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Best, but so far Unattainable
Ezra Sadan

1. Introduction

‘ An article titled "The Best Way for Both Sides," published in the first
issue of this Journal, five years ago contemplated greater Palestinian
exports to and through Israel, following Oslo and the successive
Agreements. The original and consecutive articles in this Journal expressed
an opinion that a voluntary Custom Union or an advanced FTA (free trade
area) with Israel - allowing for greater exports - was the Palestinian best
hope for economic growth. Interchange with the Palestinians did not play a
major role in the Israeli economy. Yet, the articles envisaged the daily
interaction involved as one of Israel's best guarantees of a lasting peace.
All in all. a robust trade could indeed be visualized as the best way for
both sides.

This has been and still is a most accurate assessment of the
political-economic options facing the parties. But, it has been and still is an
appraisal conditioned by the ability of the parties to maintain an
environment of mutual trust. So far, in the absence of trust, an expansion
of Palestinian exports to and through Israel did not materialize. On the
contrary, exports have declined considerably from their pre-Oslo level. By
1997 the value of total Palestinian exports to Israel approximated 60% of
their historical level in 1992 and merely 40% of their potential in 1997.

* Furthermore, administrative developments in the post-Oslo era, reflecting
an implicit spirit of mistrust, are hardly conducive to future trade.
Cl;eékpuint Karnie — an assemblage of concrete and electronics and

officious clerks, the designated gateway for goods originating in Gaza on



their way to Israel - is a plain manifestation of the prevalent spirit. To wit,
every piece of merchandize will be checked - trust 1s to play no role in the

* procedure.

2. A Detrimental Development in Israel's Labor Market

Imports of labor services and the presence of non-citizens in Israel's labor
market kept rising, ever since the early 1970's. Figures processed by
Israel's Central Bureau of Statistics and employed by the Bank of Israel
seem to indicate that in 1970 non-citizens ecomprised a mere 2.1% of
[srael's total employment. But eventually that percentage trebled reaching
to a level of 5.6% in 1980 and 6.8% in 1990. In 1997, in spite of a
recession, the percentage of non-citizen employees increased to 7.9%. It is
possible to suggest that during the time-period in question real incomes and
wages in Israel came close to European levels, thus attribute this influx of
non-citizens to factors generating similar phenomena in Western Europe. It
may be suggested that non-citizen employment in Israel have been induced
by the presence of excess supplies of inexpensive daily-commuting
Palestinians. But, in regards to the Israeli-Palestinian post-Oslo relations a
full explanation of the pre-Oslo development is unimportant. Because,
after Oslo Palestinians have been replaced n Israel's labor market by
foreigners originating in the Far East and Eastern Europe. According to the
data presented by the Bank of Israel and summarized by Figure 1,
Palestinian employees in Israel approximated 100 thousands in 1992.' In

1997 the number dropped below 50 thousands. At the same time total

1t has been argued that the data processed by Israel's Central Bureau of Statistics, supposedly, overlook
unauthorized foreign and Palestinian labor, thus fall short of the "real” figures. However, the focal point
of the comparative analysis presented here is differences between values recorded in 1992 and 1997 and
not the recorded (supposedly biased) values themselves.



non-citizen employment rose from 132 thousand in 1992 to 176 thousand
in 1997.

"Relative to the historical performance in 1992, the Palestinians lost 50
thousand jobs from 1992 to 1997. But, potential employment of
Palestinian labor in 1997 exceeded the performance in 1992, In an
environment of trust and in the spirit of the Oslo Agreement and the
adjacent Paris (Economic) Protocol, Palestinians could retain their 1992
share (87.5% of total non-citizen employment) they could have expected
154 thousand jobs in 1997. Relative to that potential their loss to
foreigners approximated 105 thousand jobs, rather then the historical 50
thousand.

But, an environment of trust did not prevail. A terrorist outburst at the
verge of Oslo generated a public opinion hostile to the presence of
Palestinians in Israel’s labor market. Even though terrorist activity was
unrelated to the presence of registered Palestinian employees in Israel, the
government of Israel succumbed to public opinion and resorted to closures.
However, unlike the pre-Oslo experience, the post-Oslo policy allowed for
tens of thousands of work-permits to foreigners. These foreigners “crowded
out” the Palestinians even when closures were relaxed toward 1997
(Figure 1). '

Relaxing the closures was not enough, because, in the eyes of an average
employer, preference for farmhands from the Far East and for construction
workers from Eastern Europe reflected a real cost consideration. Namely,
_even where Palestinian and foreign labor where competitive in terms of
out-of pocket expense, Palestinian labor was, supposedly, less reliable thus

costlier in real terms.
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Figure 1: Employment of Non-Citizens

Israel, 1969-1997*
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*Source: Bank of Israel, Report 1997, Jerusalem, 1998, p. 192,



3. Discouraging Developments in the Bilateral Trade

In terms of the bilateral balance of trade, the detrimental development in
“Israel's labor-market implies a decline in Palestinian exports. According to
data published by Israel's Central Bureau of Statistics and summarized 1n
Table 2, Palestinian exports of services to Israel dropped from US$ 920
million to US$ 475 million in 1997 This is a historical comparison.
Palestinian exports of services in 1997 which amounted to US$ 475 mullion
fell short of a their potential calculated here as US$ 1,520 millions (Table
I, row II column (c)). Hence, relative to, the potential, the loss in
Palestinian export of services to Israel amounts to USS 1,045 million.
Palestinian exports of goods to Israel did not compensate for the
detrimental development in the export of services. Exports of Palestinian
goods were stagnant, USS 240 mullion in 1997 compared with USS 250
million in 1992. The pre-intifada level of US$ 305 million - considered
here as a proxy of the respective 1997 potential - has been recovered.
Relative to that potential the loss in Palestinian export of goods amounts to
USS 65 million.

At the bottom of this loss in potential trade lie hopes for an expedient
development of joint ventures and sourcing alliances, which did not
materialize.

Failure to expedite this development could be attributed, in part, to a
deficient effort of the authorities to provide for a risk-mitigating
environment, The Palestinians failed to preserve the solidity of an
institutional-legal framework.  Israel failed to provide generously

countervailing instruments.

Igee ff. 1 above.



Table 1:
Entries in the Palestinian and the Israeli Balance of Payments Attributable to
Bilateral Trade, 1992 and 1997, Million US Dollars

il Category Major Item 1992+ 1997
Historical | Potential
(a) (b) (c)
Attributable Palestinian Exports = Attributable Israeli Imports:
J Goods Intermediary & finished goods produced by
Palestinians and procured by Israelis 250 240 305+
I Services Remuneration of Palestinian labor employed
in Israel 920 475 1,520
m . ®
Total 1.170 715 1,825
Attributable Israeli Exports = Attributable Palestinian Imports:
vV | Goods Goods produced or processed in Israel and
procured by Palestinians 1,105 1.570 1,570
V| Services | Services added by Israelis to imported goods
forwarded to Palestinians 325 170 170
¥
Total 1430 1,740 1,740

* Round figures adopted from: Israel. Central Bureau of Statistics, Statistical Abstract of Israel 1998. Ch.
7. Goods and Services Account.

*+*Assuming that the value materialized in the pre-intifada period (1987) is recovered.

+++ Assuming that in 1997, like in 1992, the percentage of Palestinians among the non-citizens emploved
is 87.5%. (The concrete percentage in 1997 was 27.3%. See: Figure 1).

In the face of a decline in the Palestinian exports to Israel, the exports of .
goods produced or processed by Israelis and procured by Palestinians
increased from US$ 1,105 million in 1992 to USS$ 1,570 million in 1997.
At the same time Israel's export of services dropped from US$ 325 million
to USS 170 million. This drop of US$ 155 million is most likely to
represent a transfer of intermediary commissions realized in the past by

* Israeli commercial-agents to their Palestinian counterparts.

Altogether, Israel registered a slight increase in total exports. Yet, in

relative terms trade with the Palestinians decreased from 7.5% of Israel's



total exports in 1992 to 5.5% in 1997, reinforcing a secular trend of

marginalizing Israel's economic interaction with her immediate neighbor.

This trend is contrasted with the situation on the Palestinian side, where

exports to Israel are not a marginal affair. A loss of US$ 1,045 million in

- potential exports of labor services and US$ 65 million in exports of goods

imply a loss of more than USS 1 billion in value added. For an economy
capable of attaining a gross national product of US$ 4-5 billion this is an
enormous loss. s

The transfer of USS$ 155 million of intermediaries' commission provides a
compensation of sorts. However, the compensation is small and the loss is
very large. Moreover, the enormous loss incurs to the unemployed masses

while the small compensation accrues to the privileged few.

4. Concluding Remarks

In spite of the setbacks, it is not utterly impossible to reverse the tide, allow
Palestinian exports of goods a genuinely free access and favor Palestinian
exports of labor-services. If this is the case then Palestinian leaders should
mind the real needs of the masses (rather than the desires of the privileged
few) and Israeli officials should pay attention to the common cause (rather
than the particular interests of farmers and contractors). In the interest of
common people and the cause of peace, the “best way™ should be pursued

as vigorously as possible.

Administrative and fiscal measure should be employed to re-establish

Palestinian labor as a leading supplier.

1 e ror———



A proper institutional-legal framework should be instated and

risk-offsetting instruments introduced in order to make a robust bilateral

* trade feasible.

Trust should be reincorporated in the procedures affecting the movement of

Palestinian goods.

But, if separation and barbed wire between Israelis and Palestinian are
mandatory 1n Gaza, or worse all over the country - then it seems
imperative to overlook the “best” and look for 'second best" solutions.
Palestinian labor should, perhaps, be accorded quotas specifying the
least-sensitive industries and places.

Inducements to joint-ventures should, perhaps, be picked from the arsenal
of foreign-trade risk-insurance facilities.

Finally, if border-procedures cannot be molded to fit a liberal trade regime
then one should be looking hard for the best among the arrangements

befitting a Checkpoint Karnie.
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S.b. Nowwithstanding the provisions of this paragraph. the PLO mav conduet
necotiation and sign agreements with states or international oreanizations for the

benetit of the Council in the following cases only:

(1) economic agreements. as specifically provided in annex V of this

Auvreement....”
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WBGS Industrial Trade by Source and Destination, 1970-1992 (million §)

Imports Imports Total Export Export Exparts Tatal Year
. freem from Inchuseria o o to Inchererial
ordan Izrne| Imporis Other Jarien [erael Exports
a3 5 51 T16 D4 L7 1608 A58 1970
] £ 920 2% 3% 855
447 28T % ' 4143 1.1 213 Ian ez las ¥2 a7
= %% 3% J 1% 155 Rty
T 1987 .

127 £80.1 Bas g 617 EER-1 ’ 18517 2530 15%2
13% 3% % 15%% E3%

35

B T



- ——

T NI Sl Y — el e el S e ol

‘2. NBD)

A MACROECONOMIC PRCFILE 35

1cco

Lad

e}

- =m0

- LY

=

=

2

5 4C0

=

=

! e
el

| A

—_—
BGa
500

il ul 198G 15

KL Hs)
200 = Total - * .
e
- -
iy -ﬂ'f ik f’r Eipﬂm
el it
1:"' I e - -d—l 1 r---
H = Tao [srae! Y o
- - 3 """.:_'-;
= i
g

EHTLITY TR T =g 'ge ‘8] 'BS '8T '8% 91 B3

Figure 2.7, Esports and [mports




A
£
Wiy

>0 J

A

et



3 NID)

217

Article 111

IMPORT TAXES AND IMPORT POLICY

I The import and customs policies of both sides will be according to the principles
and arrangements detailed in this Aricle

Z. a. The Palestinian Authority will have al| powers and responsibilities in the sphere
of import and customs policy and procedures with regard to the following:

(1) Goods on List Al, attached hereto as Appendix I, locally-produced in Jordan
and in Egvpt particularly and in the other Arab countries, which the Palestinians
will be able to import in quantities agreed upon by the two sides up to the
Palestinian market needs as estimated according to para 3 below

(2) Goods on List A2, attached hereto as Appendix 11, from the Arab, Istamic and
other countries, which the Palestinians will be able to Import in quantities agreed
upon by the two sides up to the Palestinian market needs as estimated according
to para 3 below

b The import policy of the Palestinian Authority for Lists Al and A2 will include
independently determining and changing from time to time the rates of customs
purchase tax, levies, excises and other charges, the regulation of licensing requirements
and procedures and of standard requirements The valuation for custon purposes will
be based upon the GATT 1994 aureement as of the date it will be introduced in Israel,
and until then - on the Brussels Definition of Valuation (BDV) system. The
classification of goods will be based on the principles of "the Harmonized Commodity
Description and Coding System” Concerning imports referred to in Article VII
of this Protocol (Agriculture), the provisions of that Article will apply

3 Forthe purposes of para 2(a) above, the Palestinian market needs for 1994 will be
estimated by a sub-committee of experts These estimates will be based on the best available
data regarding past consumption, production, investment and external trade of the Areas
The sub-committee will submit its estimate within three months from the signing of the
Agreement These estimates will be reviewed and updated every six months by the
sub-committee. on the basis of the best data available regarding the latest period for
which relevant data are available. taking inte consideration all relevant economic and social
indicators
Pending an agreement on the Palestinian market needs, the previous period's estimates
adjusted for population growth and rise in per-capita GNP in the previous period, will
serve as provisional estimates
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(iv) The goods are accompanied by an internationally recognized certificate of
origin,

(v} No goods will be deemed as substantially new or different goods, and no
material will be eligible for inclusion as domestic content, by virtue of having
merely undergone simple combining or packaging, or dilution with water or
other substances, which do not materially alter the characteristics of the said

goods.

9. Each side will issue import licences to its own importers, subject to the principles of
this Article and will be responsible for the implementation of the licensing requirements
and procedures prevailing at the time of the issuance of the licenses
Mutual arrangements will be made for the exchange of information relevant to licensing

matters

10 Except for the goods on Lists Al and A2 and their Quantities - in which the Palestinian
Authority has all powers and responsibilities. both sides will maintain the same import
policy (except for rates of import taxes and other charges for goods in List B) and .
regulations including classification. valuation and other Customs procedures, which are
based on the principles governing international codes, and the same policies of import
licensing and of standards for imported goods, all as applied by Israel with respect to its
importation. [srael may from time to time introduce changes in any of the above, provided
that changes in standard requirements will not constitute a non-tan{T- barrier and will be
based on considerations of health, safety and the protection of the environment in
conformity with Article 2 2 of the Agreement on Technical Barriers to trade of the Final
Act of the Uruguay Round of Trade Negotiations
[srael will give the Palestinian Authority prior notice of any such changes, and the

provisions of para 6 above will apply

1. a The Palestinian Authority will determine its own rates of customs and purchase tax on
motor vehicles imported as such, to be registered with the Palestinian Authority

The vehicle standards will be those applied at the date of the signing of the .
Agreement as changed according to para 10 above
However, the Palestinian Authority may request, through the sub-committee v/

on transportation, that in special cases difTerent standards will apply

Used mator vehicles will be imported only if they are passcnger cars or dual-
purpose passenger cars of a model of no more than three years prior to the
importation year The sub-committee on transportation will determine

the procedures for testing and confirming that such used cars comply with the
standards' requirements for that model year

The issue of importing commercial vehicles of a model prior 1o the importation
year will be discussed in the joint sub-committee mentioned in para 16 below

b. Each side may determine the terms and conditions for the transfer of motor vehicles
registered in the other side to the ownership or use of a resident of its own side,
including the payment of the differcnce of import taxes, if any, and the vehicle having
been tested and found compatible with the standards required at that time by its own
registration administration, and may prohibit transfer of vehicles
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12 a Jordanian standards, as specified in the attached Appendix 1. will be acceptable in
importing petroleum products into the Areas. once they meet the average of the
standards existing in the European Union countries, or the USA standards, which
parameters have been set at the values prescribed for the geographical conditions of
Israel, the Gaza Strip and the West Bank.

Cases of petroleum products which do not meet these specifications will be referred
to a joint experts’ committee for a suitable solution. The committee may mutually
decide to accept different standards for the importation of gasoline which meet the
Jordanian standards even though. in some of their parameters, they do not meet the
European Community or USA standards The committee will give its decision within

six mcnths
Pending the committee's decision, and for not longer than six months of the signing

of the Agreement, the Palestinian Authority may import to the Areas, gasoline for the
Palestinian market in the Areas, according to the needs of this market, provided that:

(1) this gasoline is marked in a distinctive colour to differentiate it from the gasoline
marketed in Israel , and .

(2) the Palestinian Authority will take all the necessary steps to ensure that this
gasoline is not marketed in Israel

b The difference in the final price of gasoline to consumers in Israel and to consumers
in the Areas, will not exceed 13% of the official final consumer price in Israel. The
Palestinian Authority has the right to determine the prices of petroleum products, other
than gasoline, for consumption in the Areas

¢ If Egyptian gasoline standards will comply with the conditions of sub-para (a) above,
the importation of Egyptian gasoline will also be allowed

13 In addition to the points of exit and entry designated according to the Article regarding
Passages in Annex | of the Agreement for the purpose of export and import of goods,

the Palestinian side has the right to use all points of exit and entry in Israel designated o1 .

that purpose. The import and export of the Palestinians through the points of exit and
entry in Israel will be given equal trade and economic treatment

I} In the entry points of the Jordan River and the Gaza Strip

a Freight shipment

The Palestinian Authority will have full responsibility and powers in the Palestinian
customs points (freight-area) for the implementation of the agreed upon customs
and importation policy as specified in this protocol, including the inspection

and the collection of taxes and other charges, when due

[sraeli customs officials will be present and will receive from the Palestinian customs
officials a copy of the necessary relevant documents related to the specific shipment
and will be entitled to ask for inspection in their presence of both goods and tax

collection
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The Palestinian customs officials will be responsible for the handling of the customs
procedure including the inspection and collection of due taxes

In case of disagreement on the clearance of any shipment according to this Article,
the shipment will be delayed for inspection for a maximum period of 48 hours during
which a joint sub-committee will resolve the issue on the basis of the relevant
provisions of this Article The shipment will be released only upon the sub-

committee's decision

b Passengers customs lane

Each side will administer its own passengers customs procedures, including inspection
and tax collection The inspection and collection of taxes due in the Palestinian customs
lane will be conducted by customs officials of the Palestinian Authcrity .

Israeli customs officials will be invisibly present in the Palestinian customs lane and
entitled to request inspection of goods and collection of taxes when due In the case
of suspicion, the inspection will be carried out by the Palestinian official in a separate
room in the presence of the Israeli customs official

15 The clearance of revenues from all import taxes and levies, between Israel and the
Palestinian Authority, will be based on the principle of the place of final destination
In additian, these tax revenues will be allocated to the Palestinian Authority even if the
importation was carried out by Israeli importers when the final destination explicitly
stated in the import documentation is a corporation registered by the Palestinian
Authority and conducting business activity in the Areas This revenue clearance will
be effected within six working days from the day of collection of the said taxes and levics

16 The Joint Economic Committee or a sub-committee established by it for the purposes of

this Article will deal inter alia with the following .
(1) Palestinian proposals for addition of items to Lists Al, A2 and B Proposals for
changes in rates and in import procedures, classification, standards and licensing .

requirements for all other imports;
(2) Estimate the Palestinian market needs, as mentioned in para 3 above,

(3) Receive notifications of changes and conduct consultations, as mentioned in para b
above,

(4) Agree upon the rules of origin as mentioned in para 8 above, and review their
implementation;

(5) Co-ordinate the exchange of information relevant to licensing matters as mentioned
in para 9 above

(6) Discuss and review any other matters concerning the implementation of this Article
and resolve problems arising therefrom
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17. The Palestinian Authority will have the right to exempt the Palestinian returnees who
will be granted permanent residency in the Arcas from import taxes on personal

belongings including house appliances and passenger cars as long as they are for
personal use.

18 The Palestinian Authority will develop its system for temporary entry of needed
machines and vehicles used for the Palestinian Authority and the Palestinian
economic development plan,

Concerning other machines and equipment, not included in Lists Al, A2 and B, the
temporary entry will be part of the import policy as agreed in para 10 above, until the
joint sub-committee mentioned in para 16 decides upon a new system proposed by the

Palestinian Authority The temporary entry will be co-ordinated through the joint sub-
committee

19 Donations in kind to the Palestinian Authority will be exempted from customs and other
import taxes if destined and used for defincd development projects or non-commercial
humanitarian purposes

The Palestinian Authority will be responsible exclusively for planning and management of
the donors' assistance to the Palestinian people The Joint Economic Committee will
discuss issues pertaining to the relations between the provisions in this Article and the
implementation of the principles in the above paragraph




—————

Done in Paris, this twenty ninth day of April, 1994

For the Government of Israel
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For the P.L.O.
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FOREWORD

With the "interim period” of the original Israel-PLO 1994 agreement coming to an end
in May 1999, the need arises to examine alternative modes of economic arrangements
appropriate to the "permanent status" relationships to be negotiated between the
Palestinian Authority (PA) and Israel. As past experience has shown, the consideration
of these arrangements cannot be postponed until all the political issues have been
settled, but has to be dealt with concurrently with the settlement of the latter,

The initiative to conduct a study of the issues set out on this agenda, emanated
from a series of meetings held between the Japanese Embassy in Israel, the Peres Center
for Peace, the Palestinian Center for Regional Studies and the Middle East Institute of
Japan, operating in close collaboration with Japan's Foreign Ministry. It was agreed that
the study would review alternative models of economic arrangements within the
framework of the permanent settlement. It was also decided that two independent
professional teams, a Palestinian and an Israeli one, would conduct this study
simultaneously and that the two teams would participate in a joint workshop to be held
in Tokyo under the auspices of the Middle East Institute of Japan and Japan's Foreign
Ministry.

