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EXECUTIVE SUMMARY

Recent Economic and Policy
Developments

Irag’s economy is slowly recovering from the
double COVID-19 pandemic and oil shocks of
2020. Global demand has boosted oil prices, OPEC+
eased oil production limits to the benefit of Irag, and
COVID-19 restrictions were gradually lifted, leading
to some recovery of economic activity especially
in the services sectors. The recovery was aided by
government actions that continued to push forward
the White Paper reforms and managed to provide a
small stimulus through public transfers and schemes
aimed at increasing credit to businesses. This led
real gross domestic product (GDP) to grow by 0.9
percent year-on-year (y/y) in the first half of 2021 (H1-
21), after a 16 percent contraction in 2020. However,
the recovery was held back by deteriorating public
service delivery, including widespread electricity cuts,
as well as intensifying climate change shocks such as
historic low rainfalls (second driest year in 40 years)
which led to water shortages. These developments
impacted agriculture and the industrial sectors. At the
same time, healthcare services deteriorated amidst
growing cases of the COVID-19 Delta variant.

More
have pushed Iraq’s fiscal balance into a surplus,
although structural challenges persist. With Irag’s
oil prices in Jan-Jul 2021 trending at 81 percent above

favorable oil market conditions

the same period a year earlier, oil revenues have
increased by 52 percent y/y while expenditures rose
by 14 percent y/y. This led to a fiscal account surplus
of 2.2 percent of GDP and a decline in the public debt-
to-GDP ratio. However, the budget remains large, beset
by rigid spending on wages and transfers, reducing
the ability of the Government of Irag (Gol) to undertake
fiscal adjustments or further stimulate the economy,
and produces poor quality services. Large arrears—
especially those related to electricity, public wages, and
pensions—intensify pressures on Irag’s public finances.

Higher oil exports and global investment
flows have improved Iraq’s external account and
bolstered international reserves. QOil exports rev-
enues increase of 27 percent y/y in H1-21 together
with imports decline of 39 percent y/y, following the
private sector adjustment to the currency deprecia-
tion, pushed the current account balance to a surplus
of 7 percent of GDP. This surplus combined with
improved external financing including a 27 percent
rise in FDI, namely, in energy sector, has boosted the
central bank’s useable reserves from US$48 billion in
2020 to almost US$55 billion in H1-21. These reserves
cover 15 months of current year’s imports.

Irag’s economic prospects have improved
with the recovery in global oil markets, but the
spread of new COVID-19 variants and climate
change challenges pose significant headwinds.
Oil GDP, the main driver of growth in the medium

ix



term, is expected to grow in line with the gradual
phase-out of OPEC+ production quotas. In the
absence of an accelerated process of reforms,
average annual non-oil GDP growth is forecasted to
remain under 3 percent in 2021-23 due to the impact
of the COVID-19 Delta variant on the economy and
water and electricity shortages that impact agriculture
and industries. More favorable oil market conditions
are projected to maintain the fiscal balance in surplus
in 2021-23. Higher oil exports are also expected to
drive a current account surplus over the outlook years,
thereby reversing pressures on foreign exchange
reserves. The recent surge in poverty is expected to
gradually reverse following the economic recovery
and improved vaccination rollout.

However, Iraq’s economic outlook is mired
by significant risks that could materialize in the
medium-term. Downside risks include: a potential
decline in oil prices, a worsening COVID-19 crisis due
to the spread of new variants, a deterioration in secu-
rity conditions, the intensification of climate change
shocks and additional macroeconomic volatility.
Positive oil price shocks would improve economic
indicators in the short term but, as with previous
years’ experience, could come at the risk of weak-
ening an already tepid drive for reforms. The recent
recovery is especially fraught by major fiscal risks.
These risks emerge from growing budget rigidities,
slow clearance of arrears, a large exposure of state-
owned banks and the central bank to the sovereign,
and public investment management constraints that
have impacted public service delivery. On the upside,
progress on regional economic integration together
with an improved security environment could provide
new momentum for growth and diversification. The
breadth and depth of these challenges underscore
the need for an accelerated implementation of struc-
tural reforms by the new government.

Overcoming Water Scarcity and
Climate Change Impacts

Increasing water scarcity and climate change
impacts call for significant water sector reforms to
capture water-related opportunities and manage

water-related risks (droughts, and floods). In 2015,
the Government of Iraq approved its national strategy
to develop water and land resources for the next 20
years. The Strategy, known as SWLRI (Strategy for
Water and Land Resources of Iraq or Strategy), alerted
that in a business-as-usual scenario, by 2016, the
country would not have the necessary water quantity
or quality and called for significant reforms to avert
this alarming trajectory. By 2030, Iraq is projected
to face severe water scarcity, with less than 1,000
cubic meters per person per year available. Irag’s
water sector faces many challenges, among which:
(i) increasing water demand and competition among
sectors, (ii) deteriorating water quality, (iii) aging
infrastructure operating at sub-optimal levels, and
(iv) reduced water availability due to climate change.
The SWLRI had envisioned spending US$180 billion
in the sector over this period, but the financing did not
materialize as expected due to the oil price decline
and the impacts of Islamic State insurgency. The
current water sector resilience (storage level and
conveyance infrastructure) is no longer sufficient to
face the inevitable impacts of climate change. The
water sector needs to improve water productivity,
efficiency, and financial sustainability in the medium
to long term and control the water demand to cope
with water scarcity and the climate change impacts.
Iraq’s water sector relies on a highly cen-
tralized institutional architecture, which creates
coordination challenges in water resource man-
agement and service delivery across the country.
A lack of consensus among governorates and across
sectors has given rise to a “tragedy of the commons”,
epitomized by the deterioration of downstream water
quality as upstream users pollute water resources
needed downstream. Central control of water supply
and sanitation service provision also results in limited
communication with local-level authorities and leaves
little flexibility to respond to ever-changing local con-
texts and situations. Although central water resource
planning is still needed due to the complex hydrology,
local-level involvement in management and allocation
of water resources is necessary for incorporating
local knowledge and varying local priorities.
Financing constraints are due to limited
revenues from customers, and also arise from the



institutional architecture of the water sector, and
present challenges to economic development in
Iraq. Centrally determined budgets are volatile in the
face of macroeconomic fluctuations and resource
constraints arising from political instability. Irag is
especially vulnerable to such volatility due to the high
exposure to oil price fluctuations and the strain from
the expensive fight against and reconstruction needed
after the Islamic State insurgency. Successful execu-
tion of capital investment projects requires financial
stability, especially in the water sector where many of
these projects require multiple years to finish. Central
budgets also place disproportionate emphasis on allo-
cations for capital expenditures and salaries but less
on needed operations and maintenance expenditures,
leading to faster deterioration of existing infrastructure.
Additionally, the misalignment of information and
incentives also creates challenges for central planning
and administration of sub-national of water supply and
sanitation service delivery, leading to tariffs that may
not reflect local water delivery costs. Current revenues
from customers are a fraction of the costs to operate
and maintain water supply and sanitation services.

Without action, these constraints in the
water sector can lead to large losses across
multiple sectors of the economy (GDP, labor,
and crop prices) and impact more the vulnerable
people. A 20 percent reduction in water supply with
changes in crop yields that will accompany climate
change could reduce real GDP in Irag by up to 4 per-
cent, or US$6.6 billion, compared to 2016 levels; and
a drop by 11.8 percent of the demand for unskilled
labor in agricultural by 5.4 percent of the demand
for nonagricultural activities. Output reduction would
cause consumer price index for crops to increase by
13.9 percent and would also increase net imports for
food items to over US$960 million. In the Middle East,
where many households are net buyers of grains and
food products, any increases in crop consumer prices
could increase poverty. Low-income households are
particularly vulnerable because they tend to spend a
high share of their incomes on staple foods (Martin
and Ivanic 2016 cited in World Bank, 2020). Similar
inequalities arise when considering reductions in
agricultural employment, which will disproportionately
hurt the poor.

Going forward, this report identifies three
reform areas to improve resilience to water scarcity
and climate change impacts:

¢ Reform Area 1: Water efficiency, productivity,
and demand management policies
Increasing water efficiency and productivity are
essential, but only if paired with water demand
management policies' to cap the overall water
use. In addition, updating dams’ operation
will improve drought and flood management.
Finally, water reallocation® within and across
governorates provides an additional tool for
policymakers to better cope with water scarcity
and climate change.

* Reform Area 2: Institutional solutions
Irag’s water sector has the opportunity to improve
water resources management through multiple
avenues of institutional reform. Stakeholder
engagement could build consensus across water
users in multiple governorates and sectors to
harness the benefits of an inclusive decision-
making process. Water service providers could
also benefit from increased local-level fiscal
and managerial autonomy. Improving cost
recovery at the local level generates revenue for
sustaining service delivery and in the medium to
long term ensure financial sustainability, which
would improve the prospect for private sector
participation in the water sector.

* Reform Area 3: Regional solutions
About 60 percent of Irag’s freshwater resources
originates outside its borders, making dialogue
with its neighbors important to ensure water
security. While cooperation over transboundary
waters is often thought of as a zero sum

' The expression “water demand management policies”
in this report refers to policies that affect the consumers
use of water: water pricing, quotas, shifting of crops,
water accounting and monitoring, use of transformative
technology to support water governance monitoring and
enforcement, and strategic communication.

2 Water reallocation is here defined as a change to the
volume, timing, location, or quality of water delivered
under formal or informal water rights
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exercise, in practice there are many cooperative
solutions that Irag and neighboring countries
can undertake to their mutual advantage. These
regional solutions include, for example, increased
information sharing between the countries, both

on quantity as well as on water quality; more
coordinated management and operation of water
infrastructure to mitigate the impacts of droughts,
floods, and climate change, and help improve the
management of evaporative losses.
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RECENT ECONOMIC AND
POLICY DEVELOPMENTS

Output and Demand

After a sluggish start to 2021, the economy is
now slowly recovering from the double COVID-19
pandemic and oil shocks. Global demand has
boosted oil prices, OPEC+ loosened oil production
quotas to the benefit of Irag, and COVID-19 restrictions
were gradually lifted, leading to some recovery of
economic activity especially in the services sectors.
The recovery was also aided by government actions
that continued to push forward the Government of
Irag’s (Gol) White Paper reforms and managed to
provide a small stimulus through public transfers as
well as schemes aimed at increasing credit to small
and medium enterprises (SMEs).

