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Elon Jarden received a degree in law from Tel Aviv University. In
addition to his private practice where he specializes in real estate and
commercial law, Mr. Jarden has spent the past 20 years involved in the
philology of politics, law, society and philosophy. EJ has combined his
professional legal experience and thinking as it applies to society to focus on
a synthesis of law, politics and society in a historical perspective. The author

. of four books (Hebrew), his most recent book, entitled Shalom with the
Golan, is based upon a petition he presented to the Israeli Supreme Court
regarding peace with the Golan. His current objective is to show the essence
of international law in international relationships.
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THE ISRAELI-PALESTINIAN CONFLICT
IN INTERNATIONAL LAW

Elon Jarden
Introduction: International Law as the Key to Peace

In the Western states as in Israel, there exists an inner need to act
according to moral principles, or at least to be convinced that one is acting
according to them. Under certain circumstances where we have to negotiate
with an opponent, we feel compelled to see him as more moral than he really
15, 50 as to justify the negotiations with him from a moral standpoint. This
attitude, which is characteristic of most of the public in the Western
societies, is rife with dangers in Middle Eastern politics, which is based on
power and not on moral principles. Thus, any discussion of the subject of the
Middle East must begin from the standpoint of a number of its basic
assumptions; otherwise we are likely to be deceived, seduced by rhetoric that
states one thing while meaning the opposite.

Ostensibly, as members of the United Nations, the Arab states are
supposed to act in adherence to their obligations under the Charter; in reality,
however. nothing contravenes their conceptions more than the principles of
this organization. The Arab states, despite being members of the UN, negate
the existence of international law, and not only in regard to Israel, but even
in inter-Arab relations. Even though international law and its institutions
provided the basis for the establishment of the Arab states, the Arabs have
never recognized them because they stand in opposition to the Islamic
conception of law,

International law, like constitutional law, is a European invention, for
which no parallels exist in the non-European world. It is based on the idea of
freedom: just as constitutional law recognizes the individual's right to
freedom, international law recognizes the rights of the various peoples to
political independence. to “self-determination™, which is subject only to
international law. The European conception of law is pluralist, and the
recognition of the legitimacy of the existence of many states, side by side in
a given region, is derived from it. This conception took shape within the
unique circumstances of European history, and to a certain extent even
contravened the monistic ideal of a united Christian community.'
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Islamic law is, conversely, monistic in essence, and only recognizes the
legitimacy of a single all-embracing state — the caliphate — that is based on a
single all-embracing religion — Islam. The caliphate is ruled by a single
sovereign — the caliph — who is the leader of the Muslim community by right
and by law. International relations, according to this conception, are not
relations of equality, but of subjugation between the caliphate and all other
entities, to which a certain degree of autonomy is permitted, but not
sovereignty. Since Islam is universal in nature, there is no limit, at least in
principle, to its extension. Such universalism is, however, the opposite of

. modern universalism, which is based on the notion of a network of sovereign
states — large, medium-size, and small — that maintain relations on a basis of
equality and not of subjugation.

The Islamic jurists, who were deeply influenced by the events and ideas
that prevailed during the early stage of the crystallization of Islam, remained
attached to the unique and universal conception of the sovereignty of the
caliph, even after it no longer accorded with reality. That is why they had no
part in Christianity’s experimental probings toward international law during
the Middle Ages. There was but one caliph; the question of relations
between Muslim states did not arise at all, at least on the level of principle.
And when it did arise, the jurists ignored it, or dealt with 1t in casuistic terms
— under cover of the negotiations that the caliph held with a powerful
insurgent. Relations with states that were not Muslim at all were not
considered on the legal plane but only on the military plane: such relations
were regarded as perpetual warfare between the believers and the infidels -

. jihad — that is interrupted by brief cease-fires.”

Because of the lack of legitimacy in Islam for political pluralisin, the
Arabic language did not even develop concepts equivalent to those of
“nation” and “nation-state” (names were not even given to particular areas of
land), which form the basis of international law. The Arabs regarded
themselves first and foremost as Muslims, even when hegemony over the
Muslim world passed from a dynasty whose ethnic composition was Arab to
a dynasty that was non-Arab. Hence under the Ottoman Sultan, the Arabs
did not have a feeling of being conquered, even though the Ottoman dynasty
was, ethnically speaking, Turkish and not Arab. The sub-lslamic Arab
nationality began to crystallize only in the 19" century — as the Ottoman
Empire began to come apart and the Western powers started to penetrate the
Middle East. Even this, however, was at first a pan-Arab nationalism, as
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opposed (o territorial nationalism. Self-determination in territorial terms,
involving an attachment to a particular area of land, did not develop until
after the First World War, as the Ottoman Empire collapsed and was divided
up into separate administrative units under the Mandatory rule of Britain and
France. That is why the Arab states are called by names that were given to
them by the Western powers and not by their own names. Jordan, Syria,
Lebanon, Iraq, and so on — all these are names that were imposed on the
Arabs by foreign actors, which is also why these territories are thought of as
kingdoms. Thus even today, after more than fifty years of political
independence, the Arabs have trouble defining themselves in terms of
bounded territorial nationalism, and prefer to think of themselves as part of
the “great Arab nation” and even as part of the still greater Islamic nation.
The Arab collective consciousness is not monaolithic, but rather tripartite, in
the descending order of: religious, linguistic, and territorial. This divided
personality is manifested par excellence in the Palestinian Covenant.’

The Prohibition of War in International Law

The difference in legal-political conceptions is manifested not only in the
disparities between pluralism and monism, but even in the definition of the
relations between peace and war. The criminalization of war in international
law, by the UN Charter, is foreign to Arab understanding because it
contradicts basic conceptions of Islamic law, first and foremost the
institution of jihad. Jihad is not merely “just war™ in the European sense of
the concept, but indeed a religious commandment of the first order. For as
long as the doctrine of “just war” prevailed in international law, the disparity
between the different legal systems was not so great. But once war came to
be completely prohibited by international law — with exceptions for
self-defense and collective security — a disparity was created that could no
longer be bridged. A brief review of the history of the criminalization of war
in international law, and the repercussions this has for the texture of
international relations, will shed light on this matter.

The declaration of war as illegal — “criminalization” in legal terminology
— by international law was done, for the first time in history, in the UN
Charter. Subsequently some additional documents were signed that, together
with the UN Charter, turned war into an international crime against peace
and stipulated severe sanctions for its perpetrators, part punitive and part
financial. The prohibition of war is the cornerstone of today’s international
law, whose constitution is the UN Charter.
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With its criminalization of war, the Charter put an end to the older
international law, in which war was legal as long as its purpose was “just”.
The doctrine of “just war”, which began in Roman law and evolved into the
modern world by means of Christian theology and the canonical law of the
Middle Ages, permitted war in practice as long as each side had a moral
justification for its actions. Since justice is indeed immeasurable and no
single, recognized and accepted list of such just purposes existed, each
legalist determined his own list for himself, and sometimes these lists had a
political or religious coloring. These lists contained mostly amorphous

. purposes, leaving plenty of room for maneuver, especially since no
international authority existed that could determine what did and did not
justify war.*

In the legal regime that the Charter has established, there is no longer any
validity to the traditional distinction between a “just” war and an “unjust”
war — instead, only a distinction between an “aggressive war", which i1s
prohibited by law, and a “defensive war”, which is permitted by it. No
purpose any longer justifies the use of force, no matter what the
circumstances. In cases of disagreements and clashing interests in
international relations, only the law can arbitrate, not force. The use of force
is legal only insofar as it is directed against an act of aggression, whether by
the party that is attacked (defensive war) or by the Security Council, which
is authorized to act against an aggressor (collective security). This distinction
is reflected in the stipulations of the Charter, in the general prohibition of the
use of force or even the threat of it (Article 4[2]) — and, on the other hand, in
the recognition of the right to self-defense (Article 51) and in the

. authorization to enforce collective security (Chapter 7).

The Charter’s total prohibition of war — with exceptions for self-defense
and collective security — marks a revolutionary shift in international life.
This is, without doubt, the most daring reform in human history with its aim
of enforcing the rule of law in international relations, and its elimination of '
force as the sole arbitrator in these relations. What had been a prophetic
vision of the End of Days — “Nation shall not lift sword against nation, and
they shall learn war no more” — has become, thanks to the UN Charter and
its institutions, the legal regime of the nations of the world. International
criminal law imposes obligations on the members of the UN in their
relations with each other, much as criminal law imposes obligations on
persons, as individuals and as groups, on the domestic political plane.

-
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The Muslim Arab world has not succeeded in internalizing the revolution
that the UN Charter has wrought, just as it has difficulty internalizing
constitutional law and other Western norms. Hence, despite the fact that the
Arab states owe their independence to international law, it is difficult for
them to adopt its principles, especially the more powerful states among
them. That explains why the Arab states fail to recognize not only Israel’s
legitimacy but even that of other Arab states: why the strong states among
them seek to conquer the weak ones, with the goal of reestablishing the
vanished caliphate; why even the many peace agreements that have been
signed among them are not worth the ink with which they were written. In
addition, that is why, despite the fact that in all of these states the same
language is spoken (at least in the Arab states), despite the “normalization”
that exists among these states and includes embassies, trade, cultural
interaction, and so on — items that the Arab states promise to deliver to Israel
in return for its withdrawal to the 1967 borders — a mad arms race is still
being waged in the Middle East.

Thus, in the Middle East the recognition of the legitimacy of international
law 1s a precondition for the recognition not only of Israel’s legitimacy but
even of that of the Arab states, which arose on the basis of this very
international law. And so long as that precondition is not fulfilled. this
region will continue to be the domain of a “war of all against all”, in
Hobbes’s formulation. From the Arabs’ standpoint, the war against Israel is
not only legitimate but indeed a religious commandment. In inter-Arab
relations the situation is, of course, more complicated legally, since within
the “Muslim House of Peace” (a translation of the Arabic term Dar
al-Islam), according to Islam's own definition, peace is supposed to prevail.
This peace, however, depends on the hegemony of a particular actor, the
inheritor of the caliphate — which does not exist in actuality.

In the absence of international law there are, indeed, restraints on the
outbreak of active war, but they reflect only the balance of power, The fear
of war is sufficiently strong to make the sides abstain from it, but not strong
enough to motivate them to create institutions for conflict resolution. To the
extent that it is at all possible to call this state of affairs “peace”, it is peace
in the traditional sense: armed peace, based on various bilateral, fortuitous,
fragile arrangements. Armed, minimal peace cannot be maintained except by
a balance of power between adversaries — or by the victory of the stronger
party and the establishment of an imperial peace of the pax Romana type.
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Such imperial peace existed in the Middle East for five hundred years under
the Ottoman hegemony, or pax Ottomana. This peace fell apart as the
Ottoman Empire collapsed under the weight of British-French imperialism.
The pax Britannica in the Middle East prevailed for only one generation,
during the 1920s and 1930s, and fell apart with the travails of Britain and
France in the Second World War.

The last imperial peace in the Middle East tumed into a peace of the
balance of power among the new states, which were established in the
Middle East after the Second World War. Being preoccupied with the war
against Israel, the Arab states succeeded in moderating the war among
themselves and even in concealing it from the probing eyes of the world
media. The inter-Arab conflicts, which claimed hundreds of thousands of
victims, were hidden behind the curtain of Arab propaganda for a generation.
Only when the conflict with Israel lost steam in the 1980s did the world
discover the rim of the volcano in the Middle East. If the world had some
understanding of the war beiween Iran and Iraq — a continuation of the
historical conflict between the western part of the Middle East and the
eastern part, between Sunni-Arab Islam and Shi’ite-Persian Islam — then the
congquest of Kuwait by Iraq would not have been incomprehensible to all.
How was it possible that the Iragi wolf would swallow whole the Kuwaiti
sheep, in the Middle Eastern Garden of Eden over which only the
Arab-Israeli conflict cast a pall? If the Israelis and the Arabs would only
arrive at a settlement, it was widely asserted, the Middle East would again
become a Garden of Eden. What Saddam Hussein did in the public eye, in
the proximity of the world’s oil wells, Assad did in quiet and obscurity in the
Land of the Cedars. He swallowed Lebanon whole, as if not only
international law, but even the basic morality of the Islamic “House of
Peace™ did not exist in the Middle East.

In contrast to what is commonly thought, it is precisely Israel’s presence
in the Middle East that prevents it from turning into a much worse hell than
it already is. The Israeli presence has given it at least a partial stability by
directing the Arabs’ political energy from the Muslim House of Peace
gutward, to the “House of War” (a translation of the Arabic term Dar
al-Harb), which has been “invaded by the infidel Zionist entity”. In the hot
war that has been waged in the Middle East between the Muslim House of
Peace and the Israeli House of War, there have been far fewer innocent
victims than in the cold peace that has prevailed for a generation within the
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Muslim House of Peace (which occasionally turns into a hot war, such as the
Irag-Iran or Irag-Kuwait war).

The Middle East in an International Perspective

The lack of peace between Israel and the Arab states does not stem,
therefore, from the existence of conflicts between the sides, but from the
Arab states’ refusal to recognize the legal regime that international law has
established, since it runs counter to Muslim law. Hence their war against
Israel is also perceived as normative, even if it contradicts their obligations
according to the UN Charter. That is also why they ascribe no importance to
the series of agreements they have signed with Israel since its establishment.

With the conclusion of the lIsraeli War for Independence, armistice
agreements were signed between Israel and Egypt, Jordan, Syria, and
Lebanon, with the goal of “facilitating the transition from the present truce to
a permanent peace in Palestine” as stated in the preamble to these
agreements. Thus in regard to all of these states, it was also determined that
“the injunction of the Security Council against resort to military force...shall
henceforth be scrupulously respected by both Parties”™, and that “no
aggressive action by the armed forces...of either Party shall be undertaken,
planned, or threatened against the people or the armed forces of the other.”
On the Israeli side the cease-fire agreements were taken at face value, the
common assumption being that they would be followed by peace treaties,
which would in turn give rise to a new Middle East. Thus, lsrael's
representatives in the UN repeatedly averred that Israel was no longer in a
state of war with the Arab states. This was also the position of the Security
Council, and even of courts of law in Israel.”

Nevertheless, the Arab states again declared that, notwithstanding the
armistice agreements, they were in a state of war with Israel and it was
permissible for them to continue fighting it.” The ink on these agreements
had hardly dried before Arab states, the first being Egypt and Syria, initiated
a series of hostile actions against Israel. In the mid-1960s they escalated
these hostile actions, leading ultimately to the Six Day War, and later to the
War of Attrition and the Yom Kippur War.

In the perspective of international law, the ongoing threat to Israel’s
existence by the Arab states is manifestly illegal. The state of Israel was
established legally, on the basis of General Assembly and League of Nations
resolutions, and of the principles of international law — hence its right to
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exist, irrespective of the Arabs’ willingness to recognize it. Isracl has been
forced to struggle for its existence because since the time of its
establishment, the UN has lacked the capacity to enforce international law,
mainly as a result of the Cold War which emerged parallel to Israel's
establishment. From a legal standpoint, the Arabs’ use of force in their
efforts to destroy lIsrael is a gross violation of international law, and indeed a
testimony to its impotence throughout this entire period.

There is perhaps no greater disparity than that between the Arabs” attitude
toward international law and that of Israel — and before its establishment,
that of political Zionism. Zionism was the only political movement of the
20" century that tried to base its existence not on the use of force but on the
principles of international law. For thousands of years the Jewish people
lived outside of political history, and hence were able to eschew the use of
force. Their historical consciousness still contained great, glorious war
heroes from the days of the First Temple, but these were vague memories,
intangible. In his daily life the Jew was a merchant and a spiritualist.
Although the Zionist revolution changed this situation almost overnight, it
did not succeed in uprooting what had been sown and cultivated over
thousands of years: the recognition of the supremacy of spiritual and moral
values over force, as stated in Zecharia (4:6), “Not by might and not by force
but by spirit.”” Even the 20" century, rife with violence, in which the blood of
six million Jews was allowed to vanish into the maws of institutionalized
mass murder, did not succeed in uprooting this glorious heritage. In this
perspective, the Jewish people is a paragon and a model of “the end of
history™, while the world surrounding it is still living the history of force in
all its fierceness.

It was by creating the state of Israel that the Zionist revolution changed
this situation almost overnight, the whole purpose of the state’s existence
being to erect a dam against the murderous modern-day violence. For this
achievement Zionism exacted an enormous price, transforming the Jews,
reluctantly and against their nature, into something like participants in the
international power game. The Jews” national revival confronted them with
an almost irresolvable dilemma: how to preserve their lives by all means
without losing their souls. Israel’s resort to force in order to secure its
establishment was nothing but a legitimate defensive war, in the face of the
impotence of international law.
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Right Cannot Grow from Injustice

If we are to consider the future of relations between the state of Israel and
its Palestinian minority in light of the principles of international law, we
must bear in mind that only the Israeli side comes to this discussion with
integrity and clean hands. whereas the Palestinian side not only has
blood-stained hands, but even an unclean heart. The Palestinian side has set
forth its claims in the United Nations only after the frustration of its hope of
drowning Israel in blood. Time and again it rose up to destroy Israel, with
the aid of the Arab states, and only when it became clear that it could not do
so by force did it begin seeking to shrink Israel down by means of
international law. All that I shall say from here on has only one purpose: to
persuade the reader that the UN organization — as well as the United States
and the rest of the nations of the world — must not award a prize to the
aggressor, since they will thereby destroy international law, whose whole
basis is the time-honored ex injuria jus non oritr — “Right cannot grow
from injustice,” or, “The sinner must not be rewarded.”

Political Zionism saw morality as an end in itself and not just as a means
for attaining its goals. The national liberation of the Jewish people came to
be associated with universal liberation. The return to Zion was perceived as
part of a process of re-creating all of human civilization in the spirit of the
prophets of Israel — “that Torah shall go forth from Zion and the word of
God from Jerusalem™, The goal of Zionism was, as Harold Fisch puts it, “to
redeem history by means of justice — justice in society and justice in political
life.* This was aptly expressed by David Ben-Gurion:

I am convinced that the survival of the Jews is a result of their perpetual and
total awareness over hundreds of years of “something”, which | am not able
to name, but perhaps, in a seemingly archaic formulation — a vision of the
messianic redemption, on the national and human level...thus what 1 refer o
is their redemption, with their return to the status of an independent nation in
its independent land, where they will be morally renewed and become a
precious people, and thus also in regard to the redemption of all humanity,
with the victory of peace, justice, and equality in the world, after the
elimination of tyranny and wickedness, This double focus of the messianic
vision passes like a crimson thread through the entire history of the Jewish
people and the Jewish faith. This is the religious, moral, and national
consciousness of the Hebrew nation.”
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Political Zionism was always moderate and cautious. A pragmatism of
maximal morality and law, and minimal force, is what characterized political
Zionism before the establishment of the state — and, afierward, Israeli foreign
policy as well, creating continuity despite the political vicissitudes. What
this policy asserted was, more or less that, since Zionism received a writ of
authorization for its activity — from the League of Nations, from the
Palestine Mandate — it does not need to await a further writ of authorization
from the Arabs, and is already authorized to build its endeavor in Israel. And
yet, everything needs to be done with great caution s0 as not to anger the
nations of the world more than is necessary. Israel must strive, to play it
safe; to have the superpowers on its side; to create facts and to seek
legitimacy for the existence of these facts; to achieve legitimacy — but not to
be complacent about it, instead hastening to translate it into the language of
facts in the field; not to awail the Arabs’ blessing — but also not to give up
any chance for compromise and dialogue. The Palestinians, in comparison,
not only rejected any compromise out of hand, but did not even recognize
any other path than the use of force. Their nationalism was not only based on
force but actually spurious, a sort of parody of Jewish nationalism.
Palestinian nationalism was invented as a sort of antithesis to political
Zionism. To balance the Zionist myth, the anti-Zionist myth of the
Palestinian liberation movement was devised. The Palestinian-Arab
anti-nation is a sort of photographic negative of Zionism. Whereas Zionism
was created so as to give political expression to the Jewish people’s vision of
national and universal redemption, the Palestinian-Arab nation arose only to
prevent Israel’s establishment by all available means; and after it was
established — to bring about its annihilation. Its aim is not to build but only (o
destroy."

The Oslo Agreements in Light of International Law

The relationship between the State of Israel and the Palestinians is today
dominated by the Oslo agreements. In the context of these agreements, two
questions arise: (1) To what extent, if any, are they valid from the standpoint
of international law? (2) Do the Palestinians have a right to a sovereign state
in part of Palestine according to international law? My answers to these
questions are as follows:

1. The Oslo agreements are not valid for two main reasons: (a) They
were arrived at in a context of the use of force and/or a threat of the
use of force, both of which are prohibited by Article 52 of the Vienna
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Convention on the Law of Treaties. (b) They are based on an
erroneous formulation, from a legal standpoint, of UN Resolution 242
in regard to “territory for peace”.

2. Because, according to international law, the state of Israel is the legal
sovereign over the entire territory of Mandatory Palestine west of the
Jordan River, the Palestinians have no right except to autonomy, with
the extent of its authority to be determined in negotiations between the
state of Israel and the Palestinian Authority.

The criminalization of the use of force, and even of the threat of it, by the
UN Charter has brought a profound change not only in concepts of “war™
and “peace” but also in the concepts derived from them, the most important
of which is that of “peace treaty”. In an analogy with domestic law one may
say that from the moment that war was prohibited by law, there was no need
to formalize this with bilateral agreements, since a law and a treaty are
alternative legal arrangements. In a competition between a law and a treaty,
the former prevails — except in the case of a particular behavior that the law
provisionally permits. Since, however, one may by no means make
provisional laws that are of a criminal nature, under no circumstances can an
agreed arrangement serve as a substitute for such laws. In the past, bilateral
agreements to terminate a war took different forms and were called by
different names, according to their nature: “truce”, “cease-fire”, “armistice”,
and “peace treaty”. These arrangements, including peace treaties, were of a
fortuitous character, and fell apart as soon as the next war broke out, As
Franklin Roosevelt put it, “peace should be regarded not as an end to the last
war, but as an end to the beginning of the next one.™"'

Thus, the various distinctions between the different arrangements were
important only so long as war was legal. But from the moment that war was
prohibited by law, there was, to repeat, no longer any need for treaty
arrangements. That is why, in fact, the use of peace treaties has decreased
since the end of World War I1. Indeed, World War II itself already deviated
from the norm of peace treaties insofar as the German nation, the main
defeated power, has not made a peace treaty to this day."”

Furthermore, in light of the sweeping prohibition of the use of force or
even the threat of it, the traditional peace arrangements for bringing an end
to war, including poace treaties, are no longer of an validity because they
result from the prior use of force. So long as war was considered legal in
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international relations, international law could not regard it as a factor that
nullified the validity of agreements. Hence peace treaties were always
considered valid, even though in actuality they were imposed, at the end of
wars, by the victorious states on the defeated ones (hence they were
popularly referred to as “pacts of surrender”), But with the prohibition and
even criminalization of war in international law — subject to exceptions of
self-defense and collective security — a perception crystallized within legal
theory that a treaty that an aggressive (i.e., criminal) state imposes on a
defeated (i.e., the victim of the crime) state at the end of a war (or, without a
war, by threatening that state ) could have no authoritative validity. The legal
rationale behind this principle is that the aggressor must not enjoy the fruits
of his aggression — to repeat the ancient Latin legal terminology: ex injuria
jus non oritur, “Right cannot grow from injustice”, or “The sinner must not
be rewarded.” This theory received authoritative legal validity with the entry
into force of the Vienna Convention on the Law of Treaties (hereinafter Law
of Treaties) of May 23, 1969, Article 52 of which states that: “A treaty is
void if its conclusion has been procured by the threat or use of force in
violation of the principles of international law embodied in the Charter of the
United Nations.™"

This conclusion, according to which, under the legal regime established
by the UN Charter, peace treaties are not only superfluous but even illegal
because they result from the prior use of force, has far-reaching implications
for the concept of peace in the Middle East. If we add the fact that, according
to Article 103 of the Charter, bilateral agreements can do no more than
supplement what is stated in the Charter, we arrive at a revolutionary result
that could change the Middle East peace process entirely. In essence,
according to the new legal situation there is a place for bilateral agreements
only insofar as they formalize positive relations between the different states
(diplomatic, trade, cultural, and other relations) — but not in regard to the
prohibition of the use of force (except for security arrangements) and not,
indeed, in regard to territorial arrangements (except for minor border
adjustments).

The invalidation of peace agreements that are signed as a result of the use
and/or threat of force has implications, first and foremost, for Israel's
relations with Syria, Lebanon, and indeed the rest of the Arab states. In
addition, it also has significance for Israel’s relationship with the Palestinian
Authority. Although the Palestinian Authority’s status in international law is
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indeed not clear, for purposes of general legal analysis one may relate to it as
an entity with a political status that is less than a state, yet carrying rights
and obligations on the international plane."*

The Oslo agreements are invalid because they were obtained as a result of
the ongoing use of terrorism over many years, in Israel and outside of it, as
well as the popular disturbances known by the name “intifada”. Furthermore,
these agreements are invalid because, according to the language of the
Palestinian Covenant and other basic documents, the Palestinians have not
relinquished the use of armed force as a means of destroying the state of
Israel even subsequent to the signing of the Oslo agreements. It is worth
noting that a treaty that was obtained as a result of the use and/or threat of
force 1s “null and void™, so that there is no need for a further action to bring
about its nullification.”

