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TSRAFLI-PALESTINAN ECONCMIC RELATIONS - UPDATE
MAY 28, 1998

INTRODUCTION

—_————————

RECENTLY, A SIGNIFICANT IMPROVEMENT HAS TAKEN PLACE IN THE
PALESTINIAN ECONOMY. A NUMBER OF ECONCMIC INDICATORS SHOW THAT A
MARKED IMPROVEMENT CCCURED IN THE PALESTINIAN AUTHORITY’S ECONOMIC
CONDITION IN 1997 AS COMPARED TO 1996, AND THAT THIS IMPROVEMENT HAS
CONTINUED INTO THE FIRST FOUR MONTHS OF 1598. THE ECONCMIC GROWTH MAaY
BE DUE, AMONG OTHER FACTORS, TO THE RELATIVE CALM WHICH PREVAILED
DURING THIS PERIOD - WHICH SUPPORTS THE VIEW THAT AN ATMOSPHERE OF
SECURITY AND PCLITICAL STABILITY ENGENDERS A STRENGTHENING CF THE
FALESTINIAN ECONCMY.

IT IS WORTHY TC NCOTE IN THIS REGARD, THAT THIS YEAR, THERE HAVE BEEN
NO SECURITY CLOSURES OF THE WEST BANK AND GAZA, AS COMPARED TC 63
DAYS OF CLOSURE IN 1997 AND 92 CLCSURE DAYS IN 1996. THIS POSITIVE
GROWTH TREND IN EMPLOYMENT AND FRIVATE SECTOR ACTIVITY WAS DETAILED
IN THE LATEST REPORT SUBMITTED BY THE SPECIAL UN COORDINATOR TO THE
TERRITORIES (UNSCO) IN APRIL OF THIS YEAR. AMONG OTHER TRENDS, THE
REPORT NOTED THAT IN 1997, A 14.4 PERCENT GROWTH OCCURED IN THE
NUMBER OF PALESTINIAN EMPLOYEES WORKING IN ISRAFL, AS COMPARED WITH
THE PREVIOUIS YEAR. THE REPORT ALSO HIGHLIGHTS THE EXPANSION OF
PRIVATE INVESTMENT, AS EVIDENCED IN THE GROWTH OF THE CONSTRUCTICN
SECTOR, THE RISE IN THE REGISTRATION OF NEW CORRORATIONS, AND THE
INCREASE IN CREDIT EXTENDED TO PALESTINIAN BUSINESSES.

EMPLOYMENT WITHIN ISRAEL

— —ee———

INCOME FROM EMPLOYMENT WITHIN ISRAEL CONSTITUTES A VERY SIGNIFICANT
FLEMENT IN THE OVERALL INCOME OF THE PALESTINIAN LABOR PCRCE (30-40
PERCENT). A STEADY UPWARD TREND IN THE NUMBER OF WORKERS EMPLOYED BY
ISRAELIS HAS EXISTED FOR SOME TIME NOW. WHILE THE AVERAGE NUMBER OF
PALESTINIANS EMPLOYED BY ISRAELIS STOOD AT 39,000 IN 1596, THAT
FIGURE INCREASED TO 47,000 IN 1997, AND TODAY STANDS AT ABOUT 55,000.
OF THESE, ABOUT 13,000 ARE EMPLOYED BY ISRAELIS WITHIN THE WEST BANK
AND GAZA SETTLEMENTS AND INDUSTRIAI ZONES.

IN ADDITION, TENS OF THOUSANDS OF WORKERS ARE EMPLOYED IN ISRAEL
WITHOUT PERMITS, SO THE TOTAL PALESTINIAN WORKFORCE IN ISRAEL IS
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ESTIMATED AT 100-110,000 INDIVIDUALS.

THE NUMBER OF WORKERS IN ISRAEL IN 1997 EXCEEDED THE PROJECTIONS MADE
8Y BOTH THE IMF AND THE PA FINANCE DEPARTMENT.

THE STEADY GRCOWTH IN THE PALESTINIAN WORKFCRCE IS EVEN MCRE
STGNIFICANT WHEN VIEW IN THE CONTEXT OF THE SLOWDCWN WHICH IS FELT IN
THEE ISRAELI ECONCMY AND THE RISE IN OCNEMPLOYMENT AMCNG ISRAELIS.

THE GROWTH IN THE NUMBER OF PALESTINIAN WORKERS MAY BE ATTRIBUTED TO
A NUMBER OF STEPS TAKEN BY ISRAEL, SOME WITH THE COOPERATION OF THE
PA: -

- ABCLISHING THE QUCTAS FOR PALESTINTAN WORKERS. THE NUMBER OF ~
EMPLOYEES IS NCW DETERMINED BY MARKET FORCES ALONE.

- LOWERING THE MINIMUM WORKER'S AGE LIMIT TC 23 - A MEASURE WHICH
OPENS THE ISRAELI LABCR MARKET TO THOUSANDS OF ADDITICNAL PALESTINIAN
WORXERS .

- ADCPTING A PRCGRAM TC ALLOW PALESTINIAN WORKERS TO REMAIN OVERNIGHT
TN ISRAEL, THUS ELIMINATING THE NEED FOR SEVERAL HCURS OF DAILY
COMMUNTING. TODAY, OVER 4,000 WORKERS ARE PARTICIPATING IN THIS

PRCGRAM .

- APPROVING A PROGRAM WHICH ALLOWS 30,000 PALESTINIAN WORKERS TO
CONTINUE TC ENTER ISRAZEL, EVEN DURING TIMES OF SECURITY CLOSURES.

- ORGANIZING EMPLOYMENT FAIRS IN THE CONSTRUCTION SECTOR, MEANT TC
BRING PALESTINIAN WORKINGS INTO CONTACT WITH ISRAELI CONTRACTCRS.
OTHER PLACEMENT SERVICES ARE ALSO BEING CONSIDERED FOR THIS SECTCR.

THE ABOVE STEPS HAVE BROUGHT ABOUT A SIGNIFICANT IMPROVEMENT IN
EMPLOYMENT, WHICH HAS BEEN RECONGNIZED BOTH BY FOREIGN
REPRESENTATIVES AND BY PA OFFICIALS IN RECENT SESSIONS OF THE FORUM
OF DONOR STATES.

PROMOTING PRIVATE SECTOR DEVELOPMENT

ﬁﬂmﬁm

ISRAEL HAS TAKEN A NUMBER OF STEPS TO STRENGTHEN THE PALESTINIAN
PRIVATE SECTOR, IN RECOGNITION OF THIS SECTCOR’S CENTRAL ROLE IN THE
FUTURE GROWTH OF THE PALESTINIAN ECONOMY AS A WHOLE.

COMMERCE AND MERCHANTS

w

THE NUMBER OF WEST BANK AND GAZA MERCHANTS GRANTED ISRAELI ENTRY
PERMITS HAS BEEN EXPANDED TO 16,500, AS COMPARED WITH AN AVERAGE OF
6,374 PERMITS IN 1997 AND 3,420 IN 1996.

A COORDINATED EFFORT HAS BEEN UNDERTAKEN BY ISRAFL, TCGETHER WITH THE
PA, TO EXPAND THE NUMBER OF PERMITS ALLOWING PALESTINIAN MERCHANTS TO
ENTER ISRAEL WITH THEIR VEHICLES.

RECENTLY A NUMBER OF MEETINGS HAVE TAKEN PLACE BETWEEN ISRAEL AND
PALESTINIAN BUSINESSMAN, IN ORDER TO FORGE A WORKING RELATIONSHIF

BETWEEN THE TWC BUSINESS COMMUNITIES.
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THE CONTINUING INCREASE IN THE SCOPE OF TRADE FINDS EXFRESSION IN THE
NUMBER OF CROSSINGS COF TRUCKS, WHICH STANDS TODAY AT 15,500 TRUCKS A
MONTH. (THERE ARE NO LIMITATIONS ON THE MOVEMENT OF TRUCKS AND THIS
NUMBER REFLECTS RECORD ACTIVITY.) ALSO NOTABLE IS THE INCREASE, OF
TENS OF PERCENTAGE POINTS, IN THE PALESTINIAN EXPORT COF VEGETABLES
AND STRAWBERRIES IN THE 96,/97 SEASON, AS COMPARED TO THE 95/96
SEASON.

THE KARNI INDUSTRIAL ZONE

—————— " ]

ISRAEL CONTINUES TO PRCMOTE THE KARNI INDUSTRIAL ZONE, WHICH IS
PRESENTLY IN THE FINAL STAGES OF CONSTRUCTION. IN ADDITION TCO A GOCDS
CHECKING STATION ON THE ISRAELI SIDE, WHOSE CONSTRUCTICN IS NEARLY
COMPLETED AND WHOSE MANAGEMENT WILL BE TRANSFERRED TO CIVILIANS,
ISRAEL HAS RECENTLY ACTED TO CONNECT THE INFRASTRUCTURE (WATER LINES)
OF THE INDUSTRIAL ZONE. IN ADDITION, INFORMATICON ACTIVITIES WHICH AIM
TO ENCOURAGE ISRAELI BUSINESSMEN TC INVEST IN THE KARNI INDUSTRIAL
ZONE HAVE BEEN UNDERTAKEN.

TRANSFER OF FUNDS

——

THE ABOVE STEPS HAVE GENERATED A SIGNIFICANT RISE IN ECONCMIC
ACTIVITY, WHICH CAN BE SEEN FROM THE SCOPE OF TRANSFER OF FUNDS TO
THE PALESTINIAN AUTHCRITY. IN 1997 ISRAEL TRANSFERRED SOME DOLLAR 540
MILLICN TO THE PA (FOR IMPORT TAXES, VAT ADJUSTMENTS, FUEL TAXES,
INCOME TAXES AND HEALTH TAXES), COMPARED TO DCLLAR 436 MILLION IN
1596, A INCREASE OF 24 PERCENT ! THESE FUNDS, IT SHCULD BE
REMEMBERED, CONSTITUTE 63 PERCENT OF THE PALESTINIAN AUTHORITY'’S
BUDGET. IN THE FIRST THIRD OF 1998, THE FUNDS ISRAEL TRANSFERRED SCME
DOLLAR 182 MILLICN. THE TOTAL SUM TRANSFERRED SINCE 13994 IS DOLLAR

1.5 BILLION.

CCNCLUSICN

———————

ISRAEL CONTINUES TC INVEST MUCH EFFCRT IN IMPROVING THE STATE OF THE
PALESTINIAN BCONOMY, RECOGNIZING THE FACT THAT THIS IS AN IMPORTANT
ISRAEL AND PALESTINIAN INTEREST. STILL, IT IS CLEAR THAT PROGRESS IS
DEPENDANT, FIRST AND FOREMOST, ON A STABLE SECURITY SITUATION AS WELL
AS COOPERATION BY THE PALESTINIANS AND THE INTERNATIONAL COMMUNITY.
IN THTS CONTEXT IT IS FITTING THAT ALL PARTIES ACT IN A MANNER THAT
WILL ADVANCE COOPERATION BETWEEN ISRAELIS AND PALESTINIANS IN THE
ECONOMIC SPHERE (THE PRINCIPLE THAT STANDS AT THE BASE OF THE PARIS
PROTOCOL WHICH REGULATES THE ECONOMIC RELATIONS BETWEEN ISRAEL AND
THE PALESTINIANS IN THE INTERIM PERIOD) AND NOT SACRIFICE TMPORTANT
ECONCOMIC INTERESTS TO POLITICAL CONSIDERATIONS.
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IPCRI Roundtable Summary

Pursuing Economic Development and Growth
Notre Dame Center, Jerusalem
September 9, 1988

Speakers:
General Yaacov *Mandy™ Or, Coordinator of Government Affairs in the Territories
Mohammad Rachid, Economic Adviser to Ea'es Arafal

This roundtable meeting took place before the US direct intervention in the peace process
during a time when there was almost a complete breakdown in communication between the
Israeli government and the PA. General Or spoke first and emphasized the positive activities
undertaken by his office to liberalize the movement of Palestinian workers and goods into
Israel. He stressed the importance that the Government of Israel placed on Palestinian
economic development. General Or presented a cautiously optimistic picture that if the security
situation remained calm, the Government of Israel would continue with the process of allowing
more and more Palestinian laborers to work in Ismel and for Palestinian goods to flow [reely
through Israel. General Or also spoke about Israeli investments in infrastructure and in new
technologies to allow for more rapid movement of people and goods.

Mohammed Rachid presented the Palestinian case that Israel has consistently blocked
Palestinian economic growth and has held the Palestinian economy hostage of Ismaeli politics,
often done in the name of “security™. Mr. Rachid presented several cases and examples to
demonstrate his point. Mr. Rachid stressed that the Palestinians were interested in economic
cooperation with Israel, but on terms that involved reciprocity and mutuality and not unilateral
Israeli decisions and actions,

The following are some of the issues raised during the roundtable:

The Gaza Industrial Estate.

There are clear differences in how the two sides view the Industrial zone. To the Palestinians, it
is as a way of developing the Palestinian economy, employing more people, and attracting
investors. To the Israelis, it is merely an alternative way of employing Palestinians. Mohamed
Rachid mentioned that the current deadlock in negotiations over the Gaza Industrial Estate is
caused by the fact that the deal the Israelis are offering is unacceptable to the Palestinians. It is
not viable that movement from Gaza can be executed in Israeli trucks only. Palestinian assert
that the packaging of goods must take place in the factories and not in the proposed Israeli
packaging and transport zone on the Israeh side of the border. This will not encourage
investors, it will cause potential damage to goods and will slow down the entire process. The
Israelis promised to bring new technologies that the US agreed to fund, however, it appears
that the new technologies will not be ready and working for another two vears. Other solutions
must be found for the “security” problems of the Industrial Estates.

General Economic Policy Issues

Trade with third countries is still very restricted by Israel, in particular with the two Arab
countries that Israel has signed peace agreements with. According the the PA, Israel still owes
the PA millions of dollars in purchase taxes, an issue that was not finalized within the Paris
Protocol and has not been agreed upon since in the Joint Economics Comnuttee.
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Movement of Labor

According to Mohamed Rachid, the Palestinians agreed to many concessions in order to assure
freedom of movement of goods and labor in the Paris Protocol. However, this promise was
denied in the implementation of the agreement.

There was disagreement about how to interpret the statistics of Palestinians workers in Israel.
General Or was impressed by a 10 percent increase in the number of employees [rom Gaza in
Israel at a time where securily considerations were important and unemployment was
increasing in Israel. Mohamed Rachid claimed that the 10 percent increase was just a backdrop
from the 80% decrease from previous periods. Whereas General Or said there was no closure
last year, Mohamed Rachid calculated a 70% closure the same year by comparing both the
number of workers and the hours per worker with the level before 1993.

According to General Or, the goal is to reach 100,000 to 120,000 Palestinian workers in [srael.
General Or mentioned figures to demonstrate that the goal is not far from being accomplished:
Legal workers from the West Bank and Gaza Strip constitute 50,000 to 60,000. In addition,
there are an estimated 40,000 to 50,000 illegal workers.

Illegal Workers

Participants claimed that admitting figures for illegal workers refutes the argument about
security and terrorism. General Or responded that since there is no effective fence around the
West Bank, illegal workers are hard to restrain. The problem of illegal workers is twofold,
they constitute a security risk, and they are denied their social rights. It should be the PA's
responsibility to check both illegal and legal workers. They will have an incentive to do so,
since they lose income tax by the high amount of illegal workers (General Or).

Physical Security or Economie Security?

Participants argued that the physical security of the Israeli people was an excuse to secure
Israeli economic dominance. Under this security pretext the Palestinians are denied the most
basic requirements for building an economy. For example, restricting on import of cows and
milk: Since the cows will not join Hamas, it is not secunty issues that determines the policy.
The issue is the competition with the Israeli Tnuva products.

Monopolization of the Palestinian Economy

Upon a comment from the audience about the monopolization of the Palestinian economy by
the Authority, Mohamed Rachid stressed that there are only two olficial monopolies. There is a
commitment to put an end to these under supervision of the World Bank and IFC.

Dependence or Independence?

Mohamed Rachid explained that there is no such thing as an independent economy. The
Palestinian economy is highly dependent on its neighboring countries, especiallv Israel, which
bears a high degree of responsibility for the current situation. The Palestinians, however, are
determined to attain an independent economic policy, free of Israeli restriction and
discrimination.

Future

General Or repeated that it is a process of trust building and things do not change overnight. He
admitted that the number of trucks allowed exit or businessmen receiving permission are not
sufficient but hopefully these numbers will increase as the relationship improves. It is not an
Israeli unilateral decision making but a joint coordination between Israel and PA. However,
sometimes this coordination is slow and difficult.

In General Or's view, a sound economic relationship is an integrated part of security.
Therefore, there is an mutual interest to define the gaps and bridge them in cooperation.

(B




[PCRI

YR PNHNY PLOIA/INIY 10

H—ﬂ'a——'lu q uI_IJJ.,—I—_uLJ"J_u!J..ul J——H
lsrzel/Pelestine Centar for Ressarch and Information

Some Thoughts on the Creation of Employment in
the Palestinian Territories

Transboundary Industrial Zones

January 1995
Gershon Baskin, Ph.D.

The following is part of a memorandum drafted and sent to Prime Minister Yitzhak Rabin >
in January 1995. This memorandum led to the creation of a Ministerial Committee on Joint
Industrial Zones.

1) Industrial Zones

The basis of this suggestion is that rather than bring the workers to the work, the work
should be brought to the workers. There are many ways of conceptualizing this plan and of
viewing its development. The following are several of the variables which much be considered:

a, Location
1. On the Israeli side of the border
ii. On the Palestinian side of the border
ii, a transboundary zone

b. Ownership and management
1. government
ii. private sector
it. mixed private and public sector ownership and management

c. Make-up of Factories in the Zone

1. Israeli P.O. Box 51358 Jerusalem 91513
Muin Qffice Telegione: 972-2-277-6054/8/6  Fux: 972.2.277-5057
email: peace @ nevisionnerdl home page: hap:fiwww.ipcriorg
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ii. Palestinian

ili. Foreign

iv. foreign and local joint ventures
v. Israeli-Palestinian joint ventures

d. Incentives and who provides them
. Israeli
il. Palestinian
iii. The World Bank

The Ideal Scenario

The ideal scenario of the industrial zone would be as follows:

The zone will be a transboundary zone, located both in Israeli sovereign territory as
well as in the Palestinian territory. The ownership and management of the zone would be
private but the governments would provide the basic infrastructures. Incentives would be
provided by both governments as well as the World Bank. The World Bank would provide
loans and grants for the construction of the infrastructure of the zones as well as providing
capital grants and low interest loans for factory relocation. The governments would declare
the zone development areas class “A™ with all of the incentives relevant in this classification.
This includes tax holidays, grants and other incentives. Exporting from the zone would be
encouraged both for the local markets and for foreign exports. The make up of factories
would be a combination of all the options listed above (Israeli, Palestinian, foreign and
combinations of joint ventures).

The Reality

The real situation is unlikely to develop according to the model illustrated above. The
various options and variables should be examined in order to determine their possible
implications.

Location

The easiest and probably the fastest way of creating such industrial zones would be for
Israel to take a unilateral decision and simply develop areas on the border of the green line
near densely populated Palestinian areas. These zones would be Israeli. Israel would develop
them as she sees fit. There could be private sector involvement and probably would, if Israel
could encourage private companies to invest in the development of these zones. The ideal
situation for Israel would be to tender out the ownership and/or the management of these
zones. Labor intensive industries would be encouraged by Israel to move to the zones and
perhaps Israel could convince some of the donor countries to contribute funds towards the
relocation of factories as they will provide labor mainly to Palestinians, Israel could also try
and encourage foreign investments in the zone, ﬁuwever ﬁishglﬂywﬂ:kelythatthcse
investments will find their way there because foretgn labor intensive mdusmes will most likely
st[[lprefertolucatemregmnswnhgﬂterpchum] éﬁﬁlny :
u#_ 4-_ -LI.I.:'E, A L [ 13&"‘:\- == _ﬁﬁ\ﬂ
M%Pmu rohi with the .___» 0 :;__. moc el is that the means nf mnplo:.rment
e hands mtemﬂ‘ts s laborers will be mainly Palestinian.

Management and nwners}up ﬁm be Isracll and Palest:mans will provide cheap labor. This is




only a modified form of colonialism and would probably be successful only in the very short
term. Eventually, it is likely that the industrial zone would turn into an arena of terrorism or
sabotage which would drive industries out from the area. The Palestinian Authority would see
little interest in squashing rejectionists of the Israeli “economic occupation™ as there would be
no Palestinian economic investment in the zones.

The Palestinians could unilaterally create industrial zones near the borders on their
side. They could try to attract Israeli factories to set up shop there, but this is highly unlikely
to succeed unless there is a significant improvement in the political stability and in the security
situation. Most Israeli factories would prefer, at this point, to find more expensive replacement
workers than to move their operations to the Palestinian sectors. The Palestinians could also
try to attract foreign investment, but this too is unlikely to succeed.

The other option, then, would be for Israel and the PNA to combine efforts and create
a transboundary industrial zone (or zones) which would be located physically on lands from
both territories. The conditions for operation of the zones would have to be carefully
negotiated.

Some of the issues to take into account are:

1. Ownership of the zones - public or private

2. Taxation and tax revenues

. Private-Public sector involvement in the construction and management of the zones
. Who are the owners of the factories (Israelis, Palestinians, others)

. What industries can be located in the zones

. Risk insurance and other forms of insurance

. Banking regulations

Ll
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1. The question of ownership of the zone is crucial to determine how the zone develops and
how it is perceived. In any event, it would seem essential for any project of this kind to be
based on parity between the sides. If the public sector is to be involved, there must be parallel
arrangements for both authorities. If the zone would be owned and/or managed by the private
sector involving Israeli and Palestinian interests, the same would apply. Parity should be
sought in this question. Outside, third parties could be brought in as investors in the project
and in fact, this would probably strengthen the likelihood of the success of such a project. This
issue should not be underestimated in its importance,

2. The question of taxation and revenues is also very important. Industrial development is very
important to provide a tax basis for the PNA. Likewise, Israel is not interested in reducing its
own tax basis. Arrangements will have to be made in order to guarantee a regular and
consistent flow of taxes. While tax incentives may be provided for companies choosing to
relocate or to be established in the zones, the income taxes for workers, VAT and possibly
municipal (property) taxes will have to be paid. Mechanisms for this must be established
within the framework of the negotiations on the zones. There are many possibilities for
arranging this, e.g.:



a. splitting all tax revenues equally between the two authorities

b. Income tax revenues from Palestinian workers to the PNA and income tax revenues
from Israeli workers to the Israeli authorities. Special arrangements could be made if
there are workers who are neither Israeli nor Palestinian,

¢. Municipal (property) revenues could also be split or they could be funneled into a
special fund for the purpose of creating additional zones or for the encouragement of
the development of the zone itself’

3. Private-Public sector involvement in the construction and management of the zones.

As stated above, parity is a key question. The most likely scenario if this concept is to
take hold is that the public sector authorities will be the owners of the industrial zones. If this
1s not the case, it can probably be assumed that the public authorities will, at least, be the
owners of the land upon which the zone is constructed. It would be wise for the public
authorities to tender out the development, construction and the management of the zone. In
this case, a joint venture involving an Israeli and a Palestinian company, with the possibility of
a third party, could create a holding company or a development-industrial company which
would construct and manage the zone. Factories choosing to locate within the zone would
have to purchase or lease space and facilities from the holding or development company and
not from the public sector authorities. The holding company would be free to raise capital in
capital markets. The holding company could purchase services freely from private sector
companies and/or from public companies (this question would have to be resolved in the
negotiations on the establishment of the zones between the Israeli and Palestinian authorities.
The question of what company provides electricity, water, waste disposal services, etc. is a
crucial element within the negotiations).

4. Who are the owners of the factories (Israelis, Palestinians, others)

The make-up of the factories within the zone is also crucial to the long-term success of
this concept. Initially, it would probably most likely and feasible to encourage existing Israeli
factories to simply re-locate within the zones. These would most likely be labor-intensive
industries in food processing, textiles, etc. This should be encouraged through a range of
possible incentives (see “Incentives™). However, there is a real danger in the possibility of the
zones becoming mainly Israeli economic interests seeking low-wage Palestinian labor. This
danger is already mentioned above.

The developers of this concept, must from the outset, encourage joint venture between
[sraeli and Palestinian companies which would receive incentives to locate within the zones.
This is essential to the success of this zone in terms of insuring not only employment to the
Palestinians, but sustainable economic development.

The developers in a later stage, once there is more political and economic stability,
should actively seek out international investments which could be located within the zones.
The more of an international character that will eventually develop to the zones, the greater
the chances for long-term success and furthermore, long-term sustainable development.



5. What industries can be located in the zones

Eventually, the develops of the zones should provide preferences for industries which
are mainly export oriented, however, initially, this should not be a matter for great concern.
The first challenge must be to provide employment and the market for the goods produced
should be of little concern. An issue of concern should be the environmental sustainability of
the industries located within the zones. High environmental standards should be set from the
outset and all factories should be made directly responsible for recycling and effective control
of wastes. It is very important that the zone be clean and green. This will help to encourage
future investments within the zones. These standards can only be set from the beginning.
Pollution prevention is not only cheaper than pollution clean-up, it is also a wise policy to
adopt to encourage additional investments in the future.

Security Within the Zone

The more of a joint nature that zone encompasses, the greater will be the security for
all parties involved, Nonetheless, security is an issue which must be addressed both in
negotiations and in the management of the zones. The normal security problems which exist
for any factory anywhere (theft, vandalism, fire, etc) are only more complex and serious given
the political situation in this region. Providing as near to absolute security is essential for this
concept to succeed. The provision of security is costly and should probably not become the
burden of the industries located within the zones. The expenditures for security will have to be
covered by the public sector authorities (which may be able to get some support from
international bodies to help off-set this costs).

Incentives

There are numerous incentives which could be provided in order to encourage private
companies to locate within the zone. But, first, there are also potential incentives which could
be provided to the authorities to encourage them to adopt this concept and to develop it.

These are:

1. Greater economic stability in the Palestinian areas which would, in all likelihood,
turn into greater political stability.

2. Potential capital grants and loans from donor countries

3. Creating a model of successful cooperative economic development which could be
copied by others around the world

4. Increased foreign investment

5. Possibility of increased exports
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In order to encourage companies to locate within the zone the following kind of
incentives could be offered: '

1. Tax holidays

2. Moving expenses

3. Capital grants and loans

4. Sharing of some marketing expenses

5. Providing a service of “match-making” in the potential creation of joint ventures

It would be wise to encourage international bodies such as the World Bank to provide
some of these incentives. The easiest incentives for the World Bank to provide could be the
relocation expenses and capital grants and loans for the development and expansion of new
businesses (incentives could be linked to the number of jobs which would be created. The
more jobs created the greater the incentives given).

Additional incentives or more substantive incentives should and could be provided for
the encouragement of all kinds of joint ventures: Israeli-Palestinian, Israeli-foreign,
Palestinian-foreign and any other possible combinations. .




In September, 1995, IPCRI's Legal Staff prepared the following memorandum on legal issues
regarding the Transboundary I ndustrial Estates

PALESTINIAN INDUSTRIAL ESTATES ON BORDER ZONES WILL REQUIRE
THE GOVERNMENT OF [SRAEL TO DRAFT SPECIAL ISRAELI LEGISLATION

1. Preliminary Summary

These notes show that if the Government of Israel favors the establishment of the industrial
estates on the border and wants them to succeed in attracting investment, Israel must pass
far-reaching special legislation.

Special legislation 18 required, in brief, for three reasons. (1) to clarify for investors,
particularly for Israelis and foreigners, precisely what are the commitments which Israel is
undertaking in the context of the agreement with the Palestinians regarding the estates; (2) to
clarify where the internal responsibilities created by the agreement fall within the Israeli
guvemmantal bureaucracy; (3) to harmonize the pbligations undertaken by Israel in the
context of the agreement with the Palestinians on the industrial estates with Israeli laws and
international agreements (particularly the FTA's with the USA and the EU).

2. Clarification to Investors

Investors cannot reasonably be expected to invest in Gaza without some form of reliable
guarantee that their operations will not suffer from non-individual treatment by lIsrael with
respect to matters under Israeli control. This s most clearly manifest in the need of investors
for uninterrupted access 10 their facilities for their workers, management, and suppliers, and
for access out of the estates 10 Israeli ports or the airport. No investor will invest his capital in
a situation where he could be closed down overnight because of security matters having
nothing to do with his own operation, Some form of mechanism must be created which will
either clearly guarantee that Israel cannot limit access without an individualized court action
(e.g., create @ corridor through the closure), or at least provide for prompt, adequate, and
effective compensation for any losses due to non-individual restrictions on access (e.g., create
gm'emment-spansured non-commercial risk insurance for investments in the industrial

estates).

