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INTRODUCTION

1. The economic situation in the West Bank and Gaza (WBG) has deteriorated rapidly over the past 20
months with GDP contracting by an estimated 10 percent in 2001 and sustaining almost US$2.5-3 billion
in income losses since the outbreak of the intifada in September 2001. The economy is in full recession.
Unemployment rates have soared from about 10 percent in late 2001 to over 25 percent at present (EIU

2001, WB 2001). Not only are the young fmding it increasingly difficult to become gainfihly employed,
but many Palestinians have also given up looking for jobs. This suggests that the true unemployment rate
is probably between 30 and 35 percent. Furthermore, over the last year average wages have fallen
approximately 15-20 percent, with estimates placing the drop in daily wages from about NIS70 in 2000 to
a little under NIS60 in the third quarter 2001 (PCBS 2002), and poverty rates have almost doubled. The
World Bank estimates that almost 45 percent of all Palestinians are now living on less than US$2 a day.
Evidence from government sources and research by non-governmental organizations (NGOs) have clearly
highlighted the increased isolation and poverty of the elderly, especially widows, and identified them as
one of the most vulnerable groups in the West Bank and Gaza.

2. If the situation is bleak in the short-term, the long-term outlook is not much better. There are
approximately 3.2 million people residing in the WBG with only five percent over the age of 60.
However, 80-90 percent of the elderly have no formal provisions for old age income security. Over the
next 25 to 50 years, the current favorable demographic profile is expected to undergo a drastic transition
on account of the interaction between increasing survival probabilities and high fertility trends. Estimates
suggest that the population will double in two decades, and the elderly population will increase more than
200 percent by 2050, making the need to protect the elderly even more critical.

3. These challenges for the Palestinian Authority (PA) occur against the backdrop of chronic, non-
sustainable fiscal drain from its civil service and security forces pension schemes'. Financing for current
outlays of approximately NIS63 million (2000) under the West Bank Scheme is from general revenues
although the Ministry of Finance deducts a nominal two percent from employees salaries. The Gaza
Scheme is partially funded; however, at current contribution rates, it is not financially sustainable and
could experience deficits within five years. In May 2000, the government closed the West Bank Scheme
to new entrants so that newly hired civil servants would be enrolled in the Gaza Scheme. The change will
not substantially improve the government's financial position or the Schemes. The government must
continue to pay current retirees under the West Bank Scheme. At the same time, it must pay its share
(12.5 percent) of new employee's wages to the Gaza Scheme. Even with no new entrants, the West Bank
Scheme will continue to accrue new liabilities for workers already enrolled and will have to pay pensions
until the last retiree dies-an estimated 55 to 60 years, given reasonable life expectancy assumptions.
While it is true that newly hired West Bank workers will pay higher contributions (10 percent vs. 2
percent) to help finance their benefits under the Gaza Scheme, in fact, contributions will fall short of the
higher pensions they will become eligible to receive under the Gaza Scheme. Future deficit trends for the
Gaza Scheme will be unmistakably higher.

4. The current situation is worrisome for the PA and warrants immediate attention for several reasons.
First, chronic high levels of pension deficits are increasingly reflected in a country's sovereign debt risk
ratmg with grave implications for capital inflows. Given the already precarious public debt situation of
the PA in conjunction with high political risks, any further increase in government liabilities would

' Insufficient infornation prevented projecting costs of the pension scheme covering Security Forces. Nonetheless,
its benefits are sufficiently like the Gaza Scheme to anticipate that, given its demographics, the Security Forces
Scheme will face financial problems similar to, but more serious than, those of the Gaza Scheme.
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TECmUIcALANNEC s

cripple the ability to attract capital flows at a time when the need for long-term capital is the greatest
given the challenges that lie ahead for the PA in rebuilding its institutions and infrastructure.2

5. Second, the financing of existing pension liabilities for PA employees from general revenues implies
a diversion of existing scarce resources away from altemative productive uses. In the future, resource
allocations earmarked for civil service pensions would have to be much higher at the expense of resources
available for other development priorities, mcluding the extension of social security to a larger section of
the population, or, perhaps even other critical expenditures such as health and education. In fact, many
countries in the world have been able to start out providing basic levels of social security to its entire
population using the same level of resources that the civil service pension schemes in the WBG will soon
absorb.3 It is questionable if the diversion of resources towards the payment of civil service pension
liabilities is the most optimal use of such resources.

6. Third, the financial implications of the civil service schemes have a heavy regressive bias and raises
controversial equity issues. The burden of revenue-financed transfers for civil service pensions is
ultimately borne by the private sector and households, either directly through tax appropriations or
indirectly via reduced allocation of resources for other sectors. However, the reality is that under current
circumstances most households are facing unprecedented social, economic, and psychological shocks.
Not only are insurance markets missing, but possible substitutes in finance, credit, or labor markets are
either very limited, cannot be accessed by most Palestinians on account of closures, or simply do not
exist. Systems based on reciprocity and solidarity at the household or community level, the backbone of
social security in the WBG, are also facing tremendous problems due to conflict and turmoil. At times
like this, it is an aberration that citizens, most of whom are uninsured against even basic income and
health risks, must bear the costs of financing the retirement provisions of civil service employees, who,
ironically, have much lower health and income risk exposures due to more favorable employment
contracts. Paradoxically, these deficits crowd out the ability of the PA to even consider implementing
organized and coherent policy responses to the challenges of providing basic income and social security
for the elderly in the WBG.

7. Given the challenges faced by the PA in reuniting and rebuilding a damaged society, the provision of
social security to all elderly citizens as a cohesive instrument has far-reaching political and financial
consequences. Experience from other countries that have had substantial exposure to high levels of risk,
such as Brazil (economic crisis in the late 1990s), Zimbabwe (political and economic turmoil in the late
1990s), and South Africa (AIDS crisis during 1990s), praises the stabilizing roles of pension provision in
bolstering incomes and welfare during times of crisis. However, the financial implications of these
schemes, as is demonstrated by the runaway deficits of the civil service schemes, need to be evaluated
very carefully.

8. The purpose of this report is to review the current pension and old age security scheme in the West
Bank and Gaza and to estimate the future costs of current government retirement programs. This is the
first step in beginning the lengthy process of developing reforms to ensure the financial sustainability of
current pension schemes and affordable solutions for financing unmet needs. After a brief overview of the
comprehensive scheme for providing income security to the elderly and recent respective changes, the
report analyzes the future costs of the public service pensions under current policy. It suggests a general
course of action to improve their financial viability after examining some basic options for modernizing

2 Evidence from countries such as Brazil, where unsustainable levels of government debt in the late 1990s, which
were attributable in large measure to civil service and Nationa Pension deficits that created considerable panic and
capital flight and left an urgent need for decisive and painful pension reforms in its wake, serve as grim reminders of
the inauspicious consequences of unrestrained pension debt (WB 2000).
3 This is hardly surprising considering that the PA employs about 20 percent of the workforce, or approximately
125,000 individuals. Thus, coverage in civil service pension schemes in the WBG would be almost as high as the
coverage levels in some national plans in Latin Amenca where coverage is also about 20 percent.
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TECHNICAL ANNEX 1

civil service pensions. Finally, the report focuses on the larger agenda of a National Pension scheme and
provides a compelling argument that social security provision in the region should begin with the most
vulnerable and least represented in the West Bank and Gaza, the elderly men and women whose
contribution to life in the region remains largely unnoticed. The report recommends a basic design and
conceptual framework from which future policy could evolve.
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TECHNICAL ANNEX I

PROVISION OF INCOME SECURITY FOR THE ELDERLY
IN THE WEST BANK AND GAZA

1.1 A patchwork of pension schemes currently provides limited retirement income protection to less
than 10 percent of the population in the West Bank and Gaza (WBG). Government workers are covered
under two separate schemes, one for the West Bank and one for Gaza. As of June 2001 all newly hired
government employees began participating in the Gaza Scheme; the West Bank Scheme will not make its
final payment and cease to exist for approximately 50-60 years, perhaps longer. Security forces are
covered under another scheme, which operates by informal rules that have not yet been enacted by the
Palestinian parliament. In Gaza, municipal employees and members of town councils are covered under
the civil service pension scheme. In the West Bank municipalities, coverage is available to limited groups
of municipal workers through pension schemes established by the Palestinian Authority.

1.2 In the private sector, pension schemes are limited to a few private enterpnses, a minority of NGOs,
three professional groups, and the eight university schemes. Workers from the West Bank and Gaza who
are employed in Israel and in Israeli settlements are usually covered under the Israeli social pension
scheme negotiated by Israeli trade unions. In the past, this was a major source of employment as well as
pension coverage. In the mid-1990s approximately 150,000 Palestinians worked for Israeli
establishments. Today, it is estimated that at most 25,000, and probably fewer, Palestinians are in Israeli
employment. Those working in Israel have significantly higher average wages, almost 25-40 percent
higher depending on the sector, than those working formnally in the WBG.

1.3 In 2000, approximately 130,000-150,000 of those employed full time in the WBG had access to
pension schemes, most were employed by the PA. Given the size of the workforce in 2000, this translates
to a coverage rate of approximately 30 percent. The Gaza Scheme covers approximately 39,000
government workers and has about 6,500 current beneficiaries. The West Bank Scheme covers 24,000
workers and has 5,200 beneficiaries. Although official data are not available, it is estimated that the
Security Forces Scheme covers approximately 40,000 members and may be growing rapidly.

PUBLIC SECTOR PENSIONS

1.4 Like many developing countries, pensions in the WBG are more developed in the public sector than
m the pnvate sector.

1.5 The West Bank and Gaza Schemes differ significantly. The West Bank Scheme was established
under Jordanian law in 1959 and inherited from Jordan when the West Bank became part of the PA. The
Gaza Scheme was established in 1964, when Gaza was part of Egypt, and is modeled on the Egyptian
scheme. The West Bank Scheme is financed from general revenues, while the scheme for tenured PA
employees working in Gaza is a partially funded Defined Benefit (DB) scheme. A third Pay-As-You-Go
(PAYG) DB fund was been recently created for the security forces. Some institutions belonging to the PA
like the Palestinian Monetary Authonty (PMA) have their own pension funds. Municipalities in Gaza are
all covered under the Gaza Scheme, but only about half the municipalities in the West Bank, those that
were established prior to 1967, are covered by the West Bank Scheme. The excluded municipalities run
their own PAYG DB schemes about which very little information exists.

GA Z4 SCHEME (TEN PER CENT SCHEME)

1.6 The scheme for government workers in Gaza is administered by an autonomous government
institution, the Gaza Pensions and Insurance Corporation (GPIC). GPIC was specifically created to

1



TECHNICAL ANNEX 1

oversee collection, investment, and pension payments for workers covered under the Scheme. Workers
contribute 10 percent. The government as employer contributes 12.5 percent of a civil servant's wages
(including allowances) and is responsible for transferring the contributions to the GPIC.

1.7 Workers are eligible for retirement pensions if they reach age 60 with at least 15 years of service or
at any age with 20 years of service. However, if a worker with 20 years of service resigns voluntarily
before age 60, there is a pension reduction. The reductions for early retirement are far lower than true
actuarial adjustments and encourage early retirement. If resignation is involuntary, workers are eligible to
receive a retirement pension at any age with 15 years of service.

1.8 Retirement benefits consist of three parts: a monthly pension; a lump sum; and additional monthly
allowances. Wage replacement rates at retirement are determined by multiplying the number of years of
service by 2.5 percent. To obtain the monthly pension amount, the replacement rate is multiplied by the
worker's most recent monthly salary, including base pay plus professional, personal and family
allotments. Thus, at age 60 with 20 years of service a worker receives a monthly pension of 50 percent of
final wage plus allotments. Years of service are limited to 28 for purposes of computing the pension.
Workers with more than 28 years of service also receive a lump sum equal to 1.8 percent of monthly
wage plus any professional allowances for each year of service in excess of 28. In addition to the pension
annuity, all pensioners receive a monthly personal allowance of NIS300, which is approximately 20
percent of the mean civil service wage in Gaza. Finally, a new retiree in good health has the option of
commuting up to 25 percent of the pension as a one time lump sum where the calculation is based on
either 10 years, 20 years, or the lifetime pensions of the retiree.

1.9 After retirement, the monthly benefit is increased annually by the same percentage as salaries for
the pensioner's civil service rank at retirement. Thus, government salary increases are reflected directly in
pension costs.