Economic growth was driven by the non-oil
sector as oil production was restricted under the
OPEC+ agreement. Irag’s Gross Domestic Product
(GDP) grew by 0.9 percent year-on-year (y/y) in the
first half 2021 (H1-21), after a 16 percent contraction
in 2020 (Figure 1), despite negative contribution from
oil (Figure 4). The modest rebound was driven by the
non-oil economy, which grew by 21 percent (y/y).
This strong rebound was due to a surge in services
as the pandemic containment measures were eased

following a decline in the infection positivity rate. This
recovery outpaced the slowdown in the oil sector,
which contracted by 10 percent, as Iraq adjusted its
production levels to meet its OPEC+ quota early in the
year (Figure 3). As a result, GDP per capita grew by
0.2 percent, following a contraction last year. GDP per
capita growth remains lagging behind Middle East
and North Africa (MENA) and upper-middle income
countries (UMICs) averages (Figure 2).

On the production side, electricity, water
and agriculture sectors shortfalls have hampered
growth. Electricity and water sectors contracted by 0.5
percent (y/y) in H1-21. Years of expanding electricity
supply has not met Irag’s growing energy demand and
frequent power cuts persist owing primarily to problems
in transmission and distribution.® The collapse in oil
prices in 2020 compounded these problems by limiting
Irag’s ability to invest in rehabilitation of its energy

3 Electricity supply in Irag surpassed 18.4 Gigawatts (GW),
up from 5.5 GW in 2010, but remains below the total
demand of 28 GW. Source: Irag Ministry of Electricity
(MoE) and Bloomberg https://www.bnnbloomberg.
ca/irag-plans-to-go-nuclear-to-resolve-crippling-power-
shortages-1.1614025).



FIGURE 1 « The Economy Is Gradually Recovering
in 2021
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FIGURE 2 « Per Capita GDP Is also Growing but
Remained behind that of its Regional
and Income Peers
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FIGURE 3 « Economic Growth Has Recovered
in H1-21 Driven by Improved
Performance of Non-Oil Activity...

Sources: COSIT, WDI and World Bank staff calculations.

FIGURE 4 « ..and Despite Negative Contribution
from Oil Which Offset the Overall
Growth by More than 6 pp
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sector and to import gas from Iran. The declining water
supply and governance problems in the sector are also
another source of drag on growth if left unaddressed.
Electricity and water shortages are causing widespread
disruptions in the agriculture sector. Coupled with lower
than usual rainfall, the second lowest in 40 years, agri-
culture value-added contracted by 3.3 percent (y/y) in
H1-21 (Figure 3). According to the Food and Agriculture
Organization (FAO), drought impacted the production
of strategic crops, with wheat and barley production
projected to drop by over 70 and 90 percent in 2021,
respectively.* These trends will have severe implications
on food security, particularly for the large numbers of

Sources: COSIT, WDI and World Bank staff calculations.

poor people living in rural areas (Box1). Both electricity
and water shortages are exacerbated by overconsump-
tion of these resources which are highly subsidized.
Appropriate pricing of these resources would help
incentivize more efficient use of these resources and
manage the growing demand.

Onthe demand side, consumption picked up
in 2021 as lockdowns eased and higher oil prices
boosted government spending (Figure 5). With the
COVID-19 Stringency Index declining from 84 to 76,

4 FAO, Global Information and Early Warning System
(GIESW), June 2021.

IRAQ ECONOMIC MONITOR: THE SLIPPERY ROAD TO ECONOMIC RECOVERY



FIGURE 5 « Consumption Is Expected to Pick Up
in 2021
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FIGURE 6 « As Pandemic Containment Measures
Loosened, Mobility Improved Giving a
Boost to Private Consumption
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Google’s mobility data has been reflecting the rising
activity in Irag as containment measures began to
ease starting in Q2-21 (Figure 6). Despite such easing,
the vaccination rollout has partially helped curb Irag’s
daily COVID-19 infections rate, which dropped by over
82 percent in September 2021 from its July peak.
Such improvements have gradually helped boosting
private consumption. Moreover, public consumption
has also been supporting growth. Fiscal data for the
first seven months of 2021 (7M-21) reveals an almost
11 percent (y/y) rise in primary expenditures including
a 26 percent increase in social welfare expenditures.
Investmenthas also contributed positively to
growth but remains below the development needs
of the country. The global and domestic economic
recovery have boosted private investment in Irag most
notably in the energy sector. As a result, and after a
sluggish start, net foreign direct investment (FDI) has
recuperated and rose by 27 percent in H1-2021 (y/y)
reaching US$2.1 billion. Moreover, public investment
has also picked up rising by 79 percent over the same
period (y/y). The Gol has been pursuing investment
friendly policies to improve the business environment
such as facilitating company registration and foreign
ownership, access to international arbitration for com-
mercial conflict resolution, an investor friendly visas
system, as well as increasing budgetary allocations
for public capital spending. However, the impact
of those reforms is yet to materialize. The overall

Source: Coronavirus Government Response Tracker, University of Oxford.

investment has remained low at 3 percent of GDP
which is well below the growth and service delivery
needs for Irag. The low investment level is a reflection
of broader governance and corruption challenges
that the country has experienced. Even at current
spending levels, public service provision—including
roads, electricity, and water—could have been much
higher were it not for the high level of corruption and
other inefficiencies. Structural problems impeding the
diversification agenda combined with public invest-
ment management constraints are hampering the
prospects for increased investment.

Oil and Gas Developments

Irag’s oil production is rising as OPEC+ cuts are
gradually tapered. The July 2021 OPEC+ agreement
to boost global oil production by a further 2 mbpd until
the end of the year, has been favorable to Irag. As a
result, Iragi crude oil output rose by over 12 percent
(y/y) and reached an average of 4 mbpd in August-
September 2021, its highest since the quota agreement
was put in place in April 2020 (Figure 7).° Nevertheless,
such flexibility has yet to fully offset the earlier

5  The new OPEC+ agreement, which expires by end-2022,
is also allocating higher output quotas to five member
countries starting May 2022, with Iraq’s output set to rise
by 150,000 bpd.



BOX 1 IMPACT OF COVID-19 ON IRAQ’S FOOD SECURITY*

The World Food Program data shows that approximately 2.6 million Iragis had insufficient food consumption as of February 2021 (6.3
percent of the population). Earlier data from October 2020 shows that 9.9 percent of the Iragi population (3.8 million people) adopted
negative food-based coping strategies, relying on “less expensive food,” “borrowing food” or “borrowing money to buy food” as the most
common coping strategies. Negative coping strategies levels were even higher among internally displaced persons (IDPs) and returnees at
29 percent and 21 percent, respectively (Figure B1.2).

To examine more broadly this issue, a multi-agency report™ detailed the channels through which the pandemic impacted food security most
notably at the peak of the COVID-19 spread in 2020. Those channels are summarized below:
At the macroeconomic level:

e Underinvestment in the agriculture sector as the twin shocks (oil and COVID-19) tightened the fiscal space and reduced private sector
investments.

» Border closures and strict controls coupled with import bans on certain consumer goods disrupted supply chains for food products.
For example, Irag’s trade flow from Jordan dropped to 3,000 metric tons (MT) of wheat in 2020 compared to 10,000 MT in 2018.

e The droughtin 2021 reduced agriculture output including wheat and barley, the two most important staples in Irag.

At the farmers’ and firms’ level:

* Mobility restrictions undermining farmers’ preparations for the new agricultural season; a problem compounded by the limited
availability of cold storage and packaging materials.

* Rising costs of agriculture inputs, declining availability of financial support and marketing services, and delays payment by authorities
of outstanding dues.

e Between June and September 2020, seven out of 10 SMEs in the agriculture and food sectors reported production and sales declined
by 50 percent on average.

» \endors reported difficulties in transporting goods, and consequently adjusted by changing their own suppliers, although at an
increased cost which they then passed on to their customers.

FIGURE B1.1 - Negative Coping Strategies FIGURE B1.2 « Insufficient Food Consumption
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Frequency Phone Survey 2020 (B1.2). Frequency Phone Survey 2020 (B1.2).
Note: 2017 estimates are from the SWIFT survey and the 2020 are projections from Note: 2017 estimates are from the SWIFT survey and the 2020 are projections from
a Macro-Micro simulation. a Macro-Micro simulation.

* Food security in Irag, impact of COVID-19, World Food Program (WFP); The World Bank (WB); International Fund for Agriculture Development (IFAD); and Food and
Agriculture Organization (FAO), April 2021.

adjustment measures as Iraqg’s oil production averaged expansion of oil production exist. This includes water
less than 4mbpd in 7M-21, down from 4.2 mbpd in 7M- shortages affecting the operations in oil fields, and
20. In addition to quotas, major obstacles to further more transparency in the governance of the sector.

IRAQ ECONOMIC MONITOR: THE SLIPPERY ROAD TO ECONOMIC RECOVERY



FIGURE 7 « Oil Production and Exports Volume
Are Inceasing as OPEC+ Relaxed
Production Limits

FIGURE 8 « Prices for Irag’s Oil Have Rebounded
Since Mid-2020 Driven Partially by
the Pick-Up in Global Demand
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The adjustments in oil production to meet
the OPEC+ quota have been compensated by
the rapid recovery in international oil prices.
After 14 months, Iragi crude oil exports rose to over
3mbpd and traded at an average price of US$65.7
per barrel in 9M-21, up from US$37 per barrel in
9M-20 (Figure 8). While higher oil prices reduce
shortterm vulnerabilities, excessive dependency on
oil exports exposes the country to macroeconomic
volatility. The impact of the recent twin shocks (oil and
COVID-19) underscores the urgent need to address
the long-standing structural weaknesses to expedite
diversification efforts, embark on a low carbon
economy, and chart a path for inclusive and sustain-
able development.

Iraq is making progress in investing in
the energy sector. Irag has stepped up major
energy investments in 2021 to reduce reliance
on gas and electricity imports and raise potential
crude output to 7 mbpd by 20275 Iraq’s Basra Gas
Company signed a five-year loan agreement with
the International Finance Corporation on June-2021,
worth US$360 million. The project aims to reduce
gas flaring, improve energy access, curb green-
house gas emissions, and support a more resilient
energy sector in Iraq.” Gol also signed a sizeable
US$27 billion deal with TotalEnergies in September
2021 to develop its energy sector over 25 years.
The agreement includes four projects: (i) develop

Sources: Mo0, Irag’s Ministry of Finance (MoF); and World Bank Staff calculations.

Ratawi oilfield in the southern province of Basra to
raise production capacity from 85,000 to 210,000
bpd; (ii) develop a gas processing plant at Ratawi
with a capacity of 600 million cubic feet a day; (iii) a
seawater supply facility project with a capacity of 7.7
mbpd to maintain production levels; and (iv) develop
a 1GW solar power plant. Moreover, the Gol signed
two other agreements in June and August with UAE-
based Masdar and PowerChina for the construction
of solar energy with a capacity of 2GW respectively.
Many of these investments are at an initial phase and
yet to be executed. To reap the largest economic
returns and improve service delivery, these projects
will have to be accompanied by governance reforms
in the energy sector.