In either of the above cases, however, the Israeli undertakings must be set forth in law, and
not simply in policy statements or agreements signed with the Palestinians. Such policy
statements or agreements do not have legal force. They can be changed or simply not
implemented without creating any legal recourse on the part of a damaged investor who relied
upon them. Furthermore, investors can be expected to calculate that a change in the Israeli
government would be very likely to compromise the reliablity of guarantees made by the
present government, unless such guarantees are set forth in law. It is much harder to change a
law than to change a policy, and a {aw is enforceable by the courts whereas political

agreement Of policy is not.
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3. Internal Responsibilities

Israel is undertaking various responsibilities with regard to infra-structure, such as power,
water, telecommunications, and roads, The internal responsibilities of the various ministries
and agencies within the Israeli government regarding these responsibilities must be clearly set
forth in law. Otherwise, the agreement to cooperate could be killed in the bureacracy.
Furthermore, it is possible that some private interests within Israel will oppose one or another
of the consequences of the arrangements for cooperation and may take legal action or lobby
against it. A special law would protect the agreement signed by the government from stalling
out due to these problems.

4, Harmony with Other Laws and Agreements

There are several areas where Israel’s obligations regarding the industrial estates must be
harmonized with Israeli law and international obligations. The most impaortant area is in
taxation. Israel does not have a double taxation treaty with the Palestinian Authority, This
means that unless some special law is drafted to provide otherwise, the earnings of Israeli
companies in the industrial estates will be taxed in Israel. Thus, the effect of the special tax
holidays established in the industrial estates by the Palestinian Authority with World Bank
assistance will be significantly undermined with regard to Israeli investors. This is particularly
onerous since, even assuming no income tax will be paid to the Palestinian Authority by an
Israeli investor in the industrial estates, the same Israeli investor will pay more taxes on his
profits in the industrial estates than he would had he earned the same profits in Israel. This is
because the tax incentives offered for investments in Israel under the Israeli Law for the
Encouragement of Capital Investment will not apply to Israeli investments in the industrial
estates unless some special law equalizes the incentive scheme. Finally, although Israeli law
currently provides that no duties are levied on materials imported into Israel for direct
reexport, it is not clear that this exemption from duties will apply to materials imported into
Israel for export to the border industrial estates. A special law would clarify this point.

Other issues will crop up with respect to Israel’s trade agreements with the USA and the EU.
There are potential problems if untaxed goods enter the Israeli market from the industrial
estates and could then find their way into trade with Europe or America. This potential
problem could be corrected through special understandings with the US and the EU. The US
and the EU should agree to treat certificates of origin from the industrial estates under the
Israel-US and Israel-EU free trade agreements.

5. Conclusion

For the reasons described above, a special law is needed if the border industrial estates are to
become a viable means of encouraging investment in the Palestinian territories and creating
jobs for Palestinians. A law is needed to transform the purely political obligations undertaken
by Israel in talks with the Palestinians and Israel into a legal commitment which investors can
understand and rely upon. A law is also needed to set forth where responsibilities lie within
the Israeli government, and to harmonize the commitments undertaken by Israel with other
laws and international agreements.
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1. Introduction

The formal establishment of an independent Palestinian state in the West Bank and
the Gaza Strip is a coming political reality. The political, intellectual and economic
discourse between Israelis and Palestinians is no longer about whether this should, or
will, happen, nor even about when it is expected to take place. Rather, the debate
focuses on what is the appropriate, or the expected, nature of the bilateral relations
between the two adjacent independent states.' In this context the key question is that
of separation versus integration, namely, should (or will) the two economies function
like two regions within what is for practical purposes a single economy, or should

they rather relate to each other as two independent states separated by an (economic)
border?

Both sides have crucial political and economic stakes in this question. The
Palestinians’ aim for the immediate future is to rapidly enhance and foster their
national and political sovereignty and to improve the standards of living of their
population. From the Israeli point of view, an agreement on permanent status with the
Palestinians is a major step in the process of achieving an overall Ppeaceful solution to
the long lasting Israeli-Arab conflict. This may substantially improve and ensure
Israel’s national security on the one hand and provide the proper “environment”,
which is the necessary condition for its future economic prosperity, on the other hand.
An improved “climate” is especially essential for smoothing the assimilation of Israel

into today’s integrated, global, world economy, which seems to be its main road to
prosperity.’

From the Palestinian point of view, the alternative of economic separation seems to be
positively correlated with national sovereignty. However, it is the contention of this
paper that the existence of an economic border between Israel and Palestine, which is
required under this option, imposes high costs on the Palestinian economy (while the
costs are almost negligible from the Israeli perspective). On the other hand, the
alternative of economic integration, with open borders, which allows (almost) free
movement of labour, goods and services is crucial for ensuring rapid and stable
Palestinian economic development. This, in our opinion, is an inevitable result of the
huge difference in size of the two economies, their level of development and the fact
that there is practically no distance between their economic centres.

The price that this alternative imposes in terms of national and political sovereignty,
we believe, is “reasonable”. In particular, some provisions can be made to allow the
Palestinians more freedom of choice in economic policies even under open borders, in
ways that can be acceptable from the Israeli point of view. A special joint project (the

! The economic controversy is reflected in many publications such as: Sagi et al, (1992), Awartani (1993),
Kleiman (1993), Mayshar (1994), Halevi & Kleiman (1995), Arnion et. al (1996,1997),

! More specifically, by integration we mean, hereafler, that there exists no economic border between the two
states so as to allow open (though not necessarily completely free) movement of goods, services, labour mmd
capital. By separation we mean that a physical border, a fence, divides the economies and that cross border
economic activity is regulated.

1 See, for example, Sagi (1999).
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Economic Permanent Status (EPS) project)* in which a group of Israeli and
Palestinian professionals drafted a proposal for the permanent status economic

agreement between the two sides suggests that both are aware of these arguments, and
that such a compromise is possible.

In section 2 we present the trade-off between national sovereignty and economic
prosperity, and briefly survey the Isracli-Palestinian experience. In section 3 we lay
out the basic pro-integration arguments. Sections 4 and 5 expand the arguments by
analysing the various major and minor dimensions of integration. Section 6 explains
the implications of erecting and controlling a physical border between the states. The
option of integration still leaves open many questions. A key one is the nature of the
trade regime, and in particular which of the two alternatives - Customs Union or Free
Trade Area - is the best in this case. This question is addressed in section 7, which
briefly presents some elements from the compromise on this issue that was offered by
the EPS project. While this paper is not based on quantitative analysis, some main
indicators appear in the appendix. Given the difficulties in obtaining consistent,
coherent and up-to-date data on the Palestinian economy since 1988, the figures
presented should be regarded cautiously as rough indicators. .

2. Sovereignty vs. Prosperity

The trade-off

The Palestinians, in pursuing national, political sovereignty and economic prosperity
and growth face two uneasy questions. First, do these two goals go together? The
conventional wisdom is they involve a trade-off, as more of the one may come at the
price of less of the other. Second, is sovereignty equivalent to separation? Or, in other
words, can there be prosperity without integration? Again, the conventional wisdom
suggests that the two are correlated. The evolution of globalization, of international
trading blocks and of economic unions in recent years has emphasized the existence
of such tensions. These are clearly visible in the five decades long process that led to
the formation of the EU, through which the member countries gradually relinquished
elements of sovereignty, mainly in terms of their ability to operate an independent
economic policy, trading them for the potential economic dividend.

The Israeli-Palestinian experience

The Israeli-Palestinian case, however, significantly differs from other examples (such
as the European case) in that their mutual relationships were not the outcome of a
voluntary agreement between equal parties. Rather, they were imposed unilaterally by
one side on the other. Still, considering the circumstances under which the Palestinian
economy has operated in the past 30 years and observing the history of its economic
performance, one may conclude that the trade-off holds trué in this case as well.

* ECF, DATA-HCIF (1999)
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This period may be divided into three main sub-periods: the first 20 years, from 1967
to 1987, during which the economy was under complete Israeli military rule; then,
between 1988 and 1994, between the breakout of the Palestinian popular uprising (the
Intifada) and the establishment of the Palestinian Authority, a period of great
instability, during which economic activity was highly irregular; and finally, the last
period, during which the economy has operated under the Palestinian Authority but
has still not been completely free of direct Israeli rule.

A. 1967-1987

The first sub-period can be considered as a period of almost full integration between
the Palestinian and the Israeli economies. That was the time of minimum sovereignty
and maximum integration. Indeed, it was a forced integration rather than a voluntary
one, between occupier and occupied rather than between equal partners. Nevertheless,
this integration yielded extraordinarily rapid growth of Palestinian economic activity
(GNP and GDP rose at average annual rates of 8.7% and 6.7% respectively) on
average for a long period of 20 years.” Standards of living, measured by per capita
income, rose as fast as 6.4% annually, climbing from only 1/8 of the Israeli level at
the turn of the 1970s to % by the mid-1980s. It may well be argued that the pattern of
economic growth was far from optimal from the Palestinian point of view, as it was
mainly channelled through the employment of Palestinians in the Israeli economy,
while the development of the local economy was suppressed. This is true, but still the
facts show a period of maximum integration, maximum growth and minimum
sovereignty.

B. 1958-1994

The Intifada, which broke out in December 1987, brought to the Palestinians some
immediate informal control over their lives. It was a major trigger of the Oslo process
that led to the establishment of the Palestinian Autonomy. Thus, it may be regarded as
a period when more sovereignty was gained. Economic activity was rather irregular
and fluctuated sharply as a result of violence leading to strikes, boycotts, curfews and
closures. On the other hand, the influx of Jews from the former Soviet Union to Israel
spurred new demands for Palestinian labour in Israeli construction. Under those
circumstances, though, the economic integration could not be utilized to its full
capacity, and the economies grew to be rather more separated than before. This
resulted, among other things, in a substantial decline in economic activity and
wellbeing, exhibiting the trade-off once again.

C. 1995-1999

Since the Palestinian Authority was established, the relations between the two
economies have been formally based on the Paris Protocol,'which was agreed and
signed by both sides. While this Protocol is a voluntary agreement, it is still an
agreement between a strong sovereign state and an authority representing a much

* As a matter of fact, growth slowed down considerably in the 1980s. Until then, during 1968-1979 GNP and GPD
rose even faster, at annual averages of 11.6% and 9.0%, respectively.

25/8/99 3



smaller, much weaker people, still under the military occupation of the first party. The

cause of Palestinian sovereignty has, however, been substantially enhanced during
these past few years.

According to the Protocol the economies are supposed to remain practically
integrated. However, the disastrous deterioration of the security situation, coupled
with the very sensitive, complicated and volatile nature of Israeli domestic politics,
resulted in severe closures that prevented proper implementation of the Protocol and
effective integration. Consequently, the high hopes the Palestinians had from the new
political status evaporated as the economic crisis of the early 1990s got even worse.
GNP diminished at an annual average rate of 2.4% and in per capita terms by as much
as 6.9%, to reach 25% below the level of 1994, This indeed is another very irregular

period but it also suggests that more sovereignty, associated with lesser integration, is
correlated with lower economic wellbeing, \

3. Separation vs. Integration under Economic Permanent Status

L]

Permanent Status perspective

At the present time, as the parties are about to commence negotiating their economic
permanent status agreement, the dilemma surfaces once again, but it should, however,
be looked at from a somewhat different perspective. This time, an economic
agreement shall constitute a component of a comprehensive permanent status
agreement between two independent states. Formally, the problem of Palestinian
sovereignty will no longer exist. A comprehensive agreement is supposed to bring
about a new era of neighbourly peaceful relationships between the former foes, which
will resemble more those among Western states than those that have prevailed in the
region until now.

Therefore, when addressing the issue of separation versus integration, one should take
the permanent, long-term, perspective, presupposing that the two nations are at peace
with each other. This means that there is no threat of Palestinian anti-Israeli terror
activity, and thus Israel need not apply any special security measures. On the other
hand, Palestinians are independent and sovereign and free from arbitrary unilateral
retaliatory measures imposed by Israel,

Under these circumstances the question is which of the two regimes is the appropriate
one? Which is the one that is expected to prevail? It is the view of this paper that the
model should be, and probably will be, the integrative one, at the unavoidable cost of
some loss of sovereignty (mainly for the Palestinians). The high cost of economic
separation makes this alternative, in our opinion, a non-option for the Palestinians,
The same holds true for Israel as well; but the importance of the issue for Israel is
minor. Due to the substantial asymmetry between the two economies, the framework
of their bilateral relations will hardly affect the performance and development of the
much larger and far more developed Israeli economy.
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The basic pro-integration arguments

The basic pro-integration argument is very simple: The case at hand involves two
adjacent economies one of which, the Palestinian, is significantly smaller (about 3% -
4% in terms of GNP) and poorer (less than 15% in terms of income per capita) than its
neighbour. Moreover, and very importantly, almost the entire Palestinian population
lives within immediate proximity from the economic centres of the larger and richer
neighbour (less than 50 km.). Under this state of affairs, unless very strong control
measures are imposed, it will be very difficult to prevent market forces from taking

their natural course, for the best interests of individual economic agents from both
sides.

One of the counter arguments suggests that integration should be left for a later stage.
“Separation first” is needed for sovereignty and independence tp be well established,
and the foundations of the local economy fostered so that integration will take place
on more equal grounds between the partners. The long, gradual and careful unification

process in Europe is offered as an example. In our opinion the Israeli-Palestinian case
1s quite different for three reasons:

¢ The European starting point was that of strict separation among independent
states for which integration meant a significant change. Here the starting point is
that of several decades of economic integration (forced, indeed, but still
integration). Imposing separation now means a drastic change of the current
economic structure, which may have a far reaching impact on the smaller, less
developed and more vulnerable side of the link.

* The countries involved in the early stages of the European process were rather
similar in terms of economic development and size (at least for the two principal
players - Germany and France). The benefits expected from economic integration
were not enormous and not even certain at the beginning In the
Israeli-Palestinian case, as already mentioned above, the drastic asymmetry
between the two economies means that the two regimes (integration and
separation) will yield substantially different economic results for the Palestinian
economy.

* The European process started in a world of political and economic separation
while negotiations on Israeli-Palestinian permanent status will take place in a
world of globalization, major regional economic blocs, and high levels of external
trade. In this world, economic separation seems like an unnatural movement
against these global currents.

In our opinion, the “separation first” argument should be turned on its head. Given the
current situation, Palestinians need “integration first”. They can gradually separate
themselves from the Israeli economy, if they find it an important national goal, but

they can hardly bear the costs of cutting themselves off now, as implied by the idea of
“separation first”. '
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4. Major dimensions of integration

The contribution to the Palestinian economy of integration with the Israeli economy
operates through several major channels:

Access to the Israeli Labour market

Since 1967, and despite all the disruptions and fluctuations, the Israeli economy has
been the principal market for Palestinian labour. At its peak, about 1/3 of the labour
force was employed in Israel, directly generating about % of the GNP, contributing
indirectly to the GDP through the derived demand for local goods, magnified by the
multiplier effect. Its share in total employment in the Israeli economy, on the other
hand, never exceeded some 7%, emphasizing once again the gross asymmetry of the
interdependence between the economies. \

Indeed, the Palestinian dependence on the Israeli labour market is partly due to years
of Israeli policy of deliberately obstructing and slowing the development of the local
Palestinian economy. Under the opposite approach, such dependence could have been
lessened at best, but not avoided. With an open border, the presence of the much
larger and richer Israeli economy, allowing Palestinian guest labour to commute on a
daily basis, would have been overwhelming,.

Since the outbreak of the Intifada the flow of Palestinian labour into Israel has been
subject to growing disturbances and fluctuations. This has been the principal cause for
more than a decade of recession, deteriorating living standards and unusually high
unemployment that the Palestinian economy has experienced. It took Israeh
employers several years of frequent disruptions and irregularity in the flow of
Palestinian employment to realize that some risk premium should be added to the
direct costs of employing them. Consequently, by the mid-1990s, they turned to
cheaper substitute sources of guest labour (mainly from Romania in the construction
sector and from Thailand in agriculture).

Between 1992 and 1998 the estimated official number of guest workers in Israel
increased by 60,000 (from 132,000 to 193,000) and the number of Palestinians among
them declined by 60,000 (from 115,000 to 53,000).° That means that Palestinians lost
about 120,000 jobs as the result of the deterioration of stability and security. This
number is equivalent to 21% of the Palestinian labour force in 1998 and 132% of the
unemployment figure.” During this period (1992-1998) local employment practically
doubled (rising by 182,000, about 11% annually), which is impressively above the
increase between 1968 and 1992 (only 70,000, a rate of just 1.7% per annum).

However, even this development could not have prevented the disturbing jump in
unemployment by about 100,000, from 4.2% of the labour force in 1992 to 15.6% in

® See Bark of Israel, annual report, 1998,
T Aecording to UN (1999) figures for 1998 labour data.
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1998 * Moreover, it is hard to expect local job opportunities to continue rising at this
pace, since much of the increment in the past few years is due to the creation of the
Palestinian public sector, a stage that is practically over. The expected large-scale
financial support from donor countries and international institutions, which will be
used mainly for infrastructure investments, will provide additional local jobs,
However, these are rather capital intensive projects, and at any rate will allow only
limited absorption of the increase in the local labour supply.

Bean'n‘? in mind that the Palestinian population is among the fastest growing in the
world,” the current situation may turn explosive. Thus, with the absence of much
wider and smoother access to the Israeli labour market, local income per capita will
remain low, if not declining, and unemployment will keep rising steeply, posing a real
threat to political stability in Palestine which may well spill over into Israel.
1
In the coming years, with the growing sophistication of its own labour force, a further
increase in the Israeli demand for foreign, unskilled or blue-collar, labour is expected.
After a political solution is achieved, including the elimination of security problems,
Palestinians should, and are likely to, regain their preferred status,over other
foreigners for three main reasons:
* an economic reason - their familiarity with the Israeli environment, culture and
especially language improves their productivity (in terms of output per-worker);
* a socio-political reason — they are daily commuters who return to their homes
every evening. Thus much of the negative external effects of housing foreign
workers, which place a burden on Israeli socio-economic infrastructure (e.g.,
health, education, law and order), are avoided.
* aregional political reason — as mentioned above, high and rising unemployment

and deteriorating standards of living in Palestine pose a real threat to the peace
Process.

One may argue that by opening up such opportunities under the case of integration,
the badly needed improvement of Palestinians’ human capital will be discouraged and
delayed. This need not be the case at all. Upgrading the existing Palestinian human
capital is indeed critical to ensuring long-term sustainable growth. However, this is a
long process, an investment that will take many years before its returns are noticeable
at the aggregate macro level. For a good number of years this process will apply to a
probably growing but still rather small segment of the population, leaving the many, a
rapidly increasing number, with a need for regular employment.

The fact that the Israeli market allows Palestinian workers to commute on a daily
basis is a crucial factor for them in preferring this alternative over seeking jobs in the
Persian Gulf or in Europe. Also, the demand may not be sufficiently large. In the Gulf
States, with the declining economic power of oil since the early 1980s, the demand for

¥ Note that in effective terms, accounting for those underemployed due to border closures, the figure is
substantially higher, as much as 22% according to the UN report.

¥ The natural increase is about 3.5% (annual average). During 1989-1998, the returning of workers from the Gulf
in the aftermath of the Gulf war and of PLO people from Tunis with the establishment of the Palestinian
Authority raised the overall growth rate of the population to 5%,
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guest labour cannot be expected to expand substantially. Moreover, in the aftermath
of the Persian Gulf War Palestinians lost many their jobs in these countries, and
returned to either the Palestinian territories or Jordan, and it is doubtful whether they
can regain them, There is no experience yet with exporting Palestinian labour services
to the EU, but it is unlikely that this will develop into a large-scale phenomenon.

Access to Israeli markets for goods and services

The obvious way of reducing the dependence on the Israeli labour market 1s, of
course, by developing the local economy, i.e. by increasing the share of Palestinian
GDP in its GNP, The productive capacity of the economy is expected to expand
substantially under the permanent status, mainly, as a result of a high level of
investment. First, the international community, through the donor countries and other
world bodies (like the World Bank) have already pledged donations amounting to
$4.3 bn., of which $3.6 bn. have been committed and $2.5 bn. have been disbursed, '’
Second, under the permanent status the business environment in the Palestinian
economy will improve substantially, encouraging private sector investments.

In order to ensure efficient, steady utilization of the growth potential of the domestic
economy, especially in today’s integrated world economy, foreign trade should play
an important role. In that respect, the Israeli markets for goods and services are
crucial. Indeed, economic separation does not prevent trade between the neighbouring
countries. However, the existence of a physical border that would prevent an open,
relatively free, flow of goods and services, would definitely curtail the volume of
Palestinian exports. Moreover, the Palestinians need access to external gateways and
thus their exports to the Western world have to cross Israeli territory. The existence of
a physical border increases transaction costs, making it more difficult to exercise the
comparative advantages.

A. Source of Imports

In the past decades the Israeli markets were practically the only source for Palestinian
imports. Again, this state of affairs was dictated to the Palestinians rather than being a
result of voluntary engagement between sovereign economies or of the natural,
normal, course of economic flows. Trading with the rest of the world was practically
impossible for the Palestinians. Also, the obstacles imposed by the Israeli authorities
on the development of domestic industries denied the Palestinians the ability to utilize
their potential comparative advantage under the occupation. Yet even under a fully
supportive government Israel would certainly remain the Palestinians’ main trading
partner for the same reasons mentioned above — the differences in size and level of
development and the immediate geographical proximity of their markets.

The volume of Palestinian imports from Israel is outstandingly high — about $1.5- §2
bn., which is over half the Palestinian GNP. It is also a significant market for Israeli
exports, in fact the second largest destination country for Israel (after the USA). This

0 N and the World Bank (1999).
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is somewhat misleading, though. To a certain extent it reflects indirect importation
from other countries, since Palestinians were prevented from importing directly, and
were obliged to channel their imports from the rest of the world via an Israeli dealer.
Thus, the only value added to Israel stems from services associated with “transit”
activity (e.g. dealer’s profits). Another portion of this flow is of used durable goods,
as Israelis sell to Palestinians their old appliances while replacing them with new
(usually imported) ones. Some of the imports are directly tied to exports. An
important activity of Palestinian manufacturing is that of sub-contracting jobs for
Israeli firms."" In other words, unfinished goods are imported from Israel and then
exported back containing some Palestinian value added. Another example of export
related imports is expenditures made by Palestinians for their own immediate
consumption while working in Israel (e.g., food, beverages and cigarettes).

Under the permanent status unrestricted competition with other;sources will definitely
reduce the Israeli share and probably gain the Palestinians better terms of trade.
Nevertheless, it will still remain the principal source, mainly because of the proximity
effect, which will make it difficult for others to compete.

B. Destination of Exports

Palestinian exports to Israel of goods and non-factor services have ranged between
$300 and $500 mn. in the late 1990s.'* This is about 80% of total Palestinian exports,
but less than 1% only of Israeli imports of goods and non-factor services. Israeli
markets have been practically the only destination for Palestinian exports. This
characteristic, like others mentioned above, is to a certain extent the result of

regulations and limitations that were arbitrarily imposed by Israel, usually under the
excuse of security requirements.

Yet, even with no such trade barriers the picture would remain more or less the same,
since the Israeli market is the most obvious destination for Palestinian exports, The
immediate access to markets, customers, and dealers (in most cases a matter of
minutes of driving distance) is a crucial factor. It is especially important for
agricultural (fresh) produce and for sub-contracting activities. The other critical
factor is the relatively large size of the Israeli economy, and the much higher average
income level of its population. These attributes imply the existence of a relatively
large (in Palestinian terms) market for goods and services aimed at the Israeli lower
income classes, in which Palestinian industries have a comparative advantage.

Under the permanent status the existing obstacles will disappear, thus facilitating
trade with the rest of the world, and reducing the effective transaction costs involved.
However, the potential of such trade should not be exaggerated, at least for the interim
period. Looking “eastward”, at Arab markets, Palestinian products may find it hard to
compete with local goods, produced at much cheaper labour costs, with no
transportation costs involved, offered to a much poorer population than in Israel. The

! On sub-contracting see Sadan (1999).
1 Around $300 mn. according to Israeli sources (ICBS) and around $500 mn. according to the PCBS and
international agencies,
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long-term prospects seem much better looking “westward”, at industrial countries,
mainly the EU. However, it may take a long time before Palestinian products qualify
by European standards (mainly safety and public health requirements), and only then
will a long and tough process of market penetration actually start. Until then, there is
no real substitute for the Israeli market, and even in the long run it will probably retain
a prominent status.

For Israel the issue is rather marginal, as suggested by the very low proportion of
Palestinian goods and services in overall Israeli imports. Nevertheless, it enhances
competition in the markets, thus serving the interests of the Israeli consumer. For the
Israeli manufacturing sector, its Palestinian counterpart produces more
complementary than substitute goods and in any case does not amount to more than
1%-2% (in terms of sales). The opposition on the Israeli side to open borders and
integration is rather limited. It comes mainly from certain interest groups (such as
agriculture, trade and commerce sectors). While these groups may have strong and
loud lobbies their contribution to Israeli GDP 1s rather small.

Until now, Palestinian exports to Israel of (non-factor) services have been rather
limited (Israelis buying services in Palestinian territory such as car repairs, dental
treatment and shopping in stores and markets). After the breakout of the Intifada,
Israelis stopped visiting the West Bank and Gaza Strip, and consequently that kind of
trade in services practically disappeared. Under the permanent status there is no
reason why those kinds of activities will not resume. However, the need to cross
border stations, in case of separation, may prove to be an effective deterrent. An
interesting example of a new type of export of services under the permanent status is
the opening of Israeli public procurements to Palestinian suppliers. This is a very
large “market” requiring a variety of services for government ministries (mainly
defence, health and education), public agencies, government companies and
municipalities. Being allowed to compete in this market will open a new and large
market for the Palestinians, which will be a good substitute for direct employment in
Israel. It will be much easier to exploit, obviously, under economic integration.

C. Sharing Infrastructure (economies of scale)

Lack of physical infrastructure is one of the most crucial bottlenecks for Palestinian
economic development. To some extent this deficiency is another example of the
neglect of the Israeli authorities, particularly with respect to utilities (e.g., distribution
of electricity and water, sewage treatment and communication networks). But this is
also a result of the presence of economies of scale (e.g. in power generation, roads,
seaports and airports). On a purely economic basis, the Palestinian economy may not
be large enough to justify the building of its own facilities. Using the existing Israeli
installations, or expanding them in case of excess demand, is probably cheaper and
more efficient for both economies, particularly for the Palestinians.

Under the permanent status the regular orderly usage of these services by Palestinians

should not pose a problem, On the other hand, for Palestinians to establish a complete
full-scale independent system of infrastructure would require investments of several
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billions of dollars, an order of magnitude exceeding the level of current GNP. Indeed
the costs may amount to something like the entire amounts of the donations pledged
so far," and therefore it is doubtful whether the required funding could be secured in
any case.

The dilemma of economic welfare versus sovereignty is best reflected in this issue.
On the one hand, there are hardly any better examples or symbols of sovereignty. On
the other hand, these symbols are expensive. Even if financial resources are mobilized
the benefits from their alternative uses should be carefully compared, considering all
other Palestinian needs and problems. In this respect, such an endeavour may prove
too expensive. Moreover, these projects will take years to complete and until then the
Palestinians will have little choice but to use the Israeli services anyway. Thus, they
will be only be able to exercise and exhibit full sovereignty (through this channel) in a
more distant future (perhaps more than a decade) when it will matter much less, on
the assumption that the peace process holds.

The loss of sovereignty stemming from the common use of infrastructure, which is
associated with economic integration, can be minimised by political means such as
joint Israeli-Palestinian ownership of an installation, or separate ownership of
different facilities of the same installation, or joint construction of future facilities
when they are needed. While full-scale independent Palestinian projects are too
expensive and unrealistic, the establishment of smaller scale medium-size ones, which
are already in the making, is probably an unavoidable partial solution to the problem.
They will provide tangible symbols of sovereignty at a bearable price. This, however,
will be less than sufficient for the efficient operation of the local economy, which will
have to keep relying to a large extent on the supply of these services by Israel.
Needless to say, this flow of services will function much more smoothly and
effectively under economic integration than under economic separation.

D. Coordination of Economic Policy

One of the most sensitive aspects of the conflict between integration and separation
involves the issue of independence in economic policy. Along with the ability to fully
control the border and reliance on one’s own infrastructure, being able to design and
implement independent economic policy is the clearest manifestation of sovereignty.
The open border integrative alternative requires a compromise on this aspect,
especially from the Palestinian side. In a number of key aspects, the policies of the
two parties need to be coordinated if not harmonized. Given the gap in size and level
of development between them, it is harder for the Palestinians, for whom such
symbols matter much more at this point of time, to conduct an independent policy.