L We welcome this initiative and appreciate the invitation to participate as a team
in this important study. We should, however, emphasize that the responsibility for the

opinions expressed and the alternative proposals raised below rest entirely with the team

members and that neither the Government of Israel nor the Peres Center for Peace was

consulted in the matter.
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1.  OBJECTIVES

This study tries to map out the range of possible permanent settlement relationships
between the Israeli and the Palestinian economies, consistent with possible permanent
political settlements. For this purpose, alternative economic arrangements have to be
considered. Some of these may be conditional on a particular political settlement. On
the other hand, different sets of economic arrangements might be consistent with the
same political one.

The present proposals restrict themselves, in the main, to the major
macroeconomic issues: trade relations, labour movements and taxation. They take as
their starting point alternative arrangements consistent with the situation expected to
prevail at the ultimate conclusion of the peace process, but should also be adaptable to
its earlier phases or stages.

Our discussion postulates throughout that the establishment of a Palestinian
State is a necessary condition for the permanent settlement of the Israeli-Palestinian

conflict, and that the relations between Israel and the Palestinian State will be those

between two sovereign states. In particular, whatever the security restrictions that may
be agreed upon in the permanent peace settlement, the Palestinian State will enjoy
complete sovereignty in the economic sphere.

[t is similarly postulated that Israel has a ve&ted interest in raising the standards
of living of the Palestinian population. Enhancmg Palestinian economic growth should,
therefore, be the ultimate objective of all the alternative arrangements examined.

The impact of the economic relationship between them will be of much greater
importance to the Palestinian economy than to the Israeli one. Therefore, the decision as

-'_——-—|_
to which of the alternative arrangements considered here will regulate this relationship

sh{}uld rest in the hands of the PaIeallmans

I

Unless explicitly apeuﬁed otherwise, underlying all the arrangements discussed

here is a number of basic assumptions; they were all constructed under a common set of
guidelines, and are evaluated in the light of the same criteria, as specified below.

(]
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2. BACKGROUND

The present economic relationships between the PA and Israel are formally regulated by
the "Paris Protocol", which is part of the Israel-PLO agreement signed in Cairo in May
1994. and that was predicated on the continued absence of economic borders between
the Palestinian Territories and Israel. In practice, however, these relationships have
been dominated most of the time by the stringent security controls imposed since then
by Israel on the movement of people and goods from Gaza and the West Bank, as well
as between them, in the wake of increased terrorist attacks against Israeli civilian
population. Some such restrictions are expected to continue.

The arrangements proposed here have, thus, to pay special attention to the
following:

(a) The constraints, both explicit and implicit, imposed by the political character

of the permanent status settlement.

(b) The extent 10 which the requirements arising from these constraints are not

addressed by the present formal arrangements.

(c) Problems that arose in the day to day operation of the various arrangements

now in force.

(d) The vulnerability of hoth existing and proposed arrangement 10 possible

unilateral steps by either party for non-economic reasons, in particular to those

emanating from security considerations (e.g., closures).
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3. ASSUMPTIONS, GUIDELINES AND CRITERIA

l. The detailed character of the permanent status settlement will not become known for
some time to come. The economic arrangement considered here should be such as could
be operational under alternative political arrangements regarding the status of the
Palestinian State, its borders and its association with third parties, such as Jordan, as
well as the status of Israeli settlements and military installations in the West Bank and
Gaza.

2. It 1s assumed that, whatever the political relationships determined by the final status
settlement, it will allow both parties to enjoy full sovereignty both in determining their
internal economic regimes and in their economic relationships with each other as well
as with third parties.

. To enhance the development of the Palestinian domestic economy, as well as for
Israeli security considerations, the economic arrangements of the permanent settlement
should encourage the substitution of exports of Palestinian goods for the exports of

labour services.

4. Because of its proximity and economic size, Israel is expected to continue

constituting the main market for Palestinian exports in the foreseeable future

5. In evaluating the costs and the benefits to [srael of alternative arrangements,
consideration has to be given not only to their competing imports effect on Israeli
producers but also to the resultant benefits to Israeli consumers, in the form of
lowered prices.

6. More generally, from Israel's point of view, the proposed economic arrangements
should allow the Palestinians the maximal freedom of action that does not impair the
economic welfare of the [sraeli public.
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7 Tt follows that the alternative economic arrangements considered have to be
consistent with arrangements between either [srael or the Palestinian State and other
parties, whether already existing ones or those presently envisaged, such as, for

example, their Free Trade Area agreements with the U.S. or the EU.

8. In particular, these arrangements have to be compatible with alternative possible roles
that Jordan may play in the permanent settlement or in its immediate aftermath, whether
politically or as part of an economic "triad" embracing also the Palestinian State and

Israel.

9 In order to reduce Palestinian dependence on the [sraeli economy, [srael will not

AT N A T

object to arrangements encouraging economic relationships between the Palestinian

economy and third parties, as long as they do not violate its agreements with Israel.

10. No possible relaxation of the security measures now in operation can be expected
to restore in the foreseeable future the virtually complete free movement of people and
vehicles which existed in the past and on which the Paris Protocol was predicated. For
most practical purposes, a de-facto border, however porous, will exist between Israel

and the Palestinian territories, whatever the de-jure situation.

11. Such security and, possibly, also political frontiers may, however, be consistent with

alternative forms of economic borders. Consequently, the problems associated with
some of these alternatives, such as the use of “notional"”, rather than physical borders for
certain economic transactions, have to be considered. Conversely, it is also assumed

that economic borders will be possible even in the absence of any political ones.

B=- 12 To ensure their feasibility, the alternative arrangements proposed here have to be
' examined in light of the experience gained so far in the operation of the Paris Protocol
arrangements, including the record of the PA in areas of immediate importance 1o
Istael, especially in the strict application of import policies and of customs and VAT
regulations, as well as the record of the Israeli bureaucracy in dealing with the

Palestinian economy.

13. The various alternative arrangements have to be judged by their potential stability

and by their potential to minimize friction in their day-to-day operation.

14. In particular. those arrangements should be preferred that are least vulnerable to the

various security measures that might be called for from time to ime.




15. In their day to day operation, all agreements raise questions both of interpretation
and of adaptation to originally unenvisioned situations. Coordination and conflict
resolving mechanisms have to be an integral part of all sets of economic arrangements

adopted for the permanent settlement.

16. These mechanisms need not necessarily be similar to those that will be established
to deal with other aspects of the permanent settlement arrangements, and might also

include arbitration.

17. In view of past experience, all arrangements considered have to be evaluated against
the worst possible scenario regarding both developments over which neither party has

control and the possible lack of mutual goodwill and trust between them.
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4. THE POLITICAL SCENARIO

4.1  General Assumptions

For the last seven years (as of the Madrid Conference) Israel and the Palestinians have
been in a negotiation process, in an attempt to reach a political solution to the conflict
between the two peoples. Obviously, the present team is not in a position to know when
will such an agreement be attained and what shall be its detailed conditions.

This paper is predicated on the assumption that Israel and the Palestinians will
reach a political agreement. Listed below are a number of postulates regarding the
political agreement between the two parties, which will underlay the economic model to
be worked out and implemented between them.

[t is assumed that an independent and sovereign Palestinian state shall ultimately
be established and that the bilateral agreement shall not only be agreed and signed, but
will also be scrupulously implemented by both sides. This process of implementation
will include the re-deployment of IDF units and installations, the necessary changes
regarding Israeli settlements and settlers in the West Bank, as well as the rehabilitation
and resettlement of Palestinian refugees.

Thus, the implementation of this agreement will have to be carried out over a
rather long period, of some 10-20 years, and possibly even longer. It can be expected to
be divided into several phases, and the various alternative economic models considered
here will correspond to them. While the prescribed economic relationships will have to
be guided by the conditions expected to prevail at the successful conclusion of the
whole process, they also have to be adaptable to the security measures that may have to
be imposed in response o exreme security developments.

It should be also taken into consideration that we may face. in the coming vears.

ups and downs in the character of the confrontation, possibly even including violent

- clashes. The alternative economic models considered have to be flexible enough, to

allow them to function even in periods of mutual distrust.
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4.2 Political Scenarios

Other Political Agreements: We assume, for the sake of this work, that simultaneously
with the negotiations and the bilateral {sraeli-Palestinian agreement [srael will negotiate
and reach a permanent Israeli-Syrian agreement that will include an Israeli withdrawal
from the Golan Heights. This will also allow an Israeli-Lebanese settlement, which will
include the complete Israeli withdrawal from southern Lebanon. This permanent
agreement will minimize the threat of a new military confrontation along [srael's
borders and will facilitate the future solution of the Palestinian refugee problems.

The Regional inter-relations: We expect 10 See the gradual fading of the traditional
Arab hatred and animosity towards Israel with the completion of all political
agreements between [srael and its surrounding neighbours, including the extreme
Moslem rejectionist countries (Iran, Iraq, Libya, etc.). This will enable the opening and
the promotion of open relations between Israel and the neighbouring Arab countries as
well as other Moslem countries that are deterred from doing so today by fear of
extremist Arab and Islamic pressures.

One expression of this new relationship will be the lifting of Arab economic
boycott, which rejected any commercial relations with Israel as well as readiness to
initiate major economic regional projects, with Israeli participation.

While the Boycott is of relatively little economic importance nowadays, its
formal and public lifting is expected to play an important role in convineing Israeli
public opinion of the peaceful intentions of the region's countries, and in mustering

support for the peace process.

4.3  Solving the Palestinian Refugee Problem

One of the major components of the final settlement between Israel and the Palestinians
will. no doubt, be the solution to the Palestinian Refugee problem. This paper does not
attempt to offer the specifics of the rehabilitation and resettlement plan for the
Palestinian refugees. We would like, however, to emphasize three points:
* The implementation of a comprehensive and complete plan that will
resolve the problem of all the refugees will be a very long process It
cannot, probably, be done in less than 10-20 years;
+ Major economic resources will be needed to resettle, rehabilitate and
compensate the refugees. The international community will have to be
mobilized in order to put up the resources required for this purpose.
* The parties contributing financially to the enormous task of solving the

refugee problem will participate in the international agency administering

the rehabilitation process.
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4.4 Permanent Borders

The permanent borders between Israel and the Palestinian State shall be decided in the
bilateral negotiations. These borders shall provide the Palestinian State with a common
border with Jordan as well as with Egypt.

4.5 Jordan-Palestine Relations

It is fair to assume that once the Palestinian State will be established it will negotiate its
palitical relations with Jordan, possibly entering into some sort of political alliance with
it.

4.6  Regulation of Movement

Israel will allow free movement of people, vehicles and goods between the two major
parts of the Palestiman State (the Gaza Strip and the West Bank). Insofar as Israel will
have no say in controlling immigration into the Palestinian State, it will regulate and
control movement in both directions between the Palestinian State and Israel. Such
regulated movement shall apply to the passage of workers and to two-way tourism.

No security restrictions will be imposed by Israel on goods entering it from the
Palestinian State, except for such as relate to the prohibition on the importation of

firearms, explosives and drugs, and to the licensine and insurance of motor-vehicles
P g g

4.7 Security Limitations

The reconciliation process between [srael and the Palestinians as well as the rest of the
Arab world shall be long. Thus the bilateral peace agreement will have to include
security arrangements that will be considered vital — at least from a psychological
point of view - to either party.

These security arrangements will be agreed in the process of the bilateral
negotiations. Once implemented, they will no doubt be one of the main issues for which

both parties will need a political guarantee that the other party does not violate them.

4.8 The Future of Israeli Settlements

The future of Israeli settlements in the West Bank and in the Gaza Strip will be
negotiated and resolved in the bilateral agreement between the parties.
It seems reasonable 1o assume that wherever the future permanent borderlines

may lie, some Israeli settlements might remain inside the Palestinian borders. Israel will

offer compensation to all settlers that will opt to leave these settlements.
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4.9 Jerusalem

We assume that, whatever the agreement, Jerusalem will remain a united city. We
expect that a multi denominational religious administration will be established for all

holy places in the Jerusalem area.

4.10 Political Guarantees

Economic development will not be possible, and investors and entrepreneurs will not be
attracted to the area, unless it enjoys peace and stability. Investors have to be assured a
free, undisturbed access to their markets.

Therefore, Palestinians will expect an unequivocal Israeli commitment not to
initiate any unilateral step that —

May interfere with the free movement between the two parts of the

Palestinian State (the West Bank and the Gaza Strip).

May interfere with Palestinian international traffic via land, air and

maritime crossings.

May interfere with free movement to and through Jerusalem.

May, by imposing security closures, interfere with the traffic of goods

and workers between the Palestinian State and Israel, as regulated by it.

Both sides are expected to restrain and act against any extremist element that
might attempt to interfere with the implementation of the Peace Process.

The two sides will agree on a third party to supervise the agreement as well as
the mutual undertakings of the parties. At the moment, the U.S. seems the obvious
candidate for the role. A special monitoring committee will be established for this
purpose that will include the representatives of the two parties as well as the
representative of the agreed third party, serving as chairperson, arbiter and judge.

An explicit clause in the agreement will allow it being reviewed every three or

five years, to revise it in light of changing circumstances.
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5. PALESTINIAN EMPLOYMENT IN ISRAEL -
ALTERNATIVE MODELS

5.1 Background

In the wake of the 1967 war and the occupation of the Palestinian territories, the Israeli
labour market opened up to low-skill Palestinian workers. A number of factors caused
this flow of labour to grow: Severe unemployment among Palestinians and large income
and wage differentials between the two economies, on the one hand, and rapid growth
and rising demand in the [sraeli economy on the other hand. Palestinian workers in the
{sraeli labour market fulfilled the characteristic role which foreign workers played in
many western countries-performing mainly low-skill jobs for less than the reservation
wage of most Israelis for similar jobs. Most of these jobs were in construction,
agriculture, and low-skill service occupations. The share of these workers in the Israeli
labour force grew rapidly, reaching 6% in the mid-eighties, and peaking in 1992 at 6.5%
(over 120,000 workers- including those from East Jerusalem). This economic activity
provided jobs to over one third of the Palestinian labour force and contributed over 25%
of the Palestinian National Income, facilitating a rapid rise in their standard of living.
This situation changed radically after April 1993. Following a series of terronst
attacks by Palestinians against Israeli civilians (including Israeli employers assassinated
by their Palestinian employees), the [sraeli government gave in to strong public pressure
and introduced a policy of partial closures. These came since then to be periodically
imposed on Palestinian territories, according to security considerations. Following this
policy, permits were repeatedly canceled and re-issued and Palestinian labour supply to
[sracli employers was seriously disrupted time and again without prior notice. This
caused severe losses to Israeli employers and made them reluctant to employ

Palestinians. The Israeli government, who until 1993 objected to massive employment

- of foreign (non-Palestinian) workers in Israel, now accommodated the employers'

demand and opened the labour market t0 foreign labour. Most of this labour came from
Eastern Europe, Turkey, and the Far East, where wage levels were well below those of
the Palestinian labour market. As a result, cheap foreign labour was substituted for
Palestinian labour and the demand for Palestinian workers declined sharply even after
the policy of closures was relaxed. The number of foreign workers increased rapidly,
being estimated at 130,000 by 1997, while that of Palestinian employees declined to
about 70,000.

The closures on labour flows and on the movement of goods had a traumatic
effect on the Palestinian economy, sharply increasing unemployment and reducing the
standard of living. Foreign aid balanced only part of the decline in the standard of
living, and could not solve the basic problem.

14
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5.2 The [ssues

The policy issues at hand are the future size of Palestinian employment in [srael, and the

necessary arrangements for properly facilitating these labour flows.

5.2.1 Israeli Considerations:

In dealing with Israeli considerations, we have to take into account the political and
economic advantages of furthering the peace process, the Israeli social and political
sensitivities towards security matters and towards a large-scale presence in Israel of
Palestinians, as compared with the large-scale resident population of foreign workers.
Palestinian wellbeing is in [srael's interests, as it reduces extremism, violence
and the motivation to participate in terrorist activities. The employment of Palestinians
in [srael reduces unemployment in the West Bank and Gaza and increases the standards

of living there. These favorable effects are expected to help mitigate Palestinian

. animosity towards [srael and to contribute to its securty and its economic development.

Higher national income for the Palestinians will also increase their demand for Israeli
products and services, contributing ultimately to some increase in [sraeli economic
activity.

However, the Israeli public is highly sensitive to the real or perceived threat of
terrorist activities and therefore objects to a large-scale presence of Palestinians in its
midst. As long as hatred of Israel prevails, security restnictions and strict controls on
Palestimian employment in Israel cannot be dispensed with, for both substantive and
internal political reasons. The arrangements for the employment of Palestinians in Israel
will to a considerable extent be dictated by the Israeli public’s perception of the
prevailing public Arab attitude towards [srael. Entirely free access of Palestinians to the
Israeli labour market cannot, probably, be envisaged before the intense animosity to
Israel and the support for peace rejecting movements in Palestinian society have faded
away. This hoped for change can only come about in a gradual and prolonged process.
A distinction should, therefore, be made between the arrangements for Palestinian
employment in Israel in the near-foreseeable future, on the one hand, and in the long run

on the other hand. Alternatives for both types of arrangements will be considered below.

Palestinians commuters versus resident foreign workers
Most of the Palestinians who work in Israel live relatively close to their work place, and
used to return daily to their homes. Therefore their employment does not involve

residence in [sraeli neighbourhoods and does not raise concerns about the illegal

immigration of their families. Foreign workers, however, are obliged to reside in Israel

for prolonged periods. Past experience in Israel and in European countries has shown
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that massive employment of foreign workers tends to attract illegal immigrants

'. pelonging to destitute foreign populations who, typically, concentrate in slum areas and

create severe social problems. From this point of view, Palestinian employment is

preferable to foreign employment, and it is in the Israeli interest to restrict the inflow of
foretgn workers and to prefer Palestinian ones.

3 However it should also be kept in mind that Israel's social policy seeks to ensure

: : full employment and a desirable wage structure for its own labour force. Attaining those

"" gﬂals might at times require the restriction of the inflow of non-Israeli labour, both

Palastlman and other, In fact, most industrial economies restrict labour inflows from

luwf:r wage countries for similar reasons.

5-1.2 Palestinian Considerations

¥ To complete the picture we introduce what we presume to be Palestinian considerations
rega.rdmg employment of Palestinians in the [sraeli labour market.

The Palestinians wish to develop their own economy and to avoid making it
over-dependent, in the long run, on the export of labour services. Beyond other
_'implicaticuns of such dependence. it might also make their economy extremely
B vulnerable to their political relations with the labour importing countries, [srael In
3_:::-. particular. From this aspect, further specialization in goods produced domestically by
: 'lucal Palestinian labour is preferable to specialization in the export of labour services. In

a::ldnmn the continuous outflow of a large part of the Palestinian labour force to a more

df:veloped economy might weaken the motivation for domestic development. This
=3 Gutﬂow reduces the domestic supply of labour, and raises local wages and local labour

;:m.-.tz. adversely affecting the profitability of local investments.

3 A continuous large flow of Palestinian labour to Israel may also have certain
bng-term positive effects. It raises the level of domestic income, and with it the
andard of living and the amount of private savings available for investment. (Although
gsuch savings have so far been channeled exclusively to investment in housing and not to
pl‘nductwc endeavors.) Continuous access of Palestinian labour to the Israeli economy
ay also promote the acquisition of modem technologies. But the importance of this
gbenefit may have been exaggerated, considering the low skill level of the Palestinians
ho work in Israel. Altogether, a continuous large outflow of Palestinian labour might
act indirectly as a negative incentive for the development of the Palestinian economy.

: In the short run, however, the Palestinian interest is to provide the Palestinian
fPopulation with enough jobs to reduce unemployment and ensure a continuous rise in
g 1¢ standard of living - these being essential conditions for ensuring social and political
: Lbility. However, at present the Palestinian economy is not capable of providing
g 0ough jobs in order to absorb the fast growing supply of Palestinian labour.

L&
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As the creation of new jobs through economically efficient investment is
naturally quite a slow process, the Palestinian economy will continue to be dependent
on large-scale employment in Israel in the foreseeable future. In the first years sizable
opportunities for employment in Israel, for, say, 150,000 workers, will be needed.
However, this need will gradually diminish when in the long run the new investments
and jobs created within the Palestinian outstrip the growth of its labour force.

5.3  Prospects for Palestinian Employment in Israel and Alternative

Institutional Arrangements

5.3.1 Market Demand

Palestinian employment in Israel will at any time be constrained by Israel's market
demand for Palestinian workers. In addition to the above-mentioned impact of security
factors, such demand is affected by the following elements: (1) The demand for the
products of low-skill labour-intensive sectors - mainly construction, agriculture, and
low-skill services. Accordingly, demand for low-skill labour is strongly affected by
immigration flows to Israel, which affect the demand for housing. (2) The inflow of
foreign (non-Palestinian) labour. Since foreign labour is a nearly perfect substitute for
Palestinian labour in the Israeli labour market, demand for Palestinian labour depends
critically on Israel's policy regarding the reduction of the inflow of foreign workers and
raising their relative cost to employers (or, alternatively, lowering the cost of Palestinian
workers).

5.3.2 Long Term Prospects and Arrangements

Once peaceful relations between Israelis and Palestinians have been successfully
established, the access of Palestinian labour to the Israeli labour market should be
virtually free, regulated by market forces. In the long run, Palestinian employment in
Israel will most likely gradually fade away, as more investments and local jobs are
created in the Palestinian economy. Nonetheless each party might still require
arrangements that will enable it to limit the size of Palestinian employment in Israel
under certain conditions: The Palestinian State - if excess demand for labour develops in
the Palestinian economy; and Israel - if excess supply develops among less-skilled
Israeli population groups. In view of these considerations, the two parties might prefer
10 agree on the number of Palestinians admitted to work in Israel in periodic
renegotiations.

Controlling the number of Palestinian workers in Israel can be facilitated by
various arrangements, but not without difficulties: Both Palestinian restrictions on the

exit of workers from Palestinian territory or, alternatively, Israeli restrictions on their
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entry to Israel, require effective border controls that prevent unlawful infiltration. Such
arrangements are problematic since they might be deemed inappropriate to relations
between peaceful neighbouring countries.