Public Finance
As oil market conditions recovered, Iraq’s fiscal

deficit turned into a surplus in the first half of
2021. The latest fiscal data available for the 7M-21

Iraq is heavily reliant on gas and electricity imports from
Iran to meet domestic needs, however, the flows have
been volatile recently due to Iraqg's arrears to Iran and
growing domestic demand in Iran.

Iraq joined the Global Gas Flaring Reduction initiative
in 2011 and committed in 2013 to eliminate all routine
natural gas flaring by 2030.



FIGURE 9 « Overall Fiscal Balance (Cash Basis) Is
Improving Owing to Higher Oil Prices
and Oil Exports
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FIGURE 10 - Gol Policies Led to Rising Non-
Discretionary Spending with the
Wage Bill Consuming the Largest
Share of the Budget
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shows important gains in budgetary revenues as oll
prices rose above US$64 a barrel (up 81 percenty/y).
These gains were also compounded by the fiscal
effects of the dinar devaluation and measures to boost
domestic revenue mobilization. These developments
were enough to turn the overall fiscal deficit into a
small surplus (on cash basis) of 2.2 percent of GDP
in the 7M-21 despite spending rigidities (Figure 9).
The fiscal balance calculated on accrual basis is
considerably less favorable owing to the large size
of unaccounted arears. Moreover, in the absence
of significant reforms to the wage and pension bill,
financing needs remained present at over US$1
billion in 7M-21.

Irag has made progress in mobilizing
non-oil domestic revenues. The 2021 budget law
directives on customs and tax administration reforms
have started paying off, with non-oil budgetary rev-
enues surging by 47 percent in the 7M-21 (y/y). These
included linking customs to the currency window at
the central bank limiting over-usage, border manage-
ment tightening, and improvement to tax collection
measures among other actions. However, at only
1.6 percent of GDP (Figure 9), Irag still has a long
way to catch up with UMIC and MENA oil exporters
whose non-oil revenues average 24 and 10 percent
of GDP respectively. Moreover, low tax compliance,
widespread exemptions and a weak legal framework
governing taxation have resulted in a tax-to-GDP

Source: Ministry of Finance and World Bank staff calculations.

ratio of only 0.6 percent of GDP in 7M-21. This will
not be enough to reduce the sensitivity of the budget
to oil price volatility. The White Paper recognize this
structural fiscal constraint and devises tax policy and
tax administration reforms aimed at raising domestic
revenue mobilization.

The budget remains large, beset by rigid
spending on wages and transfers, reducing the
ability of the Gol to undertake fiscal adjustments
or further stimulate the economy, and produces
poor quality services. Sizeable fiscal loosening over
the years has resulted in rising budget rigidities and
eroded fiscal buffers. This was most visible after an
expansionary fiscal package following the October
2019 demonstrations, which raised the wage bill by
almost 15 percent of GDP in 2019. Despite attempts
at consolidation in the second half of 2020, Irag con-
tinues to allocate a significant portion of the budget
towards non-discretionary spending, especially the
wage bill and transfers, at the expense of a stimulus
to fight the drawbacks from the pandemic. Fiscal
data for the 7M-21 shows that while the wage bill
declined by 1.5 percent compared to 7M-20 (y/y),
it now accounts for over 9 percent of GDP (55 per-
cent of total spending and 50 percent of budgetary
revenues) (Figure 10). Meanwhile, the pension
and social security law approved by the cabinet in
November 2020 will expand benefits to the private
sector without ensuring adequate contributions



BOX 2 IRAQ COVID-19 HIGH FREQUENCY PHONE SURVEY?

This box summarizes the main findings of the most recent round of phone interviews aimed to assess the Impact of COVID-19 pandemic
on labor and welfare.

Impact on labor. While estimated labor force participation for individuals between 18 and 64 years of age across Irag remained above
61 percent throughout the last four rounds of the monthly survey (Oct 2020-Jan 2021), the estimated unemployment rate increased
significantly during the pandemic. Compared to 12.7 percent unemployment prior to the pandemic, the figure climbed to 22 percent in
October 2020 and increased slightly to 23.5 percent in January 2021. Despite lower labor force participation, unemployment rates for the
non-displaced population were both more volatile and slightly higher (26.2 percent) than for IDPs or returnees (24.5 and 21.8 percent).
While labor force participation among female respondents for IDPs, returnees and non-displaced households have been approximately
half that of males (roughly 43.5 versus 87.5 percent), female respondents who do participate are three times as likely to be unemployed
as males (roughly 54 versus 16 percent). IDPs living in camps are less likely to look for work than those living out of camps, and among
those who are looking, camped IDPs are less likely to find employment. While a further investigation is required, camped-IDPs may find
assimilation into the local labor market more difficult than the IDPs already living in the communities.

Impact on welfare. Assistance programs helped stabilize welfare, but the ability to benefit from that help varied starkly between displaced
groups. Returnees tended to be most able to benefit from this help; indeed, returnees were more likely to receive PDS transfers than
nondisplaced households in every month observed (October 2020-January 2021). Camped IDPs were also able to avail themselves of
cash and in-kind assistance. However, there is real cause for concern for IDP households who are not part of a camp. Only 38.2 percent
of these households received PDS transfers (compared to two thirds of nondisplaced and camped IDP households). Even lower trends are
seen for out of camp IDPs receipt of non-PDS in-kind transfers and cash transfers from any source. In combination with high shares of non-
camped IDPs consuming inadequate diets, this group warrants further initiatives to monitor and improve welfare.

FIGURE B2.1 « Impact of COVID-19 on Labor FIGURE B2.2 - Impact of COVID-19 on
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rates to cover the costs. Pensions and the consumer and poorly targeted. Wage bill, pensions and sub-
goods offered by the Public Distribution System sidies reforms are required to generate the needed
accounted for 3.4 percent of GDP in the 7M-21. fiscal space to invest in human capital and reap the
These are accompanied by various subsidies, returns on growth and welfare (Box 2).

notably fuel and electricity, which are also costly



In addition, accruing arrears especially
those related to electricity, public wages and pen-
sions intensify pressures on Iraq’s public finances.
According to the 2021 budget law, arrears for elec-
tricity and gas imports, and for independent power
producers amounted to 1QD2.3 trillion (1 percent of
GDP). This is added to the wage and pensions arrears
estimated at 1QD11.9 trillion (6 percent of GDP) in
2020. In addition to the liquidity risk, persistent arrears
accumulation could have a detrimental impact on
aggregate demand, interrupt public service delivery,
increase interest rate, and reduce the effectiveness of
fiscal policy.

With the Gol failing to address structural
bottlenecks for project implementation, public
investment remains below the levels needed to
sustain higher levels of growth. Management con-
straints, complex relations between the center and
governorates, rising non-discretionary spending and
documented corruption cases are all aggravating inef-
ficiencies of public investment in Iraq. This is reflected
in low levels of capital spending and weak execution
rates. Data for the 7M-21 reveal that investment expen-
ditures accounted for a mere 0.5 percent of GDP, of
which 0.4 percent of GDP was for non-oil investment
(Figure 9). Moreover, the execution rate for public
investment reached only 3.2 percent. This contrasts
with over 44 percent execution rate for operational
expenditures (Figure 11). The Gol policy has always
been to allocate large sums to public investment
in the budget. However, it has failed to address the
structural bottlenecks surrounding implementation.
More importantly, governance challenges, especially
corruption, have diverted budget revenues away from
much needed public investment and led to the current
low level of public investment. Such outcomes not only
put a drag on long-term growth, but also have affected
service delivery and poverty reduction efforts. They
also increase social vulnerabilities, especially in times
where boosting physical and human capital is key to
manage the impact of shocks like the pandemic and
most importantly advance the economic diversifica-
tion agenda.

Iraqg’s public debt ratio improved in line with
better fiscal outcomes, but liquidity risks remain
elevated. The base effect from rapid nominal GDP

FIGURE 11 « Execution Rates, Particularly for
Public Investment, Remained Low
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growth and the overall fiscal surplus are improving
the debt-to-GDP ratio which peaked at 71.6 percent
in 2020. The external debt stock composition is
relatively favorable as it encompasses legacy arrears
to non-Paris Club creditors and two-thirds of this
debt stock is long term and relatively concessional.
Nevertheless, liquidity risks remain present. First,
because potential oil shocks can reduce foreign
currency reserves. Second, because of the excessive
reliance on domestic debt, estimated at US$47 billion
(28 percent of GDP or 48 percent of total debt stock
in 2020) and mostly short-term. The latter also implies
higher rollover and refinancing risks as well as the
crowding out of much needed private sector credit.
A balanced debt management strategy is required
to reduce those risks. This includes addressing
structural policy issues to reduce the costs of Iraq
accessing the international debt markets on the one
hand and develop the domestic market to extend
maturities of issuances and expand the investor base
on the other.

Budget allocation disagreements between
the Federal Government and the Kurdistan
Regional Government (KRG) have eased in 2021.
An interim agreement was reached between the two
in June 2021 to temporarily resume transfers, based
on which, the KRG received three payments for



FIGURE 12 « CAB Returned to Surplus in H1-21
Easing the External Position of Iraq
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FIGURE 13 « Higher Oil Prices and Lower Private
Imports Contributed to the Positive
Trade Balance Outcome
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July-September of 1QD200 billion (US$137 million).
The interim agreement has largely addressed the
region’s immediate needs, particularly salaries and
pensions, and represents a quick fix until both sides
finalize the details on how to implement the federal
budget. Ultimately, under the premises of the 2021
federal budget law, the KRG could receive monthly
installments of 1QD950 billion (US$650 million) in
return for handing over revenues from the sale of
250,000 barrels of crude oil per day and half of the
region’s non-oil revenues.

External Sector

The current account balance (CAB) returned to
surplus in H1-21 as crude prices continued their
upward trend, easing the external position of Iraq.
A strong rebound in oil prices has pushed the current
account balance into a surplus of nearly 7 percent of
GDP in H1-21 (US$12 billion), following a deficit of
almost 4 percent of GDP in H1-20 (Figure 12). The
devaluation of the dinar in December 2020 has also
contributed to this outcome as imports became more
expensive. Imports from the private sector, consisting
mainly of capital goods, contracted by almost 37
percent in H1-21 or 4 pp of GDP (y/y) to reach 5.9
percent of GDP.

A sluggish private sector recovery accom-
panied by rising oil exports have managed to

Source: CBIand World Bank staff calculations

turn the trade balance into a surplus. A loosened
fiscal stance resulted in a notable rise in imports of
goods and services acquired by government agen-
cies. These imports, which are typically dominated
by non-capital goods such as refined oil products
and consumption imports, increased by 63 percent
(y/y) in H1-21. However, private sector imports fell
significantly by 37 percent (y/y) in H1-21 due to a slow
private sector recovery and the adjustments after the
devaluation of the dinar. Indeed, more import substitu-
tion was observed especially in agri-food items. As a
result, overall total imports fell by 39 percent in H1-21
(y/y), almost US$10 billion less compared to H1-20.
Exports, entirely dominated by oil, increased over 27
percent in H1-21 (y/y) turning the trade balance into
a surplus of 10 percent of GDP (US$17 billion) in the
same period (Figure 13).