The key dimensions in which the dilemma is reflected are fiscal policy, external trade
policy and the monetary regime. The difficulties arise espetially with respect to
indirect taxation (mainly sales taxes, VAT and customs duties). It is impossible to
expect more than minor differences in rates imposed by the two sides, with open

B See UN and the World Bank (1999)
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borders. Given the immediate proximity of the populations and their business and
commercial centres, people will shop where rates are lower. Israel will not tolerate
lower Palestinian rates. Being the stronger side of this equation (inequality, to be more
precise) Israel is more likely to apply retaliatory policy measures than to adjust its
own rates downwards. On the other hand, if the Israeli rates are lower, the Palestinians
will probably have little choice other than to realign theirs at the Israeli level.

Fiscal issues regarding direct taxation (mainly income tax) and other taxes and fees
that are based on residence (e.g., car registration fees) do not pose a major problem.
Economic integration, open borders and free movement of goods and services do not
include freedom of residence (in the neighbouring state). Even if this will be possible,
it is unlikely that income tax differentials will result in an influx of population from
one state to the other.

However, this does not offer much comfort to the Palestinians E‘c:-r the near future. At
present they lack an effective direct taxation system, and as is rather common for
low-income countries, they will probably rely for a good number of years to come on
the indirect tax system for their domestic source of public finance, On the other hand,
Israel has undergone a process of reducing its indirect tax rates. In particular, it 1s in
the advanced stage of a process of gradually eliminating its import tariffs, as implied
by its free trade area agreements with the EU and the US. Since higher Palestinian
indirect tax rates will probably drive consumers to buy in Israel they are effectively
limited in choosing their system.

In conclusion, formally the problem of sovereignty is not critical. The Palestinians can
choose their indirect tax rates without Israel being much affected. However, their
choice, and thus their sovereignty, is rather limited, which will also cause difficulties
in generating revenues for their public sector.

The monetary regime is another dimension where there will be a gap between the
formal and practical levels of sovereignty and independence. There is no reason for
Israel 1o object to the issuing of Palestinian currency. This will not exclude, even
under separation and the existence of a border, the Israeli, and probably the Jordanian
currency too, from serving as legal tender in Palestine. Thus, the Palestinians will
have little control over the exchange rate of their currency, which will be determined
by the financial markets and strongly affected by Israeli exchange rate policy. In the
long run, this problem is likely to disappear, as Israel will probably join a currency
block (most likely the Euro). The Palestinian monetary authorities will have limited
control not only over exchange rates but over the quantity of money and interest rates
as well. Those will practically become endogenous variables, determined mostly by
the forces of the Israeli financial markets.
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3. Secondary dimensions of integration

There are additional dimensions of economic integration which may contribute to

productivity, efficiency in resource allocation and, thus, the growth potential of the
Palestinian economy.

Access to markets in the industrial countries

Penetrating the markets in the industrial countries should be an important element of
Palestinian long term development strategy. This will, among other things, reduce the
dependence on Israel. However, as already mentioned, it is a long process, because of
insufficient Palestinian technology, product quality and standards as well as lack of
marketing channels. Israeli-Palestinian caaperati-:m and joint ventures could prove
very effective measures for this purpose in the near future, mainly by usmg the much
more developed Israeli marketing channels.

In particular, Palestinian manufacturing could enjoy the special Israeli-EU and
Israeli-US trade agreements, by applying favorable rules of accumulation to jointly
produced goods so as to qualify under the rules of origin. This is not a necessary
condition for the Palestinians to obtain a market share in the industrial countries but it
could be an effective shortcut. Also, economic integration is not mandatory for this

strategy, but it is far less natural and more difficult to carry out under economic
separation.

Access to technology

A prominent binding constraint on the future economic development of the
Palestinian economy is the technological level of its manufacturing sector, Like other
aspects that were discussed above, the Israeli attitude towards the development of
local industry and local human capital during the years of occupation bears much of
the blame. Having an open economic border, business cooperation and joint ventures
could play an important role in developing and reinforcing the level of technological
know-how in the Palestinian economy. In particular, joint ventures may serve as a

means of training and improving labour skills, thus upgrading the crucially important
factor of Palestinian human capital.

Technological transfer can also be pursued by other means, mainly through activities
of donor countries. But it will probably not be as effective as a joint venture between
business and technical people who can interact on a daily and long-term basis. While
open and unobstructed business interaction between the two economies (the

integration option) 1s not a must for such a process to take place, it is obviously
helpful for making it effective.

Utilization of business services (economies of scope and proximity)

Another aspect of economies of scale is the formation of business support centres.
When a sufficiently large number of business organizations assemble close to each
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other they can enjoy professional and technical services supplied by specialized firms
rather than each of them employing their own experts. This allows better utilization of
resources resulting in higher productivity of the economy.

The Palestinian business sector may be neither large enough nor sufficiently
concentrated geographically to justify such centres. However, the possible location of
almost any Palestinian business establishment is close enough to the nearest Israeli
large business centre to enable it to use these services under economic integration.
These services do not necessarily have to be provided by Israelis, since these centres
can, and probably will, employ Palestinian professionals and technicians as well.

6. The Implications of Having a Border

\
Since the outbreak of the Intifada the Israeli army has faced serious difficulties in
imposing effective closures on the Palestinian Territories and preventing the
movement of people and merchandise. The economic incentives have pushed people
on both sides to try to bypass the restrictions, infiltrate and smuggle, even if they have
to risk their lives. Thus, a physical border between the states is mandatory in order to
allow economic separation. Such a border already exists around the Gaza Strip but
must be erected for the West Bank and both parts have to be maintained and
controlled. However, having a border that strictly limits the freedom of movement
between Israel and Palestine is against the very spirit of peace that 1s supposed to
prevail under the permanent status agreement. It is also against the interests of
economic agents on both sides and likely to slow down economic growth, as claimed
in this paper. Advocates of economic separation may be willing to pay this price, but
they have to consider two additional major problems to having a physical border: it
could not be fully effective and it would be very expensive (especially from the
Palestinian point of view).

The effectiveness of a border

The existing fence surrounding the Gaza Strip presents a relatively easy case of an
effective border, but even in this case, it is far from being a hermetic seal.
Constructing a fence along the border between Israel and the West Bank is much
more complicated. It involves a long line, five times longer than that for the Gaza
Strip, and one which will have to rise and fall over hills and waterbeds, cut through
the middle of populated villages, and probably include enclaves of Israeli settlements.
This would be not only more complicated technically but also much more difficult
and expensive to operate, maintain and guard. It would be hard, even under this
situation, to completely stop economic exchanges between Israelis and Palestinians.
Moreover, under the permanent status two major loopholes will remain, through
which economic activities will be able to bypass the fence: Israeli settlements that will
remain in the West Bank and Gaza Strip, and the city of Jerusalem, which will most
probably remain undivided. Both of these would allow interaction and movement
between the two states that will be practically impossible to control.
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The costs of erecting and controlling the border

Even if a fully effective fence is technically possible the costs of erecting a border are
expected to be very high. Such a border, costing some $16 mn. and stretching over 63
kilometers (at $250,000 per km.), has already been built around the Gaza strip (for
security purposes). Erecting a border between Israel and the West Bank would be a
completely different story. Geography and topography make it much longer, at least
320 km., and far more expensive (since it would have to negotiate hills and
waterbeds). The cost per km. is estimated to be at least twice the level of the Gaza
Strip Fence, and may reach over $150 mn."" Apart from the initial expenditures for
constructing a fence along the borderline, additional operational costs of maintaining

and guarding it are needed, which, again, would be much more expensive in the case
of the West Bank.

1
The question is, then, who would bear the costs of building it? From the Israeli purely
economic aspect, as has been argued, while integration is preferred over separation,
on a macroeconomic level it makes little difference which one of the two prevails.
The main Israeli pro-border consideration is the question of security, which in the
long-run, once peace exists in the region, should not be so important. In the short-run,
on the other hand, it is not relevant anyway, since it will probably take a couple of

years to complete. So even for Israelis advocating separation, the costs may prove too
high for the limited expected benefits.

For Palestinians this is a symbol of sovereignty, for which they may be willing to pay.
However, not only is this symbol against the direct economic interest of the
Palestinians, as suggested by this paper, but building a border is, for them, a major
project. It will require funds in the region of 4% of the existing level of GNP,
Moreover, advocates of the separation alternative agree that in the long-run
integration will probably take over (the “separation first” approach). So, Palestinians
may find themselves financing an expensive project, which is against their economic
interest, is not very effective in the short-run and is not really needed in the long-run,
Given their resource constraints on the one hand, and the enormous expenditures

needed to establish their independent state on the other, it is doubtful whether this
project should receive priority.

7. The Trade Regime under Economic Permanent Status

The controversy over the appropriate pattern of economic relations between the two
states has not yet been resolved. Somewhat strangely, it seems that Israeli and
Palestinian officials are trading positions. The current mood of the new Israeli
government, as expressed by Prime Minister Barak, leans towards economic
separation (believing that reduced friction between the populations will improve
Israel’s internal security). A growing number of Palestinian politicians and officials,
on the other hand, realize the adverse implications of separation and are willing to
adopt a more pro-integration approach.

¥ Based on estimates of Ismcl: officzal sources.
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The EPS project

This new approach of the Palestinians was made clear in a special project where the
principles of the economic permanent status were discussed. During the second half of
1998 a group of Israeli and Palestinian professionals (including the author of this
paper) were engaged in an informal and unofficial think-tank, simulating the
negotiations on an economic permanent status (EPS) agreement.'” The basic
underlying assumption was that this (simulated) agreement constituted a component
of a comprehensive Permanent Status Agreement between two states,

After half a year of intensive deliberations the teams signed a document, carefully
written in legal language, which may be regarded as a draft for the final official
agreement. The document attempts to address almost all the oufstanding issues
concerning the mutual economic relations between the sides, including the trade
regime, fiscal policies, labour market and monetary systems. After being signed, the
document was presented, using a presentation prepared jointly by the two teams, to
policy makers and business communities in Israel and in the Palegtinian Authority,

and to the international community (e.g. the US and EU administrations and the
World Bank).

The controversy between the two approaches - economic integration and separation -
and the sensitive issue of sovereignty (mainly Palestinian) were inherent in the
dialogue. The approach adopted by both teams eventually was that of “political
separation and economic cooperation”, in practice accepting the basic principle of
economic integration as advocated in this paper. This is clearly declared in the
preamble to the document, laying the “Common Ground for Future Economic
Relations", stating that “Israel and Palestine, recognizing the inherent dependence
between the ... economies, viewing the ... free movement ... as a precondition for
intensive cross-border economic activity, viewing such ... relations as conducive for
prosperity and growth, and, therefore, for the consolidation of peace” '

Free Trade Area vs. Custom Union

The tradeoff between sovereignty and prosperity was behind the scenes throughout
the duration of the project, and is best reflected in the chapter on the trade regime.
With the adoption of the principle of open borders and free movement between the
economies, the sides still have to determine their trade regime. The choice is between
two basic alternative trade agreements — a Free Trade Area (FTA) and a Customs
Union (CU). Under a CU agreement, the external envelope of import duties is
identical for both economies, while under an FTA each side has his own rates of
import taxes. In both cases, no custom duties are imposed on goods produced in one

** The Isracli team consisted mostly of ex-gavernment officials (most of whom were official negotiators in
drafting the Paris Protocol, the economic appendix to the interim agreement), led by a former director general
of the ministry of finance. The Palestinian team included mostly acting senior officials in the Palestinian
Authority, led by a senior economic adviser to Chairman of the Authority.

¥ ECF, DATA-HCTF, p. 13
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state and exported to the other. Thus, these goods are allowed to move freely between
the states, as long as they comply with standards regulations, particularly
environmental and public safety considerations.'”

The two models differ with regards to the goods that are imported by one side from
the rest of the world and are then moved to the other side. In the case of a CU there is
no problem. Since the customs envelope is uniform, no extra charge need be imposed
on such goods when they are traded between the two parties. Under an FTA, however,
each case of cross-border transaction has to be examined so as to determine the
origins of the good, calculate the tariff differential, collect the difference, and clear it
with the other side. In this case the cross-border flow of goods has to be closely
controlled and supervised, demanding some physical restrictions along the border as

well as the establishment and operation of custom stations at designated crossing
points.

]

The problem of choosing between these two models incorporates the fundamental

dilemma between national sovereignty and economic welfare. The FTA model offers

more sovereignty. Under this model the Palestinians are able to determine

independently their own import policy, and in particular, the rate of tariffs. Also, they

can practically control the borders, including the operation of customs houses, which

are regarded as a symbol of sovereignty. Moreover, a CU model may impose a

problem for their public financing. As argued above, the Palestinians will probably .
have to resort to indirect taxation, including on imports, as a principal means of public

finance. Israel is in the later stages of eliminating its customs walls altogether. Thus, if

Palestinians adopt the Israeli rates, they will effectively lose this important revenue
source.

On the other hand, an FTA impedes the freedom of movement of goods and labour
between the two economies, making it more difficult to utilize the economic potential
of integration. Severe bottlenecks are expected to develop, slowing down economic
traffic. This is a result of the significant (from the Palestinian point of view) daily
volume of transactions, and in particular, of commuting workers, concentrated in a
limited number of crossing points. Moreover, effective enforcement is not easy
altogether, as argued above, and the creation of bypasses, loopholes, and smuggling
activities will probably develop.

The EPS trade model

The EPS offers a compromise between the two models. It is an FTA in the sense that .
each side would be free to determine its own import policy (with a few exceptions)

and establish stations at designated crossing points along the border. However, the

sides would agree on coordinating most of their important and sensitive indirect tax

rates. The rate of their VAT would be between 12% and 22% (5% above and below

the current Israeli rate of 17%). Also, the purchase tax on an agreed upon list of 15-20

products, including, inter alia, durable goods, cigarettes, alcohol and petroleum

"7 According to the EPS document, such regulations are not to be used as NTBs (non-tariff barriers).
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products, would be identical, The sides would also agree that purchase taxes should
not be unilaterally changed for a period of three years. As to the stations at border
crossing points, their purpose would be limited, and they would not be supposed to
operate like regular custom stations. Their role would be to implement domestic tax
laws, import policies with regard to third parties, and market regulations. Also, they
would gather documentation, but this would be for the sole purpose of establishing an
administrative basis for bilateral revenue clearance. They would not be supposed to

collect indirect taxes except in special cases, so as to allow traffic to be as smooth as
possible.

In principle, the sides would employ a revenue clearance mechanism for transferring
two types of taxes emanating from cross-border activities. One type is VAT and the
second refers to goods imported from third parties, which are imported through transit
and bonded areas (e.g., goods imported via Israel, unloaded in Israeli ports and
transported to Palestine). Clearance of VAT revenue would be based on the actual
presentation of special VAT invoices. As for import taxes, they would be collected
either at the bonded warehouses, or at the importer’s location or at a designated entry
station that would serve as a customs house for that purpose. Thus, tax collection at
the entry stations would be limited to collecting customs in certain cases of direct
import in transit and to collecting the difference in rates of import taxes in all other
cases (of imports from third parties).

This EPS model of the trade regime is a compromise between a CU and an FTA. The
sides would be independent in determining their import policy, but still agree on close
and restricting coordination. Entry (custom) stations might be established. but not for
the purpose of collecting taxes, It is doubtful whether this rather arbitrary compromise
is viable. Its implementation seems problematic and cumbersome, It is most likely to
impede and slow cross-border activity on the one hand and contain loopholes that will
undermine its effectiveness. In our opinion, the question of its viability is not so
important, as “real life” economic powers will eventually determine the nature of the
trade regime. The differences in indirect tax rates will narrow and the tax clearance
mechanism will be improved over time and be sufficiently effective to preempt the
function of the stations, allowing relatively smooth, free and open movement of
goods, services and labour. In our view, integration between the economies under
peace in the longer run permanent status is practically inevitable.
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The Palestinian Economy - Main Indicators’
% change, annual average

1995-98 1988-94 1968-87 | Period
A, National Aggregates
-2.4 3.2 8.7 | GNP
-0.8 7.8 6.8 | GDP
-6.9 0.7 6.4 | GDP per capita
B. Labor Markets?
49 4.1 2.3 | Populatioh
15.1 22 3.9 | Employment
B.1 5.5 0.6 | Domestic employment
Employed in Israel
17 32 35| as % of total Palestinian
employment
25 4.1 58 as % of total Israeli
employment
19 6.5 1.5 | Rate of unemployment
% of Palestinian Labor force
C. External Trade
Imports of goods
14.5 -2.6 8.6 real growth
Imports from Israel as % of total
N/A. 90 92 |  Palestinian Imports®
¥ 5.7 4.1 | Imports from Israel as % of total
Israeli exports’®
6.9 -6.7 7.0 | Exports of Goods®
real growth
Exports of goods to Israel as
N/A. 83 79 % of total Palestinian
exports’
1.0 0.9 1.4 | Exports of goods to Israel as %

of Israeli exports’

Sources: ICBS Yearbooks, BOI Annual Reports, PCBS, IMF, World Bank,
UNSCO :
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* Figures for the second and third periods are compiled and calcilated from different sources, which are not
always compatible with each other, Some of the figures for the third penod are based on estimates and should be
interpreted cautiously.

5 Under-employment in the 2™ and 3" periods resulting from strikes, curfews and especially from closures, are
considered here as employment. Thus, the shares of Istaeli labor market, as well a5 the effective mate of
unemployment, are understated,

*For the 2™ and 3" periods ~ trade with Israel, according to BOL

* In the last year of the period (1992 for the second period),

* Based on Israeli balance of payments data, according to BOL
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I. Introduction

The Context

The economy of the Occupied Territories {O7) s cur

rently in turmoil. Income levels have stagnated over
the past decade; unemployment and underemploy

ment are rising rapidly; public infrastructure and
social services are grossly overstretched; and the
fragile natural resource base is threatened with irre

versible damage. Above all, the ECONOMY remains
highly vulnerable to external developments, as
shown vividly by the economic hardship being expe-
rienced in the aftermath of the recent border closure
with Israel, The rr:—nrIIinH.c.s-nuu.'r-FLiv.*:!miTalnlduriwn

lency, juxtaposed against high expectalions derived
from exposure to Israeli living standards within the
OT and in Israel, is clearly a major impediment 1o
achieving peace and stability in the region. While
Israelis and Palestinians disagree, and disagree often
passionately, on many issues concering the future
of the OT, they agree on one issue: the urgent need for
stimulating economic development in the OT. Build-
ing upon this shared objective, this study aims to
assess prospecls for sustainable development in the
OT, as well as outline a priority agenda of policy
reforms, institutional development and investments
needed to promote such growth.

It is worth highlighting two limitations of this
study right at the outset, First, a number of key issues
bearing upon the future development of the OT (e,
the allocation of land and water resources, the d ISpo-
sition of Israeli settlements in the 07, the future status

of expatriate Palestinians, the territorial ISSUeS SUr-
.nunding Jerusalem and, most importantly, the na-
ture of the proposed “self-pover ning" arrangements
for the O7) are the subject of ongoing bilateral nego-
tiations between the Israelis and the I'alestinians. The
resolution of these issues is likely to be based primar
ily on political and security considerations. As the
Bank mission to the OT was a technical mission, with
neither the mandate nor the expertise to deal with
political or security aspects, this study does not take
any position on issues that are on the agenda for
bilateral negotiations. The focus instead is on poli-
cies, institutions and investments—where oplimal
choices are largely invariant to the eventual political
arrangements that may emerge from the bilateral

negotiations. Thus, for example, while analysing,
where appropriate, the economic links between East
Jerusalem and the West Bank and Gaza, the report
avoids making any judgements regarding the future
status of East Jerusalem.

Second, the study has had to cq pe with very seri-
ous data gaps and inconsistencies. Much of the data on
the OT are, directly or indirectly, from official Israeli
sources, There are, however, serious gaps in the o1
data base. A population census has not been carried
outin the OT for more than 25 years. Asa result, most
of the demographic and labor force data are based on
extrapolations and on sample surveys, the reliability
of which are undermined by problems of non-
response, especially since the onset of the Intifada
{(popular uprising) in 1987, Data on East Jerusalem
and on Israeli settlements in the OT, both of which are
treated as part of Israel by the official Israeli sources,
are mostly unavailable. Data available on trade be-
tween the OT and Israel and on the profitability and
competitiveness of the agricultural, industrial and
service enterprises are also very limited, Data on the
OT from Palestinian and Israeli nonofficial sources
aresparse and selective. Also, Palestinian data, when
they exist, are often based on ad hoc su rveys that do
not lend themselves easily to cross-sectional or lon-
gitudinal comparisons, In many instances, data dif-
fer between sources, and. even when the same source
i5 used, there are gaps and apparent inconsistencies.
Given these data problems, the report uses estimates
that appear most plausible in light of the mission’s
field observations. In cases where the data differ-
€nces among various sources are particularly sharp
(e.g., population, unemployment and social indica-
tors), the report attem pls, where possible, to examine
the reasons for these differences and to indicate the
implications of alternative estimates for the results of
the analysis,

In view of the limitations on the mission mandate,
the data difficulties and the time and resource con-
straints, this study can only be considered a begin-
ning. The analysis in the study, especially for the
longer term, is necessarily incomplete; as, and when,
progress is made in the bilateral negotiations, the
study will need to be updated and expanded to take
account of the agreements reached. Also, notwith-
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Developing the Occupied Territories

Box 1.1 The Issue of Jerusalem

The city of Jerusalem has occupied a central place in the
history of three great religions—Judaism, Christianity
and Islam. It has also played a major role in shaping the
economic, social and political lives of the Middle East
Region for over three thousand vears. Therefore, an
important aspect of the current conflict in the Region
centers on the control of Jerusalem,

The 1948 war led 1o partition of Jerusalem into the
Eastern and Western parts. Al the end of the 1967
War, East Jerusalem was occupied by Israeli forces.
Fallowing the occupation, the Jerusalem city limits
were expanded by Israel to include some surround-
ing areas from the West Bank. The expanded city was
annexed by Israel on July 30, 1980. Arab residents of
lerusalem have been given the option of obtaining
Israeli citizenship although very few have chosen to
doso. Israel views Jerusalem asits historic capital and
maintains that Jerusalem must never again be a di-

gled city.

.,-".cti:m.-'. taken by lsrael were considered invalid by
the United Nations, which called upon Israel to refrain
from taking any action that would alter the status of
lerusalem. Although the international community has
not recognized the Israeli annexation of East Jerusalem,
Israel continues to exercise authority over the area and
considers it an integral part of lsrael and not subject to
further negotiations. The Palestinians insist that East
Jerusalem is part of the West Bank as per the pre-1967
borders and that Israel should withdraw from all arcas
occupied during the 1967 war as per the United Nations
risnlutions,

There are important economic links between the
West Bank and Gaza Strip and Jerusalem. Decisions
concerning Jerusalem would, the-reiure,_ha.ve important
implications for fulure economic prospects and priori-
ties for the O7. The following are among the most im
portant of these links:

* The tourist potential of the West Bank is criti-
cally dependent on the ancient religious sites of
Jerusalem.

* Major north-south transportation links in the
West Bank pass through Jerusalem

* Theonly tertiary care hospital and some of the best
secondary care hospitals available to the West
Bank population are located in East Jerusalem,

= [ast Jerusalem houses much of the Palestinian
financial services, marketing facilities, and social
and cultural infrastructure.

= Qalandia airport, a potential outlet for linking the
West Bank with regional airports, is within an-
nexed Jerusalem

* Parts of East Jerusalem are an integral part of the
power network covering the area from Ramallah
to Bethlehem.

Considering that the question of Jerusalem is essen-
tially a political matter, this report should not be con-
strued as taking any position on this issue. Therefore,
whileanalyzing the links where appropriate, this report
has endeavored toavoid making any recommendations
that might imply prejudging the status of Jerusalem,

5

tanding the care exercised in locating and interpre-

ting the data from various sources, the empirical
underpinnings of this study leave something to be
desired, and, therefore, the conclusions of the study

5

i

uld be treated only as indicative of broad trends
riorities. Further, in-depth studies and project

feasibility work will be required before the findings
of this report could be used to make operational
decisions.

A Synopsis

The report is in six volumes; this synthesis volume is
complemented by five other volumes detailing the
analysis and recommendations of the five teams

L

lealing, respectively, with macroeconomic issues,

private sector development, agriculture, infrastruc-

t
V

ure and human resources. A brief synopsis of the six
rolumes follows,

* Volume | provides a summary overview of the
key findings and recommendations of the

study. After commenting selectively on the cur-
rent socioeconomic situation in the OT and its
evolution over time, it discusses prospects for
sustainable development in the future and out-
lines the priority agenda of policies and pro-
grams needed to promote such development.

* Volume 11 explores the strategic choices at the
macro level that will be faced by the OT in the
future and their implications for economic rela-
tions between the OT and the rest of the region.
The study looks at the current economic situa-
tion and its evolution over the past 25 years. The
study then examines several policy choices for
the future affecting the structure of develop-
ment in the OT. Finally, it outlines some illustra-
tive scenarios for the future, focussing on the
consequences of current developments in the
region,

* Volume Il reviews the performance of the pri-
vate sector (including, in particular, the industry
and tourism seclors) in the OT. It assesses the
environment in which the private sector oper-
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The only comprehensive data set on the population of
the OT is from the Israeli Central Bureau of Statistics (Ces),
Am‘urding tor the cus, the population of the West Bank
fvx-:‘luding East Jerusalem) totalled 1.0 million at the end
of 1991 and that of Gaza, 0.68 million, for a combined
total of 1.68 million, The estimates are based on a consys
conducted in September 1967 and updated annually by
adding reported births, sublracting estimated deaths
and adjusting for the number of net migrants
Several attempts to verify the population figures,
mostly by Palestinian but also by some lsraeli research-
ers, have concluded that the ¢ne figures underestimate
the population of the West Bank and the Gaza Strip by
anywhere from 10 to 15 percent. One possible reason
advanced fi w the underestimation is that the base figure
from the 1967 census might be flawed; the census, con-
ducted only three months after the occupation, was
conducted under a military curfew using Israeli enu-
,lwl'ﬂlurﬁ. Another possible reason cited for the under-
estimation is that both births and infant deaths are
underreported. While the cBs corrects for the under

Box 1.2 Population Data on the Occupied Territories

reporting of infant deaths, it does notcarry out a similar
correction for the underreporting of births,

The cos argues that the 1967 Census achieved excep-
tionally high coverage because the curfew that was in
force confined people to their homes, It further argues
that the registration of births since 1967 is likely to be
very nearly complete because birth registration is re-
quired to exercise one's rights and to obtain social ben.
efits. Accordingly, the cBs believes that the official data
represents the best estimate of the ot population,

To the extent that the cBs figures may underestimate
the size of the population, the per capita economic and
social indicators for the o1 derived from the s esti-
mates would need 1o be interpreted with care, The
possible error in the population size would also have a
bearing on the social and physical infrastructural needs
for the future. The continuing controversy on this jssye
underlines the urgent need for improving the statistical
data base for the or, In particular, organizing a new

population census should be accorded high priority by
the authorities,

ates and makes recommendations for accelerat-
ing private sector development in the future.

* Volume IV reviews the evolution and structure
of the agricultural sector in the OT; analyzes its
current characteristics; assesses 0 I'compelitive-
ness in the immediate and longer term; out-
lines the main policy options and their
implications; and provides a preliminary as-
sessment of sectoral financial and technical as-
sistance (TA) needs.

* Volume V assesses the current situation in the
infrastructure sectors (electricity, water supply
and sanitation, transport, housing and solid

. wasle services) in the OT; identifies the major

issues cmﬁfmnting these sectors; and outlines
priorities for TA and investment needs. As local
authorities are major institutions in the delivery
of public services in these secto rs, the study also
includes a review of their current situation and
makes recommendations for improving the
functioning of municipalities,

* Volume VI reviews the current status as re-
gards human resource development; analyzes
options for enhancing individual welfare and
labor productivity in the ot and outlines in-
vestment and TA priorities for strengthening
existing programs and for laying the foundation
for later reforms.