The Oslo Agreements are indeed invalid insofar as they are based on
Resolution 242, with respect to the formulation “territories for peace”, which
is a political resolution that not only lacks authoritative legal validity but is
even fundamentally erroneous in that it violates the time-honored principle
of “Right cannot grow from injustice.” The possibility of nullifying a treaty
that was arrived at by error is anchored in Article 48 (1) of the Law of
Treaties, which states that;

A state may invoke an error in a treaty as invalidating its consent to be bound
by the treaty if the error relates to a fact or situation which was assumed by
that State to exist at the time when the treaty was concluded and formed an
essential basis of its consent to be bound by the treaty,

Security Council Resolution 242 of November 1967 created the Gordian
knot between peace and Israel’s withdrawal to the 1967 horders, known by
the phrase “territories for peace”. This resolution has no basis in
international law, and even contradicts it insofar as it is an illegal
abridgement of the right to peace. Thus, according to the UN Charter, the
right to peace which is conferred by the fact of membership in the UN, is
absolute, and cannot be made dependent on any additional conditions. Like
most Security Council resolutions, this resolution is political and not legal,
Likewise it is not an authoritative resolution but only a recommendation,
since it was taken in the framework of Chapter 6 of the Charter and not of
Chapter 7, which alone can impose enforceable obligations.'®
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Resolution 242 was a political compromise, an outcome of the Cold War,
between the Arab states” demand to return Israel unconditionally to the 1967
borders, which was supported by the Soviet Union, and Israel’s demand to
establish full peace with all of the Arab states, which was supported by the
United States. The Arabs rejected it completely because it required them to
recognize Israel’s right to live within secure and recognized borders, and
even required them to establish a just and lasting peace with Israel involving
the “Termination of all claims or states of belligerency”. Israel was prepared
to accept the resolution as long as it did not require it to withdraw from all of
the territories that were taken in the war, but only from part of them. The
Isracli interpretation is supported by the interpretations of American
politicians who took part in the resolution’s formulation. The latter confirm
that the United States decided not to veto the resolution only because it had
been formulated to make clear to all that it did not call for a full Israeli
withdrawal to the 1967 borders, but only to secure and recognized borders as
outlined by Pentagon experts,'’

Resolution 242, as noted, is fundamentally erroneous because it makes a
unique linkage. The right to peace is absolute and is not conditional on
anything. Thus to conjoin it with lsraeli withdrawal to the 1967 borders is
not only erroncous but indeed unjust, insofar as a prize is given to the
aggressor. The moment the right to peace is associated with any condition,
those who reject peace gain a bargaining chip, as the Arab-Israeli conflict
has demonstrated. In the legal regime that the UN Charter established, no
state has the right to reject peace, and any party that rejects peace is the same
as a transgressor on the domestic criminal plane. Thus, any discussion of
peace in the lsraeli-Arab context must be based on undoing the Gordian knot
of “territories for peace™.

Jordan Is Arab Palestine

The right to peace is thus the comerstone of modern international law,
whose constitution is the UN Charter. The right to peace is absolute and
cannot be made conditional in any way. Therefore, Resolution 242, which
makes Israel’s right to peace conditional on the handing over of territories to
the Arabs, has no legal validity. If, then, the Arabs wish to belong to the
international community that the Charter has established, they must clearly
declare that they repudiate war unconditionally and unequivocally. They
must declare that they recognize Israel’s right to exist in secure and
recognized borders, without making this conditional on the handing over of
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any territories. And if the Arabs refuse to do so, they have clearly removed
themselves from the fold of the international community, and are no longer
entitled to any assistance that this community is authorized to provide.

The question of territorial rights must be examined separately. The
difficulty of regulating territorial rights inheres in the fact that it is doubtful
whether, since the criminalization of war, international law enables the
acquisition of new territories at all. So long as war was legal, it was possible
to acquire territories by means of it, and this was regulated by international
law. However, from the moment that war was criminalized, there was no
place for the acquisition of territories by means of it, and a territorial status
quo was created.'”

The UN Charter conferred legitimacy on the territorial status quo that
prevailed at the time of its establishment, even if it had been achieved by the
prior use of force, on the ground that the territorial integrity of states must be
strictly maintained (Article 2(4) of the Charter). The Charter finalized the
existing borders, subject to the important exception of “states in the
making”, which was established by the Mandatory regime of the League of
Nations and was subsequently transferred to the UN's international
trusteeship system. Under the force of this regime, all the new states of Asia
and Africa were established, including the state of Israel, in the territories
that had previously been assigned to the rule of the Western powers (the
decolonization process). The Charter regulates the creation of new states in a
general way, but does not provide solutions for the settlement of territorial
conflicts between existing states, nor for the claims of an ethnic minority that
was not recognized at the time by the UN."

In the absence of a positive regulation on the acquisition of new
territories, and taking into account the de jure recognition of the borders that
existed before the establishment of the Charter — subject to the exception of
decolonization — one may assert that there is no further possibility of
acquiring new territories. This is particularly so given that territories may not
be acquired as a result of the use of force, in light of the Charter's
criminalization of war. That is, indeed, the basis of the preamble of
Resolution 242, which asserts the “inadmissibility of the acquisition of
territory by war”, However, even though this statement is generally correct,
it is not correct in the context of the Arab-Israeli conflict. In light of the UN
Charter’s fundamental distinction between aggression, which is prohibited,
and defense, which is permitted, it may be concluded that the acquisition of
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territory by means of a defensive war is legal, and supersedes the general
principle of the territorial status quo as set forth above. This distinction is
reinforced by the precedent of Germany, which does not contest its present
borders even though they do not include territories that were in its
possession on the eve of World War II. The legal rationale here is the
recognition that Germany was the aggressor in that war, whereas Poland and
Russia, which gained parts of its territory, were victims. There is support for
this position in the legal literature: for instance, Prof. Yoram Dinstein has
asserted:

When a state, which was saved by self-defense, emerges victorious from a
war, there is no wrong if as a result of its victory it gains part of the territory
of the transgressing state; it is forbidden for the transgressor 1o enjoy the
fruits of its crime, but there is nothing illegitimate in the victim of the crime
benefiting...the famous Resolution No. 242, of November 1967, of the
Security Council of the United Nations Organization, indeed speaks loftily in
its Preamble of “the inadmissibility of the acquisition of territory by war”,
but this formulation {(which has no authoritative legal validity) essentially
confuses the legal status of the criminal and its vietim.™
That the Six Day War was a defensive war is not disputed at all in the
Isracli legal literature. It is also agreed that a defensive war gives the
defending state rights to territories taken as a result of the war. The issue in
dispute is how the act of acquisition may be consummated by combining the
right to sovereignty with the right to possession in practice. According to
Prof. Dinstein, the right to sovereignty can only be realized through the
transfer of territory in a peace treaty, as was done in the past, so long as the
government of the state that lost part of its territory continues to exist, Prof.
Dinstein thus proposed attempting to reach a peace treaty with Jordan so that
it would willingly transfer the territories of Judea and Samaria to Israel.”’

Prof. Yehuda Tzvi Blum also believes that the proper way to transfer
territorial rights between states is by a peace treaty. In his view, however,
because of the special circumstances of Judea and Samaria, including the
eastern part of Jerusalem, there is no need for a peace treaty to finalize the
acquisition of these territories, since Jordan did not have legal rights to them
at the time that they were taken as a result of an act of aggression, when such
aggression had already been criminalized by international law, On the other
hand, lIsrael was legally granted these territories, by a resolution of the
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League of Nations, in order to establish in them a Jewish state in all parts of
the Land of Israel. Thus, according to Prof. Blum, there is no need for any
further act in order 1o realize Isracl’s sovereignty over the territories of
Mandatory Palestine. The right to sovereignty is antecedent, in this case, to
the right to possession, so that once possession was gained, the acquisition of
these territories was complete.™

In my opinion, Prof. Blum is correct asserting that there is no need for
any further act in order to combine the right to sovereignty with the right to
possession, since the right to sovereignty precedes the right to possession. |
disagree only insofar as he concurs with Prof. Dinstein that today the proper
way to transfer territories is by peace treaties — since peace treaties, in the era
of the criminalization of the use of force, are no longer valid, at least insofar
as the transfer of territories in such treaties is concerned, as explained
above, ™

The Palestinians’ claim that they have a right to establish a sovereign
state in the territories of Judea, Samaria, and Gaza rest on two legs: (1) UN
Assembly Resolution 181, concerning the partition of the western Land of
Isracl and the establishment of an Arab state alongside a Jewish state: and
(2) Resolution 242, concerning Israel’s withdrawal to the 1967 borders. This
claim can be dismissed outright, without considering it in detail, on the
ground that the Palestinians themselves rejected these resolutions at the time.
and did all they could to foil them by force. As noted earlier, the Palestinians
presented their claims to the UN only after their hopes of physically
destroying Israel with the help of the Arab states had been disappointed. It is
only to be on the safe side that | shall now examine the Palestinians’ claim in
detail, and seek to demonstrate that it has no substance, its only purpose
being to squeeze Israel into the 1967 borders and subsequently into the 1947
partition borders, as stages on the path to Israel’s final destruction when the
time is ripe.

I pointed out earlier that Zionism was the only 20™century political
movement that sought to base itself not on force but on international law. At
its inception there was not, in fact, a consensus about the course that Zionism
should take, with some arguing that it could be realized even without a legal
basis, by means of the illegal infiltration of the Land of Israel, However. the
mode that ultimately prevailed was that of rational Zionism. which
maintained that the acquisition of legal rights, to be guaranteed by
international commitments from the powers, was a precondition for any
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Jewish settlement and for the establishment of a state in the Land of Israel.
Thus, at the First Zionist Congress the objectives of Zionism already were
defined in terms of international law, formulated as follows: “Zionism
aspires 1o establish a homeland for the people of Israel in the Land of Israel,
| which will be guaranteed by public law,"™

The first international recognition of political Zionism came in the
framework of the Palestine Mandate of the League of Nations of July 24,
1922, which adopted the Balfour Declaration of November 2, 1917, in

. regard to the “establishment in Palestine of a national home for the Jewish
people”, and indeed recognized the “historical connection of the Jewish
people with Palestine and...the grounds for reconstituting their national home
in that country”. Article 5 of the Mandate states that “The Mandatory shall
be responsible for seeing that no Palestine territory shall be ceded or leased
to, or in any way placed under the control of the Government of any foreign
Power.” It clearly emerges from the Mandate's wording that the intention of
its drafters was to establish a Jewish state in the entire territory of Mandatory
Palestine, otherwise there would have been no need for Article 5 above. On
the other hand, the authors of the Mandate were well aware of the existence
of non-Jewish residents in the Land of Israel, thus emphasizing: “it being
clearly understood that nothing should be done which might prejudice the
civil and religious rights of the existing non-Jewish communities in
Palestine”.”

From the standpoint of international law, the Palestine Mandate is the
. authoritative legal source in regard to rights of sovereignty over the Land of
Israel. It is imperative to note that three years earlier the Balfour Declaration
was sympathetically received not only by the Western powers but also by the
person who saw himself as the leader of the Arabs, Amir Feisal. In the
Feisal-Weizmann agreement of January 3, 1919, Feisal recognized the
Jewish people’s national aspirations and right to establish a Jewish state in
the territory of the Land of lsrael. The agreement speaks not only of
vigorous cooperation in the development of the region, but also of Jewish
immigration “on a wide scale” and the rapid settlement of the immigrants on
the land in “dense seitlement”.” The Zionist enterprise won broad sympathy
in the League of Nations almost up to the latter’s demise, notwithstanding
the fact that Iran was one of its founders and that during this period four
additional Muslim states joined it one after the other — Turkey and Irag
(1932), Afghanistan (1934), and Egypt (1937). Only in September 1937 did
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a radical change begin in these states’ stance toward Zionism, against the
background of the 1936 disturbances in Palestine.”” Britain, too, showed
sympathy for the Zionist enterprise up to 1939, when it suddenly shifted its
posture as a result of growing Arab pressure.

Up to the mid-1930s, the establishment of an Arab state in the western
part of Mandatory Palestine was in no way considered. On the contrary, the
establishment of an Arab state in the territory east of the Jordan River, under
the rule of Emir Abdullah, was intended to solve simultaneously the problem
of the Palestinians. That Jordan was a Palestinian state was not questioned at
all, except when the Palestinians in the western Land of Israel began to
demand a state of their own. All partition plans that were proposed
beginning with the Peel Commission of 1937 manifestly contradicted what
was stated in Article 5 of the Palestine Mandate, which unequivocally
rejected the establishment of an additional state in the Mandatory territory,
especially since most of this territory had been awarded to Transjordan.
Political Zionism accepted the partition plans, which dealt a harsh blow to
the Jewish people’s original rights in the Land of Israel, only out of
awareness of the regional balance of power, which at that time favored the
Arabs. Similarly, Zionism accepted Partition Resolution 181 of the UN
General Assembly, of November 1947, only because there was no
alternative, especially in light of the need to solve immediately the problem
of the Holocaust survivors in Europe.

The Palestinians’ right to a state in addition to the one across the Jordan
(which received independence in 1946), as recognized in UN Resolution
181, was controversial in itself, since it was bestowed on the Palestinians in
contradiction to the original Mandate of 1922, which the UN had undertaken
to fulfill in Article 80 of its Charter.”* However, the Palestinians, from the
moment that they rejected Resolution 181 and chose to attack Israel, aided
by Arab states, with the intent to destroy it, lost this right - on the basis of
the general principle of “Right cannot grow from injustice,” and “The sinner
must not be rewarded.”

While relying on the short memory of world public opinion, the
Palestinians tend to forget the fact that in 1921 Mandatory Palesting was
already partitioned in two, and in its eastern part what was called “the
Emirate of Transjordan™ was set up, which was designed not only to fulfill
the commitments Britain had made to Emir Abdullah during the First World
War but also to allocate land for the Palestine Arabs across the Jordan
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River.” Likewise, the Palestinians tend to forget the fact that in 1949
Transjordan annexed the territories of Judea and Samaria, and even changed
its name to “the Hashemite Kingdom of Jordan" so as to emphasize that both
banks of the Jordan were now included in its territory. The Palestinians also
tend to muddle the fact that, for twenty years after their right to a state was
recognized in 1967, they did not see fit to do anything so as to realize it. On
the contrary, from the time of the Kingdom of Jordan's annexation of the
territories of Judea and Samaria, the Palestinian residents did not at all feel
themselves to be occupied but rather as having been liberated by their
country, which, indeed, immediately granted them Jordanian citizenship.
The Palestinians not only regarded themselves as Jordanian citizens in every
way but indeed played an active and dominant role in Palestinian life in
Jordan, including at the level of members of Parliament and government
ministers. Only after the Six Day War did the Palestimans of Judea and
Samaria suddenly awaken and begin to demand the implementation of
Resolutions 242 and 181."

The Palestinians’ claim that not only 181 but also Resolution 242 accords
them rights is entirely baseless, since Resolution 242 is not only invalid in
itself, as explained above, but in fact irrelevant to the Palestinian context.
The Palestinians cannot rely on 242 because it has nothing to do with them.
The adoption of Resolution 242 by the Oslo agreements is a fundamental
error that this article seeks to correct. To begin with, the Oslo agreements
ascribe authoritative legal validity to a resolution of a political nature, even
though this contravenes international law. Second, they enlist an erroneous
resolution in an erroneous context.

Resolution 242 pertains only to Israel’s relations with Egypt, Jordan, and
Syria, its direct adversaries in the Six Day War, and not to the Palestinians,
who at that time had the status of an ethnic minority and/or refugees, but not
of a state or even a “state in the making”. At the time that Resolution 242
was enacted, no recognized Palestinian political entity existed, not even a
“state in the making”. This is borne out by the fact that the Resolution’s
wording makes no mention whatsoever of such a right. On the other hand,
Resolution 242 calls for “achieving a just settlement of the refugee
problem”, together with the need for “guaranteeing the territorial
inviolability and political independence of every state in the area”. The
Resolution’s wording makes it clear that at the time there was no intention to
support the establishment of a Palestinian state in western Palestine, but
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rather to solve the problem of the refugees in a humanitarian fashion. That is
why, of course, the Palestinians rejected Resolution 242, just as they rejected
Resolution 181 earlier even though it was superior from their standpoint.
The Oslo agreements are thus fundamentally invalid in being a product of
the use of force, which is prohibited by Article 52 of the Law of Treaties,
and indeed are worthy of nullification because they are erroneously based on
Resolution 242, which is legally invalid and irrelevant to the Palestinian
context,”

The Palestinians already have, thus, a state of their own — the Hashemite
Kingdom of Jordan — where they in fact constitute the majority, This has
been officially expressed in statements by government officials in Jordan —
“Palestine is Jordan, Jordan is Palestine™, as the Jordanian crown prince put
it on February 2, 1970 — and even by top Palestinian leaders. According to
international law, the Palestinians realized their right to self-determination
with the establishment of the Kingdom of Jordan, and hence there 1s no basis
to their claim of deprivation. Support for this position may be found in the
statements of Prof. Julius Stone, an internationally known expert in the field
of international law:

According to any accepted interpretation of the principle of
self-determination, there is therefore no doubt, that since 1948 Jordan has
been a Palestinian state. the Palestinian Arabs already have a homeland in
Jordan...the claim that Israel’s existence deprives the Palestinians of a
national home is therefore an erroneous claim...it is sirange that the UN
Secretariat, which ostensibly deals with the clarification of international law,
disseminates these claims without any examination or distinction, ™

It 15 indeed true that the reins of power in Jordan are held by the
Hashemite dynasty, which represents the Bedouin minority in the country,
but in this regard Jordan is no different from most of the Arab states, in
which a minority rules over a majority. In Syria the Ba'ath Party rules, its
members belonging to the Alawite community, which forms a minority of
the Syrian population. In Iraq as well the Ba'ath Party rules, its members
belonging to the Sunni community, which forms a minority of the Iragi
population. The fact that to a certain extent the Palestinians are deprived in
Jordan does not grant them the right to an additional state, but rather to a
constitutional change within Jordan. Thus it is indicative that despite
Jordan’s being a Palestinian state by every criterion of international law, this
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fact does not receive recognition from the UN, which for years has submitted
to Arab pressure and mendacious Arab rhetoric.

The truth, of course, is that the Palestinians are not at all interested in an
additional separate Palestinian state in itself, but view this in terms of
pan-Arab unity, which will put an end not only to the state of Israel but also
to the artificial Arab political entities that were established by dint of
international law, On this point Palestinian nationalism does not differ from
the other extreme nationalist movements in the Arab states, which seek to
put an end to the territorial fragmentation that the Western powers imposed
on them. Thus, immediately after the Palestinians are granted a state in the
territories of Judea. Samaria, and Gaza, they will — unless Isracl moves
quickly to prevent it — begin a military and political offensive whose goal
will be lIsrael’s destruction. After that goal is achieved (to repeat, unless
Israel moves quickly to prevent it). there will be no further need for a
separate Palestine, but rather for integration with “the great Arab nation™, the
modern heir of the vanished caliphate. All of this is not whispered in secrecy
behind closed doors, but spelled out plainly in the Palestinian Covenant,
which was drafted early in 1964 and revised at the Cairo conference of July
1968. The Arabs have often reiterated these points, and there may be no
more precise formulation of the real face of Palestinian nationalism than the
statements of Zuhair Muhsein, head of the terrorist Saika organization:

The Palestinian people does not exist. The establishment of a Palestinian state
is a means to the continuation of the struggle against Israel and for Arab
unity...in truth, there are no Jordanians, Palestinians, Syrians, and Lebanese,
All belong to the Arab people.™

Thus, as noted earlier, Palestinian nationalism is not only based on force
but is a false parody of Jewish nationalism, created as an antithesis to
political Zionism. To ensure the continued realization of Zionism in the third
millennium, Israel must strive for peace with the Arab states on the basis of
the UN Charter. with no need for any additional peace treaties with these
states — such treaties being, from the standpoint of the Charter, superfluous,
and from the standpoint of the Law of Treaties, in fact, illegal. To the extent
that bilateral agreements are necessary, it is not for the purpose of ending the
state of war between Israel and the Arab states but to create positive bilateral
relations in political. economic, and cultural domains.
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At the same time, the state of Israel must do everything in its capacity to
prevent the establishment of an additional independent Palestinian state in
the territory west of the Jordan River. It must act in the spirit of the
principles of international law as well as those of the original Palestine
Mandate, that made the creation of the Jewish National Home clearly
dependent on the condition that “nothing should be done which might
prejudice the civil and religious rights of the existing non-Jewish
communities in Palestine.” The rights of the Palestinians, in the territories of
the Land of Israel, should be determined in the framework of Israel’s
constitutional law, ensuring both their individual and collective freedom but
without relinquishing sovereignty over the entire area of Mandatory
Palestine to the west of the Jordan River.

Israel, as a sovereign state, must transfer as many rights as possible to the
Palestinian Authority, while at the same time retain the residual rights of
sovereignty, including and especially the following: complete control over
internal and external security; complete control over entry and exit to outside
of its borders, while ensuring the continuation of the immigration to Israel on
the one hand and the rejection of the Palestinian inversion of the “right of
return” on the other hand: complete control over the acquisition of properties
in its sovereign territory, while ensuring the continuation of Jewish
settlement in the entire area of the Land of Israel, but without harming the
natural development of Palestinian settlements in Judea, Samaria, and Gaza;
complete control over all natural resources in its territory, particularly water
sources. If Israel does not act in this way, it will find itself facing not only a
new White Paper in a Palestinian edition that will put an end to the glorious
Jewish settlement of over a century, but an existential danger to the state.

Epilogue

The international posture that will be adopted in the upcoming period
toward the Arab-lsraeli conflict as a whole and the Israeh-Palestinian
conflict in particular may have fateful implications, not only for the future of
the parties to the conflict but also for that of international law and its
institutions, Modern international law and its institutions came into being
after the First World War as a result of the United States” intervention in the
war, which led not only to the victory over Germany and its allies but to the
establishment of a new world order as well, centered on the recognition of
the various nations’ right to self-determination in the form of political
sovereignty. Until that time, the world had been organized on the basis of
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lovalty to the dynastic monarchy and to religious institutions rather than to
the nation. The monarchy was the single unifying principle of these
multiracial empires and the only guarantee of any order, even if it came at
the price of the freedom of the masses, both as individuals and as groups
with ethnic identities. International law, in other words. lacked its main,
fundamental unit: the nation-state. The traditional interstate law could not
really be called “international law™ because it regulated the relations only of
a few European powers, all of which were multinational. ™

The great flowering of international law and its institutions — the most
important of which was the League of Nations — occurred in the 1920s, after
which it began to disintegrate. The rise of Nazi Germany signified the end of
international law and the reversion to the old world order, in which
international relations were based on force rather than equality. The defeat of
Nazi Germany gave renewed momentum to international law and its
institutions, with the creation of the United Nations and the basing of the
world order on the UN Charter, whose most important principles are the
criminalization of war and the recognition of equality among nations.
However, the UN did not have even the briel grace period that its
predecessor, the League of Nations, enjoyed. Immediately after its
establishment the UN became involved in the Cold War, which made it and
its Charter almost irrelevant to international life.

During the Cold War period, the UN was disdained as a recourse, For
decades the international organization was in fact paralyzed, serving as an
arena for demagoguery and empty propaganda rather than political action,
The Security Council was neutralized on most important issues, and the
General Assembly was dominated by the demagoguery of the Third World
states. The UN’'s failure to implement its declared objective — the
establishment of a general security system — stemmed, first and foremost,
from the superpowers’ unwillingness to support the organization. Because of
the enmity between them, and indeed despite their great military power, the
United States and the Soviet Union were almost impotent. The Arab states,
like other Third World states. found room to maneuver in the vacuum
created by the interbloc anarchy, and did all in their power to destroy the
state of Israel. In the Cold War period, international relations were regulated
by crude military power rather than international law, as seen in history in
general,
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Once the Cold War ended, international law was no longer regarded as an
imperialist tool to gain advantages for the West but as a legitimate
instrument for regulating international relations. International law, which up
to the late 1980s was regarded only as quasi-law because it was
unenforceable in the international arena, has more recently become genuine
law, in the sense that we ascribe to domestic law. The historical gap between
international law and domestic law is closing, as the major political interests
and forces in the world recognize the value of the former and are prepared to
endorse it. The UN has suddenly grown teeth and begun to bite. International
law has ceased to be a virtuous aspiration and is becoming a strong and
definite interest of the entire industrialized North. The international
community’s intervention in the second Gulf War in the early 1990s (the
first was the one between Iraq and Iran in the 1980s) was the first foretaste
of what was likely to ensue in the future whenever consensus was attained in
the industrialized North, This, the first crisis on an international scale since
the end of the Cold War, demonstrated that where there is agreement among
the powers, international law can be imposed on whoever violates it, such as
Saddam Hussein. It became clear that Irag, which saw itself as “the march of
God across the nations™ (in the words of Friedrich Hegel) and its leader as
the son of the gods, was no more than a territorial corporation with a
director-general at its head, and that when it violated international law the
international community could intervene against it, much as the nation-state
can intervene against lawbreakers within the sphere of its jurisdiction.
Although this intervention was not done out of abstract considerations of
Justice but because of economic and political interests, its legitimacy derived
from international law.