In accordance with the policy of substituting Palestinian labour for foreign
(non-Palestinian) workers, Palestinians should have preferential access to jobs in the
[sraeli economy. At present, legal employment of foreign labour (both Palestinian and
other) in Israel is generally restricted to employers licensed to employ it, in specific
sectors. Some thought will have to be given to the issue of the extent to which it will be
possible to relax this restriction in the future, and open additional sectors to Palestinian
employment.

Another issue is whether Palestinian workers will ultimately be allowed to seek
work freely (at least within certain sectors) instead of being required to contract with
"legitimate" [sraeli employers.

5.3.3  Prospects and Arrangements in the Foreseeable Future

As security problems are expected to continue to arise in the foreseeable future, the
crucial issue is how to overcome their negative impact and significantly promote Israeli
demand for Palestinian labour, thereby enabling it to replace most foreign workers.
Given the threat of terrorist activities, security clearance of Palestinian workers and
control of their entry to and presence in Israel will continue to be required. Work
permits in Israel will remain subject to a certain security profile. But alternative
arrangements of employing Palestinian workers might minimize the disruptions caused
by security measures in cases of hostile threats. Three possible arrangements are put

forward for consideration:

(1) Allowing Palestinian contractors compete for work in Israel, entering with
their crews for whom they will have to take responsibility. Such an arrangement
might apply economic incentives, to impel Palestinian businesses and institutions to
help prevent terrorist activities. As a result terrorist threats might lessen and so, too,
their negative impact on [sraeli demand for Palestinian labour. It might also reduce
the visibility of Palestinian workers in Israel when Palestinian contractors will care
for their mass-transportation to and from the work sites. This might lessen the

public's objection to their employment there.

(2) The further extension of the arrangement of "closure-exempt workers" that
already exists in part. By this arrangement, large numbers of Palestinian workers
with the requisite security profiles and clearances have entrance permits for work to

Israel even when terrorist threats are imminent and closures are imposed.
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(3) The creation of Industrial Zones- setting up extensive Industrial Parks near
the Israeli's borderline, but within Palestinian territory. By "bringing jobs to
Palestinians instead of bringing Palestinians to the job", work disruptions due to
closures could be avoided and thousands of additional jobs for Palestinians could
be provided. The combination of Israeli know-how with Palestinian lower
labour-cost could attract [sraeli, Palestinian and foreign, as well as joint enterprises.
One such Industrial Park operates already for some years on a limited scale at Erez
near Gaza. The main features of this project, its prospects and the present state of

its developments are elaborated in the Appendix.
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6. TRADE RELATIONS

Prior to the Oslo agreement between Israel and the PLO, trade between Israel and the

Palestinian territories under its control was conducted under what was essentially a
. one-sided customs union (CU), reflecting Israeli interests. Whereas Israeli goods had free
] entry into the Palestinian territories (hereafter referred to as PT), entry of goods from the
PT, particularly agricultural exports was partially restricted and the establishment of plants
that could compete with Israeli ones was often hampered. Consequently, total commodity
exports from the PT to Israel, which were some $300 million at their pre-intifada peak,

were mostly industnial goods, even though the PT was primarily agricultural. The Paris
Protocol of April 1994 replaced this with what is basically a more equitable customs
union, giving exports from the PT duty free entry into Israel. Palestinian imports from the
rest of the world were made subject to the Israeli commercial policy, with limited
exceptions: the Palestinian National Authority (PA) was given policy autonomy as regards
some goods, primarily to make possible expanded trade and cheaper imports from
neighbouring Arab countries, Thus, the agreement had some elements of a free trade area
(FTA). The Paris Protocol was a compromise, to a large extent dominated bv the more
powerful Israeli partner, between the Palestinian desire for some attributes of sovereignty
and increased export potential, and Israel's objections to Palestiman sovereignty and
reluctance to anything implying commitment concerning future borders between Israel and
the PT.

The political assumptions set out above imply that the economic arrangements will
be determined as a result of negotiations between Israel and a sovereign Palestinian State,
and will therefor take into account the desires of both parties, thus giving greater weight to
~ Palestinian interests then heretofore. Free trade between Israel and the Palestinian State
=~ will of course benefit the Isracli consumer. While some industries in Israel, particularly
: agriculture, fear competition from lower cost producers in the Palestinian Territories, the
& net effects of free competition are increased and more efficient production. However, there
,  are great differences in the levels of the two economies; Israel is a modern economy, with
a sophisticated industrial sector and modemn economic infrastructure, whereas the
Palestinian economy is at a much earlier stage of economic development. The differences
between the two economies, both in size and level of development, suggest that the
Palestinians will not become a major trading partner for Israel. Israel is expected to
. Ctontinue its present policy of trade liberalization, opening its economy to competition with
: * the most efficient sources of production, and its main trading partners will remain the
major industrial countries. Consequently, as far as Israel is concerned, the differences
j between alternative trade arrangements between Israel and the Palestinian State are not
Crucial.

3 20




For their part, the Palestinians will have to weigh the economic and political
implications of alternative arrangements. Theoretically, these alternatives can range from
no trade at all, through various preferential anangements and up to extreme economic
integration. It is safe to exclude the theoretically possible but presently unlikely extreme
scenarios, that of no trade and that of far-reaching economic integration in a common
market. The former because the Palestinian economy cannot expect to develop if it cuts
itself off completely from Israel, and the latter because Israel will not commit itself to
completely unrestricted movement of Palestinian workers. What remain are normal or
partially preferential trade, an FTA, or a CU.

Anything short of a CU requires a customs border, where imports can be examined
to determine what customs duties, if any, apply. This involves economic costs, additional
to those that security checks would require. A CU would open the Palestinian economy to
full competition not only from Israel, but also from most other countries, since Israel has
FTA agreements with the EU, the U.S, and several other countries, and is now in the
process of lowering what trade barriers still remain to imports from the rest of the world.
The inability to protect domestic industry should not be considered a disadvantage:
industry in the PT is starting from a very low level, has not till now developed behind tariff
walls, and it would be most efficient to let it develop according to comparative advantage,
Because the common external trade regime will most likely be very similar to Israel's, the
Palestinian State would not be able to give special trade benefits to other countries. such as
its Arab neighbours. Neither could it expect to receive substantial tariff revenues, because
tariffs on foreign imports would be low, and zero on imports from Israel.

An FTA with Israel, like a CU, would retain unrestricted entry of goods into and
from the Israeli market, with its advantages and disadvantages, but would give the
Palestinians the freedom to set commercial policy as regards other countries. Preferential
arrangements could be made as regards some countries and some goods, and higher tariffs
can be placed on some goods, either for revenue purposes or for protection against imports
from countries other than Israel. These, and the political implications of greater external
sovereignty may outweigh the losses arising from reductions in trade with Israel that
would result from the existence of a customs border with [srael.

Normal, but not preferential, trade, might seem a desirable alternative. It would
give the Palestinians the possibility of imposing tariffs on imports from Israel, for
protective or revenue purposes, but most probably will result in similar restrictions by
Israel on imports from the PT. Since Israel's import policy is becoming very liberal, these
restrictions need not be very high, but they may seriously discourage imports from the PT,
Theoretically, Israel could give the PT highly preferential benefits, creating a kind of
gradual, asymmetric approach to a FTA. It is not uncommon for a more developed
€conomy to agree to demand less than symmetric tariff reductions; the EU and the U.S. did

S0 by allowing Israel a more lengthy and gradual reduction of its tariffs prior to arriving at
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a tariff-free FTA. However, this is not a likely scenario here. It would be a retrogression
from an existing tariff-free system. Gradualism in tariff reductions is usually proposed as a
way to allow industries that have enjoyed high levels of protection to adjust to competitive
conditions, with limited adjustment costs.

The alternatives requiring a customs border assume that a political border exists,
and even a convoluted one can be controlled, with a limited number of crossing points.
Though political borders will ultimately be defined in the Israeli-Palestinian peace
negotiations, two thorny issues may complicate the process: the possible existence of
Israeli enclaves in the PT and the city of Jerusalem.

Israeli enclaves could trade easily with the PT and Israel if a CU exits. An FTA
would require some simplifying arrangements to facilitate examination of rules of origin.
Any less integrative arrangement would require that trade between them and Israel be done
using sealed containers.

Jerusalem poses a more serious problem. East Jerusalem is the center of Palestinian
commerce. Were the city to be divided again, with East Jerusalem becoming part of the
Palestinian State, then no special additional problems would arise. But if Jerusalem
remains an undivided city - as is assumed here - that is, there is no customs border dividing
the city, whether or not the Palestinians are given special rights in parts of it, then the
cutting off of East Jerusalem from the Palestinian State would cause great disruption to the
Palestinian economy. Therefor, only a CU, which evades the necessity of instituting
customs borders, would avoid the creation of serious economic problems.

The above analysis has not taken into account the existence of trade relations
with Jordan as an important element affecting the arrangements between Israel and the
Palestinian State. Jordan and the Palestinians have important historic, political and
ethnic ties, and it is only to be expected that a Palestinian State would want to
i strengthen these ties, including trade arrangements. At present, Jordan and the
= Palestinians have an agreement which is essentially one of protocol trade, and which is
consistent with the provisions of the Paris Protocol. Israel and Jordan have an
asymmetrical preferential trade agreement, giving Jordan significant tariff concessions
on a large number of goods, while Jordan gives Israel much more limited concessions
on a list of goods. Because its industry is less developed than Israel, and still relies
i heavily on protective measures, Jordan does not feel ready, for economic (as well as
:-. Political) grounds, to contemplate forming an FTA with Israel.

: Although the Palestinian State may consider it too early to enter into economic
integration with Jordan, through an FTA or a CU, because of fear of competition from
: : Jordan, it probably would not want to preclude those possibility for the future. A CU with
_Israel would preclude such integration: only if Israel and Jordan were to agree to an
;imegration which abolishes the need to examine the origin of trade between them could the

re

Palestinian State and Jordan eliminate a customs border between them, and the former is
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not likely in the foreseeable future. Consequently, full freedom for the Palestinian State to
choose any type of trade arrangement with Jordan requires a customs border between it
and Israel.

Thus, whereas a CU between Israel and the Palestinian State would seem to be the
most beneficial kind of trade arrangement when only these two parties are taken into
account, the addition of Jordan changes the conclusion. An FTA between the Palestinian
State and Israel is the most desirable alternative among the more likely scenarios. This
permits the gradual creation of a FTA or even a CU between Jordan and the Palestinian
State, and perhaps a future tripartite FTA or an FTA between Israel and a
Palestinian-Jordan CU. But it should be kept in mind that any arrangement between Israel
and the Palestinians which requires customs borders would add a major economic
dimension to the already thorny political issue of Jerusalem; this would necessitate a very

innovative solution to trade between Jerusalem and the PT.
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Te TAX HARMONIZATION AND TAX CLEARANCE

7.1 Introduction

The economic relationship that the permanent settlement will establish between Israel

and the future Palestinian State will also necessitate an agreement regulating their fiscal
relatiousﬁips. Arrangements might have to be made to harmonize customs tariffs and
other indirect tax rates, to minimize the risk of either party’s customs and tax system
being eroded by rerouting or by smuggling. Because the agreed upon economic
relationship might result in one of the two parties collecting taxes from the residents of
the other, mechanisms may also be required for re-apportioning the proceeds between
them.

The choice of the fiscal arrangements between Israel and the future Palestinian
State depends on whether trade between them will be subject to an effective economic
border and which of the two will wish to maintain higher indirect taxes, It will also
depend on the availability of independent Palestinian sea and airport facilities and on
the number of Palestinians employed in Israel. The more porous the border, the more
closely have customs duties and other indirect taxes to be harmonized, if trade and other
economic activities are not to be rerouted vig the lower-tax party. The greater the
number of Palestinians working in [srael and the share of Palestinian imports entering
through Israeli harbours and airports, the greater also might be the need for a tax
clearance mechanism.

The main distinction is between trade relationships that involve an economic
border, and those that do not. Insofar as tax harmonization is concerned. all arrangement
falling short of a borderless customs unicn can dispense with having a fullv unified

excise tax and customs tariff, On the other hand, such a union necessitates a tax revenue

E sharing scheme. But the dividing line is not always sharp, and allows for solutions

varying more in degree than in essence and not always easily categorized.

7.2 Tax Harmonization - Customs Duties and Excises

There will be no need to harmonize individual and corporate income tax, as well as
other direct taxes. In their case, the transition from one tax jurisdiction to another can be
identified through changes in registration, which constitutes a “notional border”, to
distinguish from the physical one of a geographically marked line. Furthermore, wage
and skill differentials, as well as other business and social environment issues may be
expected for many years to outweigh tax considerations in investors’ choice between
Israel and the Palestinian State.

Given the nature of any border-line that may be agreed upon, the risk of

smuggling can be expected to result in some, possibly unilateral, harmonization of
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customs duties and indirect taxes even in the absence of any preferential trade
arrangements. On the other hand, although a customs union seems, by definition, to
3 imply a perfectly unified tariff, significant exceptions to uniformity can be consistent
: with such a union, provided a notional border for them can be devised. The larger these
exceptions, whether in terms of the list of goods thus exempted or of their quantities, the
more the customs union resembles an FTA agreement, insofar as the need to unify the
customs tariff is concerned.
A trade relationship falling between a customs union and an FTA can be attained
: by broadening the categories of goods that can be imported to the Palestinian territories
under a customs rate falling below the Israeli one. It is restricted by the ability to
prevent the seepage of such goods to Israel, either by registration requirements or by
tagging.

In view of Israel’s commitment to further tariff lowering on the one hand, and
Palestinian budget financing requirements on the other hand, the future Palestinian State
may have to opt for a higher tariff than Israel. This, again, could partly be achieved with
the help of a notional border of registration and tagging, this time, however, directed in
the opposite direction. Exemptions from the common tariff could also apply to both
sides, each one being allowed lower customs duties on some goods for which a suitable
notional border could be devised.

. Finally, still within the mixed customs union-FTA option, consideration should
. be given to the possibility of an one-sided customs border for the Palestinian State, that
would allow it to impose higher customs duties on some foreign goods for either fiscal,
social or infant-industry reasons. The porousity of such a border, and the costs of
maintaining it, would be for the Palestinian side to decide. From Israel’s point of view,
the only proviso should be that such a border is not used to impose tariffs, exercise
& NTBs, or discriminate in any other way against its own exports to the Palestinian
territories, except by agreement. [t should also be taken into consideration that such a
~ border would not, most probably, remain one-sided for long. Its mere existence will be
bound to raise demands for a similar border for goods entering Israel from the

Palestinian State, ultimately culminating in the dismantling of the customs union.

= The arrangements specified here for customs duties hold also for excises and

purchase taxes on imports, as well as for most excises and purchase taxes on domestic
E production

All less close trade relationships imply an economic border between Israel and
& the Palestinian State. Formally, each party should then be able to set up its own customs

& tariff and purchase and excise tax rates, independently of the other. However, because

¢ of the nature of the borders between them, the party trying to maintain the higher
B customs and tax rates will find itself constrained by the fear of smuggling. It may thus
® Wish to negotiate an agreed margin for rate differentials between the two tax systems,
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despite such harmonization not being formally called for in the case of an FTA or of

weaker relationships.

7.3  Tax Harmonization — VAT

The options are broader in the case of VAT. The multi-stage character of this tax

ensures that the purchase of intermediate inputs from a jurisdiction with a lower VAT
rate does not affect the total tax collected in all production stages taken together. Sales
to final consumers excepted, the VAT rate may thus differ between the two economies,
irrespective of the trade relationship adopted. In the case of a customs union, the
diversion of final consumer purchases to the lower VAT jurisdiction could be averted
by it agreeing to impose the higher VAT rate on retail sales. This, however, would
cause retail trade there being taxed more heavily than earlier stages of production and
distribution.

The alternative of random checks of the baggage contents of private vehicles
within the territory controlled by the higher VAT jurisdiction seems inefficient and
costly, as well as politically non viable, in view of the popular resentment it can be
expected to cause.

The same seems true of discriminating between Israeli and Palestinians final
consumers by regquiring them to identify themselves when shopping close to the
political border. But an arrangement that cannot be ruled out under certain
circumstances 1s that of issuing the residents of closely adjoining areas with special
identifications, which would allow them to legally take advantage of the lower VAT in
the neighbouring jurisdiction. However imperfect and open to abuse, such a system
could help mitigate the problems that VAT differentials would raise in Jerusalem, if it
remains physically undivided.

The possibility should also be envisaged of either one of the two jurisdictions
restricting the movement of individuals across the lines separating them. In that case,
which may be consistent with a customs union, the whole question of VAT on sales to
final consumers will become largely irrelevant.

The situation with respect to all indirect taxes is asymmetrical, in that a higher
. Palestinian VAT rate (as well as a higher tariff, and higher excise taxes) will at least be
partially offset by the generally higher Israeli distribution costs and prices.

The whole problem discussed here vanishes once a less close trade relationship is

; FTA, make it possible for each party to maintain its own VAT rate. Any differential

; between the VAT rates of the two parties could then be collected at the border.




7.4 Revenue Sharing and Tax Clearance

As long as goods destined for Palestinian markets continue to reach them via Israel, the
need for tax clearance between Israel and the Palestinian State may persist, even in the
presence of economic borders. Unless satisfactory arrangements can be made for goods
to be conveyed under seal to their ultimate destinations in the West Bank and Gaza, the
Israeli customs authorities may be expected to demand that Israeli import taxes be
collected on them on their entry into the country. Thus, the need for a tax remittance
scheme will not necessarily be eliminated under an FTA or even looser border requiring
trade arrangements.

The present tax remittance scheme is based on documentary evidence of actual
transactions, much of it making use of the tax rebates mechanism inherent in the VAT
system. It apportions revenues according to the destination principle. Although it seems
to operate quite smoothly, it denies the Palestinian tax authorities the customs duties
and excise taxes on (a) Palestinian imports from abroad not identified as such on their
clearance through Israel’s customs and on (b) the foreign import component of Israeli
goods exported to the Palestinian territories, as well as (c) the purchase and excise taxes
on the latter goods.

Documentary evidence on some major elements of (c), pertaining to a small
number of large transactions, is readily available. But that on (a) depends on the
readiness of Israeli importers to declare the share of their consignments re-exported to
the West Bank and Gaza (which, at the time of importation may not yet have been
decided); while documentary evidence on (b) is unavailable almost by definition.

The alternative to the present system is to share the total tax revenue according to
a macro-economic formula based on the respective size of two parties’ Imports or
consumption. This would also allow apportioning the sums presently excluded for lack
of documentary evidence. But in the absence of economic borders, the parameters of
such a formula would have to be derived from past benchmark estimates. It could,
therefore, be expected to become the subject of constant demands for updating or for
arbitrary revisions on the basis of some partial indicators. A formula system would also
> be more politically vulnerable in Israel and, possibly, also in the Palestinian State:
remittances made under it would be much more apt to be misrepresented as a political
subvention to the Palestinians than a system based on documentary evidence of taxes
g actually paid by them to the Israeli treasury.

Rather than substitute an imprecise scheme for an incomplete one, it may be
g Worthwhile to consider using a formula based revenue sharing scheme to complement
& the one based on documentary evidence. The present system would continue to operate

 With respect to the remittance of customs duties and of excise and purchase taxes on
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imports explicitly destined for the Palestinian State, as well as of VAT. (Insofar as
possible, it should be broadened to cover also purchase and excise taxes on Israeli
produced or processed goods, such as fuels.) But it would be augmented by a lump sum
compensation for the exclusion from it of taxes for which no documentary evidence can
be forthcoming. This lump sum could be fixed in advance for an agreed period of time.
Alternatively, it could be calculated annually, on the basis of Palestinian trade figures
and of some assumptions on the share of the foreign import component in Israeli goods
exported to the Palestinian State and the share of all Palestinian imports from abroad not
identified as such at the Israeli customs points.

With the formula-based tax remittance limited to items unsatisfactory covered by
the present scheme or altogether excluded from it, the sums transferred under this
heading are bound to be small in comparison with the total tax revenue remitted. This
will lessen the pressures for the frequent updating and revision of the underlying
formula, thereby reducing its potential role as a source of friction between the two
parties. It should also considerably reduce the political vulnerability of the whole tax
remittal system, compared with the situation in which all of it is formula based.

An FTA or a preferential trade agreement would greatly reduce the importance of
tax clearance. If imports from abroad could be prevented from going astray on their way
through Israel, customs duties and excise taxes on them could be collected at the
economic border between the two parties. The documentation proving that goods fulfill
the “rules of origin™ conditions of the FTA would also provide information on the
imports and import taxes embodied in the Israeli goods qualifying under them

Imports from all sources, including the Palestinian State in the case of Israel (and
vice versa), could then be made liable to VAT on importation, while exports to all
destinations, including the FTA partner, would be exempt. With all VAT accruing

directly to the fiscal authority of the final consumers, there will be no longer need for

& any tax clearance on its account.

Finally, the present system of remitting a certain proportion of the taxes withheld
at origin from wages earmed by Palestinians working in Israel can be retained,

irrespective of the trade relationship. Alternatively, it could be substituted by an

& agreement on which taxes will each side collect from these workers for its own coffers.
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APPENDIX -1: TRADE RELATIONS

A major part of the economic relations to be agreed upon once a permanent settlement is
achieved concems international trade. Trade itself, by improving the economic welfare of
the parties concerned; can help make peace more enduring. The basic political assumptions
set out in an earlier chapter imply that the economic arrangements will be determined as a
result of negotiations between two sovereign parties and will therefor take into account the
desires of both. This appendix presents an Israeli perspective of economic benefits and
costs. First and foremost, these pertain to how alternative arrangements will affect Israel's
trade and fit into [srael's general trade policy. However, because successful development of
the Palestinian economy and improvements in the standard of living of the Palestinians is
vital to consolidation of the peace process, and will contribute directly and indirectly to
Israel’s economic benefit, the economic effects of alternative arrangements on the
Palestinian economy must be taken into account. Whereas the main focus of interest is on
future relations between Israel and the Pulcstirﬁﬂml, these must take into account the
possible relations of each of these entities with Jordan.