II. Past Developments and Current Constraints

At the risk of some oversimplification, the economic
performance of the OT over the past 25 years can be
characterized as rapid growth, bt with serfonws imbalan-
ces. Specifically, while the current per capita income
levels in the OT are aboul thrice the level that pre

vailed in the early years of the occupation, this
growth has been highly uneven over time and has
been accompanied by the emergence of major distor

tions in labor markets, in sectoral production struc-
ture, in the structure of trade and in the balance
between public and private consumption,

.cr.'l'll Economic Trends

The economy of the OT grew rapidly between 1968
and 1980 (average annual increase of 7% and 9 per-
cent in real per capita GDP and GNP, respectively),
triggered by a number of factors, including the rapid
integration with Israel and the regional economic
boom. In the early years of the occupation, there was
a sharp expansion in the employment of unskilled
Palestinian labor in lsrael and a rise in incomes,
which in turn spurred domestic economic activity,
especially in the construction sector. Earnings of P'al
estinian workers in Israel rose from negligible levels
in 1968 to almost one guarter of GNP in 1975, 71 he
increased monetization of the economy following
the occupation could have also contributed to the
reported growth in the early years.
I'he rapid growth in the economy of the OT contin-
2 even after economic growth in Israel slowed in
.t‘. mid-1970s following the first oil crisis, as skilled
ralestinians from the OT increasingly found employ-
ment in the Gulf. As oil prices increased, so did the
remittances of Palestinian workers and transfers
from oil-rich Arab countries, offsetting weaker op-
portunities in oil-dependent Israel. Since unskilled
labor played a central role in the growth, the poor
shared in this growth, and as a result, in all likeli-
hood, there was a significant reduction in poverty in
this period. Household conditions also improved
substantially, with a several-fold rise in the posses
sion of consumer durables and significant increases
in access to municipal water and electricity connec-
tions. Life expectancy increased by a decade, and
there was significant progress in reducing infant

mortality, School enrollments also rose during this
lime, These advances mirrored substantial im-
provements inincome levels and in living conditions
all through the region during the 197()s,

Growth started slowing down with the end of the
regional boom in the early 1980s, and decline set in
alter 1987, Bebween 1980781 and 1986/87, real GNP
per capita increased by 12 percent, and the real GDP
percapitaincreased by only 5 percent. Exportgrowth
also stagnated during thal F'Il"'l'il:lli. The situation was
exacerbated after 1987 with the Intifada, which
caused disruplions in economic relations with lsrael,
Periodic OT closures and strikes adversely affected
employment and trading activity. Exports fell
sharply after 1987 and never fully recovered. In 1991,
merchandise exports were estimated at US55248 mil-
lion, compared with US$395 million in 1987. The
impact of these adverse shocks was further amplified
by a tightening up of the regulatory regime bearing
on private sector activities, including restrictions on
the movement of goods and people, prolonged de-
lays in the granting of business licenses and permits
and stringent tax administration measures. A subor-
dination of OT economic interests to those of Israel
may have also played a role in this respect. As a
result, the per capita income levels hardly increased
during the 19805 —a major turnaround from the ex-
ceptionally rapid growth of the 1970s.

The 01 was effectively closed for several weeks in
1991 during the Gulf war, causing large income
losses. There was also a large decline in the number
of hours worked: in 1991, the number of hours
worked in Israel was about 75 percent of the 1987
level. In the aftermath of the Gulf war, many Pales-
tinians also lost employment in the Gulf countries,
leading to a significant decline in remittances from
abroad; in turn, the reduced purchasing power ad-
versely affected domestic economic activities. There
was a substantial rebound of economic activity in
1992, fueled partly by expectations of peace, and
partly due to relaxation of some of the regulatory
constraints. However, a sharp downturn is expected
in 1993 mainly as a result of the (partial) closure of
Israel to the OT economy in March.

With income levels stagnating or declining in
many parts of the world, the 19805 were indeed a
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19710
Population ((00) LI
GNI* per capita (1991 US$) TR0
GDP per capita (1791 US$) 670
'wagt' income from [srael (% of Crr) 12
Share of industry (% of 1) 5
Exports (% of Gr) 22
Imports (% of Gur) 47
Employment (000s) in o1 160
Employment ((00s) in lsrael 21
Primary enrallment ((X0ks) 174
secondary enrollment ((00s) 26

Hospital beds (per LU pop. )
Birth rate (per 1,000 pop.) 42

Daily per capita calorie consumption 2,300
Life expectancy (years) 56
Infant mortality (per 1,000 live births) a5
Households with electricity (%) a0
Households with safe waler (%) 5
Households with refrigerators (%) §
Households with washing machines (%) -
Households with automobiles (%) 2

Box 2.1 Occupied Territories—Key Socioeconomic Indicators

Sources:  Statistical Abstracts of Tsrael, Central Burean of Statistics, various issups, Mission eelimates

1980) 1987

1991
1,181 1,434 1,682
1,700 1,880 1,715
1,310 1,280 1,275
24 28 24
7 9 f
23 15 9
46 43 40
141 169 190
75 104 97
250 295 an
53 56 7
) 1.6 1.4
48 48 51
2 650 2,750 2,800
fal 65 ff
A5 50 42
fify 75 £5
47 (ivd a0
57 71 85
23 8 Al
== - 16

difficult period for the world economy as a whole,
Clearly, some of the economic difficulties experi-
enced in the OT during the 1980s were simply a
manifestation of the general malaise that affected the
world economy and the economy of the Middle Fast
region in particular. They also reflect, however, seri
ous structural problems in the OT economy, which
have emerged over time and which, if left unat-
tended, will seriously hand icap the future economic
prospects of the OT.

Structural Imbalances and Distortions

The structural imbalances of the OT economy are
manifested in several areas; (i) heavy dependence on
outside sources of employment for the OT labor force:
(ii) an unusually low degree of industrialization; (iii)
a trade structure heavily dominated by trading links
with Israel and with a large trade deficit; and (iv)
inadequacies in the provision of public infrastructure
and services.

Labor Markefs

In the aftermath of the 1967 war, some 300,000 Pales
tinians migrated out, mostly to Jordan. Significant

emigration also continued afterwards (at an average
rate of 1 percent per annum), Nevertheless, the Ial-
estinian labor force in the OT more than doubled over
the past quarter century. In contrast, the domestic
employment opportunities grew by less than 25 per-
cent. Instead, Palestinian employment grew mostly
in twoareas: unskilled work in Israel and higher-skill
services throughout the world, but particularly in the
Gulf countries. Prior to the 1967 war, the West Bank
and Gaza had no economic relations with Israel. That
changed rapidlj,' after the occupation, and the num-
ber of Palestinians working in Israel rose to 75,000 in
1980 and to 109,000 by 1987; these workers accounted
for 35 percent of the employed population in the
Wesl Bank and 45 percent in Gaza. This source of
growth accounted for essentially the entire growth in
the labor force until the Infifada. Employment was
overwhelmingly in unskilled and semi-skilled work:
construction employed the most workers; and wages
were around the Israeli minimum wage. Only 2 per-
cent of the Palestinians working in Israel were en-
gaged in professional, technical and clerical
occupations,

The pattern of employment of Palestinians in the
Gulf states was quite different. The highest demand
in the Gull states was for skilled Palestinian labor;
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On the basis of the official statistics, the o1 had a G
per capita of US§1,715in 1991, This Gweis similar to that
of Tunisia (US$1,500) and Turkey (LIS$1,780) and sub-
stantially ahead of Jordan (U5%1,050), Morocco
(US51,030) and Egypt (US$610). However, this proba-
bly overstates the relative position of the 0T, possibly by
asubstantial margin, for lwo reasons. First, some adjust

ment would be necessary o the extent that official
estimates of the population may be undercstimated

More important in quantitative terms, comparisons at
official exchange rates often fail to reflect relative in

comes in berms of real purchasing power because of
differences in the prices of goods and services across
countries. In general, the poorer the country, the
cheaper the average price level is since non-tradeable
factors of production are paid less (e.g., wages and land
rents are lower) and, consequently, the non-traded
goods are cheaper. The International Comparisons Proj-
ect attempts to adjust for this by directly comparing the
prices of goods in different countries. In terms of "inter

national” purchasing power (using prices in the United

Box 2.2 Income Levels in the Occupied Territories—A Comparative Perspective

Stales as a base), the GNP per capita for Morocco is
estimated al US$3,300; for Tunisia it is US$4,700; for
Turkey, US$4,800; and for Egypt, US$3,600, There is
no direct data for Jordan, though on the basis of
adjustments made in other countries, its GNP per ca

pita would also be expected to be increased by three
to four times. The Or, for which there is also no direct
information, will be affected by the high degree of
openness Lo Israeli prices: the 1or estimate for lsrael’s
GNP per capita in “international” purchasing power
terms is only 10 percent more than the figure at offi-
cial exchange rales. The adjustment for the o1 will be
higher than this since wages and land rents are lower
than in Israel, but it is probable that it will be substan-
tially less than that for the other lower-middle income
economies in the region. Accordingly, the OT income
levels could well be below those in Jordan, Morocco
and Tunisia and not above them, as the estimates at
official exchange rates indicate. In the absence of firm
statistical underpinning, this conclusion remains, of
COUTse, Iu_q|'||1_,' conjectural,

and the wages earned there were substantially
higher than those in the West Bank and Gaza. It is
estimated that aboul 40,000 Palestinians from the o1
went to work in the Gulf states during the 1973-1982
period. With the decline in oil prices and the regional
recession, demand dropped considerably after 1982,
and there was probably very little net outflow of
labor to the Gulf during the rest of the decade. This
is reflected in the relative price of skilled labor in the
OT over time: the premium Lo a umversily education
appears to have vanished by the end of the 1980s.
Direct contribution to GNP from wage income from
abroad, mainly in Israel, rose from negligible levels

.ut the start of the occupation to about US$350 million

n 1980 and to about US3A75 million in 1987, before

stabilizing around that level in nominal terms. Al-
though reliable data are lacking, remittances from
long-term Palestinian workers in Gulf countries, and
{alm_‘s.'.'.,']wrf*, Imw:'.1lk:m'1'-11511i'|uhldemim|1nrt.mt.=~'m|n'r'
of disposable income. Adding the indirect economic
stimulus provided by this large resource infusion, it
is clear that external labor markets have played an
important role in the economic growth of the 0T over
the past 25 years,

[he future prospects for these labor markets, how
ever, do not look promising; most Gulf demand for
alestinian labor has dried up in the wake of the Gulf
war. The deteriorating security situation, and the
increasing restrictions on the movement of people
since the onset of the Intifada in 1987, are 1|1|'tr.1tr|1ing
the continuing access to the lsraeli labor market. The

Israeli labor demand would have fallen sharply in
any case after the current construction boom fades in
Israel. Prospects in nontraditional labor markets in
Europe and other Arab countries also do not appear
good. Meanwhile, given the rapid population
growth of the past, and the unusually low current
labor force participation rate (especially for women),
the labor force is set to double before 2010, even
without considering the return of any Palestinian
expatrates to the OT in the wake of a peace agree-
ment.

Production Structure

Eelated to the heavy dependence on outside employ-
ment is the lack of dynamism in domestic economic
activities in the OT, particularly in the industrial and
service sectors. At less than 8 percent of the GoOP, the
share of industrial production in the OT is much
below that in other economies with similar income
levels. Mauritius, for example, like the OT, is a small,
open economy with a significant agriculture sector
and about the same income level; the share of indus-
try in GNP in Mauritius is, however, three times as
high as in the OT. The tourism sector, potentially a
flagship industry in the Or, has also remained
stunted with stagnation, or even actual decline, in
supporting infrastructure such as hotels, travel agen-
cies and tourist guides.

Small, underdeveloped enterprises dominate the
production and service sectors. While individual and




firm-level entrepreneurial initiative and innovation
are abundantly evident in the 0T, this has not re-
sulted in strong sectoral performance. Instead, the
economy remains predominantly based on small cot-
tage industries and sole proprietorships. In the in
dustrial sector, only 5 percent of enterprises employ
more than 20 persons, with almost two thirds em-
ploying fewer than 4 staff. The normal consolidation
and rationalization of the industrial sector has not
occurred, impeding the realization of economies of
scale. The combination of the small size of the enter-
prises, the undeveloped state of marketing services
and the lack of infrastruclure and distribulion 5ys-
lems constrains producers to sell directly to custom-
ers within a small geographical area (often a single
town or village). This decreases competition, se
verely impedes the efficiency of factor utilization and
militates againstintegrated markets, The lack of clear
zoning regulations and public land use policy have
cted to distort urban / industrial land prices, becom-
‘w,u; a barrier to industrial expansion. Finally, busi-
ness support services and institutions, both public
and privale, have _w'tlm||-'~'l_-|up1un stage where they
can cater to the needs of a dynamic private sector,
These include, inter alia, information services to pro-
mote the diffusion of technology and the more effi-
cient functioning of markets; training facilities for
skill upgrading; and accounting and auditing ser-
vices to meet the needs of larger business operations.
Investment by the private sector in productive
assets has remained extremely low. While total gross
fixed capital formation (GFCF) averaged a robust 27
percent of GDP during the period 1968 to 1991, con-
struction (mainly in housing) accounted for more
than 80 percent of GFCF, Investment in industry has
often not even kept pace with the depreciation of
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capital stock, The low investment level reflects a
combination of factors, including political uncer-
tainty, tenuous property rights, entry barriers, a re-
strictive regulatory and taxation environment and
the lack of a supportive financial system. Formal
financial intermediation remains at an exceptionally
low level. There is no institutional capacity for mobi-
lizing and allocating medium- to long-term funds.
Private sector investments are, therefore, limited to
individual savings and internal cash generation. A
perceived lack of effective recourse against arbitrary
actions by the OT administration has also discour-
aged entrepreneurial activity. Following the relax-
ation of some of the regulatory and administrative
impediments over the past couple of years, there
have been some signs of increased investment activ-
ity in recent months. However, lacking a fundamen-
tal change in perceptions about the business
environment which appears possible only in the con-
textof a peace agreement, the private seclor res ponse
to these reform measures is likely to remain half-
hearted and fragile.

The growth potential of the agricultural sector,
rather modest in any case, has remained constrained
by a stagnating or shrinking land and water resource
base and by asymmetric trade relations with Israel
which limits OT agricultural exports to Israel, where
they are generally quite competitive. Renewable
groundwater resources in the West Bank and Gaza,
shared between Israel and the o7, are now fully
exploited. However, annual use by the Palestinians
has remained capped at the pre-1967 level. Current
restrictions on access to water, including administra-
tive limitations on surface water harvesting and the
high costs of water caused by difficulties in renewing
inefficient and worn-out wells, have meant the stag-

As many of the structural problems and strategic
choices affecting the West Bank and Gaza are quite
similar, to avoid repetition and unnecessary detail,
much of the discussion in this report treats the two
territories together. There are, however, notable differ-
ences that must be kept in mind:

* The population density in Gaza (1,870 persons per
sq km) is almost 10 times that of the West Bank,

* GNP per capita in Gaza amounted to US$1,230 in
1991, compared to US$2,000 in the West Bank.

* Investment per capita in Gaza is less than half
of that in the West Bank, and the physical infra-

structure is much worse in Gaza than in the West
fank

Box 2.3 Differences between the West Bank and Gaza

* Thewater demand /supply balance is much more
precarious in Gaza than in the West Bank,

* Refugees make up over two thirds of the popula-
tion of Gaza, compared to about 40 percent for the
West Bank.

* Dependenceon the Israeli market foremployment
is significantly higher for Gaza than for the West
Bank; about 3% percent of the Gaza labor force in
1981 was employed in lsrael, compared with 31
percent for the West Bank.

The report attempts to address, as much as possible,
the problems arising from the differences between the
West Bank and Gaza, especially in relation to invest-
ment needs.
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nation of the irrigated area under Palestinian cultiva
tion, In selected areas, notably in parts of Gaza, in-
creasing salinity levels caused by excessive
extraction have virtually halted agricultural produc-
tion, Loss of access to traditional grazing lands in the
West Bank, due to security considerations and the
increase in nature reserves, has affected animal hus-
bandry operations, forcing pastoralists to keep their
flocks in confined areas. Security-related restrictions
(recently relaxed) affecting the fishing areas in which
Gaza fishermen were allowed to operate limited lish
production to a fraction of the pre-1967 levels.

Trade

The two most striking developments in OT trade
during the past 25 years are: a major redirection of
trade towards Israel and the emergence of a large
trade deficit. From no trading relations before the
.u'cupnliun. Israel has become practically the sole

rading partner of the OT. The share of Jordan in total
OT trade declined drastically over this period: exports
to Jordan as a share of total OT exports declined from
45 percent in 1968 to 15 percent in 1991, Exports lo
Jordan are constrained by regulatory and security
restrictions imposed by lsrael, as well as by require-

ments regarding proof of origin and seasonal quotas
on agricultural products imposed by Jordan, espe-
cially since the mid-1980s. However, Jordan does not
impose any customs duties on goods imported from
the OT. Furthermore, as a result of the security restric-
tions imposed by Israel, the OT can import virtually
nothing from Jordan, even though in a number of
cases (agricullural inputs, construction materials and
households durables) Jordanian products could be
highly competitive in the OT.

The Arab boycotl of Israel as it relates to the OT, as
well as various impediments to trade with the rest of
the world, have also acted o distort the overall pat-
tern of trade, A preliminary analysis of trading pat-
terns based on the size of the economies, the
geographical proximity and cultural similarities sug-
gests that, in the absence of the above restrictions,
Israel’s share in OT trade would have been much
lower; and Egypt, Jordan and the Gulf and OECD
countries would have been significant trading part-
ners, The disproportionate dependence on Israel for
trading relations is in part linked to relatively better
treatment received by the OT industry when subcon-
tracting for Israeli firms, rather than directly export-
ing to non-Israeli markets. On the import side, the
heavy dependence on Israel sometimes leads to inef-

GNP per capita (LISH)
GoP per capita (US3)

Gross enrollment ratios
Primary (% school age pop.)
Secondary (% school age pop.)
. Pupil-teacher ratio (primary schools)
Repeater rate: primary (% of total enrollment)
Hiteracy (% of pop. age 15+)

Persons per physician

Persons per hospital bed

Ape dt'pl"l'ndn'nn;_'}' ratio’

Total fertility rate (births per woman)
Infant mortality (per 1,000 live births)
Life expectancy (years)

Households with safe waler (%)
Lirban waler supply (liters per capita)
Households with electricity (%)
Electricity consumption (kwh /capita)
lelephone subscribers (per 000 pop. )

* Includes 18 countries extending from Algeria to lran
U Data for unewa schools only

Box 2.4 Occupied Territories—Selected Comparative Data (1991)

* Defined as the ratio of dependent pop. (under 15 and aver 64) to the working age pop. (15-64).,

Crecnpied Middle Easi

lerrilories and North Africa” Jordarn
1,715 1,940 1,050
1,275 1,130
102 97 04
B0 6l 65
30 26 17
i 3

40 45 20
B47 1,668 767
A58 (35 519
1.08 0.87 0.92
73 53 53
42 Al 29
Hfs A H9
a0 83 Y6
E] .. 137
85 98
680 1,130
22 a7




ficient sourcing of inputs for the 01 enterprises, un-
dermining their overall competitiveness,

The above trade patterns were acce mpanied by a
sizeable OT trade deficit, which reached USg675 mil
lion in 1987, or 28 percent of GNP The trade deficit
was mainly with Israel while the o7 enjoyed a trade
surplus with Jordan, Although the trade deficit has
been largely offset by incomes of Palestinian laborers
in Israel, the resulting dependence onasingle market
makes the OT economy highly vulnerable to shocks,
especially because labor flows are subject to political
developments in the region. A collapse in labor in
come from lsrael, as ||¢1]1|1r*rwa rt-<'1_'nt|_u', would lead
ter a sharp decline in imports and have a depressive
effect on domestic economic activity.

Public Infrastructure and Serpiges

In contrast to impressive gains in privale incomes
and consumption, the provision of public services
I physical infrastructure in the o7 is highly inad-
q:mle. Although the coverage of services, particu
larly in the major urban areas, is tairly high, the
L'|1E¢I.|“_'5-' of services often leaves much 1o be desired
Theaverage urban water supply, forexample, isonly
about 60 liters per capita per day (compared to 115
for Tunisia, 137 for Jordan and 230 for Egypt); a
consequence of limited access to water resources and
imadequate investment, 1-"'r'-|1tl2'il'411_'!L!i|”_1-"L'l1r'|‘\I.IH'I|;'|,| i5
much less due to deficient distribution systems with
high losses (40-60 percent} in mosl municipalities,
The inadequate supplies force many water depart-
ments to rotate water supplies to parts of their net-
works., The inlermittent supply leads to the
contamination of water from the intrusion of pol-
luted water into the networks
Due to supply constraints and network deficien
cies, current electricity consumption of about 680
kwh /capita/year is also low compared to Egypt
b} and Jordan (1,055). Some 138 Palestinian vil-
grvh' have no electricity supply or only a part-lime
supply from isolated diesels. Suppressed peak de-
mand is estimated at 30-50 percent. Load shedding
and power |[1I!'rl'L||'tl:nn': are a frs:-_pu-llt oCourrence,
Regulatory constraints on network e xpansion and on
supplies from the Israeli system have forced many
industrial users to resort 1o expensive caplive sup-
plies. Distribution losses are high at 20 percent, re
flecting the need for major rehabilitation and
upgrading. Because of these problems, and due 1o
inadequate consumer tariffs and overdue accounts,
all electric utilities in the OT are in poor financial
condition,
Solid waste collection and disposalis grossly inad
equate, raising serious health and environmental
concerns. There are no modern sanitary landfills in
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the o1. Refuse, if and when collected, is simply
dumped outside municipal boundaries and often
burned to reduce volume, leading to air pollution.
Most of the municipalities do not have a satisfactory
waslewater collection or treatment system. Gener-
ally, wastewater is discharged into seasonal streams
or wadis, Where wastewalter treatment plants exist,
they appear to be poorly designed and operated. The
poor management of wastewater is contributing to
the contamination of groundwater, particularly in
Gaza.

While the length of road networks per capita is
typical of a country with similar per capita GoP, the
physical condition of the roads serving the Palestin-
1an population has deteriorated to the point where,
without immediate rehabilitation, past investments
may be completely lost. Most of the network needs
to be improved through pavement strengthening,
Many sections of the system need to be upgraded
through improved vertical and horizontal align-
ments. The condition of the urban networks is also
very poor. Roads in all municipalities lack adequate
markings, lighting and the capacity to serve the
needs of the population. The inadequate road net-
work, especially rural roads, has served to increase
the cost of transporting goods to markets dramati-
cally, particularly for perishable agricultural prod-
ucts,

[he ratio of telephone subscribers to total popula-
tion in the West Bank and Gaza is about 1:46, as
compared to 1:15 in Jordan and 1:34 in Egypt. There
15 a large suppressed demand with the backlog for
new connections in the West Bank alone exceeding
12,500, or about one third the number of lines cur-
rently in use, Of 400 villages in the West Bank, only
80 had telephone service as of end-1991, Of these,
most had usually only one connection, and it was
frequently out of service. The lack of adequate tele-
communications capabilities has had a particularly
deleterious impact on the service industry, a sector
heavily dependent on good telecommunications,

Educational facilities are also in poor condition,
Many school buildings require major repairs. Librar-
ies and laboratories are generally inadequate, as are
supplies of textbooks and materials. The curricula
require modernization, and the qualifications of ed-
ucational personnel in almast all positions need to be
upgraded through pre-service and in-service train-
ing. Vocational schools are seriously underfunded
and have inadequate facilities and obsolete equip-
ment. Universities are too small to be able to provide
the facilities required for advanced study, particu-
larly in the physical sciences, The fragmentation of
the educational system—the Egyptian system is used
inGaza and the Jordanian system in the West Bank—
15 an added handicap, The frequent school closings
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Israeli settlement of the West Bank and Gaza, while
beginning immediately after the 1967 war, intensified
|.|uring the 1950} _-"'u_'l_'q'rr-;hni:‘ tounofficial lsrael; SCITORS,
in 1992 there were about 136 settlements in the West
Bank with 130,000 inhabitants and 17 settlements in
Gaza with a population of 4,000 to 5,000

Israelis argue that land for settlements has been ac-
quired through legal means; Ottoman, British mandate,
Jordanian and lsraeli legislation have been used to ob
tain former state land, land left by Palestinian refugees
and land where Palestinian occupants have been unable
to prove their title, Palestinians have the right ko appeal
acquisition of land by the [sraeli authorities through the
Israeli legal system, bul few cases have been suceessful,
Palestinians proant ot that such settlerments are F1||_1!1_i|_1
ited under international law and are, therefore, illegal,
I'he U has taken the position that lsraeli settlements in
the 0T have no legal validity and should be dismantled.

In order to attract settlers, the lsraeli Government
ised to offer a number of incentives in luding: direct
hULIhiHﬂ subsidies; land atdiscounted prices; mortgages
atreduced rates; free hookups to utilities and municipal
services; and higher schooling subsidies than in lsrael,
Israeli budgetary allocations for building settlements
are not clear, but several sources report that they have
beenvery large—perhaps as much as US$20billion over
the past 25 years

Box 2.5 Israeli Settlements in the West Bank and Gaza

Infrastructure for the settlements is fully integrated
into the Israeli national systems. Water, telecommuni-
cations and electricity grids function as integral parts of
the Israeli systems and are operated by the national
lstaeli agencies, Transportsystemsbuilt during the past
23 years have also been designed primarily to meet the
necdsofsettlements, linking I]wrn1|:|11L*I!!up:'-|ita|l..'|1'|.*r'lu.'€
in Israel,

For all infrastructure systems, there is an obvious
difference in qualily between facilities for the Israelis
and the Palestinians—the former having been financed
from the Israeli budget and the latter being funded by
the ca. In contrast to the generally inadequate and
poorly maintained infrastructure for the Palestinian
population, there is well-designed and well-maintained
infrastructure catering to the needs of the lsraeli settle-
ments. For example, the electric service to lsraeli settle-
ments, supplied by dedicated supply lines, is markedly
superior, with annual per capila consumption more
than double that of the Palestinian population. Simi
larly, most residences and businesses in Israeli settle-
ments enjoy individual telephone connections, and the
wailing period for new connections is one of weeks
rather than of months or vears, as in the case of Pales
tinians. Integrating the two systems into a rational,
single system should offer significant cost savings and
overall improvements in service standards.

since the beginning of the [nfifadahave re portedly led
to an increase in dropoul rates, a breakdown in dis
cipline and a deterioration in student achievement,
Widespread violence has also produced an alarming
growth in the population that is physically or men-
tally disabled.