The history of political Zionism overlaps to a great extent with the history
of modern international law and its institutions. The first international
recognition of Zionism as a political movement, and of its penetration into
the Middle East, was attained as a result of the fall of the Ottoman Empire
and the entry of the British into the region. The Balfour Declaration and its
adoption by the League of Nations were only made possible by accordance
with the political outlook of Britain and the United States, one of whose
main elements was modern international law. Similarly, the UN resolution in
favor of Israel’s establishment would not have been possible without the
short honeymoon between the Soviet Union and the United States, just
before the Cold War began. Today, in the aftermath of the Cold War,
political Zionism can open a new page in its history if it is perspicacious
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enough to make use of intermational law, and even contribute to 1ts
development. The change that is required today is one of principles and not
of technicalities. If the UN clings to resolutions of a pronounced political
character that are fruits of the Cold War, such as Resolution 242, it will not
be able to promote international law, on whose basis it arose and continues
to exist. If. however, it changes its ways and adopts resolutions of a
legal-moral character, founded on the principle that “Right cannot grow from
injustice,” then it has a bright future ahead of it. Then the longed-tor
Copernican revolution in international relations will occur, changing world
politics from power-based to law-based: law will no longer revolve around
power, but power around law, power in the service of international law.
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On the special conditions of European history, in comparison to the history of
the Middle East and the Far East, see Paul Kennedy, The Rise and Fall of the
Great Powers: Economic Change and Military Conflict from 1500 to 2000
(Vintage Books, 1989), Ch. 1.

See Bernard Lewis, Islam and the West (Oxford University Press, 1993),
Ibid.

See the discussion on “The Doctrine of Just War™ in Yoram Dinstein, Dinei
Milhama [Laws of War] (Schocken, 1983), pp. 43-46 (Hebrew) (hereinafier
Laws of War), Jihad is in a certain sense a kind of just war in that it confers
Justification on war only insofar as it is aimed at imposing Islam on the whole
world, but not in other cases. War may thus become unjust, and even illegal,
only when the whole world lives under 1slam. Hence, so long as this aspiration
has not been fulfilled, *jihad...may be stated as a doctrine of a permanent state of
war,” in the words of the Arab Orientalist Majid Khaddur in War and Peace in
the Law of Islam; cited in Arich Stav, Hashalom: Karikatura Aravit [Peace:
An Arabian Caricature] (Zmora-Bitan, 1996), p. 67 (Hebrew).

Precisely on its central point, the distinction between aggression and
self-defense, the Charter remains vague and obscure, so that it is difficult to
make practical use of it. The first attempt to define what constitutes aggression
on the international plane was made in 1933, in a series of treaties between the
Soviet Union and its neighbors that are named after the Soviet foreign minister
Litvinoff. See Dinstein's discussion of this subject in Laws of War, pp. 81-82,
and also i the book by MNatan Feinberg, Eretz Yisrael Bitkufat Hamandat
v'Medinat Yisrael: Ba’ayot Bamishpat Habenleumi [The Land of Israel in
the Mandate Period and the State of Israel: Problems in International Law|
(Magnes, 1963) pp. 270-282 (Hebrew) (hereinafier Problems in Imternational
Law).

See Feinberg, Problems in International Law, pp. 242-245 265, The Isracli
approach was based not only on the situation that was created by the armistice
agreements but also on the legal situation, which derived from the revolutionary
nature of the UN Charter. If in the past, war constituted the normative status, in
the light of the Charter, peace constitutes the normative status, Peace is a
permanent situation, from time to time violated by hostile activities, then
resuming with their termination. Thus in modern international law there is no
longer a place for the traditional term “intermediate condition”, of nonpeace and
nonwar. From a sociological standpoint an intermediate condition is possible, but



-4

13

3

Elosn Jarden

not from a legal standpoint, See Feinberg, Problems in International Law, pp.
230-269.
Ibid., pp. 24-242.

Harold Fisch, Tzionut shel Tzion [Zionism of Zion: its original English version
was The Zionist Revolution| (Zmora Bitan, 1982), p. 131 (Hebrew) (hereinafter
Zionism of Quality).

Cited by Arieh Stav in “Haradicalism Hayehudi™ [“Jewish Radicalism™], Nativ,
2/2000, p. 73.

See Fisch, Zionism of Quality, p. 142,

Cited in Yoram Dinstein, “The Legal Issues of ‘Papa War’ and Peace in the
Middle East”, St. John's Law Review, 44.446, p. 478 (hereinafter “Middle
East™).

See Dinstein, Laws of War, p_ 35,

The principle of “The sinner must not be rewarded” is indeed time-honored, but
only with the eriminalization of war did it become the most important principle
of modern international law, which does much to close the gap between it and
domestic law. For a discussion of the implications of this principle, see Dinstein,
Laws of War, pp. 58-65, See also his books Amanot Benleumiot
[International Treaties] (Schocken, 1974), p. 61 (Hebrew) (hereinafter
International  Treaties), and Hamishpat Habenleumi  V'hamedina
[International Law and the State| (Schocken, 1971), pp. 122-123 (Hebrew)
{hereinafter International Law and the State). Before the Law of Treaties came
into force, the notion that an aggressor may not benefit from his aggression could
be found in a series of international documents and treaties, beginning with the
letters sent by the U.S. government to China and Japan in January 1932, which
became the Stimson Doctrine. named after the U.S. secretary of state. See
International Law and the State, pp. 126-127,

See Yoram Dinstein, Hamishpat Habenleumi Ha al-Medinati [Nonstate
International Law], pp. 144-159 (Hebrew).

The question discussed in Israel as to whether, in its resolutions since the Oslo
agreements, the PLO indeed intended to cancel the Palestinian Covenant was
secondary to the question of these agreements’ validity in light of Article 52 of
the Law of Treaties. For a discussion of the question of the cancellation of the
Covenant, see Eliav Schochetman, Nativ, 3/94 (Hebrew).

On the political nature of UN resolutions, see Yehuda Tzvi Blum, “Tziun
Bamishpat Habenleumi Nifdata”, [“Zion Has Been Redeemed in International
Law™; hereinafier “Zion Has Been Redeemed™], Hapraklit [The Attorney], vol,
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27 (1971), p. 315. On p. 317 he notes: “One should recall that considerations of
international law are not the decisive considerations that guide the Assembly and
the Security Council in their decision-making; these are two organs on which the
UN Charter has conferred the status of political organs. as distinct from the
International Court, which is the main judicial organ of the UN." On the
advisory, noncompulsory nature of 242, see Dinstein, “Middle East™. p. 477,

On the political background of Resolution 242, see Yaacov Shimoni, Leksikon
Politi shel Ha'olam Ha'aravi [Political Lexicon of the Arab World] (Keter,
1988), pp. 349-350 (Hebrew). See also Ezra Sohar, Pilegesh B'Mizrach
Hatichon [A Concubine in the Middle East] (Dvir, 1994), pp. 39-41 (Hebrew).

In the past, international law recognized two main forms of acquisition of
territory by force. The main form was by means of peace treaties. in whose
framework the defeated state transferred territories to the victorious state. The
second form was by means of a unilateral step by the victorious state, at a time
when the government of the defeated state was collapsing so that this state had
actually ceased to exist, Acguisition of territory by means of a peace treaty was
defined as “cession”, and acquisition of territory by means of a unilateral act was
defined as “annexation”™. However, with the criminalization of the use of force,
these two traditional forms no longer have any validity. See Dinstein,
International Law and the State, pp. 122-128,

For a discussion of territorial rights in the era of the UN Charter, see Dinstein,
Nonstate International Law. pp. 148-149.

Dinstein, International Law and the State, p. 123,

See Yoram Dinstein, “Tzion Bamishpat Habenleumi Tefadeh™ [*Zion Will Be
Redeemed in International Law™] Hapraklit, vol. 27 (1971), p. 5.

" Opeit., Blum, “Zion Has Been Redeemed”, pp. 318-322.

23

It has indeed been argued in the legal literature that peace treaties that result
from a defensive war are not invalid insofar as they are the result of a legal use
of force. According to this conception, peace treaties are invalid only if they
provide advantages to the aggressor state. However, if they provide advantages
to the state that was the victim of aggression, they are not invalid and may be
legitimate, and may even serve as a legitimate means for the transfer of
territories from one party to the other. This is, for example, Dinstein’s stance in
International Law and the State, p. 123, and also in Laws of War, pp. 40-41,
This stance may be correct from a logical standpoint, but it is immaterial from a
practical standpoint. True, there is no legal obstacle to the victim’s adding the
right of sovereignty to his right of possession by means of an agreement, but
practically speaking this does not make sense since, in political actuality, no
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aggressor will willingly relinquish a territory that was taken from him. To make
the transfer of sovereignty conditional on the aggressor's willingness is to give
the aggressor the night of refusal, which contradicts the principle that the sinner
may not benefit from his sin. The main flaw in this conception is that it does not
take account of the revolution that the UN Charter has brought about in
international law, which made the right to peace absolute and unconditional. Any
attempt to set preconditions on the right to peace derogates from this basic right,
with no legal justification, in that it gives the other side the right of refusal of
peace. In practice any right of refusal becomes a bargaining chip for the other
side, a5 may be demonsirated from the behavior of the Arab states, especially
since the Six Day War. The Arab formulation of “territories for peace”™ shows
that the provision of the right of refusal of peace to any side, and especially the
aggressor, will likely lead to the imposition of an agreement, even if it is
ostensibly voluntary, on the victim. From this one may conclude that today it is
impossible to settle a sharp border dispute by means of an agreement, but only
by means of transferring the controversy to the litigation of intemational justice.
In the absence, however, of an obligation to resort to such litigation, it is
doubtful that there is any way to compel the victim of aggression to participate in
it, since only he stands to lose from it The moment [srael’s absolute and
unconditional right to peace is recognized, it has no further political motivation
for litigation on the issue of the territories taken in the Six Day War. Note that
with the signing of the peace treaty with Jordan, the debate as well ended at least
with respect to Israel’s eastern border, as the international Israeli-Jordanian
border was determined in accordance with the Mandate’'s definition of the
international border, as stated in Article 3(1) of the treaty. The treaty with Jordan
indeed states, in Article 3(2), that the fixing of this border is done “without
prejudice 1o the status of any territories that came under lsraeli military
government control in 1967; vet it is doubtful that there was any need for this
article in light of the fact. as explained above, that peace agreements are no
longer a means for the transfer of territories. Note also that the legal controversy
between Prof. Dinstein and Prof. Blum tumed on the question of how
sovereignty could be applied to eastern Jerusalem, and one may not simply
extrapolate from it to the application of Israeli sovereignty to the Golan, which is
not included in the Mandatory Land of lIsrael. From the standpoint of
interngtional law, Tsrael's siatus in Judea. Samaria, and Gaza rests on two
foundations: prior sovereignty on the basis of the Land of Israel Mandate, as well
as the acquisition of a right through a defensive war, whereas the claim of
sovereignty over the Golan resis on but one foundation: the acquisition of a right
through a defensive war.
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Op cit., Feinberg, Problems of International Law, pp. 3-10,

Especially interesting is the fact that at the time the Land of lsrael Mandate was
awarded to Britain for the benefit of the Jewish people, its national identity was
not at all a matter of controversy. The United States saw Zionism as the paragon
of national movements, having begun as far back as the Jews' expulsion by
Rome. Britain stated that not only is Zionism the most ancient national
movement in history but that it had indeed originated in the exodus from Egypt.
See Femberg, Problems of International Law, p. |8,

Ibid., pp. 69-72.
Ihid., pp. 118-124.

Article 80(1) of the UN Charter stipulates the continuity of the international
obligations that the League of Nations took upon itself, and states, among other
things, that “nothing in this Chapter shall be construed in or of itself to alter in
any manner the rights whatsoever of any states or any peoples.” This article is
intended, among other things, to ensure the continuity of the Jewish people’s
international rights in the Mandatory Land of Israel, as set forth in the Mandate.
Thus the article expressly uses the term “people™ and not just state,

See Julius Stone, “Yarden Hi Falestin™ [Jordan Is Palestine], Nativ, 3/1994, pp.
22-30 (Hebrew).

On the legal situation that was obtained in Judea and Samaria in the period
1949-1967, see Blum, Zion Has Been Redecmed, pp. 318-320), To be fair, one
should note that the situation in the Gaza Strip is different; an attempt was even
made there to establish an independent state, along the lines of “Gaza first”. This
attempt, however, was quickly aborted because of the sharp opposition of Jordan
and Egypt. However, the aspiration to independence in the Gaza Strip is at least
partially explainable by the fact that it was not annexed by Egypt and its citizens
were not granted Egyptian citizenship; instead, Egypt held Gaza as a tool in the
struggle against Israel, and most of the terrorist actions in this period were staged
from there,

On the status of Resolution 242 in Judea and Samaria, see also Howard Grief,
“Hahlata 242 Aina Yasima b'Yosh"” [Resolution 242 Is Not Applicable to Judea
and Samaria], Nativ, 6/99, pp. 15-17.

Op cit., Stone, “Jordan Is Palestine.”
Cited in Fisch, Zionism of Quality, p. 145,

See Paul Johnson, The History of the Modern World from 1919 to the 19%)s
(Dwir, 1993), Ch, 1. It is worth noting that none of the European powers such as
Britain or France, whose basis is national, were nation-states but rather
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multinational empires. True, in terms of their regimes Britain and France were
substantially different from the traditional monarchical empires (such as the
Hapsburgs or the Czars), and also from the non-European monarchical empires
(such as the Ottomans in the Middle East or the Ching Dynasty) — but in one
regard they were identical to these: in being multinational empires rather than
nation-states in the modern sense of the concept. That is why Britain and France
were not the initiators of modern international law but rather the United States,
under the government of Woodrow Wilson (Johnson, Ch, 1), Here it is important
to note that Wilson's policy did not stem from idealism alone but also from the
competition that was then beginning with the Soviet Union, which was newly
established and championed the liberation of all peoples as part of its struggle
against the Western powers (Johnson, Ch. 1).
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CONSEQUENCES. 16 S zptember 1998,

THE PATHOLOGICAL ASPECTS OF THE *“PEACE PROCESS™.
3 October 1998,



13.
4.
15,

16.
17.
15,

ACPR List of Publications and Activities

AN  ISRAELI RESPONSE TO THE DECLARATION OF A
PALESTINIAN STATE: IMMEDIATE ANNEXATION OF THE JORDAN
VALLEY, WESTERN SAMARIA AND THE GREATER JERUSALEM ARFA. 3
MNovember 1998,

WHEN PALESTINIAN FORCES ATTACK THE OUTSKIRTS OF TEL
AVIV. 7 January 1999,

BALLISTIC MISSILES: THE THREAT AND THE RESPONSE. 11
February 1999,

ISRAEL AND A PALESTINIAN STATE — ZERO SUM GAME? 8 Apnil
1999,

CHRISTIAN DECLINE AND MODELS OF LEBANON. 10 June 19949,

THE GOLAN HEIGHTS - THE DAM IN THE FACE OF THE
AVALANCHE. 28 September 1999,

THE GOLAN AND THE FACTS. 7 March 2000.
AMERICAN-ISRAELI RELATIONS. 17 April 2000.

PEACE: THE ARABIAN CARICATURE - A STUDY OF ANTI-SEMITIC
IMAGERY. 3 May 2000,

WITHDRAWAL FROM LEBANON..AND THEN WHAT? 4 June 2000,
THE POST-JEWISH ROOTS OF THE ISRAELI LEFT. 7 June 2000,
THE ISRAELI LEFT: FrOM SOCIALISM TO NiHILISM, 18 June 2000,

PLANNED: ISRAEL'S NUCLEAR DETERRENCE

ACPR ON THE HILL
THE ECONOMIC ASPECTS OF THE PEACE PROCESS:

A Hearing before the Joint Economic Committee (JEC) of the American Congress,
under the chairmanship of Congressman Hon. Jim Saxton. (1997}

MEGATRENDS IN THE MIDDLE EAST: PROLIFERATION OF WEAPONS
OF MASS DESTRUCTION AND ISLAMIC FUNDAMENTALISM:

A Round Table Discussion held in Washington, DC, at the invitation of
Congressmen Hon, Bill McCollum and Hon. Jim Saxton, {1997)

SPECIAL PROJECTS FOR THE YEAR 2000

Golan Ad Campaign: A series (20) of weekly full-page ads in the Ha'aretz
newspaper explaining the ramifications of an agreement with Syria which would
include a withdrawal from the Golan Heights. The series is also being featured in the
leading Russian newspaper Vesty.

. Nativ in Russian: A sample issue has been published,

Nativ in English: A sample issue is scheduled for release in time for the 576]
holiday season,










The Ariel Center for Policy Research [ACPR) was escablished in
1997 as a non-profit, non-partisan organization, commicted to
stimulating and informing the national and international debates
concerning all aspects of security policy — notably those policies
which are an outcome of the political process started in Oslo and
subsequentlycalled the Peace Process.

Peace is a noble challenge and there is no other nation in the world

which needs peace more than Israel. However, a true peace can only

be obtained in the Middle East if lsraeli ‘security and national
interests are safeguarded. A peace which will force lsrael to its pre-
1967 borders, i.e. losing those territorial assets critically needed for
thevery existence of the Jewish State will not be but a recipe fur war.

The Ariel Center has taken upon itself to help ::rystalhzustramglc
design for the State of Israel. This will be presented to the policy-
makers and general public by various means, Among them, research

-and policy papers, forums of experts, video and film productions, an

internet site, publishing house and a major journal of strategic
thought.
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Final Status Economic Arrangements
Israeli-Palestinian Economic Arrangements
under a Permanent Status Agreement




TAX POLICY AND TAX ADMINISTRATION ISSUES IN THE WEST BANK aND GAZA:
THE PRESENT AND THE FUTURE’

Prepared by Hamid R. Davoodi
Fiscal Affairs Department
International Monetary Fund

I. INTRODUCTION

The signing of the Paris Protocol in 1994 defined, among other things, fiscal arrangements
for Israel and the Palestinian Authority (PA) for the next five years. Over this interim period,
the PA was constrained to focus its efforts more on improving tax administration rather than
establishing an independent tax policy. The Protocol in practice defined 2 de facto customs
union (CU) which included harmonization of trade and tax policies between the West Bank
and Gaza (WBG) and Israel, and created a tight link between tax policy and trade policy.
The PA has in effect inherited Israel’s rather complex tax system, which along with
improvements in tax administration, have successfully increased WBG's tax-GDP ratio from
“s of Israel’s tax-GDP ratio in 1995 to % of Israel’s tax-GDP ratio in 1998, Tax revenues in
the WBG currently represent about 22 percent of GDP.? This is a relatively high tax burden
for a low-income economy, as compared with an average of 12 percent for the Middle East
region, although it is still 10 percentage points below that of Israel >

Given the passage of the interim period, the existing tax policy, trade policy and tax
administration are being revisited with an eye towards maintaining the current de facto CU,
modifying it, or adopting a free trade area (FTA) agreement between Israel and the PA *
These trade regimes imply different tax policy regimes. This note describes tax policies and

' The views expressed are those of the author and do not necessarily reflect those of the IMF.
* Over the same time period. Israel's tax-GDP ratio has been remarkably stable at around 32 percent

* Israel's.tax-GDP ratio is above the OECD average (30 percent), but is similar to that of United Kingdom and
Norway. WBG's real per capita GDP in 1998 is estimated at US$1,322, slightly more than one-tenth of Israel's
real per capita GDP. Beyond tax palicy, the current high tax burden has also implications for expenditure
policy, but an analysis of expenditure policy implications are beyond the scope of this note

* A CU betwesn member countries involves removing lariffs within the union, but maintaining common
external tanffs against non-member countries, By contrast, an FTA allows each member to set 1ts own external
tanff policy. A common market. a long term goal of the EPS model, is a CU which allows for free mobility of
factors of production berween member countmes. It is important o note that these are textbook definitions and
the current CU has some elements of the textbook CU and FTA.



tax administration issues under three different trade regimes: the existing de facto CU a pure
FTA and a hybrid of the two, and discusses what an ideal tax policy and tax
administration may look like for the near future of the WBG and compares this, 1o the
extent possible, with the one proposed in the economic permanent status (EPS) mode|

The EPS model proposes an FTA which is a significant departure from the existing tax
policy and tax administration. Under a pure FTA, each side can pursue an independent tax
policy; and the PA's tax administration cannot piggy back on Israel’s administration of the
tax system as much as it has in the past five years. In fact, an FTA will make the
administration of the tax system in WBG much more difficult for at least three reasons First,
large disparities in VAT rates between Israel and WBG, as called for in the EPS model,
reduces the effectiveness of the existing revenue clearing arrangements which has worked
smoothly for the past five years. Second, implementation of the rules of origin under an FTA
will increase the cost of tax administration and will be 2 demanding requirement from both
economies, but more from that of the WBG with its limited ability to increase value added
components of imported goods. Third, the proposed tax administration in the EPS model
increases incentives for smuggling and tax evasion, and more so, the wider are disparities in
the VAT base, the VAT rate and rates on other indirect taxes.

Macro-based revenue sharing formulae are often advocated as solutions to address
inequities in revenue sharing arrangements in a CU where one country collects most of the
taxes. One such formula has been in operation for at least 30 years in the Southern Africa
Customs Union (SACU). This note describes the SACU formula and elaborates on its
relevance for the future economic status between the WBG and Israel. It concludes that such
a formula is worth exploring so long as it supplements the existing revenue clearing system,
takes into account the existing tax leakage, while being tailored to the specific needs of each
economy. Annex [ describes some specific comments on the EPS model. Annex II contains
the SACU’s formula.

II. BACKGROUND
Challenges

The developments in tax policy and tax administration over the past five years pose several
questions. How much higher can the WBG's tax-GDP ratio be in the near future, given that
the tax burden has risen from a low base of 8 percent of GDP in 1994 10 2 relatively high tax
burden of 22 percent in 19987 Is the existing tax policy of Israel, a high-income country,
suitable for the WBG which is a low-income economy, and if not, to what extent the WBG's
future tax policy can be different or de-linked from that of Israel” Can the PA's tax
administration under an FTA deliver a revenue track record similar to the one under the
current de facto CU? In addition, any possible future rax policy for the WBG has to address
the revenue implications as well as the induced tax admunistration complications of further
trade liberalization among the WBG and Israel and rest of the world, while at same ume
recognizing several factors associated with the existence of 1 government budget constraing.
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and the past experience with the CU ° These factors are’ (1) more than 60 percent of the
WBG's revenues originate from revenue clearances with Israel; (ii) WBG is highly
dependent on trade with Israel, (iii) the PA's expenditure-GDP ratio of about 25 percent is
relatively high, and would have been higher had it not been for the provision of social
services by the United Nations Relief and Works Agency and the NGOs. and (iv) with the
anticipated declines in foreign aid in the medium term, there will be a pressing need on the
part of the PA 1o finance any additional expenditures from domestic sources, absent any
significant changes in expenditure policy.®

Although the Paris Protocol has added features to the WBG's economy that are distinct from
many low-income countries, the economy still has many features which are characteristic of
many low-income countries.” The WBG is a small, open economy with heavy reliance on
indirect taxes, predominant presence of hard-to-tax sectors (e.g., agriculture and small,
family-based enterprises)” and a tax administration that is in need of consolidating past gains
and carrying out additional reforms. It is important for a new economy such as that of the
WBG to start with a clean tax system.” Many countries painstakingly embark on designing
and implementing tax systems and it takes many years of equally painstaking tax reforms in
order to undo the past mistakes and bring the system closer to one based on the first
principles of a good tax system. Looking ahead, it is important to note that regardless of
whether a CU, an FTA or a quasi version of the two is established among the WBG and
Israel, the first principles of tax policy and tax administration would apply equally to
both of these economies although they may need to be tailored to the specific needs of each
economy. This note attempts to incorporate the first principles in its discussion of a future tax
policy and tax administration.

III. FIRST PRINCIPLES OF A TAX SYSTEM
The best tax systems are those that result in efficient allocation of resources, are equitable,

and simple to administer in a way that raises the revenues needed for financing an
appropnate level of governmeat expenditures while promoting private sector investment In

* See “Revenue Implications of Trade Liberalization,” IMF Occasional Paper No. 180 by Liam Ebrill,
Janet Stotsky, and Reint Gropp (1999).

® These pounts are further elaborated in IMF, “West Bank and Gazo: Economic Developments in the Five Years
Since Oslo,” by P. Alonso-Gamo, M. Alier. T Baunsgaard, and U. Enckson von Allmen (forthcomung).

" See Vito Tanzi, 1987, *Quanutative Characteristic of the Tax Systems of Developing Countries.” in The
Theorv of Taxation for Developing Countries, ed. by David M.G. Newbery and Nicholas Herbert Stern (New
York: Oxford University Press).

* Agriculture and fishing, along with wholesale and retai] trade and services account for about 47 percent of
GDPF at factor cost (IMF, 1999).

* This note abstracts from the history of tax administration and tax policy prior to the 1994 Protocal



practice, comprehensive tax and tariff policy reforms require some or all of the following
10
elements:

o A broad-based consumption tax, such as VAT, with a single rate in the 15-20 percent
range, minimal exemptions and a threshold that excludes smaller businesses from
taxation.

. A short list of excisable products, limited to petroleumn products, tobacco, alcohol,

and some luxury goods

. Equal treatment of imports and competing domestically-produced goods vis-a-vis
VATs and excise taxes so that no element of protection exists apart from the
existence of import duties,

. Low average impont tariff rate, with limited dispersion in the rate structure and
avoidance of any export duties

. A few brackets for personal income taxes, with a moderate top rate no higher than
corporate income tax rate, limited personal exemptions, deductions and extensive
final withholding; one moderate rate for corporate income tax with little tax
incentives and uniform depreciation schedules across sectors.

. Decline in the importance of non-tax revenues, so long as these revenues reflect
profits from central bank operations and surpluses from public enterprises;'' and

. Simplification and modernization of tax and customs administration.