1.10 Workers who terminate their government employment prior to becoming eligible for a pension
receive a lump sum if they have at least three years of service. The value of the lump sum is 15 percent
times annual final average salary time years of service.

WESTBANK SCHEME (TWO PERCENT SCHEME)

1.11 Contributions for covered government workers are two percent of wages4, and the PA as employer
makes no contributions. Institutionally, the Scheme is managed through the payroll division of the
Ministry of Finance, and pensioners are paid as part of the payroll as if they were workers.

1.12 The 'normal' retirement age is 60 for both men and women. However, in the West Bank, workers
reaching the 'minimum' contributory period, which could be as low as 15 years in some cases, cannot be
refused retirement by the PA. Regardless of age, workers with 30 years of service are entitled to
automatic retirement with no deduction of pensions for early retirement. After 40 years of service, or,
upon reaching the age of 60, retirement is compulsory, although employment beyond the age of 60 is
possible through ministerial approval.

1.13 Benefits are now approximately two percent for each year of service and are computed by
multiplying the accrual rate times the number of years of service. However, the years of service prior to
1987 are applied to a wage base consisting of only the basis salary, while the last basic monthly salary,
inclusive of allowances, is applied to service years after 1987. Given the confusion in sorting out accurate
contribution histories of its members, there is considerable uncertainty regarding the calculation of final
retirement benefits. In addition to pension benefits, all retirees receive a lump sum monthly allowance of
NIS8 per month, which is approximately 0.5 percent of mean civil service wages in the West Bank. Like
the Gaza Scheme, post-retirement increases to pensions are made in tandem with nominal wage increases.

4 This is a nominal contribution in the sense that these contributions are a part of general revenues.
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MUNICIPAL EMPLOYEES

1.14 The Gaza Scheme covers all town councils and municipal employees, who pay the same
contributions and receive the same benefits as others covered by the GPIC. The West Bank Scheme only
covers those municipalities and town councils that were established prior to 1967. The local schemes, like
the West Bank Scheme, require nominal contributions of two percent of wages. Full retirement benefits
are payable at age 60 or after 30 years of service, whichever comes sooner. Employees of municipalities
established in the West Bank after 1967 are typically affiliated with DB schemes for which there is little
extant information.

1.15 In 1996, the West Bank and Gaza Schemes together covered about 50 percent of municipal workers
and town councils. The Schemes are generous, giving workers between 2 and 2.5 percent of their final
basic wages for each year of service. Some municipalities supplement the pension by 25 percent of basic
salary, although supplements have not always been paid and under current financial circumstances most
plans are probably not paying them. Disability pensions are paid with 20 or more years of service.
Workers with less than 20 years of service receive only severance pay, which is one month's salary for
each year of service.

SECURITY FORCES

1.16 Security forces and all general security members, including office staff who have signed contracts,
recently received coverage under a new pension scheme. This includes members of the security forces
who joined before the law was drafted and those who joined after, even if they retired prior to the date of
the law's enactment. The law does not apply to officials appointed or elected by the Palestinian Liberation
Organization(PLO), the Palestinian Liberation Authority (PLA), or any government official.

1.17 Contributions are derived from basic salary. Covered workers contribute 10 percent of basic salary,
and the government contributes 12.5 percent. Under the Draft Law, contributions are to be deposited in
interest-bearing accounts with financial institutions, and the interest earned is to be added to the fund to
finance benefits. The Draft Law specifically states that the fund to finance benefits may be supplemented
by income from grants and other sources. For covered security forces with PLO or PLA service, the
amount of the respective organization's benefits attributable to service will be paid from the Palestinian
Authority's budget.

1.18 The normal retirement age under the Scheme is 60 with at least 15 years of service. This is also the
mandatory retirement age, although it can be waived at the discretion of the general director. Workers
with 20 years of service also can retire early at their own option. The youngest optional retirement age
varies based on job classification. There are five job classifications, and the earliest retirement ages are
45, 48, 50, 55, and 60. Lower ranking security workers have the option of retiring at the youngest ages.
During periods of conflict, members may receive two years of credit for each year of service. Regular
soldiers can retire at any age with more than 15 years of service.

1.19 Security force pensions are extremely generous - even more so than the Gaza Scheme. According
to the Draft Law, members receive 80 percent of their basic wage plus 70 percent times the 80 percent
regardless of retirement age.6 Regular soldiers with more than 15 years of service, who opt to retire before
the specified age, do not receive the additional 70 percent add-on. However, over the past several years,

5 The discussion below is a summary from the 1997 Draft Pension and Insurance Law for Security Forces, the most
complete information on the Scheme available to the authors. To the best of our knowledge, these are the rules under
which the plan is currently operating.
6 Thls is greater than 100 percent of the basic wages. For instance, if the last basic salary was NIS 1,500, a new
retiree would receive 80percent of NIS1,500 plus 70 percent of 80 percent of NIS1,500, or NIS2,040. This is about
136 percent of the basic salary of NIS 1,500.

3
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the extra 70 percent has not been added to the pension regardless of rank. As with civil service pensions,
security forces retirees also receive a monthly personal allowance. Reservists receive 50 percent oi'basic
monthly salary plus the allowance. Members who leave the forces prior to 15 years of service do not
qualify for a pension. They receive a one time lump sum. The Draft Law specifies one month of basic pay
per year of service for the first five years of service, two months pay per year of service for the next five
years, and three months pay per year of service for any further years.

1.20 Pensions in payment status, regardless of type, are increased annually at the same rate as salaries
for worker rank at the time of retirement, disability, or death.

NON-GOVERNMENT PENSION SCHEMES

1.21 The private sector in the West Bank and Gaza is characterized by the virtual absence of basic social
security provisions. A few NGOs, a couple of professional associations, the Palestinian Universities, and
large private sector firms and banks offer Provident Fund savings plans to their employees. The aggregate
coverage accounts for less than 10 percent of total private sector employment.

1.22 Schemes in the non-government sector resemble employment severance plans more than schemes
designed to provide serious income replacement during retirement. With few exceptions, non-government
schemes are Provident Funds. Employees, and usually their employers, contribute a percentage of wages
that accumulate in individual worker accounts. Assets in the accounts are pooled for investment, and the
net rate of investment return is credited to the mdividual worker accounts. At termiination of employment
or retirement, the value of the individual account is paid to the worker, which, depending upon length of
service, may or may not include the employer's contributions.

UNIVERSITY SCHEMES

1.23 Of the eight universities in the West Bank and Gaza, six have pension schemes-four in the West
Bank and two in Gaza. Roughly 90 percent of the staff and teachers in these universities are covered;
however, this adds little to general coverage of Palestinians. In late 1996, 2,950 university faculty and
staff were covered.

1.24 All University Schemes are Provident Funds, as based on the Council of Higher Education
guidelines. Employees contribute five percent of their wages, and the university contributes ten percent.
At retirement, benefits are paid as a single lump sum payment that includes the accumulated balance m
the employee's account based on worker and employer contributions plus all accumulated interest. Early
retires are also paid accumulated account balance plus all interest, again as a lump sum. The same is true
of terminating employees. Only workers with less than one year of service do not receive the full account
balance. These workers are only entitled to a return of their own contributions. A committee from each
university manages its pension assets, which are primarily invested in either foreign or domestic bank
deposits. Two of the universities have dipped into pension assets for current university expenditures,
although funds are not supposed to be co-mingled with other university monies. Recent estimates suggest
that assets of all University Schemes were approximately NIS60 million in 2001 (FMI 2002).

PROFESSIONASSOCL TION SCHEMES

1.25 Lawyers, engineers, and doctors have the option of joining pension schemes offered through their
professional associations. In 1996, 4,600 of 6,200 members (nearly 75 percent) participated in
Association Schemes. The West Bank associations are part of Jordanian associations established prior to
1967. The Jordanian associations sponsor and manage the schemes. The Association Schemes have fixed
monthly contribution amounts and pay modest flat rate monthly pensions. For example, the annual
contributions to the Lawyers Scheme are based on age and vary from as low as JD34 at ages under 30 to
JD96 for lawyers over age 60. The pension amount after 30 years of contribution, or at age 60-whichever
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comes first-is JD20. These flat amounts may have increased over the past four or five years, but both
contributions and pensions would have remained modest.

1.26 Contributions to the Engineers Scheme vary with experience and have been JD5 per month for
those with less than five years experience and graded up to JD 12 per month with 22 or more years of
experience. The Doctors Scheme has higher contributions and a higher pension, which is adjusted
periodically for inflation. However, here again contributions at JD6-10 a month in 1996 and a flat pension
of JD150 per month indicate that the Doctors Scheme also is quite modest. The funds for these pension
programs are managed in Jordan where the professional associations are headquartered. None of the
money is invested in the West Bank and Gaza or held by Palestinian banks.

PRIVATE EMPLOYER SCHEMES

1.27 Among private sector employers, pensions schemes are limited and benefits modest. A 1996 survey
of the Palestine Economic Policy Research Institute (MAS) showed that of 959 firms with 10 or more
employers only 35, or 3.5 percent, had pension schemes. Most of these schemes were started in the 1990s,
although some dated from the 1980s. Half of the employers with plans were in the banking and insurance
sector, where 12 of 16 banks and 4 of 7 insurance companies had schemes. The other half were spread
across diverse industries, including hotels and construction companies.

1.28 All private company pension schemes were Provident Funds. Employee contributions varied from
2.5 percent to 15 percent of wages, averaging around six percent. Most employers contributed around
seven percent, although one contributed 14 percent and some made no contribution. Contribution deposits
are often erratic and delayed with the tendency to accrue both employee and employer contributions as
accounting entries until the end of the year, and then make the deposit from revenues. On average,
contributions were from 5 to 15 percent of wages. When employees leave the company or retire, they
always receive at least their own contributions in a single lump sum payment, and depending upon the
company, after three to ten years departing employees also receive the employer's contributions and
accumulated interest. As with university funds, most private employers hold pension assets as bank
deposits in either domestic or foreign banks. Two of the 35 companies reported dipping into the assets of
their Provident Funds for company purposes. A recent survey of the private-sector pensions and the
insurance industry concluded that the absence of modem asset management techniques and oversight
guidelines could seriously impede future efforts to encourage private pension provision.

NGO SCHEMES

1.29 A little over 17 percent of NGOs are known to offer pension schemes. These cover about 20
percent of all regular NGO employees. All NGO Schemes are Provident Fund arrangements, except for
one American NGO with a DB scheme that offers a monthly pension of 70 to 80 percent of final salary
after 30 years of service. Among NGOs, employee contributions vary between 2.2 and 7 percent of
wages. Unlike the private sector, all NGOs contribute, often generously, to their employees' Provident
Fund accounts. Employer contribution rates vary from 3 to 20 percent. At retirement or termination, the
range of service needed to obtain the full value of the pension account (worker contributions plus
employer contributions plus all accumulated interest) varies from 6 months to 10 years. Like other private
sector organizations, most NGO's hold fund assets in bank deposits. In the 1996 MAS survey, three
NGOs reported using some assets from their Provident Fund for purposes other than retirement or
severance.

UNAGENCIES

1.30 Although very active in the area, the United Nations agencies only employ a few hundred local
Palestinians. These workers receive the regular UN pension, which is quite generous.
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SCHEMES FOR WORKERS JNISRAEL AND ISRAELI SETTLEMENTS

1.31 Until very recently, approximately 20 percent of the Palestinian workforce worked in Israel. UJnder
the Histaadrut union agreements, most of these workers have been contributing to occupational pension
schemes in Israel, while some have even made contributions to the Solidarity Fund in Israel. According to
the collective bargaining agreements, contributions collected on behalf of the Palestinian workers since
1994 are deposited into a bank account set up by the Israeli government. The initial deposits of some
NIS220 million for past contributions is supposed to earn interest at 4.2 percent nominal rates. Under
Article mII of the Gaza-Jericho Economic Accord between the Israel government and the Palestinian
Authority, these funds were to be transferred to the PA once certain conditions were attained, including
the creation of a relevant 'pension institution.' Currently, there is no information regarding the location or
investment performance of these funds. In short, it is not clear if these pension funds are secure. This
issue has become a source of considerable consternation and unease among Palestinian private sector
workers, for their current incomes are experiencing unparalleled shocks and their future economic
security remains, at best, uncertain and, at worst, lost. Furthermore, there is concern that many of the
Israeli pension funds are themselves actuarially unbalanced.