The present discussion starts by considering advantages of trade in general, and a
brief enumeration of theoretical alternative forms of formal trade agreements. After a

description of the initial conditions of trade policies, the alternative possible arrangements
are assessed.

I, Advantages of Regional Trade:

The theory of international trade views trade between nations as a geographic extension of
the exploitation of economic specialization. Pure theory assumes a nation as an entity in
which there are no natural or administrative obstacles to the free movement of goods and
factors of production, so that economic forces can lead to optimum choice of products and
techniques. Trade between nations is assumed to be affected by national economic policies
and by the existence of natural impediments such as transportation costs. In the real world,
transportation costs exist within nations, and are a function of geographic size and
Structure; consequently, in some cases trade between two adjacent countries may be
economically more advantageous than trade between two distant areas within one country.
Grouping a number of adjacent countries as one economic region in which artificial

impediments to trade are eliminated increases the potential for intra-regional trade, as it

; A problem of nomenclature arises in this section: While we assume a future Palestinian state, the
i “rangements discussed may well be agreed upon before the formal creation of such a state. Furthermore,
& even after the creation of a Palestine Authority it was necessary to distinguish between territories subject to

Its control and remaining occupied territories. For convenience, therefor, and without political motivation,
the abbreviation PA is used here to refer to the Palestinian political unit with which agreements were

g reached in the past and will be reached in the future, and the term PT is used to refer

to the geographic
Palestinian regions.
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makes possible more efficient choices of production techniques and location. Ideally, the
optimum region would be the entire world; however, given that this ideal will not be
achieved in the foreseeable future, a question of great practical importance is what
constitutes an optimal region. Regardless of the answer to this question, and its
implications for the entire Middle East area and its relations with the present groupings of
Europe and North America, it is clear that lsrael and the PT, and Jordan as well, are so
small economically and close geographically that they should be grouped as one economic

region, whether or not it would be even better for them to be incorporated into a larger

regiq:m.2

Unfortunately, pure economic considerations are rarely, if ever, the decisive ones.
National, and within nations, sectional interests are of major importance. For the three
entities of our concern, these are extremely complicated. On the one hand, the long
standing enmity between Israel and its Arab neighbours, acerbated by the long period of
occupation, will cast its shadow on future relations between them for many years to come
even after the final peace agreements arc signed. On the other hand, the separation of the
West Bank from Jordan since 1967, and the development of Palestinian nationalism since
then will bring to the fore conflicting aspirations and competing sectors; thus, sectoral

antagonisms to completely free economic relations are sure to arise.

2. Formal Economic Agreements

Economic relations range from minimum exchanges of goods and services to a wide
& spectrum of formal agreements on economic cooperation and preferential treatment.
3 ~ Theoretically, the best trade is free trade - i.e., non-preferential trade. However, completely
free trade is rarely observed; preferential trade agreements are commonplace. Countries act
= under the assumption that the advantages of preferential agreements outweigh the losses
3 -:asso-::iamd with distortions caused by discrimination. These advantages are the benefits for
= domestic consumers and the greater efficiency in domestic production arising from at least
partial elimination of trade barrers, and from the lowering of such barriers in partner
countries. The countries involved open their borders to trade in goods and in some

services. but under conditions that apply to their trade with all other countries that do not

& enjoy particular preferences.

& 2o . . . ; ; ;
% - For a discussion about whether Israel and its Arab neighbours constitute an economic region see H.
Awartani and E. Kleiman, "Economic Interaction Among Participants in the Middle East Peace

y E Process”, The Middle East Journal, Vol.5, MNo.2, Spring 1997.
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a. Protocol rade:

Agreement is reached on lists of goods to be permitted entry to each country, with
quantitative limits, and possibly also on the relevant tariffs. The main advantage is that
some, at least, of the discrimination, which leads to distortions, has been removed. If this
i initial step towards normal trade is only partial, but is expected to be extended, it can be
; Justified on grounds of allowing domestic producers time to adjust to competition from a
new, cheaper source of supply.

b. Most favored nations treatment (MFN):

Trade between the partner countries is permitted subject to the regulations and tariffs
which apply to countries receiving general preferences, but excludes the special
arrangements applying to countries receiving trade preferences as part of particular treaties.
(Membership in GATT is first and foremost the application of the MFN principle to

members of that agreement.) Essentially, this is movement towards non-preferential trade.
¢. Preferential protocol trade:

The reduction of tariffs and/or of quantitative restrictions (QRs) on a given list of goods,
conferring on them some advantage compared to other countries. Such preferences have to
be made conformable to membership in GATT.

d Free trade area (FTA):

This and the other following formal arrangements are, generally, encompassed by the term
"economic integration”. The term implies, on the one hand, a high degree of preferential
treatment and thus discrimination against non-member countries, and on the other hand,
considerable dismantling of barriers to trade, thereby allowing free trade, albeit in a limited
area. For this reason, economic integration finds advocates among both believers in free
trade and those who support protectionism.

[n the free trade area, all tariffs and other restrictions on trade between the partner
= Countries are eliminated (possibly gradually, in accordance with an agreed upon timetable),
but each of the partners retains the right to impose an independent trade policy vis-g-vis
. non-partner countries. An FTA agreement may also be restricted in the sectors to which it
g applies; for example, it may exclude agricultural goods. This and more far reaching forms
B of integration are compatible with the GATT.

: While this type of arrangement implies the relinquishing of policy options to
‘-prmect domestic production from competitive imports coming from partner countries, it
f’.dcres allow protective measures against other imports. It also bypasses the need to agree on
.. a common external trade policy, something, which may be difficult for countries at
tdiffen:nt levels of economic development to achieve. Because wide differences in levels of
dcveiﬂpmem between the partners to the agreement may make the elimination of all

g Protective measures against imports from the partner as problematic as eliminating them
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on imports from other countries, a gradual and non-symmetric reduction of intra-union
barriers is often agreed upon.

A drawback of the free trade area, compared to other forms of integration, is the
necessity to retain custom borders between the countries. An FTA does not eliminate the
need to inspect goods passing from one region of the area to another, in order to determine
whether the goods in question originates in the partner country, and are therefore to be
allowed in free of duty, or of external origin, and thus be charged the appropriate duty.
Agreement is needed on the percentage of value added in the partner country which
qualifies a good to be regarded as originating there, and checking value added is an
expensive inspection process.

e. Customs union:
This is an extension of the free trade area agreement to include a common external trade
policy for all members. The relinquishing of independence in external trade policy is
compensated for by the elimination of customs borders, the inspection of intra-regional
trade being no longer necessary. Creation of a customs union between countries with
similar pre-union trade policies does not pose difficulties in agreeing about the common
external policy. This is not the case when the proposed union is among countries differing
widely in economic structure and trade policy. In this case, the uniform external trade
policy tends usually to be very similar to that of the larger, more developed economy. The
weaker member may then feel that it is not ready as yet to face the extent of foreign
completion its partner accepts, even if it 1s ready to submit to full competition from the
more developed partner itself.
f Common market and beyond:
Whereas the above types of integration were restricted to trade arrangements, these forms
£ 2o considerably beyond that: in addition to free trade in goods and services, the common
_ market provides for free movement of factors of production, labour and capital. Integration
~ can be extended from a common market to include various degrees of common economic
policy: fiscal, monetary, and social provisions. As these additional integration measures of
joint policy are adopted the names "economic community" or "economic union” become
appropriate. Clearly, the greater the uniformity in economic policies and the elimination of
barriers the greater the scope for specialization the exploitation of scale economies. But the
obverse side is the relinquishing of tools for dealing with the problems of the more
backward regions.

In practice, the orderly sequence of widening liberalization in trade arrangements
need not be followed. Frequently, some measure of factor mobility and trade in services
may be allowed long before wide- ranging economic integration is achieved, or even
agreed upon. Similarly, while the above listing implies an orderly progression and clearly
defined arrangements, numerous hybrid arrangements can be made, suitable for the

*' particular needs of respective partners.
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3. Israel's Trade Policy

Starting from a very tightly controlled trade regime, Israel embarked in 1952 on a long and
._'f very gradual process of trade liberalization. In the first decade, this liberalization consisted
B .csentially of using price mechanisms, rather than administrative controls, to affect the
B level of imports of goods considered non-competitive with domestic production. Only in
& 1962 was import liberalization extended to competitive imports, and even then, only to
non-agricultural goods. It was sold to the public as a measure necessary to prepare [srael's
;' industry for competition with the emerging European Common Market.® The liberalization
g policy consisted of two stages, partially overlapping. First, quantitative restrictions on
competitive imports were replaced by tariffs, which were gradually reduced at a later stage.
By the end of 1977, most tariffs had been reduced, in accordance with the planned levels
protection, and in consideration of negotiations with the EU, which resulted in a Free
® Trade Area Agreement on industrial goods in 1975. The average level of effective
:pmtection for industrial production in 1977 was 25 percent, compared to 96 percent in
1968
During the 1980s, Israel completed the reduction of tariffs on industrial imports
£ rom the EU, in accordance with the FTA agreement, and stared applying similar
E- reductions on imports from the US., in accordance with a FTA agreement which
& commenced in 1985.” It was but natural that there would be resistance on the part of vested
E interests to the reduction of protection, and in some instances various non-tariff barrers
. - were used as alternative protective measures, 10 mitigate the reduction in protection levels.
Nonetheless, it is fair to conclude that on the whole, Israel's industry was exposed to
.cﬂmpetition from the industrial giants of Western Europe and the U.s.

s However. in the late 1970s and during the 1980s, as Japan and newly industrialized
B countries, particularly in Asia, started 10 become dominant in various industrial products, it
& became increasingly clear that forcing Israel's industry to become competitive with the EC
nunu-les — the announced goal of its import policy — Wwas not sufficient to make it
& universally competitive. Israel's response to this trend was not to force its industry to match
mihe new producers, but instead to erect a wall of protection against these "third area”
countries. Part of this protection was achieved simply by lowering tariffs to the FTA
"'I'uﬂuntrics, so that excluded countries faced relatively high tariff walls. But in addition,
FIsrael imposed quantitative restrictions on imports from the "third area." Thus, there
§remained trade discrimination, leading to trade diversion - i.e., importing from sources

ijnnre expensive than available alternative sources of supply.

-' The European Customs Union was sradually widened in scope to become a common market and an
' economic union, with abbreviations from ECM to EC to EU. To avoid confusion, the abbreviation EU
; 3 will be used 1o refer to all the forms of European integration.
E! Halevi, N. and ). Baruch (1991), Liberalizing Foreign Trade: Israel, Wol. 111, in D. Papageorgiou, M.
jl!*-'ﬁa::hzuzlg,r and A.M. Choksi (eds.), Liberalizing Foreign Trade (Oxford: Basil Blackwell). Table 7.1
The final reductions of tariffs for the EC applied from 1989, and those for the U.S. from 1995
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To remedy this situation, a new policy as regards trade with non-treaty countries
was introduced in 1991, All quantitative restrictions on industrial imports for purposes of

protection were removed; license requirements Were abolished for most goods, and

replaced by pmtactive tariffs. Thus, the new policy was, in effect, application 10 third area
imports of what had been the first stage of the "new economic policy” of 1962, except that
in this case the first stage lasted one day rather than several years. Most tariffs were set at
rates no higher than 75 percent. For a number of products, where the domestic industry
was considered extremely vulnerable to competition from third area countries (textiles,
clothing and building materials), higher tariffs were imposed, by use of specific duties,
ostensibly equivalent to ad valorem duties of no more than 110 per cent of the European
§ price of the good. The tariffs for most goods were to hold for five years and for a longer
s period in the case of the vulnerable goods. Furthermore, the target tariff level was not set at
¢ -ero, as in the case of the FTA regions, but rather at 8 percent for inputs and 12 percent for

& final products. Thus, the final goal still calls for discrimination against these sources of
production with an effective protection rate of about 16

L

i
:
*
i

B supply, providing domestic
& percent.”
Thus, import liberalization as regards industrial goods has come a long way. But
B there still remain several flaws in this picture of trade liberalization. Despite the abolition

€ of quantitative restrictions and the reduction in tariffs, [srael sull makes use of several

.'Ifnrms of non-tariff barriers (NTBs), such as industrial quality standards requirements.

However, on the whole there has been also a considerable reduction in the use of NTBs for

E protection.

Until 1998, all the liberalization discussed above was limited to non-agricultural
pons.? Agriculture in Israel, still regarded as a more than merely an economic sector,
influence far beyond what would be suggested by reference

R received bene fits and retained
has steadily declined,

0 its economic weight: agriculture’s contribution to national product
.L-IESS than 3 percent. Imports of almost all agricultural products required licenses, and
: these were granted only when the imports were necessary supplements, and not substitutes,
for domestic prod. In recent years, two important innovations were introduced. First, a
ralizatinn process was accepted for processed foodstuffs considered as agricultural
r‘_-__=_- er than as industrial products. Administrative protection was replaced by high tariff
brotection, and a timetable was announced, at the end of which protective levels would be
e same as granted to industrial imports from "third area" countries. In late 1998,

Boreement was finally reached to introduce a similar process for primary agricultural

ot 1o

_When the nominal tariff on a final good is higher than the tariff on imports of inputs for the domestic
gproduction of such a good, the “effective protection rate” on the domestic value added (that is, the
difference between the values of the final product and imported inputs) is higher than the nominal tariff
grate.

mﬂally, the FTA with the U.S. includes agricultural products, but temporary escape clauses effectively
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products. But the timetable for reductions in tariffs is still flexible, and the final protective
level is expected to remain high, although lower than required by the commitments
undertaken by Israel under GATT’s Uruguay Round agreement with respect to agricultural
protection. The economic agreement with the Palestinians signed in April 1994, (more
fully discussed below), covers also farm imports from the PA to Israel. If there is no
evasion or regression from the terms of this agreement, liberalization of agricultural
imports may go beyond the presently defined policy.

By the mid-1990s Israel had FTA agreements with the EC, the U.S., and since
1993, with EFTA, which subjected its industrial production to full competition from these
industrial countries. During 1994-1997, bilateral FTA agreements were signed with six
additional countries: Canada, Turkey, the Czech Republic, Slovakia, Poland and Hungary,
and in the near future Israel will have reduced substantially its remaining protective
measures as regards other countries.

The conditions affecting the development of Israel's trade were its isolation from its
immediate neighbours, the inflow of economic aid from the U.S. and Germany, and the
evolution of trade policy, as described above. [ts main trading partners are Western Europe
and the United States.

4, Trade Relations with the Palestinian Territories (PT)

Prior to 1967, Israel had no trade relations with its immediate neighbours. After the
occupation by Israel of the West Bank and of Gaza, previously controlled by Jordan and
Egypt, respectively, all trade of the PT was subject to Israel's discretion. Their trade with
[srael was subject to asymmetric regulations: all Israeli exports to the PT were entirely free
of restraints, though during the early years of the intifada, the Palestinian popular uprising,
there was a voluntary boycott of Israchi goods. On the other hand, exports from the PT to
Israel were subjugated to Israeli interests. Thus, agricultural goods were excluded, except
when they were deemed by Israel's Ministry of Agriculture to be desirable as
supplementary to Israeli production, and did not give rise to undesired competition.
[ndustrial exports to Israel were not formally restricted. However, licensing procedures (till
recently) for industrial investment and other administrative regulations and arbitrary
actions effectively curtailed much of the potential exports. Even before the Paris Protocol
agreement the procedures for setting up of new industrial plants were liberalized, giving
promise of more industrial exports to Israel.

Imports to the PT from abroad were subject to Israel's import regime, in licensing,
tariffs, purchase taxes and other charges, and quality standards’ requirements. Exports to
countries other than Israel were hampered in several ways. Exports to Jordan, and via
Jordan to other Arab countries — permitted by Israel, despite the normal bans on trade

with enemy countries — were restricted by Jordan. Agricultural exports to Jordan were
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restricted in much the same manner as exports to Israel. Jordan allowed in farm goods
deemed supplementary and not competitive with domestic production. Industrial exports
were even more stringently curtailed. Under the pretext of enforcing the Arab boycott
against Israel, Jordan tried to prevent the entry form the PT of goods using imported inputs
which did not come via Jordan, nor goods produced by plants set up subsequently to the
[sraeli occupation.
For many years, agricultural exports from the PT to other countries, particularly
* from Gaza, were hampered by the necessity of going through Israeli firms. [n recent years,
& however, eXporters were given the option of selling directly or through Israch export firms.
E While exports from the PT did not receive the same subsidies as Israeli exporters’ they
were accepted by the EC as goods subject to the same preferences as Israel received under

its free trade area agreement.
The economic agreement between the PA and Israel signed in Paris in April 1994

::;- (the Paris F’rcrl[::u:l::l}9 pertained to relations between Israel and the PA, the latter at that time
B .ontolling only the Gaza strip and Jericho. But the Protocol specified that the terms agreed
g upon would apply 10 other areas in the PT as they came under PA control. Trade relations

f formed a major part of the agreement. The agreement between two areas of the region has
g implications for possible trade relations between each of them and third parties,
& particularly Jordan.

Although the wording of the agreement was carefully chosen not to ruffle any
sensibilities, it called, in effect, for the creation of a customs union between Israel and the
PA, with some, quantitatively limited, departures from the usual conditions of customs
b unions. more in keeping with free trade area agreements. However, the agreement is not a
__ &= continuation of the status quo. Instead of what was previously in practice a completely

B orc-sided customs union, the new one is more symmetric. Whereas Israeli goods already
had free access to the PT while imports to [srael were restricted, the new agreement called
e for ultimate free access to Israel, with all but five agricultural products receiving free

B9 . .cs immediately. The five - tomatoes, potatoes, cucumbers, poultry and eggs — were 10
B be admitted subject to quotas which were to be, and in fact were, annually increased over
£ four years, imports 0 become completely free by 1998. H
E As usual in customs unions, the external trade regulations, including tariffs, other

. charges (including VAT), and standards, are unitary for both regions for most goods, and
are in effect those of the [sraeli trade regime. This reflects the unequal strengths of the

£ bargaining parties.

¥ The last of the direct subsidies 1o EXpOTs Were eliminated in 19594
® Protocol on Ecomomic Relations between the Government of the State of lsrael and the P.LO.
Representing the Palestinian People, Paris, April 29, 1994. This protocol was incorporated as Annex ¥
= into the Interim Agreement signed on May 4 1994 in Cairo.
The, sixth produce mentioned, melons, being exported from lsrael to Gaza, rather than the reverse,
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The departures from customs union terms concern lists of commodities, regarding
which the PA is given sovereignty over aspects of trade policy. Two purposes are served
by these lists: to permit at least some trade with Arab neighbours, previously officially
prohibited, and to make possible the importation of basic commodities and goods needed
for investment more cheaply than if subject to Israel's tariffs.

List A" specifies goods that the PA may import from Arab countries (in some
instances only from Jordan and Egypt) under tariffs and other import regulations at its own
discretion (except for VAT). These commodities were limited in quantities, either set out
in the agreement, or to be determined in the future. The accepted principle is that the
quantities should be related to what are expected to be the levels of consumption in the PA,
and therefore not re-exported to Israel."

List B, which includes mainly machinery and investment goods, does not limit the
commodities included quantitatively or by provenance. For these commodities, the PA can
set its own tariff rates and other levies, supposedly lower than the [sraeli ones, but is not
allowed to departure from the Israeli industrial standards code. Two additional import
items are given special treatment in the Paris agreement: motor vehicles and petroleum
products, the latter to make possible cheaper imports from Saudi Arabia or Iraq via Jordan,
or from Egypt.

This agreement set the framework for [sraeli-PA trade. At least until the end of the
interim period, the PA and Israel are joined in this hybrid free trade area-customs union.
Moreover, it limits the trade relations that the PA may have with other countries, including
Jordan. It cannot give tariff preferences, above those allowed in the specified lists of
commodities, to Jordan, Egypt, or other countries. Specifically, it cannot enter into a free
trade area or customs union agreement with Jordan, unless Israel does so too, which is not
to be expected. at |east not in the interim period.

The PA has signed a general economic agreement with Jordan, which is essentially
one defining protocol trade, and does not at this stage depart from the Paris accord. An
agreement was also signed between the PA and the EU, which, though not identical to the
Israel-EU FTA, does give the PA virtually the same terms. The PA also has a separate
agreement, with the EU, which applied to it the EU's preferential conditions granted to
most Middle East countries.

There has been considerable dissatisfaction with the results of the Paris accords.

Though some have stressed inadequate treatment in the accord itself of particular points,

' The list is divided into two parts; the first restricts imports of the goods listed to products produced in
the countries to which it applies, whereas the second (in part including the same items as the first) does
not limit the origin of the products.

" Obviously, if the imports are cheaper in the PT than in Israel, there is an incentive for the importer to
sell them in Israel, since there is no customs border between lsrael and the PA. However, it was
assumed that insofar as the purpose of this arrangement was to permit the PA to buy needed basics
more cheaply than if imported under the Israeli trade regime, the PA authorities would issue licenses
and regulate their use 5o as to make sure that the goods indeed be consumed in the PT.
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such as the allocation of revenues, the accrediting of import agents and the imposition of
[sraeli standards requirements, the main cause for disappointment is in the implementation,
or more exactly, the non-implementation of the agreement. The most serious cause for the
restricted economic relationship is the imposition of closures. These hamper trade
considerably, make the conducting of business difficult and, most seriously, limit the
employment of Palestinians in the Israel, causing wide fluctuations in Palestinian GNP and
personal income. Trade in agricultural products, expected to increase dramatically as a
result of the agreement, was also hampered by use of veterinary and photo-sanitary
restrictions. Contrary to expectations, actual trade between the PT and Israel did not
increase significantly. In fact exports from the PT to Israel in 1996 were no higher than in
the early 1990s."