The health infrastructure is less in need of repair.
However, the 0T devole a relatively large share of
their output (7 percent of GNP} to the health sector

.1 do not obtain the health impact that should be
pected from this expenditure, Several reasons for
the poor performance are apparent. First, most
health care resources are being used to provide
costly, high technology, hospital-based care for the
benefit of the relatively well to do. Second, very
small, inefficient hospitals have been allowed to pro
liferate (over two thirds of all hospitals have fewer
than 100 beds). Third, highly specialized procedures
are being carried out by units that are too small either
!u(‘xp]nilt'n.l1|:1|1r1'|i11c.n|'~44_'n!{-nrlnprm'i:_lnE1I1_1,-_l;i.;-i.-|.|1_f.
and staff with enough practice to maintain skills.
Finally, too little attention is being given to reaching
out to underserved groups, especially women,

The inadequacies in the provision of public ser-
vices have to be seen in light of o1 public finances
Expenditures by the Civil Administration (CA) and

the municipalities (including the public utilities)
have been confined to the revenues collected by
them: i.e., taxes, fees and utility tariffs, Public sector
capital expenditures amounted to about 3.5 percent
of GDP over the 1970-90 period, which is significantly
below the average for developing countries. In Jor-
dan, for example, the central government capital
expenditure/GOP ratio has averaged about 9 percent
in recent years. Three reasons seem to account for the
“underinvestment” in infrastructure in the OT. First,
the CA and the local bodies have inadequate re-
sources because the tax effort is relatively low and
because not all the taxes paid by the residents of the
OT accrue to the budgets of the CA or the municipal-
ities. The foregone revenues mainly relate to tariffs
on trade with and through Israel. The shortfall be-
tween the revenues collected by the ca and the
amount of taxes that are actually paid by the Pales-
tinians leads to an element of “fiscal compression”

and an underfinancing of public sector investment
needs. Other agencies, both official and private, have
tried to fill the gap left by inadequate availability of
resources o the Ca, Foremoslt amongst these is
UNRWA which provides basic services to almost half
the OT population at an annual cost of about US$100
million. Jordan has been the other major contributor



until the 1988 “disengagement”, providing some
US$750 million of assistance during 1967-1988,

mostly as salaries and renumeration for the

Woest Bank

cvil servants, OECD donors, UNDI and NGOs have

also provided significant resources, Ne

vertheless,

the overall availability remains much belpw the need,

Second, neither the CA nor the ulilities
finance investment expenditure, while s

borrow to
ich financ-

INg is a common feature in many of the developing
countries. Public utilities have been forced to finance

most investments from current revenues g

fter part of

the revenue has been siphoned off to cover non-fee-

earning municipal services,

i.nst]_v, the poor state of physicalinfrastr
the inadequacies of the services provided
lack of coherence in sectoral policies and
This incoherence is due to the lack of m
and institutions for policy and programn

ucture and
reflect the
programs
echanisms
1 I.h“-.'l'll'i'l‘l

ment responsive to the preferences and priorities of

.f]'ll" population o be served. The fragme

mtation of

nstitutional responsibilities for program im-

plementation and operation contributes to diffused
accountabilities, indifferent service standards and

sometimes, duplication of effort. The prog
CA, for example, are poorly coordinated

rams of the
l.\'.IH'l |!'||'|*-|i'-

of UNRWA or with those of the numerous NGOs oper-

ating in the o,
To sum up, the economy of the of

Erew very

rapidly in the 1970s. Growth slowed down consider-

ably in the 1980s but was still not out o

[ line with
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performance in the rest of the region. This relatively
respectable growth has been accompanied, however,
by a skewed pattern of development and a serious
underprovision of public services, High dependence
on sources of employment that are now drying up
combined with limited internal opportunities is per-
haps the most serious structural problem facing the
O7. Providing productive employment to the new
entrants, as well as to those who may no longer be
able to find employment outside the o7, will be
among the most important challenges facing the o1
in coming years. Stimulating growth in the produc-
tive sectors and services, particularly the latter, will
be essential for coping with this challenge, As the o1
economy tries to reduce its future dependence on
labor flows to Israel, it also needs toimprove its trade
position by promoting exports, developing efficient
import substitution and diversifying its trading rela-
tions. Significant improvements in public infrastruc-
ture and services are needed not only to improve
living conditions directly, but also to support private
business activities and to avoid environmental deg-
radation. Past distortions and a series of adverse
shocks, especially in areas critical to past sources of
growth, are leading to economic stagnation, putting
atrisk the past gainsin living standards. This, in turn,
threatens the prospects for lasting peace in the re-
gion. Addressing these weaknesses is, therefore, ps-
sential for the future peace and prosperity in the
region,
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Future Prospects

Although the 0T suffer from serious structural prob
lems and imbalances and have a very limited natural
resource base, they also have substantial assets:

¢ First, the OT are blessed with a high quality
human resource base, The Palestinians have the
largest proportion of their population complet-
ing higher education of any Arab group (18
college graduates per thousand population).
Despite significant outmigration, there is no
shortage of either entrepreneurial talent or pro-
fessional skills, The private sector in the OT is
highly resourceful with a demonstrated ability
to operate under rather challenging conditions.
The removal of regulatory constraints and the
establishment of supporting institutions and in
frastructure should, therefore, help generate a
significant supply response,

* Second, given the right climate, there could be
significant private capital tlows to the 07 from
the large and relatively prosperous expatriate
Palestinian community in the Arab world and
elsewhere. Many of the successiul businessmen
in the Arab world are of lalestinian origin. Sun
veys conducted in the early 1980s indicated that
about one half of the Palestinians working in the
Ciull stales held whal were classified as "}lnth*}h
sional and technical” jobs, the highest ranking
category in terms of pay scale. Prior to the Gulf
crisis, annual remittances [rom Palestinians
working abroad (other than in Israel) exceeded
US$300 pullion, about a third of which came
from Kuwail. It is estimated that currently there
are some 200,000 Palestinian workers and busi-
MEeSSIeN l'w'm;.; in the Gulf states and the OFCD
countries. Given the strong community ties
among the Palestinians, it is likely that, in the
wake of a peace agreement, a good fraction of
these businessmen and professionals would
wish lo strengthen their links with the o
through increased remittances, as well as direci
investment in productive ventures. In addition,
Palestinian financial resources abroad could be
tapped to support public sector investment

through, forexample, subscription to a Palestin-
ian bond scheme.
* Third, because of their unique religious and
cultural heritage, the OT have the potential for
df'vﬁlnping into an i1‘|1purlm1t tourism centre,
Ihe tourism industry was the mainstay of the
economy of the West Bank before 1967, but it
has suffered serious setbacks since then because
of the unsettled political and security situation.
With peace and the normalization of relations
in the region, tourism and related industries can
become a major source of foreign exchange
earnings for the O7 econ wmny, r:—'-pg'i_'inll}' if COGp-
erative arrangements can be developed with
neighboring countries to promote tourism on n.
regional basis. The geographic location of the
o1, and the fact that the Palestinians now have
experience in trading with both the Israeli and
Arab economies, should also make the OT im-
portant transit points for future trade within the
region
Fourth, unlike most other developing econo-
mies, the 07T do not have to deal with the burden
of crushing external debt. Public finances are
also close to balance, and there is neither a
bloated bureaucracy nor any loss-making pub-
lic enterprise. Free from these legacies, public
policy can, therefore, focus on structural re-
form. It also means that the O economy can
sustain a certain amount of external borrowing,
especially for upgrading essential public infra-
structure. Sound macroeconomic conditions
can, however, be swiftly lost by imprudent pnt-.
icies, especially in the public sector
= Finally, given the strategic location of the area
and the problems that the 0T have experienced,
there are good prospects for attracting interna-
tional official assistance to help overcome in-
frastructural bottlenecks and deficiencies.

A prerequisite for transforming the above poten-
tial into sustainable development for the future is the
resolution of the long-standing political, security and
governance issues affecting the region. That should
release for socioeconomic development major re-
sources, both financial and human, now being spent




to cope with the actual or perceived administrative
obstacles, security threats and inequities. More im-
portantly, by removing the strategic uncerlainty and
the perception of risk, the political settlement
should unleash the financial and entreprencurial
resources of the private sector, both domestic and
expatriate, for long-term investments in the or.
Lastly, access to external markels in the Arab world,
likely to be normalized only with progress in the
peace process, would provide additional impetus Lo
development.

Elements of A Strategy for Economic Development

Political settlement and peace is a necessary, but not
a sufficient, condition for EConomic L‘Jt"»':1ln|_1rn[-|‘tt in
the OT. Much will also depend upon the guality of
ceononie management in the post peace period and the
stralegic choices made in managing the 07 economy,
Choices on two issues will be particularly critical: the
balance between the rafes aof the public and the private
seclors in the O7; and the nature of OT economic links
to the rest of the world, particularly neighboring
countries

Because of the existing economic imbalances and
the unmet social needs, the public sector would
clearly have an important role to play in economic
development, particularly during the transition pe-
rim!.'I'heupgrmihtgufph}-'ﬁir.ﬂmuiam-m]inlmslt'ur-
ture, a key priority for improving living standards of
the population and for slimulating private sector
development, would have to be undertaken muostly
by the public sector as private sector interest in fi-
nancing such investments is likely to be limited, at
least for some time, Even where private sector inilia-
live may be forthcoming (e.g., in some sepments of
health services), a sound sectoral policy framework
lo safeguard the interests of both the providers and
users of such services needs to be established, An

cven more crucial function for the public seclor
..»':mld be to provide a supportive business environ-
ment within which the private sector could Hourish
while, at the same time, protecting public interests in
areas such as health, safety and the environment
There will be a need for a substantial strengthening
of public action in many areas, inc luding macroeco
nemic management, tax administration, the regula
tory framework and the supervision of the banking
system. In addition, this would mean relaxing some
of the supply-side constraints (g, mcreasing the
availability of land for new industries and businesses
through an overhaul of the municipal zoning laws)
currently affecting private sector performance. Pro-
viding an affordable social “safety net” through tar-
peted programs would be another important
function for the public sector
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While recognizing these imperatives, it is essential
that the public sector role be not overstretched, In
particular, any involvement by the public sector in
directly productive ventures or interference in the
marketplace by propping up unviable private sector
achivities (e.g., through price controls and by limiting
competition) would retard economic development
and, therefore, should be resisted. International ex-
perience indicates that differentiated patterns of pro-
tection, activist industrial policy or public
channelling of money into unviable enterprises via
the financial system too frequently lead to economic
disaster. Economies that have prospered in the past
have relied primarily on the private sector, working
in undistorted markets, as the primary engine of
economic growth. Relying on the private sector
would be particularly prudent in the ot because,
first, as noted above, the private sector in the OT is
dynamic and capable; and, second, public sector re-
sources, financial as well as administ rative, are likely
to be very scarce, at least for some time to come.

Regarding links to the outside world. in t-r:unnmill.
terms, the option of turning inwards would clearly
be very costly for a small economy such as that of the
West Bank and Gaza. It would mean major efficiency
losses and a sharp decline in living standards. The
opening up of external markets to exports from the o7
is important if the economy is to achieve sustainable
development. However, the external economic rela-
tions would need to be shifted from almost complete
dependence on Israel, as at present, to interdepend-
ence with a range of economies, including Israel.

Given the close economic relations with Israel that
have evolved over the past 25 years, the economies
of the OT and Israel are bound to be inextricably
interwoven for the foreseeable future, While a major
reorientation in trade—to the region and to the rest
of the world—should occur over the medium term,
any sharp cut in trade in goods to Israel could have
large short-run costs, because of Israel’s predomi-
nance as atrading partner. This implies the desirabil- .
ity of mutually beneficial arrangements belween
Israeli and OT authorities regarding the flow of
goods, services, financial resources, labor and visi-
tors in the post-peace period. Even if the loss of
substantial labor access to lsrael is permanent, it
would make sense for the West Bank and Gaza to nol
only maintain, but expand trade access to the Israeli
market. The key issue in the Israeli market is agricul-
ture. The opening of the Israeli market to agricultural
products from the West Bank and Gaza, where they
are highly competitive, would have a significant pos-
itive impact on OT agriculture by both increasing
production and eliminating rents from illegal trade,
Israeli consumers would also benefit significantly
from easier access to OF produce,
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Equally important, for export diversification by
product and by destination, trade links to Israel
should be complemented by increased access to both
the traditional Arab markets and to nontraditional
markets in Europe and North America, As noted
earlier, the various restrictions on trade with and via
Jordan have significantly reduced trade with the
Arab countries. The removal of these restrictions
should lead to increased F‘rn:du('ﬂnn and exports,
particularly of manufactured goods, as well as the
importation of certain inputs—such as fertilizers and
construction materials—at significantly reduced
prices. An important issue for OFCD markets con-
cerns how far the OT can participate in the current
free trade agreements which Israel has with the k¢
and the US. (The EC agreement is already applicable
to the OT).

From the perspective of the West Bank and Gaza,
a strategy that attempted to open up opportunities
elsewhere, especially with Jordan, Egypt and the

._:u” countries while maintaining open trade rela-

ions with Israel, would make sense. A possible ap-
proach to consider would be a free trade area with
Israel, linked with a significant opening of trade to
Jordan and Egypt. This would differ from the present
(partial) customs union in allowing the OT to have
different tariffs from Israel for trade with rest of the
world. It would maintain open trading relations with
Israel, but would potentially avoid protectionist as-
pects of Israel’s trade regime that may not be suited
to the economic structure of the 07. The opening of
trade to Jordan, Egypt and the rest of the Arab world
would allow the OT Lo diversify its export base, thus
reducing its vulnerability to external shocks, How-
ever, while a free trade area, perhaps involving Jor-
dan, is attractive in principle, there may be problems
in practice linked to the establishment of customs
borders and the “leakiness” of such borders. Equita-
ble distribution of gains from free trade among the

.'ﬂrﬁﬂt&‘ partners may also require some transitional

arrangements to enable the infant OT enterprises to
compete on an equal footing. Another possibility to
consider would be to recast the current assymelric
trading arrangements into a full-fledged customs
union with Israel. That would have the advantage of
administrative simplicity, however, careful attention
would need to be paid in that case to putting in place
mechanisms for opening up trading possiblities with
Jordan, Egypt and other Arab countries.

Promoting regional infrastructural networks in
electricity, transport, telecommunication, petroleum
and gas pipelines and water would offer other op-
portunities for strengthening interdependence and
benefitting from complementarities and economies
of scale, which may nol be available to the OT in the
absence of such cooperation. Because of the poor
endowment of natural resources, the landlocked lo-

cation of the West Bank and the small size of the
economy, many infrastructure services in the OT are
likely to be lower cost if regional solutions are
adopted. Regional power interconnection would be
of high priority to the OT because of the lower cost
sources of supply in Israel, Egypt and, perhaps, Jor-
dan and the improved reliability of supply to all
participating parties, Similar economies of scale and
the utilization of existing capacity are possible with
highways and ports. Since water resources are com-
mon to both the OTand Israel, an attractive long-term
solution would be the joint management of the
shared resource,

Chaoices concerning the respective roles of the pub-
lic and private sectors would be entirely up lo the
decision-makers in the 0T, however, the choices con-
cerning economic links would necessarily involve
other parties and would depend upon negotiations
between the 0T, Israel, Jordan and other regional and
non-regional parties. The international community
and particularly the OT's neighbors could make an
important contribution to economic growth in the ot
by providing improved market access to OT exports
and by supporting economically viable regional in
frastructural investments,

Other strategic choices, 1‘|r‘-'pi."t‘|i.it'lﬂ upon the out-
come of the ongoing bilateral negotiations, concern
the feasibility and desirability of an independent
macroeconomic policy for the 07, including a sepa-
rate currency. Prima facie, there are a number of rea-
sons why an independent policy would make sense:
it would allow the OT to deal better with real and
nominal shocks, gain seignorage revenues and facil-
itate financial intermediation through financial sec-
tor development. Preliminary analysis suggests,
however, that:

* In some areas, the pursuit of an independent

macroeconomic policy is likely to be fruitless,

e.g., attempts to have independent interest rates,

given the degree of capital mobility in the region,

In a second set of areas (e.g., managing “exces-

sive” capital inflows, borrowing at home and

abroad and supervising/ providing liquidity to
banks),independent policy is desirable but does
not necessarily require a separate currency.

* Seignorage is traditionally important in the re-
gion but is unlikely to be so for the OT because
of the likely initial low level of credibility of a
new currency and the high capital mobility.

* Finally, there are areas for which a domestic
currency is necessary, e.g., avoiding imported
nominal shocks from other members of a cur-
rency union and facilitating real wage declines.

The above must be seen in the context of credibil-
ity, something that is hard to earn but that can be




obtained by being in a currency union(s) with a
disciplined core or by establishing a track record of
prudent macroeconomic, and especially, fiscal man-
agement. The OT do not have such a history, and new
institutions of macroeconomic management are
likely to be both fragile and under pressure, [f a
domestic currency is chosen, it might be desirable 1o
start with a relatively restricted version, as in a Cur-
rency Board, that could gradually evolve to a fully
fledged currency once discipline, and the associated
demand for the currency, was well established. De-
cisions concerning an independent 0 currency may
have significant repercussions for both Israel and
Jordan, pﬁrli: ularly the latter since the [ {'||rrp|:11|_-.,-
in circalation in the o may be a significant fraction
of the total money supply in Jordan. Accordingly,
retiring the Israeli and Jordanian currencies from the
OT, may have to be done in a phased manner in
consultation with the Israeli and the Jordanian au-
thorities. The international community may also

have a role 1o play in that respect.
I

Some Scenarios for the Future

Forecasting the pattern of growth is a highly uncer-
tain business. However, assuming sound economic
management, it would be reasonable to expect a
n-l:lh'\'l;-t-rpnnsii.nlwhh-:m.‘f-1'rr|w:':'mivrrm!ompin_ﬁ.'-
ment. Over time, a substantial diversification in eco-
nomic relations would also be probable, with preater
interdependence among economies in the region and
an expansion in trading relations outside the region,
notably with Europe. As regards the likely changes
in the production structure of the EeCOnOMmy, un-
doubledly there is some room for expansion in agri-
cultural and industrial production, once the present
constraimts on private sector development are re-
moved, including access to outside markets. How

ever, this point should not be overemphasized.
Jiminishing water resources throughout the region
will constrain the development of the agricultural
sector, with future growth limited to high-value ex-
port crops catering to niche markets. Given the pau-
city of industrial raw materials and the small market
size, heavy industry is unlikely tobe a major contrib-
utor to future growth. Instead, skill-based, light- and
medium-sized industries would appear to be more
promising. Above all, the ec momy of the West Bank
and Gaza is likely to remain mainly a service-ori-
ented economy with an important contribution
made by the tourism sector.

A range of scenarios was developed to explore the
potential trajectory of the economy in the future,
These are illustrative only since little is known about
either future conditions or economi responses. A
critical factor in the scenarios is the overall *policy,”
encompassing a range of likely influences on future
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development. “Good policy” would include, inter
alia, a peace agreement that resolves strategic uncer-
tainty sufficiently to provide the basis for private
capital inflows and investment in productive activi-
ties; a relaxation of supply-side constraints, includ-
ing deregulation and improvements in the supply of
economic infrastructure and industrial land; trade
ﬂrrnng{*nu-nrﬁlhnraIJ:n,v.-:nInﬁlalﬂiﬂltrm’wexpransium
(in the region and elsewhere); a strong public finance
framework with substantially expanded revenues
(including taxes now accruing to the Israeli treasu ry);
a major strengthening of the administrative and pol
icy-formulating capability of the emerging, interim
sell-governing authority; and a st rengthening of the
human resource base both by stepped-up training
programs and by access to entrepreneurial and pro-
fessional skills of the Palestinians living abroad.

Preliminary analysis suggests that, assuming a
“good policy,” a growth rate in excess of 3 percent in
per capita incomes is sustainable, with a total rise in
incomes on the order of 40 percent in a decade,
provided the phaseout from the Israeli labor market
is managed in a "smooth” fashion and provided
there are adequate external public and privatecapital
inflows (about $2,500 million during the five-year
transition pt-ri':'u.'l‘.l.1 In case there is a “sharp” reduc-
tion in employment in Israel—for example, if em-
ployment does not rise above the 45,000 prevailing
in June 1993—the short-run situation is likely to be
much worse, with potentially large rises in unem-
ployment and falls in wages and incomes. That
would require short-run action, in terms of addi-
tional external inflows (a total of about US$350 mil-
lion over the five-year period) and poverty-related
spending by the public sector to moderate welfare
declines.” However, with “good policies,” the in-
come levels would recover to the pre-cutoff period
after about three years, and the economy could then
again be on a steady growth path, with gnp per
capita exceeding US$2,300 after 10 years (compared
lo USH1,715 in 1991,

By contrast, if policies are not sound, the outlook
would appear to be grim. There could easily be de-
clines in income per capita—on the order of 20 per-
cent in a decade—even with a “smooth” labor
decline. The outlook would be worse, especially in
the short run, in case of a “sharp” reduction. Such
rrowth scenarios would und oubtedly be associated
with rising poverty, worsening social conditions and,
potentially, rising violence. “Poor policy” could be
offset by official capital inflows, but only for a while,
since private capital is unlikely to flow in while the
political uncertainties remain unresolved, and policy
conditions are not perceived to be investor friendly.

An attempt has also been made to estimate the
public sector financing requirements assuming
“good policy”. The analysis also assumes that:
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* The new self-goveming entity would reach
agreement with Israel on a mechanism to en-
sure that the budget of the new entity receives
all the taxes paid by the 0T residents :

* The UNRWA operations would continue Lo fune-
tion alongside the new entity during a five-year
transition period. .

* Ofthe public sector investment needs identified
in Chapter V for the medium-term, 85 percent
waould, in fact, be implemented in that period.

* The revenue effort would be enhanced by 2
percentage points of GNI in the first five years,
rising from 18 percent in the base year to 20
percent in year five as tax administration capa-
bilities are improved and as cost recovery mech-
anisms are put in place,

* The current expenditures would also rise by
about 2.5 percentage points of GNP in the five
years, from 16,5 percent to 19 percent to support
the gradual expansion and improvement in ser
vice and maintenance levels,

Under these assumptions, the external linancing
requirements of the public sector (including UNRWA)
in nominal terms for the five-year transition period
would be about USH1,500 million under the
“smooth” scenario and US$1,750 million if the labor
reduction is "sharp.” The latter scenario would, fur-
thermore, require some front-loading of the external
assistance. Il should be noted thal exiernal donors,
including UNKRWA, currently spend about US$175
million annually in the OT. Thus, external aid flows
would have to be roughly doubled from present
levels to meet the financing needs of the public sec-
tor. As regards external private inflows, the require-
ments would be about US§200-250 million per
annum. With aboutl 200006 Palestinian workers in
the Gulf states and the OECD countries, the implied
remittances per worker would be about US$1,000

nnually, a very plausible amount.

The above discussion raises the issue of the lerms
on which the external aid to the 0T would be ex-
tended during the transitional period. Currently, all
official aid to the O0T—whether through UNRWA or
from other sources—is in the form of grants, as the
aid is mostly of a humanitarian nature, and there is
no legal entity to lend to. In view of the large uncer-
tainties involved at this stage, the study has not
analyzed the external borrowing capacity of the o1
in the transitional period and beyond. As the OT does
not currently have any external debt, there is clearly
some scope for borrowing in the period ahead. Care
should be taken, however, not to overburden the
economy and strain future growth, nor to use funds
for unproductive purposes. Given the likely fragility
of the public sector revenues and of exports during

the transition period, it would be prudent if the
external assistance to the OT over the medium term
included some element of concessionality, Tenta-
tively, it is estimated that if UNRWA 'finau:_"rr-]p‘ was to
continue in the form of grants and if there was a 20
percent grant element in the remaining external
flows to the public sector, the debt services burden
would remain manageable over the medium to long
term.

The above scenarios should be treated as indica-
tive. However, they do help illustrate the main im-
plication of much of the analysis in these volumes:
the OT have the potential to recover from both the loss
in past sources of growth and from distortions in the
pattern of development, and to become a viable,
growing economy, provided that the policy and
structural conditions are right. In the absence ol a
sound domestic policy, continuing strategic uncer-
tainty and inadequate donor support, the 0T could
enler inslead inlo a period of sustained decline in
incomes, employment and welfare, Also, the initial
recession caused by the "sharp” reduction in em-
ployment in Israel could generate internal social in-
stability and rising violence, deterring private
foreign investors. The f;ﬁh-rinﬂ private investment
could further accentuate social tensions leading to a
vicious cyele of low growth, low revenues and inad-
cepuate public spending,

It should also be remembered that the OT economy
has a number of limitations which leave policy mak-
ers with little room for maneuver, The imited natu-
ral resource base, the high degree of vulnerability to
external shocks, and the fragility of the political situ-
ation following years of conflict, make the manage-
ment of the transitional period a very delicate and
difficult undertaking, Policy slippages could impose
a heavy toll on an already fragile economy; a careful
stewardship of the economy would, therefore, be
necessary—a task which would be greatly facilitated
by internal consensus among the Palestinians on a
vision for the future O7T economy,

I'o sum up, the O economy appears mpnlrle of
penerating sustainable economic growth prm-'idvd
there 1s peace and stability in the region and pro-
vided the economy is soundly managed with a mix
of prudent macroeconomic policies, expanded pub-
lic services, support for private sector expansion and
an expansion of trade to the region and the rest of the
world, Significant external capital flows will be
needed during the take-off period—partly to help
overcome the existing deficiencies in public infra-
structure and services and partly to augment the
production base for private sector activities. [t should
be noted, however, that there are many downside
risks which if not guarded against could easily trap
the OT economy into a low level equilibrium,




IV. Policy and Institutional Imperatives

There are seven key institutional and policy areas
where adjustments are needed in order to create a
climate conducive to sustainable economic and s0-
cial development: (i) the legal and regulatory frame-
work; (i) the management of public finances; (iii) the
management of public infrastructure; (iv) financial
sector development; (v) the management of natural
resources; (vi) the provision of social services; and
(vii) local government and public administration.
These are considered below

Legal and Regulatory Framework

As noted earlier, future economic growth and devel-
opment in the OT is critically dependent upon the
performance of the private sector. Unleashing this
potential requires the creation of a legal and regula

tory environment that supports private sector initia

tive. The legal system should provide a set of rules
that govern property rights, their ex hange and the
seltlement of disputes. More importantly, the rules
should be perceived as transparent, stable and en-
forceable, through mechanisms that are seen to be
fair and efficient. Despite some improvements in the
recent past, there remains a widespread per eption
among OT entrepreneurs that the current business
environment is ambiguous, complex and unpredict-
able. Trust1'11Hwnhilir].'nﬂhvh_-p,al.Laj.'utr-m1uprm-itlv
an expeditious and effective appeals process also
remains low. Particularly constraining lo entrepre-

.wuri—‘ul activities are perceived barriers to entry, re-

trictions on the conduct of import and export
activities, restrictions on the movement of people
and goods and the perceived insecurity of property
rights. These perceptions make investments in long-
term fixed assets risky and unattractive, especially in
high technology areas with a high probability of
rapid obsolescence,

Progress in the current peace negotiations and
agreements on self-governing arrangements should
make possible a thorough review and overhaul of the
existing legal and regulatory framework to provide
the private sector with a sounder legal basis for com-
mercial transactions. Some of the priority areas for
review and revision include the commercial code,
joint-stock company law, bankruptey law, collateral

law, municipal zoning laws, business licenses, ex-
port/import licenses and regulations concerning the
movement of people and goods. A strengthening of
the appeals process would be another priority. The
implementation of a supportive legal and regulatory
framework requires credible institutions, the devel-
opment of which is as much of a priority as the
restructuring of current laws and regulations.

Management of Public Finances

International experience suggests that establishing a
sound system of public finances in the West Bank
and Gaza will be necessary in creating an environ-
ment conducive bo PH\"JII[!‘ sector 1.il“-"f_‘IUF'.I|'I'IL‘Hl and
in altracting external assistance, Establishing such a
system will mean ensuring that adequate revenues
are collected /received by future authorities in the
West Bank and Gaza and that the resources, includ-
ing those that might be obtained from external
sources, are managed properly.

Un the revenue side, five key issues need to be
addressed:

* The Legitimacy of the Tax Systen. Currently, there
15 a widespread perception among the Palestin-
ian population that the existing system of taxa-
tion lacks transparency and due process and is
administered inan arbitrary fashion. These neg-
ative perceptions materially reinforce tenden-
cies for tax evasion and noncompliance, which
exist, at least latently, in all societies. Toa large
extent, the negative perceptions are tlir-:'-:IE}' re-
lated to the current military occupation; and the
emergence of a self-governing authority as part
of the peace settlement should help change the
.t.itumiﬂn.r-igni!’imnt]y. That would, however, in
no way obviate the need for creating an efficient
tax administration system that is perceived to
be fair by the population. The current tax ad-
ministration system would need to be com-
pletely overhauled, including the establishment
of transparent rules and enforcement mecha-
nisms for tax assessments; the rationalization of
advance payments of income taxes; and the in-
troduction of a credible and efficient institu-
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tional mechanism for the settlement of tax dis-
putes. The role of accounting and auditing pro-
fessionals would also need to be clarified in this
contexl.

Fiscal Transfers Between Israel and the o7, Under
the currenttax and trade arrangements bebween
[srael and the (71, some OT taxes (primanily, the
value-added tax (vaT1) and other taxes on net O
imports from lsrael and custom duties on im

ports through Israel) are aceruing to the Israeli
treasury. Given the absence of customs borders
between the 0T and Israel, the “origin principle”
of indirect taxation is applied with respect to
trade between the two, whereby taxes are col

lected where the goods are produced rather
than consumed. Since the 01 have a large trade
deficit with Israel, there is a net revenue loss Lo
the OT. Conversely, Israel also incurs expendi

tures in the territories from its own budget that
are of benefit to the Palestinians (e.g., the subsi-
dization of essential food items; Palestinian use
of subsidized infrastructure and services in Is-
rael). The lsraeli and the O7 authorities would
need to agree on methodologies for estimating
such transfers, as well as to devise suitable
mechanisms for offsetting payments. Several
alternative solutions appear feasible but would
need to be considered in the context of the over-
all future economic relations between Israel and
the OT. In any event, what is important is that
all the revenues and expenditures and their fi-

ing countries. This brings to the fore the import-
ance of providing a very strong system of tax
administration that can help widen the tax base
and improve tax collection.

Cost Recovery. An important aspect of domestic
resource mobilization mentioned above con-
cerns the establishment of mechanisms for cost
recovery for the expanded puhlqc sector opera-
tions. User fees would be an important instru-
ment to help cover the operations and
maintenance costs and the debt servicing asso

ciated with new public sector investments in the
transport, communications and solid waste dis-
posal areas. Similarly, it would be important for
the electric and water utilities that are being
recommended o operate as rnmrm‘n_'inlly 0Ori-
ented autonomous entities, i.e., to charge tariffs
that would make their operations financially
viable withoul the need for any budgetary sup

porl.

Management of External Assistance. To get the
maximum benefit from the international assis-
tance that might become available in the wake
of a peace agreement, an efficient mechanism
for directing and coordinating this assistance
will be needed, balancing, in particular, donor
interests and preferences with the developmen-
tal priorities of the OT. A careful monitoring of
external borrowing will also be necessary lo
avoid any debt service problems in the future.

nancing are stated explicitly in the budget for
the new OT entity.

» The Appropriatencss of the Domestic Tax Effor.
Despite perceptions of high tax rates among

On the expenditure side, the key issues to be ad-
dressed are:

* The Balance Beliveen Currenl and Capital Expendi-

many "alestinians, the economy of the 07 does
not appear to be highly taxed. Even when all
taxes paid by Palestinians are counted (includ-
ing those currently accruing to the Israeli trea-
sury), the tax effort is about 22 percent of Gor,
compared with 27 percent in Jordan and 39

'pi'rri-nl in Israel. In view of the need to

strengthen public administration and expand
public services, mobilization of additional do
mestic resources would be essential, It is true
that the effective personal income tax rates are
currently higher in the OT than in either Israel
or Jordan. However, the tax effort in relation to
the GDP is lower for several reasons, including
the exemption of agricultural income from the
tax net and possibly a high incidence of tax
evasion. The question of the tax effort, therefore,
will have to be examined in relation to the abil-
ity of the emerging entity toexpand the tax base
lo protect its overall fiscal position, as well asits
ability to harmonize tax policies with neighbor

fures. A significant increase in the investment
program during the transitional period would
necessitate a commensurate increase in current
expenditures on operations and maintenance to
ensure that the capital stock would be ade-
quately maintained, The budgeting process and
the estimation of the financing requirements
should, therefore, take into account the need for
such expenditures. Experience suggests that
this is often an overlooked item, with undesir-
able consequences.