IV. CURRENT TAX POLICY REGIME

Under the de facto CU since 1994, there is almost no scope for any deviation on rates and
coverage of indirect taxes between the WBG and Israel. However, the rate and coverage of
direct taxes can deviate. The new income tax law of WBG reduced the tax rates and the
number of personal income tax brackets 1o four (5, 10, 15, and 20 percent) By contrast, in
1998 Israel maintained a five periodic inflation-adjustable brackets of 10, 20, 30, 45, and

' See George Abed and others, 1998, “Fiscal Reforms in Low-Income Countnes Experiences Under
IMF-Supported Programs,” IMF Occasional Paper No. 160; and Liam Ebnll. Janet Stotsky. and Reint Gropp.
1999. “Revenue Implications of Trade Liberalization.” IMF Oczasional Paper No 130

" At present, profits from public enterpnises i WBG are not included in non-tax revenues due o lack of
information on the operaton of these enierpnsas

“The new income tax law is based on the Jordaman tax laws which is in need of reform iself



50 percent on active personal income In 1998, revenues from direct taxes in WBG amounted
1o 10 percent of tax revenues as compared with about 50 percent in Israel

The Paris Protocol established a revenue clearance system which allocates revenues from

an agreed pool of taxes between the PA and Israel The system has been working rather
smoothly since it was established in 1994 Revenues from direct taxes are allocated
according to the following formula Of the total revenue raised from income taxes on
Palestinians working in Israel, 75 percent is transferred by Israel to the PA " The lower than
100 percent allocation is based on the argument that Palestinian workers need to pay for
social services they consume in Israel and the use of infrastructure. Revenues from indirect
taxes are allocated according to the destination principle. Indirect tax revenues (le., VAT,
custom duties and the so-called purchase tax)'* on goods that are directly imported 1o WBG
are all transferred to the PA. The allocation is based on actual transactions, which require
import declaration forms, rather than any macro formula. However, revenues from customs
and purchase taxes on indirect imports via Israel and on purchase taxes on Israeli goods
exported to WBG are not transferred to the PA Finally, VAT revenues are allocated between
the PA and Israeli taxing authorities using the VAT invoice system. The invoice-based
system has apparently contributed greatly to the buoyancy of VAT revenues and its success
in the WBG. The current VAT rate is set at 17 percent in both WBG and Israel with some
standard exemptions. Under the Paris Protocol, differential VAT rates (a maximum of

2 percentage points lower than the VAT in Israel) were allowed, but the PA never exercised
this option.

The Protocol allowed some autonomy to the PA over tax and trade policy by allowing it to
set the rates of customs and other charges on imports of specified quantities referred to in
two lists, A1 (30 items), A2 (23 items) and with no restrictions on quantities in list B (various
specified tools and equipment). The quantities from lists Al and A2 are determined
according to Palestinian “market needs,” and for any quantities exceeding the agreed quota
the duties are set at the Israeli tariffs. Regarding standards and licensing, [sraeli import policy
applies to all PA imports, except for the quantities agreed to in lists A1 and A2,

V. Tax PoLICY UNDER A DE FACTO CUSTOMS UNION

Tax policy under a CU is relatively straightforward as it has been practiced in a de facto CU
between WBG and Israel since the Paris Protocol. Tax policy under a de facto CU calls for
(1) harmonization of indirect tax rates so that imported goods from one economy do not get
exported back to same economy which has a lower rate: (ii) granting a limited autonomy in

" In contrast, 100 percent of health fees are transferred to the PA. Revenues from this source comprise about
4 percemt of tax revenues.

" A purchase 1ax is imposed on the wholesale price of selected final consumer goods (imported or locally |
produced) such as motor vehicles, limited raw materials and intermediate goods. 1t ranges from 3 10 95 percem | |
In Israel, revenue vield from this tax nvpiéally exceeds that from excise axes.



setting external tariff policy, thus coming close to a quasi-FTA, (iii) disengagement in
harmful (direct) tax competition whereby one tax jurisdiction offers incentives to attract
owners of factor of production from another, thus leading to the erosion of the tax base '*
As the first best solution, evaluation of any proposed future tax policy under (i) through (iii)
should be based on the first principles of good tax system that have been discussed
previously, an approach that is adopted in this note, to the extent that is possible.

As Israel has low import tariff rates, is a participant in several FTAs (EU, EFTA,

United States) and has trade agreements with other countries (Canada, the Czech Republic,
Hungary, Poland, the Slovak Republic and Turkey), it makes sense for the PA's future rax
policy to continue with these low rates and not to engage in protectionist policies. However,
continuation of the existing policy does not imply that a CU will necessarily tie the hands of
the PA. In a quasi-CU or quasi-FTA for the future, the PA does not have to perfectly
harmonize its rates on all types of indirect taxes that prevail in Israel such as the relatively
high purchase taxes and the high TAMA mark-ups; cross-subsidy is possible as explained
below. In addition, these taxes and associated mark ups, that have been developed over an
extended period of time and serve perhaps particular lobby groups, may fulfill a useful public
policy role in Israel, but it is not clear if they do so in the WBG. In such cases, negotiations
and coordination of tax policies will pay off when, for example, harmonization of a higher
tax rate on one good can be agreed upon in return for harmonization at a lower rate on
another. However, in cases where smuggling of certain goods (e.g., used cars) is a real
possibility and involves a large revenue loss, harmonization may be the only option. The
existing large cost differentials between and among various part of the WBG and Israel
means that tax rates do not need to be harmonized so long as these differentials do not exceed
cost differentials and tax administration costs of maintaining different rates on the same
8oods do not vary across regions. Otherwise, there will still be incentives for smuggling and
tax evasion. -

Differential VAT rates (a maximum of 2 percentage points lower than the VAT in [srael)
were allowed under the Paris Protocol although never implemented, the differential can still
persist or become larger under a future tax policy in a CU. But again it makes sense 1o have a
single VAT rate with the same exemptions in the CU on the grounds of simplicity, tax
coordination, and ease of revenue clearance and adoption of a possible macro-based revenue
sharing formula. However, the EPS model proposes different VAT rates.

As regards granting the PA a limited autonomy in setting external tariff policy via the three
lists of exempted goods, clearly the past experience with these lists suggests room for reform.
Areas for reform include: enlarging, and implementing the list, updating it, and negotiating
the magnitude of exemptions

"* A CU does not requure harmonization of direct tax rates. In 2 common market. wiuch is the future mode!
proposed under the EPS medel. tax harmonizauon will occur due to mobility af factors of production

i



Finally, harmful direct tax competition can in theory oceur, but may not matter in practice,
given the presence of other barriers such as large regional cost differentials, language,
religion, lack of mobility and presence of non-Palestinian immigrant workers in Israel Tax
competition will become a problem, however, in the longer term when the two economies are
more similar.

VI. TAX POLICY IN A PURE FREE TRADE AREA ARRANGEMENT

Under a pure FTA, the PA will have an independent tax policy which requires establishing
customs borders, adopting rules of origin, VAT will no longer be collected at origin, expors
to each country will be zero-rated and VAT rates can differ, with the differentials being even
larger than the 2 percentage points allowed under the Protocol There will be no tax leakage
under a pure FTA, given a well-enforced rule of origin, whereas in a CU the PA could not
recover revenues from customs and purchase taxes on indirect imports via Israel and on
purchase taxes on Israeli goods exported to WBG. In addition, no macro-based revenue
sharing formula is needed as the necessary documentation exist which can be used to
apportion revenues. Establishment of a pure FTA also requires the PA to take over all the tax
and customs administration which will increase the costs of adopting an FTA. Under a pure
FTA domestic lobbying would be much stronger than under a CU, and can push for highly
projectionist policies, as has been the case in many countries. This will undoubtedly elicit
rent-seeking behavior, will contribute to poor governance which will ultimately undermine | |
economic development.

VII. MACRO-BASED REVENUE SHARING FORMULA

The existing inequities (the tax leakage) in revenue clearance system, as manifested in
non-transfer of revenues from customs and purchase taxes on indirect imports via Israel and
from purchase tax on Israeli goods exported to WBG, have been in effect over the past five
years. Article B4.3 of the EPS model is consistent with this view '® The tax leakage is in
fact a reflection of an incomplete design of the fiscal arrangement of the 1994 Protocol
whereby the choice of taxes to harmonize and the rates were agreed upon, but not the equally
important question of the tax base '’

Given the past experience with revenue clearance arrangement, there seems 1o be a need 1o
compensate the PA for opening its markets to Israel who is in charge of desi gning tax policy
and collecting most taxes under the current regime Similar concerns have been raised in

** According 10 this anticle, “The Sides shall agree upon detailed mechanisms for the clearances meationed in
this Armicle”

"' The tax base is explicitly taken into account in the SACU revenue sharing formula as shown later in the 1ext:
see also Annex [[.



Southern Africa Customs Union (SACU) and have been factored into the formula '* SACU
has been using a macro-based revenue sharing formula for at least the past 30 years. The
formula has gone through many revisions. Annex II describes the formula in detail as
currently practiced in the SACU. SACU has features which are similar to the present
Israeli-PA de facto CU. These are: (i) the presence of a dominant player who collects and
manages most of the taxes; (ii) different levels of economic development among the member
countries; (iii) a significant number of workers from one country (e g., Lesotho) working in
another (e.g, South Affica),"” and (iv) high dependence on trade with South Africa. The
formula also compensates the smaller poorer economies for opening up their markets to a
richer country (South Africa); Annex II provides the details of the compensation factor

A macro-based revenue-sharing formula along the lines of SACU’s can be tailored to the
specific needs of Israel and the PA. In particular,

. The formula should be seen as a supplement to the existing revenue clearing system
and not a replacement. Abandonment of the existing revenue clearing system, based
on invoices and documentation, will be damaging to the current and future economic
status of the PA.

. The formula needs to recover as close as possible the revenue forgone by the PA
through the tax leakage while perhaps allowing for a compensation to Israel to cover
the cost of trade deflection that will result from an expanded lists of exempted goods,
if and when, the latter become operational. The revenue base for the formula should
include sources of the tax leakage (i.e., revenues from the purchase tax and customs
tariffs on indirect imports via Israel and purchase tax on Israeli goods exported to the
WBG).

. A compensation factor needs to be calculated for the WBG and Israel.

Formula-based transfers are not without problems, but are routinely practiced in one form or
another in countries with a federal or decentralized structure (1.e., the so-called equalization
transfers between a rich and poor province within a country) and in other CU such as the
SACU as indicated already. The implementation of such transfers should be much easier than
in the past, given the range of technical assistance provided to the PA in support of institution
building, the working of the existing revenue clearing system, and above all Improvement in
collection of statistics and trade flows needed for a macro-based formula Formula-based
transfers are also preferable to awarding import licenses to a selected few as they avoid rent
seeking and inequities

** SACU has been n existence sinee 190 Members of the SACU are South Afnca Namibia, Lesatho
Botswana and Swaziland Namibia was not 4 member untif early 19905

" In 1998/99, remuiances of Lesotho contract workers amounted to 18 percent of GNP



VIII. DiscussioN

It is difficult to compare revenue implications of the existing de facto CU with that of a pure
FTA as it depends on the relative strength of the implied trade creation and trade diversion
and the exact departures from textbook definitions of a pure CU and a pure FTA However it
is perhaps safe to say that there will be an initial revenue shortfall under a de facto FTA as
the PA will be in charge of collecting taxes and monitoring tax administration.** Of course,
this will become less of a problem as the tax administration in the WBG Improves over time
To counteract this, there would be a revenue increase due to the operation of a macro-based
revenue sharing formula which calls for Israel to increase fiscal transfers to the PA
Therefore, the net revenue effect is uncertain,

The EPS model proposes an FTA as the future economic arrangement. The tax

administration proposed under the EPS model complicates the existing tax
administration in several ways.

. Different and large disparities in VAT rates for the WBG and Israel, as proposed in
the EPS model (between 12 percent and 22 percent), would undermine the existing
revenue clearing arrangements. Different VAT rates increase the compliance cost of
comparing VAT invoices, VAT refunds, and decrease the efficiency of a
complementary macro-based revenue sharing formula. In fact, the success of the
revenue clearing arrangements over the past five years is in part due to the
simplicity of having identical VAT rates and perhaps for this reason the PA decided
not to lower its VAT rate despite the fact that it was allowed to do so (by a maximum
of 2 percentage points) under the 1994 Protocol,

. Not only VAT rates, but also the VAT base is an important issue for the future
economic arrangement between the two entities. The EPS model is silent on this
point. Significant tax administration costs will arise if the VAT base is not the same
between the two entities and/or the list of VAT-exempt goods differ among the two

. Agreeing on and implementing rules of origin will prove difficult in an FTA, given
the PA’s limited capacity to increase value added components of imported goods.
This factor hampers customs administration and increases transaction costs whereas
no rules of origin is needed in a de facto CU. In fact, the lax enforcement of rules of
origin, despite its importance in the 1994 Protocol, is an important cause of the tax
leakage in the first place.

. The proposed tax administration in the EPS model creates incentives for smuggling
and tax evasion Large differential VAT rates compound this problem even further

** Custom revenues can fall permanently if exemptions are broadened permanently which is a real possibilicy
under an FTA
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Lack of a unified customs administration authority, which is the case under the EPS
model, increases the costs of collecting taxes and can have adverse revenue
consequences. The establishment of the customs administration in the West Bank as
proposed in the EPS model is difficult as it is a patchwork of three areas: full Israeli
control, shared control and full Palestinian control *' To overcome problems arising
from having these three layers of customs administration (e.g., disputes arising from
valuation or classification of goods), the EPS model proposes complicated procedures
for their resolution. These matters are discussed in Article B5 of the EPS model. The
considerable amount of space given to dispute resolutions in Article BS of the EPS
model is a reflection of the unease, complexity, and high costs of not having a unified
tax administration authority.

Adopting an FTA at present represents the largest departure from the past five years,
and will require a lengthy transition period. The transition period is needed for
establishing mechanisms for establishing rules of origin, new tax laws, and a supporting tax
administration. The EPS model is silent on the exact modalities of such a transition, and
leaves this issue to future work program of both sides. >

The foregoing arguments have established why a future tax policy and tax administration
regime that is least disruptive to the functioning of the economy of the WBG is indeed a tax
policy and tax administration regime under a modified de facto customs union rather than an
FTA.™ However, this thinking should be guided by the first principles of tax system and
appropriately modified to take into account the experiences of the past five years with the de
facto CU and the Israeli tax structure. This entails: :

. negotiations over enlarging the list of exempted goods (Al, A2 and B), increasing the
quantities of the goods on the list while making sure these lists are operational, in
contrast to experiences of the past five years;

moving away from heavy reliance on distortionary indirect taxes and towards direct
taxes. This can be best carried out by promoting private sector investment that
generates tax revenues rather than a large, inefficient public sector bureaucracy which
absorbs a large share of tax revenues:

*! The establishment of a customs administration is not particularly difficult in Gaza Strip as it is already
operational. Taxes are collected at entry points, through the so-called I-invoices for the VAT clearing svstem

The Gaza Stnp pont facility, as foreseen in the modified Wye River agreement. would also requirs a separate
Customs organization,

= The limuted discussion of the transiuon penod is contuned tn Chapter N of the EPS model

** This conclusion is also based on the fiscal costs of an FTA relatve o CU as contauned in the made policy
note
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. revisiting the 73 percent rule for allocation of income taxes to the PA. based in pan
on the existence of a large range of social services that have been provided in the
WBG by various agencies of the UN and NGOs:

. fiscal transfers from Israel to WBG based on some agreed macro-based revenue
sharing formulae which does not undermine the existing revenue clearing system, and

. revisiting and broadening the agreed pool of taxes, an element of the Protocol. which
will be an input to the macro-based revenue sharing formula

The above tax policy needs to be supported by a tax administration which strengthens it even
further. The consolidation of the past gains in tax administration and effective use of
technical assistance would go a long way towards achieving this aim.



ANNEX 1. COMMENTS ON THE EPS MODEL

This annex provides some specific comments on the EPS model while Section VIII in the
text includes the general comments **

Transit and Clearance (Article Bl)

Section | mentions bonded warehouses as a transit point, but does not discuss any
revenue leakage from these warehouses and/or how long goods are allowed to stay in
transit. Artificial shortages can be created by the judicious use of length of time for
storing goods in bonded warehouses.

Indirect taxation (Article B2)

Section 2 a suggests that the list of 15-20 products include the purchase tax on
durable goods. This proposal is not sound. It enlarges the range of goods subject to
excise taxes to an unspecified, long list. Purchase tax is essentially an excise tax and
at present varies from 5 percent to 95 percent (exclusive of the mark up TAMA which
can raise the tax to over 120 percent). Apart from its unusually high rate, which may
be suitable for supporting the Israeli economy’s welfare aspirations and other
considerations (e.g., lobbying) and may not desirable for a low income country such
as West Bank and Gaza, this proposal violates the best principle of taxation system as
it has broadened the range of excisable goods beyond their traditional list such as
petroleum products, cigarettes and alcohol. These goods are considered excisable
because of their negative externalities that they impose on the society Some countries
impose excises on motor vehicles that are considered luxury.

Section 2 b is ambiguous as it entails two conflicting messages: that each side can and
cannot change the purchase tax.

* The wrade policy note includes additional comments on fiscal aspects of the EPS model



ANNEX II. MACRO-BASED REVENUE SHARING FORMULA IN SACU™
The original formula negotiated in 1969 was as follows:
S = (A+B+C)/(D+E+F+G)*R*1.42
where

S = the amount allotted to each member country ( excluding South Africa)

A= c.Lf value (at border) of imports into the country irrespective or their ongin, imports
from common customs are thus included;

B = value of excisable and sales duty goods produced and consumed in the country.

C = excise and sales duty paid on B.

D = c.if value of imports into the SACU,

E = Customs and sales duties paid on D,

F = value of excisable and sales duty goods produced and consumed in the SACU,

G = excise and sales duties paid on F.

R = total revenue pool of SACU which equals E+G;

The scale factor (1.42), which increases the share of the common pool to each SACU
member (excluding South Africa) by 42 percent, or the so-called enhancement factor, takes
into account the following factors: (i) the price raising effects on imports into the Union of a
taniff system designed to protect South Africa producers; (ii) the industrial polarization effect
resulting from the tendency of industries serving the Union to locate in South Africa; and
(ii1) the loss of fiscal discretion by member countries due to the fact that South Africa
retained the right to determine tariff and excise rates for the entire SACU

For the normalization purposes, the amount S accruing to each CU member (excluding South
Africa) as calculated above can be compared with (A+B+C). Hence, S/(A+B+C) defines the
rate of revenue from the pool for each member country.

The 1978 amendment clearly extended A to include all duties paid or payable on imports to
each member (excluding South Africa). The 1969 agreement was not clear on this point
although this factor was taken into account from 1969/70

The agreement, as amended in 1978, provides for a stabilization factor which stabilizes
revenues accrued to each member (excluding South Africa). The 1978 stabilization clause
normalized the enhanced shares at 20 percent of (A+B+C) and provided for a lower and
upper bound The standard level for stabilization is set at 20 percent of (A+B+C) [fthe
amount accruing to each member (excluding South Africa) is less {(more) than 20 percent of
(A~B+C), an amount equal to 50 percent of the difference between the calculated amount

= See World Trade Orgamzation, 1998, Trade Poltev Review, SLCC Valume 1 South Afres
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S and 20 percent of (A=B+C) is added (subtracted), provided that the resultant amount,
which will be called S, below satisfies the following

S;=S£05 |5-02%A+B+C)|;and 017 < S,/(A<B<C)) < 0 23

" After calculation and taking into account constraints on the variables, the above formula
becomes

$,=05*S+01%(A+B-C)

with a floor of 17 percent of (A~B+C) and a ceiling of 23 percent of (A+B~C),



A Quantitative Assessment of Trade Options for the Palestinian Economy : Preliminary Results
Sébastien Dessus. The World Bank
February 2000

I. introduction'

It is most likely that the choice of a future trade regime for the Palestinian economy will not only be
determined by economic criteria. Political choices will necessarily affect the range of possible options.
Moreover. the choice of a trade regime has serious implications for fiscal and labor policies, which calls
for a comprehensive negotiating strategy. However, it remains useful to assess quantitativelv the impact
of different trade regimes per se in order to inform the debate, which revolves trom the notions of
mtegration to full separation with Israel. and to measure the implications of such policy choices.

The empirical literature on the subject remains poor. To our knowledge. only a few quantitative estimates
of the impacts of different trade regimes have been produced (e.e. Aron. 1996). and are generally
outdated. The common argument raised not to perform such studies 15 the lack of accurate data (Kanafani,
1996). regarding notably trade flows between Israel and the Palestinian Economy, The Palestinian Central
Bureau of Statistics (PCBS) is nevertheless producing since 1997 supply and use tables (SUT) which
allow to a large extent to overcome this obstacle. This statistical exercise offers indeed a coherent
photography  of the different flows occurring among economic agents (producers. consumers.
government. trade partners). by reconciling the supply and demand dimenswons of the Palestinian
cconomy in each market, It gives then the amount of export and imports by products that 1s consistent
with the output in each activity and the consumption {intermediate and final) in cach market. It permits as
well to measure some of the very important trade distortions that affect the Palestinian economy,

We use the supply and use table for 1998 to calibrate an economy-wide computable general equilibrium
(CGE) model designed to assess the impact of different trade policies. Such tvpe of model has become a
standard tool for integrated assessment of trade policies. Its main advantage lies in the possibility of
combiming detailed and consistent databases with a theoretically sound framework. able to capture
feedbuck eftects and market mterdependencies. that may cither mute or aceentuate Nirst-order effects.

Fhis note 1s organized as follows, Section 1 deseribes brietly the current patterns of trade and trade
policies i the Palestiman economy. Section H presents the CGE model. Section IV reports the results ot

the analysis and Section V concludes,

© s et hars Benefited [rom substantive mputs from Class Asteop amd Raos Tiane The views expressed ere are
these of e author and o not necessartly retlect those of the Workl fank



I1. Trade Patterns.

The de facio customs union between Israel and the Palestinian economy implemented under the Paris
Protacol” has probably led to a significant trade diversion in favor of Israel. According to PCBS and our
own estimates. imports from Israel represent around 83 percent of total imports, the later amounting to a
sum close to 3.1 hillions of US dollars. Imports from Israel are exempted of duties. This means that
import duties, around 0.3 billion, onlv apply to imports from third parties, and that the implicit average
tarift rate for these imports exceeds 50 percem". This is a first important source of distortion. A second
one comes from the fact that the VAT collected on imports { from all origins) differs significantly from the
one collected on domestic products. The implicit average effective VAT rate on imports is close to 10
percent. while the effective rate on domestic supply is close to 2 percent. These two policies tend to
protect heavily some activities from competition with the rest of the world in veneral. and with third
parties in particular. 11 equally means that it gives a strong relative preference to Iseaeli products vis-a-vis
products from third parties.

A third source of distortion comes from the uneven tarift structure. that tends to protects some aclivities to
the detriment of the others. A relevant index in that respect is the effective rate of protection (ERP). which
captures the level of protection of a product. taking into consideration the nominal protection of inputs
which are used to produce it. According to our computations, effective rates of protection range from 44
percent for equipment goods to —18 percent for transport activities. The use of the model will give us a
more comprehensive assessment of the implied costs of such policy, 1t is however ¢lear from these two
extrema of the spectrum of ERPs that it does not favor investment and trade — twe major ingredients for
sustainable growth.

This situation is worsened by the high transaction costs faced by Palestinian producers. which reduce their
incentives to trade with the rest of the world. Even if difficult to measure, it is likelv that they are to a
significant degree due to security clearances at Israeli borders. within West Bank. and between West
Bank and Gaza, Other impediments include poor transport infrastructure and institutional deficiencies. A
recent study estimated that transactions costs were, on average. 30 percent higher for Palestinian firms
than tor [sraelis firms in 1998 (Federation of Palestinian Chambers of Commerce, 1999). According to

the supply and use table for 1998, trade and transport costs add on average 33 percent to the cost of

S s Furepean Conmmission (19999, and Alense et al, (19999 lor o general presenttion and gassessment of the Pares
[retueal

- s fizure of import duties alsoincludes purchase taxes. These tases, which are formally applicable o preducts
fromn all oviging (imported or domestically produced). play i realiny the role o mport duties simee they are apphed
ok on goods wlhiel are nor produced in lsmel,




domestic tradable goods. This has to be compared with a premium of 10 percent in the Rest of the Middle
East region (GTAP. 1999).'

In total, exports amount only to a quarter of imports. and 935 percent of total exports are destined to the
Israeli market. The structure of exports by products reflects the structure of comparative advantages under
present circumstances. They mostly consist in crops. clothes. stones and basic metal produects.

Finally. restrictions on trade with Arab countries for a given set of products (except those permitted in
lists Al and A2 of the interim agreement) are likely to represent a significant impediment to the
expansion of imports and exports. While the modeling exercise pertformed below will give us a tentative
assessment of the costs implied by both the current tarift policy and the high transaction costs, it is. on the

contrary. very difficult in methodological terms to measure the implicit cost of a zero-guota policy.

1. The Model

The following paragraphs are not intended to describe precisely the characteristics of the model emploved
here. which contamns around two thousand five hundred equations. The reader may refer for this purpose
to Beghin et al. (1996) for a formal presentation of this class of models. They are rather intended to
describe in non-mathematical terms its main hypotheses. mechanisms. and the statistical information used
for the Palestinian economy.