In the negotiations for replacement of the interim agreement by a final agreement,
the PA will have to decide, subject of course to the political relationship with Israel then
applying, what kind of trade regime it wants. Clearly, the experience of both sides since
the signing of the Paris agreement will affect their attitudes towards the desirable

arrangements to be included in the final settlement.

5. Alternative Trade Arrangements

Though the listing above of theoretical altemative trade agreements suggests a wide
variety of options, not all of them are practical at this time for the parties concerned, in
light of political realities. The following discussion first considers briefly those which
seem least likely to be accepted. After discussion of the pros and cons of the more probable

alternatives, the problems arising from the thomy issues of Jerusalem and Israeli

settlements are considerad,

a. Least likely scenarios:
B No Trade:

Anti-Israel and anti-Palestinian rhetoric at times call for complete disassociation of the two

economies. If one believes that true peace can be long-lasting only if the parties concerned
feel that if enhances their well being - which for the PA this means not only attainment of
nationalistic aspirations but also raising standards of living - such complete separation
between the two economies cannot be acceptable. Even if arrangements could be found
enabling the PA to trade directly with other countries, through a port at Gaza or passing
through Israeli territory (unlikely in such a situation), the complete closure of Israel to

Palestinian goods and labour would have catastrophic effects on the PA economy.

" The Israel CBS estimates these at under $250 million, while the Palestinian CBS estimates exports to
Israel at some 5340 million.
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As far as Israel is concemned, trade would certainly be beneficial: it would foster
greater efficiency in production and lower prices to consumers of goods which can be
produced more cheaply in the PT. But even under the best circumstances, trade with the
PT is not expected to be a major part of Israel’s trade. Israeli industrialists, while fearful
that they would lose some domestic sales of labour-intensive products, particularly
clothing and building materials, to competition from the PT, are confident that free trade
would make possible exports to the PT which would lead to net additions to revenue of
some $700 million within several years, primarily in metals, plastics, rubber and food
processing.'* Over time, as the Palestinian economy develops, so would exports from
Israel to it. While the potential for exports to the PT is not inconsequential, the sums
presently envisioned are still small relative to Israel’s total exports. More quantitatively
significant are the benefits from trade, and in particular the possibilities for export
expansion to larger and richer Arab and Muslim countries with whom there can be trade
relations once true peace and normal relations exist between Israel and the Palestinians. A
final settlement, which allows for no trade with the PT, could have both serious political

implications and accompanying detrimental economic ramifications.

2. Prejudicial Trade:

Can the PA and Israel agree to trade, but at less than most favored nation treatment - that
15, allowing trade but at less favorable conditions than given to those countries with whom
special integration arrangements have not been signed? The argument for this possibility
would be based on the idea that the geographic proximity of the two economies would
expose certain sectors (e.g., Israeli agriculture and Palestinian manufacturing) to
competition more "damaging" than that from more distant economies. Clearly, some
vested interests will lobby for protection from its neighbour. However, granting special
protection would not be economically justified: should policy makers decide that a certain
industry deserves protection, even temporarily, the level of such protection should be
determined as regards the most efficient competitor, and applied uniformly to all external
sources. In other words, regardless of the pros and cons for giving some economies special
privileges, which in itself creates trade distortions, there is really no valid justification for
creating additional distortions by giving less than most favored nation treatment to other

countries. Such an arrangement would create ill-will, and is here assumed to be extremely
unlikely.

14
B Israel Manufactures’ Association, Effects of the Autonomy on Mamufacturing. 1994, (Hebrew).
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3. Common Market or Greater Integration:

At present, the economy of the PA still relies heavily on income from workers in Israel,
though the closures, and the consequent replacement of many of these workers by foreign
workers, have decreased the number of Palestinians employed in Israel to much below the
level of earlier years or that envisioned at the time of the Paris agreement. The subject of
labour services is treated separately. Here it suffices to point out that whether or not one
agrees that for non-economic reasons it is desirable to phase out completely or, more
likely, reduce the reliance of the PT on work in Israel - a position, here taken, which leads
to the idea that trade in goods should be encouraged to replace trade in labour services - the
opposite extreme, complete freedom of labour movement, will not be acceptable to Israel.
Thus, a formal common market, which calls for such free movement of factors of
production, and certainly more advanced forms of integration, can be ruled out.

b. More likelv scenarios:

Having eliminated the less likely scenarios, the main choice categories remaining are
normal, non-preferential trade, and various forms of preferential trade, particularly a free
trade area, a customs union, or some hybrid form, with special arrangements as regards
flows of factors of production.

Since agreement has to be reached between two parties, the analysis must take into
consideration the benefits and costs to both. A fundamental problem is that the two
economies are at much different levels of economic development. Israel’s per capita
national product, about $17.000 in 1998, is similar to that of the advanced middle income
countries of Western Europe. Per capita gross national income in the PT (as estimated by
the Palestiman Central Bureau of Statistics, and inclusive of income from employment in
Israel) was just under $1,800 in 1996.

Income per capita of course reflects economic structure. The PT relies heavily on
agriculture, has as yet attained a low level of industrialization and has not developed a
modern economic infrastructure in communications, transportation, financial services and
public administration. The economy of the PT is not only dependent on Israel for much of
its imports, but relies heavily on export of labour services to Israel. The closures imposed
by Israel from time to time, for security reasons, have affected the standard of living in the
PT primarily through their curtailment of income from these labour services, and have
hampered the development of exports both to and via Israel.

The economy of Israel is, by all common measures, a developed one. lts
agricultural sector (though still politically powerful) is small and shrinking, while its large
and growing manufacturing base has in recent years shifted to a large extent from
traditional, less sophisticated industries, to high-tech industries competitive with the most

advance economies in the world. It has a modern infrastructure of financial and business
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services, and an experienced civil service. It is highly reliant on foreign trade, most of
which is with the developed economies and relatively free of restraints, and has a
diversified export sector. While still coping with a substantial balance of payments deficit,
it has managed to attract substantial private foreign investment, particularly to its high-tech
industries.

The differences in initial economic conditions clearly lead to different views of
alternative arrangements. Specifically, whether the PT is more or less fully associated with
the economy of Israel would have much more serious implications for the PT than for
Israel. While different trade arrangements would certainly affect particular sectors or
individual firms, it is not to be expected that the PT would be a really major destination for
[sraeli exports nor, at least in the foreseeable future, a major competitor with Israel's major
industries. Thus, for Israel, the choice between alternatives is less crucial,

1. Customs Union:

As pointed out in section (2) above, a major distinction between a custom union and all the
other forms of trade is that all but the former requires a customs border, where goods can
be inspected on entry, The economic costs of this must be weighed against the perceived
advantages. In the context of possible trade agreements between Israel and the PA, the
relationship between customs borders and political and secunity borders raises thorny
issues. Recent history suggests that regardless of the exact form of the final political
settlement and of the location of political borders between Israel and the PA, security
considerations will dictate that, at least for a long time to come, all goods and persons
crossing these borders will be subject to careful scrutiny. This obviously entails significant
economic costs, considering the long and probably convoluted borders. Efforts are being
made to minimize these costs, but some inhibition of trade will remain under the best
circumstances. The question arises: If goods are to be inspected in any event, does this
imply that a customs border already exists, or that the addition of a customs border would
impose no significant additional economic costs? We believe the answer is in the negative,
Though it is true that the necessity of security checks limit the number of border-crossing
points, and thus the number of necessary customs inspection points, there is a significant
difference between security checks and customs evaluation. The latter are much more
cumbersome and therefor costly.

Consequently, a major advantage of a customs union is that it will impose the least
impediments to trade between the two regions. Furthermore, as will be discussed below, a
customs union would eliminate trade problems posed by the existence of Israeli enclaves
in the PT, and the disputed status of Jerusalem.

A customs union (as well as a free trade area) opens both areas to competition from
each other. For Israel, this is most troublesome to the inefficient parts of the agricultural

sector, and to manufacturing based on unskilled labour. However, the interim agreement
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already exposed Israel, at least in principle, to this competition; thus, no new liberalization
is involved, but rather the retention of existing concessions. Moreover, present policy is
leading to over-all limited protectionism, even from "third area” countnes, so that the
additional advantage given to imports from the PT would not be that significant, except for
certain agricultural goods, and the benefits of exports to the PT will more than justify any
adjustment losses.

As far as the PA is concerned, several economic objections could be raised against
a customs union with Israel. The first, of course, is that the inability of imposing trade
barriers against Israeli imports prevents protection of PT manufacturing from competition
with Israel's more developed manufacturing sector. It must be kept in mind that the PT is
starting its economic development in general, and industrial development in particular,
from very low levels, and that the initial situation is one of no protection against Israeli
manufacturing. Consequently, the continuation of tariff-free imports from Israel would not
cause closing of existing industries, but could inhibit the development of new industries.
While it is true that the PA could not use tariff protection to help "infant industries”, the
experience of most developing countries suggests that such protection usually leads to
undesirable results, and inefficient development. Furthermore, in cases where special
concessions are deemed desirable for infant industries, subsidy aid is less distorting than
tariff protection.

An additional, economically more serious problem, again common to both a CU
and a FTA, is loss of tariff revenue: imports from Israel, at present and probably in the
future a major fraction of total PT imports, would not generate tariff revenue. This is of
course good for consumers, but is a serious drawback to a developing economy, which
usually finds it difficult to raise substantial revenues from other sources, such as an income
tax.

Other possible objections, specific to a CU, arise from the adoption of a common
external trade policy, most probably, as in the interim agreement, one dictated by Israel.
This would limit the PA from setting its own tariffs as regards other countries. However,
since Israel has now very little protection against industrial imports and will soon have
almost none, adoption of the Israeli import policy means that the only advantage Israeli
exports to the PA will have as compared to other countries will be those arising from
geographic proximity.

While the low common external tariff (CET) will not cause severe trade
distortions, it will also have implications for revenue. The PA will not only be unable to
impose taxes on imports from Israel, but will be limited in raising such revenues from
imports from other sources. The tariff revenue of the union as a whole will be small. The
allocation of tariff revenues during the intenim period was the source of occasional friction.
Though better arrangements for allocation should be made, the problems associated with

revenue sharing will still exist. The common external policy will also prevent the PA from
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establishing its own set of industrial standards requirements, which it might wish to set at a
lower level than does Israel. While these goods could not then be sold in [srael, such lower
standards may make it easier to develop industries for domestic consumption and for
export to other countries.

Finally, the CET, which would prevent each member from independently
establishing special preferential relations with other countries, could be more
disadvantageous to the PA, who may want such relationships with other Arab countries.

2. Free Trade Area:
As mentioned above, the FTA does not differ from a CU as regards intra-union

competition. The main differences arise from imposition of a customs border, and the
additional costs this imposes, and the ability to establish different external trade policies.
On the assumption that the CET of an Israel-PA CU would be pretty much the Israeli
tariff, an FTA provides no advantages compared to a CU, as far as [srael is concerned,
except perhaps for the elimination of possible friction between the two areas arising from
revenue sharing.

For the PA, the FTA provides the advantages of an independent external trade
policy and independent internal purchase tax, VAT, and standards. Imports from sources
other than Israel can then be taxed at a rate exceeding the Israeli tariff, whether for
purposes of revenue or for protecting particular industries against, e.g., labour-intensive
imports from the Far East with which Israel 1s not competitive. Or they can be taxed at
even lower rates, to encourage imports of particular goods or from particular sources, such
as some neighbouring Arab country. Such special arrangements with other Arab countries
may be more important for political than for economic reasons.

Against this must be weighed the disadvantages of the customs border with [srael.
More important than the inspection costs mentioned above are the implications of rules of
= origin. Since the economy of the PT is relatively small, many of its products would have a
higher import component than do Israel products. Goods that do not have sufficient PT
added value will not have tax-free entry into Israel, and may have difficulty in gaining
tax-free entry into the EU or the US., even if these areas give the PA FTA rights.
Cumulation of value added, that is, acceptance by the U.S. and the EU of the PT and Israel
as one region for purposes of determining if a product has sufficient regional value added
to merit tariff-free, is important for both the PT and Israel. At present, the U.S. does allow
such cumulation. but the EU does not. A customs union would make acceptance of such
cumulation almost automatic, but an FTA does not. However, it 1s reasonable to assume
that the CU would be willing to grant cumulation to a PA-Israel FTA which is the result of
& a final settlement, as the political motivation for the present diserimination would no
g longer apply.
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3. Normal Trade:

For Israel, the main advantage of formal, non-preferential trade, with the PA is the dubious
one of permitting the same protection for agricultural products and labour-intensive
products as imposed on goods from the "third area”. The disadvantages, compared to some
form of union with the PA, arise from whatever restrictions on Israeli exports may be
imposed by the PA.

The PA may find non-preferential trade more attractive, mainly for political
reasons. On purely economic grounds, it can be justified by resort to the "infant industry"
argument for protection, against imports from Israel and from all other sources. As
mentioned, this argument has been used to justify much inefficient production, and it can
be asserted that the PA would do well to base its nascent industrialization on competitive
yardsticks. Some developing countries have justified domestic protection by pointing out
that their economies are too small to allow economies of scale, and foreign protectionism
prevents use of exports to achieve such advantages. This argument cannot be as valid for
the PT. Both an FTA and a CU would provide access to a relatively large [sraeli market.
The availability of this market for the development of PT exports clearly outweighs any
disadvantages associated with free imports from Israel - and the availability of the EU
preference system, augmented by cumulation rights if there is a CU with Israel, would give
ample scope for exploitation of scale economies. Furthermore, some kind of economic
union with Israel would make joint ventures more palatable, and hasten technological
transfer to the PA., which is probably more important for economic development in the
long run than economies of scale.

From the above discussion, it would appear that preferential trade would be better
than normal trade, as more favorable access to the Israeli would be very beneficial for the
PA. Conclusions as regards which of the two forms of economic integration considered,
CU and FTA, are less clear-cut. The CU would facilitate trade, but at a cost to the PA of
relinquishing sovereignty over some aspects of economic policy which it may feel

unacceptable. Can some other type of preferential arrangement be more acceptable?

4, Other Arranpements:

Preferences without integration: The simplest arrangement is not to enter into any form of
integration, but to give preferences for some goods."” Like an FTA, this gives the PA
- independence in external trade policy, and makes possible discretion as to what industries
o subject to competition from Israel. Reciprocity would dictate that both areas receive
some preferential treatment, but it need not be symmetrical. Being the more developed

b, €conomy, Israel could afford to be more generous in complying with the PA’s perceptions

" Though it would appear that such preferences would not conform to the requirements of membership
in GATT, in fact, the GATT has a clause that permits preferential trade between countries that formed
part of the pre-WWI Ottoman Empire.
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of the needs for protection for its nascent industries, This idea, will certainly have strong,
perhaps dominating, support from many PA policy makers, who could even adopt it with
the suggestion that at a later stage of development a full FTA with Israel may replace it.
But this does not seem to be the best choice for the PA. It is true that when an FTA or CU
is contemplated, asymmetric tariff reductions over a period of years till the final stage is
reached does make sense for countries at different levels of development and widely
different trade policies. Otherwise, the economic dislocation could be very serious, if
industries are not given sufficient time to adjust to the new conditions. This was the way in
which Israel itself had been treated in its own FTAs with the EC and the U.S. But this is
not the case here. First, the economy of the PT has been open to Israeli competition even
before the Paris Protocol, so that imposition of tariffs on intra-area trade would be a step
back. Secondly, the PT is at a relatively early stage of industrial development. Rather than
having to contend with the transformation of existing industries into more competitive
ones, its major task is to set up new industries, preferably on sound competitive principles.

Extension of the present hybrid: The hybrid CU-FTA arrangement set up by the Paris
Protocol gave the PA limited sovereignty in trade policy, for a selected number of goods.

The recently signed Wye Plantation agreement calls for economic cooperation that
includes enlarging these lists. Though this applies for the rest of the interim period, it can
be the basis for a more permanent settlement as well. While such a partial relaxation of the
CET provisions of a CU can meet some specific PT needs, it is doubtful whether those
who prefer an FTA to a CU, primarily because of the economic sovereignty the latter
affords, would accept this as an adequate substitute. However, if, despite the above
objections, the PA would feel that the best long-term arrangement is a CU, then a
temporary hybrid along the lines previously agreed upon would be desirable. It would of
course have to be amended to take into account and correct the problems not adequately
covered in the existing system; e.g. the arrangements for allocation of purchase tax

revenues.

Border trade and industrial trade zones: Border trade, that is trade between areas close to

the border between two countries, often is permitted under special arrangements which do
not apply to trade between more distant areas. The small geographic size of the areas under
discussion does not give any justification for a general arrangement of this kind. But, as
discussed below, some kind of "border trade" arrangement could be used to deal with the
problem of Israeli settlements in the PT.

A more applicable special arrangement for some areas on the border is an industrial
trade zone. Such zones are simply enclosed areas in which production can take place that is
not subject to taxation until it leaves the zone. Whereas industrial trade zones are usually
set up in port areas, making possible imports of raw materials, and the production and
export of the final product, without red tape, they have received wide promotion as being

very suitable for the PA-Israel trade. In fact, at present a long awaited zone at the Gaza
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border is becoming operational. The main advantage of such zones is that they make
possible the combination of Palestinian workers and Israeli factors of production, and
some labour and infrastructure, without the economic, and more importantly, the security
disadvantages of entry of Palestinian commuting workers into Israel. Considering the
economic benefits of such economic ventures, and the extreme importance for the PT that
such employment offers, the development of such zones should be encouraged, though
there has been a tendency to over-estimate their contribution to solving the employment
problem. However, this is not really a substitute for a trade arrangement, Once the goods
are produced, if they are to be sold in Israel or the PA, the application of relevant trade
restraints would be the same as those applicable to goods produced in the other country's
other areas. One way of encouraging development of such zones, if no integration system

1s adopted, would be to apply to exports from them to either area conditions of border
trade.

fi. Israeli Settlement Enclaves and Jerusalem

Two complications, which can effect the choice between the various alternatives concern
Jerusalem and [sraeli enclaves left in territory given over to PA control.

Jerusalem: The final political status East Jerusalem and of the Old is probably the thorniest
political issue to be dealt with in the final negotiations, and may not be resolved till long
after other arrangements are made. At present, all of Jerusalem is incorporated into Israel.
For the PA, East Jerusalem is not only politically important, but remains the main
economic city. In 1996, gross domestic product in Arab Jerusalem was estimated (by the
PCBS) as equal to 11 percent of that of Gaza and the West Bank, and income per capita in
Jerusalem, estimated at $2,536, was 50 percent higher than in the rest of the PT. These
figures do not do justice to the centrality of Jerusalem to Palestinian economic activity.
The importance of the city imparts serious consequences to any economic separation of
East Jerusalem from the rest of the PT.

The possible political solutions to the Jerusalem question suggested in an earlier
chapter have economic implications. Should the city be physically divided again, with its
Arab section becoming part of the Palestinian state - a solution not recommended above
nor considered an acceptable alternative - then no additional considerations beyond those
previously discussed need be added in the choice of trade arrangement. But if a significant
part of East Jerusalem does not pass to the PA, and the city remains a unified one, this
means that there is no economic border between the Israeli and East Jerusalem. Regardless
of how much of the city is given over to some Palestinian political control or partial
autonomy, only a customs union would then fully prevent serious trade complications.

Israeli Enclaves: Several possible political arrangements regarding the Israeli settlements

in the PT were suggested in an earlier chapter. Any re-drawing of borders to include these
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settlements within contiguous Israeli territory poses no additional economic problems.
Similarly, Israeli settlements, which allow their inhabitants to choose their citizenship, but
are officially incorporated into the Palestinian State require no special consideration as
regards trade arrangements. However, as long as such settlements remain as Israeli
enclaves within the PT, they pose a trade problem. Under the existing system, the trade
problems related to the settlements are those caused by the EU, which is not ready to
accept their exports as being either Israel or Palestinian State exports and, as such, entitled
to the FTA benefits. But under any fiture agreement less far-reaching than a CU, trade
between them and the PT would cross customs borders, and would entail many inspection
points. Since the settlements are small, and their production facilities easily identified, it
should be possible to identify the main trade items, and come to agreement on customs
arrangements without requiring constant inspection. Furthermore, if the political
controversy over the settlements would be overcome, their trade with the PT could be
given border trade status, thus eliminating the need for customs inspection.

Barring such arrangements, trade between the settlements and Israel, or exported
from the settlements via Israel, will have to be on the basis of transit trade. Any itemn that
would be subject to a tariff (in the case of less than an FTA), or to value added
confirmation, if the goods remain in the Palestinian State, would have to be shipped in
sealed containers. Thus, trade between the settlements and Israel would require similar
arrangements as trade between Gaza and the West Bank.

Clearly, the settlements present a lesser trade problem than Jerusalem. The choice

among the general alternative arrangements need not be heavily weighed because of the

sertlements.

-

7. Adding Jordan to the Picture — A Triad

Because of the close historical and personal ties between the Palestinian population and
Jordan, and the small geographic area of the three politically distinct parts of what had
been the original mandated area of Palestine, consideration of long-term trade

arrangements between Israel and the Palestinian State cannot ignore the relations between
each of these areas and Jordan.

a. Economic attributes:

Of the three economies, Jordan is by far the largest in physical area. At present, Jordan's
population is about three-quarters that of Israel, and three times the size of that of the PA.
The differences in economic size are much larger. Jordan's income per capita is only about
one-tenth that of Israel. Because the level of per capita income in the PT fluctuated
considerably during periods subject 10 economic closure, the comparisons with that of

Jordan fluctuate as well. However, during the early 1990s the average per capita income in
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the PT was larger than Jordan's (by as much as 70 percent), but by the mid 1990s the
disparity in average incomes in Jordan and the PT was much smaller.'®

This comparison is misleading as regards the actual levels of economic
development. Jordan is much less dependent on agriculture than the PT, it has a much
larger and more sophisticated manufacturing sector, a thriving mining sector, and a much
more developed economic infrastructure.