The Sustainability of Expenditures. As has been
noted earlier, the direct role of the public sector
should be mainly to provide basic infrastructu-
ral and social services, including a limited and
well-targeted safety net for the poorest seg-
ments of the population. Care should be taken
not to enlarge the bureaucracy of the public
sector unduly, and the public sector must not
act as the residual employer. The post-peace
period could see large pressures for expanded




public spending, both in areas that are well
justified (roads) and some that are not {exces-
sive civil service growth). The likely termporary
easing of financing constraints lollowing a
pPeace agreement could mask imprudent spend-
mg and bos rowing policies for some years,
strong, conservative control will, therefore, be
important for avoiding unsustainable level of
expenditures, which would be difficult to re-
verse in the fulure,

Man:lgr_-rtmnl of Public Infrastructure

Well-functioning public utilities will be essential (o
plan, implement and operate infrastructural invest-
ments on the scale needed in the o1, An early priority
for the emerging self-goveming entity in the ot
would be to decide on how the ownership of utilities
i5 to be structured and how the regulatory and pol
icy-making roles are to be organized. The legal
framework for these arrangements will also need to
be established, taking into account the special cir-
cumstances involved.

To provide a sound basis for autonomy, account
ability and efficiency, it is recommended that com-
mercially oriented utility companies be established.
Municipal governments should disengage from the
direct role of provider of water and elec tricity, to the
indirect role of owner. Since the legal framework
covering the transitional period is not yet clear, the
simplest legal basis for the new, reconstituted utili-
ties would be the prevailing companies law, with the
shares held in the public sector. This would not only
provide a framework for enterprise autonomy and
commercial orientation, but would also facilitate par-
tial or total privatization in the future, It is also rec-
ommended that: (a) the roles of policy-making,
ownership and regulation be separated among dif-

erent institutions; and (b) the ownership
Bhareholdings) be spread as widely as possible
among different municipalities, pension funds and
other public or private agencies. The new entity
should also try to define the regulatory system for the
public utilities. Some of the key issues that need to be
addressed are : {a) one multisectoral regulatory
ARENCY THs-d-is several sector specific regulatory
bodies; and (b) the basis for utility price setting.

Financial Sector Development

The present legal and regulatory framework a pratch-
work of Jordanian, Egyptian, Palestinian mandate
and Israeli legislation, is not conducive to the expan-
ston of existing financial institutions or the establish-
ment of new ones, This framework needs to be
replaced with transparent, coherent legislation cov-
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ering the West Bank and Gaza that: (i) sets clear
criteria for licensing banks, insurance companies and
other regulated financial intermediaries and estab-
lishes uniform standards as to capital requirements,
liquidity and solvency; and (ii) establishes a new
regulatory framework, consistent with international
standards, for the supervision of financial inter-
mediaries,

Within the above context, several steps are needed
tostrengthen the process of financial intermediation.
First, entry barriers should be eliminated and exist-
ing banks in Gaza and the West Bank should be
allowed to expand in either region to facilitate the
economic integration of the two lerritories. Second,
mechanismsshould be devised to enhance orsupple-
ment the collateral of local investors by tapping the
value of unmortgaged real estate, Third, the multi-
plicity of inefficient, small-scale, subsidized credil
programs with unsustainable recovery rates need to
be reformed and moved towards regular financial
operations at market interest rates, Lastly, given the
need for strengthening medium and long-term fi-
nancial intermediation, establishment of an invest-
ment bank, preferably with foreign participation
should be encouraged. Considering the strong finan-
cial and skill base of the Palestinians in the OT and
abroad, every effort should be made to keep the
ownership and management of such an institution
entirely in the private sector. However, in case this i5
not feasible, as a last resort, some limited equity
participation by the public sector may also be consid-
ered for the initial years,

Management of Natural Resou rces

While the question of access to natural resources
ultimately depends on the outcome of the political
negotiations, there are some measures that can be
taken to ensure conservation and a better utilization
of natural resources. Of special importance is the
preparation of an environmental action plan under-
pinned by a comprehensive framework for environ-
mentally sustainable development in the post-peace
period. Other areas for priority attention include:

* Establishing, initially, a coordinating mecha-
nism and, later, a management agency to over-
see the development of the region’s water
resources in cooperation with the other ripari-
ans. Sharing data on the region’s land and water
resources would be a good beginning.

* Relaxing regulations governing the rehabilita-
tion of irrigation wells,

* Addressing the severe quality problems of the

municipal water supply in Gaza.

Relaxing constraints in the use of grazing lands.
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* Relaxing constraints on the harvesting of ma-
rine fisheries resources,
Reforming the regulatory framework (land use
planning, building standards, minimum lot
sizes, the taxation of vacant land, rent controls,
etc.) regarding the use and development of
urban lands
Providing adequate infrastructure to, {irst, en-
courage the use of vacant urban land and, sec-
ond, to extend municipal boundaries to provide
adequate, affordable, serviced land for residen
tial and commercial purposes.
Establishing adequate arrangemenis for the col-
lection and disposal of solid waste to prevent
ground water pollution and an unhealthy and
unsightly urban environment
* Establishing institutions and a regulatory
framework for the protection of antiquities and
cultural property

.'ruvisinn of Social Services

The broad outlines of a sound social policy for the ot
are clear. Basic health services should be made more
accessible and hospital services and high technology
health care should be deemphasized, Education and
training should be strengthened in areas, such as
curriculum development and teacher training, to en
able the system to improve the quality of instruction
and, thus, to improve the productivity and employ-
ability of Palestinian labor. The social security sys
tems now operated by the Ca, Israeli employers and
UNRWA should be harmonized and unified; the Sys-
tem of private transfers should be supported through
the development of appropriate financial institu
tions.

Present inefficiencies in the health seclor are
rooted in the fragmentation of responsibility, not

pnly for the delivery of health care, but also for the
.\'lﬂﬂ-'ljﬂ‘,l'!l'li.‘llt of subsidies to the sector from the gov-
ermment budget and external donors. A responsible
t"i:-;.lj.-' must be created to 1|t".'1‘|u]_.~ a sound health
policy and to coordinate activities in the sector. Pol-
icies should, at the same time, seek o interrupt the
link between refugee or employment status and en-
titlement to subsidized health care; instead, such care
should be targeted to the needy. In assembling a set
of policies, issues of health care finance, service stan-
dards, investment in technology and quality assur-
ance should be addressed,

An extensive education planning process should
be initiated to consider the goals, possibilities and
resources for a unified education system for the Gaza
Strip and West Bank. Manners, administrators and
curriculum experts should be given training in car
rying out these tasks. A revised curriculum should

be developed that can be adopted on both the West
Bank and the Gaza Strip. It should not only give
attention to the modernization of content and teach-
ing methods, but should also link curricula to broad
economic, social and cultural objectives, As the
development of curricula is lime-consuming and
coslly, in the short term, consideration should be
piven to adapting materials from other countries,
especially in the sciences and mathematics. Person-
nel exchanges across institutions could prove useful
in this endeavor.

Resources to support a comprehensive social wel-
tare program are unlikely to become available to the
OT entity within the foreseeable future, Nonetheless,
in time, the OT authorities would be called upon to
replace the benefits provided to the very needy by
UNRWA and the CA. The targeting of the programs
would, therefore, be essential. The OT would have to
develop a basic program of social protections and
ensure that this program received broad political
endorsement. The program should provide for
the handicapped, elderly, orphaned and wid-
owed, but it should not seek to replace reliance on
private transfers and personal savings. The ot
should also encourage the development of private
institutions that supply financial services, including
health and life insurance companies and pension
schemes,

Local Government and Public Administration

The policy and program agenda that the 0T will face
in the coming years would constitute a big challenge
to any public sector apparatus. The OT administra-
Hon, emerging in a period of transition with little
experience in self-government, will be especially
challenged. Institutional strengthening would,
therefore, be critical both at the local level and at the
territory-wide level.

Local governments in the OT are generally weak
and ineffective. The legal environment in which they
operate is complex, overregulated and nontranspar-
ent. Moreover, local public finances are largely con-
trolled by the ca; local governments have little
authority over taxes and fees and, as a result, are
'lI:I1<1|1|[‘I:t'lfil'li:H'Il:.'l.‘Tl"L'L!I'H‘IHL‘?{Fﬂ:‘[!tiiiur['.'-iﬁ:'it‘t'!Ll':l!l']}-‘.
Allocations of funds for capital investments, mostly
financed with transfers from the Ca, are also non-
transparent. Improving the effectiveness of local
governments would require, inber alin:

* The introduction of a rational legal foundation
that clearly assigns an appropriate degree of
local discretion over issues of local interest,

* The provision of greater local autonomy over
user charges and local taxes.
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Table 4.1 Phasing of Institutional and Policy Reforms

_a“l.r-t'rf_:lfr'ii,ﬂn'ru

Regulatory and
lepal framework

Fiscal system

. Public utilities

Financial sector

Matural resources

Social services

Local government
and Public
Administration

Short-term

Publish all regulations in Arabic

Review all commercial laws with a view to
harmonize and modernize

Relax lcensing requirements for forefan
trade and for business

Simplify procedures for trade with Jordan

Relax advance income tax requirements
Reform income tax reporting and compliance
provisions

Reform lax assessmenl practices

'.'.‘l.l.ll.i'l.' ISSUes O tl:'l.l;|l|:||:|r1b::1|,\.'['||::-:|'511i-|'| and
regulation of utilities
Initiate training programs for utilities

Eliminate barriers foentry and expansion
Establish payment clearing system

Relax regulations governing rehab of
irrigation wells

Study Altt'rnﬁri'l.'r'tuaddrt“aﬁtlrhﬁking water
quality problems in Gaza

Relax constraints lo grazing lands use
Develop environment action plan

Share data on natural resources

Articulate sectoral policy framework
Launch socioecomomic studies

Review laws and regulations affecting local
government operations

Launch studies on trade, monetary, and
fiscal tssues

]"ill:'l|l'1|:1ir1'il'l:|‘_| PrOErams

_ _M{::Irm lerm

Develop market-fr iendly commerical laws
Ease restrictions on movement of goods and
people

Develop a budgetary framework

Agree on mechanisms fo rfiscal transfers
with Israel

Establish mechanism for management of
external assistance

Design new taxation structure and devels P
tax administration capability

Establish cost-recovery mechanisms for
public services

Establish financially autonomous,
commercially-oriented utilities

Create an enabling legal framework for
financial system

Establish a single regulatory authority
Encourage establishment of an investment
bank

Establish agency to coordinate and oversee
waler resource development

Reform regulatory framework for
development of urban lands

Establish mechanisms for protection

of antiquities and cultural property
Establish an environment management
organizalion

Adopt coherent policies for social sectors
Create health sector coordinating body
Start preparation for a census

Modernize educational curriculum

Revise legal framework governing local
governments

Mrovide greater financial autonomy to local
Bovernments

Prepare strategies for regularizing UNRWA
establishment over the longer term
Establish a development policy institute

* The introduction of more systematic and trans-
parent criteria for the allocation of capital trans-
fers

* Technical assistance and staff training to pro-
mote institutional change and facilitate policy
development relating to local government

I58LE5.

In addition to the strengthened role of the local
government bodies, institutions would have to be
developed to formulate, coordinate and implement
policies at the territory-wide level. To develop these
capabilities, the emerging self-governing authority
needs a strong and efficient system of public admin-
istration responsive to the needs of the local popula-
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tion. Suitable mechanisms would also have to be
devised to ensure the accountability of the public
administration. The 20,000 Palestinians currenthy
employed by the CA could become the nucleus of the
administrative structure for the emerging self-goy
erning authority. However, the likely difficullies in
molding the current A establishment into an admin
istrative structure suited to the needs of the self-gov
erning authority should not be under eshimated, For
the longer term, integrating the UNRWA establish-
ment into the normal administrative structure of the
0T would be another major challenge.

Phasing the Policy and Institutional Apenda

The above agenda of institutional and policy reform
i5 i'lu"‘:‘lrl_‘.' extensive and complex, and some phasing

of the various reform measures would be Necessary,
A preliminary outline for such a phasing is shown in
the Table 4.1 below. The definition of short and me-
divm term is linked to the peace process, asexplained
in Chapter V. Basically, the short term covers the
period up to end-1993, and the medium term covers
the period 1994-98, It should be noted that the im-
plementation of some of the actions for the short term
15 already underway, For example, business licens-
ing procedures have been significantly liberalized
recently, and impediments to exports to Jordan have
been reduced. Tax changes to encourage investment
in the OT have also been initiated. Areas open to
Palestinian fishermen have been expanded. Some
traiming and TA programs to st rengthen institutional
capabilities have also been initiated by several do-
nors as part of the ongoing peace process.
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CHAPTER ONE

INTRODUCTION

This book attempts to document and explain the development of the
Palestinian economy in the three decades since Israel gained control
over the West Bank and the Gaza Strip. Coverage is restricted to these
territories, and excludes other areas in which Palestinians have lived
since 1948. The method is an historical one, and uses the conventions
of economists rather than those of sociologists or political scientists.
We rely heavily on the available economic data, including national
accounts for the West Bank and the Gaza Strip, data on population,
the labor force. employment structure and unemployment, and data
on the balance of payments of the two areas.

After researching the Palestinian economy for several vears we are
convinced that its links with the Israeli economy were the most
important factor in determining the course of its economic develop-
ment. The formation of these links, and the nature of the labor, goods
and capital lows between the Palestinian and Israeli economies. were
determined almost exclusively by Israel. Hence, Israeli considerations,
not Palestinian ones, play a key role in our story,

The 1967 war is a natural starting point (see map). The West Bank
was abruptly cut off from the eastern bank of the Jordan river, passing
from the rule of the Hashemite Kingdom of Jordan to the control of
Istael. The Gaza Strip and the Sinai Peninsula were severed from Egypt,
and the Golan Heights—from Syria (the latter two areas will not be
discussed in this volume). Israel’s rule was enforced by the [DF (Israel
Defence Force), which appointed military governors to handle all
civilian affairs. Although Israel had had some experience with the
complicated issue of conmrolling hostile civilian populations, it took
some time for an effective governing authority to get underway. All

economic decisions, which we believe were of utmost importance to
the Palestinians, were made by the Israeli government. However, public
discussion in Israel concerning these decisions was restricted.

The sudy of how public policy is formulated always suffers from
many deficiencies, among them (and especially in the present case)
the tendency of officials to maintain secrecy. The official records have
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not yet been made public, but some uvidcrl:.q the formulation of
[sraeli policy, especially concerning econo inks with the Pales-
tinian population, can be gleaned from the public parts of open debates
as well as from memoirs.

It took three years for the economic links between Israel and the
two Palestinian economies to take shape. Two closely related ele-
ments in these links—labor and trade—had begun to take form and
led to what can be described as imposed, impure, economic integra-
tion. The interdependence of decisions regarding made and labor was
due to the fact that together they determined the welfare of the
Falestinians. A decision to continue the total separation between both
economies and Israel, as before the 1967 war, i.e.. to leave both the
border for labor and the border for goods closed, would have led to
a deterioration of economic life and a sharp drop in the standard of
living. Such a strategy was not acceptable either 1o the Israeli govern-
ment or (o the military, since it would have led to unrest and raised
the cost of maintaining the status quo. Thus, either the border for labor
or that for goods or both, had to be opened.

Immediately after the 1967 war Israeli economists assessed various
alternatives. The most elaborate study was prepared by a team headed
by Michael Bruno, which was part of a broader Committee on the
Development of the Administered Territories—the Bachi Committee
(1967). The team recommended implementing the (relatively) free
movement of goods, but not of factors of production, and specifically
not of labor.! The team calculated that, from an economic point of
view, maintaining Israel’s hold on the Palestinian territories, would
not be too heavy a burden on the Isracli economy. The team also
addressed the question of means to encourage emigration from the
territories, especially from the Gaza area. It should be emphasized
that the analysis was short-term, and depended on the “political furure
of the territories.”

In the letter accompanying the Committee's report, dated Septem-
ber 13, 1967, and addressed to the then Israeli Prime Minister, Levi
Eshkol, the Committee Chairman, Roberto Bachi, wrote:

The [team’s] report is a systematic analysis leading to conclusions that
the Committee considers as having implications of the utmost importance
for the policy that should be implemented in relation to the administered

! The wam submitted (13 report in September 1967, Iis members included well-known
lsraeli economists such as Yoram Ben-Porath, Haim Ben-Shahar, Nadav Halevi, Giora
Hanoch, Ezra Sadan, and Eitan Berglas.
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t:n‘it* .o« It seems to us that government agencies dealing with the
proble: . should receive the report. .. [our ranslation].

Though much of the report dealt with short-term calculations, espe-
cially the cost of holding on to the territories, it also included rec-
ommendations relevant to the long term structuring of relations between
the Israeli and Palestinian economies. As mentioned above, the gen-
eral approach favored free trade in goods and the prohibition of labor
movements. This framework was adopted for the calculations pre-
pared by the committee, and took the form of “working assumptions™.
However, in the last chapter of the Repert, the team of economists
assessed “Changes in the Assumptions” (Chapter H). The discussion
in this chapter clearly reveals that the general assumptions adopted
seemed appropriate under the conditions prevailing in the Israeli eco-
nomy at the time (Israel was running unemployment rates in excess
of 11% in 1966/7). However, the team was aware that economic con-
ditions in Israel could change:

Concemning the near future, the prevention of work in Israel seems to
be the preferred policy, based on the hypothesis that conditions in the
labor market will continue to indicate a slack. However, under condi-
tions of full employment and excess demand in the labor market, and
when there are pressures on the wage rate, there is room for selective
permissions to movements of Arab laborers. [Bruno Committee, 1967,

p. H-2; our translation]

The team took a sirnilar stand on capital movements: When the Israeli
economy returns to full employment, it argued, free capital flows will
become a reasonable policy. The adoption of such policies will lead
to what economists describe as a “common market”. According to the
report:
Authorizing the free movement of labor and capital will lead to a com-
plete integration of the administered territories into the [sraeli economy.
Even an economist who approves of this in the long run, on economic
grounds—and these are not obvious—uwill admit that the economic consid-
erations are secondary in this context. [Bruno Commitee, 1967, p. H-3;
our translation]
Thus, non-economic considerations, obviously the primary ones, were
not discussed by the team and were left to the political policy makers,
who, to the best of our knowledge, did not consult economic profes-
sional again. Rather, the decision was taken to the Israeli political

arena.
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The next few years proved the committee nc..nn the issue of labor
movements; it was impossible to stop such movements, certainly when
the Israeli economy went from recession to boom. However, the
formulation of policy seemed to be driven more by the challenges of
real-life situations than on the economic report of the team, as Pro-
fessor Bachi had advised.

Evidence that the process was not based on economic theory but
rather on a “problem-solving” process appears in a book written by
the first [sraeli military governor of the territories, General S, Gazit
In his book? Gazit documented the debate in the Israeli government
towards the end of 1968, some |8 months after the war, a debate that
culminated in the policy implemented since and remained in force
until 1994,

Two opposing views of the links between the Israeli and Palestinian
economies prevailed in the Israeli government. One, advocated by
Defense Minister Moshe Dayan. argued for the free movement of both
labor and goods. The other, presented by Finance Minister Pinhas
Sapir, rejected the abolition of the labor border. Dayan stated his
views in a speech in Beersheba in November 1968, where he favored
integration of the wo economies and explained that the Hebron-
Beersheba area, on either side of the pre-1967 border, should become
a single economic unit. Open deliberations in the Knesset (the Israeli
Parliament) and in the government turned the debate into a public one,

The next round in the debate, several months later, raised the issue
of employment in the territories versus work in Israel. The “Minis-
terial Committee for the Territories™ had to set its priorities: to create
employment opportunities in the territories themselves, encouraging
the creation of new plants, by Israelis or Palestinians, versus opening
the gates for work in Israel (Gazit, 1985, pp. 110-19, 147-150). Dayan,
for pragmatic reasons, supported the second option; the majority,
including the new Prime Minister, Golda Meir, favored the former.
However, in spite of the majority view, no practical steps were taken
o implement it:

Economic reality in the territories was stronger than all the decisions.
Since no decision was made on investments in the territories, and Israeli
entreprencurs were excluded from the territories, no power could have
prevented the growing phenomenon of work in Israel. At the dme of

! See Gazit (1985). Gazit was the first Coordinator of Government Activities [n the
Territories.
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the d& in the Ministerial Committee there were 15,000 workers from
the territories in Israel, soon the number rose to 60,000 and maybe

T0.000. [Gazit, 1985, p. 150; our translation.]

Thus, although the documentation of the process of decision making
by Israel is far from complete, the facts are clear. Integration took
place, and as we shall see below, was almost complete by 1972, It
was, however, a peculiar form of integration. First, it was involuntary,
Secondly, it was partial, in two respects: a protectionist policy biased
in favor of Israeli agricultural goods, and restrictions on entrepreneur-
ship within the territories.

One of the first decisions made by the military authorities in the
Palestinian territories was to allow exports of agricultural produce 1o
Jordan. This was made possible because Dayan had managed to keep
the bridges over the Jordan river apen, with the Jordanian government’s
consent (see Gagzit, 1985). This policy, known as the “open bridges
policy™, created an outlet both for agricultural produce and for the
movement of other goods and people. However, the excess supply of
agricultural goods in the territories caused concern among Israeli
farmers. As a consequence, the Israeli government provided these
farmers with protectionist policies. For several years, restrictions in
the form of trade barriers prevented Palestinian agriculture from com-
peting in the Israeli market. These barriers were later replaced by a
system of quotas on various crops. Thus, instead of barriers at the
“green line” (the pre-1967 borders), protectionist policies were effec-
tive at the production level.

Protectionist policies were later also applied in other sectors. A
well-known example dating from 1968, was a plastic sandals plant
in Mablus. Although this plant was going to compete with an Israeli
plant, the officer responsible for licensing imports approved a request
to import the necessary machinery. However, the Committee of
Directors General, which was responsible for implementing policy in
the territories, banned marketing the Nablus sandals in Israel. The
case was discussed several imes in various government forums, where
the “separationists” advocated more restrictions and the “integration-
ists” favored fewer restrictions.’ The case was finally decided in 1972,

' In addition 1o Finance Mindster, Pinhas Sapir, a known participant in the debate was
Deputy Prime Minister, Yigal Alon, who demanded that every proposal to build a plant
employing more than 20 persons, or with capital of more than (approximately) $20.000,
should be brought before o Committee of Directors General (see Gazit, 1985, p. 1124
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when marketing quotas were lifted and mca:. restricting produc-
tion capacity were introduced instead (Gazit. 1985, pp. 261-266). Gazit
summarizes the policy and its consequences as follows:

Israeli policy in the administered territories created a peculiar combina-
tion of economic welfare and rising standards of living for individuals . . .
combined with . . . no development within the territories themselves, , . .
The Israeli authorites and the military government did almost nothing
to develop the local economic infrastructure (apart from the moderniza-
tion of local agriculture). . .. [ibid., p. 266]

The military governors and the coordinators of government activities
in the territories represented the sole authority in the West Bank and
Gaza. They consulted with the local Palestinian leadership on minor
issues, but policy was determined by [srael. The imposed nature of
the arrangements and especially the form taken by the links between
the two economies were decided in Israel. Thus, characterizing the
economic arrangements as “imposed” (partial) integration, is borne
out by the facts.

The Palestinian public sector was also controlled by Israel. Israeli
officers were responsible for all facets of life, although lower-echelon
Palestinian civil servants remained in office under Israeli supervision.
Taxes were collected and expenditures made by the newly formed
public sector, although some services, notably education and health,
were run mainly by Palestinians. The financial sector had ground to
a virtual halt: banks had been closed in 1967 and the political in-
stability combined with unfavorable economic conditions contributed
to an undeveloped financial system.

The peace process with Egypt (1977-79) also affected the West
Bank and Gaza. Israel's Prime Minister, Menahem Begin, proposed
Palestinian autonomy, which included restricted self-rule, short of
complete sovereignty, in the populated areas. Israel’s approach was
rejected by both the PLO and the Egyptian government, resulting in
the creation of a new authority in the territories; the Civilian Admin-
istration (this was, for all practical purposes, a change in name only,
since the new body continued to function in the same way as the
military governors),

In December 1987, over twenty years after [srael occupied the West
Bank and the Gaza Strip, a major popular uprising erupted, known
as the intifada, with important political and economic ramifications.
Since then, the links between the Israeli and Palestinian economies,
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briefly dgbed above, were shattered and people on both sides set
out on a serious search for alternatives. The search was mainly
conducted in the political sphere, but the economic dimension also
received some attention.

The PLO's decision of November 1988, in Algiers, to accept a “two
state” solution to the conflict, and other intermational and regional
changes (such as the collapse of the USSR and the Gulf War) opened
a “window of oppormnity”. This resulted in the Madrid Conference
(October 1991), and later, with the change of government in I[srael,
in the signing of the Declaration of Principles (DoP) in Oslo in Sep-
tember 1993, Those major political developments were reflected in
the Palestinian economy and in its links with the Israeli economy.
The DoP stipulated the schedule for the peace process: first, an interim
agreement, then a permanent settlement of the Palestinian-Israeli
conflict. As regards the economic arrangements, the most dramatic
change was the mutual recognition that there were two legiimate
parties to every economic decision affecting the Palestinian economy.

After several months of negotiations the Israeli government and the
PLO reached a political and economic agreement concerning the
implementation of the DoP, first in the Gaza Strip and the city of
Jericho in the West Bank (see Map). The economic agreement, known
as the Protocol, wrned the de facro amangements into agreed upon
ones. Caution should be exercised in referring to the arrangements
as being “voluntarily”, since some duress can exist even when two
sides sign an agreement. However, the analysis of such an agreement,
and the reasons why the parties accepted them, are totally different
from the unilateral arrangements that had characterized the arrange-
ments that were in place up to this point.

The Protocol, which preserved the customs union, monetary union,
and the open borders policy on labor (see Chapters 3. 4 and 6 for
a detailed analysis) was extended during the last months of 1993 from
the Gaza Strip and Jericho to other cities and villages in the West
Bank, which came under the jurisdiction of the Palestinian Authority.
The elections to the Palestinian Council on January 20, 1996, created
an elected authority which had a say in economic matters for the first

¢ “Prowcol on Economic Relations between the Government of the State of lsmel and
the PLO), representing the Palestinian people,” signed in Paris on April 29, 1994, I became
part of the “Gaza-Tericho™ agreement, signed in Cairo on May 5, 1994, Ses Appendix
to this book.
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time. However, the Protocol's basic approach to economic issues, and
especially its position vis-i-vis the links between the Israeli and Pal-
estinian economies, was not implemented. Since May 1994 a spate
of violent attacks by Palestinians within Israel proper and the resultant
public outcry led to a series of closures of the Gaza area and the West
Bank, which turned the free movement of goods and labor into dead
letter. Since several Israeli industries depended on Palestinian labor,
it is not surprising that it took some time before these industries
{especially construction and agriculture) adapted to the new circum-
stances. One of the factors that made it easier for them to adapt was
the growing flood of foreign laborers to Israel: from 10,000 in Feb-
ruary 1994, just before the signing of the Proroco!, to around 200,000
two years later.

Thus, after almost thirty vears of Israeli rule, the imposed integra-
tion is breaking up. What will take its place? This is a troubling
question. which the negotiators of the permanent political and eco-
nomic arrangements will have to answer. Since the timetable for these
negotiations gives until May 1999 to conclude the talks, some answers
will have to be found before then, and some medifications of the
Protocol are obviously an urgent issue,

In our view, in order to answer this question one must analyze the
effects of past political and institutional arrangements on the devel-
opment of the Palestinian economy. Such an analysis is the major
undertaking of this book. Our main thesis is that the peculiar inte-
gration of the labor markets, coupled with the low levels of productive
investment in the Palestinian economy led to a distorted industrial
structure in which manufacturing as well as other economic activities
failed to develop sufficiently. The stagnation of the public sector, due
to the political sitsation, further contributed to the distorted structure
of the Palestinian economy.

There were several reasons for the underdevelopment of the manu-
facturing sector and other economic sectors where “tradables” are pro-
duced. They are listed below, not necessarily in order of importance:

— Insufficient investment in infrastructure, due partly to Israeli pol-
icy. Details are given in Chapter 5 on the public sector,

— Administrative hurdles set by the [sraeli authorities hindered invest-
ment in exports to Istael and in imports substitutes, as discussed
i Chapter 4 on trade.