OTHER SOURCES FOR THE ELDERLY

1.32 Approximately 80 to 90 percent of the elderly in the West Bank and Gaza have no formal pension,
and under prevailing conditions this proportion is not expected to change any time in the future. Thus, for
the most part, the elderly in the West Bank and Gaza must rely on private arrangements, charity and,
family-based transfers, which are themselves coming under increased stram having been buffeted by the
effects of political violence and collapsing labor market incomes.

STATE WELFARE FOR THE ELLDERL Y

1.33 A person who has reached the age of 60 may qualify for assistance from the Ministry of Social
Affairs (MOSA) if the individual is indigent or unable to work. Recent data is not available. In 1996,
however, almost 20 percent of MOSA assistance was directed towards the elderly. The 'real' number of
elderly covered by MOSA is probably higher, since a significant number of elderly widows also receive
assistance from MOSA.

INFORMAL ARRANGEMENTS

1.34 A 1996 MAS survey offers insight into the sources of income of the elderly (those age 60 and over)
and into the extent of informal support. At that time, over half of the elderly relied on support from
relatives while a significant number were dependant on community-based support schemes like the Zakat
Scheme. This support came mostly from sons, who supported 40 percent of elderly women and 56 percent
of elderly men. Only a minority of the elderly (about five percent) supported themselves through income
from assets. Many adults have to continue working in their old age; estimates suggest that about 30
percent of the elderly relied primarily on their own employment or that of their spouse. One can only
guess at how the situation has changed recently. However, given current labor market conditions, it is
likely that far more than half of elderly rely on support from relatives, assuming that relatives have the
earnings to provide such support. There is a serious knowledge gap regarding the precise condition of the
elderly and their role within the extended family unit in the West Bank and Gaza. One of the first
priorities in the provision of social security to the elders should be to address this knowledge gap by
conducting an assessment of the needs, consumption patterns, and living arrangements.
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CIVIL SERVICE PENSIONS
UNIFICATION AND REFORM OPTIONS

2.1 The Palestinian Authority's interest in reforming the civil service pension schemes is based on two
primary concerns: the inequity involved in having different pension arrangements for similar workers;
and the adverse economic, social, and financial consequences of the liabilities associated with these
schemes that will crowd out other development efforts, including the provision of basic social protection
to all elderly citizens at a time of growing crisis and great social strain. Correcting inequities within these
schemes not only involves harmonizing pension arrangements, but also wage and salary contracts across
the two, and therefore should necessarily be conducted within a broader reform of the human resource
policy of the PA. Our analysis reveals that the financial liabilities associated with these schemes presents
a looming fiscal crisis. In addition the design of these schemes has a regressive bias and perpetuates
inequities within each scheme, an equally compelling issue compared to the more visible inequity across
the schemes.

2.2 The primary objective of this chapter is to project the costs of the Two Percent Scheme and Ten
Percent Scheme, estimate the costs and benefits of having closed the Two Percent Scheme to new
entrants, and, analyze alternatives for further reform of the civil service pensions. The analysis utilizes
PROST, a World Bank simulation program for analyzing various pension schemes and their reform costs.
The bulk of our data were derived from staff and counterparts working at these pension funds. The
Palestinian Central Bureau of Statistics provided information on mortality and labor market trends, while
the 1999 Actuarial Valuation for the GPIC is a reliable source of pension data and information for the
Gaza Scheme.

2.3 The financial viability of the civil service pension schemes is assessed under two scenarios. The
benchmark scenario for these simulations is based on the schemes as they existed in 2000, the base year.
The simulation horizon is 75 years. The benchmark assumes that each of these schemes is stationary and
independently maintains a constant stock of contributors throughout the simulation horizon. The
assumption of a constant stock of contributors is directly attributable to the PA's declared avowal to
curtail the ongoing rapid and large-scale public sector employment. Each year new entrants replace
retired, dying, or discharged contributors, thereby maintaining a steady stock.'

2.4 The second set of simulations analyze the latest reform initiative implemented by the PA merging
the two schemes. As of the year 2001, all new entrants to public service in the West Bank and Gaza must
join the Ten Percent Scheme. This means that the West Bank Scheme automatically would close in
approximately 55-60 years when the younger cohorts of today's contributors would be near the end of
their life expectancy.

2.5 The final set of projections examines options for further reform. The first would maintain the
current DB PAYG framework but with much reduced benefits and modified contribution rates. The new
rules, which would apply to all workers under age 45, would be phased in over 10 years beginning in
2002. The second option is to terminate participation in both the Two Percent and Ten Percent Schemes
for workers under age 45. The termination would take place in 2002, when workers under 45 would be
enrolled in a new fully funded Defined Contribution (DC) scheme. The government would contribute
12.5 percent and workers 10 percent of wages. Under the fully funded DC scheme, worker benefits would
be based on contributions to the scheme on their behalf and the investment returns on those contributions.
At retirement, workers would receive the benefits accrued prior to 2002 under the old schemes plus the
benefits accrued from 2002 onward under the new scheme.

7 An alternative assumption set could model an ever-increasing drift in PA employment and hence coverage, as
was assumed in the 1999 Actuarial Valuation of the GPIC, which assumed a seven percent per annum increase in
PA employment. We do not believe that in the long run, the PA would expand its employment significantly beyond
15 percent of the workforce it currently emnploys.
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BENC PROJECTIONS

2.6 The benchmark simulations showed that current pension arrangements are not financially viable
and would impose significant resource costs to the PA in the short-, medium-, and long-term.

2.7 In the year 2000, outlays from both schemes were approximately NIS148 million, roughly 0.8-1
percent of GDP (table 1). Total revenues, based on the wages of members to both funds and investment
retums from the Ten Percent Scheme, should have been approximately NIS 187 million for both schemes.
Thus, overall, there is an accounting surplus of approximately NIS40 million. The Two Percent Scheme
is in severe deficit, while the Ten Percent Scheme has both considerable assets and an accounting surplus.

2.8 However, this accounting surplus is more a reflection of the Ten Percent Scheme's relative
immaturity than its innate financial soundness. Some of sources affecting the Scheme are: persistent
govenmment arrears; deliberate use of early retirement to combat unemployment; inadequate asset
management and corporate govemance compromising asset safety and retums; high benefit accrual rates;
generous benefit indexation provisions; and increasing life expectancies over time. While increasing life
expectancies are exogenous to the Schemes, the other factors can and should be controlled through
deliberate policy interventions.

Table 1. The Benchmark - Basic Data

Indicators - Year 2000 Two Percent Scheme Ten Percent Scheme

Total Assets (Mill NIS/ %GDP) 0.00 350 (1.94 %)

Total Expenditure (Mill NIS/ % GDP) 62.00 (0.34 %) 86.00 (0.48 %)

Total Revenues (Mill NIS/ %GDP) 12.00 (0.07 %) 175.00 (0.97 %)

Total deficits (Mill NIS/ %GDP) -50.00 (-0.27 %) +89.00 (0.49 %)

Total IPD (Mill NISI % GDP) 3,456.00 (19.00 %) 5,248.00 (29.00 %)

Number of Contributors (000) 24.00 39.00

Number of Beneficiaries (000) 5.20 6.40

Estimated gross wage bill (Mill NIS) 586.00 690.00

Mean annual wages (000) 24.80 18.00

Mean annual pensions (000) 14.26 13.00

Approximate Base Year GDP (Mdl NIS) 18,000 18,000

Source: PROST, Gaza Pension and Insurance Corporation, the West Bank and Gaza Ministry of Finance.

GENEROSiTY OF BENEFiTS

2.9 The Gaza Scheme, in which all new entrants to the civil service enroll, is among the most generous
in the world on account of its lax eligibility provisions for retirement and high benefit accrual rates.
Workers can retire under the Scheme at age 60 with 15 years of service and at any age after 20 years. This
means retirement begins at age 40 or below for the youngest entrants and at age 50 for anyone entering by
age 30.

2.10 For each year of service, a worker receives 2.5 percent of wages plus professional allowances. In
addition, all pensioners regardless of service or age receive a personal allowance of NIS300 each month
plus allowances for wives and other dependent children. Hence, with 20 years of service a worker will
receive 50 percent of wages plus NIS300 per month. The average monthly civil service wage in Gaza was
NIS 1,500 in 2000, which means the personal allowance adds roughly 20 percent to the replacement rate,
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making it about 70 percent after 20 years of service. The average pension in 2000 was about 72 percent of
the average wage in Gaza. Furthermore, these pensions, as per regulations, are adjusted according to
nominal wage growth, a practice that has been discontinued in most countrnes due to the inevitable
upward pressure on expenditures that it generates.

2.11 The benefit formula creates incentives that encourage retirement at the earliest possible age. For
example, the pension of a worker retiring at age 46 instead of 60 is reduced by 15 percent according to the
law. Yet, the 46 year old worker can expect to receive the pension 14 years longer-the retirement age
difference. If expectancy at age 60 is 15 years, then the actuarially neutral reduction would be about 50
percent (14/29 = 48.3 percent). If the worker waits one more year to retire, the pension increases by 2.5
percent as per the law, while the lifetime pension income falls by over 3 percent (1000 * 29 = 29,000 total
lifetime pension vs. 1025 * 28 = 28,700). Each year the worker continues to work, the lifetime pension
income falls while the wage income increases. Given that the actuarial deduction for retiring earlier is just
15 percent, people who retire later are in effect penalized. Finally, the pension increases each year by the
same percentage that the salary would have increased had the worker remained on the job, providing an
even greater incentive to retire as early as possible. Actuarially fair pension reductions would make a
worker no better off for retiring early, because the lifetime expected pension would be the same
regardless of retirement age.

2.12 International experience indicates that benefits that are based on final wages increase pension costs
(apart from generating capricious regress effects) in favor of those with rising wages. There is almost
always an observed wage increase in the year or two before retirement age indicating that benefits are
based on artificially high wages relative to wages over the entire public service career.

CORPORATE GOVERNANCE

2.13 Poor investment performance and lack of transparency have weakened the finances of the Gaza
Scheme. Current GPIC assets amount to approximately NIS820 million. Approximately NIS312 million
is held in local banks in the West Bank and Gaza, and the remainder is managed and supposedly invested
overseas by Morgan Stanley and Company. Little information exists on the overseas investments.
According to published reports (Mercer 1999), GPIC assets were approximately NIS640-700 million in
1994-1995, implying that the net rate of returns on the fund were approximately two percent per annum
over the period 1994-2001-lower than the average rates of inflation over the same period. Such low rates
of return are alarming, since they signal: (a) the lack of an appropriate corporate governance structure
with a scheme of checks and balances that tracks performance and benchmarks; and (b) an imminent
increase in contribution rates or an increase in government budget deficits, as the fund would not be
sufficient to cover expenses in the medium term.

2.14 The lack of timely accounting and statistical reporting as well as the institutional inability to project
costs deprive policymakers of information necessary to anticipate requisite and effective interventions.
The lack of full disclosure to members regarding the fund's financial condition suggests the need for
greater transparency and commnunication between management and members. Added to the difficulty of
ensuring smooth transfers of data and information among various ministries and agencies involved with
pensions is the closure of communication links between the West Bank and Gaza. Recommendations in
this area are outside the scope of this report; however, a recent Institutional Development Fund grant will
assist in identifying the cntical needs of information schemes.

GOVERNMENTA4RREARS

2.15 Although the Palestinian Authority deducts 10 percent from employee wages in Gaza and is to
contribute 12.5 percent as employer, due to plummeting fiscal earnings attributable to the ongoing crisis,
the PA has been unable to affect these transfers. In 2001 projected deficits have grown primarily on
account of Israel's refusal to transfer VAT receipts to the PA and partly due to the depressed level of
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economic activity arising from closures and unrest, which probably lowered revenues. In the second
quarter of 2001, government domestic revenues averaged NIS88 million per month compared to NIS352
million per month just prior to the intifada (EIU 2002). With government expenses estimated at about
NIS360 million per month, mainly in recurrent salaries of civil service employees, the PA faces a
financing gap of approximately NIS252 million per month. Arab and other international donors have
defrayed almost NIS 192 million per month, but the rest, about NIS60 million per month, has fallen into
arrears. The GPIC too has not been insulated from arrears. As of January 2002, total outstanding arrears
to the GIPC were approximately NIS235 million, suggesting that virtually no transfers have been made
since the intifada commenced in October 2000.