Compared to most economies at a similar stage of development, Jordan had a very
liberal trade policy till the early 1980s. From 1983 the policy changed, induced primarily
by balance of payments problems. The new policy was focused on limiting imports of
goods that could be produced domestically, while at the same time keeping basic
commodities, many of which had to be imported, cheap.

Tariff rates varied widely, being particularly high for non-essential consumer
goods, reaching in some cases more than 300 per cent. In addition, surcharges were levied
on most imports. Government and other public institutions were granted special
preferences. Quantitative restrictions were also widely used, to protect domestic
production. Government monopolies for the importation and pricing of staples facilitated
the coordination of protection and low prices for basic commaodities.

The balance of payments problems, which intensified in the second half of the
1980s, led Jordan to seek help from the IMF and the World Bank. These intemnational
institutions did indeed help Jordan consolidate and improve its external finances, but, as is
often the case with such aid, Jordan was required to institute a series of economic reforms.
A major part of these reforms concerned import policy. Specifically, Jordan agreed to
consolidate its tariff and surcharge structure, reducing substantially the average level and
variation of tariff rates and decreasing reliance on quantitative restrictions. Reforms during
the 1990s substantially reduced many barriers to trade, but at present Jordan still has a
much more restrictive trade policy than [srael.

Jordan is not a member of any economic block, and it is only now in the process of
joining GATT. It has special relationships with several Arab countries, and conducts much
of its trade as part of bilateral barter or other protocol agreements.

Following the signing of the peace treaty between them in 1995, Israel and Jordan
concluded a trade agreement as well."” Besides general measures specifying closer
economic ties, which resulted in separate agreements on cooperation in transportation,
tourism, and similar issues, the agreement set a framework for trade relations in the near
future. The main provision is the ending of all boycotts, and the granting of most favored
nation treatment (which, of course, means non-discriminatory treatment without granting

* The estimates for Israel and for the PT are from by Israel's Central Bureau of Statistics: income data
for Jordan are based on Bank of Jordan estimates reported to the World Bank and the IMFE. Tt should be
noted that there is a wide disparity between income levels between the West Bank and Gaza: before the
intifada and closures increased this disparity, per capita income in Gaza was only some 60 percent of
that in the West Bank.

" Agreement on trade and cooperation between the Govemment of the State of lsrael and the
Government of the Hashemite Kingdom of Jordan

49




& the same privileges that are accorded to countries with which a special concession
agreement is in force). In addition, a system of asymmetric tariff preferences was agreed
¥ upon: Jordan would grant minor tariff concessions to Israel (ten percent for two years and
five percent more the third year), on an agreed list of products.

For its part, Israel agreed to grant significant tariff concession for commodities
specified in three lists: One hundred percent on commodities on list A, fifty percent on
commodities on list B, and twenty percent on commodities on list C.'"* The items included
in these lists are goods which Israel feels that Jordanian imports would not harm domestic
producers. However, it should be noted that for those items for which all duties are
eliminated, Jordan is given terms no less favorable than those given to the EU and the US,
and better than those applicable to other countries.

Till the interim agreement is replaced, the economic relations between the PA and
£ Jordan are limited to what is allowed in the Paris Protocol. Thus, the trade agreement made
& <o far, though broad in its general terms, is in fact limited to an arrangement for some
B protocol trade. Despite political pressure for greater trade, there are some vested interests

® i1 each country that fear competition from the neighbour.

b. Triad agreements:

. An lsrael-PA customs union has implications for possible arrangements between the
:- Palestinian State and Jordan and between Israel and Jordan. Whereas it permits both
E partners to include Jordan in a CU, it does not allow for only one of them to do so. Without
:': tarifF borders between the Palestinian State and Israel and between the former and Jordan,
£ there is no way to impose a tariff on goods from Jordan coming into Israel, nor for Jordan
& to impose its tariff on Israel goods coming through the PT.

: The existence of a customs border between any two of the three parties permits
B those without the customs border to have any kind of arrangement: CU, FTA or less. Thus,
s if 2 customs border is imposed between Israel and the Palestinian State, then this State and
Jordan can choose any integration system they want. If there is a customs border between
_ Jordan and the Palestinian State, and one between Jordan and Israel, the Palestinian State

and Israel can have a CU. An FTA between an [srael-Palestinian customs union and Jordan
¥ 1s compatible.

Thus. in addition to examining the pros and cons of a Palestinian-Isracl CU or

FTA, it is necessary to consider as well the possibility of extending the arrangement to
§ Jordan.

" 1t may seem, on the face of it, that the granting of tariff concessions to a country not a member of
GATT, not in the context of a movement to a specified form of integration (an FTA or CU) violates
Israel's obligations under that agreement. However, as mentioned earlier, a clause in the GATT
permits such discriminatory concessions among countries formerly parts of the Ottoman
Empire. This applies to Jordan, Israel, and the PA.
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There is very little likelihood for the formation of a CU between Israel and Jordan
in the foreseeable future. The most far-reaching form of integration that can now be
contemplated is an FTA, and this, too, could come into effect only after a lengthy
transition period. It also does not seem likely that the Palestinian State would want to form
a CU with Jordan in the near future. But both economic and political considerations (e.g.,
the possible formation of a confederation with Jordan) would probably induce the
Palestinians not to enter into an arrangement with Israel that would preclude a CU with
Jordan at a later stage. This consideration weighs heavily against a CU with Israel. Thus,
although the earlier discussion suggested that the least problematic economic arrangement
between the Palestinians and Israel would be a CU, the inclusion of Jordan in the equation
points to the acceptance of an FTA as a more likely scenario, though it would require
innovative ideas concerning Jerusalem. Since this implies a customs border between the
Palestinian State and [srael, it allows for an FTA, CU or any other trade policy between the
Palestinians and Jordan, and between Jordan and Israel. Over time, a three-way FTA, or a
Jordan-Palestinian CU combined with an FTA between them and Israel, would be
economically advantageous, and still allow the Palestinian State and Jordan (or a
Jordan-Palestinian CU) to enter into any arrangements they want with other countries,
particularly their Arab neighbours.

5. Summary

Close economic relations between the Palestinian State and Israel is beneficial for both
sides, but more crucial for the economic development of the Palestinian economy.

In the choice of trade arrangement between Israel and the PA, political
considerations may dominate economic ones. Weighing the economic pros and cons of
possible arrangements between Israel and the PT, without taking Jordan into account, the
advantages of a CU over all possibilities are evident. Political considerations may lead the
PA to opt for an FTA, a second best solution. Any lesser form of integration would be
economically inferior, particularly for the PT.

Adding Jordan into the equation alters our conclusions as to the most likely
scenario. Not wishing to preclude closer ties with Jordan, the PA would probably prefer
and FTA with [srael to a CU. At a later stage, Jordan, Israel and the Palestinian State may

join in a three-way FTA, regardless of whether the PA and Jordan choose earlier
integration.
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APPENDIX — 2 :FISCAL ARRANGEMENTS

£ Introduction

= This paper discusses alternative arrangements regulating the fiscal relationships

" between Israel and the Palestinian State. Some of these arrangements depend on the

§ trade relationship that will hold between them. Others are independent of the trade

regime chosen. Section 1 provides the background to the discussion, by summarizing

the main characteristics of the fiscal arrangements now in force, and some of the
rationale for their adoption. Section 2 examines the need of harmonizing customs tariffs .

and excise and VAT rates, and the various ways of doing so, while section 3 does the

same to the problem of revenue sharing. Finally, section 4 presents those alternatives

that seem most viable under the political circumstances envisioned in the introduction to

this report.

The main conclusions of the paper are that, because of the fear of smuggling,

some, possible unilateral harmonization can be expected even if the permanent

settlement allows for the existing of economic borders. On the other hand, even in the

E case of a customs union and the absence of an economic border, departures from

& complete unification of tax rates will be possible, especially if seepage from the low to

the high tax jurisdiction can be revented. The paper also shows that some mechanism

B for tax clearance may be necessary even in the presence of an economic border. It

: argues that a system of remitting taxes on the basis of documentary evidence of

individual transactions, along the lines of the now operating one, is preferable to a .
g system based on some agreed macro-economic formula. However, it is suggested that a

g formula based element could be introduced in tax clearance in addition to the present

g one, to compensate for that part of the taxes paid by Palestinians fo the Israeh
F exchequer, not covered by this system.




1. Background

a. Tax harmonization under the Paris Protocol

Under the economic articles of the Israel-PLO interim agreement of May 1994,
contained in what is generally known as the Paris Protocol, the ‘common customs
envelope’ (actually a customs union) between Israel and the PNA-governed territories
was complemented by fiscal arrangements. These pertained to the maximum allowable
differences in tax rates between the two parties and to the clearance of tax revenues
collected under the jurisdiction of either on goods intended for the other, or deducted
from the wages of Palestinians employed in Israel.

Both sets of arrangements stemmed from the assumed absence of economic
borders, postulated by the interim agreement. Given the miniscule distances involved
(and the completely free movement, until a short time beforehand, of people, vehicles
and most goods), tax rates differential could have been expected then to result in the
diversion of trade and of tax revenues towards the tax jurisdiction where the lower rates
prevailed. To prevent such a situation, not only customs duties but also all other indirect
taxes rates had to be practically unified. The only exception was motor vehicles, where
registration requirements make it possible to observe ownership being transferred from
one jurisdiction to another, creating a “notional” border, at which the tax differential can
be collected.19

[t was tacitly assumed at the time that the PNA will wish its tax rates to be lower
than the [sraeli ones, applied until then also in the West Bank and Gaza and the source
of much complaint by the Palestinian population. Given the price differentials observed
across and even within Israeli localities, a downward leeway of 2 percent was allowed
in the PNA’s value added tax (VAT) rate relative to the Israeli one. This margin was
considered experimental, to be expanded in the future if the PNA demanded so and the
effects on trade were found to be negligible. But purchase and excise tax rates were not
to fall short of Israel’s.

No such considerations applied to direct taxes. In the case of income tax on both
individuals and corporations, and of property taxes, notional borders exist in the form of
the taxed entity’s domicile, making tax avoidance preventahle through unilateral
domestic legislation. Consequently, no restrictions were imposed on the PNA s taxation

in these spheres.

2 = . o - &
For a discussion of notional borders, see belaw, in section 2(d).
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It should be made clear that, insofar as tax harmonization was concerned, the
Paris Protocol preserved, on the main, the arrangements that used to hold in the West
Bank and Gaza under Israeli occupation, with certain concessions to the PNA. These
concessions included complete discretion in the setting of all direct taxes (as well as the
indirect ones on motor vehicles); the right to import some, rather limited quantities of
goods under custom duty rates and standards’ requirements differing from those of
[srael: and to set VAT at a rate up to 2 percent below the Israeli one.

Although complaints have occasionally been raised regarding the Palestinian
need to adhere to the, arguably for them too high, Israeli indirect tax rate schedules,
these seem to have been outweighed by revenue consideration *°.Even the inability to
enjoy cheap imports from “third area” countries — those having no preferential or free
trade area agreements with [srael — was probably at least partly offset by the protection
thus provided to the Palestinian clothing and footwear industries.”’ The source of a
more serious grievance is the need to adhere to lsraeli industrial standards in imports.

The main objection, from the Palestinian point of view, to tax harmonization is
that the common customs envelope of the Paris Protocol greatly restricted the PA’s
freedom in concluding trade agreements with other countries, especially some of Arab,
Asian and African ones with which {srael has no trade relations. As this point has been

extensively treated chapter pertaining to trade, it will not be further elabourated here.

b. The tax clearance scheme

The need for a tax clearing, or remittance scheme was due not only to the absence of
borders but also to almost all Palestinian external trade going through Israel, and to the
huge import surplus in the merchandize trade of the Palestinian territories with the
latter, as well as to the large number of Palestinians employed there. The scheme
pertained, first of all, to customs duties and to value-added-tax (VAT) collected on
cross-border transactions. Predicated on the destination principle of tax incidence, the
scheme allotted to the PNA the custom duties collected by the Israeli tax authorities on
Palestinian imports from the rest of the world, and the VAT collected by them on
Palestinian purchases from Israeli suppliers. (The latter net of the VAT collected by the

Palestinian tax authorities on Israeli purchases from Palestinian suppliers.) In addition,

0 a5 suggested, inter alia, by the PNA not exercising its right to set the VAT rate under its jurisdiction
below the lsraeli one.

*'gee |shaq Diwan and Michael Walton, " Palestine berween Israel and Jordan: The Economics of the
Emerging Triangle”, mimeo. Washington, 1994.
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8:he greater part of the income tax deducted at source from the wages of Palestinians
k employed in Israel is remitted to the PNA, in recognition of it being the main provider
E of the social services and public goods consumed by them. Remitted also are all those
_suciaj security payments that do not entitle these workers to the corresponding benefits

K in Isracl.
: The remittal of both import taxes and VAT, as well as of income tax and social

 security payments, is based on documentary evidence of actual transactions, rather than
; on macro-economic calculations. The Israeli tax authorities charge a small commission
k for the collection of the sums remitted.

'3 The introduction of the tax remittance scheme represented a major departure from the
b state of affairs that prevailed until then. Unlike the” Civil Administration”, the agency
performing governmental duties in the Palestinian Territories under Israeli rule, the
£ PNA became entitled not only to the customs duties on the negligible imports coming
overland through the Jordan river bridges, but also on the overwhelming majority of
E Palestinian imports, brought in via Israeli sea and air ports. It also became entitled to the
® excess of the VAT paid on Israeli sales to Palestinians over the much smaller sums it
.' used to collect on transactions in the opposite direction. And its share in the income tax
withheld at source from the wages of Palestinian workers employed in Israel, and of the
social security payments imposed on them, greatly exceeded the subvention that the

E CivAd used to receive from Israel on their account.

c. Palestinian criticisms of the scheme s incomplete coverage

- The existing tax clearing scheme has been the subject of criticism and complaints by
B 10th the Palestinian and the Israeli sides as well as by some of the international agencies
and foreign NGOs involved in aiding or advising the PNA. The main Palestinian
grievance concerns the lack of satisfactory provisions for the remitting of purchase taxes
on goods destined for the Palestinian Territories. Partly the result of oversight by both
sides, this was recently to be rectified with respect to purchase taxes collected on
imports, as well as on goods subject to easily monitored transactions, such as fuel. But
Israeli fears, that goods for which these taxes were to be remitted will be ultimately
diverted to the Israeli market, prevented a satisfactory agreement from being reached so
far on a similar treatment of purchase and excise taxes on easily rerouted goods, such as

cigarettes.
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According to the existing agreement, all imposts on imports going to areas under
the PNA’s jurisdiction should accrue to its tax authorities. However, when such imports
are part of a larger consignment, their ultimate destination may fail to be specified at the
time of their customs clearance, thereby robbing the PNA of its corresponding share of
the customs duty revenue. The failure to spell out a Palestinian destination is aggravated
by imports being often brought in through Israeli firms acting as the foreign suppliers’
exclusive representatives for both Israel and the Palestinian Territories.

With tax remittances based on documentary evidence rather than on
macroeconomic calculations, the PNA also fails to receive any revenue from taxes
collected on the foreign import component of Israeli goods exported to the Palestinian
Territories. Although much made of by the various NGOs and international agencies
monitoring economic conditions in the West Bank and Gaza, this revenue loss is,
probably, fairly insignificant even from the point of view of Palestinian public finance.
Imports of most raw materials and industrial inputs are no longer liable to customs
duties or purchase tax in Israel, the average actual total import and purchase taxes on
them amounting to no more than 2.25 percent in 1997 (exclusive of imports of tax-free
raw diamonds).

[t is sometimes argued that, together with these customs duties. the PNA is also
denied the VAT levied on the above mentioned import component. This claim reflects a
lack of understanding of VAT. Unlike regular sales or turnover taxes, VAT is a
multi-stage tax, so that taxes not collected at any given stage are automatically collected
at the following ones. The VAT on the import component of Israeli produced goods
exported to the Palestinian territories is ultimately included in the VAT on these last

sales and, as shown in the Appendix, is thus remitted to the PNA.

d. Israeli criticisms of the scheme s fraudulent manipulation
The Israeli dissatisfaction with the existing arrangements stems from the ease

with which they seem to lend themselves to fraud: in particular through the resale in
Israel of goods the customs and VAT on which have been credited to the PNA. This
impression reflects, in part, modes of thinking shaped during the nearly half a century of
Israel’s virtually total physical isolation from its neighbours, and which have not yet
adapted to the reality of non-hermetically sealed land borders. But it is also due to the
apparent failure of the PNA to operate its VAT collection mechanism along the lines
tacitly assumed in the tax remittance agreement, by which taxes paid on input-purchases
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are rebated from those due on sales on the basis of documentary evidence. Had such a
system been effectively introduced, any rebate fraudulently claimed from the PNA by,
say, a Palestinian importer, and subsequently by the PNA from Israel, would have
benefited that importer at the expense of the Israeli treasury, but would had had no
effect on the total tax revenues of the PNA.

But with VAT under the PNA apparently often assessed arbitrarily, its total revenues
are greater the more VAT it can claim from Israel on the basis of VAT receipts
sequestered at the entry points to the Palestinian Territories which, according to Israeli
tax authority sources, is the practice in the case of goods entering Gaza. This would
provide an incentive for the PNA to turn a blind eye on VAT claims that are either
outright fraudulent or based on false pretensions, to the detriment of the Israel; treasury.
It has also been claimed that even with the checks and balances of a correctly operating
VAT system, the PNA might prefer not to weed out false claims that leave the total tax
revenues of the PNA unaffected, because the Palestinian traders who submit them gain
at the expense of Israel.

To restrict the scope for tax remittal being claimed on goods actually marketed
in Israel, the Israeli tax authorities have lately started to demand that Palestinian
importers sign an obligation that the goods cleared by them through customs will not be
sold in Israel. So far, however, no evidence has been provided of the frequency and
magnitude of the fraudulent practices this was supposed to prevent. In fact, a still
unconcluded police investigation suggests that what seems to have been by far the
largest scam scheme of this sort, cheating the Israeli treasury of a substantial sum of
money, was carried out by an Israeli, rather than a Palestinian firm.

Despite all these reservations, the tax clearing scheme seems, on the whole, to
have operated quite satisfactorily. However incomplete or leaky, it provided the PNA
with close to two-thirds of its budgetary revenue proper and over two-fifth of its income
from all sources, without, at the same time, creating an unexpected drain on Israeli

public finances. All said, it is, probably, the most smoothly operating mechanism of the

interim economic agreement.

e. The political vulnerability of the tax remittance scheme
The credibility of the whole tax remittance scheme has, however, been undermined by

Israel’s decision in August 1997 to suspend the transfer of tax revenues to the PNA, in

the wake of a series of suicide bombings by Moslem extremists in Jerusalem. This in

L
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clear violations of the Paris protocol, which made no provision for a unilateral cessation
of payments. In fact, the only conditions that might have justified such a step would
have been the partial or total breakdown of the interim agreement as a whole.?? Short of
such a situation, the suspension of tax remittances may have conceivably been justified
on precautionary grounds, if it could have been proven that the money was being
diverted to finance terrorist activities, a claim that was never seriously made.

Although resumed after a short while, partly under the pressure of third parties,
the withholding of tax revenues demonstrated the vulnerability of the Palestinians to the
potential use of the tax remittance scheme for punitive measures or for means of
exerting pressure on the PNA. Perhaps less obviously, it also raised the unwelcome
prospect of the whole scheme becoming a political issue in Israel and of the [sraeli

government becoming vulnerable to internal pressures on its account.

2. Tax Harmonization

a. The general case for tax harmonization

Given economic borders, whether physical or notional, no formal tax rate
harmonization is called for. Each party may then set its indirect tax rates at its will,
irrespective of the level at which they are set in the other one. However, the longer and
the more porous the border between them, the greater the scope for smuggling from the
low to the high tax jurisdiction. The tolerance level of smuggling, and the readiness to
allocate funds to monitor the border, effectively impose an upper limit on the tax
differential which the higher taxing party will, in practice, be able to uphold.

Tax competition to attract foreign investors and to relocate economic activity in
general might effectively limit direct tax rate differentials as well. But it is far from sure
whether Israel and the Palestinian State will be, in the foreseeable future, competing on
a large scale for the same investors. In any case, wage and skill differentials, as well as
other business environment issues will, most probably, continue for many years to
outweigh tax considerations in investors’ choice between the two.

In view of the tax competition potential and, even more so, of the risk of
extensive smuggling, the party wishing to maintain higher rates of taxation, especially
indirect ones, may find it advantageous to come to an agreement with its low rate
neighbour, to contain the tax differentials between them within acceptable limits. Thus,
although economic borders make it possible, on the face of it, to dispense with formal

tax harmonization, some harmonization might, nevertheless, take place, either through

= As nearly happened in October 1996 when, following the opening of the tunnel abutting on the Temple
Mound, Palestinian policemen turned their weapons against their Israeli counterparts.
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unilateral action or by agreement, as the high tax party tries to protect itself against
smuggling or direct tax competition.”” Such an agreement may be more readily reached
if none of the two parties is a higher rate taxer across all goods. Then, the interest of
each of them in minimizing the tax rate differential in some goods endows the other
with an initial bargaining position from which to offer concessions.

The need for customs and other indirect tax harmonization becomes more acute,
the less formal and the less rigorously kept the economic boundary between the two
parties. But even in the total absence of any economic frontier, harmonization, in the
short run, at least, need not, necessarily, mean uniformity. As has been pointed out
earlier, income differentials and travel costs may result in significant price differentials
even within individual localities. Because of the great disparity between Israeli and
Palestinian wages, considerable price differentials also used to exist between the West
Bank, not to mention Gaza, and Israel before the establishment of the PNA and the
breakdown of free movement among them, uniformity of customs duty and VAT rates
notwithstanding. Such wage induced price differentials provide the upper limit to viable
tax rates differentials in the opposite direction.