- The lack of a banking system or other financial intermediaries that
tum private saving into productive investment (see Chapter 6 on
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the monetary and banking sector) contributed to the low levels of
productive investment. Although saving rates in the Palestinian
economy were high, they resulted mainly in investment in private
housing.

— The peculiar form of integration of Palestinian labor into the Israeli
labor market described in Chapter 3, resulted in an increase in real
wages in the Palestinian economy. Consequently, Palestinian manu-
facturers had to earmn more to cover this extra cost of labor relative
to similar countries with low real wages.

— NI defined property rights and a malfunctioning legal system, as
well as political uncertainties, further discouraged investors.

Thus the unbalanced development of the Palestinian economy and its
continued dependence on Israel was a result of the interaction of sev-
eral complementary factors. However, the peculiar form of integra-
tion with Israel also had a bright side for the Palestinians. Chapter 2
reports the dramatic increase in standards of living, mainly during
the first ten years of Israeli rule, but also later. On the other hand,
while Chapter 7 stresses the small share of manufacturing in the
Palestinian economy, it also documents the technical progress in agri-
culure and construction influenced by Israel (for example, drip irri-
gation systems and plastic hot-houses). Chapters 8 and 9, as well as
sections in other chapters, are devoted to a discussion of alternatives
for the future. Chapter 8 applies statistical models based on our data
to evaluate alternative future scenarios which describe different levels
of foreign aid and various economic arrangements with Israel. Sur-
prisingly, we find that a reasonable rate of foreign aid would suffice
to create jobs in the Palestinian economy which would be followed
by a gradual disentanglement of labor markets without creating
unemployment. However, these scenarios assume the continuation of
past structures. The Epilogue discusses why past structures are chang-
ing and explain the disappointing economic performance since 1994,

Narurally, to restructure the Palestinian economy and to create more
“normal” public sector, trade relations and local employment, will
require time and many reforms. Part of this task is already underway
as is evident from the recent growth of the public sector and the
banking system. The formation and modernization of an infrastructure
is also badly needed and will require foreign assistance.

The economic story told in this book raises a fascinating political
question: Was the lack of development within the Palestinian economy
the result of a deliberate, carefully thought-out Israeli policy? Some




10 CHAFPTER ONE .

apthors (for example, Sara Roy (1995), reflecting Palestinian opinion,
think it was. In our view this answer rests on an over-simplified story
and needs mere evidence than exists today. Although the facts are
clear, and the “revealed preferences™ of Israeli policy-makers tell a
sad story, their intentions have not been proven. Only when the official
public records of Istael are made available to researchers will we have
a chance to answer this question satisfactorily.

Why is this issue such a complicated one? As explained in Chapters
3 and 4, and earlier in this introduction, the economic arrangements
were initiated as a practical answer to the acute economic pressures
of unemployment and surplus agricultural production. We do not know
whether the meager investment in infraswructure in the Palestinian
territories was part of a premeditated plan to keep them economically
dependent on Israel. It may have been simply a convenient means
for the Israeli authorities to cut down on the resources required for
maintaining Israeli rule in the territories. Similarly, the policies con-
cerning trade and investment were more a response to internal Israeli
pressures than a calculated long-term policy.

We do know that Israel placed administrative obstacles in the way
of Palestinian investment in local industry. The bureaucratic maze that
was a consequence of the Israeli military orders and the Jordanian
Law was another factor blocking local investment.

As 1o the permanent future arrangements, we believe thart a “Filters
Plan” can provide an answer. Such a plan, discussed in Chapter 4
and in the epilogue, will be feasible only if the parties agree on the
demarcation of specific economic borders and agree on the arrange-
ments along them, The agreement will have to specify what can and
what cannot cross these borders, and stipulate the specific arrange-
ments conceming the passage of goods and labor. The agreement
should be such that under no circumstances will the borders be closed
for more than brief periods. Border-crossing procedures should be
sophisticated enough to enable satisfactory security checks. The alter-
native to such a plan is the complete separation of the Palestinian
economy from Israel, with all the consequences this entails for the
welfare and potential growth of the Palestinian economy,

The illusion of a possible leap from an imposed integration to a
voluntary one has gradually evaporated. For both political and econo-
mic reasons, a permanent agreement will necessitate borders between
the Israeli and Palestinian economies. In order to create conditions
conducive to growth and welfare, the borders need to remain as open
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as possible under all circumstances. This might seem inferior to a
*“no borders” solution, advocated by most international agencies and
experts,” but we believe that this is another example where the second
best is a real solution. Those who believe that a common market, or
complete economic integration, is a better solution, will have 1o wait
for the political circumstances to change,

' See World Bank {1993); the first and second Harvard Reports; Ben-Shahar Committee
and the Protocol itself.




CHAFTER TWO

THE PALESTINIAN ECONOMY:
A MACROECONOMIC PROFILE

1. An International Comparison

Since 1967 the Palestinian territories—the Gaza Strip and the West
Bank—have become almost fully integrated “provinces” of the Israeli
economy. While it is true that the integration was not entrely vol-
untary and includes a paradoxically clear segmentation of the various
markets involved, significant symptoms of bona-fide integration are
nonetheless evident: large volumes of merchandise Aow from [srael
to the Palestinian territories and a considerable stream of labor ser-
vices flows in the opposite direction.’

The separate and combined economies of the West Bank and the
Gaza Strip represent very small economic entities compared with the
Israeli economy, but we will refer to each of them separately because
of the substantial differences between them in terms of economic struc-
ture and performance. The Palestinian territories’ population in 1994
is estimated at 1.9 million.* as against 5.5 million in Israel. The econ-
omic gap berween the economies is much wider: in 1989 GNP was
$1.8 billion in the West Bank, $673 million in Gaza, and approxi-
mately $42 billion in Israel (see Table 2.1), implying that the com-
bined level of GNP in the Palestinian territories was approximately
6 percent of Israel’s GNP in that year. We have no accurate figures on
the Palestinian territories since 1993, but one may reasonably assume
that the gap has increased since then, among other things because dur-
ing the past five years economic growth in Israel has been rapid as
a result of mass immigration from the former Soviet Union.

The combined GDPs in the Palestinian territories in 1989 amounted

! For a detailed description of economic developments see UNCTAD (1992); Sagl,
Sheinin and Periman (1992),

* The figures are from the [sraeli Central Burean of Stadstics (ICBS); they ane based
on the only population census ever conducted in the Palestinian ferritories (in September
1967} and i updates, The reliability of these figures is questionable; [srael’'s Ministry
of the Interior claims thar 1.328 million inhabitants were registered in the West Bank at
the same time. Talpaz and Freeman (1991) provide some explanation for this gap,
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, Table 2.1
Various EcoMbmic Indicators. Imternational Comparison (1989 {current values)

Popu- GNP GNP GNP GDP GNP Annual
lation per (mill. (mill. GNP per rate of
{mill.}  capita USE) Uss) capita change
ICP* of GDP
| 19B0-49)
{percent)
(1) {2} {3} {4) (5) (6} N
West Bank 091 1.933 1.799 1,230 070 2,249 1.6
Gaza Swrip 0,60 o b 673 434 0.64 1.325 il
Israel 450 9330 41,985 46030 110 11,940 3.2
Egvpt 51.00 Bkl 32,640 31,580 0.97 3,100 54
Syria 12,10 080 11,858 11460 097 4,110 .G
Jordan 320 1,240 3,968 3330 084 4530 08
Tunisia 300 1.260 1O RS 2020 0.88 1979 Jd
Partugal 10,20 4.250 43,775 44,880 1.03 7.950 1.5
US.A 248,80 20910 5202408 S5,156440 099 21360 33

v 1CP—International Companison of Products (see explanation in the texi)

Sources:
West Bank and Gaza Suip: ICBS 1992
Other countries: World Bank (1991, 1992},

to 5 percent of Israel's GDP.! GNP per capita in 1989 was 51,933
in the West Bank and $1,122 in the Gaza Strip, compared with $9,330
in Israel. These are simple measures of products converted into US
dollars using the market exchange rate of the Israeli currency (NIS).
Based on these figures, the West Bank has a GNP per capita that
significantly exceeds that of Egypt, Syria, or Jordan. According to the
World Bank’s intemational ranking, these levels are considered high
among low-to-middle-income countries. However, the economic lit-
erature on international comparisons of national product is critical of
such simple comparisons, which do not account for purchasing power
differences. One way of correcting such differences is by using an
International Comparison of Products (ICP).*

! The relative differences between GDPs is substantially larger, since GDF levels in
the West Bank and the Gaza Strip are approximately 65-70 percent of these areas’ GNP,
while in Israel GDP is usually greater than GNP, In fact, in examining levels of real
domestic econamic activity. it is GDP levels that should be compared. Most of the difference
between Palestinian GNP and GDP is due to net worker remittances from Israel. Thus,
GNP does not clearly reflect economic activity at home, but rather a mixture of activity
in the Palestinian territories and Israel.

4 See Summers and Heston (1991
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Table 2.1 makes such a correction for thteastinjan territories,
assuming that the price levels in these territories were similar to those
prevailing in Israel at the same time. When 1CP-corrected exchange
rates are used to compute GNP per capita, both the West Bank and
the Gaza Strip fall below GNP per capita in Egypt, Syria, Jordan and
other low-income countries. The figures indicate that although simple
staristics show that average income levels in the Palestinian territories
appear to be higher than in neighboring Arab countries, a more realistic
measurement may not necessarily yield the same results’ Indeed,
economists disagree as to the relative levels of welfare and economic
growth in the Palestinian territories as compared with other Arab
countries such as Jordan,” and the inconsistency of ICP with simple
statistics does nothing to resolve this controversy. The truth probably
lies somewhere between the simple GNP statistics and the ICP meas-
ures. In any case, there is little evidence that real income per capita
in the Palestinian territories is significantly higher than in some of the
neighbering countries.

Consumption per capita in the Palestinian territories, when meas-
ured in US dollars with no correction for purchasing power, is far
higher than in neighboring Arab countries, and much lower than in
[srael (see Table 2.2). Private consumption per capita in 1989 was
51,477 in the West Bank, $942 in the Gaza Strip, $6,035 in Israel,
$495 in Egypt and 3811 in Jordan. There is a clear upward bias in
the figures for Israel, the West Bank and the Gaza Strip. A specific
ICP measure for consumption (which we do not have) would probably
place the Palestinian territories lower than Jordan, Egypt, and prob-
ably Syria.

An interesting point is the relatively large share of GNP devoted
to private consumption in the Palestinian territories—78 and 84 percent
in the West Bank and the Gaza Strip, respectively. This is approxi-
mately the level in Egypt, and much higher than that of other Arab
countries, Israel, or more developed economies, The high proportion
of income (GNP) devoted 1o private consumption is characteristic of
poor and underdeveloped countries. In Africa and some Asian and
Latin American countries, this share is as high as 90-95 percent. In
developed economies it ranges between 55 and 65 percent. This

' The ICP method is not universally accepted and its results cannot be taken at face
value,
* See Hamed and Shaban (1993}

Table 2.2
Structure of Demand [ 1989)

Merchandise trade

Total merchandise
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Giovermment consumption

Investment

Privite consumption
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Per Total Share of Per
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Share of

Total
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Total
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indicator is related not only 10 levels of nuttnr”wnme. and possibly
to its distribution, but also to the degree of government involvement,
to taxation rates, and to the provision of public goods (health, educa-
tion, etc.) by central or local governments. There is no doubt that the
high ratio of GNP spent on private consumption in the Palestinian
lerritories represents, among other things, a relatively low level of
taxation and government spending. Indeed, as seen in Table 2.2, the
government spent only 7-8 percent of GNP in 1989 on public consump-
tion in the Palestinian territories, while in other Arab countries the
proportion is 15-20 percent, and in Israel, in the same year, it was
29 percent.’ These higher levels of government spending are financed
{at least in part) by higher levels of taxation, and hence disposable
income as a share of GNP is obviously higher in the Palestinian
territories than in other countries. In other words, a larger disposable
income per dollar of GNP, combined with the need to privately purchase
goods that are, under other circumstances, provided by the govern-
ment., generates a relatively high level of private consumption.

The Palestinian territories also lack savings opportunities. Until
recently, there was practically no banking system, and even at present,
the financial sector is at best in its embryonic stage. Although the
Palestinian territories can avail themselves of Israeli banking and
financial faciliies, and invest in the Israeli stock market, this option
is not often realized owing to national reasons and mistrust. Table
2.2 presents investment levels and their ratio to GDP (or GNP): the
proportion of GNP devoted to investment in the Palestinian territories
is 16 and 19 percent for the West Bank and the Gaza Strip, respec-
tively. These are fairly low figures compared with most other coun-
tries, but they are by no means unusual; they are higher than in Syria
(13%), similar to Israel (16%), and slightly less than in Jordan {18%).
In per capita terms, they are clearly higher than the figures for Egypt.
Syria, Jordan, and even Tunisia.

These comparisons are somewhat misleading, because most (50—
80 percent) of the investment in the Palestinian territories is in resi-
dential housing and not in productive capital, more than that in the

" For the sake of accurncy, we should remember that public and government consump-
tion in all countries except the Palestinian territories includes defense spending, which
is not included in the statistics of wtal government expenditure in the Palestinian terri-
tortes, Defense very often accounts for a large proportion of total government expenditure,
In 1989, for example, it was 26 percent in [srael, 25 percent in Jordan, 14 percent in
Egypt, and 40 percent in Syria.
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Gaza Stﬂ'pﬁ in the West Bank. As mentioned above, until recently
there were very few savings opportunities and practically no financial
savings incentives in the Palestinian termitories. so that most of the
savings during the years of occupation were channeled to investments
in residential construction and foreign currency, with only a small
portion being converted into productive capacirty.

The data on savings and investment can be explained in terms of
supply and demand. There are several possible sources of funds for
investment: private savings, government allocations, foreign invest-
menis and investment banking. Only the first source is relevant to the
Palestinian territories. The demand for investment is generated by
firms that invest in productive capital; by the public, that invests in
housing; and by central and local governments that invest in infra-
structure. In the Palestinian territories, the investment in productive
capacity is very risky. The role of local government is limited. and
mast private investment is in residential construction. Since savings
opportunities are so limited, investment in housing has become essen-
tally the only financial outlet. These facts clearly affect the Pales-
tinian rerritories’ rate of economic growth, their output composition,
their technology and their capital-labor ratios. The following section
elaborates on the productivity issue.

The average annual rates of growth for the decade 198089 appear
in Table 2.1. The West Bank had a 1.6 percent annual rate of GDP
growth, while that of the Gaza Strip was 3.1 percent. The rate for
the West Bank is on the low side, although not unusual for this period
among both less developed and developed countries. In the Gaza Strip,
the rate of growth is surprisingly high. One should remember that the
period 1980-89 is not homogeneous. Since 1987, the Palestinian up-
rising, the inrifada, has had an impact on the rates of growth which
is not clear cut. Before the inrifada, the annual rates of growth in the
West Bank and the Gaza Strip were quite high. The uprising caused
an abrupt fall in GDP in 1988, but in 1989 a recovery is evident and
the Palestinian territories” GDP in 1989 is the same as that of 1987,
In fact, there are clear signs that GDP growth in the Palestinian ter-
ritories rose in 1990-94. Nevertheless, at the same time real GNP rose
more slowly, or even decreased, due to the intermittent border clo-
sures and the resulting decline in Palestinian employment in Israel.
In other words, it seems that the inrifada had only a temporary adverse
effect on the domestic level of economic activity, In the long run, the
partial boycott of Israeli products in the Palestinian territories and the
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availability of labor might have stimulated gesﬂc output.

This brings us to the volume of international trade and the degree
of openness. Table 2.2 shows the absolute volumes of merchandise
exports and imports and their relative levels. According to these figures,
the Palestinian territories seem to be neither among the most open
nor least open economies. The exports/GDP and imports/GNP ratios
are average compared with those of other countries. These figures do
not tell the whole story. Most of the Palestinian territories’ trade is
with Israel: some 80-%) percent of all imports to the Palestinian
territories originate in Israel, and similar ratios of their total exports
are sold in Israel. Israel is thus by far the largest trading partner of
the Palestinian territories (Jordan, in second place, lags behind). The
Palestinian territories also represent an important trading partner for
Israel, being the second-largest export market for [sraeli products (after
the United States). These facts support the claim that the Palestinian
territories have been integrated into the Israeli economy. To this picture
we must add the very large eamnings in labor remittances from Israel
to the Palestinian territories. These amounted to $700-800 million
until 1992, and since then fell to approximately 5500 million, due 10
the decrease of Palestinian workers employed in [srael. Indeed, as
mentioned at the beginning of the chapter, this is an imposed inte-
gration, but it certainly represents the base line for any future econ-
omic developments in the area.

How do the Palestinian territories compare with other countries
as regards the level of economic development? Answering this ques-
tHon is no easy task. Viewed in one way, income per capita in the
Palestinian territories (disregarding ICP estimates), is characteristic of
middle-income economies. In other respects it is below the group of
less-developed countries. The share of agriculture in GDP is 24 per-
cent in the West Bank and 16 percent in the Gaza Strip (see Table
2A.3). The West Bank ranks higher than any other country listed in
Table 2.3, and probably higher than most countries in the World Bank’s
list of middle-income countries. This share, for both areas of the Pal-
estinian territories, implies that they resemble low-income economies.
This conclusion is reinforced when industry’s share in GDP is con-
sidered: The figures for the West Bank and the Gaza Strip are 7 per-
cent and 12 percent, respectively. These are extremely low levels of
industrialization, probably lower than in most countries in the world.*

' Cf. World Bank (1991), p. 208,
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Table 23

The Structure of OQutput (% of GDP), 1989

Agriculture Industry
West Bank 24 7
Gaza Strip 16 12
Israel 3 25
Egvpt 19 30
Syria 30 23
Jordan T 28
Pormgal 6 37
LL.5.A. 2 29

Sources: ICBS (19961, World Bank (1991, 1992, 1994),

Another sign of low development is the heavy reliance of the economy
on workers' remittances, which once accounted for approximately 30
percent of GNP and in 1994 went down to 14 percent. In proportional
terms, it is probably the highest level in the world. Other countries
also benefit from remittances of workers employed abroad. e.g.. India.
Pakistan, Egypt, Morocco, Turkey, Portugal and others. The phenome-
non of a country benefiting from wages earned by their nationals
working abroad is a sign of domestic unemployment and of labor-
foree characteristics that coincide with foreign requirements for workers
{usually low wages and low skills), In some cases, a country’s low
level of domestic development is related to job opportunities abroad,
as the availability of foreign jobs might cause domestic wages to rise
as high as those attainable in the foreign country. If it is true that
investments in general and foreign investments in particular, are
attracted by low wages, because they generate high profits, then the
option of finding work abroad, thereby raising the wage level at home,
should deter investment and lead to a low level of development and
employment. This may be the case for the Palestinian territories. While
both foreign and domestic investments are naturally deterred by politi-
cal uncertainty and by the Israeli occupation, it is also tue that
wages in the Palestinian territories were in the decade 1980-90 more
or less equal to those earned by Palestinian workers in Israel,’ cer-
tainly a higher wage level than the one they could have earned in
the Palestinian territories had they all been emploved there. Under

¥ Kleiman (1992a); see also Angrist (1994) and Table 3.4 below.
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such conditions, the employment of Palestinian workers in Israel had
a deleterious effect on investment in the Palestinian territories and on
their economic development.

Since the signature of the interim agreement in Washington in Sep-
tember 1995, and the expected implementation of self-rule in most
of the Palestinian territories, some of the political uncertainty has been
reduced. Moreover, the placing of additional barriers to the employ-
ment of Palestinians in Israel has widened the gap between [sraeli
and domestically-earned wages in the Palestinian territories. These
factors are likely to stimulate investment. employment, and domestic
activity in the Palestinian rerritories. Indeed, the number of domes-
tically employed workers in these territories rose by 29,000 in 1993
and by another 54,000 in 1994, after a decade (1980-90) in which
domestic employment grew by at most 10.000 jobs annually.

The foregoing analysis points to the chronic under-development of
the Palestinian economies. Other characteristics, not reviewed here,
would probably be consistent with the general picture. Reference is
mainly to infrastructure-related and standard-of-living indicators. For
example, almost no electric power is generated in the Palestinian ter-
ritories. It is true that electric power reaches almost every household
(99 percent in urban areas and 65 percent in rural areas), but most
of it is imported from Israel. Telephone services are very limited, health
and education services do not come close to standards in developed
countries, or even in most middle-income countries. Despite these
symptoms of under-development, the use and ownership of some dura-
ble goods is almost as high as in developed countries: most house-
holds own cooking ranges, refrigerators, washing machines, radios,
TVs and solar-powered water heaters. Furthermore, the daily calorie
supply per capita is 2,900 Kcal in the West Bank and 2,600 Kcal
in the Gaza Strip. equivalent to the levels in Japan, Singapore, and
Saudi Arabia, and significantly higher than that of all low-income and
many middle-income countries.

This international comparison can serve as a backdrop for a funda-
mental question that has not yet been resolved: What sort of economic
relations will prevail between the Israeli and Palestinian economies
after a final settlement is reached? At this stage we will not dwell
on specific economic arrangements that should constitute part of a
peace agreement. Rather we remain within the framework of an
international comparison, observing that other cases can be cited, of
neighboring countries, very different in economic size and structure,
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coexisting in peace and practice economic cooperation. The most out-
standing case is that of the United States and Mexico. Many of the
economic ratios between [srael and the Palestinian economy are of
the same order of magnitude as those between the 1.8, and Mexico.
Total GNP in Israel is approximately 18-20 dmes larger than that
of the combined Palestinian territories; GNP per capita is six times
greater in [srael than in the Palestinian territories. By way of com-
parison, the U.S. GNP is rwenty-five times greater than that of Mexico.
Other fearures in the U.S. and Mexico are also comparable with the
relations between [srael and the Palestinian territories: Mexico suffers
from low wages and excess supply of labor, and workers from Mexico
attempt to work in the US.

In spite of the differences in size, income, and degree of develop-
ment, these two economies and Canada signed the NAFTA (North
American Free Trade Agreement) in the belief that cooperation and
free trade would benefit both. We do not claim that free trade between
Israel and the Palestinian economy is necessarily the best arrangement
in the opening stages of a peace agreement, but it might be a longer-
run goal. In view of the considerable differences between the two
economies, it is not clear whether a free rade agreement will, indeed,
enhance bilateral or international trade in the area; the example of
the United States and Mexico relations merely demonstrates that
commeon interests may be found among very different economies. The
institutional arrangements made would probably conmribute to the
mitigation of these differences and reduce areas of friction and pos-

sible conflicts.

2. Economic Characreristics and Trends in the
West Bank and the Gaza Sirip

a. Economic growth

Since the Six Day War of 1967 and the occupation of the West Bank
and the Gaza Strip by Israel, significant economic growth has taken
place in the Palestinian territories. The average annual percent rates
of GDP growth in 196890 were 5.4 for the Gaza Strip and 7.4 for
the West Bank, compared with 4.5 percent in Israel. The “common
knowledge"” in analyses of the Palestinian economy suggests that the
first years after the occupation (1967-73) were good for economic
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growth. The following years, according to these studies, showed sig-
nificantly lower rates of growth of the Palestinian economies.' The
apparently unusual rates of growth during the first years of occupa-
tion were attributed to the integration of the Palestinian economy
into the [sracli economy, to the removal of rade barriers, to the adop-
tion of new technologies (especially in agriculture), and to the eaming
opportunities of Palestinian workers in the Israeli economy. As we
will see later, growth rates in the 1970s were indeed higher than
in the [980s. There were better and worse periods; the data indicate
that growth rates tended to fluctuate significantly, especially in the
West Bank, where the results are related to the cyclical nature of olive
vields which alternate every other year. Since olive crops and related
industries (e.g.. olive oil) represent 10-135 percent of GDP in the West
Bank, in vears with olive crops (even years) the registered economic
growth is outstandingly high, often above 20 percent. In odd years,
the percent GDP change in the West Bank is often negative, but that
does not necessarily imply economic contraction (see Figure 2.1 and
Table 2A.| in the appendix). We will return to the issue of economic
growth later in this chapter in the sub-section on productiviry.

b, Consumption and investment

The years since 1968 have seen a clear rise in total and per capita
levels of real consumption expenditure in both areas. From 1968 1o
1990 real consumption per capita more than doubled (rising by
approximately 130 percent); in the West Bank it rose from $600 (ar
constant 1986 prices) to $1,331, and in the Gaza Strip it rose from
£379 to 5875 (see Figure 2.2 and Table 2A.2). The relatively rapid
growth of consumption was clearly related to the growth in GNP and
disposable income. Mote, too, the weights of consumption in GNP,
which went down from close to (and above) 100 percent of GNP in
the late 1960s to around 30 percent of GNP or less in the early 1990s
(see Table 2A.2). As mentioned earlier, the very high proportion of
GNP spent on private consumption is usually a characteristic feature
of low-income and less-developed countries. The decreasing ratio in
the Palestinian territories seems to indicate that their economic behav-
ior is beginning to resemble the characteristic behavior of developed

® See Lemer and Ben-Shahar {1975); the argument is summarized in Hamed and Shaban
{1993),
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economies. However, this conclusion is not necessarily correct, as it
could have been, had the amount of saved resources been transformed
into productive investments and business capital. But this is not the
case in the Palestinian economies: most investments are made in
residential construction (see Figure 2.3 and Table 2A.3). The decrease
of the GNP proportion devoted to private consumption therefore
probably indicates, more than anything else, a change in the compo-
sition of consumption where relative spending on current consumption
fell and that on housing rose. Indeed, while the share of consumption
in GNP fell, investment in construction (mainly housing) rose from
2.3 percent in the West Bank and 4.6 percent in the Gaza Sirip in
1968 to approximately 15 percent in both the West Bank and the Gaza
Strip in 1986 and 1987, Investment in housing should be considered
as the best reflection of savings in the Palestinian territories, since
virtually no other financial savings opportunities existed.

The implication of these findings is that the level of savings, which
rose in both proportional and absolute terms in the Palestinian ter-
ritories since 1968, did not contribute much to the formation of
productive capital and economic growth. Figure 2.4 and Table 2.4
present the development of capital-output and capital-labor ratios in
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Table 2.4 .

CupitaliGDP and CapitaliLabor Ratios

West Bank Gaza Strip
Total Productive Total Productive Total Productive Total Productive
capital  copital  capital capital  capital capital capital capital
over OVer per per OVET over per per
GDP GDP  worker® worker* GD GDP  worker' worker®

(1) (2 {3) 4 (5) {6} (iEd] (&)

1968 0.78 027 2.57 1.36 1.81 0,71 4.79 .66
1969 (L36 0.34 2.561 1.45 1.80 (.68 4.55 .79
%70 1.02 0,44 310 1.56 1.57 (.66 4.31 0.82
1971 1.08 (45 1.72 2.16 E5] 0,64 4.60 0.6
1972 1.08 0.48 4.32 266 1.7 0.65 5.07 L.26
1973 1.41 0.57 5.04 2.95 1.89 LG 5.58 140
1974 1.31 046 5,70 2.04 2.11 0.67 a.07 159
1975 1.58 (a9 717 321 2.32 68 7.16 .88
1976 L.56 0.44 B} 3,36 252 0,70 B0 209
1977 1.89 048 10.16 3.54 2.76 0.73 9.16 237
1978 I.87 0,45 1 1.40 381 3.04 .74 T 2. T2
1979 2.31 0.53 13,02 4,31 108 0.77 [1.654 311
1980 207 046 14,34 4.52 359 0.78 2,75 3,20
1981 248 051 15.77 4.64 396 0.80 13.67 3.29
1982 2.40 0.46 16.22 4.54 4 38 L31 14.53 3.35
1983 2.68 .50 I7.15 4,78 +.25 0.81 15.24 3,49
1984 il .49 17.31 4,69 4,36 0.82 15.93 340
1985 297 0.52 18.97 4,87 446 0.82 1601 328
1986 2.63 (.46 18,534 4.70 444 0.33 16.35 3.20
1987 310 0.54 19.14 5.15 4.17 (.83 16.15 3.22
1988 3.15 0.54 19.62 5.20 4,90 0.83 16.88 307
1989 341 0.58 20.72 5.54 4,48 0.E3 1753 264
1990 283 0.48 20146 5,24 4.40 .53 17.14 2.43

! Thousands of U.5. Dollars of 1986,

the Palestinian economy. Both ratios increased steadily during the
past two decades. For the West Bank, the capital-GDP ratios fluctuate
as does GDP itself, due to the bi-annual olive crop. The average hi-
annual values indicate that the total capital-GDP ratio in the West
Bank rose from approximately 0.78 in 1968 to approximately 2.8 in
1990. The productive-capital/GDP ratio rose by slightly less than 21
percentage points. In the Gaza Strip, the capital-GDP ratios are higher
than in the West Bank: in 1990 the total capital-GDP ratio was 4.4
and the productive-capital/GDP ratio was about 0.83. As in the West
Bank, the total capital-GDP ratio rose significantly over the years,

The higher capital-output ratios in Gaza do not necessarily mean that

A MACROECONOMIC PROFILE

Thousands of 1886 LSS

25

20

10

‘B9

T1

T3

T

T

i

‘B1

‘83

‘85

‘87

‘83

Thousands of 1986 US$

18

16

.
d=

%]

o

Gaza Strip

‘89

T1

- perworker

T3 T TT T 81 B3 85

‘87

‘B8

Figure 2.4. CapitallLabor Ratios




EESE - T Lt

28 CHAFTER TWO

it is more capital-intensive or capital-ubund&han the West Bank.
To clarify this point, observe the capital-labor ratios in Table 2.4 and
Figure 2.4: these ratios, especially for productive capital stock, are
higher in the West Bank than in the Gaza Strip. In fact, the amount
of productive capital per worker in the West Bank in 1920 ($5,241)
is more than double that of the Gaza Strip ($2,428). At the same time,
the difference between the two areas in total capital (including hous-
ing) per worker is far smaller, and can be explained by the larger
proportion of savings and capital formation in the Gaza Strip that is
devoted to housing. In other words, the productive business sector in
the West Bank is significantly more capital-intensive than it is in the
Gaza Strip. This might explain the higher levels of labor productivity
observed in the West Bank, and will be analyzed later in the chapter.
Figure 2.4 indicates that in spite of the significant increase in total
capital-labor ratio in both territories, most of the change was in the
housing component of the capital stock,

In any event. both the Gaza Strip and the West Bank suffer from
very low levels of capital intensity. For the sake of comparison, in
Israel in the early 1990s total capital per worker was estimated at
$100,000—120,000, and the productive capital-labor ratio was $55.000-
60,000, Thus, capital intensity in [srael is at least 10 times greater than
it is in the West Bank and 20 tumes greater than in the Gaza Strip.