2.16 Defaults on payroll contributions by the PA are forced loans from the GPIC and have serious
implications. First, it adversely alters the financial position of the Schemes. Instead of a surplus in the Ten
Percent Scheme (table 1), there was a cash deficit of approximately NIS64 million, which was financed
by drawing down on existing reserves. Should this continue, existing fund reserves face depletion as early
as 2004-2005 if local assets are exhausted first and in about 10 to 15 years if the entire asset base,
including overseas assets, is liquidated. These arrears not only exacerbate financial deficits, but they also
create a vicious cycle of arrears and deficits. Both are the responsibility of the PA. Second, the inability to
prevent forced loans to the PA suggests deficiencies in GPIC's corporate govemance and investment
management structure and compromises retums to the pension fund. Third, pension contribution defaults
raise difficult public finance questions: ultimately, how should the arrears be paid for, given that the
typical source is general revenues. Finally, the presence of a captive source of loans provides no
incentives for the PA to reduce its recurrent consumption. Eighty percent of its budget is allocated to a
form of recurrent consumption, salaries. This leaves very little scope and opportunity for investment in
productive capacity building or enhancement of social security and solidarity.

FUTURE CASHFLOWSAND LIABILMES

2.17 Real expenditure and revenue flows in the future will be largely dependent on the evolution of real
wages, the demographic evolution of each of scheme, and, the respective scheme's rules. Figures 1 and 2
below, show the distribution of the current stock of contributors in each scheme, while figure 3 maps the
average length of service observed for members belonging to the Ten Percent Scheme (data are similar
for the Two Percent Scheme).

2.18 The spikes in the distribution of contributors relect hiring decisions. Over the past few years there
has been substantial expansion in civil service employment. The Palestinian Authority employs
approximately 20 percent of all workers. From 1996 to 1998 there was a net creation of 43,000 jobs in the
West Bank and Gaza.of which 13,000 were in the PA (World Bank, 2000). Compared to 1996, active
contributors to the schemes have doubled; subsequent to the time period, however, there the number of
retirees has more than doubled, placing incredible pressure on expenditures. The PA has one of the
highest ratios of civil service employment to overall population in the world (World Bank, 2000). The
PA's strategy has been to provide increased public sector employment as a form of unemployment
insurance, or safety net. As private sector workers have found it increasingly difficult to maintain stable
income levels and jobs, public sector employment has been used to absorb a significant rise in potential
private sector unemployment. This strategy may provide an effective safety net for some, but it has
serious long-run costs associated with underemployment, with efficiency losses from overstaffing, and
with pronounced increases in payroll expenditures. The latter of which confines priorities, e.g., more
widespread support to those recently fallen into poverty.

2.19 As depicted in the figures, persistent data above the smooth trend lines for the 50-55 age group-
light shaded lines-suggest that, roughly, over the last decade there has been a significant number of new
entrants to the PA's employment who were older than average, probably in the age group of 45-55. Figure
3 further elaborates this point by presenting some data on observed contribution histories for different age
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cohorts in the Ten Percent Scheme (data for the Two Percent Scheme are similar). It elucidates that age
cohorts around 55 to 60, on average, have lower accumulated years of service, and it implies later entry
into the scheme. This phenomena is not expected to persist, since today's younger contributors will retire
with full contribution histories.

2.20 The distribution also identifies two pension-related distortions that were the outcome of
employment and labor market decisions made by the PA in the recent past. First, some elderly
contributors over the age of mandatory retirement are still contributing, presumably on account of their
lack of vesting rights. Since it is mandatory to retire at age 60 and continued work beyond the age of 60
requires ministerial approval, it would be fairly straightforward to ascertain the reason for their continued
employment with the PA. Some are ex- PLO and ex-PLA members who have transferred to the
Palestinian Authority, perhaps but not always, with contributory service in another pension scheme
affiliated with the former PLO or PLA. As a consequence, considerable concern and unease is growing
among ex-PLO and ex-PLA members now nearing retirement but finding themselves just short of the
vesting period required to receive benefits.

Figure 1. Age Distribution of Contributors to the Two Percent Scheme
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Source: Data from Ministry of Finance, West Bank, 2002.

Figure 2. Age Distribution of Contributors to the Ten Percent Scheme
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Figure 3. Acquired Length of Service by Age - Ten Percent System
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2.21 Under the benchmark pension regime, expenditures in real terms (constant 2000 prices) would have
risen rapidly for the Two Percent as well as the Ten Percent Scheme. As shown in Figure 4, which plots
estimated real annual expenditures through the simulation horizon, by 2010 real expenditures would have
more than doubled, reaching NIS404 million for the combined schemes. By 2030 costs would be in
excess of NIS900 mnillion, a sixfold increase in just three decades. To put these numbers in perspective, as
a ratio to current GDP, total pension expenditures for civil servants in the WBG will be higher than the
current health expenditures of most Middle East and North African (MENA) countries, five percent of
GDP. Note that although the two schemes have similar levels of expenditures at first, the relative
generosity of the Ten Percent Scheme has serious long-term consequences on its financial leverage.
Long-term expenditures are substantially higher than the Two Percent Scheme due to the generosity of
benefits and early retirement provisions.

Figure 4. Projected Real Expenditures (2000 Prices): Two Percent Scheme and Ten Percent Scheme
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2.22 Net financing requirements on an annual basis are shown in figure 5 below. It highlights the rapidly
deteriorating fiscal stance of the Schemes. In the next two decades combined deficits could be as high two
percent of GDP before climbing to a maximum of about 3.2 percent in 2030. The unfavorable impact of
arrears on overall financial equilibrium is also shown in figure 3. The deficits of the Ten Percent Scheme
are almost 30 percent higher in the long run should arrears persist (full default case).

2.23 The imminent and chronic pension deficits demonstrate that neither scheme is financially
sustainable even with timely pension contributions. In the very near future, existing resources will be
inadequate to finance pension obligations. While this is already the case for the Two Percent Scheme, the
Ten Percent Scheme will sustain deficits over the next five to ten years. The long term resource
requirements of the Ten Percent Scheme, furthermore, are higher than the Two Percent Scheme on
account of significantly higher levels of benefits.

Figure 5. Current Deficits of Civil Service Pension Schemes (Percent GDP)
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2.24 This grim financial picture is corroborated by other measures of long-term solvency. Implicit
pension liabilities accrued as of the base year for the Two Percent Scheme are roughly 20 percent of GDP
and for the Ten Percent Scheme, an estimated 29 percent of GDP (see table 1). These implicit liabilities
are expected to increase by about 30 percentage points when the Security Forces Scheme is included,
bringing overall liabilities to almost 80 percent of GDP. Against these liabilities, available pensions assets
are only four percent of GDP.

2.25 Implicit pension liabilities, as calculated, are also indicative of the cost of terminating the Scheme
in the base year. For the combined Schemes, accrued to date liabilities at EOY 2000 were approximately
NIS8,704 million. This is the total cost of terminating the combined Schemes and paying accrued to date
liabilities to all members.

2.26 An alternative measure that is of relevance to the PA is the total resource gap during the simulation
horizon, the extent to which external transfers are, required to sustain annual pension expenditures. We
approximate this by summing the present value of pension deficits over the simulation horizon to generate
a resource gap of approximately NIS22,384 million. From this it can be concluded that it would be
cheaper to immediately terminate current pension arrangements rather than continue. Albeit spread over a
longer time horizon, in the latter case the overall resource requirements are almost 250 percent higher.
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2.27 The simulations present some of the challenges and indicate brief windows of opportunity to
address them. The Schemes are bankrupt financially, and the resource requirements necessary to continue
them are beyond the grasp of the PA and donors.

PROJECTIONS UNDER CURRENT RULES

2.28 To improve equity and address financial concerns, the PA moved all new civil service entrants to
the Ten Percent Scheme. This means that in approximately 60 years all civil service employees will
receive their pension from a unified, partially funded scheme, the Ten Percent Scheme. The PA had
hoped to profit from this decision.

2.29 Nonetheless, on close analysis it is misleading. The PA is both a contributor and a guarantor to the
Schemes. Its total resource requirements are not just the deficits but also the contribution liabilities
needed to make towards the Schemes. Thus, the overall impact on the PA's finances must account not
only for changes in deficits across the Scheme but also for changes in its level of contribution liabilities.

2.30 If evaluated correctly, there necessarily would be a rise in the level of long-term resource
requirements. First, moving new entrants to the Ten Percent Scheme imposes new liabilities for the
government, since it would have to pay 12.5 percent as employer contributions. It did not have to do this
before, and it also loses the two percent contributions from new entrants. The additional pension
contribution liabilities have to be financed from general revenues. Second, the Ten Percent Scheme is not
in financial equilibrium, and contributions over the long run are insufficient to meet expenditures.
Although adding more contnbutors to these schemes would increase short-term revenues, it
disproportionately would increase long-term expenditures. Thus, the decreased pension expenditures of
the government for the Two Percent Scheme are offset by increased pensions contributions to the Ten
Percent Scheme for new entrants and increased deficits of the Ten Percent Scheme. These calculations are
shown in table 2 below where the fiscal burden on the government includes its contribution liabilities.

Table 2. Net Gains and Losses from the Reform

Cases Present Value of Present Value of Present Value of Total Means Annual

Deflcits* PA Contributions* Fiscal Transfers Fiscal Transfers*

Benchmark 22,384 5,008 27,392 365

Current Rules 20,208 7,158 27,365 365
"NIS million, Year 2000 prices
Source: Author calculations/PROST output.

2.31 Figure 6 graphs the evolution of real expenditure payments for the Two Percent Scheme as new
entrants are diverted to the Ten Percent Scheme. With no new contributors to the Two Percent Scheme,
the existing contributors will age rapidly and retire by 2035-2040. Additions to the existing number of
retirees would come from retiring contributors, while depletions would occur from natural deaths.
Pension payments to existing contributors who are retiring from the Two Percent Scheme would rise
rapidly in the short run. They would increase from about NIS55-60 million currently to about NIS125
million in approximately 10 years, which is a doubling of expenditures in real terms. These payments
would reach a maximum of approximately NIS275-300 million in 2030 when today's 30-35 year old
contributors begin to retire. After 2030, expenditures will rapidly decline as mortality reduces the stock of
surviving retirees to zero.
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Figure 6. Real Expenditures of the Two Percent Scheme (2000 Prices)
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2.32 The above analysis however does not include the additional liabilities for the PA. In the short run,
there is in fact an increase in the resource requirements for the PA as it begins to make its pension
contributions for new entrants, shown by the dark striped area in figure 6 above the benchmark line. In
fact, within the next five to ten years, one can already detect a rise in the overall resource requirements by
as much as NIS10-15 million, and by the year 2030, the increase in resource requirements are almost
NIS80 million. Savings from the Two Percent Scheme occur only after 2030. Even after 2030, the
requirement of paying pension contributions reduces some of the gains from the savings on the old age
expenditures of the Two Percent Scheme. Overall savings are shown by the lightly striped area in figure 6
below the benchmark line.

2.33 Transferring new entrants from the Two Percent Scheme to the Ten Percent Scheme has an impact
on both revenues and expenditures of the Ten Percent Scheme. As shown in figure 7, the financial losses
of the GPIC are reduced considerably as the scheme gains from the revenue inflows of new contributors
who were previously contributing to the Two Percent Scheme. Thus short term losses are reduced by
almost as much as 0.1-0.3 percent of GDP in the years 2001-2004. These savings are shown as the lightly
dotted area. However, approximately 40 years from now, when new contributors from the Two Percent
Scheme begin to collect retirement benefits, total expenditures will be much higher. Consequently,
deficits will be higher from 2042 onwards compared to the base case. In 2070, deficits could be as high as
-1.7 percent of GDP by which time new entrants would have replaced almost the entire stock of current
contributors to the Ten Percent Scheme. These higher deficits are depicted by the dark shaded area in the
figure below.
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Figure 7: Net Resource Requirements - Ten Percent Scheme (Percent GDP)
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IREFORME OPTIONS

2.34 The strategy of unifying all civil servants within one pension system by moving all new
contributors to the Ten Percent Scheme neither unifies the system nor provides better financial position
for the PA. The unification process takes about 5 0-60 years and encumbers the PA with additional short-
term resource requirements. The overall level of deficits are still unsustainable and become critical within
the next five years as the mounting financial burden on the Ten Percent Scheme adds to the deficits of the
Two Percent Scheme. Urgent reform of the civil service is a necessity given the magnitude of liabilities
involved. Unless reform efforts are aimed at the fundamental sources of the financial problems, they are
unlikely to effect significant cost-savings. In particlular, reforms that do not address the high benefit
accrual rates, generous indexation provisions, and extremely lax early retirement provisions will fail.