The recovery in global investment has
improved lIraq’s external financing conditions
and bolstered CBI's international reserves.
Available external financing has slightly recuper-
ated as the energy sector attracted additional FDlIs.
Indeed, net FDI flows increased by 27 percent
(y/y) in H1-21, reversing the 10 percent decline in
2020. This was also accompanied by a recovery
in net official investments, which reached US$2.8
billion, largely through higher trade credits. While
absorption capacity remains a constraint to further
expansion of external financing sources, rising oil
prices and export volume will continue to mitigate
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FIGURE 14 « The Usable Reserves Have Increased
to 15 Months of Imports
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FIGURE 15 « Recovery in Domestic Demand and
the Currency Devaluation Have
Spurred Inflationary Pressures
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any potential pressures on external accounts. CBI
usable reserves (i.e., reserves excluding gold) have
increased from US$48 billion in 2020 to almost
US$55 billion in H1-21, covering 15 months of cur-
rent year imports of goods and services (Figure 14).

Monetary Policy and Prices

The recovery in domestic demand and the dinar’s
devaluation were the prominent drivers of inflation
in 2021. Cheaper imports and weak demand had
kept Irag’s consumer price inflation low over the past
8 years. However, the recovery in domestic demand
coupled with a 23 percent devaluation of the Iraqi
Dinar in December 2020 are pushing prices higher.
Prices typically adjust gradually after a devaluation,
providing a lag effect on inflation as prices adjust
to higher levels. As a result, headline and core
inflation in the 8M-21 edged up to an average of
5.6 and 6.4 percent (y/y), respectively (Figure 15).
This was largely driven by price increases of food
items, mostly imported, such as dairy (11.8 percent),
oils (8.5 percent) and meat (5.1 percent), as well as
transportation and health services prices, which
rose by 14.5 and 13 percent respectively. Frequent
electricity cuts increased reliance on private electricity
generation, and pushed electricity and water supply
prices up by almost 12 percent. Inflationary pressures

Source: CBI and World Bank staff calculations.

were partly dampened by the depreciation of the
Turkish and Iranian currencies, the main import
partners for Iraq.

Credit to the private sector continued
to grow but at a decelerated pace as the CBI
scaled back some of its support programs.
During 2020, the CBI retained policy interventions
introduced at the onset of the pandemic including
reduced reserve requirements, and moratorium
on debt servicing by SMEs. At the time, temporary
Electronic Know Your Customer (eKYC) require-
ments facilitated opening of e-wallets to receive
cash transfer and promote digital financial channels.
As a result, credit growth to the private sector was
accelerated and reached a peak of 23 percent in
Q4-2020. However, during 2021, the CBI started
phasing out some of these procedures to ward off
against inflation and contributed to decelerating
credit growth to the private sector to less than 14
percent in 7M-21 (Figure 16). At only 11 percent of
GDP, private sector credit in Iraq is by far the lowest
in the MENA region (32 percent average), reflecting
the shallow financial depth and limited role of the pri-
vate sector to drive the economy. On the other hand,
broad money (M2) has grown by 20 percent (y/y)
driven not only by the pickup of overall economic
activity, but more importantly from the cash nature
of the economy and households turning to cash sav-
ings outside of the banking sector (home-savings).

IRAQ ECONOMIC MONITOR: THE SLIPPERY ROAD TO ECONOMIC RECOVERY



FIGURE 16 - CBI Has Scaled Back Some of the
Credit to Private Sectors Schemes
to Limit Inflationary Pressure, but
Abundance of Cash in the Economy
Is Offsetting it
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FIGURE 17 « The Economy Remained Cash-Based
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Latest available data also shows the non-performing
loans (NPLs) at State-Owned Banks (SOBs)® have
increased to 18 percent in 2020, from 10 percent in
2019.° Similarly, NPLs at private banks are reported
as high as 37 percent.

Irag’s economy remains primarily cash
based. Cash, namely currency in circulation, con-
tinues to play a dominant role in Irag’s banking system.
This is reflected in the high ratio of the currency in
circulation to broad money. Data available shows
that the ratio of deposits to broad money declined
overtime from 61 percent by end 2013 to less than
49 percent as of July 2021, while that for currency in
circulation increased from 39 percent to more than 51
percent over the same period (Figure 17). This reflects
the increased use of cash in commercial transactions
and lack of trust in the banking sector as more Iragis
prefer cash-at-home savings instead of deposits in the
banking sector. This could also signal more drawings
on dollars savings following the dinar devaluation. The
use of digital technology to make payments remains
limited. Only 11 percent of adults use digital pay-
ments compared to 23 percent in MENA.'® Key steps
are being taken to transform Irag into a country less
dependent on cash, which enables the state to fight
corruption, evasion, and bureaucracy in financial deal-
ings within banks operating in Irag. These reforms, led
by the CBIl and MoF and described below, are moving
forward in a gradual but steady way.

Source: CBI and World Bank staff calculations.

Iraqg remains committed to strengthening
its financial industry as an integral part of the
reforms visualized in the White Paper. The CBl is
implementing key reforms including a new corporate
governance bylaw for Rasheed and Rafidain banks,
establishing a SOBs’ unit at the central bank, and
a MoF's agreement to conduct an Asset Quality
Review for the said banks. Moreover, to develop
the domestic financial market and mobilize savings,
the CBI offered the first issuance of (Binaa) bonds
in two categories of 1QD500 thousand and 1QD1
million with annual interest of 6 and 7 percent, for
two- and four-years maturity, respectively."" It has also
completed the performance Scorecard Project for
Environmental, Social, and Governance Standards

Iragi banking sector is dominated by under-capitalized
and under-provisioned state-owned banks primarily
used for quasi fiscal operations.

The NPL figures are likely understated, as they do not
reflect loans to public entities with uncalled government
guarantees.

10 World Bank Global FINDEX Database 2017.

" The “Binaa (construction) bonds was issued by the CBI
in September 2021 in coordination with the Ministry of
Finance. The issuance is open for public subscription
through licensed banks. While they are called
“construction”, the bonds are not earmarked to specific
infrastructure projects or sectors. https://cbi.iq/news/
view/1832.
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to address supervisory issues in the banking sector
based on international best practices. Meanwhile,
Mastercard signed a partnership agreement with
the CBI last April in a bid to digitize the payment
ecosystem and boost financial inclusion. In parallel,
the CBIl announced in March the launch of the digital
enroliment service, which is the first of its kind in
Irag.”? It is critical that these reforms, which are part of
the Gol white paper, are fully implemented to ensure

momentum is maintained towards the expeditious
reform of Irag’s banking sector.

2 This service helps conducting financial operations in a
modern digital form, with the aim of reducing reliance on
cash. Such service, if widely utilized, can be an effective
way of reducing access barriers in the Iragi banking sector
and can help the fight against corruption and reduce
bureaucratic red tape. https://cbi.ig/news/view/1651.



OUTLOOK AND RISKS

Outlook

The prospects for Iraq’s economy have improved
with the recovery in global oil markets, but the
spread of new COVID-19 variants and climate
change challenges pose significant headwinds.
The economy is forecast to gradually recover on the
back of rising global oil prices in 2021-22 which
are forecast to increase by 73 percent compared to
2020."® Oil GDP will be the main driver of growth in the
medium term, which is expected to grow in line with
the agreed gradual increase in OPEC+ production
quotas. However, these quotas are planned to be
phased out in September 2022 after which Irag’s oil
production is projected to increase at a moderate
pace. Given the high capital intensity of the oil sector,
this rebound is not expected to create many jobs. In
the absence of an accelerated process of reforms,
average annual non-oil GDP growth is forecast to
remain slightly under 3 percent in 2021-23 due to the
impact of the COVID-19 Delta variant on the economy
and the with water and electricity shortages that
impact agriculture and industries (Table 1).

More favorable oil market conditions are
forecast to maintain the fiscal balance in surplus

in 2021-23. Higher oil revenues, driven by both
export price and quantity increases, are expected to
push total revenues to more than 40 percent of GDP.
Non-oil revenues are also projected to steadily grow,
albeit at a slower rate. However, in the absence of sig-
nificant expenditure consolidation, structural rigidities
including an oversized wage and pension bill" are
projected to offset a significant part of the revenue
increases. As with previous economic cycles, these
recurrent costs are likely to be also prioritized at the
expense of public investment with negative impact on
growth. As a result, the fiscal surplus (on a cash basis)
is forecast to average around 3 percent of GDP in the
medium-term. In line with the trend in accumulating
fiscal surpluses in the outlook, the debt-to-GDP ratio
is projected to steadily improve to under 50 percent

Commodity price forecasts are subject to large
confidence intervals due to the evolving nature of the
pandemic and the resulting uncertainties surrounding
the pace and shape of the global economic recovery.

Irag’s government wage bill and pension, measured as
a share of GDP, is not only an outlier compared to the
world average but also compared to the higher ratio
witnessed in many MENA region countries. See, the
recent World Bank Public Expenditure Review for Irag.
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by 2023. Nonetheless, government financing needs'™
are estimated to remain elevated (US$4.2 billion or 2.3
percent of GDP on average) and above pre-COVID-19
pandemic levels (Table 1).

Higher oil exports are expected to drive a
current account surplus in 2021-23, thereby
reversing pressures on foreign exchange reserves.
In line with price and quantity increases, oil exports
are forecast to rebound to over 41 percent of GDP
and to account for 96 percent of goods exports over
the outlook. These gains are expected to be partially
offset by rising imports as domestic consumption
gradually recovers after the adjustment effect of the
currency devaluation. Imports are forecast to grow over
2021-23 in line with non-oil GDP growth. As a result,
the current account balance is expected to remain at
a surplus of over 5 percent of GDP in 2021-23. The
accumulation of these surpluses is expected to lead to
an increase in gross CBI foreign currency reserves to
US$70 billion, equivalent to over 13 months of imports
by 2023.

The surge in poverty is expected to gradu-
ally reverse following the economic recovery and
mass vaccination. Sustained economic growth and
job creation, especially in the non-oil sectors such as
services, would translate to gradually undo the loss of
household incomes. This recovery would be contingent
on vaccine rollout especially in high contact sectors
such as transport, accommodation, and retail sectors.
Plans to ramp up vaccination are well underway across
the regions of Irag. However, the disproportional impact
of COVID-19 pandemic on the pre-pandemic poor and
vulnerable groups especially in terms of job/income
loss and access to services, and the resulting inequality
will be felt for a long time to come.'® The diverging trends
between groups and regions that overlap with Irag’s
existing ethnic and religious divisions make the situa-
tion more precarious and call for appropriate planning
in the recovery phase, including in the implementation
of an equitable vaccination program.