In this model. prices are endogenous on each market (goods, factors) and equalize supplies and demands.
s0 as o obtain the equilibrium. The equilibrium is general in the sense that it concerns all the markets
simultaneously. For instance. a decrease in tariffs on imports will affect the demand of imports of both
final and intermediate goods. This will in turn affect the supply of domestic voods. and the demand of
factors in each activity. This will equally aftect the price of goods and the income of households, and the
budget of the government. who will need to find another source of financing,

Ihe model uses the mformation contained in the supply and use table for 1998, It considers one
representative Palestiman household  and 31 economic sectors (el Amnex | for the list of
activities/products), The model distinguishes three trading partners for the Palestinian economy : lsrael.
the group of Members of the Arab League. and the Rest of the World (ROW). The basic features of the
model are summarized below,

Supply s modeled using nested constant elasticity. of substitution (CES) functions, which deseribe the
substitution and complement relations among the varnous mputs. Producers are cost-muinimizers and
constant returm o scale s assumed. Output results Trom two composite coods: mtermediate consumption
s value added. The mermediate aggregate is obtaimed by combiming all products i fised proportions

(heontietl structure). The valoe-added s then decomposed mowo substinmable parts: labor and capital.

s region metudes srael, Jordan, Lebanon, Syeiand the Gl coumries

-




which are both fully employed and perfectly mobile across sectors. Even if static, this model is therefore
intended to capture long term allocative effects of different trade policies. since transition costs of
reallocating productive factors are ignored.

Income from labor and capital is allocated to the representative household. Household demand is derived
from maximizing the utility function. subject to the constraints of available income and consumer price
vector. Household utility is a positive function of consumption of the various products and savings.
Income elasticities are differentiated by product. The calibration of the model determines a per capita
subsistence minimum for each product. which will be consumed whatever the price and the income of the
households, while the remaining demand is derived through an optimization process. Government and
imvestment demands are disaggregated in sectoral demands once their total value is determined according
to fixed coefficient functions.

The model assumes imperfect substitution among goods originating from different geographical areas (the
so-called Armington assumption). Import demand results from a CES aggregation function of domestic
and imported goods. Export supply is symmetrically modeled as a constant elasticity of transformation
function. Producers decide to allocate their output to domestic or foreign markets responding to relative
prices. At the second stage. importers (exporters) choose the optimal choice of demand (supply) across
regions. again as a function of the relative imports (exports) prices and the degree of substitution across
regions. Substitution elasticity between domestic and imported products is set at 2.2, and at 3.0 between
imported products according to origin (Israel. Arab countries or ROW). The elasticity of transformation
between products intended for the domestic market and products for export is 5.0, and 8.0 between the
different destinations for export products. A sensitivity analysis rezarding these trade elasticities is
presented in Annex 2.

The model considers the three policy instruments which have been mentioned' previouslyv: VAT on
domestic supply (by product). VAT on imports (by product). tariff barriers (by product and by origin).
Quotas of lists Aland A2 are not modeled. since it appears that they have not been binding until now

They have therefore no effects on the supply of imported goods.

Finally. several macro-economic constramts are introduced i this model. First, the small country
assumption holds. the Palestinian economy being unable to change world prices: thus. its imports and
exports prices are exogenous. Capital transters are exozenous as well, and theretore the treade balanee 1s
fixed. so as o achieve the balance of payvments equilibrium. Second. the model imposes a fixed
sovernment deticit, and fixed public expenditures. 1o retlect the government choiees. Public receipts thus
adjust endogenously i order w achicve the predetermumed net sovermment position, by shilting o lump-
st tax on houscholds” gross income. Third, wvestment is determied by the avilabilinn of savings, the

Lter origmating from households. govermment and abrod,



Two versions of the model are considered: one version with fixed (labor and capital) resources. and
exogenous total factor productivity, and one version. in which (i) labor supply responds to real wages
changes: (i) capital supply depend on the rental rate: (iii) total factor productivity responds to trade
intensity changes (Dessus et al. 1999), By considering that the amount of resources available in the
Palestinian economy is fixed. the first version of the model therefore only looks at the impact of trade
policies on the allocation of factors. It measures re-allocation gains / losses in comparison to an initial
situation. The second one gives in addition an indication of what could be the magnitude of dynamic
gains resulting from changes in trade policies.

Policy impacts are compared to the situation observed in 1998, in terms of real GDP. volume of exports,
imports. and households™ welfare, The chosen yardstick for welfare is the assessment of equivalent
variation. which is the sum of two terms. The first one measures the gain (or the loss) of disposable
income caused by the reform, and the second one measures the income needed after the reform to obtain

the same level of utility as before the reform.

IV. Results

Rather than simulating plausible scenarios which - as a result of negotiations - would combine different
measures with different relative weights, we prefer here to simulate single trade measures in order to
isolate and understand better the effect of each of them. Several measures are considered here
mdividually, but once combined with different weights. could represent different choices. from an
improved customs’ union to a full separation.

Scenarin 1. Reduced Transgetion coxts

It is assumed here that a relaxation of security controls translate into a 30 percent decrease in trade and
transport margins. This effect is modeled by exogenously augmenting total factor productivity levels in
trade and transport sectors by 30 percent, Table | reports the results, for the two versions of the model.
The impact of the policy is measured by comparing columns | and 2.

Reduced transaction costs induce a significant increase m trade activity. Exports volume increase by 14
percent in the First version of the model. and imports by 3 percent. Real GDP increase by 3 percent. while
gamns i terms of weltare represent more than 6 percent of GDP in 1998 Beneliciary sectors are those
who consume a lot of trade and transport services. notably vegetables and amimal food. and more directly
the trade and ransport services who see their demand mereasing. Israel also benelits from reduced
transaction costs i the Palestinian economy. 1t may import cheaper products from Palestine and export
more o Palestine, due w mereased activiry and denand.

Phe second version of the model tends o magnity the effeets of the Tormer. The inerease in trade activin

has the consequence to inerease the total factor productiv ity level, and theretore the real remuneration of



capital and labor. This provides positive incentives to household to augment their investment and
participation rates, Once accounted for such dynamic gains. real GDP is increased by |2 percent.
Scenario 2. Eliminating tax leakage.

Itis often argued that tax leakage occurs, because of the existence of indirect imports via Israel. This costs
the Palestinian Authority a substantial amount of revenues. estimated to represent 4 percent of GDP in
1997 (European Commission. 1999). We simulate here a transfer from Israel to the Palestinian Authority
of an amount equivalent to 4 percent of GDP (around 150 millions of US dollars). Eliminating tax
leakage has no impact on the relative price of goods. since indirect imports from Israel already include
duties. The only impact of such measure is to relax the fiscal pressure on households, and the external
constraint. Increased household’s income translate into higher consumption. which in turn largely benefits
to the lsraeli exporters. given the current trade regime. The overall impact of such a transfer remains
weak. because it does not modify the incentives of the agents to trade or invest more. Welfare gains
remain close to the amount transfer to the Palestinian Authority,

Scenario 3. Tariffs set to zero for imporis from all thivd partics.

This measure could be implemented within a Free Trade Area agreement. which would leave the
possibility for the Palestinian Authority to define unilaterally its own trade policy with regard to third
parties. However, associated costs of implementing a free trade area. such as establishing borders
(physical or notional) and rules of origin. are not accounted for in this scenario. Neither is on the other
hand accounted for the possibility for the Palestinian economy to trade with new partners.

This simulation has the interest of measuring by comparison the costs of granting preferences to Israeli
imports. This cost appears to be extremely high. since a removal of these preferences translates ina 14
percent increase in real GDP in the first version of the model. and a 33 percent in the second. The removal
of preferences has also a significant impact on household’s welfare (an increase of 300 millions US
dollars in the first model and 1272 in the second). despite the fact that households have to finance the loss
of tariff revenue for the government,

tmports play a very important role in the Palestinian economy. Goods produced in Palestine have a high
import content. Changing the structure of relative prices. notably for inputs. has therefore strong
implications on the nature of comparative advantages and the specialization of the economy, This is
reflected by the strong gain of competitiveness observed after the reform, The removal of protections
mduces significant reallocation gains, and increased openness ol the cconomy . Exports volumes grow by
more than 43 peecent in the first model, and double in the second. Sectors that were previously the most
protected tend o lose from the relorm

Removing tarfts for imports from thied parties has negative consequences Tor Iseael. Hs exports (o

Ylestine are reduced by 40 percent. despite the inerease i the overall Palestinan demand for imported

f



zoods, Given that total Israeli exports amounted to 21 billions of US 4:[;}1 lars in 1998 (excluding exports to
the Palestinian economy). it corresponds to a 4 percent decrease in total export receipts for Israel.

In the long run. increased productivity due to reallocation gains and increased outward orientation
produce significant dynamic effects. Capital stock increases by |8 percent and total factor productivity
level by more than 3 percent. Employment augments by 8 percent.

Scenario 4 Implementing rades of arigin,

This scenario tries to assess what could be the macro-cconomic cost of implementing rules of origin. for
example in the case of a FTA, We simulate this measure by augmenting the world price of imports from
all origins by 5 percent. which is an estimated cost of obtaining the necessary documents to prove the
origin of goods (Krueger, 1995). Despite the importance of imports for the Palestinian economy. this cost
remain low. both in absolute terms and in comparison to the gains observed in scenario 3. Dynamic losses
are limited. because the impact of implementing rules of origin on trade activity andallocative efficiency
is marginal.

Scenario 3. Removal of preferences given to Palestinian Proclucts in Iseael,

We simulate here one possible outcome of a full separation scenario. that is the removal of preferences
given to Palestinian Products in Israel. This measure is simulated by diminishing the price received by
Palestinian exporters on the Israeli market. so as to leave unchanged the price of Palestinian goods
inclusive of tariffs (which were previously equal to zero) in this market. This has the straightforward
effect of reducing the access of Palestinian products to the Israeli market. and to close more generally the
Palestinian economy to foreign trade. Exports volumes are diminished by two in the first model. and by
three in the second model. due to an induced decrease in total factor productivity. Households face
significant welfare losses. because real wages tend to decline and access to imported products diminishes.
In the second model. welfare losses represent the equivalent of 17 percent of GDP in 1998. Israel is also
losing in this scenario. since its exports to Palestine are reduced.

Scenario 6. Removal of preferences given to Israeli Products in Palestine.

This measure could accompany the former. as a measure of reciprocity, in the case of a full separation
between the two economies, We simulate this measure. by imposing a taritf rate on imports from Israel
similar to the one imposed on imports from third parties. This seenario produces interesting results. As a
matter of fact. the harmonization of taritts and its induced reduction in distortions between trade partners
overcompensates the creation of a new distortion induced by mereased protection from international
competition. This means that preferences given w bsrachi producers is probably the magor distortion in the
Pidestinman ceonomiy . and explinns why we observe i s scenano signilicant weltire sams.

Phis result must, nevertheless be qualified. for at least two reasons, First, hecause the measure simulated

here has the consequence of closing the eeonomy 1o global trade. which i wm has very neoative



consequences in terms of dynamic gains. Observing the reszu]ls of the second model confirms this
statement: harmonizing preferences by raising tariffs for products from Israel has verv different
implications than harmonizing preferences by lowering taritfs for products from third parties. In the
second case. which corresponds to Scenario 3, harmonizing tariffs produce significant dvnamic gains
(which may be measured by comparing the results of the two models for the same scenario). Second.
because it is unlikely that this measure could be implemented without a reciprocal measure from Israel as

simulated in Scenario 3. and its associated negative outcomes in terms of welfare and activity.

Table 1. Simulated Implications of Alternative Measures (US S millions)

Scenarios Ref 1 2 3 4 5 6
Fixed resources

Real GDP 4232 4462 4246 4817 4167 4074 4423
Welfare gains 1] 256 163 00 -158 -271 353
Exports volume TEF 826 oY 1139 692 344 36l
Imports volume 087 186 3170 3418 2906 2681 2720
Imports from Israel 2568 2631 2638 1579 2417 2227 1448
Exports to Israel 685 715 630 106 652 196 339
I'rade Deficit with Israel 1883 1876 2008 563 1765 2031 1109
Endogenous resources

Real GDP 4232 4744 4299 5608 4107 3538 45035
Welfare gains 0 337 215 1272 243 -719 409
Exports volume 727 963 693 162} 650 190 410
Imports volume 3087 3324 3194 981 2866 2537 2769
Imports from Israel 2568 2766 2659 1810 2384 2110 1601
exports o [srael 683 903 653 568 G612 H1o 384
Trade Deficat with Israel 1883 1861 2006 242 1772 2000 1217

Scenarios (each scenario s independent From the others)

Rel - current situation in 1998 - Reference
I - Reduced transaction costs.

2 - Net transter of 150 US $ millions from Israel to the Palestinian Authority,
3 - Taritts set to zero for imports from all third parties.

b= Implementation of rules of origin

5 = Removal of preferences given to Palestinian Products i Israel.

fy = Removal of preferences given to sraeh Products in Palestine,



V. Concluding remarks.

Results of this modeling exercise suggest first of all that trade policy has major implications for the future
of the Palestinian Economy. They also suggest that two dimensions matter most when it comes to the
choice of a trade regime: transaction costs and preferences given to Israeli imports. The combination of
these two effects lead to high trade diversion, which has a very important cost for the Palestinian
economy. The choice of a trade regime should therefore aim in priority at reducing these transaction
costs. and at harmonizing preferences. Harmonizing preferences by raising tariftf on Israeli imports bears
the risk of lowering the access to the Israeli market. and reduces dramatically long-term  growth
opportunities. It is most likely that harmonizing preferences by lowering tariffs on imports from third
parties offers more opportunities.

As long as this trade regime departs itself from the regime put in place with the interim agreement, it may
necessitate. however. to establish mechanisms to control the origin of goods. such as rules of origin
and/or entry/customs stations to prevent Israel from trade deflection.” Two tvpes of costs are associated
with the establishment of such mechanisms: extra-administrative costs and higher transaction costs.
Comparing these costs to the potential gains of granting more autonomy to the Palestinian Authority to
define its own trade pq?lin.:'}; should be an important criterion of decision. Preliminary results obtained here
suggest that implementing rules of origin does not entail major costs. in comparison of the gains.
Estimating the other costs goes beyond the scope of this note. and will be the subject of future research
studies.

The sharing of these costs between Israel and the Palestinian economy — or the acceptance by Israel of a
certain level of trade deflection, is obviously another important dimension of the problem. This issue

could be put on the agenda of future negotiations.
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Annex 1: List of Activities / Products
The model considers 3| activities and corresponding products.

Crops

Other Agriculture

3. Mining

+ Other Food Products
5. Olive Products

fr. Vegetable Products

7. Meat and Dairy Products
8. Animal Food

9. Beverages and Tobacco
10, lextiles

1. Clothes

12, Leather Products

13. Wood Products
14, Paper Products

15, Printing

[6. Chemical Products

13. Rubber

|8, Non Metallic Products
|9 Stones

20 Basic Metal Products

2

3 Equipment Gouods

LA IFurniture

23 Ohther Manulacture
24 Llectricity and Water
5, Construction

25, Conmimeree

or Tourisim

28. Iransport

1y



29, Communication
30, Financial Services
31 Cther Services

Annex 2. Sensitivity Analysis.

Four sets of simulation are presented here, to assess to what extent the choice of substitution elasticities
affect the results in terms of welfare. In the first and second sets of simulation, we respectively double the
import substitution elasticities and export transformation elasticities (both at the first and second levels).
In the third and fourth sets of simulation. we divide respectively substitution and transformation
clasticities by two (both at the first and second levels). The following table reports the results of these
scenarios in terms of household’s welfare, using the first version of the model with fixed resources. The

last row of the table reminds the results obtained with medium elasticities.

Sensitivity Analysis. Trade Elasticities,

Scenarios Rel 1 2 3 4 5 (i1
Set | 0 260 987 163 =230 358 -154
Set 2 ] 268 6017 161 =230 2040 -162
Set 3 0 254 221 | by 306 181 -162
Set 4 0 249 440 71 318 407 -154

Meedinm il 236 3 {63 =27 Ji3 T hT.




Tax Policy and Tax Administration Issues under Final Status
Koenraad van der Heeden'
International Monetary Fund

Tax Policy

More flexibility could be allowed in the area of direct taxation than in the area of indirect
taxation. Excise, VAT, and import duty rates and bases should be as close as possible
between the PA and Israel. A customs union requires identical import duties (common
external tariff) and preferably narrow bands with minimum rates for excises and VAT, a
free trade area does not require a common external tariff but would also be facilitated by
comparable levels of taxation. However, the de facto high integration of the PA and
Israeli economies would in all circumstances benefit from a high level of commonality
between the tax systems.

Taxes on income and property (or net wealth) may show many more differences between
the PA and Israel. However, taxation of enterprise profits may require some degree of
harmonization. Tax competition to attract investments from one another or from abroad
may distort the allocative process. The so-called Ruding report discussed this issue for
the EU and argued in favor of a certain degree of harmonization in the determination of
the tax base, rate, and withholding on investment income. For instance, a first vear full
write-ofT of capital investments may cause substantial reallocation of investments.
Relevant other issues are intercompany pricing and thin-cap arrangements.

The existence of borders and tax collection at borders would allow relatively larger
differences between excises and VAT between the PA and [srael. It was particularly for
this reason that in 1992, when administrative borders between the member EU countries
were eliminated. the EU formulated the minimum and band rules for excises and VATs.
However, fully operational administrative borders between the PA and Israel would
require major resource investments in the PA.

An issue in many European countries is the taxation of border workers. Bilateral
agreements between countries assign the taxing rights on income earned by the workers
to either the work state or the residence state.

he views expressed here are those of the author and do not necessarily rellect those of the
M



Tax Administration

Close cooperation between the PA and Israeli administrations and identical indirect taxes
have facilitated tax transfer and clearance systems between the PA and [srael. Although
such systems could continue where differentiated tax levels exist, these differences would
probably require supplementary collection points when goods move from one to the
other. In theory, however. the importing or producing jurisdiction could collect tax at the
rate of the other jurisdiction when the destination of the good in question were known,

A clearing system for VAT (and possibly excises) could continue to exist between
Jurisdictions that apply different levels of taxation. The jurisdiction of destination could
give credit for the tax levied in the other Entity and claim compensation for the credits
granted from the other jurisdiction. Importantly. this system has not (yet) been accepted
in the EU. although the concept itself has not been rejected.

An urgently needed development in the PA is a reform of its revenue administrations to
build a unified administration between West Bank and Gaza. and ideally integration
between the income tax and VAT administration. Although the VAT in Israel is
administered by the customs administration, it has become international practice to
administer the income tax and VAT through a single domestic tax administration. In
countries where this is the case, the customs administration collects VAT on imports and
passes it on to the domestic administration.




TAX POLICY AND TAX ADMINISTRATION ISSUES IN THE WEST BANK AND GaZa:
THE PRESENT AND THE FUTURE'

Prepared by Hamid R. Davoodi
Fiscal Affairs Department
International Monetary Fund

I. INTRODUCTION

The signing of the Paris Protocol in 1994 defined, among other things, fiscal arrangements
for Israel and the Palestinian Authority (PA) for the next five years. Over this interim period,
the PA was constrained to focus its efforts more on improving tax administration rather than
establishing an independent tax policy. The Protocol in practice defined a de facto customs
union (CU) which included harmonization of trade and tax policies between the West Bank
and Gaza (WBG) and Israel, and created a tight link between tax policy and trade policy.
The PA has in effect inherited Israel’s rather complex tax system, which along with
improvements in tax administration, have successfully increased WBG's tax-GDP ratio from
"4 of Israel's tax-GDP ratio in 1995 to % of Israel’s tax-GDP ratio in 1998. Tax revenues in
the WBG currently represent about 22 percent of GDP.” This is a relatively high tax burden
for a low-income economy, as compared with an average of 12 percent for the Middle East
region, although it is still 10 percentage points below that of Israel.’

Given the passage of the interim period, the existing tax policy, trade policy and tax
administration are being revisited with an eye towards maintaining the current de facto CU,
modifying it, or adopting a free trade area (FTA) agreement between Israel and the PA *
These trade regimes imply different tax policy regimes. This note describes tax policies and

' The views expressed are those of the author and do not necessarily reflect those of the IMF,
* Over the same time period, Israel’s tax-GDP ratio has been remarkably stable at around 32 percent.

? Israel’s tax-GDP ratio is above the OECD average (30 percent), but is similar to that of United Kingdom and
Norway, WBG's real per capita GDF in 1998 is esumated ar US$1,322, slightly more than one-tenth of Israel's
real per capita GDP. Beyond tax policy, the current high tax burden has also implications for expenditure
policy, but an analysis of expenditure policy tmplications are beyond the scope of this note

“ A CU between member countries involves removing tariffs within the union, but maintaining common
external tanffs against non-member countries. By contrast, an FT A allows each member to set its own external
tanfl policy. A common market, a long term goal of the EPS model, is a CU which allows for free mobility of
factors of production berween member countries It is important to note that these are textbook definitions and
the current CU has some elements of the textbook CUJ and FTA.



tax administration issues under three different trade regimes: the existing de facto CU, a pure
FTA and a hybrid of the two, and discusses what an ideal tax policy and tax
administration may look like for the near future of the WBG and compares this, to the
extent possible, with the one proposed in the economic permanent status (EPS) model

The EPS model proposes an FTA which is a significant departure from the existing tax
policy and tax administration. Under a pure FTA, each side can pursue an independent tax
policy; and the PA's tax administration cannot piggy back on Israel’s administration of the
tax system as much as it has in the past five years. In fact, an FTA will make the
administration of the tax system in WBG much more difficult for at least three reasons First,
large disparities in VAT rates between Israel and WBG, as called for in the EPS model,
reduces the effectiveness of the existing revenue clearing arrangements which has worked
smoothly for the past five years. Second, implementation of the rules of origin under an FTA
will increase the cost of tax administration and will be a demanding requirement from both
economies, but more from that of the WBG with its limited ability to increase value added
components of imported goods. Third, the proposed tax administration in the EPS mode]
increases incentives for smuggling and tax evasion, and more so, the wider are disparities in
the VAT base, the VAT rate and rates on other indirect taxes.

Macro-based revenue sharing formulae are often advocated as solutions to address
inequities in revenue sharing arrangements in a CU where one country collects most of the
taxes. One such formula has been in operation for at least 30 years in the Southern Africa
Customs Union (SACU). This note describes the SACU formula and elaborates on its
relevance for the future economic status between the WBG and Israel. It concludes that such
a formula is worth exploring so long as it supplements the existing revenue clearing system,
. takes into account the existing tax leakage, while being tailored to the specific needs of each
economy. Annex I describes some specific comments on the EPS model Annex II contains
the SACU’s formula..

II. BACKGROUND
Challenges

The developments in tax policy and tax administration over the past five years pose several
questions. How much higher can the WBG's tax-GDP ratio be in the near future, given that
the tax burden has risen from a low base of 8 percent of GDP in 1994 1o a relatively high tax
burden of 22 percent in 19987 Is the existing tax policy of Israel, a high-income country,
sutable for the WBG which is a low-income economy, and if not, to what extent the WBG s
future tax policy can be different or de-linked from that of Israel” Can the PA's tax
administration under an FTA deliver a revenue track record similar to the one under the
current de facto CU? In addition. any possible future tax policy for the WBG has to address
the revenue implications as well as the induced tax administration complications of further
trade liberalization among the WBG and Israel and rest of the world, while at same time
recognizing several factors associated with the existence of 3 government budget constraing



and the past experience with the CU.’ These factors are (1) more than 60 percent of the
WBG's revenues originate from revenue clearances with Israel, (i) WBG is highly
dependent on trade with Israel; (iii) the PA’s expenditure-GDP ratio of about 25 percent is
relatively high, and would have been higher had it not been for the provision of social
services by the United Nations Relief and Works Agency and the NGOs, and (iv) with the
anticipated declines in foreign aid in the medium term, there will be a pressing need on the
part of the PA to finance any additional expenditures from domestic sources, absent any
significant changes in expenditure policy.®

Although the Paris Protocol has added features to the WBG's economy that are distinct from
many low-income countries, the economy still has many features which are characteristic of
many low-income countries.” The WBG is a small, open economy with heavy reliance on
indirect taxes, predominant presence of hard-to-tax sectors (e.g., agriculture and small,
family-based enterprises)® and a tax administration that is in need of consolidating past gains
and carrying out additional reforms. It is important for a new economy such as that of the
WBG to start with a clean tax system.” Many countries painstakingly embark on designing
and implementing tax systems and it takes many years of equally painstaking tax reforms in
order 10 undo the past mistakes and bring the system closer to one based on the first
principles of a good tax system. Looking ahead, it is important to note that regardless of
whether a CU, an FTA or a quasi version of the two is established among the WBG and
Israel, the first principles of tax policy and tax administration would apply equally to
both of these economies although they may need to be tailored to the specific needs of each
economy. This note attempts to incorporate the first principles in its discussion of a future tax
policy and tax administration. '

III. FIRST PRINCIPLES OF A TAX SYSTEM
The best tax systems are those that result in efficient allocation of resources, are equitable,

and simple to administer in a way that raises the revenues needed for financing an
appropnate level of governmeat expenditures while promoting private sector investment In

* Ses “Revenue Implications of Trade Liberalization,” IMF Occasional Paper No. 180 by Liam Ebrill,
Janet Stotsky, and Reint Gropp (1999).

© These points are further elaborated in IMF, “West Bank and Gaza Economic Developments in the Five Years
Since Oslo,” by P. Alonso-Gamo, M. Alier, T, Baunsgaard, and U, Enckson von Allmen (forthcoming),

7 Ses Vito Tanzi, 1987, “Quanttative Characteristic of the Tax Systems of Developing Countries,” in The
Theorv of Taxation for Developing Countries, ed, by David M.G. Newbery and Nicholas Herbert Stemn (New
York: Oxford University Press).

* Agriculture and fishing, along with wholesale and retail trade and serviees account for about 47 percent of
GDP at factor cost (IMF, 1999).

* This note abstracts from the hustory of tax adminustration and tax policy prior to the 1994 Protocol



practice, comprehensive tax and tariff policy reforms require some or all of the following
]
elements:

. A broad-based consumption tax, such as VAT, with a single rate in the 15-20 percent
range, minimal exemptions and a threshold that excludes smaller businesses from
taxation.