2.35 Two reform options that are suitable to the Palestinian Authority's unification objective, while
easing unsustainable pension liabilities, are examined here. The first would maintain the current Defined
Benefit (DB) Pay-As-You-Go (PAYG) framework but with reduced benefits and a combined contribution
rate of 12 percent split equally between the PA and its employees. The new benefit rules and contribution
rates, which would apply to all workers under age 45, would be phased in over eight years beginning in
2002. By 2010, the new parameters would be operational and in effect all employees would be covered
under the same regime.

2.36 The second option is to terminate participation for workers under age 45 in both the Two Percent
and Ten Percent Schemes. The termination would take place in 2002, when workers under 45 would be
enrolled in a new fully funded Defined Contribution (DC) scheme along the lines increasingly found in
MENA countries such as Bahrain, Egypt, Jordan, Oman, and Kuwait. Workers benefits under the fully
funded DC scheme would be based on contributions to the scheme on their behalf and the investment
returns on those contributions. At retirement current workers would receive the benefits they accrued
prior to 2002 under their old scheme plus benefits from their contributions from 2005 onward to the new
scheme.
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MODIFIED DEFINED BENEFIT SCHEME

2.37 Under the modified Defined Benefit (DB) approach, both the West Bank and Gaza Schemes would
move gradually from their current rules to a new set of rules, which would become fully effective in 2010.
Under the new rules, pensions would be based on the last five years' average wages rather than final
-wages as under the current schemes. The pension accrual rate for each year of service would be 1.25
percent. Participants would be eligible for a pension at age 60 with 10 years of service. Alternatively, they
could retire as early as age 55 with 10 years of service. However, their benefits would be actuarially
reduced by 1/22 for each year prior to age 60. Unlike the current schemes, which are indexed to
government wages for rank at retirement, the modified DB scheme would index benefits to consumer
prices. Since wages have been frozen, retirees have received few increases over the past 10 years,
resulting in a significant erosion of their pension's purchasing power. Moreover, civil service wages are
subject to changes for reasons unrelated to retirement income needs, which makes them an inappropriate
index for pensioners, because they offer no protection against the real causes of deterioration in standards
of living. Price indexing offers stability to the pension's purchasing power and is cheaper when labor
productivity is rising, which is to be expected once labor market closures and mobility barriers are
eliminated. However, to the extent that wages do not rise in the public sector, inflation indexation may
have some short-tern benefits.

2.38 The impact on overall liabilities and cash flows is significant. The Two Percent Scheme moves
from Pay-Go financing to a partially financed scheme. The reform also corrects the fundamental problems
of the Ten Percent Scheme that are associated with over-generous benefit accruals, easy retirement
provisions, and improper indexation. It also has a positive impact on deficits. This is indicated in figures 8
and 9 below.

Table 3. Summary of Parametric Reforms

Year 2002 Rules Year 2010 Rules

Contributions Benefits Contributions Benefits

PA Actives Accrual Retire. Indexed PA Actives Accrual Retire. Indexed
Rate Age to: Rate Age to:

2.00 to 2.00/yr 60 with Wages 6.00 6.00 1.25/yr 60 with Inflation
West Treasury early actuarially
West retirement fair earlyBank after 15 retirement

years

12.5 10.00 2.5/yr 60 with Wages 6.00 6.00 1.25/yr 60 with Inflation

Gaza early actuariallyretirement fair early
retirement

2.39 Figure 8 shows the impact of this reform on the expenditure flows and deficits of the Two Percent
Scheme, as compared to the current strategy of diverting new entrants to the Ten Percent Scheme. By the
time the reform is fully implemented in 2010, the modified scheme will experience steady financial
improvement on account of increased contribution from employees and employers as well as reduced
pension expenditures. However, beyond 2050 the modified DB scheme will have higher expenditures
(compared to the current rules), because it pays pension benefits to new entrants of 2002, who would
begin retiring. Whereas under current rules, those expenditures would be the liabilities of the Ten Percent
Scheme.
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Figure 8: Expenditures and Deficits of Two Percent Scheme (Percent GDP)
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2.40 Figure 9 shows the impact of this reform on the Ten Percent Scheme. Financial difficulties are
substantially reduced, though not entirely eliminated. In the first few years of the transition toward the
modified DB scheme, the loss of revenue from reduced contribution rates decrease the Scheme's resource
base. Soon after this period, expenditure savings more than compensate. Over the simulation horizon,
deficits are reduced by more than 50 percent, implying that the correction of basic design could
significantly enhance outcomes.

Figure 9. Deficits of the Ten Percent Scheme (Percent GDP)
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Schemes does save substantial resources, the average financing gap over the simulation horizon is about
NIS118 rnillion per year, or approximately three to five percent of recurrent budgetary expenditures. In
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addition to the financing gap, the Palestinian Authority must also cover its contribution payments thereby
further increasing its liabilities. Table 4 below shows the total liabilities for the PA under the modified
DB scheme inclusive of its contributions, which are increased to roughly NIS172 mullion per year.
Present assets only would finance two years of these liabilities.

Table 4: Total Pensions Liabilities for the PA - New DB Scheme

Present Value of Present Value of Total Fiscal Mean Annual
Deficits* PA Contributions* Transfers Fiscal Transfers

Total 8,450 4,479 12,930 172

NIS mill, 2000 prices
Source: Author calculations/PROST output

MOVING TO INDIVIDUAL ACCOUNTS

2.42 This approach requires a fundamental acceptance of the need to move away from the DB approach
toward a scheme with more transparent links between contributions and benefits. Our simulations assume
that everyone under the age of 45 is enrolled in a new DC pension scheme. Upon retirement, these
members would receive an annual flow of income from the value of their contributions to this scheme
plus the interest accrued. In addition, these members would receive their accrued pension rights under the
old scheme, pro-rated for their length of service in the old schemes, as an annuity. Individuals older than
45, on the other hand, would remain covered under the present rules.

2.43 The impact on financial flows for the Two Percent Scheme is shown in figure 10 below, which
tracks annual real resource requirements. Pensions for those still covered under present rules, non
switcher pensions, increase slightly as the bulk begin to retire. Then, mortality starts pushing expenditures
to zero. By approximately 2030, the Two Percent Scheme will finish paying pensions to those at present
aged 45 or older. Compared to the current situation, there is a reduction in both the level and the time
pattern of expenditures, because the transition ceases the accumulation of future pension liabilities for
those aged 45 and under.

Figure 10: Real Old Age Pension Expenditures - Transition to DC (Two Percent Scheme)
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Source: Author calculations/PROST output.
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2.44 Terminating liabilities for the Ten Percent Scheme would proceed in a similar manner. After
experiencing a demographic hump around the year 2015, obligations to those over 45 would be liquidated
by the year 2032. Accrued pension rights are paid to those who have switched to the Defined Contribution
(DC) scheme, as indicated in the light columns. They would be terminated by approximately 2054, when
the youngest cohort of contributors during the transition begin to retire from the DC scheme. This is
indicated in figure 11 below.

Figure 11: Real Old Age Pension Expenditures - Transition to DC (Ten Percent Scheme)

25 0X Termination PAYG liabilities- 10% system
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2.45 Focusing exclusively on expenditures ignores another crucial detenninant of financial flows. Both
existing fimds would experience a sharp decrease in revenues inflow, as members' contributions are
diverted toward their own individual accounts. Although for the Two Percent Scheme the marginal
decrease in resource inflows would be negligible, the Ten Percent Scheme would mcrease a significant
increase in deficits - the costs of the transition. This is shown in figure 12 below. Compared to the current
situation, the overall level of deficits would be lower, since they are terminated completely by 2050,
approximately. On the other hand, during the early years of the transition, there would be an increase in
deficits that would require financing. These transition costs may be calculated as the difference in the
level of deficits between the rules curTently in place and those of the DC scheme, as shown below.
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Figure 12: Resource Gaps for the Ten Percent Scheme under Various Scenarios (Percent GDP)
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2.46 The potential advantages of moving towards a DC scheme lie in its ability to rapidly accumulate
capital and to supply a pool of long-term capital (Vitas, 2000). Even with modest assumptions about the
real rates of return to capital 8, our simulations suggest that by the time the DC scheme achieves maturity,
capital accumulation would be almost 20 percent of GDP. This is slightly higher than the current stock
market capitalization of the nascent stock market in the West Bank and Gaza and a modest rate of capital
accumulation of approximately 1.25 percent of GDP per year. However, given exceedingly high domestic
risks in virtually all markets, the management of these funds and their allocation within the economy
would be a challenge and warrant serious institutional reforms in the financial sector.

2.47 The development of long-term capital funds and their efficient allocation within the economy are
limited by existing institutional and financial sector constraints as well as political risks. The Nablus-
based electronic stock exchange has a market capitalization of about 20 percent of GDP. However, the
market is strongly dominated by two companies, PALTEL-the Palestinian telecommunications company-
and PADICO-the Palestinian Development and Investment Company. At present there are no oversight
rules, no capital markets laws, and no financial reporting requirements for listed companies. However, a
recent capital markets law, based on the Scandinavian model and attempting to unify oversight and
regulatory issues, has passed a first reading of the legislative council and is an encouraging development.
There is also some work being done on a securities law which would harmonize stock trading procedures.
At the same time, the PA is opening up external links via trade and capital liaisons within the Arab
Common Market. Given the resumption to normalcy, such links would greatly assist in hedging against
domestic risks.

2.48 Pension reform would provide an excellent opportunity to overhaul existing financial institutions
and schemes, while at the same time leaving open the possibility that the growth of non-financial
intermediaries would tend to promote competition among banks since it would be an altemative source of
capital, encourage bond market development because in its infancy many of these funds would prefer to
trade in secure bonds and these would be demanded by cohorts approaching retirements, and, at the same
time allow for greater labor mobility among sectors. Experience from other MENA countries that
embarked upon financial sector liberalization programs have shown a significant increase in the depth of
capital markets (Jordan, Tunisia, Morocco). The linkages between capital market developments and

8 We assume a steady real rate of return of two percent over our simulation horizon.
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pension reform must be considered carefully as part of any pension reform discussion in the region.
Contractual savings institutions can contribute to the depth of these markets. This liquidity effect, in turn,
can have implications for overall economic growth. Large institutional investors can also demand
innovation and improvements in capital market infrastructure (e.g., credit rating services or better
settlement processes).

NEXT STEPS

2.49 Our simulations showed the positive impact of removing some design elements from the schemes.
They also revealed the negligible long-term impact of reforms implemented without addressing the
underlying causes of problems. The movement toward a modified DB scheme with modest parameters
appears to be both feasible and necessary. The lack of coherent financial infrastructure, the presence of
nascent domestic financial markets with political risks and volatile capital flows, and the fledgling
supervision and regulatory capacity suggest convergence toward a fully funded occupational-based
scheme should be preceded by appropriate institutional reforms without which the risk of malfeasance
would be high. An alternative strategy, that of allowing the PA with its superior resource base to manage
long-term capital funds, is equally unattractive on account of the lackluster performance of government
agencies in the management of pension funds (Iglesias and Palacios 2000).

2.50 The most feasible option for the Palestinian Authority at present would be to focus on providing
affordable and stable levels of retirement income to its employees by restructuring its pension liabilities in
the short run. Reforms that align contributions and benefits, remove regressive incentive biases, and
encourage transparency have been shown to have a strong financial impact. However, long-term deficits
would never disappear owing to the tendency of Social Insurance schemes to become financially
insolvent at precisely the moment when the pressures of scheme maturity and demographic aging result in
an increased need for social security resources as the number of retirees grows rapidly.

2.51 Experience from other countries suggests that the implementation of even basic parametric changes
can be fraught with political uncertainty thereby prolonging the reform process. Political concessions
often compromise the impact of reforms. Not surprisingly, many countries, primarily in Latin America
and Europe, have contemplated structural reforms to existing DB schemes that would address the issue of
financial non-sustainability by moving towards funded schemes.