Risks and Opportunities

Irag’s economic outlook is mired by significant
risks that could materialize in the medium-term.

Downside risks include: a potential decline in oil
prices, a worsening COVID-19 crisis due to the spread
of new variants, a deterioration in security conditions,
the intensification of climate change shocks and
additional macroeconomic volatility. Positive oil price
shocks would improve economic indicators in the
short term but, as with past years’ experience, could
come at the risk of weakening the drive for reforms. On
the upside, progress on regional economic integration
together with an improved security environment could
provide new momentum for growth and diversification.
These sizable outlook risks are especially
acute for government finances. Due to high oail
dependence, Irag’s fiscal account is highly sensitive
to oil market volatility which in the absence of sig-
nificant stabilizing mechanisms such as fiscal rules
are directly transferred to the rest of the economy.
With an oil price assumption of US$66 per barrel on
average in 2021, sensitivity analysis shows that an oil
price decline of US$1 per barrel would directly reduce
revenues by 0.6 percent of GDP (or US$1.1 billion) per
year. Similarly, a 0.1 mbpd decline in oil production
would be equivalentto a 1.1 percent of GDP (or US$2.4
billion) fall in total annual revenues. On the expendi-
ture side, the main source of fiscal risk is related to
the accumulation of unaccounted arrears to domestic
banks and public sector workers in addition to foreign
arrears for energy imports. These arears are currently
not captured by published government fiscal data as
they are reported on a cash basis rather than accrual
basis. The realization of these additional expenditures
along with possible materialization of other contingent
liabilities such as public guarantees to SOEs would
significantly change Irag’s fiscal account outlook.
Iraq also faces a pressing climate change
challenge that will impact the country’s devel-
opment path. The adverse impact of climactic
challenges and water
shortages (see this report’s Special Focus chapter
on water challenges in lIrag), which has already

including desertification

materialized across the country, are significant threats

® Government financing needs also includes debt
servicing obligations.

6 The poverty rate is estimated to have reached 29.8
percent in end-2020.



to future growth and the livelihood of all Iragis.'” The
global climate challenges will also have direct nega-
tive spillovers for Irag’s economy as the rest of the
world moves away from fossil fuels. While approval of
new nationally determined contributions is an impor-
tant step in the right direction, Iraq can benefit from
significant progress through curbing gas flaring and
transitioning away from oil for electricity generation.'®
Irag is also endowed with a significant potential for
renewable solar energy which will be crucial in this
transition. Transition away from oil resources could
have significant spillover effects through improving
Irag’s governance and transparency conditions in
the long term. Facing these challenges requires the
government to embed the climate issues at the center
of its economic development plan and policies.'
The breadth and depth of economic chal-
lenges underscore the need for an accelerated
implementation of structural reforms by the new
government. Averting or mitigating the impact of
downside risks depends on the policies of the future
government and commitment to comprehensive

reforms. Irag’s recent parliamentary elections (held in
October 2021) repeated the clear message from the
majority of the population who demand change and
accountability. The new government is well placed to
respond to this important request and follow through
with long overdue structural reforms paving the way
for economic diversification. To this end, the existing
Gol White Paper's comprehensive list of economic
reforms remains relevant more than anytime which,
if fully implemented and followed through, could put
the economy on a more sustainable path that is less
dependent on oil rents.

7 According to authorities, Irag’s water supply-demand
balance could reach a deficit of 11 billion cubic meters
by 2035.

® Jrag’s Council of Minister Meeting recently approved
new national commitments, as announced on official
Gol social media pages on October 15, 2021.

® Irag’s new 5-year National Development Plan for 2022-
27 is currently being prepared by Gol.
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TABLE 1 « Iraq: Selected Economic and Financial Indicators, 2018-2023

2019 2021e 2022p

Economic growth and prices

Real GDP (percentage change) 2.6 6.0 -15.7 2.6 7.3 6.3
Non-oil real GDP (percentage change) 94 9.0 -20.2 2.0 2.5 3.0
GDP per capita (US$) 5,720 5,866 4,017 4,038 4175 4,465
GDP (in 1QD trillion) 268.9 2779 198.8 2517 269.5 279.5
Non-oil GDP (in 1QD trillion) 148.7 163.5 138.0 151.2 160.4 170.4
0il production (mbpd) 461 484 4.00 412 454 491
Oil exports (mbpd) 3.50 3.54 299 2.91 3.24 3.58
Iraq oil export prices (US$ phb) 65.5 61.1 38.4 67.0 66.0 61.0
Consumer price inflation (percentage change; average) 0.2 0.4 -0.2 75 3.5 31

In percent of GDP

Public Finance

Government revenue and grants 39.6 38.7 31.8 444 453 44.6
Government oil revenue 356 357 28.7 41.0 42.0 413
Government non-oil revenue 41 3.0 3.0 3.4 33 3.2

Expenditures 28.6 374 382 428 4.3 414
Current expenditure 235 28.6 36.6 34.3 8815 33.7

Wages and salaries 133 14.6 201 17.8 17.2 170
Goods and Service 1.5 3.2 3.2 4.4 4.3 4.3
Interest payment 11 11 11 14 19 2.4
Other 76 9.7 122 10.7 10.2 10.0
Investment Expenditure 51 8.8 1.6 8.5 7.8 .7
Oil investment 39 6.8 0.2 5.1 4.8 47
Non-oil investment 12 2.0 15 34 3.0 3.0

Primary fiscal balance, cash basis 121 2.4 -5.3 2.9 59 5.6

Budget balance 11.0 1.3 -6.5 15 4.0 3.2

Gross budget financing needs 9.6 -15 -9.2 -41 -12 -1.7

Public Debt

Total government debt (percent of GDP) 48.6 444 716 55.0 474 425

Total government debt (US$ billion) 110.6 104.4 119.4 n.a n.a na

External government debt (percent of GDP) 259 23.0 36.9 n.a na n.a

External government debt (US$ billion) 59.0 54.0 50.7 na na na

Monetary indicators
Growth in broad money 3.9 41 229 n.a n.a n.a

Policy interest rate (end of period) 4.0 4.0 4.0 4.0 4.0 4.0

(continued on next page)



TABLE 1 - Iraq: Selected Economic and Financial Indicators, 2018-2023 (continued)

2019 2020 2021e 2022p 2023p

In percent of GDP, unless otherwise indicated

External sector

Current account 9.8 56 -58 4.8 59 5.2
Trade balance 15.6 12.6 15 17 14.5 13.8
Exports of goods 38.0 34.7 281 42.5 436 429
Imports of goods 224 221 26.6 30.8 291 29.1
Gross reserves (US$ billion, excl. gold) 60.3 62.9 481 55.1 65.0 74.3
In months of imports of goods and services (excl. gold) 10.5 1041 9.9 9.8 114 12.6
Exchange rate (IQD per USS$; period average) 1183 1182 1192 1450 n.a n.a

Sources: Iragi authorities and World Bank staff estimates and projections.






SPECIAL FOCUS:
OVERCOMING WATER
SCARCITY AND CLIMATE
CHANGE IMPACTS:
RESILIENCE AND
INSTITUTIONAL SOLUTIONS

Iraq is quickly running out of water and is also run-
ning down the quality if its water supply. Without
policy action, the internal freshwater resources
of less 16 percent in 2035 and “scarcity level”
threshold—1,000 cubic meters per person per
year—could have detrimental impacts on growth and
job creation. This tragic situation can be avoided
if Iraq immediately adopts demand management
policies® (such as quotas, tariffs), and strengthens
domestic water management institutions (including
better management of dams and local governance
initiatives) on the one hand and pursues regional
solutions on the other (including better information
sharing among riparians). Strengthening domestic

water management institutions should create better
conditions for private sector investment, which is
necessary to defray the US$180 billion investment
price tag that is needed to address water scarcity
and quality challenges.

20 The expression “water demand management policies” in
this report refers to policies that affect the consumers
use of water: water pricing, quotas, shifting of crops,
water accounting and monitoring, use of transformative
technology to support water governance monitoring and
enforcement, and strategic communication.
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FIGURE 18 « Supply-Demand Gap without the National Strategy (Business-as-Usual Scenario)
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FIGURE 19 « Agricultural Water Productivity
(US$/m?3) and Per Capita
Agricultural Water Withdrawals in
Irag and MENA
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Setting the Context: Water Scarcity,
Climate Change, and Much More...

Back in 2015 the Gol water strategy assessed that
in a business-as-usual scenario, internal freshwa-
ter resources would not meet water demand and
reach scarcity levels (1,000 cubic meters per per-

son per year) by 2035 (Figure 18). In 2015, the
Government of Iraq approved the Iraq water strat-
egy known as SWLRI (Strategy for Water and Land
Resources of Irag or Strategy). The SWLRI shows
that the renewable internal freshwater resources per
capita would drop to 1,000 cubic meters per person
per year water scarcity threshold in 2035. Renew-
able water resources within the country are under
pressure from demographic growth, competing uses
(agriculture, municipal water, and industries) and cli-
mate change. Withdrawals from riparian countries
are increasing, to meet their needs and cope with
climate change, further constraining available water
resources in Irag. By 2050, a temperature increase of
1 degree Celsius, and a precipitation decrease of 10%
would cause a 20% reduction of available freshwater.
Under these circumstances, nearly one-third of the irri-
gated land in Irag will have no water by the year 2050.
At same time, Irag has one of the lowest water produc-
tivities in the region with the highest agricultural water
withdrawal per capita (Figure 19). The SWLRI states
that Irag can avert this alarming trajectory only with
significant water usage and allocation reforms within
Irag and through cooperation with riparian countries.

In addition to water scarcity, Iraq faces the chal-
lenge of water quality degradation in its riv-
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BOX 3 WATER AVAILABILITY ESSENTIAL TO MAINTAIN OIL PRODUCTION

Qil production remains a dominant element of Irag’s economy; however, the sector faces four major challenges moving forward, with water
availability being as important as international oil market conditions, foreign investments, political stability in determining the sector’s
outlook (IEA 2019). Injecting water into oil formations can increase recovery factors (ratio of oil extracted to oil originally in place) and help
achieve increases in production rates. Hence, water availability will be a key determinant of oil production stability and growth in Iraq in the
coming decade. However, the country’s binding water scarcity constraints, declining water quality and increasing competition over water
mean that the oil industry can no longer uniquely rely on surface freshwater resources to meet its needs. The sector is already facing the
implications of the country’s water crisis. In 2018, for example, operations were curtailed at power plants and its largest oil refinery when
salt levels in water were fourtimes higher than operable limits (IEA 2019).