. A short list of excisable products, limited to petroleum products, tobacco, alcohal,

and some luxury goods.

. Equal treatment of imports and competing domestically-produced goods vis-i-vis
VATSs and excise taxes so that no element of protection exists apart from the
existence of import duties.

. Low average import tariff rate, with limited dispersion in the rate structure and
avoidance of any export duties.

. A few brackets for personal income taxes, with a moderate top rate no higher than
corporate income tax rate, limited personal exemptions, deductions and extensive
final withholding; one moderate rate for corporate income tax with little tax
incentives and uniform depreciation schedules across sectors,

. Decline in the importance of non-tax revenues, so long as these revenues reflect
profits from central bank operations and surpluses from public enterprises:! and

- Simplification and modernization of tax and customs administration,

IV. CURRENT TAX PoLICY REGIME

Under the de facto CU since 1994, there is almost no scope for any deviation on rates and
coverage of indirect taxes between the WBG and Israel. However, the rate and coverage of
direct taxes can deviate. The new income tax law of WBG reduced the tax rates and the
number of personal income tax brackets to four (5, 10, 15, and 20 percenr) By contrast, in
1998 Israel maintained a five periodic inflation-adjustable brackets of 10, 20, 30, 45 and

* See George Abed and others, 1998, “Fiscal Reforms i Low-Income Countries: Expeniences Under
IMF-Supported Programs,” IMF Occasional Paper No. 160: and Liam Ebnill. Janet Stotskv. and Reint Gropp.
1999, *Revenue Implications of Trade Liberalizaton.” IMF Oczasional Paper No 180

Lt - ; ~ =
At present, profits from public enterpnses in WBG are not included in non-tax revenues due 1o lack of
nformation on the operation of these enterpnsss

12 . r g i
The new income tax law is based on the Jordaman ax laws which 15 in need of reform itsetf



50 percent on active personal income In 1998, revenues from direct taxes in WBG amounted
to 10 percent of tax revenues as compared with about 50 percent in Israel

The Paris Protocol established a revenue clearance system which allocates revenues from

an agreed pool of taxes between the PA and Israel. The system has been working rather
smoothly since it was established in 1994 Revenues from direct taxes are allocated
according to the following formula Of the total revenue raised from income taxes on
Palestinians working in Israel, 75 percent is transferred by Israel to the PA " The lower than
100 percent allocation is based on the argument that Palestinian workers need 10 pay for
social services they consume in Israel and the use of infrastructure. Revenues from indirect
taxes are allocated according to the destination principle Indirect tax revenues (i.e, VAT,
custom duties and the so-called purchase tax)* on goods that are directly imported to WBG
are all ransferred to the PA. The allocation is based on actual transactions, which require
import declaration forms, rather than any macro formula. However, revenues from customs
and purchase taxes on indirect imports via Israel and on purchase taxes on Israeli goods
exported to WBG are not transferred to the PA. Finally, VAT revenues are allocated between
the PA and Israeli taxing authorities using the VAT invoice system. The invoice-based
system has apparently contributed greatly to the buoyancy of VAT revenues and its success
in the WBG. The current VAT rate is set at 17 percent in both WBG and Israel with some
standard exemptions. Under the Paris Protocol, differential VAT rates (a maximum of

2 percentage points lower than the VAT in Israel) were allowed, but the PA never exercised
this option.

The Protocol allowed some autonomy to the PA over tax and trade policy by allowing it to
set the rates of customs and other charges on imports of specified quantities referred to in
two lists, Al (30 items), A2 (23 items) and with no restrictions on quantities in list B (various
specified tools and equipment). The quantities from lists Al and A2 are determined
according to Palestinian “market needs,” and for any quantities exceeding the agresd quota
the duties are set at the Israeli tariffs. Regarding standards and licensing, Israeli import policy
applies to all PA imports, except for the quantities agreed 1o in lists Al and A2

V. TaX PoLICY UNDER A DE FAcTO CUsTOMS UNION

Tax policy under a CU is relatively straightforward as it has been practiced in a de facto CU
between WBG and Israel since the Paris Protocol Tax policy under a de facto CU calls for
(1) harmonization of indirect tax rates so that imported goods from one economy do not get
exported back to same economy which has a lower rate; (ii) granting a limited autonomy in

" In contrast, 100 percent of health fees are transferred to the PA. Revenues from this source compnse about
4 percent of tax revenues,

! purchase tax is imposed on the wholesals pnce of selected final consumer goods (1imported or locallv
produced) such as motor vehicles, limited raw matenals and intermediate goods. It ranges from 3 10 93 percent
In Israel, revenue vield from this tax typically exceeds that from excise taxes



setting external tariff policy, thus coming close to a quasi-FT A (iii) disengagement in
harmful (direct) tax competition whereby one tax jurisdiction offers incentives to attract
owners of factor of production from another, thus leading to the erosion of the tax base **
As the first best solution, evaluation of any proposed future tax policy under (i) through (iii)
should be based on the first principles of good tax system that have been discussed
previously, an approach that is adopted in this note, to the extent that is possible.

As Israel has low import tariff rates, is a participant in several FTAs (EU, EFTA,

United States) and has trade agreements with other countries (Canada, the Czech Republic,
Hungary, Poland, the Slovak Republic and Turkey), it makes sense for the PA's future tax
policy to continue with these low rates and not to engage in protectionist policies. However,
continuation of the existing policy does not imply that a CU will necessarily tie the hands of
the PA. In a quasi-CU or quasi-FTA for the future, the PA does not have to perfectly
harmonize its rates on all types of indirect taxes that prevail in Israel such as the relatively
high purchase taxes and the high TAMA mark-ups; cross-subsidy is possible as explained
below. In addition, these taxes and associated mark ups, that have been developed over an
extended period of time and serve perhaps particular lobby groups, may fulfill a useful public
policy role in Israel, but it is not clear if they do so in the WBG. In such cases, negotiations
and coordination of tax policies will pay off when, for example, harmonization of a higher
tax rate on one good can be agreed upon in return for harmonization at a lower rate on
another. However, in cases where smuggling of certain goods (e.g., used cars) is a real
possibility and involves a large revenue loss, harmonization may be the only option. The
existing large cost differentials between and among various part of the WBG and Israel
means that tax rates do not need to be harmonized so long as these differentials do not exceed
cost differentials and tax administration costs of maintaining different rates on the same
goods do not vary across regions. Otherwise, there will still be incentives for smuggling and
tax evasion.

Differential VAT rates (a maximum of 2 percentage points lower than the VAT in Israel)
were allowed under the Paris Protocol although never implemented: the differential can stiil
persist or become larger under a future tax policy in a CU. But again it makes sense 1o have a
single VAT rate with the same exemptions in the CU on the grounds of simplicity, tax
coordination, and ease of revenue clearance and adoption of a possible macro-based revenue
sharing formula. However, the EPS model proposes different VAT rates

As regards granting the PA a limited autonomy in setting external tariff policy via the three
lists of exempted goods, clearly the past experience with these lists suggests room for reform
Areas for reform include: enlarging, and implementing the list; updating it, and negotiating
the magnitude of exemptions

A CU does not require harmonization of dirzct tax rtes. [n 2 common market. whuch s the future model
proposed under the EPS mode!. tax harmonizanon will occur due to mobulity of factors of production

i



Finally, harmful direct tax competition can in theory occur, but may not matter in practice,
given the presence of other barriers such as large regional cost differentials, language,
religion, lack of mobility and presence of non-Palestinian immigrant workers in Israel Tax
competition will become a problem, however, in the longer term when the two economies are
more similar.

VI. TAX POLICY IN A PURE FREE TRADE AREA ARRANGEMENT

Under a pure FTA, the PA will have an independent tax policy which requires establishing
customs borders, adopting rules of origin, VAT will no longer be collected at origin, expors
to each country will be zero-rated and VAT rates can differ, with the differentials being even
larger than the 2 percentage points allowed under the Protocol. There will be no tax leakage
under a pure FTA, given a well-enforced rule of origin, whereas in 2 CU the PA could not
recover revenues from customs and purchase taxes on indirect imports via Israel and on

- purchase taxes on Israeli goods exported to WBG. In addition, no macro-based revenue
sharing formula is needed as the necessary documentation exist which can be used to
apportion revenues. Establishment of a pure FTA also requires the PA to take over all the tax
and customs administration which will increase the costs of adopting an FTA. Under a pure
FTA domestic lobbying would be much stronger than under a CU, and can push for highly
projectionist policies, as has been the case in many countries. This will undoubtedly elicit _
rent-seeking behavior, will contribute to poor governance which will ultimately undermine L
economic development.

VII. MACRO-BASED REVENUE SHARING FORMULA

The existing inequities (the tax leakage) in revenue clearance system, as manifested in
non-transfer of revenues from customs and purchase taxes on indirect imports via Israel and
from purchase tax on Israeli goods exported to WBG, have been in effect over the past five
years. Article B4.3 of the EPS model is consistent with this view ' The tax leakage is in
fact a reflection of an incomplete design of the fiscal arrangement of the 1994 Protocol
whereby the choice of taxes to harmonize and the rates were agreed upon, but not the equally
important question of the tax base !’

Given the past experience with revenue clearance arrangement, there seems to be a need to
compensate the PA for opening its markets to Israel who is in charge of designing tax policy
and collecting most taxes under the current regime Similar concerns have been raised in

** According 1o thus arucle, “The Sides shall agree upon detailed mechanisms for the clearances mentioned in
this Armicle”

" The tax base is explicitly taken into account in the SACU revenue sharing formula as shown later in the text
see also Annex I|



Southern Africa Customs Union (SACU) and have been factored into the formula.'®* SACU
has been using a macro-based revenue sharing formula for at least the past 30 years. The
formula has gone through many revisions. Annex II describes the formula in detail as
currently practiced in the SACU. SACU has features which are similar 1o the present
Israeli-PA de facto CU. These are: (i) the presence of a dominant player who collects and
manages most of the taxes; (ii) different levels of economic development among the member
countries; (iii) a significant number of workers from one country (e g., Lesotho) working in
another (e g, South Africa);'® and (iv) high dependence on trade with South Africa The
formula also compensates the smaller poorer economies for opening up their markets to a
richer country (South Africa); Annex II provides the details of the compensation factor

A macro-based revenue-sharing formula along the lines of SACU’s can be tailored to the
specific needs of Israel and the PA. In particular,

. The formula should be seen as a supplement to the existing revenue clearing svstem
and not a replacement. Abandonment of the existing revenue clearing system, based
on invoices and documentation, will be damaging to the current and fiture economic
status of the PA.

. The formula needs to recover as close as possible the revenue forgone by the PA
through the tax leakage while perhaps allowing for a compensation to Israel to cover
the cost of trade deflection that will result from an expanded lists of exempted goods,
if and when, the latter become operational. The revenue base for the formula should
include sources of the tax leakage (i.e, revenues from the purchase tax and customs
tariffs on indirect imports via Israel and purchase tax on Israeli goods exported to the
WBG).

. A compensation factor needs to be calculated for the WBG and Israel.

Formula-based transfers are not without probiems, but are routinely practiced in one form or
another in countries with a federal or decentralized structure (i.e., the so-called equalization
transfers between a rich and poor province within a country) and in other CU such as the
SACU as indicated already The implementation of such transfers should be much easier than
in the past, given the range of technical assistance provided to the PA in support of institution
building, the working of the existing revenue clearing system, and above all improvement in
collection of statistics and trade flows needed for a macro-based formula Formula-based
transfers are also preferable to awarding import licenses 1o a selected few as they avoud rent
seeking and inequities

" SACU has been in existence since 1910 Members of the SACU are South Afnca. Namitha, Lesotho
Boswana and Swaziland Namibia was not 3 member untl early 1990

" In 1998/99 remunances of Lesotho contract workars amounted to 18 percant of GNP



VIII. Discussion

It is difficult to compare revenue implications of the existing de facto CU with that of a pure
FTA as it depends on the relative strength of the implied trade creation and trade diversion
and the exact departures from textbook definitions of a pure CU and a pure FTA However, it
is perhaps safe to say that there will be an initial revenue shortfall under a de facto FTA as
the PA will be in charge of collecting taxes and monitoring tax administration *° Of course.
this will become less of a problem as the tax administration in the WBG Improves over time
To counteract this, there would be a revenue increase due to the operation of a macro-based
revenue sharing formula which calls for Israel to increase fiscal transfers to the PA.
Therefore, the net revenue effect is uncertain.

The EPS model proposes an FTA as the future economic arrangement. The tax
administration proposed under the EPS model complicates the existing tax
administration in several ways. '

. Different and large disparities in VAT rates for the WBG and Israel, as proposed in
the EPS model (between 12 percent and 22 percent), would undermine the existing
revenue clearing arrangements. Different VAT rates increase the compliance cost of
comparing VAT invoices, VAT refunds, and decrease the efficiency of a
complementary macro-based revenue sharing formula. In fact, the success of the
revenue clearing arrangements over the past five years is in part due to the
simplicity of having identical VAT rates and perhaps for this reason the PA decided
not to lower its VAT rate despite the fact that it was allowed to do so (by 2 maximum
of 2 percentage points) under the 1994 Protocol.

. Not only VAT rates, but also the VAT base is an important issue for the furure
economic arrangement between the two entities. The EPS model is silent on this
point. Significant tax administration costs will arise if the VAT base is not the same
between the two entities and/or the list of VAT-exempt goods differ among the two.

. Agreeing on and implementing rules of origin will prove difficult in an FTA, given
the PA’s limited capacity to increase value added components of imported goods
This factor hampers customs administration and increases transaction costs whereas
no rules of origin is needed in a de facto CU. In fact, the lax enforcement of rules of
origin, despite its importance in the 1994 Protocol, is an important cause of the tax
leakage in the first place.

. The proposed tax administration in the EPS model creates incentives for smuggling
and tax evasion Large differential VAT rates compound this problem even further

* Custom revenues can fall permanently if exemptions are broadsned permanently which is a real possibility
under an FTA
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. Lack of a unified customs administration authonty, which is the case under the EPS
model, increases the costs of collecting taxes and can have adverse revenue
consequences. The establishment of the customs administration in the West Bank as
proposed in the EPS model is difficult as it is a patchwork of three areas: full Israeli
control, shared control and full Palestinian control.* To overcome problems arising
from having these three layers of customs administration (e.g., disputes arising from
valuation or classification of goods), the EPS model proposes complicated procedures
for their resolution. These matters are discussed in Article BS of the EPS model. The
considerable amount of space given to dispute resolutions in Article BS of the EPS
model is a reflection of the unease, complexity, and high costs of not having a unified
tax administration authority.

Adopting an FTA at present represents the largest departure from the past five years,
and will require a lengthy transition period. The transition period is needed for
establishing mechanisms for establishing rules of origin, new tax laws, and a supporting tax
administration. The EPS model is silent on the exact modalities of such a transition, and
leaves this issue to future work program of both sides. 2*

The foregoing arguments have established why a future tax policy and tax administration
regime that is least disruptive to the functioning of the economy of the WBG is indeed a tax
policy and tax administration regime under a modified de facto customs union rather than an
FTA® However, this thinking should be guided by the first principles of tax system and
appropriately modified to take into account the experiences of the past five years with the de
facto CU and the Israeli tax structure. This entails:
. negotiations over enlarging the list of exempted goods (Al, A2 and B), increasing the
quantities of the goods on the list while making sure these lists are operational. in
Contrast to experiences of the past five years;

. moving away from heavy reliance on distortionary indirect taxes and towards direct
taxes. This can be best carried out by promoting private sector investment that
Benerates tax revenues rather than a large, inefficient public sector bureaucracy which
absorbs a large share of tax revenues;

*! The establishment of a customs administration is not particularly difficult in Gaza Strip as it 15 already
operational. Taxes are collected at entrv points, through the so-called [-invaices for the VAT cleanng svstem
The Gaza Strip pon faciliry, as foresesn in the modified Wye River agreement, would also requure a separite
CUSIoOMmS organization,

= The limuted discussion of the transition peniod 15 contawred tn Chapter N af the EPS model

~ Thus conclusion is also based on the fiscal costs of an FTA relanve to CL as contaned i the trade policy
note.
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. revisiting the 75 percent rule for allocation of income taxes to the PA, based in part

on the existence of a large range of social services that have been provided in the
WBG by various agencies of the UN and NGOs;

. fiscal transfers from Israel to WBG based on some agreed macro-based revenue
sharing formulae which does not undermine the existing revenue clearing system, and

. revisiting and broadening the agreed pool of taxes, an element of the Protocol, which
will be an input to the macro-based revenue sharing formula

The above tax policy needs to be supported by a tax administration which strengthens it even
further. The consolidation of the past gains in tax administration and effective use of
technical assistance would go a long way towards achieving this aim.



ANNEX [. COMMENTS ON THE EPS MODEL

This annex provides some specific comments on the EPS model while Section VIII in the
text includes the general comments.™

Transit and Clearance (Article B1)

Section | mentions bonded warehouses as a transit point, but does not discuss any
revenue leakage from these warehouses and/or how long goods are allowed to stay in
transit. Artificial shortages can be created by the judicious use of length of time for
storing goods in bonded warehouses,

Indirect taxation (Article B2)

Section 2 a suggests that the list of 15-20 products include the purchase tax on
durable goods. This proposal is not sound. It enlarges the range of goods subject to
excise taxes to an unspecified, long list. Purchase tax is essentially an excise tax and
at present varies from 5 percent to 95 percent (exclusive of the mark up TAMA which
can raise the tax to over 120 percent). Apart from its unusually high rate, which may
be suitable for supporting the Israeli economy’s welfare aspirations and other
considerations (e.g., lobbying) and may not desirable for a low income country such
as West Bank and Gaza, this proposal violates the best principle of taxation system as
it has broadened the range of excisable goods beyond their traditional list such as
petroleum products, cigarettes and alcohol. These goods are considered excisable
because of their negative externalities that they impose on the society. Some countries
impose excises on motor vehicles that are considered luxury.

Section 2.b is ambiguous as it entails two conflicting messages: that each side can and
cannot change the purchase tax.

** The wade policy note includes additional comments on fiscal aspects of the EPS model



ANNEX 1. MACRO-BASED REVENUE SHARING FORMULA IN SACU™
The original formula negotiated in 1969 was as follows:
S = (A+B+C)/(D+E+F+G)*R*1 42
where

S = the amount allotted to each member country (excluding South Africa)

A=c.i.f value (at border) of imports into the country irrespective or their origin, imports
from common customs are thus included:

B = value of excisable and sales duty goods produced and consumed in the country

- C = excise and sales duty paid on B

D =cif value of imports into the SACU:

E = Customs and sales duties paid on D,

F = value of excisable and sales duty goods produced and consumed in the SACU:

G = excise and sales duties paid on F.

R = total revenue pool of SACU which equals E+G;

The scale factor (1.42), which increases the share of the common pool to each SACU
member (excluding South Africa) by 42 percent, or the so-called enhancement factor, takes
into account the following factors: (i) the price raising effects on imports into the Union of a
tariff system designed to protect South Africa producers; (ii) the industrial polarization effect
resulting from the tendency of industries serving the Union to locate in South Africa; and
(111) the loss of fiscal discretion by member countries due to the fact that South Africa
retained the right to determine tariff and excise rates for the entire SACU.

For the normalization purposes, the amount S accruing to each CU member (excluding South
Africa) as calculated above can be compared with (A+B+C). Hence, S/(A+B+C) defines the
rate of revenue from the pool for each member country.

The 1978 amendment clearly extended A to include all duties paid or payable on impons to
each member (excluding South Africa). The 1969 agreement was not clear on this point
although this factor was taken into account from 1969/70

The agreement, as amended in 1978, provides for a stabilization factor which stabilizes
revenues accrued to each member (excluding South Africa) The 1978 stabilization clause
normalized the enhanced shares at 20 percent of (A+B+C) and provided for a lower and
upper bound The standard level for stabilization is set at 20 percent of (A+B+C) Ifthe
amount accruing to each member (excluding South Africa) is less (more) than 20 percent of
(A*B+C), an amount equal to 50 percent of the difference between the calculated amount

- See World Trade Organization, 1998, Trade Policy Jeview, SHCL Folume | South Africa
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S and 20 percent of (A+B~C) is added (subtracted), provided that the resultant amount,
which will be called S, below satisfies the following

§=8+05[S-027A+B+C)|, and 0 17 < S,(A+B+C)) <0 23

After calculation and taking into account constraints on the variables. the above formula
becomes

S,=05*S + 0 1*(A~B+C)

with a floor of 17 percent of (A+B+C) and a ceiling of 23 percent of (A<B=C );
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Overview of Labor Market Trends

= |srael important source of Palestinian employment
= averaged one-third during the 1980s

Post-Oslo decline, with tightened security, permit
requirements and closure policy

= 1996 labor flows to Israel = half their 1992 peak level of
120,000

= Palestinian unemployment deteriorated
— averaged 24% in 1996 — and 32% in Gaza




Close link between access to Israel's labor market and
Palestinian unemployment

Source: PCHS Labor Force Surveys

Overview (cont.)

Israeli employers responded by replacing
Palestinians with foreign workers

Foreign labor force swelled to > 150,000, reflecting:
~ substitution away from Palestinians
~ rapid increase in unskilled labor demand

Israel remains important, providing >one-fifth of total
Palestinian employment/130,000 jobs
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Stylized Facts

Palestinian Labor Market

»Segmented between domestic employment and
Israeli employment

»Wage gap between domestic and Israeli wages

»Rigidities due to constrained labor mobility
(e.g., permit controls, closures)

»High unemployment rate

»Workers seek higher-paying jobs in Israel

»High (negative) correlation between Palestinian
employment in Israel and unemployment

Palestinian Employment in Israel
vs. Unemployment

Employed in |srael

g B g B8
- 8 8 8 8

o

T e AR
50,000 100,000 150,000 200000
Unemployed

Sounce: FCBS Labor Force Surveys
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Stylized Facts

Israeli Unskilled Labor Market

+ Segmented between Palestinians and foreigners

+ Wage gap
1 Formal sector; payroll taxes for Palestinians 16-29%,
compared to 0.67% for foreign workers

2 Low foreign reservation wage (reflecting sending-country
conditions)

3 Mon-binding permit controls on foreign workers

Evidence: Estimated 80,000 legal foreign workers
out of total 150,000

= > Assume an infinite supply of foreign workers

Israeli Unskilled Labor Market

»Wage gap

4 Binding supply controls on Palestinians

Evidence: Large fluctuations in Palestinian
employment in Israel concurrent with stricter
permit requirements/border closures

5 Constrained Palestinian labor supply —» high wages
6 Uncertainty re: closures raises Palestinian labor cost more

7 Although Israeli employers have replaced Palestinians with

foreign workers, there remains Israeli demand for Palestinians
Evidence: Palestinians not completely replaced by
foreigners, despite considerably higher labor cost
and abundant foreign workers

= > Palestinian and foreign workers are imperfect substitutes




Palestinian Labor Market

| B

_ Ly

PP +Lw La* Op

and sector () = P, | for domestic and [sraelt)

For L, subscripts denote worker type (1 = P. F for Palestmian and foreign)

[ Tsiiieli Uriskilled Labor Market




The Model
Palestinian Economy

Competitive market, produces 1 good f(Lpp) using labor
input Lep

() L°=L"+U:

() L% =LlusEn

Normalizing the total labor force (L.5 = 1), solve for ug.:

(1) twp=letly

Palestinian Economy

Competitive firms maximize profits by setting marginal
output to marginal cost:

Mﬂ.x f{ j,;FP} — Woslor — {-fﬁ‘

where C; are fixed costs for non-labor inputs
(price of output f normalized to 1, wgp are real wages) =>

(3) flr(f.-rﬂ} = Wprr

df_.u Wer
8y g2y
{ } ‘ J'J'H'u .F.H

L]




@ To reflect wage gap, assume L, set by Israeli permit
policy below actual Israeli labor demand

@ Constrained labor supply determines high Palestinian
wage wp, => unemployment.

= At the margin, a worker chooses between:
= Palestinian job at wss available with certainty, or

= Israeli job at wy, available with probability < 1
(depending on the unemployment rate)

From Harris and Todaro (1970), workers migrate until
expected eamings are equalized in equilibrium:

(5} Wer = (I = H'P) Woer

= Linear relationship is a stylized assumption, but is supported by
the evidence of a negative correlation between L, , u,




~ Palestinian Employment in israel _‘
vs. Unemployment

200,000

Employed In Israel
8
g

=]

0 50,000 100,000 150,000 200,000 |
Unemployed [

Equilibrium wage condition

= Intuition: workers search for high-paying Israeli jobs but
unemployed while searching.

= In model, 1-u, (the wage gap) captures Palestinian job search
costs, the resource investment in obtaining permits (time, $),
and transportation costs.