2.52 The immediate short-term priorities would be to:' (a) implement enhanced asset management and
corporate governance structures to protect the rapidly dwindling asset base and prevent future government
arrears; (b) negotiate with the government about the repayment of arrears at market rates of interest; and,
(c) move both schemes to structurally and financially sound parameters that address incentives and
abnormally high accrual rates along the lines discussed above. In the medium- to longer-term, the
Palestinian Authority may even consider a move towards enhanced funding so that its long-term liabilities
are curtailed.
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TOWARD A NATIONAL SYSTEM
CONCEPTUAL IsSUES AND FOOD FOR THOUGHT

CURRENT INITIATIVES

3.1 The West Bank and Gaza lacks a comprehensive National Social Insurance system for the elderly,
and private pensions do little to fill the gap. Coverage is limited and private schemes function more as
severance plans than retirement programs. With rare exceptions they are Provident Funds that offer
modest one time lump sums when a worker terminates employment regardless of age. Against this
background, existing family- and community-based mechanisms for supporting the elderly are also on the
verge of breaking down. To remedy this situation, the Palestinian Authority has begun the process of
designing a new National Pension scheme for all workers. A law has been drafted that would establish a
Pay-As-You-Go (PAYG) Defined Benefit (DB) scheme. As drafted, the law requires substantial revision
before it could be enacted and implemented, as it most certainly would be banlrupt under specified
parameters 9 and would experience financial difficulties similar to the dilemma confronting current civil
service pension schemes.

3.2 The proposed National Scheme, as drafted, would be financed according to scaled premium
principles. The initial contribution rate of 13 percent would be set so as to balance the scheme over a short
time horizon of perhaps ten to fifteen years, at the end of which contributions are adjusted again to
balance the scheme over the next planning horizon, and so on. Benefits would accrue at 2.22 percent per
year of service and be based on terminal wages. The scheme envisaged is similar to ones in the
neighboring countries of Jordan, Egypt, and Syria, all of which have well-entrenched scaled premium
schemes However, the current labor market characteristics of the WBG are quite different from its
neighbors. Within the current context of structurally low and declining levels of employment, questions
arise related to the appropriateness of the design and its finances.

3.3 In many developing countries with recently established DB scaled premium schemes, the program
was implemented before administrative and record keeping capabilities were sufficiently well developed
to keep the records on individual workers necessary to compute benefits. Thus, workers and employers
were paying large amounts of contributions to government organizations that had no way of keeping
individual contribution and earnings records, and hence no ability to compute benefits when workers
retire, die, or become disabled. Even a superficial review of PA administrative capacity implies that this
could be a serious problem. Although a department of social insurance has been established within the
Ministry of Labor, it is not yet capable of keeping the records to administer a National Pension scheme
where benefits are based on earnings and years of service. The department lacks proper staff, does not
have the necessary technology in place, and does not have a written strategy and detailed work plan for
establishing procedures for collecting contributions, recording individual earnings, and computing and
delivering benefits.

3.4 Investment policy and govemance are major challenges in developing countries. Often the
management systems of assets generated by National Pension schemes lack the necessary transparency to
incorporate suitable controls, to ensure integrity, and to impose discipline in operations and investing, as
does the necessary expertise to manage efficiently the flow of assets. Several indicators denote this
phenomenon In the West Bank and Gaza. Although considerable improvements have taken place over the
past two to three years within the administrative framework of the Gaza Scheme, considerable
government arrears and significant losses in the technology-biased portfolio of the fund's offshore assets
entreat amelioration. Timely audits and actuarial valuations-measurements of transparency-are also
absent.

See Annex for detailed comments on social insurance draft law. This law promises 2.22 percent per year of service vith contribution rates fixed
at five percent (employee) and eight percent (employer). Evidence from other countnes with similar demographic profiles would lead us to
expect a revenue shortfall in about 10 to 15 years as the system begins to mature and demographic aging sets in.
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3.5 Defined benefit social security schemes seldom achieve high enough levels of coverage in
developing countries to warrant their inflated social and economic costs. Given the current uncertainty in
labor markets, it is natural to expect individual preferences to be biased toward short term emergency
situations like the loss of earnings rather than toward the vague concept of retirement as a state of
freedom from work-an irrelevant concept for many elderly citizens of the region. In situations of extreme
political or economic risk, therefore, personal discount rates tend to be very high. Even with modest
contribution rates, employers and workers seek employment in the informal sector to avoid the tax.

3.6 Defined Benefit (DB) schemes have serious consequences, as evinced in the former Soviet
Republics and Latin America. First, coverage is severely limited. Defined Benefit Schemes do not take
into account individual risk preferences and the associated high costs of participation; they deliver
inadequate benefits; and, they are often badly managed. Failure to achleve coverage and poverty
alleviation mark the scaled premium schemes throughout the developing world, and there is no reason to
believe that the West Bank and Gaza will be the exception. It is indeed expected that even more
employers and workers will flee to the informal sector.

3.7 The second and even more serious consequence is that increasing the size of the informal sector
reduces capital investment and limits growth m productivity. Thls is already a serious structural concern
in the Middle East and North Africa region (WB 2001). Employers m the informal sector seldom have
access to efficient and inexpensive credit markets. Hence, the modes of production substitute, to the
fullest possible extent, labor inputs for capital inputs, regardless of the product, regardless of the product.
Although in recent years considerable evidence has been compiled showing the positive irmpact of the
informal sector on the growth of local indigenous sectors; its capacity to absorb a rismg number of
unemployed is severely limited, and it has considerable logistical difficulties related to information and
taxation. Informal sector employment also limits investment to particular types of production: informal
employers shy away from durable goods production and other types of economies-of-scale production
and tend to operate small, low-visibility operations.

3.8 In spite of the disadvantages, the Palestinian Authority is eager to establish an earnings-related
National Social Insurance scheme. The motivation may be attributed, in part, to accessing funds held by
the Israeli government. Under the Histaadrut Labor Agreement, Palestinians employed by Israeli firms
have pension contributions withheld from wages. Supposedly, the funds are held in Israeli commercial
banks, as opposed to being invested in more profitable ways. It is important to ascertain the amount and
location of the funds and to receive all pertinent information in order to guarantee the Palestinian workers
that, in fact, they will be the beneficiaries. To date, the funds have not been transferred to the Palestinian
Authority by the Israeli government. The Israeli government is unwilling to do so until the PA has
established a National Pension scheme. As the funds belong to the Palestinian workers, and some of these
workers may have reached an age where receiving contributions or benefits in some form is expected and
befitting, it would be appropriate to explore the use of an independent trust as a repository for the funds.

ALTERNATIVE AGENDAS: THE FLAT BENEFIT APPROACH

3.9 The institutional limitations as well as the high level of labor market uncertainty in the West Bank
and Gaza require an entirely different approach, for the DB scaled premium scheme rests on the premise
of stable and continued employment earnings throughout one's working life. The real need is not greater
income for workers in the formal sector, the workforce minority. Rather, the real need is to provide more
general-income support to the elderly population. As pointed out, it is estimated that nearly 45 percent of
all Palestinians now live on less than US$2 a day. In 1996, over 50 percent of the elderly relied on
support from relatives, and another 30 percent relied on either their own or their spouse's employment.
Undoubtedly, while these figures have changed significantly, the elderly have remained the most
vulnerable group. The lacking formal mechanisms of support for the elderly automatically increases the
need of informal assistance from sons and younger relatives. Yet, with unemployment rates soaring under

24



TEcImicAL ANNEX 1

current economic circumstances, sons and other younger relatives face highly uncertain employment and
earnings, if not the prospect of poverty itself. A natural first step toward the provision of acceptable social
security coverage would be to start with the most vulnerable and least represented group, the elderly.

3.10 Current institutional capacity as well as financial and labor markets are in a state of ruin from the
conflict. The Zero Pillar Model has been used successfully elsewhere and could have relevance for the
West Bank and Gaza in the immediate short term. This approach uses a social welfare benefit as the basic
floor of protection in old age. Each elderly person, regardless of past work history, receives a minimal flat
benefit near, but usually below, the poverty threshold. To this base, eamings-related pensions can be
introduced, as development of institutional capabilities permit and drive the type of eamings-related
schemes first introduced. These schemes can be PAYG DB social insurance programs with low (and
hence affordable) income replacement rates, or they can be funded plans based on contributions to
individual retirement accounts. Funded individual account schemes can be either mandatory or voluntary
and can be administered by the government, the private sector, or some combination of government and
private administration. Each option has its relative advantages and disadvantages, which should be
debated and understood before selecting the appropriate design options.

3.11 There are many advantages to using a universal social benefit (a Zero Pillar) with a very low benefit
as the starting point for a National Scheme in countries with structural labor and financial market
distortions. However inadequate, it begins to address the needs of all elderly, not just a select 10-15
percent who can save individually for their retirement through other socially provided means. It need not
encourage flight to the informal sector. The taxes used to finance a Zero Pillar can be spread broadly over
taxpayers. It need not, indeed should not, be a direct tax on wages, which is the optimal tax for financing
schemes based on employment history. More real savings may be generated by modest wage eamers if
they have a low benefit guarantee and the promise of supplementing it through appropriate contractual
savings instruments, such as private pension funds. This has certainly been the expernence in South Africa
where a Zero Pillar is combined with voluntary savings. Nearly 80 percent of the South African private
labor force participates in a voluntary pension. Finally, in situations where unemployment and insecure
income streams threaten the most important source of income for the aged, intra-family transfers, a flat
benefit to all aged does more than protect this highly vulnerable group. It also enhances solidarity and
cohesion at the community level-a key ingredient in the recovery process from the shocks and turbulence
of prolonged conflict.

3.12 International experience provides insight into the level of flat cash benefit that should be
considered. Evidence from Asia, Africa, and the former Soviet Republics indicates that most elderly,
using incredibly innovative means, actually survive on about 20 percent of the minimum wage, while in
some instances, such as in South Africa, elderly women survive on a derisory 6-10 percent of the
minimum wage (Adamchak 1998). This suggests that supplemental support, in the form of a social
pension, even if set at very low levels, would have significant positive impacts on the increasingly large
number of elders. A reasonable level of social pensions to the elderly should be about 20 to 25 percent of
average wages, as in Mauritius, or between 20 and 25 percent of per capita income, as in countries like
Namibia and Mozambique. The challenge is to keep flat benefits modest and free from politics while
avoiding adverse behavioral incentives.

3.13 As with all social programs, affordability is a central issue. An estimate of the cost is shown below.
For the estimate a flat benefit of 25 percent of the average wage is used. Data from 2000 are used, since
later data were not available. A number of approximations in the estimate could be refined as better data
is located. However, they would not be expected to have a major impact on the estimate.
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3.14 In 2000, the average annual wage within the territories was approximately NIS18,720.10 If security
forces and civil service workers are excluded, the private sector wage would be 80 percent less than the
overall average, or NIS 14,976. Using 20 percent of the average wage as the standard for the flat benefit to
the elderly, then the annual benefit to the elderly would be approximately NIS3,000 per year. With
133,000 the Palestinians age 60 or older, the total annual cost of paying this benefits would have been
NIS400 million. If the level of benefits is fixed at approximately NIS2,000 per year, roughly 13 percent of
average wages, then total costs would be about NIS266 million. In fact, the actual cost should be
somewhat lower than this since elderly married couples living together should have a household
equivalence consumption adjustment to avoid unintended bias against widows and widowers. Means
Testing could further reduce costs by limiting the target group. For example, civil service and security
forces retirees should not be eligible for the flat benefit. They already receive extremely generous
pensions, and they also have their own flat benefit in the form of a personal allowance, which was
NIS3,600 per annum in 2000. In general, Means Testing can lead to difficulties in implementation and
can generate adverse behavioral effects at the margin. Therefore, it needs to be designed with great
caution.

3.15 One way to put the costs of providing benefits to the elderly into perspective is to relate the costs to
GDP. Under the above assumptions, cash payments to the elderly in 2000 would have been two percent of
GDP, using 20 percent of wages as the transfer amount and about one percent of GDP at the NIS 2000
level. This is the total cost of providing a cash income supplement to each and every WBG citizen above
the age of 60, and, therefore, represents an upper bound in terms of expenditures. This cost compares
favorably to expenditures for social assistance in countries like Namibia and South Africa, where
approximately 1-2.5 percent of GDP is expended to sustain income security for the elderly. Another way
of looking at the level of costs would be to relate them to current PA expenditures. The total costs of
providing income security to all elderiy citizens in the WBG would be no higher than the size of the civil
service deficits over the next five to ten years. This comparison represents an interesting policy trade-off
in the allocation of resources, much of which is in the form of donor assistance. Providing generous
pensions to a privileged group with higher than average incomes or extending coverage to all the elderly
has similar cost implications. Up to this point, this has not been apparent.