Looking ahead, the International Energy Agency estimates that about 0.5 km?®/year (or 8 million barrels per day, equivalent to more than 1%
of the country’s current total water withdrawals) of water will be required by 2030 for Irag’s oil production, up from 0.3 km®/year (5 million
barrels per day of water) used today (IEA 2019). To meet the sector’s water needs, plans were drafted in 2011 to build the Common Seawater
Supply Project (CSSP) that would process seawater from the Gulf and transport it to the largest oil fields in the South to be used for injection.
However, conflicts and changes in ownership have delayed this project, which is now expected to partly come online towards mid-2020s. In
the meantime, oil companies are still looking for alternative water sources, such as the creation of water treatment facilities and increased
recycling. Unless the oil industry pursues decisively these alternative water supply models centered around recycling of produced water (i.e.,
reutilization of the water injected in the fields), it will face significant challenges maintain its production targets.

Moving forward, the oil industry will also have to pay increasing attention to water quality and pollution. The oil industry is not only a major
water user, but also a source of water pollution. Ol spills and seepage from pipelines cause declines in water quality, which affect drinking
water quality and public health, as recently observed along the Tigris river and in Basrah (Human Rights Watch, 2019; Mawlood et al., 2018).

ers and its ground water. Contaminants entering
freshwater from agricultural, industrial, and munici-
pal sources include total dissolved solids (represen-
tative of the water’s salinity), organic and inorganic
substances, and pathogens. Iraq is dealing with two
types of water quality issues within its surface water.
First is the water’s salinity, and the second is pollu-
tion related to municipal, industrial (for example the
oil sector see Box 3), and agricultural activities. Agri-
cultural Development throughout the Euphrates and
Tigris watershed, both outside and inside lIraq, is
causing a progressive increase in the water salinity
of the Euphrates, Tigris, and their major tributaries.
Groundwater quality also varies across the country.
The highest quality aquifers are in the northeast and
groundwater salinity increases in the central, topo-
graphically lower, Mesopotamian Plain and Jazira
area. Groundwater in the Mesopotamian Plain is, in
general, extremely saline.

Economic development and population growth
contribute to increasing loads of various con-
taminants in freshwater. Most of the soil saliniza-
tion observed in central and southern Irag stems from
the use of irrigation water with high salt content. Lim-
ited drainage mechanisms and high evaporation rates

cause salts to accumulate in irrigated agricultural
land. Salinity along the Euphrates is more elevated
than along the Tigris and its tributaries because of
land management and irrigation and drainage prac-
tices within the Euphrates watershed. In a business-
as-usual scenario, the SWLRI projects that poor water
quality will worsen further and cause damage across
several sectors, including public health, agriculture,
and economic development.

Reduction in water availability could lead to large
losses across multiple sectors of the economy
(GDP, labor, and crop prices) (World Bank 2020).
For example, the Water in the Balance Report (World
Bank 2020) uses a computable general equilibrium
model to quantify the economy-wide impacts of a
20% reduction in water availability, which would likely
materialize by mid-century under a business-as-usual
scenario represented in Figure 18 Supply-Demand
Gap without the National Strategy (business-as-
usual scenario). The economic modelling shows that
real GDP in Irag could drop by up to 4 percent, or
US$6.6 billion compared to 2016 levels; and demand
for unskilled labor in agricultural activities could drop
by 11.8% and in non-agricultural activities by 5.4%,
under a scenario of 20% reduction in water availability
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FIGURE 20 « Source of Drinking Water by Governorate (2018)
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and climate change-induced declines in crop yields.
Output reduction would cause consumer price index
for crops to increase by 13.9% percent and would also
increase net imports for food items to over 960 Million
USD.

Aging water infrastructure is under strain to
deliver water services following three decades
of war, more than a decade of sanctions, and
security challenges with the Islamic state. The
condition of existing infrastructure is a challenge for
both the water sector and other sectors depending
on water. Estimates suggest that dams, barrages,
regulators, and main pumping stations rehabilitation
would require over US$11 billion (Hydronova 2020).
These dams and reservoirs need to be well maintained
and operated, as they are essential to retaining fresh
water during high flow periods that enter Irag along
the Euphrates and Tiger rivers to support year-round
water needs. Irrigation and drainage infrastructure
also need rehabilitation and better operation. The
current state of infrastructure has led to salinity

affecting approximately 60% of the cultivated land
and a 30-60% reduction in yield. The use of surface
flooding irrigation methods without drainage systems
results in waterlogging and raises salt accumulation
in topsoil. Food production faces challenges with this
Irag’s cropland salinization. Currently, evaporation
losses are also significant in Irag due to high
temperature, with an estimated 9 BCM water loss by
evaporation from Irag’s reservoirs. Climate change
will put more pressure on infrastructure, with reduced
water availability and higher temperature leading to
increased evaporation and demand.

Availability of adequate water resources is
increasingly a binding constraint to water sup-
ply services for cities and towns in Iraq, with the
quality of water supply services getting mark-
edly worse the further south governorates are
along the Tigris and Euphrates (Figure 20). While
this binding constraint relates to both reduced quan-
tity and quality of water resources, water quality is
a bigger concern particularly the increasing salin-
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ity in the south of Irag (Hydronova 2020). In south-
ern Iraq, critical water quality thresholds are already
being exceeded, suggesting that a water quality crisis
is already under way and is a major symptom of the
impending water availability crisis in Figure 18 Supply-
Demand Gap without the National Strategy (business-
as-usual scenario). The lack of water quality is evident
in the proportion of households that are opting to use
non-piped water sources (i.e., those not provided by
water service providers) as their main source of drink-
ing water. In 2018, although close to 90% of house-
holds had a piped connection to a public water ser-
vice provider, the proportion of households using it
as the main source of drinking water had dropped to
60 percent. The piped connection use varied from the
north to the south. In KRG and the northern governor-

ates, 90% of households used the public piped source
for drinking compared to just 1% in Basra in the south.
The remaining 99% households resorted to purchas-
ing water from more expensive alternatives: tanker
trucks or carts (83%) or buying bottled water (16%).
In 2018, in Basra, riots erupted over poor access to
service when thousands of people were hospitalized
because of contaminated water (HRW 2019). This
deterioration in water quality has forced an increasing
number of households to switch to more expensive
alternative drinking water sources. Reliance on private
water vendors, such as tanker trucks, carts, bottled
and packaged water, is becoming increasingly preva-
lent across Iraq, increasing the cost of water to its peo-
ple. The situation is particularly dire for the country’s
forcibly displaced population (Box 4).

BOX 4 WATER SCARCITY: A DRIVER OF FORCED DISPLACEMENT AND SOURCE OF VULNERABILITY FOR

THE FORCIBLY DISPLACED AND THEIR HOST COMMUNITIES

At the end of 2020, Irag hosted more than 2 million forcibly displaced people, of which at least 618 thousand are refugees and asylum
seekers and about 1.5 million are internally displaced people (UNHCR 2020). Given these high levels of displacement, it is paramount
to understand the role of water in influencing human mobility and also the vulnerabilities of those that are displaced and their host
communities. Here two mechanisms are examined. First, the contribution of water to forced displacement. Second, the water challenges
faced by the forcibly displaced and their host communities.

Water scarcity is linked to small-scale forced displacement in Irag. Multiple surveys of internally displaced persons (IDPs) from different
years identify water scarcity as one of the key drivers of forced displacement and reasons for returning (or not) to places of origin (IOM
2012, 2019; Guiu 2020). In these surveys, water scarcity refers to both lack of water to support agriculture and livestock and lack of
drinking water services. In some governorates, especially in southern Irag, more than 25 percent of IDPs cited water scarcity as the main
reason for displacement and also the main reason preventing them from returning to their place of origin (2010 survey). In a follow-up
survey in 2019, the International Organization for Migration in Iraq identified 21,314 IDPs from the southern and central governorates who
were displaced due to drinking water issues caused by high salinity content or waterborne diseases (IOM and Deltares 2020). Most of
these individuals came from the four governorates in the south (Missan, Muthanna, Thi-Qar, and Basra).

Beyond acting as a driver of forced displacement, water plays a much bigger role as a determinant of the vulnerability of the forcibly
displaced and their host communities. Across Irag, the number of people in need of WASH assistance includes approximately 600,000
IDPs (of whom about half reside in out-of-camp locations) and 1.06 million returnees; 14,724 people in highly vulnerable host communities;
and more than 100,000 refugees in nine refugee camps and out-of-camp locations (UNOCHA 2019). Of these, 317,663 people lack access
to an improved water source, while 679,751 people lack access to sufficient quantities of water® (UNOCHA 2019).

Host communities in Iraq have also faced water challenges in relation to the influx of Syrian refugees and IDPs. A large share of the forcibly
displaced population is hosted in the Kurdistan region of Irag, where there are at least 237,000 registered Syrian refugees and more than 1
million IDPs.” Together, this means that the population of the Kurdistan region of Iraq (Dohuk, Erbil, Halabja, and Sulaymaniyah governorates)
has increased by about 20 to 30 percent. Most refugees and IDPs live in host communities. By 2016, only a third of Syrian refugees and 20
percent of IDPs were still living in the 42 camps set up throughout the region (Saaid 2076). This influx of forcibly displaced persons led to
increasing demand for services, affecting the provision of health, education, and social protection programs for the population in general
(WHO 2019). Perhaps surprisingly, water supply and sanitation coverage in the Kurdistan region of Iraq has slightly increased following the
forcibly displaced crisis. This suggests that the region’s government and its development partners adapted quickly to improve water supply,
with indicators for coverage improving since the start of the Syrian crisis.

Based on £bb and Flow, Volume: Water in the Shadow of Conflict in the Middle East and North Africa. Washington, DC: World Bank.

2 A sufficient and adequate quantity of water means at least 15 liters of safe water (from improved water sources) per day.
® Data from UNHCR's data portal: http://data2.unhcr.org/en/situations/syria/location/
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Economic theory dictates that where water is scarce
it ought to be allocated efficiently to maximize its
contribution to growth, jobs, and well-being (World
Bank 2017). Nevertheless, in water scarce countries
like Iraqg, water is often used less efficiently, and more
intensively than in countries where it is more abundant. In
doing so, less economic value-added is squeezed out of
each drop of water such that high-water stress does not
necessarily lead to economization on water use. One of
the underlying reasons for this paradox is that very often
water is not valued at adequate level for cost recovery or
to reflect the scarcity of water.

Sector Architecture and Issues

Presently, the water sector in Iraq relies on a
highly centralized institutional architecture, but
there is fragmentation of responsibilities for
water resources management and water services
across federal ministries. All decisions regarding
governance and administration of water resources
and water supply and sanitation (WSS) services lie at
the center. Complications arise as these inter-linked
responsibilities are fragmented between two federal
ministries—the Ministry of Water Resources (MoWR)
manages the “resource”, while the Ministry of Public
Housing, Municipalities, and Public Works (MPHMPW)
manages the WSS service. There is limited dialogue
between MoWR and MPHMPW at the federal level,
and though they have some deconcentrated repre-
sentation at the governorate level, there is not enough
decision-making power or funding to better align water
resources with WSS services at the local level. The top-
down master-planning approach leaves little space to
capitalize on the benefits of local-level decision mak-
ing and increases the risks of backlash from, as well
as conflict between, stakeholders engaged in compet-
ing uses.