Next Step

= Decompose wg, into its wage component wp, el
and risk premium ¢ ($=1)

Equation 5 becomes:

Wep = (I —w)we'g

Israeli Unskilled Economy

Competitive market, produces 1 good g(Lg, L) using 2
types of unskilled labor input, L, and L,

(6} Lru’ = .'?jr: + Jr.l':

Lg assumed to be residual:
{6 Ln=Lo-Lx

9



Israeli Unskilled Economy

Competitive firms maximize profits by setting marginal
output to marginal cost:

Max g[LH,Ln}— Wrr‘ﬁLn}Ln =¥ Wnl.n— Cf

prices normalized s.t. wg, and wg, are real wages =>

og()

OLn

(7)

= g = W' g{1+E,)

ag() -
3 =—L=p,= n
(8) FTR A i

where ép/dly, < 0, y = non-wage costs, C, = fixed costs,

f(-), g(-) continuously differentiable:

fe>0, fop<0 gp>0, g¢>0, Gpp<0, Gp¢ = Grp>0, G <0

Note: Wages w, represent employers’ labor costs

10



Solving the model

Need definitions for:

# elasticity of technical substitution between Palestinian
and foreign labor, o

& constant-output own-price and cross-price elasticities
for LF"I and LFI

Model Predictions

# Equations 1-8 can be solved for comparative statics
results, e.g., dwg/dLg,, dup/dwp,

@ Can estimate the long-term (constant-output) effects
on employment, unemployment, and wages as a
result of policy shocks:

Case 1: A Palestinian mobility to Israeli jobs
(increasel/decrease in Ly)

Case 2: Tax on foreign labor {\;T]

Case 3: A Palestinian payroll tax rates
(domestic or in Israel)




Palestinian Labor Market

Casel Lu>0
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Israeli Unskilled Labor Market
Case 2 : Foreign labor tax

=0
La” Y —

Palestinian Labor Market
Case 3 - Lower payrolltax on we
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Calibrating the Results

& Need to assume functional forms for production
functions fand g:

=
f{er] — j.l‘LH i

Bl )= oo + 1-)Lo?)’

f{Lpp) Non-linear

g(Lg ,Lgy) CES production function, where p = (o-1)/o
andO<a<1

Calibrating the Results

@ Need parameter values
@ Lep, Ley, Up, and w,:  PCBS aggregate survey data
O wg, Le, 1.5, and ;. Israeli estimates
© & unobservable: (i) imemational experience or
(ii) estimate using survey data
© o and p unobservable - need to make educated quess
© Eventually, will use micro-level survey data to estimate the
wage gap (Wpeo/We)
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Some surprising results

1

Increase in Palestinian jobs in Israel (by 15,000)
leads to even more job growth in Palestine (40,800)
through a lower effective reservation wage, and a
large decline in unemployment (from 18% to 10%)

the impact on foreign labor L, is small, suggesting
some rigidity in the model which could be revised

i

Testing Final Status
End-point Assumptions

Case 4: Closed borders (Lp, — 0)

Predictions are counter intuitive — expect domestic
wages Wpp to adjust downward to absorb the influx of
Palestinian workers.

Instead, higher wg, induces more Palestinians to seek
Israeli jobs, exacerbating unemployment.




Palestinian Labor Market Case 4° Closed Borders
La —0
' fsvivimmse]
Ln”J
2 *': W "
=
|
| ‘ i
£ L Lo L'

More extreme: let Ly, = 0

Palestinian Labor Market £y
Case 4: Closed Borders

I La=0 —




Israeli Unskilled Labor Market
Case 4 CI-:)_sed Borders

L —=0
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L Adjustment costs

# |Increase in Israel's foreign labor demand —
long-term wage bill savings for employers

# But adjustment costs during a transitional period

could be significant:
» Lost output while recruiting L,
« Congestion effects, drivingy T

e End-of-service social benefits required of

employers (formal sector only)




Testing Final Status
End-point Assumptions

Case 5: Open borders (perfect labor maobility)

= In theory, free mobility allows wages to adjust fully

to clear the Palestinian labor market

= Results in an increase in total demand for unskilled

labor (L, T)

P:-l.lﬂ.?_-tl]‘llal‘l Labor Market Case 5 Open Borders,

Perfect labor mobility

r

ur=0

I ™ |
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Completing the Analysis — Future Work

@ Sensitivity Analysis
Q: How sensitive are the results to assumed parameter
values?

@ Short-term outcomes

Q: How different are the results when output is
allowed to change by including a scale effect?

# Change underlying assumptions about labor demand
Q: What if permits/border controls are not binding on
Le, and foreign labor supply is constrained (L, is
residual demand)?

Completing the Analysis - Future Work

@ Extending the model

= Decompose Lgp into government and private
employment

= Differential effects on Gaza and West Bank
workers, role of settlements

=Dynamic processes (e.g., demographic pressures,
product markets/consumer demand, Israel
business cycle fluctuations, foreign labor force
growth, capital accumulation).




Policy Implications

# Increasing labor mobility to Israel increases domestic job
creation and reduces unemployment

Labor policy/mobility controls driven by security concemns,

not economic factors, are distortionary
= Altematives: closure-proof permits, negative list

i#

# Foreign labor tax, lower tax on Palestinians both have

positive employment effects
= Is neutral tax policy sufficient payroll, or pro-Palestinian termsp

# Open borders facilitates labor market flexibility, increasing
labor demand through low wages
@ Closed borders exacerbates u, and hurts living standards







Permanent Status Trade Relations
between
the State of Palestine and the State of Israel

Dr. Adel Zagha
February 1999

I Introduction

On the eve of the negotiations on the permanent status regarding the
Palestinian question the importance of a clear vision regarding the relationships
between the State of Palestine and the State of Israel becomes more relevant and
pressing. The discourse in this regard in both sides as well as among both sides in the
academic and policy-making spheres has been ongoing since the Oslo Agreement
under the auspices of the donor community, Almost entirely the Israelis are for a
customs union between Palestine and Israel. Few of them argue for a free trade area or
a hybrid of acustoms union and some elements of a free trade area. Neither the time
nor the concern of this paper allows us to review these views. On the Palestinian side
there is still no consensus either in the academic sphere or in the policy-making one
regarding the type of trade relations between the two entities.

In this paper our concern is to develop principles and guidelines for the
Palestinian position, and to suggest trade arrangements between the two entities that
have to prove flexibility, maximum welfare gains, with minimum deadweight losses,
and the ability to be conducive to future economic growth of the Palestinian entity.
Our aim is to present the different possible scenarios of permanent status trade
relations between Israel and Palestine from a Palestinian perspective. The paper will
discuss the advantages of each of the scenarios that can utilize the potentials of
peaceful and cooperative atmosphere between the two neighbors. Five scenarios will
be presented and discussed thoroughly. These scenarios are:

The Most-Favored Nation Status (MFN) scenario

The Generalized System of Preferences (GSP)'scenario

The fully-fledeed FTA scenario

The fully-fledged CU scenario

The business-as-usual scenario, i.e. a hybrid of a customs union (CU) and
some elements of a free trade area (FTA)

Fa b ba b
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No matter what scenario might be desirable from the Palestinian perspective,
however, there are advantages of cross border cooperation between the two sides. The
advantages of the activities of this kind of cooperation will be highlighted and the
areas for such cooperation will be outlined. These activities will be the backbone of
whatever scenario that might be adopted since they will increase the cost of any
unilateral attempt to dissociate from the agreed-upon arrangements. A conflict
resolution mechanism will be suggested to retain the flexibility and efficient
implementation of the optimal scenario.

The paper is organized as follows. The first section stresses the strategic goals
of the development of the Palestinian economy. The second section analyzes the five
scenarios mentioned above and highlights the advantages and disadvantages of each
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of these scenarios. The third section highlights the cross-border cooperation activities
doomed necessary to utilize the potentials of peaceful and normal relations between
the two independent states. Section four sums up the paper with some policy
recommendations.

1L Strateoic Goals of the Palestinian Econom

Following the Six-Day War in 1967, control of the West Bank and Gaza Strip
(WB and GS) passed on from Jordan and Egypt, respectively, to Israel. Since then, the
economies of the WB and GS have become closely integrated with that of Israel. The
WB and GS trade intensively with Israel, and their labor markets have come to be
intimately linked to that of the latter. At peak times, almost one third of the gainfully
employed residents of the WB and GS have been employed in [srael. They have
accounted for seven percent of total employment in Israel and contributed one quarter
of the GNP of the WB and two fifths of that of the GS.

During the military occupation Israel imposed a customs union on both the
WB and GS together with the following additional elements:

< some factor movement, i.e.
* Palestinian workers were allowed to commute on daily basis forth
and back, and the
* Israeli capital was allowed to invest in the Palestinian territories
mainly in the form of building settlements for Israeli settlers and the
related infrastructure and industries mainly by force and on the expense of
the Palestinians), and

< the Israeli shekel was allowed to be a legal tender together with the
Jordanian dinar and the US dollar.

So in a sense the economy of the WBGS was integrated with the Israeli
economy on the Israeli terms after the normal ties of the Palestinian economy with its
Arab neighbors were cut off.

The Oslo Apreement and the Paris Protocol on Economic Relations between
Israel and the PLO (henceforth the Protocol), signed in Paris on April 29, 1994,
circumscribed the interim period 1994-May 1999. The main provisions of the
Protocol that deserve some notice are:

I. Broadly speaking, the Protocol formalizes the de facto CU between the
WBGS and Israel that existed de facro when the WBGS were under Israeli
control. The existing Israeli tariffs will continue to serve as the common
external tariff (CET). There are quantitative restrictions on the movement
of five agricultural products exported by the WBGS. The quotas must have
been expanded annually until supposedly they were phased out in the end
of 1998.

2. The Protocol allows for a partial opening of the WBGS’s trade with Jordan
and Egypt and with the rest of the world through these two countries.
There are three positive lists (A.1, A. 2, and B) which spell out items that
can be imported from or through Jordan or Egypt.



3. Finally, the Protocol recognizes that Palestinians will continue to seek
employment in [srael. But it does not guarantee them unlimited access to
the Isracli labor market. In fact, the Protocol explicitly gives the
employing side (Israel) the “right to determine from time to time the extent
and conditions of the labor movement into its area”,

So far, the Protocol has failed to deliver on its promises. Few main points

must be stressed in this regard.

(1)

The customs union, trade with Egypt and Jordan, and the labor movement have
not worked smoothly. Repeated border closures have interrupted both the flows
of goods and workers. These interruptions have harmed both sides, but more so
far the WBGS. For one thing, the flow of goods from Israel into the WBGS is
interrupted less than that in the reverse direction. Even the WB-Jordan and GS-
Egypt borders, which are under Israeli control, have been subject to closure.
The trade between the WBGS and these two countries remains to be marginal.

(2) This arrangement can be safely described as cumbersome and costly for the

Palestinian side. The trade with Jordan represents a good example of how

cumbersome and costly the bridge-crossing trade has been. Practically, there is '

100% increase in the prices of the Jordanian products imported to the WBGS
for logistical problems associated with the transport of back-te-back procedure
of these products which is an Israeli security-related issue. The Damiah (Al-
Karameh) Bridge had been built to suit a maximum load of 20-25 tons. The
average load of a truck loaded with cement is 35 tons, which means that bridge
crossing 1s possible only with unloading and reloading of the products on both
sides of the Jordan River. In addition to that, the [sraelis insist on the physical
test of everything more than their dependence on the electronic search.

(3) Moreover, and since the opening of the border-crossing station between Israel

(4)

and Jordan in the north, the Israelis are benefiting from the situation on the
expense of the Palestinians. The Israeli dealers import the Jordanian products
and re-export them to the WB since the market for such goods in Israel is
limited. This has added to the fiscal leakage of import tax revenue and customs
levies. This fiscal leakage is described below in a separate paragraph (see (5)
below).

Furthermore, the Protocol and other peace accords failed to achieve any
independence from the Israeli agencies for which the Palestinian
representative agents of foreign companies have had hoped. Mitsubishi, for
example insists that its [sraeli agents, or even Jordanian are the only authorized
agents for the WBGS. In practical terms, the Palestinian agents are becoming
sub-agents for the Israeli importing agencies.

While the Protocol accepts the principle of revenue sharing of import taxes and

customs levies according to the principle of final consumption, it stipulates that
import documentation should clearly indicate a Palestinian destination in order
for this measure to be valid. The problem is that most Palestinian imports,
including those from or through Jordan, are purchased indirectly from Israeli
traders for various reasons including avoidance of administrative hassles. The
outcome of this arrangement is a substantial fiscal leakage, which is a direct
result of the unfair sharing formula between Israel and the PNA on indirect
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import taxes. Shaban and Jawhari (December 1995) estimated this fiscal
leakage by using data on Palestinian imports in 1992. Accordingly, the
estimated loss ranges between $126 million and $155 million, which accounts
for 6% to 7% of the Palestinian gross domestic product (GDP). Over the
period 1994-1996, the projected loss of foregone import taxes on Palestinian
indirect imports is estimated at anywhere between $166 million and $275
million per annum. In relative terms the magnitude of this loss appropriated by
the Israeli Treasury is greater than the annual aid of the largest international
donor (the USA or the EU), and is likely to exceed the combined aid of the two
largest donors. In Palestinian domestic terms, this loss is also greater than twice
the income taxes collected by the PNA in the WBGS. These estimated do not
take into account the additional loss of import taxes on the Jordanian products
re-exported to the WB by [sraeli traders after the opening of the north border-
crossing station between Israel and Jordan. They attributed the unfairness
implied by the present arrangement to three aspects. These aspects are:

a) The strict rules of origin are not applied to Palestinian imports from Il
Israel in clearing revenues between the PNA and Israel That is, while the | J
majority af Palestinian imports from Israel are of non-Israeli origin, the '
revenue on such imports does not accrue to the PNA, but rather to the
Israeli Treasury.

b} Revenue clearance with Israel for imports is based on actual invoices f‘
(the micro-approach) whereby a limited percentage of actual invoices is |
presented to the Palestinian authorities, rather than on total import flows
(the macro-approach).

¢) There is no compensation for the price-raising effect of the Israeli trade \
regime on Palestinian consumer goods. |

Taking these observations into account, and the specific characteristics of the
Palestinian economy, i.e. its small size, poor resource-base, extreme external
dependence, limited internal potential of job creation, and the declining prospects for
the export of labor services to the Arab Gulf countries and to Israel as well, it is of
extreme importance to clearly define the strategic goals of the Palestinian
development efforts. These goals are of extreme importance as well to guide the
Palestinians in their selection of any trade arrangement with Israel for the permanent
status solution. Unfortunately, the Palestinians did not formally formulate such goals.
Nevertheless, we can include the following as necessary strategic development goals
and we do not believe that there is a controversy among the Palestinians about these:

].

# To put an end to the inequitable one-sided
dependence of the Palestinian economy on the |
Israeli economy. Instead, the Palestinians opt for |
mutual and equal interdependence between two
independent states into this form of
interdependence in a way that is conducive to the
Palestinian interests and from the platform of
independent will and not from the platform of

coercion by a unilateral decision whatsoever.




# To retain the Arab dimension of the
Palestinian economy, not only from the national |
perspective that is necessary for the development
of the Palestinian state, but also from the
perspective of mutual interests of the Arab peoples
on the basis of economic efficiency, since such
dimension will enable the Palestinians to achieve
economies of scale and thereby reduce the cost of
preduction and enhance their comparative
advantage be it natural or acquired.

* To utilize the optimal trade arrangement that
can enable the Palestinians to make-their trade
relations with the Arab world in particular and the
rest of the werld in general an-engine for the |
growth of their economy, a necessary though
insufficient condition for their economic and social
development.

# To reduce the vulnerability of the Palestinian
economy to the intemational and regional I
fluctuations to the minimum. This necessitates the
shift of the orientation of the economy from the |
export of labor services to Israel and the Arab Gulf
states towards the export of merchandise and non-
labor services, and to enhance the mmparativel.'
advantage of the Palestinian products and services/|
in order to occupy a reliable niche in the worid|
export markets.

The attainment of these goals is neither an easy task nor it is a short-run process.
The search for new methods, the review of policies, the flexibility to adapt to the
changing international and regional environment with the least losses are all necessary
elements in the overall development strategy. There is a lot of learning involved here
to gain the necessary experience to how enter and penetrate world and regional
markets, and to be responsive to the technological change. Moreover, the Palestinians
will still have to rebuild their physical, legal and institutional infrastructures and
upgrade them to standards that are conducive to the success they desire to achieve.

So what are the trade scenarios that are possible? Which scenario is more
conducive to these goals? The next section deals with these and other related issues.

1. Possible Trade Arrangements between the State of Palestine and the State of
Israel

The issue of possible trade arrangements for the Palestinians and the Israelis has been
tackled by many Palestinian, Israeli and other economists. [t is not the place here to
mention all these contributions to this discussion. We begin this discussion by the
scenario of the Most Favored Nation Status.




(1) The Most Favored Nation Status Scenario (MFN)

When a country confers the MFN status upon another country it does this by agreeing
not to charge tariffs on that country’s goods that are any higher than those it imposes
on the goods of any other country. This is the least that Palestine and I[srael can agree
upon to arrange the flow of goods between them. Tariff rates that apply in this case
are usually called Column | General Rates of Duty. Countries that are not granted the
MFN status would be subject to Column 2 Rates of Duty which are substantially
higher than MFN rates. The advantages of this scenario are that:

(a) Each country would be free to set its own tariffs against the rest of the
world (ROW). It is a nondiscriminatory arrangement. Israel would
treat Palestine on the basis it treats the ROW with which it has no
FTA. Palestine would do the same thing regarding its relations with
Israel.

(b) [t offers each country to gain extra revenues from the tariffs imposed
on the goods from the other side.

(c) There will be no need for a revenue sharing mechanism or a conflict
resolution mechanism.

(d) For some producers of both sides this arrangement would produce
some protection from the rivalry products of the other side.

(e)  Moreover, goods that used to be imported through Israel to the WBGS
from the EU or the USA would have to be imported directly by the
Palestinians in order to enjoy the FTA agreements between the PNA
and these regions. This might be desirable by the Palestinians to
ascertain the sovereignty of their State although sovereignty can be \/
better achieved through other mechanisms without the costs that are
associated with this scenario.

This scenario, however, would mean a retreat from the business-as-usual scenario
that already exists between them. The disadvantages of this scenario include the
following:

(a) It entails higher than zero-tariffs on the Israeli as well as the
Palestinian goods. The transition from the status quo to this
arrangement represents a movement towards a lower, sub-optimal |/
arrangement. The efficiency of both economies with such scenario
would be lower than before because the costs of imported raw

. materials or intermediate goods would be higher for both sides. On
% 1p2© both sides, pressure groups will not accept such a transition. Most
probably smuggling activities will increase between both sides. The
loss of tariff revenue in this case will be higher for the Palestinian side
than for the Israelis.

(b)  Such an arrangement is associated with higher welfare costs for the _
consumers of both sides, because of higher prices due to the tariff and /
other customs levied on the goods that flow from one side to the other.
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(c)  The deadweight loss of such an-arrangement would be very high
provided that tariff revenue is low enough to be able to offset the
difference between the consumer costs and the producer surplus gain.

Although the final conclusion about this scenario is not based on a rigorous
empirical test, we would not imagine that the final result of the MFN status scenario is
a positive one. When compared to a free trade arrangement between both sides this
scenario is sub-optimal. The MFN scenario must be ruled out from the possible
scenarios. However, a rigorous empirical test must be applied to see the validity of

this conclusion. To this end a technical study must be commissioned as soon as

possible.

(2) _The Generalized System of Preferences (GSP) Scenario

A system where countries (usually industrialized) charge preferential lower tariff rates
on goods from certain countries (usually developing) is called the generalized system
of preferences. The tariff rates applied in this case are called Column [ Special Rates
af Duty. Special rates of duty could be offered to countries with which a FTA
arrangement has been signed. In this case the special rates of duty are zero.
Otherwise, the rates are higher than zero but lower than Column | General Rates of
Duty. This system can be used partially and be applied to certain goods when certain
industries are of mutual interests to both sides. The advantages of this scenario are
not different from the MFN scenario. More than the MFN scenario, however, a GSP
scenario can make the transition from the status quo to a scenario of MFN for certain
industries in both countries smoother and less painful. Many industries will try to
achieve a certain degree of vertical integration and exercise pressures through
industrial lobbies to qualify for lower tariffs and benefit from the GSP. This will, of
course, increase the dependence of the Palestinian economy on the Israeli economy.

[n sum, although the GSP scenario is an improvement over the MFN status
scenario, it is still a sub-optimal arrangement that is associated with the
disadvantages of the MFN scenario qualitatively. In quantity terms, the deadweight
loss of such an arrangement is likely to be less than that of the MFN scenario. In the
case that a MFN scenario was desirable by either side some sort of GSP rates must

be applied to reduce the cosis of transition from the status quo to a less free trade
situation.

(3) The Fully-fledged FTA scenario
A fully-fledged FTA arrangement is usually the first step taken on the path of
economic integration. According to this scenario internal trade barriers between
Palestine and Israel are abolished, but each side retains the right to set its own tariffs,
quotas and apply the standards it may find necessary with non-member countries.

[t should be noticed here that the Greater Arab FRA (GAFTA) was announced in
March 1997 reflecting a revival of interest in economic integration at the regional
level among the Arab countries. This agreement is an activation of an old one that was
signed in 1981 along the lines of measures already agreed upon, and according to a
specific timetable. Implementation was to start on 1 January 1998 and is supposed to
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be completed in 10 years. Palestine, being a member of the League of Arab States, is
committed to GAFTA. The agreement includes also the establishment of an
institutional  framework responsible for monitoring and supervising the
implementation. Whether this agreement will work or not is an empirical issue and yet
to be seen. By its nature, the GAFTA does not put a restrain on the Palestinians to be
involved in agreements that would stipulate the establishment of any trade

arrangement between the State of Palestine and any other non-GAFTA-member. i

Whether under the fully-fledged FTA or CU scenario, there are three kinds of
effects that must be mentioned. These are:

(1)Static_effects: These are effects that take place because of the reallocation
of resources amongst members of the block that the more efficient producer, i.e.
the country with a comparative advantage, develops at the expense of the less
efficient members within the block and of the ROW. These effects are static
because they accrue once the block is formed. Afterwards they cease to exist. The
static effects are captured in two concepts that are trade creation and trade
diversion.

(2)Dynamic _effects: These are permanent effects that result from the
expansion of resources or from the increase in the productivity of existing
resources via the expansion of trade. They refer to the relationship between trade
and economic growth. Freer trade emhances competition, technology transfer,
larger pool of savings, larger markets and the related economies of scale, larger
capital stock ...etc. and, therefore, will lead to increase in the rates of economic
growth of the trading partners.

(3)Terms of trade with the ROW effects in the case of large trade blocks
since such blocks can influence the prices of experts and/or imports. Such effects
can be ignored under any trade arrangement for Israel and Palestine because of
their relative small size with respect to the ROW.

(4) Political gains: These are increases in the well-being that accrue to the
members of the trading arrangement because expanded trade and economic

interdependency may increase the likelihood of reduced regional hostility among
the member of the FTA or the CU.

Regardless of these mostly positive effects it must be emphasized on the outset
that there are no guarantees that a country will be more efficient just because it
became to be a member of a FTA or a CU. Robson (1993: 4) stresses this fact:

“Membership of an economic block cannot of itself guarantee a
satisfactory economic performance to a member state, or lo the
group as a whole, or even a better performance than in the past,
whatever the criteria employed. The static gains from integration,
although they may be significant, can be — and ofien are — swamped
by the influence of factors of domestic or international origin that
have nothing to do with integration. Moreover, many of the more
fundamental factors influencing a country’s economic performance
are dynamic and these are unlikely to be affected by integration
except in the long run... Nevertheless, although integration is no



panacea for all economic ills, nor even indispensable to success,
there are convincing reasons ... for supposing that significant
economic benefits may be derived from well-conceived and well-
implemented arrangements for economic implementation.”

. The static effects as mentioned above referred to the effects of trade ereation
and trade diversion. The former pertains to diverting the demand on a certain good
by a local source with a high cost of production to another, more efficient source,
from within the CU or the FTA. Interms of this effect, both FTA and CU perform
equally well and there is no ambiguity that the trade creation of either a ClJ or FTA
will be positive for each partner. The questions that must be of interest to the
Palestinians (and that may be of equal importance to the Israelis) here are:

1- Will the trade creation effect be such that Palestine will end up importing
more from Israel than the other way around? There is no analysis until
today that deals with this question.

2- What is the nature of the goods that will increase the trade deficit of
Palestine with [srael? Are they for final consumption or are they
intermediate goods that are going to be used for further processing?

There is no doubt that the welfare effects that result from the trade creation will
be symmetrical. But it matters a lot for the Palestinians if the trade creation effect will
mean higher imports from or through Israel. For it means for them one thing: more
dependence on Israel. Whether this is politically and socially desirable is subject to
dispute. We think that such the Palestinians will have an interest to reduce this
dependency to the minimum possible especially in terms of consumer goods that have
substitutes from Arab or Islamic countries as long as cost differentials are not back
washed by transportation costs.

Furthermore, in case of increased imports, Palestinian consumers will be better
- off but Palestinian producers will be worse off. If there is no mechanism to
redistribute the accrued benefits in a more equitable form, the FTA or the CU will
distort the given income distribution. These questions must be addressed before any
arrangement 1s signed. Unfortunately, neither time nor resources allow us to deal with
this issue. Again it is recommended that a technical study be conducted as soon as
possible to deal with these issues.

Trade diversion effect, on the other hand, pertains to diversion of demand on a
certain good from an external source with a low production cost to a less efficient
source from within the CU or the FTA, In contrast to trade creation, trade diversion
leads to aloss in welfare. This loss can, for a certain CU or FTA member country, be
greater than the benefits that accrue from trade creation. Therefore, the overall
balance of the CU or the FTA is an ambiguous one. However, the magnitude of trade
diversion would prove to be less under a FTA arrangement, with the condition that
the external tariff levied by the Palestinians is less than that of the CET of the CU, ie.
less than the [sraeli tariff rate. Stll, there is moaiitomatic guarantee that the overail
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balance of the trade creation effect and the trade diversion effect will be positive.