Thus, 1f the Palestinian State will wish to collect indirect taxes at rates exceeding
the Israeli ones, it would not be able, in the absence of economic borders, to maintain
them at levels whish would raise Palestinian prices above Israeli ones. In fact, to
maintain competitiveness vis a vis Israel, tax rates would have to be kept below this
ceiling. Israel, on the other hand, may be able to maintain higher tax rates only to the
extent to which travel and transportation costs and, possibly, personal safety
considerations result in the de facto segmentation of the market.

The above discussion seems to suggests that, given a complete absence of
economic borders, the scope for the Palestinian economy having lower indirect taxes,
insofar as Israel is concerned, is rather limited. However, this need not be true of the,
revenue-wise, most important indirect tax, the VAT, and it also abstracts from the

possibility of quantitative restrictions on imports subjected to lower customs duties.

b. The special case of VAT

As has already been mentioned earlier, VAT is a multi-stage sales tax. This means that
at each stage, the tax paid in earlier stages is rebated from the sum due to the tax
authorities on the latest sale. To illustrate, consider a producer using imported inputs
and assume that, as is usually the case, the same rate of tax applies to his sales as to
imports. Under VAT rules, the producer can deduct the tax paid on the latter from the

tax due on his sales. This means that, in effect, he pays a tax at that same rate on the

13 - s . - . - - v “ .
~Which may help to explain why the tax differentials among individual U.S, states fall within a fairly
narrow range, despite there being no legal federal constraint on the level of state taxes.
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difference between the value of his sales and of his imported inputs - i.e., on the value
added by his activities (hence the name by which this tax 1s known).

It also means that any tax not paid at some stage is, in fact, bound to be paid at
the subsequent stage. Suppose that, in the case considered here, VAT on the imported
inputs had not been collected. Unable to deduct it from the VAT due on his sales, the
local producer would then be paying, in effect, the VAT due on both the imports and the
value added by him.

If, say, the Palestinian VAT rate is lower than the Israeli one, an Israeli firm
using purchased Palestinian inputs, and allowed to deduct the VAT on it from that due
on its own sales, will actually be paying in tax the difference between the two rates on
its Palestinian purchases. Consequently, it will have no incentive to redirect its
purchases to Palestinian suppliers, despite the lower VAT there. Insofar as inter-firm
transactions are concerned, therefore, VAT rates may differ, with no effect on the
location of economic activity or on fiscal revenues.”*

Not so, however, when it comes to sales to final consumers, the VAT paid by
whom has no further stage at which to be rebated. There, the opportunity to buy from
firms under the jurisdiction of the low VAT authority provides a real gain to consumers.
In the relative tranquility of the pre-1987 situation, and given the absence of borders and
the trivial distances involved. a lower VAT rate in the Palestinian Territories could have
been expected to provide a further incentive for Israeli consumers to shift to the cheaper
markets. The recent resurgence in the number of mainly Arab-Israeli shoppers in the
weekend markets of Tul-Karem and Jenin is, doubtlessly, facilitated in part by linguistic
identity, family ties and taste similarities. But with the threat to their personal security
removed, manv non-Arab Israelis would. probably, be following in their footsteps, as
the experience of the Jericho casino suggests.

In terms of the sum total of Israeli transactions on which VAT is due, the volume
of final consumers purchases which can presently be diverted to the Palestinian
territories and. hence, also the resultant fiscal loss, are of little importance. While some
Israeli retailers would be badly hit by the competition, Israeli consumers would gain.
However, assuming the cessation of all violence against Israelis and the general
establishment of pacific and friendly relationships, VAT differentials could result in the
establishment, along the line separating Israel from the Palestinian State, of retailers
catering specifically to the Israeli public. The experience of the Eilat VAT exempt zone
in [srael indicates that even much greater distances may not prevent a shift in trade

when the value-to-bulk ratio of the goods in question is high enough. A significant VAT
differential could therefore be considered only if an, at least notional, border existed

*For a recent discussion of differences in VAT rates between trading pariners in general, see R.M. Bird
and P.P. Gendron, “Dual "_.-’ATS and Cross-Border Trade: Two Problems, One Solution?”,
International Tax and Public Finance, 5, 1998, 429-442,
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with respect to such goods, even if no tax border was to exist with respect to all other

merchandize.

¢. Quantitatively restricted customs exemptions

In the absence of borders, the basic objection to the non-uniformity of customs duties
across neighbouring countries is that imports from the rest of the world can then be
re-routed through the low duty party, with a fiscal loss to the high duty one. This,
however, assumes that the scope for such re-routing is unlimited. But if ways are found
to prevent such re-rerouting, or significantly limit the scope for it, the main objection to
non-uniform tariffs is thereby removed. This was the reasoning underlying the Paris
Protocol’s lists Al and A2, exempting limited quantities of certain Palestinian imports
from the common (i.e., Israeli) tariff and industrial standards’ requirements, as well as
the already above mentioned free hand given to the PA in setting custom duties and
other taxes on motor vehicles.

There are numerous ways of preventing the infiltration of such exempt, or more
lowly taxed imports to the high tariff country, depending on the ease with which the
goods in question can be tagged, the economic regimes of the countries concerned and,
perhaps most importantly, the relative magnitude of these imports to total consumption.
The smaller such tax exempt imports, the more easily can they percolate to the high
tariff economy without attracting notice; but the less important, on the other hand, the
resultant effect on fiscal revenues or on import competing industries in the latter. But
even if large, their entering the high duty economy can be prevented with relative ease if
the low duty one can enforce an effective licensing system, or if their provenance can
easily be ascertained. Thus, electrical appliances were exempted under the Pams
Protocol in token quantities which could make no dent in the Israeli market, while the
exempt amounts of building materials such as cement and iron could be expected to be
used in PA run or financed construction projects and, therefore, easily controlled. As for
consumer perishables, these could be clearly marked not for sale in Israel, to hinder
their diversion to that market. In the extreme case, that of motor vehicle fuel (gasoline),
physical appearance itself was to be altered, by the use of a distinctive colour additive.

None of these provisions can completely prevent the seepage of goods to the
higher customs duty country. But by creating a “notional border” of a sort, they can
make departures from an unified tariff consistent with the absence of a customs border —
i.e.. without resulting in widespread import rerouting. Despite occasional complaints
from the Israeli customs authorities, the experience so far with imports entering the
areas under the PA’s jurisdiction under the exemptions of Lists Al and A2 of the Paris
Protocol suggests this, indeed, to have been the case. So that even if a common customs
tariff continues to be maintained, the tagging of goods may allow more departures from
it than have been allowed until now. As will be explained later, this might apply even
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more strongly to departures from the Israeli industrial standards’ requirements. It
should, however, be kept in mind that insofar as seepage of such exempt goods from the
Palestinian Territories into Israel will oceur, it is bound to be the source of continuous

friction between the two parties, further aggravated by periodic demands from both of
them to revise the exemption list.

d. Notional borders:

Given the high probability that, if only because of the issue of Jerusalem, there will be
no physical tax borders between the Palestinian State and Israel, a major departure from
an unified customs and indirect tax structure will hinge on the possibility of identifying
the transition of goods from the jurisdiction of the one to that of the other. Some means
of such identification have been enumerated in the preceding section. More generally,
whenever the identification of such a transition is possible, the act or situation that
reveal it can be regarded as constituting a “notional” border, as distinguished from the
physical one of a geographically marked line. Legal requirements, such as company or
motor vehicles registration, as well as shipping documents and invoicing, provide such
notional borders at which taxes can be collected. In fact, taxes on services are,
practically by definition, virtually always collected at such notional borders.

[nsofar as total prevention of importation is concerned, a notional border may
also, as described earlier, be created through tagging, indicating that the goods thus
marked (or alternatively, failing to be marked) are not to be sold in the other gconomy.
The threat of fines and, possibly, also of confiscation, could then provide a deterrent
against marketing such goods and, hence, also against bringing them in from the other
jurisdiction. But tagging, by itself, cannot, in general, create an effective notional border
where tax collection is concerned. The EU has considered, at some stage, compelling
firms to surrender to their tax authority copies of invoices of transnational transactions
for this purpose. But the idea, which would have greatly eased the collection and
allocation of indirect taxes according to the destination principle, was rejected there as
administratively cumbersome.

In the present case, despite the role in Israeli-Palestinian trade of a multiplicity of
small firms, with rather sketchy bookkeeping, a notional border does already exist, as
described earlier, in the case of VAT on inter-firm transactions. On the face of it, it may
seem that the VAT receipt system could be expanded, to apply to customs duties and
purchase taxes as well, with tax authorities being able to collect any customs
differentials due to them, on the basis of customs receipts attached to the VAT invoices
for which a rebate is claimed. But not having them rebated or being reimbursed for
them, firms would have little incentive for providing such customs documents. While
their provision could be made a precondition for rebating VAT on imports, no such
sanction would be available in later transactions. More importantly, unlike in the case of
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VAT, where the transaction itself is proof of the gross, pre-rebate, sum of tax due, no
such proof exists in the case of imports embodied in the product taxed. It would be up to
the tax authority to prove that some of the inputs used (or of those used in their
production) had been imported from abroad, before demanding that a firm provides
evidence of duties having been paid on them, either on importation or at some later
stage.

The above arguments notwithstanding, a notional customs border can be operated
in the case of easily identified big transactions carried out by a small number of big
firms, such as fuel, electricity or iron construction profiles. As such transactions,
however, can be expected to involve sales by Israeli firms to Palestinian ones, rather
than the other way round, the availability of a notional border would be of no relevance
to a Palestinian wish for a lower customs tariff.

Another substitute for physical tax borders are occasional random checks on the
movement of goods within a tax authority’s area of jurisdiction. Until the fairly recent
dismantling of much of Israel’s central agricultural planning machinery, the various
statutory agricultural marketing boards resorted to such checks to restrict the marketing
of farm produce not sanctioned by their production quota systems (as well as of
competing farm produce from the Palestinian Territories). Random checks are also used
to deter the transportation, in commercial quantities, of goods from the Eilat VAT-free
area into the rest of the country. But as an alternative to a customs border, such a system
would either be very porous or boil down to a physical tax border situated within the
country at some distance from the presumed political one. It can also be expected to be
a perennial irritant and source of complaints on the part of the Palestinians whose goods
would be subject to its operation. Presumably taking place at random spots along the
roads and, therefore, carried out by relatively low paid staff, these checks would,
probably, also provide more opportunity for bribery and corruption than those
undertaken in the more closely supervised surroundings of a regular customs house.

e. Industrial standards’ requirements:
Industrial standards’ requirements have been used in Israel both as NTBs on competing
imports and as genuine (if oftentimes misguided) consumer protection measures.”> Even
in the latter form they have been the subject to the Palestinian objection, that the quality
(or even life and limb protection) levels they enforced greatly exceeded those affordable
by a society with a per capita income only a fraction of the Israeli one.

Unlike custom duties, industrial standards’ requirements can easily be enforced

with the help of a notional border, compliance with them entitling the goods in question

L - . . - . o Loy
The occasional relaxation of an NTB was usually greeted by Israeli consumer protection associations
not by the expected sigh of relief but by the complaint that it exposed the public to the imports of
shabby goods.
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to an appropriate tagging by the agency authorized for this purpose. Thus, in the case of
industrial goods produced in the Palestinian Territories, the Paris Protocol ruled out
entry point checks on standards’ compliance, leaving them, instead, to be carried out at
random at the ultimate domestic marketing outlets. It was assumed that faced with
heavy pecuniary penalties for being caught with untagged goods, Israeli vendors would
refrain from purchasing them from Palestinian producers, possibly forcing the latter to
obtain certificates of compliance.

There is no reason why this arrangement should not be considered also for the
future, possibly broadened to cover imported goods as well. However, its adoption
might well become unfeasible in view of a recent judgement handed down by the Israeli
Supreme Court. This accepted the petition of Israeli floor tile manufacturers that
entry-point checks of compliance with standards’ requirements should be extended also
to the Gaza produced ones, their exemption so far discriminating against imports from
the rest of the world.®
. Tax harmonization — a summary:

Although, on the face of it, economic borders allow a country to pursue its own custom
tariffs policy, it does, in fact, have to take into consideration customs competition
arising from its neighbours setting a lower level of tariffs or of other indirect taxes.
Whether unilaterally, or by agreement, such neighbours will ultimately have to
harmonize their taxes, if they do not wish to provide too big incentives for smuggling.

The degree of such harmonization, which may be expected to stop short of
complete unification of tax schedules, will depend, among other things, on the length
and the nature of the physical border between the two countries and the characteristics
of the taxed goods. Even under the most optimistic scenarios, the ultimate boundaries
separating the Palestinian State from Israel are bound to be long, convoluted, pass close
to major centers of population and, in the case of the West Bank at least, difficult to
monitor. Under these circumstances, and unless low taxed goods can be excluded with
the help of an efficient notional border, Israel might wish to come to an agreement
putting a floor under the Palestinian custom tariff. It has to be kept in mind, however,
that Israel is by now committed to a tariff policy that, on the whole, will set customs
duties below the level that the Palestinian side, for fiscal revenue considerations, might
deem desirable.

[t may also seem that in the absence of physical economic borders, the rates of
customs duties and other indirect taxes have to be completely equalized, to prevent the
circumventing of the tax schedules of the higher tax country. However, in view of the

price differentials observable within a country, often within a single city, it seems that

*See Israeli Supreme Court verdict 53/96 in the case of* Manufacturers of Floor Tiles v. Minister of
Industry and Trade and athers™, 16 March 1998,
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when time and other travel costs are taken into account, the elasticity of demand with
respect to price differential is quite small, at least insofar as consumers’ products are
concerned. This, as well as the multi-stage character of the main indirect tax, VAT,
suggests that its rates could vary by more than the 2 percent allowed for by the Paris
Protocol, but never applied in practice. However, the long run possibility of firms
locating their operations just across the border, to exploit VAT differentials on sales to
final consumers (which cannot be compensated at a later tax stage), may cause I[srael to
proceed with caution and not commit itself to too large a differential. Again, here also it
15 possible that, in view of their fiscal requirements, the Palestinians will not, actually,
opt for a higher VAT rate than Israel.

Thus, while complete economic separation, a preferential trade agreement or an
FTA - all of which imply economic borders — would not completely do away with some
overt or tacit tax coordination, even a full customs union need not require their full
harmonization. Furthermore, the various notional borders discussed above allow for
some hybrid arrangements, like the partial customs union along the lines of the Paris
Protocol. Such hybrids, combining elements of a customs union with those of an FTA,
or even of a protocol trade agreement, may allow customs duties and other indirect
taxes on certain types of goods, or on certain quantities of imports, to differ widely, if
their seepage to the high tax country can effectively be prevented by tagging or by some
other method.

Tagging could also be the solution to much of the industrial standards’ problem
where, unlike in custom duties and indirect taxes in general, Israeli requirements may be

expected to continue to exceed Palestinian ones for a long time to come.

3. Revenue Sharing

Revenue sharing or, more precisely, a tax clearance or remittance scheme is called for
when taxes due to one jurisdiction are collected by another. Abstracting from the case
where the different jurisdictions correspond to different levels of government in the
same country, such a situation may arise when goods can reach a country only by
passing through the territory of another from which it is not separated by an economic
border or which, in order to prevent untaxed goods from reaching its own markets,
collects custom duties from imports reaching it irrespective of they final destination. It
also may arise when taxes owing to another tax authority are deducted at source or, as in
the case of VAT, collected at point of origin. Even then, a remittance scheme may be
forgone, if it is expected that the amounts of taxes owed by each of these jurisdictions to
the other roughly balance themselves out between the two.
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There are, basically, two methods of remitting or clearing tax revenues. One is
based on documentary evidence of tax payments actually made on individual
transactions. This can be supplied by the tax authority to whom the taxes were paid in the
first instance, i.e.; the one owing the remittance, in the form of its records, which should
then be open to mutual inspection. Given a computerized records system, tax clearance
can in this case be practically instantaneous. Alternatively, the tax authority claiming the
remittance can also provide such evidence, in the form of tax receipts issued to its
taxpayers by the tax authority of the other party. This it will only be able to do if its
taxpayers have an interest in submitting such receipts, as they have in the case of mutual
VAT recognition, when this entitles them to a rebate on their obligations to their own tax
authority. In this case, revenues will be cleared with some lag, reflecting the interval
between the time the taxes in question were paid and the time at which they are claimed
in rebate from the payers’ own tax authority.”’

Under the alternative method, the sums to be remitted are calculated on the basis
of some macro-economic estimates, such as the imports figures reported in foreign trade
statistics or the private consumption data of national accounting. For the purpose of
customs duties remittal the import figures may, or may not, be disaggregated by the rate
of tanff due on them. But, unless an economic border between the two parties exists,
they do not provide information on the customs actually paid by residents of the party to
whom the remittance is due. The apportioning of revenues must then follow an arbitrary
formula, probably based on some benchmark estimate of the relative shares of the two
parties in imports and, if possible, also of the composition of these imports.

The same is true of the use for revenue sharing purposes of national account data
of such aggregates as private consumption. These can only serve as indicators in some
agreed formula, such as sharing joint VAT revenues according to the two parties’
relative shares in total consumption.

“'In the case of VAT, for example, payments are made for bi-monthly periods, with a fortnights’ delay,
which by itself introduces an average time lag of six weeks between payments and rebate demands.
Tax remittance between the different tax authorities, like domestic VAT rebating, requires that
receipts for the sums claimed be presentable on demand for verification purpases.
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With revenue sharing based on agreed formulae, rather than on documented,
actual transactions, remittances can also be made for customs duties paid on imports
embodied as inputs in goods later sold to the other party. Such formulae may also be
widened; to include compensation for the results of indirect tax policies - for example,
the negative effect of the higher prices paid, under a joint external customs tariff, for
imports from the partner country.”®

On the face of it, macro-economic calculations seem to provide the base for a
much more comprehensive customs and tax remittance schemes than those based on the
evidence of individual transactions. But whereas, as has been shown earlier, some such
evidence may, by definition, be impossible to obtain, the macro-economic calculations
often only provide first, rough approximations of the desired data. Thus, unless all goods
are taxed at the same rate or the import structures of the two partners are very similar,
import shares will not provide a good indication of the corresponding shares in customs
revenues. When, on the other hand, trade data also include information on the actual
sums of duties paid by each partner, all remittance schemes will, in fact, be based on
evidence on individual transactions, except that an agreed formula may allow some extra
compensation to be thrown in.

The imprecision of formula based tax remittance schemes has to be weighed
against the lack of comprehensiveness of the ones based on the evidence of actual
transactions. Unless data on actual customs payments by both partners are available on a
current basis — in which case the macro-economic formula is really redundant — such
formulae will have to be based on information for some benchmark year for which these
data were available. It is apt, therefore, to become the subject of constant demands for
updating or, failing the availability of new benchmark data, for arbitrary revisions based
on some partial indicators. Insofar as the absence of friction is one of the criteria by
which alternative tax sharing schemes are to be judged, formula-based remittance
schemes may prove to be inferior to a less comprehensive, but also less dispute
generating system based on the evidence of individual transactions.

A formula scheme might also turn out to be more vulnerable politically.

Payments under the existing Paris Protocol tax remittance scheme were on a number of

*Mentioned sometimes, in this context, is the revenue sharing scheme of the South Africa Customs
Union (SACU), which gives the junior partners, such as Lesotho or Botswana, 42 percent over their
share in the customs and excises actually collected on their imports. See, e.g., African Development
Bank, Economic Integration in Southern Africa, Vol. I, 1993, p. 221 ff. But in this case, despite
customs duties being collected on the goods’ entry to South Africa, physical economic borders are
maintained between it and the other SACU partners, making it possible to ascertain the taxes paid on
the imports ultimately destined for them. Except for Lesotho there seems to be no clearance of VAT
or of a general sales tax, and there is a two years lag in remitting the sums due. For a recent evaluation
of the SACU scheme and the current proposals for its revision, see Leape, J. et. al., “Complementary
Policies to Underpin the SADC Free Trade Area”, CREFSA, London, June 1988, section 6.2,
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occasions misrepresented by certain Israeli political elements, as subsidies to the PNA
and the PLO. The present documentary evidence basis of the scheme makes it relatively
easy to rebuff such claims. But this, probably, would have been much more difficult if
remittances were based on some formula, the parameters of which were open to
discussion; and even more so if it also incorporated some element of compensation for
an effect not easily comprehended by laymen.

This political vulnerability need not be limited to the party that becomes the
ultimate transferor of tax revenue. It is not difficult to imagine that with tax remittance

based on some not too transparent formula, opposition elements in the Palestinian State
would regard it as Israeli bribery.

4. The Viable Alternatives

a. Choice of scenarios:

The two main fiscal issues of future Palestinian-Israeli relationships tax harmonization
and revenue allocation, cannot be considered in a vacuum. The choice of viable
alternatives for them depends on the trade relationship that will hold between the two
economies. This, however, does not mean that to each of the possible trade relationship
options there corresponds a different tax harmonization arrangement and a different tax
remittance scheme. On the contrary, the same harmonization arrangements and the same
remittance scheme may serve a number of distinct alternative trade relationships. And
conversely, a given trade relationship may be served by more than one such
arrangement or such scheme.

The distinction seems to be between trade relationships that involve an economic
border, whether physical or notional, and those that do not. Thus, insofar as tax
harmonization is concerned, all arrangement falling short of a borderless customs union
can dispense with having a unified customs tariff. On the other hand, such a union must
have some tax revenue sharing scheme. But the dividing line is not always sharp, and

allows for solutions varying more in degree than in essence and not always easily
categorized.

b. Tax harmonization — customs duties and excises:

As have been shown earlier, given the closeness of the Israeli and Palestinian
population centers, some degree of possibly unilateral tax harmonization, especially of
customs duties and indirect taxes, can be expected even in the absence of any
preferential trade arrangements. On the other hand, it has also been shown that, although
a customs union seems, by definition, to imply a perfectly unified tariff, significant
exceptions to uniformity can be consistent with such a union, provided a notional border

for them can be devised. The larger these exceptions, whether in terms of the list of




goods thus exempted or in their quantities, the more the customs union resembles an
FTA agreement, insofar as the need to unify the customs tariff is concerned.