Consensus among governorates and across sec-
tors is needed for managing Iraq’s uneven hydrol-
ogy, without which a “tragedy of the commons”?
arises where upstream users pollute the water
resources needed downstream. The highly cen-
tralized approach to water resources management

in general and difficulties in implementing the 2015
Strategy specifically exacerbate this “tragedy of the
commons”. For instance, the existing central com-
mand and control systems fail to win the compliance
of irrigators and make monitoring and enforcement of
wastewater treatment standards at the local level dif-
ficult. The burden of this inability to coordinate effec-
tively across regional and sectoral users is borne by
populations and users in downstream regions, who
are forced to rely on costly alternatives in the face of
deteriorating water quality.

Although central water resource planning is still
needed due to the complex hydrology, increas-
ing local-level involvement in management of
water resources could harness the benefits of
local knowledge and incorporate varying local
priorities. Central water resources planning for Crit-
ical maintenance, repairs and upgrades allows man-
aging various major dams and canals to provide min-
imum water flows along the Tigris and Euphrates to
preserve nature, prevent further salinization, and pro-
vide downstream populations with water services.
At the same time, broader stakeholder participation
in water resource management, especially by gover-
norate-level actors, could better inform resource man-
agement plans and identify water reallocations nec-
essary to secure water needs across consumptive
uses—including basic WSS services. Failure to appro-
priately account for local-level information may endan-
ger downstream water needs for people, economic
development, and the environment.

The high reliance on centralized administration
poses specific challenges to the efficient and sus-
tainable provision of WSS services at local level.

2 A “tragedy of the common” is a situation when the
collective use of a common pool resources, shared
by multiple individuals results in its depletion. Such
depletion arises when individual actors utilize a shared
resource (e.g., ground water) only on the basis of
their own individual costs and incentives but without
considering how the aggregate impact of collective
usage could negatively impact the availability of that
resource for all (e.g., overuse leads to groundwater
depletion) (Ostrom 2008).



The Gol earlier had plans to devolve WSS services
alongside other functions such as health and educa-
tion, but in 2019 the parliament halted the devolution
process and a decision on the legality of the rollback
of decentralization currently rests with the Supreme
Court. All WSS services in Iraq are managed centrally
by the MPHMPW through a network of 265 deconcen-
trated municipal directorates, also responsible for other
services such as solid waste management and roads.
However, these Municipal directorates report directly to
MPHMPW with no formal oversight or reporting link to
sub-districts, districts or to governorate administrations.
This centralization of WSS provision and limited com-
munication with local-level authorities presents barriers
to effective engagement with the demands and needs
of end-users and on-the-ground conditions. In partic-
ular, resource allocation decisions taken at the center
leave little flexibility to respond to ever-changing local
contexts and situations. As discussed below, centrally
determined budgets tend to omit important allocations
required for operations and maintenance and also tend
to be highly discretionary and volatile in the face of
macroeconomic fluctuations.

Sector financing and issues

Much of the financing constraints faced in the
water sector stem from its institutional architecture
and limited revenues from customers. Centrally
determined budgets tend to be highly discretionary and

volatile in the face of macroeconomic fluctuations and
resource constraints arising from political instability. They
also place disproportionate emphasis on allocations for
capital expenditures and salaries, but omit important
allocations required for operations and maintenance of
infrastructure. In addition to lack of autonomy, the lack
of fiscal decentralization to WSS service providers at the
local level also constrains their ability to effectively serve
the end-users who are their clientele. In addition, current
revenues from customers are a fraction of the costs to
operate and maintain WSS services.

Implementation of SWLRI had envisioned spend-
ing US$180 billion in the sector over a 20-year
period, but the financing did not materialize as
expected. The planned expenditures included:
approximately US$12billion for rehabilitating and
building new water infrastructures such as dams, bar-
rages, regulators and main drains; US$13 billion for
rehabilitating existing irrigation projects; US$33 bil-
lion for developing new irrigation projects; and an
additional US$80 billion for investment across the
municipal water sector. Based on regional experi-
ence, the latter could potentially see the involvement
of private sector actors, including oil and gas compa-
nies. But these capital resources never materialized:
in 2018, for example, the budget for MoWR was about
US$0.015 billion—less than 0.2 percent of the planned
budget. A significant decrease in the price of ail in
2015, coupled with the expensive fight against and
reconstruction needed after the Islamic State insur-

FIGURE 21 « Increasing Reliance on Development Assistance for WSS Corresponds to Decreasing Oil Prices

OECD Development Assistance for WSS
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gency, decimated the Iragi budget (see Figure 21).
The financial shortfall left little money for implement-
ing the Strategy. The COVID-19 pandemic has only
made the situation worse with further oil price fluctu-
ations and a halt in water tariff collection.

Sustainable delivery of WSS services is con-
strained by the O&M deficit, against a backdrop
of the central government’s declining ability to
provide subsidies due to oil price fluctuations,
fragility, and now covid. The center subsidizes sala-
ries of WSS employees and capital expenditures, but
O&M costs of frontline service delivery departments
are not accounted for. This budgeting encourages
the local level to opt for new infrastructure funded
by central level instead on efficiency, optimizing, and
maintaining existing assets. Even in the case of capi-
tal expenditure allocations for new infrastructure, cen-
tral control presents challenges. Public investment
projects are executed at very low rates, are highly dis-
cretionary and are the first to be cut when oil prices
decline. Hence, such capital expenditure allocations
related to water require financial stability, especially
given that many of these projects require multiple
years to finish.

Misalignment of information and incentives
creates challenges for central ministries to plan
and administer sub-national delivery of WSS
services, leading to tariffs that may not reflect
local water delivery costs. Tariffs are set centrally
by MPHMPW, while the staff across the 265 municipal
directorates are appointed and paid directly by
MPHMPW with estimates varying from 13,000 to
40,000 staff. Since 2014, municipal directorates have
been allowed to retain revenue from customers, but
these revenues are a fraction of what it actually costs
to operate and maintain WSS services. The average
tariff in 2019 was US$0.01/m?. Additionally, billing of
customers was suspended by central government
decree in March 2020 in response to the COVID-19
health crisis.

WSS provision in Iraq also suffers from high levels
of non-revenue water, both in terms of physical
losses and commercial losses. For the Baghdad

water authority (under the Mayorality of Baghdad),
NRW is estimated at 53 percent—20 percent due to
physical losses, and 33 percent from unauthorized
unbilled
services

consumption, metering inaccuracies,
consumption.
could be achieved through reduction in the costs (or

efficiency improvements) and increasing the revenues

Cost-recovery for water

(tariffs). Higher revenues, however, would need to be
attained through tariff structures that cover operation
and maintenance costs whilst ensuring vulnerable
households can afford the services.

Without action, climate change and reduced water
availability will reduce GDP through a cascade
of negative impacts across multiple sectors of
the economy and impact more the vulnerable
people. Reduced water supply alongside changes in
crop yields that will accompany climate change could
reduce real GDP in Irag by up to 4 percent, or US$6.6
billion (World Bank 2020). Output would be reduced
across the economy, with the worst-hit sectors being
the crops, food and industrial sector which would
experience a 16, 6 and 5.5 percent loss of output. The
output reduction would, in turn, cause consumer price
index for crops in Iraq to increase by 13 percent and
would also increase net imports for food items (see
Box 5 Impact on trade balance of food products). In the
Middle East, where many households are net buyers
of grains and food products, any increases in crop
consumer prices could increase poverty. Low-income
households are particularly vulnerable because they
tend to spend a high share of their incomes on staple
foods (Martin and Ivanic 2016 cited in World Bank,
2020). Similar inequalities arise when considering
reductions in agricultural employment, which will
disproportionately hurt the poor.

Vulnerable people are likely to suffer some
of the most severe impacts of water scarcity.
Direct impacts include reduced job opportunities in
agriculture, healthcare costs to addressing the health
impacts of inadequate quantity and quality. Impacts
can also be indirect and can be felt through food
prices and human development. Higher food prices
could raise poverty levels and reduce food security,
because many households are net buyers of grains



and food products, and thus any increases in crop
prices could increase poverty. Higher reliance on food
exports without social protection can expose poor
households to international food price shocks. Large
impacts on agricultural production would also trigger
a reduction in the demand for (low-skilled) labor in
the agriculture sector, raising important distributional
concerns as agricultural employment constitutes
an important 18 percent of total employment in Iraq
(World Bank 2020). Long-term exposure to water
scarcity also accumulates into further economic
losses through their impacts on the human capital
formation of children and labor productivity of adults
(World Bank 2017).

Confronting Iraq’s Water Situation—
Demand Management, Institutional
and Riparian Solutions

Irag water sector faces old and new water
challenges requiring to complement the dialogue
with riparian countries and current water supply-
side policies?® with water demand management
policies, to cap or reduce water demand in the
face of dwindling of water availability. Since the
2015 SWLRI, many events have taken place (fall
in oil price, Islamic state, and COVID 19 pandemic)
hampering the implementation of the SWLRI. As such,
the water situation of demand exceeding the supply
and the water quality degradation has worsened. With
the impact of climate change in Irag and the riparian
countries, added to the economic development and
demographic, demand management policies must
accompany supply-side policies. Water demand
policies break the water demand cycle?, the reservoir
effect®, and the paradox of water efficiency?®. This
transition to using demand management policies
will contribute to securing water for uses within a
financially sustainable path for the sector.

This section identifies three areas of reforms for
improved water security and adapting to impact of
climate change: (i) efficiency and water demand
management; (ii) Institutional reform; and (iii) regional
solution.

Reform Area 1: Water efficiency, productivity,
and demand management policies

Increasing water efficiency and productivity is
essential, but will only pay off with water demand
management policies to cap the water use. As
water needs exceed the available water, Irag must
improve water use, including improving reservoir
operations and increasing water efficiency and pro-
ductivity. The water in the balance report (World Bank
2020) shows that with climate change, improvements
in water use efficiency needs additional mitigation
policies to deal with the adverse impacts of climate
change on rainfed crop yields. However, with no effec-
tive water demand management policies in place,
improvements in water use efficiency may gener-
ate rebound effects®® in water consumption, increas-

2 In this note, “Water supply-side policies” refer to water
resource augmentationinterventionsincluding increasing
storage capacity, desalination, agriculture drainage water
reuse, and wastewater reuse and increasing efficiency
and water productivity; reduction of non-revenue water,
reduction in water leakages (distribution network, and
transfers), and modernizing irrigation.

25 The supply-demand cycles hypothesize that supply
side policies can lead to counterintuitive effects. An
increasing water supply can generate a higher demand,
which can even aggravate water scarcity.