There 1s sull, however, a conceptual problem that is not addressed yet in any
study in the Palestinian — Israeli context. There is already a de facto hybrid of a CU
and some elements of a FTA berween Israel and Palestine . Going from this status quo
to a fully-fledged FTA will be associated mth\_h welfare losses most probably for the
Israeli side. The [sraeli cumbersome procedures to deal with the Palestinian imports
of the goods in Lists Al, A2 and B are most probably a manifestation of the Israeli
concern about these losses. The source of these losses will be in the form of some
trade creation from Israeli originating higher costs goods to lower costs goods from |
Arab or [slamic countries. The magnitude of the loss associated with this trade
creation is hard to be estimated at this stage and will vary directly with the cost
differentials, the volume of trade affected by this trade creation for each good, and the
number of goods that are affected by it. For the Palestinians, there might be an
improvement in welfare. In the long run, the fully-fledged FTA might prove to be
more conducive fo the strategic goals of the Palestinians, provided that these are
defined as mentioned above.

Such a scenario will enable the Palestinians to pursue a trade policy that is
more independent from the Israeli CET and standards. Furthermore, it will enable
them to provide some tariff protection for some of their industries and products.
Provided that imported goods from other sources, whether for final consumption or
for further processing, are cheaper than those imported from or through Israel the
surplus of the Palestinian consumers will increase, the surplus of some Palestinian
producers will decrease, and the government revenue from tariffs might increase, The
welfare of the Palestinians will increase. The conclusion that the government revenue
from tariffs will increase is different from the theoretical inference. The explanation
of this conclusion relies on three reasons. These are:

1) Cower tariff rates will reduce the revenue loss due the well-known
problem of under-invoicing. One can safely argue that lower tariff rates
will induce more compliance on the part of importers,

2) The overall volume of trade through or from non-Israeli sources will
increase and, therefore, the rotal revenue collected from tariffs will be
greater. The revenue collected per each item imported might be lower than
before due to the decline in the rates but the volume of trade will grow
enough to offset the negative effect on revenue per each item.

3) The loss in revenue resulted from the use of the unified voucher'approach
will be reduced to a minimum because the trade created with low-cost
trade partners instead of the high-cost de facto trade partner, i.e. Israel, will
be larger in size than the remaining inter-trade between Palestine and
[srael. The degree to which the fiscal leak can be reduced in this way will
depend, of course, on the level of trade with new partners in proportion to
that with [srael.

However, the move towards this scenario will be associated with administrative
difficulties. Customs stations must be erected and financial sources must be allocated
to finance the administrative procedures necessary for these stations. In the WB this
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problem is more critical because of the geographical nature of the borders between
[srael and Palestine. But in the WB and GS there will be a huge black market activity
and smuggling. The impacts of these activities are difficult to be estimated.

Furthermore, the rules of origin from the Israeli side most probably will be /' |/
more restrictive and cumbersome and the negotiations associated with these rules
will not be easy. The Palestinians must be aware of the fact that Israeli merchants will
tend to smuggle an increasing number of Jordanian products in the markets of the WB
and probably in the GS. Such activities will be associated with high costs for the
Palestinian products, thus, endangering their comparative advantage and, therefore,
will aggravate an already existing unemployment problem for the Palestinians.

So, in general, the fully-fledged FTA scenario though might be conducive to
the strategic goals of the development of Palestine, it might prove to be an expensive
alternative which the economy cannot afford in the long run. We have also to
remember that to protect local industries, there are more efficient mechanisms than
tariff protection such as production subsidies, of which the deadweight losses are .
smaller. Therefore, we must turn to the next scenario, i.e. the fully-fledged CU
scenario.

(4) The Fully-fledged CU Scenario

In principle, the fully-fledged CU scenario is not different from the fully-fledged
FTA scenario in terms of the welfare analysis discussed above. Nor it is different in
terms of the dynamic and other effects of the fully-fledged FTA scenario. However,
the Palestinians, under the CU scenario will have no virtual control over the CET,
and less fiscal discretion, and will have to follow the Israeli standards, which are
thought for a more developed economy. On the negative side also, the fiscal leak due
to the system of revenue sharing between both sides is another serious problem that
could not be ignored in the final status negotiations between them. All these problems
will have serious repercussions upon the fiscal stance of the state of Palestine. And
above all, the Palestinians will not be able to achieve their strategic goals of
development. Therefore, the Palestinians will have to look for either ways to correct .
for these problems or to drop the fully-fledged CU scenario.

But, on the positive side, the fully-fledged CU scenario is not associated with
problems of customs stations erection and administration, smuggling activities, or
restrictive rules of origin from the Israeli side.

All in all, the Palestinians would like to have more flexibility than what the
fully-fledged CU scenario provided them with. That was the logic behind the Al, A2
and B lists stipulated for in the Paris Protocol. Therefore, it would still be wise to
think of a hybrid of a CU and some elements of a FTA but with some mechanisms
that correct for whatever shortfalls that have been so far identified as problematic
to the Palestinians on the basis of the business-as-usual scenario to which we turn
now.
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(3) The Business-as-usual Scenario

The business-as-usual scenario is the CU and some elements of a FTA that has been
stipulated for in the Paris Protocol. Although the experience of the Palestinians with
the Israeli implementation of the Paris Protocol is not encouraging, it is not the more
or less CU stipulated for by the Protocol per se is responsible for the poor results. It is
rather the Israeli policies and practices on the ground which are the sources for
failure. These policies were discussed above and must be brought to an end in order to
utilize the potential of the CU scenario or any possible arrangement with potential.
The problems and disadvantages of this scenario have been discussed above.

< Is this scenario at all subject to correction?

< What can be done to correct for the shortfalls of the business-as-usual
scenario?

< How can the Palestinians make sure that a new agreement will not be
subject to control by the Israeli side and be hostage to policies and
practices that are anti-developmental from their perspective?

< What institutional arrangements are necessary o creafe the factors
responsible for success of any upcoming arrangement?

The above discussion of the different scenarios indicates that the business-as-
usual scenario is still superior to any other alternative. Contrary to the public
perception, it is not this scenario that is responsible for the misery of the Palestinians.
Rather it 1s the incomplete implementation of its clauses, and the equity problematic
of the existing revenue sharing formula stipulated for in the Protocol.

By incomplete implementation, it is meant that the Israeli policies and
practices, which have been discussed above, have nullified the scenario.
Implementation of agreements must be complete to materialize its potentials. The
move to achieve the goals of a developing economy must be enhanced by increasing
the choices of this economy. Therefore,

¥ on the supply side the lists of the Protocol must be widened upon demand
by the Palestinians to include more items on which the Palestinians can
apply lower rates than the CET, and

v on the demand side the Palestinian importers must utilize these lists to the
maximum. This aim requires that the procedures to import items included in
the lists must be simple, low-priced, and short in time. Politically, the
Palestinians should be severeign enough to control their border-crossing
trade.

The equity problematic of revenue sharing can be solved through a well-
known formula that has been successfully experimented elsewhere. The South
African Customs Union (SACU) agreement includes the establishment of a pool into
which all of the union’s revenues from customs (on imports), excises and surcharges
(on imports as well as local products on which such charges are imposed) are
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deposited. The pool is managed by the Reserve Bank of the Republic of South Africa,
which is an institution that enjoys a certain degree of autonomy (Kanafani: 1996, 52-
55). The share of each of the four poor countries (Botswana, Lesotho, Namibia and
Swaziland) is determined according to the following formula;

S=[m+d)y)M+D)]xPx1.42

where

S = the share of one of the four union members, say Botswana;

m = Botswana's imports from all sources, including from the other union countries:

d = Botswana's consumption of locally produced goods subject to excises and
surcharges;

M = total imports of the union;

D = union’s consumption of locally produced goods subject to excises and
surcharges; and

P = total revenues in the common pool.

Dividing the share S from the total revenues of the pool by (m + d) we can convert it
to the rate of revenue from the pool. r:
r=[P/(M+D)]x 142

The factor 1.42 is known as the multiplier, and it means that the share of each of the
four countries is increased by 42%. This, however, is not the only source of
compensation. There are other features of the system of SACU that deserve attention.
These are: a) stabilizing formula, and b) pavment procedures. The member countries
agreed n 1977 to implement a stabilizing formula that would prevent sharp
fluctuations in the shares that the four poor countries get from the pool. This formula
is based on estimating the rate of revenue from the pool, i.e. P/(M + D), is 14%. Thus,
the average revenue that Botswana gets, for instance, about 20% (= 14% x 1.42). The
stabilization formula requires that the average revenue should be kept within
minimum and maximum margins of 17% and 23%, respectively. This implies that the
actual value of the multiplier could now be different from 1.42.

For the matter of payment procedures, arrangements for advance payment were
agreed upon in 1981. The rationale for this arrangement is based upon the fact that

calculations on the basis of the above formula require a lot of time be invested in the

collection of all necessary statistical data. The agreement stipulates that the annual
share of each payment from the pool be divided into three installments. The first is to
be paid during the same year and is equal to the share that country obtained before
two years. The second part would be paid (or retrieved) after two years on the basis of
available statistics. The following year, a final settlement of accounts takes place.

The elements of compensation in the revenue-sharing formula are very important and
deserve some further attention. These elements are: a) compensation resulting from
the inclusion of locally produced goods on which excises and surcharges are paid, b)
compensation resulting from the inclusion of imports from the other union member
countries in the sharing formula, and ¢) compensation connected to the multiplier.



a) Inclusion of locally produced goods on which excises and surcharges are paid in
the pool and the local consumption of these goods into calculations prevent an
important fiscal leakage. This formula ensures that these excises and taxes are
transferred to the country in which the goods are consumed and not to the
countries in which the production takes place. For example, excises on cigarettes
that are produced in South Africa and consumed in Botswana are transferred to
Botswana.

b) Inclusion of imports from the other union countries in the sharing formula
compensates for three forms of losses inflicted upon the economy of, say,
Botswana. These losses may include one or all of the following:

1) Loss from rising prices as a result of trade diversion from cheaper sources of
import _to more expensive ones in South Africa because of customs protection.
Notice that the more Botswana imports from South Africa’s local products, the
greater “m”, but without much effect on the revenues of the pool.

2) Loss arising from re-exporting goods that were originally imported to South
Africa_where the customs tariff is paid. Taking this re-exporting into
consideration would certainly increase “m”. In addition, the customs tariff .
paid on it (upon import from the rest of the world to South Africa) increases
the revenues of the pool.

3) Finally, the loss arising from the exportation by South Africa to Botswana of
local _products containing imported inputs that were cleared through the

customs of South Africa.

¢) The multiplier means in practice an increase by 42% in the share of each of the
four countries (after taking into account the customs, excises and surcharges borne
by each of their nationals on the goods and services that they consume, and after
considering the forms of compensation mentioned above). The purpose of the
multiplier 1s to compensate the concerned countries for three forms of losses that
arise from their joining the customs union with the Republic of South Africa.
These losses are:

1) The effect of polarization due to the trade integration between two economies *
with wvarying degrees of development which could lead to the concentration of |

resources and centralization of growth in the more developed economy of the | - .
two. Consequently, some reallocation of resources is necessary for equitable =
growth,

1) The loss arising from giving up fiscal discretion on the part of the weaker
economy. Take, for example, the aspects that have to do with infant industries.
South Africa agreed on a protectionist non-reciprocal clause with respect to W
infant industries in the four countries, whereby these countries can impose an
additional tariff (for eight years) on imports from South Africa which compete
with the products of their own budding industries. [t became clear in some
cases that the imposition of such tariffs is impracticable because of their high
social costs. Hence, the increase in the revenues is to allow for the provision

of direct subsidy to these industries as a substitute for providing them with
customs protection.

3) Finally, the multiplier aims at giving additional compensation for the effect
deflecting trade in favor of South African products. Notice that the existence
of a CET forces the four countries to buy products from South Africa that are

14



more expensive than similar products from the rest of the world (exclusive of
tariffs). Although part of this loss is compensated for by increasing “m”, the
revenues of the pool itself do not increase. If these countries should choose to
import from the rest of the world, then both “m™ and the pool’s revenues “P”
would increase. Consequently, the increase in the share of revenue represents
a recovery of those amounts that consumers pay in the four concerned
countries as subsidies to the industries of the rich partner country.

The SACU Agreement has attracted a considerable amount of academic interest
especially to answer the questions on whether a multiplier of 1.42 represents a fair
level of compensation to the weaker side for the negative effects of the CU with
the dominant party, and second whether it is possible for the four countries to
obtain the same revenues in the case they were to withdraw from the CU and
impose their _own customs tariffs. There are no clear-cut answers. Nobody knows
where rtlus magic 42% came from. In any case, all studies, whether radical or
cnnservauv& take the revenue-sharing formula of SACU seriously and consider it
adequate for the compensation purposes, regardless of how equitable it is.

Therefore, we recommend that the business-as-usual scenario to be corrected on
institutional, equity and more freedom grounds. This means a three-polar correcting
mechanism:

(I)To widen and add to the lists of the Paris Protocol based on a mutual
understanding of the Palestinian economic needs.

(2)To use the SACU arrangement of revenue-sharing formula for its equitable
role.

(3)To create and institutionalize a supra-national agency of the governors of the
central banks and their assistants in both independent countries fo set a
“conflict- resolution mechanism that is conducive to the mutual interests of both
sides. This agency might become a corner building block towards establishing a
joint economic cooperation council between the two states in the future.

V. Summary and Conclusions:

Israel should have a vested interest in the growth of the Palestinian economy which
will have positive effects on the growth of the Israeli economy itself and will enhance
the competitive advantage of both economies, What Israel will have to contribute
towards the stimulation of the Palestinian economy is not only based on altruistic
motives, but rather it should be more driven by the fact that the utility and welfare
functions of Israel is mutually dependent on the utility and welfare functions of the
Palestinian economy.

The correction of the business-as-usual scenario will save both sides the social costs
of disintegration to a lower level of trade arrangement and, therefore, is based on
economic calculus of benefit-cost analysis. This correction entails fewer costs and can
be conducive to the development needs of the Palestinian economy. These corrections
by their nature are not minimal remedies of the status quo, The failures of the Paris
Protocol were not caused by the Protocol per se. Rather, these failures are due to the

I“.
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continuous [sraeli formal political mentality of a superior occupier full of one-sided
vision that peace could be attained by a policy of coercion and hegemony. What the
Paris Protocol needs in addition to the corrections suggested is a mentality of
partnership and the recognition of both sides interests.

For the Palestinians, it must be asserted that there are always more efficient means to
protect infant industries and to provide the necessary elements for the development of
their economy. Trade protection i1s socially a high-cost alternative. Production
subsidies for these industries can be provided for in the revenue-sharing formula
described above. Freedom in the choice of the trade policy does not necessarily mean
that disintegration from the Israeli economy would move us to a higher welfare
position. What is rather needed is to make sure that the character of trade integration,
and later the economic integration, is based on more equitable grounds that are
conducive to what we really want to achieve.
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Prepared by

Naser A. Tahboud

Inrroduction:

Our believe and faith in the importance of the political and economic
independent, cooperation and coordination between the state of Israel and
ihe State of Palesting, we reaffirm the position in this paper.

As result of the determination to move the peace process forward and the .
existence of good faith between the parties involved. We based our paper
on the reality of the full sovercign Palestinian State, besides the State of
Israel practueng its full sovereign and economic polices through clear
borders and ¢ross points.

Accordingly, we reiterate in this paper our political and economic
decision, which takes into account the gains from the use of the Israehs
labor market, exportation to Israel and the use of the Israel economic
(acilities Taking into account the potential economic losses resulting
lrom tendering with the Israeli currency and importing goods and services
from [sraels.

There 1s an argent need to implement the concepts of the mast favarghle
nation and the preferential treatment for flow of goods and services

between the two countries for the sake of regulating, orgamuzing and .
determining the ecomormc and commercial relations between both
cunniries.

The back bone of such arrangements should be based on the freedom of
repulating economic and trade polices and singing Trade Agreements
between two separate independent states with an ultimate desire to
coordinale some of the trade polices for the benefit of both economies
without prejudicing the peculiar features of both entities.

This paper, indeed, does mot ignore the volume of trade transactions
among both entities relating to the flow of goods and services according
to the market needs.



It is crystal clear that the aim of this paper is to present 2 final Palestiniag
independent vision relating to the future economic relation with Israel
based on the full and complete Palestinian economic sovereignty in the
field of fiscal and monetary Policies.

Lrinciples and basis of the Palestinian position:

! The full implementation of the United Nations Decisions regarding the
Palestinian issue, and the right of self determination of the Palestimian
pecple, with special emphasis on resolution 242, 338 181

2- Recogmizing the peculiarity of the Palestinian economy, and the
cconomic growth in comparison with the Israeli economy, in addirion
to the damages caused as result of the Israeli domination to. the
Palestinian market.

3-Reaffirming the significance of fiseal and economic coordination
between both governments and its implementation on the ground.

4- Guarantecing the free flow of mndividuals and goods.

5-To insure the preferential treatment of goods and services between
both countries,

©- The need to protect infant industries,

7- Encouraging foreign investments in Palestine either through Arab

Investors, overseas or joint projects.

b= The need to insure the rights of individuals, establishments and
govemments by establishing a sufficient watch dog on the government
level to 1ssuer the implementation of the agreed arrangements.

U-Stressing the need for concrete measwres to issuer the full
implementation of the agreements signed between both parties.



It 1s crystal clear that the aim of this paper 1s o present 2 final Palestinjag
independent vision relating to the future economic relation with Israel
based on the full and complete Palestinian economic sovereignty in the
field of fiscal and monetary Policies.

Lrinciples and basis of the Palestinian position’

- The full implementation of the United Nations Decisions regarding the
Palestinian issue, and the right of self determination of the Palestinian
people, wath special emphasis on resolution 242, 338 181

2- Recogmzing the peculianty of the Palestinian economy, and the
econoinic growth in comparison with the Israeli economy, in addirion
to the damages caused as result of the Israeli domination to the
Palestimian marker.

3-Reaffirming the significance of fiseal and economic coordination
between both governments and its implementation on the ground,

-

4- Guarantecing the free flow of individuals and goods.

5-To 1nsure the preferential treatment of goods and services between
both countries

6- The need to protect infant industries.

7-Encowraging foreign investments in Palestine either through Arab
investors, overseas or joint projects.

8- The need to insure the rights of individuals, establishments and
govemments by establishing a sufficient watch dog on the government
level to 1ssuer the implementation of the agreed arrangements.

U-Stressing the need for concrete measures to issuer the full
implementation of the agreements signed between both parties.
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Il*Regulat'mg, explaining and specifymg the future of ecopomic

'.:Z-The independence of the Palestnian economy as an integrated part

LHug

0. To issuer free flow of goods and services between the West Bank
and Gaza

|1- [ndependence in regulating the Customs, tax rates and tax pelices.
12 The commitment to participate inthe wWorld Trade Organization,

the World Customs Organization, International conventions and trade
agreements between different countries.

Nox 1

relations between Palestine and Israel based in 2 long-term strategy.

and to guarantee such independence based on the complete freedom
in determining 1ts overseas relations.

Fiscal arrangements

The (iscal arrangements are highly dependable on the nature of economic
relation. which we believe should be based on the two state solution with
an obvious priority 10 economic reciprocity which is also connected with
the political solution, according to the following:

- Indirect Taxes:

'he existence of an independent Palestinian State, indeed, means the
existence of borders. This requires a mode of control over the flow of
aoods and individuals, this process is manifested in the Customs Stations
which will handle the importation and exportation process.
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To recognize the clearance system for government revenue collections
(VAT, purchase tax, other...).

Tn this regard, it is important to pin point four possible methods for goods
entering the Palestinian market:

Method one:

In this alternative, _the subject matter goods are imported from
out _side the Palestinian and Israeli bhorders_directly via_a

Palestinian passage.

In this case, goods should be treated according to the Palestinian trade
polices and should be regulated independently, with full Palestinian
control in compliance with the international trade regulations and / or
agreements.

Method two:

In_this option. the goods are imported to the Palestinian market
through the Israeli crossing points:

We can illustrate it in one of the following alternatives, which is self-
explanatory

Options_one: Clearance of goods to be done in Israe] by Palestinian
custom officials.

In this regard the Palestinian custom officials will control the process of
clearance, checking documents and evaluation procedures to be done
inside the Israeli trade facilities designed particularly for the use of the
Palestiman goods.

It should be noted that the overall process would be subject to the
Palestinian regulations and the applied trade policy.

Option two:

To transfer the goods to Palestine by Transit form the port and / or airport
to the Palestinian custom point according to the following:



1° To allow Palestinian custom brokers and / or Palestinian Merchant to
be present at the crossing point.

7. The control over carmriage and shipment will be within the
administration of the Palestinian Authority.

3 To issuer the free, unhampered flow of goods to the Palestinian market
without being smuggled to the Israeh market

Option Three:
Palestinian Bonded warehouses in Israel.

According to this option a special storage yard should be established
incide the Israeli passages and / or custom point for storage of goods
directed to the Palestinian territories.

This should be done according to the following stipulations:

1 The warehouses should be under the exclusive and sole authority of
the Palestiman Customs.

2. The customs clearing process should be conducted and regulated by

the Palestinian Customs authority.

3. The entry of such goods to the port and/ or warehouses would be done
in smooth, easy and clear procedures.

Method Three:

Direct import from the Israeli Market.

The norm in this process of importation is to import from a state t0 state
according to clear procedures through the customs border points between
both sides.

The aforementioned should be done through a special unified invoice or
Custom Declaration to be agreed upon between both governments.

The document should comprise the followings:

AL OCT. 19997 15 14 'ESTI LAMDAL 372 3 £4171iel . on94g Lnu3
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1. Onigin of goods (the goods should be only Palestinian or Israeli)
2. The quantity of goods.

3. Classification the goods according to the H.S system

4. The value purchase tax.

o In this regard a formal to guarantee the collecting of all fees and
purchase tax should be established.
Method Four:

Re-exportation of imported goods from Israel to the Palestinian
market.

The implementation of the governmental and market policies according
to the rules of Origin top be agreed between the parties in due tune.
Insuring the refund of all dues by using the unified invoice which shall
include the following:

1- All fees paid

2- Tax paid including VAT
3- Purchase tax

4- Customs

e The role of Customs Stations:

Goods moving from Israel to Palestine need to pass via certain custom
stations. This indeed requires the creation of Palestinian Custom stations
under the Palestinian mandate, rules and regulations. Together with
Israeli stations admimstrated by Israel

The role of the Custom stations is the followings:

1- To Specify The Ongin Of The Goods

2- To Approve The Value

3-To approve that all licenses required have been meet together with
specification of goods.
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4- To implement the market and trade policy

5- Classification of Goods.
6-To adopt the H.S system and authentication of documents as one state

dealing with an equal partner.

7- QOther related activities.

o The government to governiment Transaction:

An argent need to coordinate the Trade polices between both parties,
requires the existence of common trade transaction which interconnected.
Such transaction may be represented by the govermment purchasing
water, electricity, telecommunications, and other socioeconomic goods
like, education, health, and environment.

These will be dealt according to the following principles:
1- Preferential treatment.
2- A DOP Declaration of Principles should be drafted which will insure

continuance coordination, cooperation and the implementation.

3-Not to impede the implementation of joint economic projects in both
sides, and between both parties and overseas governments.

BOX 2

LU

The solution should be based on

1- Two independent States.

2- Effective Customs Stations and effective procedures.

3- Independent customs and Trade polices for each side with distinct
procedures by developing a special unified invoice and/ or amend the
unified invoice and / or to use a common Custom Declaration,

' 4- An agreement to use the trade facilities for each side, and the

! implementation of such arrangements

| 3- The use of the rules of Origin,
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o Monetary arrangements:

A sound economic trade policy can notbe implemented on the ground
without a clear effective monetary policy.

Lots of bad effects occurred as result of using three legal tenders in
Palestine (the Israeli NS, the J ordanian deniar, and the US dollars)

Most of the transactions were made n the Israeli NS this resulted is many
bad impacts on the Palestinian economy:

1. The lack of clear economic monetary pollicies.

9. The increase of the deficit in the Palestimian Trade balance.

1- Losses of revenues resulting from revaluation in US Dollars.
4- Losses of revenues resulting from adopting the open market policy.

Above all, this resulted in what 18 called the Seigniorage effect, which has
its impact on the trade balance.

Indeed this is manifested in times of devaluation of the NS which will
cause a reduction of the deficit in trade balance and the increase of such
deficit in the Palestinian trade balance.

The explanation for this phenomenon 1s that, the devaluation of the NS
does not result in the increase of real increase in the Palestinian economy,
on the contrary it will only benefit the Israel economy. Which 1s the
country, which export its currency not the recipient country, which is
Palestine in this context.

According to the mentioned above, the Monterey arrangements should be
r:f:nndu::teé to serve the Palestinian economy, according to the following
ormal:

|- The right to issue a Palestinian currency and the establiskinent of a
Palestiman Central Bank (PCB)

- The full right to use the open market policy and to issue the treasury
bonds.
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3. The right to fix or unfix the currency rates.

4. The full freedom to use the adequate currency in case of the process
of collecting revenues.

5. The right to fix interest rate on loans and mvestments.

s Compensation:

[n this regard reference should be made to all the history of domination
and the extensive damages to the Palestinian economy as a result of
occupation. This caused lots of damages, which were not taken into
account in previous arrangements, as result of political circumstances.

We believe that time is adequate to arrange the issue of compensation,
this issue should be solved according to the followings:

1-To take into account the previous and future compensations,
particularly the nghts of Palestinian workers.

-The compensation as result of the use of trade facilities in the past and
the future.

3. The compensation as result of the use of the Israeli currency.

4- Compensation of the Palestinian Economy as result of the domination
and losses which occurred since 1967 up tell now according toa
scientific method which should be agreed between the parties.
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