The transition to something between a customs union and an FTA could be
attained by broadening the categories of goods that can be imported to the Palestinian
territories under a customs rate falling below the Israeli one. It would be restricted by
the ability to prevent their seepage to Israel either by registration requirements or by
tagging. With the tagging effected by the Palestinian authorities, the goods thus marked
would be banned for sale in Israel. In the case of final goods, at least, physical tagging
could also be effected by the Israeli tax authorities, the ban then applying to goods
lacking it.

Although the Paris Protocol spoke of the Israeli customs tariff only providing the
lower boundary for the Palestinian one, its arrangements do not, in effect, allow
Palestinian customs duties to exceed the Israeli ones. But in view of Israel’s
commitment to further tariff lowering on the one hand, and Palestinian budget financing
requirements on the other hand, it may well be that the future Palestinian State will wish
to exercise this option. This, again, could be achieved with the help of a notional border
of registration and tagging, this time, however, directed in the opposite direction. Under
the new arrangements, therefore, exemptions from the common tariff could apply to
both sides, each one being allowed lower customs duties on some goods for which a
suitable notional border could be devised.

Finally, consideration should be given to the possibility of an one-sided customs
border for the Palestinian State, that would allow it to impose higher customs duties on
some goods for either fiscal, social or infant-industry reasons. The porousity of such a
border, and the costs of maintaining it, would be for the Palestinian side to decide. From
Israel’s point of view, the only proviso should be that such a border is not to be used
impose tariffs, exercise NTBs, or discriminate in any other way against its own exports
to the Palestinian territories, except by mutual consent. It should also be taken into
consideration that such a border would not, most probably, remain one-sided for long.
[ts mere existence will be bound to raise demands for a similar border for goods
entering Israel from the Palestinian State, ultimately culminating in the dismantling of
the customs union.

The arrangements specified here for customs duties hold also for excises and
purchase taxes on imports, as well as for most excises and purchase taxes on domestic
production. In the case of the latter, harmonization will have to be stricter the higher the
tax and the higher the value-to-bulk ratio of the goods in question, and the less do they
lend themselves to notional tax borders

All less close trade relationships require an economic border between Israel and
the Palestinian State. Formally, each party should then be able to set up its own customs

tariff and purchase and excise tax rates, independently of the other. However, because
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of the nature of the borders between them, the party trying to maintain the higher
customs and tax rates will find itself constrained the risk of smuggling from the other
one. It may thus wish to negotiate an agreed margin for rate differentials between the
two tax systems. Therefore, despite its not being formally called for in the case of a
FTA and weaker relationships, the need for such an agreement should be taken into
consideration at the time trade and fiscal relationships are determined.

¢. Tax harmonization — VAT:

The options are broader in the case of VAT. As has been explained earlier, even in the
complete absence of economic borders, the multi-stage nature of this tax ensures that
the purchase of inputs from a jurisdiction with a lower VAT rate does not affect the tax
collected in all the stages of production taken together. Sales to final consumers
excepted, the VAT rate may thus differ between the two economies, irrespective of the
trade relationship adopted. In the case of a customs union, the diversion of final
consumer purchases to the lower VAT jurisdiction could be averted by it agreeing to
impose the higher VAT rate on retail sales. This, however, would cause retail trade
there being taxed more heavily than earlier stages of production and distribution.

The alternative of random checks of the baggage contents of private vehicles
within the territory controlled by the higher VAT jurisdiction seems to be inefficient
and costly, besides being politically non viable, in view of the popular resentment it can
be expected to cause. (Similarly located permanent tax checkpoints, discussed earlier,
constitute, in effect, an economic border, even if one situated some distance from the
political one.)

Discriminating between Israeli and Palestinians for VAT on sales to final
consumer by requiring them to present their personal identity cards when shopping
close to the political border, promises similarly to be both cumbersome and easily
circumventable. But an arrangement that cannot be ruled out under certain
circumstances, 1s that of issuing the residents of closely adjoining areas with special
shoppers’ cards, which would allow them to legally take advantage of the lower VAT in
the neighbouring jurisdiction. However imperfect and open to abuse, such cards could
help mitigate the problems that VAT differentials will give rise to in Jerusalem,
assuming it to remain physically undivided.

However remote, the possibility should also be envisaged of the movement of
individuals across the lines separating the two tax jurisdictions being severely restricted
by either one of the two parties. In that case, which can be consistent with a customs
union, the whole question of VAT on sales to final consumers will become largely
irrelevant.

Finally, it should be emphasized that whereas the arrangements of the Paris
Protocol were predicated on the assumption that the PNA will wish to maintain a lower
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burden of indirect taxation than Israel, no such assumption can be made for the future.
Thus, the whole question of VAT on sales to final consumers may turn to be a
non-issue, both the Palestinian State and Israel continuing to collect VAT at the same
rate. Furthermore, the situation is asymmetrical in that the maintenance of a higher
Palestinian VAT rate will be facilitated, insofar as sales to final consumers are
concerned, by the generally higher [sraeli distribution costs and prices.

The whole problem discussed here will vanish if a less close trade relationship is
preferred. The economic borders inherent in a preferential trade agreement, or even a
FTA, make it possible for all parties to maintain its own VAT rate, including a zero one,
subject to the general proviso about tax competition. Any differential between the VAT
rates of the two parties could then be corrected by collection at the border. The question
of whether, under such circumstances, it would still be advisable for them to continue
recognizing, for VAT rebating purposes, the tax paid to the other party, is discussed in
the next section.

d. Revenue sharing and tax clearance:

The need for tax clearance between Israel and the Palestinian State may continue to
exist even in the presence of economic borders, as long as goods destined for
Palestinian markets continue to reach them wvia Israel and Palestimans continue to be
employed there. Although not landlocked in the geographic sense of the word, the
Palestinian territories had in the past to rely heavily on Israeli sea- and airports for their
imports from the rest of the world. The recent opening of an international airport in the
Gaza Strip and the planned construction of a harbour there might lessen this
dependence. But the latter, which won't be operational for some ume to come, will not,
probably, have the capacity to handle all Palestinian imports, while parts of the West
Bank may, in any case, be better served by the Israeli ports of Ashdod and Haifa.”
Unless satisfactory arrangements can be made for goods to be conveyed under seal from
these harbours to their ultimate destinations in the West Bank and Gaza, the Israeli
customs authorities may be expected to demand that Israeli import taxes be collected on
them on their entry into the country. Hence the need for a tax remittance scheme even
under an FTA or even looser trade arrangements, requiring a border.

Despite the dissatisfaction of both parties with certain aspects of the present tax
remittance scheme, which is based on documentary evidence of actual transactions, it is
widely agreed to be the smoothest performing one of all the arrangements set in place
by the Paris Protocol. Substituting it with a scheme based on a macro-economic formula
cannot improve matters, unless the sums total of the customs duties and other indirect

taxes actually paid in Israel on foreign goods going to the Palestinian territories are

quargnes from the Far East will probably be handed more cheaply by the Jordanian port of Agqaba.
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known. In the absence of economic borders, however, these data cannot easily become
available. As has been shown earlier, a macro-economic formula that is not based on
such information provides, at best, only a rough first approximation of the sums to be
remitted. It can also be expected to be the cause of frequent demands for updating and
revision and a constant source of friction between the two parties.

It cannot be denied, however, that under the present remittance scheme the
Palestinian tax authority fails to receive some of the revenues to which it seems entitled.
These include customs duties and excise taxes on (a) Palestinian imports from abroad
not identified as such on their clearance through customs; and on (b) the foreign import
component of Israeli goods exported to the Palestinian territories; as well as (c)
purchase and excise taxes on similarly exported Israeli produced goods. Documentary
evidence on some major elements of (c), pertaining to a small number of large
transactions, is readily available. But that on (a) depends on the readiness of Israeli
importers to declare the share of their consignments re-exported to the West Bank and
Gaza (which, at the time of importation may have not yet been decided); while
documentary evidence on (b) is unavailable almost by defimition.

But rather than substitute an imprecise scheme for an incomplete one, it may be
worthwhile to consider the use of a formula based revenue sharing scheme to
complement the one based on documentary evidence. The present system would
continue to operate with respect to the remittance of customs duties and of excise and
purchase taxes on imports explicitly destined for the Palestinian State, as well as of
VAT, Insofar as possible, it should be broadened to cover also purchase and excise
taxes on Israeli produced or processed goods, such as fuels. The sums thus remitted
would, however, be augmented by a lump sum transfer, to compensate for the exclusion
from the former scheme of taxes for which no documentary evidence can be
forthcoming. This lump sum could be fixed in advance for an agreed period of time.
Alternatively, it could be calculated annually, on the basis of Palestinian trade figures
and of some agreed assumptions on the share of the foreign import component in Israeli
goods exported to the Palestinian State and the share of all Palestinian imports from
abroad not identified as such at the Israeli customs points.

With the formula-based tax remittance limited to items unsatisfactory covered by
the present scheme, or altogether excluded from it, the sums transferred through this
channel are bound to be small in comparison with the total tax revenue remitted. This
will lessen the pressures for the frequent updating and revision of the underlying
formula, thereby reducing its role as a potential source of friction between the two
parties. [t should also considerably reduce the political vulnerability of the whole tax

remittal system, compared with the situation in which all of it is formula based and can
easily be misconstrued as a political subvention.
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of VAT will accrue directly to the fiscal authority of the final consumers, rendering any
mechanism set for this purpose redundant.

There doesn’t seem to be any pressing need to depart from the present system of
remitting a certain agreed proportion of taxes withheld at origin from wages earned by
Palestinians employed in Israel. This system can be retained irrespective of the trade
relationship agreed upon. However, consideration should be given to substituting it by

an agreement on which taxes each side will collect from these workers, instead of on

how to distribute between them all the taxes collected by one of them.




Annex: VAT Rebates and Israel-PNA Tax Clearance

VAT is a multi-stage purchase/sales tax, designed so as to neutralize the effect of vertical
integration on the effective tax rate on the final product. The tax due on any transaction
liable to VAT is calculated at a flat rate on the sale price to which it is added, and is
collected by the seller on behalf of the tax authority. The tax liability of the seller is the
VAT collected on his sales minus the VAT he paid on his purchases of inputs. (In other
words, he recoups the VAT on his inputs from the VAT he collects on his sales.) Given no
exemptions and a uniform tax rate, the net VAT liability at any stage will be equal - as it
name implies - to the tax rate on the value added at this stage.

As a rule, VAT is collected according to the destination principle. Sales for export
are exempt (as are also, often, some sales to tourists, i.e., invisible exports), the exporter
being eligible for a cash refund from the tax authorities on the VAT paid by him on his
inputs. As a corollary, the full VAT is collected on imports, with no rebating of the VAT
paid in their production.

In the absence of economic borders between the areas under the jurisdiction of the
PNA and Israel, VAT on transactions between them is in collected, in practice, according
to the ongin rather than the destination principle. Thus, VAT on Israeli sales to the West
Bank and Gaza is paid to the Israeli Treasury, rather than to that of the PNA, and vice
versa for the VAT on sales from the Palestinian territories to Israel. The VAT clearance
scheme reapportions these VAT revenues (except those from sales to final private
consumers) in accordance with the destination principle. It does so by utilizing the existing
system of rebating VAT pﬂld on_inputs from the VAT liability of the seller in the
subsequent stage of pn:-ductmn Rt

To illustrate the way it operates, consider the following three-stage import and
production process, with NIS 100 value added at each stage, and the VAT rate under both
tax jurisdictions set at 17 percent.In step 1, an Israeli firm, A, imports inputs from, say,
the U.S. and pays the VAT on it to the Israeli Treasury. Having processed these inputs, in
stage 2 it sells the product for double their net price to a Palestinian firm, B, collecting
from it NIS 34 in VAT on the sale. Deducting the VAT which it paid on its (imported)
inputs from that now due from it, A passes on to the Israeli Treasury only NIS 17. (Note,
however, that altogether the Treasury has received the full NIS 34 due on this sale).
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Firm Country Trans- From Price ISRAEL PNA

action or netof  Gross Reb- TMNet Gross  Reb- MNet
To tax tax ate tax tax ate tax

1 A Israel  import U.5. 100 17 - 17
2 A lsrael sale Pales. 200 34 -17 17
Z B Pales. purchase [srael 200 34
3 B Pales. sale Pales. 300 - - - 51 -34 17
3 Israel clearance PNA -34 +34
Met revenue 0 51

Having processed A's product further, B, in step 3, sells its output to final
Palestinian consumers for NIS 300, collecting from them NIS 51 in VAT. But deducting
the NIS 34 of VAT it paid on its inputs, it passes only NIS 17 to the Palestinian tax
authority. However, under the VAT clearance arrangement, the PNA now recoups these
NIS 34 from Israel. It has, thus, received the full VAT paid by the Palestinian final
consumer: NIS 17 from the Palestinian seller and NIS 34 from Israel. This compares with
only NIS 17 it would have received in the absence of a tax clearance arrangement.

It can thus be seen that VAT clearance ensures that the PNA receives all VAT paid
~ on the purchases of Palestinian firms (and non-profit organizations) from Israel. It thus also
receives the VAT on the import component of these purchases; except that this is not
rebated directly but through the medium of VAT cleared on Palestinian purchases of
“intermediate inputs from Israel (the italicized transaction of step 2 in the table above),

VAT clearance is conditional on Palestinian firms claiming input VAT deductions
from the PNA, as these claims constitute the evidence of VAT paid to the Israeli Treasury.
The wider the VAT coverage under the PNA, the larger the sums it is able to claim from
Israel, so that the elasticity of the PNA's revenues with respect to the VAT collected by it
exceeds unity,

_ The same system also operates in the opposite direction, remitting to the Israeli
¢ Treasury the VAT collected by the PNA on Palestinian sales to Israel.
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APPENDIX 3: INDUSTRIAL PARKS

One of the instruments that may accelerate the process of creating new jobs in the
Palestinian State is the program for the creation of Industrial Parks. The program to
set-up industrial parks was initiated in 1995. The parks were designed to be located
within the borders of the Palestinian Authority, on Israel's borderline. The enterprises
designed to operate in these parks could be either Palestinian or joint Israeli-Palestinian
as well as joint ventures of Palestinians with foreign corporations.

This program emerged in view of the closures, which were frequently imposed
by Israel. The rational was to "bring jobs to the Palestinians instead of bringing
Palestinians to the jobs", and to avoid work disturbances resulting from the closures.
Concentrating the industrial activity in the borderline parks will also assist the transition
of goods to Israel and the seaports and will enhance the provision of know-how and
training.

Three main industrial parks were proposed: The Karni Park (El-Muntar) near the
(Gaza border: Mukeibla in the Jenin area; and Kadour, not far from Tul-Karem.

The Karni Industrial Park was the first to be developed. It was officially opened
in December 1998, during President Clinton's visit. Imitially 500 dunams were allocated
for the park but only 27 dunams have been developed, so far. The infrastructure —
water, sewage systems, electricity and communication are completed and building space
is readily available. When fully operational, within 10 years, this park will provide work
for 20,000 employees directly and an additional 30,000 employees indirectly.

In the beginning of 1998 Israeli sources announced that 54 Israeli companies in
the textiles, food, plastic, leather and metal, expressed interest in investment in the
Kamni Park. At present only one enterprise — Coca-Cola’s distribution center — is
operating in the park. Coca-Cola also intends to establish there a bottle-filling plant.

Several problems have hindered so far the establishment of industrial operations
in the park.

(a) Security — Guaranteed free access to and from the park for people and
goods.
A progress has recently been made when a screening device for lorries

was installed in the Karni passage, designed to streamline and accelerate
security checks.

(b)  Legal Issues - The legal status of investors in the area is not clear.
Property rights are not fully secured, the judicial system 1s not

satisfactory developed. The Palestine Authority intends to pass a new
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company law and recently an investment law was approved, but there are
still many judicial risks facing the investors.

(c) Employment Terms — Uncertainty regarding the legal status of
Palestinian employees as well as Israeli employees.

(d) Tariffs — An agreement has not yet been reached with the U.S. and the

E.U. regarding the accumulation of "rules of origin" concerning goods
which are partially produced in the park.

(e) Taxation —A number of tax issues need to be resolved:

* Tax deduction at source from salaries paid to Israeli employees,

[sraeli VAT rules and procedures to be applied to Israeli companies
operating in the park.

Possible Palestinian corporate tax concessions and recognition by the
[sraeli authorities of such concessions.

Specific levies that might be imposed by the Palestinian State.

L]

(H Political Risk - As a remedy for the political risk a fund of $50 million
has been created recently by the Israeli Foreign Trade Risk Insurance
Company (IFTRIC).

To conclude, industrial parks can be a constructive instrument in accelerating

economic and industrial development in the Palestinian State. Its massive

implementation may, however, take a few years until the major issues are solved. The
Karni Industrial Park should constitute a "model park". Solving the issues referred to

above could facilitate and accelerate the development of the other planned industrial
parks.
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: APPENDIX 4: SETTLEMENT OF ECONOMIC DISPUTES

A wide variety of legal arrangements have been developed for the settlement of
international economic disputes. Each such arrangement is characterized by a unique
4 approach to dispute resolution, by a defined area of jurisdiction, by the parties eligible
g to take advantage of the arrangement, by a specific set of procedural rules, and by other
singular characteristics. Each needs to be analyzed both on its own merits and in the
context of the Israeli-Palestinian permanent status agreement.

Arbitration appears to be one of the most recommended and successful means of
settling economic disputes. Because of the flexibility, which characterizes the
application of arbitration to many different types of disputes, there is no inherent
difficulty in adapting this technique to the [sraeli-Palestinian context.

Arbitration is also one of the regimes recognized for the peaceful settlement of
international disputes by Article 33 of the UN Charter. In brief, arbitration may be
described as follows. It is a procedure, which is specifically agreed upon by the parties
ahead of time as the framework in which all future economic disputes will be handled;
is conducted in accordance with rules of procedure which are well-recognized and
well-accepted by the international community (if not actually codified by a jurisdiction

to which the parties are subject); is factually thorough and provides a clear resolution of

the issue; and is binding on the parties in every specific case.

Arbitration works as follows. The parties to the arbitration regime formally
agree to accept arbitration as a means of settling their economic disputes, preferably the
sole means of so doing, in order to provide clarity in the process of economic dispute
resolution. The definition of what constitutes an economic dispute must of course be

ca.refiﬂiy _for_mulatad 50 t th:_it th-: parues have ; a m_ut_ugl] undarstaﬂdmg of the 1ssut'.s
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which may be submitted to the mbttratmn pmccss The de}’ of rules which then appiy
to resolution of a given dispute through arbitration are agreed upon in advance by the
parties. It constitutes a clear and objective listing of the modalities involved in
submitting a dispute to arbitration; in nomination of specific arbitrators to a panel for
resolution of a specific dispute; in submitting documentation and presenting claims; in
the timetables for the arbitrators’ decision; and in the claimants’ formally challenging
such a decision.

The advantages provided to the parties to an economic dispute by the
mechanism of arbitration are several, in comparison to other methods of dispute
& resolution such as mediation, conciliation and judicial settlement.

: Mediation and cc:-ncﬂlaua:m may be more procedurally-flexible, yet the results of
‘-_the:se processes are m::-t bmdmg upon the parties to the dispute, per se: either of the
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claimants may reject the solution, which is reached by the mediator or the conciliator.
On the other hand, while judicial settlement provides the certainty of enforcement and
the benefits of a decision-making process which is well-established and richly endowed
with precedents; the claimants may balk at the time, expense and formalism involved in
this procedure. In the Israeli-Palestinian context, there is the additional difficulty of
determining which substantive body of law is to govern the procedures.

Arbitration is an attractive option in these circumstances, as it provides a large
measure of procedural flexibility (the modalities being determined by the parties to the
permanent status agreement) with a definitive and enforceable outcome. Additionally,
the procedure for nominating a single arbitrator or a panel of arbitrators permits the
parties to establish ahead of time a roster of appropriate arbitrators. and then to choose
from a pool of experts which have experience in the partcular type of dispute which
micht arise. Various techniques for negotiating consensus between the parties with
regard to the number of arbitrators on a given panel and their identity are available. and
may be included in the body of procedural rules which govern the arbitration process.

An additional advantage of arbitration is that it is appropriate for the resolution
of disputes between a variety of claimants to specific disputes: states, private parties
(i.2. businesses. companies and individuals), international orzanizations. and other
annnes;

Some 2xamples of international arbitration bodies which operate in the context

|"-

f economic contlicts ars: the Intermational Center for the Seulement of Invesument
Disputes, the International Chamber of Commerce. the Inter-American Commission for
Commercial Arbitration. the United Nations Commission on International Trade Law.
and the World Trade Organization. Any one of these models 15 a legitimate candidate
for adoption within the framework of the permanent status agresment. It should be
noted that several of these bodies require formal membership of the disputants in their
orcanizational framework, which may not be appropriate for Israel and/or the
Palestinian state. as it may entail commitments or eligibility requirements. which ars
unworkable or urelevant to them (this is indeed the case regarding the dispute
settlement procedure of the World Trade Organization). Nevertheless, it is important to
clarify that there is no barrier to adopting specific procedures which are applied by such
organizations, (such as the system of selection of arbitrators under the Inter-American
Commission), as part of the arbitration provisions of the Israeli-Palestinian final status
agreement.

The determination of a specitic set of arbitral rules which are most appropriate
to the final status agreement should be made in the light of the decision of the [sraeli
and Palestinian parties recarding the tvpe of economic dispute which will oe subject to

their bilateral dispute resolution process.

a0