3.16 The short-term resource requirements for a National Pay-As-You-Go social security scheme for
workers will cost less in absolute monetary units, but it will provide far less coverage. In 2000, there were
an estimated 597,000 employed workers in the West Bank and Gaza. Of these, 20 percent worked in
Israel or in settlements; an additional 63,000 were members of the civil service; and 35,000 or more were
members of the security forces. This leaves 379,000 in the private sector within the West Bank and Gaza.
Assuming that 30 percent of the remaining workers were in formal sector employment within the West
Bank and Gaza, then roughly 113,000 workers would be covered under the program. Even if every
worker that participates in the program eventually receives a benefit, well over half of the elderly would
be without a retirement benefit when non-working spouses are added to the total.

3.17 Although the cost of a flat benefit would be modest for a program that provides all elderly a benefit,
at 1-2 percent of GDP it is not trivial, and it would not be static. The cost would increase with the average
wage. It would also increase as the elderly population grows. Over the next 25 years, there would be little
to no growth in the cost of flat benefits relative to wages and GDP. There were 10.7 adults aged 15 to 59
for each person aged 60 and above in the WBG in 2000. By 2025, the ratio would be 10.1. This means
that the elderly population will be no more of a burden in 2025 than today. After 2025, the impact of

10 This estimate is based on data from Statistical Abstract of Palestine, No.2, Palestinian Central Bureau of
Statistics, page 242. The estimate uses NIS65 per hour as the wage rate for employment in the West Bank and Gaza,
average days worked per month of 24, and a 12 month work year. This yields an estimate average annual wage of
NIS18,720. This wage includes civil service workers and security forces but excludes those working in Israel or
settlements.
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increased longevity and lower fertility rates will permeate the system, and the dependency ratio" will fall
rapidly. By 2050, the ratio is expected to be 5.0 working aged to aged person. The cost of providing a flat
benefit to all elderly citizens will be no less immune to this shift in demographics than any other social
security program, and the program's financial burden would tend to rise. The increase, nevertheless,
would be less than the increase from a earnings-related program as long as the minimum floor of
protection for the elderly-the level of transfers-remains near its initially established modest level.

3.18 Evidence from other countries such as Mozambique, India, Costa Rica, as well as the classic
Southern African pioneers that operate social assistance transfers to the elderly, implies that front-loaded
investment in the following areas would reap positive payoffs in terms of program efficiency: (a) avoid
delivery bias-urban or rural; (b) invest in information and data systems to track eligible populations; (c)
address incentive issues when fixing the level of benefits; and, (d) define the target population-Means
Testing versus universal provision. Quite clearly, even setting up a basic universal scheme for the
Palestinian Authority would require substantial external assistance in setting up appropriate delivery and
design modalities and defraying some of the costs. At the very least, existing capacity within Ministry of
Social Affairs would need to be carefully evaluated to assess its role in the delivery of social security to
elders.

SUPPLEMENTING A FLAT BENEFIT

3.19 While a stipend to all aged provides a floor of protection for the elderly, it needs to be
supplemented by other protections. Specifically, workers must have the opportunity dunng their working
lives to save a portion of their earnings for retirement. Three fundamental approaches can be used in any
combination. A National PAYG DB scheme (social security) provides a benefit to all workers based on
their eamings. Workers earn credits through their own and their employers' regular contributions to the
scheme. A mandatory Defined Contribution fully funded program places contributions in investment
pools. At retirement workers receive benefits based on the amount of money in their account, i.e.,
contributions on their behalf plus any investment returns. The final approach is voluntary individual
contributions to privately managed pension funds. Any of these approaches could be used in the West
Bank and Gaza. However, as pointed out earlier, there are serious institutional limitations at this time.

3.20 Given current conditions, an optimal second step might be to implement a voluntary scheme to
supplement a universal flat benefit, an approach that has worked well in the developing countries of
Africa and Asia. If a proper institutional framework were developed, this would assure that workers who
wished to save for their retirement could do so and would give both workers and their employers the
maximum flexibility. Also, this approach would offer the broadest range of workers an opportunity to
save for retirement. Coverage would be limited to formal sector employment under a National Pay-As-
You-Go social security scheme such as the one being proposed in draft legislation. Under a voluntary
approach, informal sector workers would have an opportunity to participate. Recent innovative examples
in Mozambique and India, poor countries that have attempted to increase informal sector coverage, have
interesting implications for the West Bank and Gaza. The voluntary private pension fund approach would
also increase the pool of capital available for intemal investment. Moreover, the pool of capital available
from this source would tend to increase naturally as investment opportunities improved. The greater the
opportunity for strong investment retums, the more eager to take advantage the workers would be. This
form of contractual savings possibly would generate greater liquidity and depth in financial markets.

3.21 There are several mstitutional prerequisites for establishing voluntary pension funds. First, there
must be a stable banking scheme in which the public has confidence. This condition appears to already
have been met, though substantial improvement in reporting and accounting standards is needed. Second,
there must be market opportunities for investment. The securities exchange in the West Bank and Gaza is

The ratio of working aged population (age 15-59) divided by the elderly population (age 60 and above).

27



TECMIWICALANvExs 

in its early stages of development; at this point it could not accommodate substantial investment funds.
Permitting private pension funds to invest internationally would overcome this problem. Third, private
pension funds require licensing and proper government oversight. Transparency means imposing
reportmg requirements to the government and disclosure requirements to the participants and public. Self-
dealing must also be prevented through prohibited transaction and other rules. Investment guidelines need
to be developed to assure portfolio diversification and appropriate allocation among asset categories.
Funds must be protected against self-dealing which requires regulations on defining parties in interest and
on requisite disclosure. To meet these requirements, the Palestinian Authority would have to develop a
legal framework for regulation. It would then have to establish and empower a regulatory authority,
which could be an existing institution or institutions. This is a substantial undertaking. The regulations
must be strict enough to protect the funds but not so strict as to deter their development and operation.
Fortunately, there are a number of successful international models. Establishing an appropriate legal
framework and building institutional capability is a multi-year undertaking and should begin immediately.

NEXT STEPS

3.22 This report has focused on issues that have been of concern to the PA for the last several years-of
which the most significant are civil service pension liabilities and the lack of social protection for the
elderly. Yet, reforming civil service pensions by itself would have national implications since it is already
the largest pension provider in the country. Thus the two issues are somewhat interdependent, although it
is not apparent that the PA perceives this link in its policy approach towards pensions. In other words, it is
very likely that the reformed civil service scheme could form the basis of a National Scheme given its
significant employment levels. The design of the new scheme should be amenable to expanding coverage
to the private sector.

3.23 Rather than move forward with an earnings-related Defined Benefit social insurance scheme at this
time, which only sets up long-term liabilities and presents credibility problems, the Palestinman Authority
should consider establishing a flat benefit for all aged regardless of work and earnings history. Unlike an
earnings-related scheme that would serve only the minority, formal sector employees, a Zero Pillar
program for all aged would be comprehensive and all-inclusive. It would be less costly than an under-
funded earnings-related program and could be financed using a broader tax base, savings from civil
service pension reform, and donor help. Labor markets would not be distorted, and better-off would be
the young families providing informal support to more than half of the elderly. Furthermore, the provision
of universal benefits would boost social cohesion and solidarity, an important political and economic
consideration in the wake of recent conflicts. Given the current conditions in the West Bank and Gaza,
there is a critical need to protect the elderly, and the Zero Pillar income transfers to the elderly would be
the most visible and transparent way of reducing poverty in old age.

3.24 At the same time, the Palestinian Authority should begin developing the legal and institutional
framework necessary to implement voluntary private pension funds. Such funds would provide the
greatest possible opportunity for workers to supplement their retirement income beyond that provided by
the universal social minimum.

3.25 None of this implies that existing family- and community-based arrangements should not be
encouraged and supported. To the contrary, these arrangements form the backbone of social security in
the West Bank and Gaza. A major obstacle to the development of sound policy would be lifted, however,
if more information was available regarding the elderly, their living arrangements, and their consumption
habits.

3.26 The nature and pace of reform initiatives in the West Bank and Gaza will be constrained by the
level of resources available and the institutional capacity to implement and deliver reform initiatives. The
need for substantial donor assistance and presence through the reform effort is, therefore, not only highly
desirable but a necessity given that reforming civil service pensions could require resources that just do
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not exist at present - either in terms of finances or skills. Clearly thus implies a careful review of what
social security needs are the most pressing and affordable Our analysis suggests that the broader policy
agenda for the Palestinian Authonty should be to

* Address civil service pension liabilities smce they cnpple the Palestiman Authonty's
ability to engage in other reforms

* Address the needs of the most vulnerable elderly, especially in the aftennath of brutal
conflict

* Encourage existing private-sector pension provision
* Encourage family- and community-based means of support
* Invest in institutional reform, especially in financial markets, labor markets, and tax

regulations
* Rethink National Social Secunty design tn light of recent events and economic

conditions.
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TECTHECAL ANN~TEX P-

COMMMENTS ON SoCIAL INSuRANCE ID]RAIFT LAW - No 63/99
IDATED J1UNE 2,49 2001

The Social Insurance Draft Law Number 63/99 is an important step forward in creating a social
insurance system for the workers of the West Bank and Gaza (WBG). This note provides some
specific recommendations and comments on the articles of the draft law. Our general remarks are
that while this legislation provides a broad framework for the establishment of a social security
regime in the WBG, some crucial details are not addressed. These relate to areas of (a) coverage,
(b) investment of the assets of the scheme, (c) benefits and contribution rules of the scheme, and,
(d) corporate governance of the scheme. In order to improve the legislation, we recommend a
careful analysis of social insurance laws in other transition economies like Poland and Slovenia.

lCHAPlER ONE-IDEIFIINIIDNS AND GENERAIL IFO$vXHsHo

ARTICLE 1-DEFINITIONS AND BACKGROUND

It is important that the legislation specify:

1. The rules for social insurance liability,
2. The rules for setting social insurance contributions, and the basis for determining

the rates thereof,
3. The principles and procedures for the following:

a. Filing notification of social insurance participation
b. Keeping records concerning the insured and the contribution payers
c. Settlement of social insurance contributions, sick leave, and other insurance

benefits
d. Filing procedures and dates for making social insurance contributions.

4. The operating principles of the accounts of the insured and the contribution
payers.

5. The organization and operating principles of the Social Insurance Fund.
6. The organization and operating principles of the Social Insurance Institute.
7. The control principles of social insurance tasks performance.
8. The types of social insurance benefits, conditions for eligibility, as well as the

rules and procedures for granting such eligibility shall be defined by virtue of
separate regulations.

9. That the payment of all social insurance benefits shall be guaranteed by the PA
making it the de facto guarantor of the scheme.

ARTICLE 2

What is the relationship between work injury benefits provided by the social insurance law
and work injuries provided for by firms under their own insurance provisions as covered by
the labor law? Is this an additional insurance for disability beyond that covered by firms? If
so, it should be clearly specified.
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ARTICLE 3

Please attach a copy of the labor law so that the exact category of workers being covered is
defined. At this stage, given the uncertain economic and labor market conditions, it would be
prudent to define three categories of potential members:

1. Those with regular employment (this group would constitute the most
important element of coverage under normal economic and labor market
conditions)

2. Other workers like domestic workers and contract workers that may not have
continuous employment histories

3. Self-employed individuals.

Will civil servants be covered under this legislation?

Is coverage mandatory or voluntary?

CHAPTER TWO-ADMIiISTRATION

ARTICLE 4

What is the legal status of the board? Can it be sued? Can it sue?

How can the head office be in Jerusalem?

The Social Insurance Fund would be managed by professional fund managers who will NOT
be under direct control of the board. International best practice in this area warrants a clear
separation of investment decisions from the board due to conflicts of interest. The board will
have control over the investments by specifying the broader guidelines for investment that
investment managers would be expected to follow. The head of investments would report to
the board but not be under direct control of the board regarding asset allocations and other
investment decisions.

ARTICLE 5

How would the board members be elected, and who would elect them? What are their
responsibilities? How will they be absolved of their responsibilities in the event of
malfeasance or corruption?

