed
emergency service support program ("ESSP") to offset non-salary

1 The IDB monies will be paid in two monthly tranches of USD 12.5 million in February and March;
again, the Arab Bank extended a bridge loan of USD 25 million in February against eventual
repayment firotn the IDB.
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operating costs, which is expected to deliver approximately USD 6
million per month.

t

• A fifth possibility is that the EU could also disburse a substantial
amount in March against forthcoming Arab transfers; the IMF is
currently exploring how serious this possibility is.

9. The critical Ingredient is the willingness of Gulf donors to assist the PA
budget. While this is being handled directly by President Arafat and Dr.
Nabil Sha'ath, the IMF has indicated that telephone calls from the
Secretary-General to Gulf leaders could be extremely beneficial, which
could be coordinated with calls also from James Wolfensohn, IMF and EU
officials.

Longer-term Coping Strategies

10. The debt being accumulated by the PA, with its heavy burden on the
Palestinian private and banking sectors, is the larger looming issue. This
situation is simply unsustainable. The international aid community is now
trying to find ways (a) to arrest further debt accumulation and (b) to pay
down what arrears and debt have already been built up. This is a complex
problem, requiring serious and sustained attention, as well as innovative
solutions, especially in the absence of resumed Israeli revenue transfers. We
expect this now to be a central issue in preparing for the upcoming meeting
of the Ad Hoc Liaison Committee in Oslo — expected to be in mid April,
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Palestinian Authority Budgetary Needs

(USD million)

Revenues

PA tax collections
External Support

-EU
-IDB: uncommitted project funds reallocated to

budget support

Expenditures
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Further Potential Soitrces of Revenue?

Arab Bank: foregoing repayment of Saudi tranche #2; in
best case scenario, extended to March, Saudi tranche
#3.

Arab Bank: foregoing repayment from IDB project
funds, tranche #2

ESSP for non-salary recurrent costs

U AE and Qatar converting offer of support for Jan, Feb,
March into cash

Possible European Union disbursement against
forthcoming Arab transfers

Feb 2002

18

9
25

90
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Mar 2002

18

9

90
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15

12,5
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Up to 45
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Source: PA Ministry of Finance; IMP.