2 The reservoir effect results on overreliance on water
infrastructure (dams, desalination, wastewater treat-
ment), which is associated with the expansion of water
supply and a belief that the volume of water will always
be available leading to reduced incentives for adaptive
actions at individuals or community level to period of
water shortages or droughts.

2 Claims of water-saving potential, have focused solely on
changes in the volume of water withdrawn or applied to
farm fields, neglecting the volume and fate of return flow
back into the original water source, creating misleading
impressions of water benefits within the overall irrigation
network within which water practices have been mod-
ified. This insufficient accounting leads to a water effi-
ciency paradox, in which more efficient irrigation applica-
tion can result in greater net consumptive use, ultimately
lessening the volume available for subsequent use.

% “Rebound effects” encompasses several economic and
behavior adaptation mechanisms which occur when
an increase in resource-use efficiency affects the total
consumption of that resource.
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ing water withdrawals. Improved water accounting
and monitoring are essential to detect unexpected
responses to enhanced efficiency and productivity.
In addition, while supply-side improvements tend to
require costly capital expenditure and take time to
materialize, demand management has the potential to
reduce inefficiencies.

Increasing efficiency and demand management
require better valuation of water alongside reg-
ulation of water-use. Strategic communication is
needed to encourage behavior change among users
to reduce consumption. In addition, tariffs for munic-
ipal and industrial uses and quotas for agriculture
provide incentives for users to lower their water con-
sumption. Finally, transformative technology (e.g.,
remote sensing and smart meters) allows for cheaper
and faster collection and processing of information,
which can help monitor users’ compliance with water
demand management policies and can also fill infor-
mation gaps regarding water demand and supply to
capture more accurately its value.

Updating dam’s operation will improve drought
and flood management, which are expected to
increase with climate change. In collaboration with
the riparian neighbors, Iraq should develop a real-time
meteorological gage network to help forecast flood
events and improve drought early warning systems.
Irag needs to update the dams’ operation to accom-
modate floods volumes and determine the water allo-
cations during drought events. More agile water allo-
cation and flood and drought response mechanisms
will support Irag’s investments, preserve economic
development, and prevent seasonal or annual losses
in the agriculture sector.

Water reallocation?” within and
governorates provides an additional tool for
policymakers to better cope with water scarcity
and climate change. At the same time, with the
water scarcity and climate change impacts, Iraq
shall explore water reallocation within and among

across

different governorates. Water resource management
in lrag will always require federal oversight because
of the complex hydrology system. Water reallocation

agreements are a potential tool to offer flexibility
in implementing national plans at the local level.
The SWLRI does not direct local water managers in
determining how to use the water allocating them,
which can lead to suboptimal outcomes. International
experience shows that involving and empowering
local water managers on water use can contribute to
more efficient and effective water management. The
SWLRI offers flexibility to allow for a greater role for
local water managers as long as local decisions and
reallocation agreements between users are made
within the confines of SWLRI and allow meeting local
and national priorities. While water reallocations
agreements are not a stand-alone solution for Irag’s
water management problems, they can provide an
additional tool for policymakers to draw on within the
SWLRI water balance.

Reform Area 2: Institutional solutions

Despite the importance of central oversight,
increased stakeholder engagement and partic-
ipatory decision-making would optimize water
allocations across competing uses. The inclu-
sion of important local-level actors from across mul-
tiple sectors is necessary for effective coordination
between competing uses and integrated manage-
ment of water resources. For WRM, stakeholder
engagement can take advantage of local level knowl-
edge to better inform policy-decisions in identifying
sectoral requirements and priority areas for any water
reallocations, while ensuring a just and equitable dis-
tribution of water resources. In the case of WSS ser-
vice delivery this process could improve customer sat-
isfaction with services provided, which in turn could
trigger a virtuous cycle of increasing locally generated
revenue from customers. In general, increased stake-
holder engagement would build trust in water sector
institutions and generate users’ support for and com-
pliance to the decisions taken regarding shared water
resources, arguably also setting the stage for broader-
scale cooperation (World Bank (forthcoming)). Build-

27 Water reallocation is here defined as a change to the
volume, timing, location, or quality of water delivered
under formal or informal water rights.



ing consensus in the water sector has the potential
to catalyze cooperation and can lay the foundations
for cementing a broader settlement though integrated
agreements with other sectors.

Service providers need to have a minimum
degree of local-level fiscal and managerial auton-
omy for improving WSS service delivery. Improving
cost recovery for water supply and sanitation services
at the local level will generate cash for service provid-
ers to sustain service delivery, and, in the medium to
long-term, increased water sector revenue will ensure
financial sustainability of the sector and attract the
private sector. While other forms of funding from the
center are non-discretionary, such as subsidies ear-
marked for staff salaries, the revenue from custom-
ers can be used to fix immediate problems; be they
leaks, replacing pumps and generators or even tak-
ing commercial customers to court for non-payment.
Local-level managerial autonomy is a necessary pre-
condition for effectively mobilization of local reve-
nues. Today the only partially autonomous WSS pro-
vider is the Baghdad Water Authority (BWA)—which
itself stands to benefit from improved cost-recovery
and customer-relationship management.

Moving towards the corporatization of water sup-
ply and sanitation services could help tackle the
lack of locally generated revenue from custom-
ers, which restricts the ability to operate and main-
tain WSS services. Restructuring WSS services into
semi-commercial corporatized entities able to recover
O&M costs from users would also lay the necessary
foundation for public-private partnerships and to attract
private sector in both the financing and management
of WSS services. A first step of corporatization would
involve unbundling WSS from other municipality func-
tions ringfencing the operations of WSS service provid-
ers. While in most countries, including within MENA, the
operations of WSS service providers have been unbun-
dled from line ministries or municipalities this is not the
case in central and southern Iraq, where ringfencing the
operations of WSS service providers has not yet been
taken, as discussed above. The White Paper adopted
by the Gol acknowledges the need to establish an inde-
pendent body to regulate WSS services and proposes

to restructure WSS services into semi-commercial cor-
poratized entities able to recover the actual costs of
operation and maintenance from users—in line with
good international practice.

A key benefit from moving towards corporatization
of WSS services would be increased accountability
of corporate entities to customers and to the ser-
vice authority (government). Improved customer rela-
tionship management (CRM) could build trust in service
providers, establish a reputation for service delivery and
positively impact revenue through increased collection
rate. In the case of BWA, the only autonomous WSS
provider, strengthening customer relationship manage-
ment systems for billing and collecting the revenue was
a key constraint to sustaining critical aspects of oper-
ation and maintenance. e satisfied with the quality of
education and water in their area.

Strategic communications and ensuring availabil-
ity of reliable data and information is fundamental
for effective stakeholder engagement, customer
relationship management and improved service
delivery. Transparent information sharing and commu-
nications campaigns underpin the social contract that
exists between the governed and the governors. Such
transparency can win compliance from multiple actors
in the water sector by building trust and legitimacy for
decisions taken regarding water sector allocations
and cost-recovery efforts in service provision (munici-
pal water, and irrigation). One of the most powerful out-
comes of information disclosure is its ability to catalyze
pro-social behaviors and create the support needed for
policy improvements, such as the need to charge tar-
iffs to meet costs of service delivery or quotas. Well-
functioning data collection and information systems are
also essential to monitoring water use and the condi-
tion of existing infrastructure, and would ensure timely
responses, effective management and reduction in
losses in the water sector.

Reform Area 3: Regional solutions
A large share of Iraq’s freshwater resources orig-

inates from outside its borders, making dialogue
with its neighbors important. The high level of water
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dependency (more than 60% of Irag’s freshwater comes
from neighboring Turkey, Syria and Iran) underscores
the need for a regional approach, especially in light of
increasing water demands and climate change. The
World Bank’s Water in the Balance Report (2020) high-
lights the significant benefits of a more cooperative
approach towards water infrastructure development and
freshwater resources management. In Irag, a 20% reduc-
tion in water supply with changes in crop yields that will
accompany climate change could reduce real GDP in
Iraq by up to 4 percent, or US$6.6 billion compared
to 2016 levels; and a drop by 11.8% of the demand for
unskilled labor in agricultural by 5.4% of the demand for
nonagricultural activities. Output reduction would cause
consumer price index for crops to increase by 13.9% per-
cent and would also increase net imports for food items
to over US$960 Million. A regional dialogue focusing on
the broader basked of benefits that can be derived from
cooperative management of water, as well as increased
trade would benefit Irag and the region.

The impacts of water scarcity can ripple through
national economies to affect topics of regional
importance such as trade and labor markets.
For example, economic modelling suggests that an
increase in water scarcity would lead to increased food
import in Irag, and also neighboring countries (Box 5
Impact on trade balance of food products). Therefore,
water scarcity should not be considered in isolation

from its broader ramifications on opportunities and
risks for regional economic development and integra-
tion. For example, efficient water management can con-
tribute to a more productive, export-oriented agricultural
sector while mitigating the impacts of water scarcity. For
an upstream country, this means growing more food
while using less water, making the water available for
downstream countries. Moving forward, there is a need
to build on ongoing efforts to further the debate on how
the regional water scarcity challenge can be turned
into an opportunity for greater cooperation over trans-
boundary water resources and beyond.

Regional solutions include increased information
sharing between the countries, both on quantity as
well as on water quality. More coordinated manage-
ment and operation of water infrastructure on shared
river systems can mitigate the impacts of droughts and
floods on downstream countries and help improve the
management of evaporative losses. Information sharing
and the development of monitoring and early warning
systems all promote the cooperative operation of water
infrastructure, allowing for better decisions to be made
to protect and benefit the environment, economies, and
communities within the basin. In addition, as water qual-
ity generally deteriorates downstream, as more pollu-
tion sources contaminate the river, improved coordina-
tion and sharing of information can also be a powerful
to help address this challenge.

BOX 5 IMPACT ON TRADE BALANCE OF FOOD PRODUCTS

In general, a reduction in water supply increases the net
imports of food items across the region. The larger the
reduction in water supply, the higher the increase in net
imports. As water scarcity hits Irag, the country will face
a higher food bill. Other neighboring countries, including
Iran, Syria and Turkey, are also expected to import more
food in an increasingly water scarce world. The exception
is Jordan, which experiences fewer net imports (or more
net exports) as the level of water scarcity increases. This is
because Jordan might export more valuable food products
to neighboring countries as the severity of water scarcity
grows in the entire region and imports less valuable
products from the world market. Improvements in water-
use efficiency can partially eliminate a small portion of the
increases in net imports of food items.

FIGURE B5.1 « Water Scarcity Leads to a
Higher Food Bill

Change in Net Imports of Food Items (US$ million)

Jordan -$203
Lebanon
Syria
Iran
Iraq

Turkey $1,228

Source: World Bank 2020.
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