ARTICLE 6

Specify in more detail as to the functions of the chairman and secretary at the board meetings.
Would they be allowed to vote on board decisions? Who would chair the meetings if the
chairman of the board would not be available? Who would maintain records of board
meetings? How would these records be stored and who is responsible for their storage?

Specify more clearly, what constitutes a 'forum' for board meetings.

ARTICLE 8

The organizational structure and administrative procedures for the board should be: (a) based
on the recommendations of a qualified expert on human resource management, and (b)
subject to review periodically-once every three years or so.

The board should specify fiduciary trustee arrangements for the fund as well as provide for
remsurance with an estabiAshed reinsurance agency with reputable intemational credentials.
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The board will NOT be responsible for investing funds, rather it must provide guidelines for
investment to professional investment managers.

The board shall be responsible for the appointment of auditors AND actuaries to the institute.
The board will also have to respond to auditors recommendations as well as
recommendations of actuaries within a reasonable amount of time in the interests of financial
solvency and transparency. It is our recommendation that for the first five years of the
scheme, annual audits and actuarial valuations are conducted on an annual basis, and once
every two/three years thereafter.

ARTICLE 9

Specify clearly the qualifications and experience necessary for the board manager so that he
or she is NOT a political appointee but a qualified individual with experience as a CEO or
manager of a reputable firm.

The responsibility for ensuring timely audits and actuarial valuations should be under the
manager since it falls withm the general realm of 'good administration'.

CHAPTER ¶THREE- FNANCIIAL RESOURCES

ARTICLE 10

It is better to specify the financial assets as well as potential liabilities of the fund.

ARTICLE 11

Contributions should be made on ACTUAL monthly pension salaries paid by the
employer each month. They should be paid by the 1 5th of the following month failing
which there would be punitive damages to be determined by regulations. International
practice usually involves levying a 'late fee' as well as interest charges on late or
delayed contribution payments. Fixing contributions on the basis of the wages earned
during any particular month leaves open the possibility of strategic manipulation of
earnings between employer and employee.

ARTICLE 12

The employer should be responsible for ensuring that contributions are paid in a
timely manner.

The employer should be responsible for maintaining accurate employment records of
each employee that should include at the very least (a) date of employment, (b) full
salary history while in employment, (c) record of contributions made for each
employee, (d) date of employmerit termination for each employee resigning, and (e)
age, date of birth, gender, and contact addresses of each employee.

This information should be cross-checked by the social insurance institute with its
own records at least once a year to ensure accurate information flows within the
social insurance system.
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ARTICLE 13

Actuarial valuations should be conducted EVERY year for the first three years and
then once every two/three years after the inception of the scheme. Annual audits
should be conducted and presented by the manager to the board on an annual basis.
The recommendations of the actuary and auditor should be presented to the board
within three months of their completion and the board must be given six weeks to
respond to the recommendations and advice.

The surplus of funds would be invested NOT by the board but by professional
investment/fund managers in accordance with the guiding principles adopted by the
board.

In case of deficits, the board would realign benefit formulae and contribution rates to
ensure solvency. Specify the fiduciary obligations of the government in case of
deficits more elaborately. How should the transfers be made? How will these
transfers be budgeted for by the government? What is the point of using government
grants and transfers to cover deficits if the government has the authority to tax the
general public to recover these deficits as opposed to raising contribution rates of
members directly?

CHAPTER FOUR-WORK INJURY INSURANCE

Comments forthcoming after review by a qualified work-injury expert.

CHAPTER FIvE-OLD AGE INSURANCE, NATURAL DIsABILITY
AND DEATH INSURANCE

ARTICLE 35

What is the basis for specifying the contribution rates in the law? How were the figures of
five percent and eight percent computed? Usually, the financing plan (contribution rates) are
based on detailed analytic and actuarial calculations-have these been made?

Has this contnbution structure been discussed by (a) employers or their representatives, and
(b) employees and their representatives?

Specify in full detail what part of wages would be included in making contributions and what
part exempt.

Specify in more detail the exact wage range-that is, ceilings and floors for calculating
contributions. These should be based on a careful analysis of eamings pattems in the labor
markets of the West Bank and Gaza.

Specify in more detail the exact collection mechanism for collecting contributions-who
collects them? Income tax authorities? The Social Security Institute? How are the financial
flows from the employer to the social security institute directed?

Specify procedures and processes for late/delayed payments.
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ARTICLE 36

The retirement age should reflect life expectancy conditions in the West Bank and Gaza
(WBG). Current life expectancy in the WBG areas is about 72 years. In line with
international trends, life expectancy will improve over the next fifty years or so. Thus the
official retirement age should be subject to change and reviewed periodically under advice of
qualified actuaries. It is better to specify retirement age at 60 for now, but mandate that it
rises to 65 in the next fifteen years or so. This would reflect a) current socio-economic
conditions that would determine life expectancy and b) a desire to work longer by the work
force.

Normal benefits should accrue after at least 30 years of contributions since it makes no
financial sense to deduct 5% of employees salaries for only 10 years of contributions and then
pay about 20 to 30% of wages for 10 or 15 years as benefits.

Actuarially fair provisions could be made for 'early retirees' or those with less than 30 years
of contributions so that there is no financial burden on the system.

ARTICLE 37

The benefit formula being proposed is too generous relative to contributions. The current
formula proposes a benefit rate of about 2.22% per year of service implying that someone
with 10 years of service would retire with 22.2% of the wage base used for calculating wages.
Given the current retirement ages, and the benefit formula being proposed, the fund would
most certainly be in deficit fairly soon. According to international evidence, as well as 1LO
conventions, it is recommended that the replacement rate be no higher than 45-55% after 30
years of service.

The average monthly wage used in calculating wages should reflect entire career wages,
otherwise the system redistributes in favor of high income workers (those with higher wages
towards the end of their careers). This is clearly against the basic principles of solidarity and
redistribution, which are the principles for the social insurance system being considered in the
WBG. Furthermore, it leaves open the possibility of strategic manipulation of salaries to
reflect higher salaries towards retirement and lower salaries in the early part of the working
career. This works to the disadvantage of the fund. Thus the law should be changed to include
at least the last 5-10 years of wages in the beginning-and then gradually increasing the years
of wage calculations to reflect the true lifetime earnings of members. This also has the added
advantage of providing a tighter link between contributions paid and benefits received.

What is the technical basis for such pro-natal pension adjustments? The average number of
children in the WBG territories is roughly six. This would greatly inflate pension payments
and put a great burden on the tax payers of the WBG.

ARTICLE 38

Early retirement provisions should reflect a compromise between political imperatives and
actuarially fair calculations to avoid a burden on the finances of the social security institute,
the government, and ultimately the tax payers of the WBG.

Early retirement should be discouraged as a general principal using financial and actuarial
calculations since it imposes costs on the social security fund, the labor markets of the WBG,
the government, and the tax payers of the WBG.

The ceilings and floors for pension benefits MUST be based on technically sound
calculations, since they impose distortions in the costs of the fund.
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ARTICLE 39

Should the minimum requirements for meeting eligibility for pensions not be fulfilled, the
social security institute should just return contributions to the worker with simple interest.
The proposed age-specific structure seems to reflect political motivations and would greatly
add to the administrative costs of the system-an expense to be unfairly bome by current
members of the fund.

The provision of a lump sum benefit defeats the purpose of providing an adequate stream of
income throughout old age. Most countries in the world have stopped the provision of lump
sum payments, precisely because it does not act as an adequate barrier against old age
poverty. Even countries that allow for lump-sum commutation of benefits limit such
commutations to no more than 15 to 20 percent of benefits.

ARTICLES 40 AND 41

These two articles seem to reflect 'transition' provisions for workers who may join the
system when old. Such transition arrangements should be calculated on the basis of
actuarially sound analysis. Altematively, the new system could start out with younger
workers only while allowing older workers to continue under their existing arrangements for
old age income security. As written, Articles 41 and 42 impose huge financial costs to the
system that has not been adequately accounted for while detemining contribution rates and
benefit payments.

ARTICLE 42

To remove any ambiguity from this article, the Arabic equivalent of the word "collectively"
should be inserted after "his/her beneficiaries." Otherwise, this article could be interpreted to
mean that each beneficiary gets the amount specified in parts 1, 2, and 3.

Disability and survivors benefits based on fixed percentages will introduce inequities between
those receiving disability and survivors pensions as well as between those receiving these
types of pension and old age pensioners. For example, a disabled worker with 12 consecutive
premniums (one year of employment) will receive 50% of the average wage, while an old age
pensioners with 180 premiums (15 years) could receive only 40% of the average wage. An
early retiree with 180 premiums could receive even less than 40% of the average wage.
Paying workers and their survivors higher benefits than those earned by workers with many,
many more years of service is not justified.

A widely used approach and one that has been accepted by workers in other systems is to: (1)
require some minimum number of premiums; and (2) for those that meet the minimum, give
partial credit for the period between the age of disability or death and the normal retirement
age. The minimum required premiums is 60 in nearly all system throughout the world. With
some exceptions, credit is given for one-half the number of premiums between the age at
disability (or death) and the normal retirement age (60 under the proposed Palestinian law).
The disability or survivors pension is then computed in the normal way using, as the number
of premiums paid, the number of premiums paid plus half the number between age of
disability and normal retirement age. This approach is widely perceived as equitable and
requires no extra record keeping.

Recommendation: Revise the draft law to conform to the international standard outlined
above.
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ARTICLE 43

The need for an aide should be reviewed regularly and never less often than once per year.

ARTICLE 45

For reasons stated above, employers should pay contributions each month based on wages in
that month. If this is done, then partial months of employment are not a concern. All wages
paid in a month, whether for the whole month or a part of it, are subject to contributions
which come due no later than the 15'I of the following month.

ARTICLE 46

In some countries, paying a full month of benefits for the month in which a death occurs is
perceived as inequitable. Although practice varies, one approach is to base the first month of
survivors pensions are based on whether the worker dies in the first or second half of the
month. If the death occurs in the first half of the month, then a full month's benefit is paid.
Otherwise, only half a month's benefit is paid.

For administrative convenience, the rule proposed in the draft law could be used. It would be
somewhat more fair to use the half-month rule.

ARTICLE 47

The conditions for eligibility to receive a survivor benefit do not appear to be fully specified
in this article. (1) This article should make reference to schedule 2, which sets forth the
distribution of benefits to survivors. (2) Part 2 of the article puts no upper age limit on receipt
of a survivor benefit by daughters and sisters. Is this intended? Also, a widow does not have
her survivor benefit reinstated if she remarries and then divorces. Is this intended? (3) In part
3NtlXe widower does not lose his survivor benefit if he remarries. Is this intended? By
interhational standards the widower should lose his survivor benefit if he remarries.

ARTICLE 49

Part 3 cannot be administered without an elaborate set of rules for recalculating the benefits
of all other survivors. If the survivor stops working in the middle of the month after other
survivors have been paid their benefit, what is the benefit for the survivor who stopped
working? The entire amount has already been paid to other survivors. Will other survivors
have to repay part of their benefit to the Organization because of the recalculation. To avoid
problems of recalculation, the survivor benefit of the survivor who stopped working should
be reinstated on the first day of the month following the one in which the eligible survivor
stopped working.

For parts 1 and 2, the survivor should have his/her benefit reduced the first day of the month
following the month in which he/she becomes employed or has a change in wages that would
increase or reduce his/her portion of the total survivor benefit to all survivors.

For part 4, it is not clear why disabled survivors should not have their benefits reduced if they
have wage income. Social insurance is intended to provide a floor of protection against loss
of wages. Why should healthy survivors who receive wages have their benefits reduced while
less healthy ones with equal wages should not?

ARTICLE 54

There is no sound rational for paying different amounts for funeral expenses based on level of
earnings or level of pension. Paying funeral benefits based on earnings or pension amount is
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regressive. The better off the deceased, the higher the funeral benefit. Many would argue that
those with lower earnings and pensions should receive higher funeral benefits. Social
insurance schemes that offer a funeral benefit almost always pay a fixed amount that is the
same for all eligible deceased persons.

CIIAPTER SIX-PENALTIES (SANCTIONS)

ARTICLE 57

This article should specify that written regulations will offer guidelines and define the
scope of acceptable excuses to ensure that this provision is not applied arbitrarily.

CHAPTER SEVEN-FINAL PROVISIONS

ARTICLE 65

Does this article preclude having the Organization withhold from pensions the five
percent contribution for health insurance? If so, is this result intended?
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