To complete this part of the macroeconomic picture, we look into
the incremental capital output ratio (ICOR). Although the ICOR is
a highly criticized indicator, it is still widely used in economic devel-
opment studies, serving mainly as a policy-making indicator. The
assumption is that the lower the ICOR, the more efficient is capital
formation in generating output and stimulating economic growth. The
ICOR is, indeed, a very simple estimate of the inverse value of the
marginal product of capital. In 1985-90 the ICOR (excluding invest-
ment in housing) was 3.6 in [srael." For any period since 1968, the
same measure in the Palestinian territories was significantly lower,
usually below 2 (see Figure 2.3). In the West Bank it was relatively
high (2.5) in 1980-87, but has since fallen to less than 1. It was
usually lower in the Gaza Strip than in the West Bank, and in 1987-
90 it was negative because net capital accumulation was negative.
Gross investment in productive capital was less than the depreciation.

! Diwan and Squire (1992). They show ICOR values for Israel (5.6), and other Arab
countries. Their measure includes housing.
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These were the years of the infifada, when ICOR values were very
low in the Palestinian territories due to the very low levels of invest-
ment and some negative rates of growth. Incidentally, investment in
housing remained positive, and in the case of Gaza, they are even
relatively high. in spite of (and possibly because of) the inrifada.
These figures indicate that the marginal productivity of capital may
be higher in the Palestinian territories than in Israel. If so, it might
be due to the dramatically lower capital-labor ratios in the West Bank
and the Gaza Sirip.

The implications for future prospects, especially if peace is achieved
and normal economic relations prevail, is that capital might flow to
the Palestinian territories both from Israel and from foreign countries.
This would contribute to economic growth and to a reduction of the
income gap between the Isracli and the Palestinian economies. In
other words, the extremely low levels of ICOR in the Palestinian
territories, especially in comparison with the levels in other Arab
countries'” would probably attract Arab, Israeli and foreign capital,
provided that political stability and security prevail. Another require-
ment for the motivation of capital Aows is the creation of a favorable
economic climate by ensuring accessibility to home and foreign mar-
kets, by reducing barriers (economic and non-economic), by reducing
bureaucratic red tape, and by creating mechanisms to encourage
economic cooperation on both the micro and macro levels. The latter
does not necessarily call for an immediate institution of a multinational
free rade organization involving the Palestinian economy, Israel and
possibly other countries. Such a framework might be a long-term goal,
to be built up gradually. For more on potential trade arrangements
in a peace setting see further on in this chapter and in Chapter 4.

c. Government expenditure and taxation

As noted earlier we saw that in 1989 the share of GNP devoted to
governmenl consumption in the Palestinian territories was significantly
lower than in other countries. In absolute real terms, total government
(including local government) consumption rose since 1968 in both the
West Bank and the Gaza Strip (see Tables 2A.4), By 1990, the level
had almost doubled in the Gaza Strip and almost tripled in the West

® Jordan (10.7), Syria (12.5), Tunisia (8.4) and Egypt (6.8) (see Diwan and Squire,
1992),

A MACROECONOMIC PROFILE 3l

180

160
West Bank

3

120

1988 USS

100 Gaza Strip

80

80
88 71 73 ‘75 ‘77 79 '81 '83 85 '87 '89 '91 93

Figure 2.6. Government Consumpiion Per Capita

Bank. In both areas these cumulative rates of growth were less than
the total growth of GNP in the same period: the share of GNP devoted
to public consumption fell during the above period, from 15 percent
to 8 percent in the West Bank and from 14 percent to 10 percem_ in
the Gaza Strip. In per capita terms. spending on public consumption
rose in the late 1960s and early 1970s to similar levels in the West
Buank and the Gaza Strip (in both areas reaching $110-115 per capita
in constant 1986 prices in the early 1970s). While in the West Bank
it stabilized at this level, later (in 1988) rising sharply, in the Gaza
Strip since 1973 it started falling and continued to fall, _I:nuuuming at
$80-90 per capita in 1986-90 (see Figure 2.6). These hgurt:‘.s repre-
sent a very low involvement of government in supplying or financing
public goods by any standards. A significant amount of public goods,
normally provided by governments, has to be purchased din:ulj:.:r from
the private sector by individual consumers. This is consistent with I:}ur
earlier findings on the relatively high level of private consumption.
Thus, the combination of the relatively high private consumption ex-
penditure with the relatively (and absolutely) low public cnnsumpliulnn.
outlays is a reflection of the trade-off between these two economic
variables. This trade-off is accentuated in the Palestinian territories.

38341 330.95493
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An important gqualification should be poin[gut here, concerning
a characteristic feature of the supply of public goods in the Palestinian
territories, The inadequate provision of public goods by local gov-
ernments and by the central government, operated by the militarily-
run [sraeli Civil Administration, was complemented by an elaborate
network of non-government, non-profit organizations in the fields of
education, health and welfare. Their activities are funded by foreign
transfers and local philanthropy, and are defined as “private consump-
tion" although strictly speaking they should be attributed to the public
sector. In fact, a number of non-government organizations (NGOs)
are likely to be incorporated into the Palestinian Authority once the
empowerment process is completed and the 1995 Washington interim
agreement is fully implemented.

The picture described above might be considered laudable from a
conservative economic point of view, but we cannot ignore the fact
that there have been a series of market failures in the provision of
public goods. They might have been caused by externalities in pro-
duction and consumption. by differences between social and private
optimum levels of various activities, and by other non-economic social
and qualitative factors. Whatever the reason, the result of low govern-
ment involvement is probably an inadequate level of supply, in both
quantitative and qualitative terms, of services such as education, health,
physical infrastructure, urban services, crime prevention and deter-
rence, welfare services, etc.

Another important feature of the fiscal system during Israel’s rule
over the Palestinian territories was the persistent existence of an effec-
tive “budget surplus,” which has been mentioned in another context
by Hamed and Shaban (1993). This surplus aroused considerable ill-
will and might have been responsible for the charge that the Israeli
government exploited the Palestinian territories. In general, a situation
in which net government revenues significantly and persistently exceed
government expenditures is considered undesirable by all economic
schools of thought. It slows down economic growth by artificially
reducing demand in the economy, and thus might have been one of
the depressing factors in the Palestinian economy. The excess govern-
ment revenue does not show up in the data on the direct fiscal activity
of the Israeli government as represented by the Civil Administration
in the Palestinian territories. On the contrary, a comparison of annual
direct and indirect tax revenues in the Palestinian territories with annual
government expenditure, including public consumption and investment,
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reveals a relatively large government deficit (overspending). To illus-
trate, in 1986 total tax collection in the West Bank was %93 million,
while total government expenditure was $152 million (public con-
sumption alone was 3108 million). Obviously, more revenues were
collected from Palestinians, but not from within the Palestinian terri-
tories. There are three channels through which such resources were
drawn by the Israeli government:

a. Inflation tax. This is the seigniorage implicitly collected by the
Israeli government as the provider of currency that serves as legal
tender in the Palestinian territories. Hamed and Shaban (1993) es-
timated the magnitude of this resource-ransferring element. (See
also Ch. 6). We ignore this phenomenon here since it does not deal
with explicit taxation or with the fiscal network.

b. Customs duties paid by residents of the Palestinian territories to
the Israeli authorities. This component of tax collection relies on
the fact that all imports to the Palestinian territories passed through
Israel and were subject to Israeli tariffs on imports and to a value-
added tax imposed on all ransactions in the Israeli economy. Imports
from abroad were a minor portion of total imports to the Pales-
tinian territories. Most imports were (and stll are) from Israel, and
this component was subject only to the normal VAT.

¢. Marional insurance fees. A national insurance deduction was with-
held from all legal Palestinian workers in lsrael. It is not quite clear
precisely what benefits go along with this deduction. The entire issue
of national insurance and the accumulated funds of Palestinian
workers is an important one, that requires clarification. Due to lack
of information we have no choice but to ignore this issue here.

We therefore concentrate on a numerical illustration of the excess
tax collection from residents of the Palestinian territories through the
VAT and customs duty mechanisms. Table 2.5 shows findings on
overtaxation for selected years 1986-90. The estimates of this extra
tax burden in the Palestinian territories presented here are much lower
than the estimates in Hamed and Shaban (1993}, mainly because they
ignore the surplus government expenditure over direct taxation in the
Palestinian territories (they only quantified the value of forgone tariff
revenue, and ignored the formal budget deficit). A chronic simation
of government revenues exceeding expenditures could generate an
extremely undesirable macroeconomic problem. Table 2.5 reveals that
in the late 19805 excess government taxation in the Palestinian territories
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Table 2.5 .

Tax Collection and Public Expenditures (millions of NIS, current prices)

West Bank Gaza Strip

1986 1987 1990 1986 1987 1990

(1) Public consumption 231 316 425 93 178 192
and investment

{2} Direct and indirect 142 176 269 H 77 92
tax collection

(3) VAT and costom 207 212 267 139 131 | 50
duties on imports

(4} Total taxes, (2H3) 349 388 336 210 208 276

(5) Government surplus, 117 72 111 117 30 84
{41—(1)

LA

(6) Surplus as % of GNP 5.0 Z.4 2.6 13.0 235

amounted to 2.5-13.0 percent of Palestinian GNP. This is probably
an understatement, because national insurance fees are not accounted
for. This situation, which probably persisted for many vears, undouht-
edly had a dampening effect on the Palestinian economy for more than
two decades. Had the excess taxation been recycled into the Pales-
tinian economy, it would have raised the share of government consump-
tion in GNP to levels closer to those of other economies. Moreover,
it would have significantly contributed to economic growth and to
domestic employment.

d. International trade

The Palestinian territories are highly open economies, an observation
made earlier this chapter. The openness is mainly expressed as a high
import-GNP ratio of 85 percent and more in the Gaza Strip and 60-
63 percent in the West Bank (see Figure 2.7 and Table 2A.5). The
export-GDP ratios, that are much lower in both territories, are still
non-negligible. The problem with the international trade of the Pales-
tinian economy is that by far its largest trading partner is [srael, both
in exports and in imports. The Palestinian territories have been selling
8085 percent of their exports to Israel and buying 80-90 percent of
their imports in Israel for the past 28 years and this seems to remain
the case since the implementation of the self-rule agreement and its
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economic supplement—the 1994 Paris Agreemefit, These unusual trade
relations were not the outcome of free trade since Israeli and Pales-
tinian producers do not compete on an equal footing with foreign
producers. Israeli producers enjoy a special preferred status in the
Palestinian territories since their output is sold without restriction or
surcharge, whereas Palestinian producers (especially farmers) face bar-
riers to the sale of their products in Israeli markets. On the other hand,
these goods, once they reach the Israeli market are not subject to any
kind of tariff, and in this respect they do not compete with imports
o Israel from abroad. The 1994 Paris Agreement establishes a free
trade system. In fact, it is a partial customs union between Israel and
the Palestinian territories. Nevertheless, merchandise flowing from the
Palestinian territories to Israel, and possibly in the opposite direction
as well, still suffers from disruptions generated by political problems,
security issues, border closures and other barriers. Agricultural exports
from the Palestinian territories to Israel are also subject to regulations
that prevent them from flowing freely across the border.

A major problem with exports from the Palestinian territories in
general, and with such exports to Israel in particular, is that their
strongest comparative advantage is apparently in agricultural produce,
which come under strict regulations in Israel and other markets.
Industrial products may flow, but the supply of such goods is stll
very limited due to lack of development and growth in the Palestinian
manufacturing sector. Therefore, one of the major questions concern-
ing the future is: what kind of trade regime could be anticipated for
the entire area, and especially for the Palestinian territories, Israel and
Jordan.

The customs union agreed upon in the 1994 Paris Agreement is
clearly an interim solution and several options are open for the final
settlement of economic relations. The choices range between two
extreme solutions: total separation or complete integration of the two
economies, A view shared by most [sraeli and some Palestinian econo-
mists is that when peace comes all the countries in the area—certainly
Israel, the West Bank and the Gaza Strip, and possibly Jordan—should
be part of some sort of integrated economic system. This view is cer-
tainly consistent with the ruling philosophy regarding international
trade and economic efficiency. Moreover, it is not only popular and
appealing from an international political point of view, it is also
rational, in view of the fact that in many respects the Palestinian ter-
ritories have already been integrated into the Israeli economy. However,
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several rese™tions should be made to this simple and logical idea,
on economic and political grounds (for more details see Chapter 4).
Here we briefly state that the political opposition to the notion on the
Palestinian side stems mainly from the desire to develop symbols of
sovereignty, The freedom to determine a national, independent com-
mercial policy should certainly be regarded as such a symbol. On the
{sraeli side, certain vested-interest groups, especially in the agricuitural
sector, might apply political pressure to prevent free wrade with the
Palestinian territories and Jordan. They have had some success in
introducing trade barriers in the form of quotas on six products (poultry,
eggs, melons, potatoes, cucumbers and tomatoes) in the 1994 Paris
Agreement. The flow of labor from Palestinian areas to the Israeli
labor market also generates antagonism. On the Israeli side it is mainly
due to the security problems that it raises, and on the Palestinian side
it stems from both nationalistic and long-term economic development
srounds. .
At this point, momentum seems to be developing in favor of a
milateral free trade area including the Palestinian, Jordanian and Israeli
aconomies. This is a long-run goal that will at best be implemented
over a period of fifteen to twenty years with asymmeric COncessions,
whereby Israel will lower trade barriers faster than the two other parties.

2. Supplv-side characteristics

We now add a number of supply-related attributes to the demand-
side characteristics described above, which are important in the context
of economic growth, of the contribution of capital formation and labor
growth to production possibilities, and of the evaluation of future
competitiveness. Earlier in this chapter we looked into the develop-
ment of capital stock, and capital-labor ratios in the Palestinian ter-
ritories, comparing them to those of [srael. In this section we estimalte
some of the effects of changes in the various inputs (capital and labor)
and measure the “unexplained™ residual, usually referred to as Total
Factor Productivity (TFP).

Table 2.6 shows average annual changes of capital and labor and
their effects on GDP growth in the West Bank and the Gaza Strip.
The West Bank’s long-run average annual rate was growth of 7.16
percent, while the rate in the Gaza Strip averaged only 4.69 percent
between 1970 and 1990. This period was not homogenous either in
the West Bank or in the Gaza Strip: growth was faster in 1970-79,



Table 2.6
Total Factor Productivity (average annual percent changes)

AK/K  SgAK/K ALL S,_:\I..-’!EJI‘;’GDF TFP

(1) (2} (3) 4} (5) {6)
a. West Bank
1970-79 13.45 4.54 =077 -0.49 £.94 459
1979-87 7.97 2.87 2.62 1.68 4.77 022
198788 6.65 2.39 384 246 392 -0.93
[988-90 4.51 l.62 271 2.38 10.56 6.56
1970 9.97 3.59 1.25 0.30 T.16 LT
b. Gaza Strip
1970749 15.16 354 —1.4] -1.03 122 4.33
1979-87 7.49 1.95 1.83 1.35 il4 —0.16
198788 3.59 0.93 -1.11  —0.82 -12.06 —-12.17
193890 3.6l .94 f.60 459 .91 3.09
197050 10.26 2.67 0.67 0.50 4.69 1.53
Legend: K Capital stock including housing (from Table 2.4)
L Labor input: number of employed workers
ARJK Average annual change of capital input
AL/L Average annual change of labor input
AGDF/GDP  Average annual change of GDP (output)
5. Share of labor in GDP
Sk Share of capital in GDP

S (ALL) Contribution of labor input to GDP growth
5S¢ (DK/K)  Contribution of capital input to GDP growth
TFP Total Factor Productivity.

and then declined in the 1980s. In both territories, the most important
factor in generating growth was capital accumulation: in the two
decades between 1970 and 1990, 56 percent of growth in the Gaza
Strip and 50 percent in the West Bank were generated by the growth
of capital inputs. Growth of labor inputs contributed merely 10-11
percent of GDP growth in both territories, and TFP generated the rest
(34-38 percent).

Changes were more dramatic during the first decade of the period
under review. Annual rates of growth were 7.22 percent in the Gaza
Strip and 8.94 percent in the West Bank. An interesting phenomenon
is that this substantial growth was generated by capital accumulation
and TFP, which is possibly a combination of improved productivity
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and technological progress. During this period. changes in labor input
were negatige. and thus had a negative effect on GDP. The decrease
in labor Lnbn the 1970s was caused mainly by labor migration to
Arab and other countries and to Israel. These labor input changes
reduced GDP at an average annual rate of approximately one percent
in the Gaza Strip and half of a percent in the West Bank.

The high TFP in the Palestinian territories is an important feawre,
It indicates the presence of forces beyond the mere quantitative growth
of capital and labor, which contribute to economic growth. These
forces are a combination of technological progress, the accumulation
of human capital of all types, more efficient allocation of resources,
and a higher rate of utilization of human, natural and armificial re-
sources. It probably indicates the ability of the Palestinian economy
to adopt new technologies and absorb innovations. The computed TFP
rates are, in fact, higher than those of many developed countries. when
measured over the same long periods of time. This is certainly true
for the 1970s. when TFP was especially high. The combination of
a decrease in labor inpurs with a remarkably high rate of growth in
the 1970s cannot be explained if we exclude significant exogenous
productivity-improving factors. The unusually high of TFP rates
observed in the 1970s are consistent with the view that the adoption
of new technologies (mainly in agriculture), the removal of barriers,
and the increase in labor productivity contributed to the Palestinian
territories’ economic growth,

We now tumn to another aspect of macroeconomic productivity that
is closely related to demographic conditions. As described earlier, the
Palestinian territories and Israel differ considerably in terms of income
per capita, which are caused by differences in output per worker and
differences in the rate of participation in the labor force (LFPR). The
second factor is especially important in the Palestinian territories:
the LFPR in 1990 was 21 percent in the West Bank, 17 percent in
the Gaza Sirip, and 32 percent in Israel. We can define GNP (or GDP)
per capita as the product of three ratios, as follows:

GNP  Employment = Labor force

Empioy‘mcl:n Labor force Population

GNP per capita
For a given level of labor productivity and unemployment, the higher

the LFPR, the higher is income (GNFP) per capita.
In the Palestinian territories, the LFPR is very low by any standard
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for two reasons: (i) the very large proportion .otlng people in the
total population (approximately half the population is under the age
of 15), and (ii) the very low participation rate of women in the labor
force, which is less than 10 percent in the Gaza Strip and less than
20 percent in the West Bank. The result is a very low GNP per capita
for any given level of GNP per employed worker. Table 2.7 compares
measures of GNP per capita and per worker in the Palestinian ter-
ritories with measures of GDP per capita and per worker in I[srael,
for selected vears (more complete details appear in Table 2A.6)."

The number of employed workers in the measure of GNP per worker
in the West Bank and the Gaza Strip includes workers employed in
[srael, so that this productivity measure is an average of labor pro-
ductivity at home and in Israel. When comparing columns (3) and
6} in Table 2.7 panels (a} and (b), we see that the relative differences
of income (GNP) per capita between the Palestinian territories and
lsrael decreased over time. In the West Bank. the decrease was more
significant; income per capita there was 13 percent the [srael level
in 1963, rising to 27 percent in 1990. In the Gaza Strip, income per
capita rose from 9 percent of the [srael level in 1968, to 14 percent
in 1990,

Productivity differences berween the Palestinian territories and [srael
were smaller, and here, too, the gap narrowed. In 1968, GNP per
worker in the West Bank was 27 percent of GDP per worker in Israel
and the ratio for the Gaza Strip was 21 percent. By 1990 these ratios
had increased to 42 percent in the West Bank and 28 percent in the
Gaza Strip. Column (7) of Table 2.7 shows the ratio of the employ-
ment rate in the labor force in Israel and in each of the Palestinian
territories. This ratio could be interpreted as the difference in income
per capita that would have prevailed berween Israel and each of the
Palestinian territories if GNP per worker in the larter had been equal
to GDP per worker in Israel. In other words, column (7) shows the
differences in income per capita attributable to demographic and cul-
tural factors and assuming equal labor productivity. Note that for 1993
income per capita in Israel would still be 77 percent higher than in
the West Bank and 113 percent higher than in the Gaza Strip even
if labor productivity in all three economies were the same. The outcome
of this analysis is that even when labor productivity (in the form of

“ This comparison uses (GNP measures in the Palestinian territories, because it is a
more correct indicator of income. In Israel, the difference berween GNP and GDP is small,
and thos we use the GDP indicator, the commect parameter for productivity purposes.
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Table 2.7
Comparizsans of Labor Productivity in Israel, the West Bank and Gaza
(L85 of 1986)

GNP per capita GNP per employed person Ratio

West Isracl® Ratgo  West  Israel®*  Ratio  (6)/4(3)

Bank (142) Bank (403
(1) (2) (3 (4) (5) =1 (7

a1, The West Bank

and Israel

1 D6E 551 4373 Q.13 3630 13472 027 2.14

1975 1.262 6220 020 6374 19317 033 1.63

1980 1,735 6430 027 §.195 19875 Q46 1.71

985 1604 6793 024 8533 21,312 040 1.70

(L] 2019 T.424 0.27 9316 23,189 042 1.56

1993 2073 B.194 0.25 11,000 24622 045 1.77
b. The Gaza Swip Oaza Guaza

and [srael Sirip Strip

1968 375 4,373 009 2853 13472 0.2 2.47

1975 811 6220 013 $.670 19317 0.24 1.85

1980 038 &430 016 5.741 19875 029 1.30

1985 1,063 6793 (.16 6,061 21,312 028 1.82

1990 1o6s 7424 014 6428 23,189 0.28 1.93

1993 1089 B,194 (.13 6,956 24622 0.28 213
¢. The Gaza Swip Gaza West Gara  West

and the West Strip Bank Strip  Bank

Bank

1968 375 551 (68 2853 3630 079 .15

1975 811 1262 064 4670 6,374 073 1.14

1980 1,038 1.735 0.60 5781 9,095 0.63 1.05

| D85 1.063 1,604 (.66 6061 8333 071 1.07

1900 1066 2019 (.53 6428 0816 0.65 1.24

1993 1.089 2073 0.53 6956 11,009 063 1.20

* For Israel, GDP is wsed instead of GNP,

GNP or GDP per worker) is equalized,” there will still be a 5ign{'ﬁ:nm
gap in income per capita caused by demographic factors. Such factors
are usually much slower to vary, thus one can expect these differences

¢ This is an operation that will require much investment in the Palestinian territories
in order 10 bring capital-labor ratios closer
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(o persist for some time. Table 2.7 (c) also ares the ratios in
the West Bank and the Gaza Strip, showing the West Bank is
both more productive than the Gaza Strip and has a higher LFPR.
Therefore, the relative productivity of the West Bank and its relative
income per capita can be expected to improve more rapidly than in
the Gaza Strip.

f. Other characreristics

To complete this review of the economic characteristics of the Pal-
estinian territories, we should mention two more factors of major
importance: the monetary-financial structure and the labor market, As
both aspects are thoroughly analyzed in later chapters, we will mention
them in passing.

Earlier In this chapter we referred to the Palestinian territories as
having been “provinces™ of the Israeli economy. The outstanding feature
in this context is the absence of monetary independence: Palestinian
territories had no monetary authorities or financial institutions, either
in the form of commercial banks or with the powers of a central bank.
Money supply was, and still is totally determined by the balance of
payments, namely by a quasi “gold standard mechanism.” Neverthe-
less, two important sets of variables, both very closely related to the
monetary system, were (and still are) determined outside these econo-
mies, namely, interest rates and prices. These two factors were almost
totally determined by the lsraeli economy, and reflected economic
trends and policies there. Therefore, money supply in the Palestinian
territories was an endogenous variable that has not been directly
manipulated since 1967. This may be considered an advantage by
some economists, had the Palestinian territories been able to independ-
ently determine the levels of nominal variables (prices and interest
rates). But since the price system was mostly determined by the Israeli
economy, it was irresponsive to domestic trends, while the only
component of this system to be partly determined at home related to
non-tradable goods. Thus, the adjustment mechanism in the economy
and convergence to equilibrium was realized through quantity (real)
changes, not through price changes. This created a clear problem of
instability in real variables on both the demand and supply sides,
which may have slowed down economic activity as a whole.

Another factor operating in the same direction was the lack of a
commercial banking system and a financial network operating to
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transform hold savings into productive capital, without which
a modern nomy cannot operate. In the short period since the
establishment of the Palestinian Authority and its monetary agency,
the Palestinian Monetary Authority (PMA), significant progress is
evident, Ten banks started operating the West Bank and the Gaza
Strip, with a number of branches. The total volume of deposits more
than doubled in 1994 and the amount of outstanding credit more than
tripled. According to the Paris Agreement, the New Israeli Sheqel
(NIS) is one of the currencies circulating in the Palestinian territories,
together with the Jordanian dinar and the US dollar. While the NIS
is used mainly for small current ransactions, the dollar and the dinar
are used as a store of value, and as units of accounts (mainly the
doilar) for large expenditures and real estate transactions.

In spite of these changes, the banking system still plays a minor
role in financial intermediation, and most savings are still held outside
the banking system. The PMA is by no means a central bank. Major
issues that remain unresolved are:

— A decision on the nature of the currency to be used.

— The mechanism that will determine money supply and exchange
rates.

_ The establishment of a banking licensing and supervision system.

— The roles and powers of the PMA in determining monetary policy.

As regards the labor market in the Palestinian territories, where more
than one-third of the labor force used to be employed outside the
domestic economy, this economic phenomenon has been thoroughly
analyzed in other studies,” and is addressed at length in Chapter 3.
There is no doubt that for twenty-eight years of occupation, the
employment of Palestinian workers in Israel was an efficient and
convenient solution for all parties concerned, at least in the short run.
From the Israeli point of view, it provided relatively cheap labor with
appropriate skills for the construction, agricultural and some service
and manufacturing sectors. It kept production costs low, and enabled
producers to remain flexible since they could avoid -investment in
more capital-intensive techniques. The latter is certainly true for the
construction industry in Israel.

A rough, perhaps somewhat upward biased estimate, is that in 1991
Palestinian workers employed in Israel generated a net value added

1 See Kleiman (1992), Angrist (1994), and Farris et al. {1993).
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of $2.3 billion (at current prices) in the Esramunumy."‘ This rep-
resented approximately 4 percent of Israeli in that year. The
Israeli government approved of employing Palestinian workers in Israel
for several reasons: as mentioned above, such labor commributed to
output, especially in some problematic sectors that rely on low wage
labor. Moreover, this activity solved problems of employment and
income generation in the Palestinian territories without requiring gov-
ermment involvement of any kind.

This type of employment was also convenient for the Palestinians.
It certainly was an efficient way to earn an income. Palestinian workers
earned wages that were initally higher than those in the Palestinian
territories. In time, this labor opportunity raised wages in the Pales-
tinian territories, as well, bringing them to a level equal to that of
Palestinian wages in Israel. One of the socially desirable results was
also a decrease in income inequality in the Palestinian territories.
Another advantage, from the Palestinian point of view, was thar worker
remittances that were spent at home generated demand that eventually
contributed to GDP growth. This was the case during the early years
of occupation, 1968-73, when rates of economic growth in the Pales-
tinian economy were especially high.

Since the implementation of the 1993 Washington Agreement. the
employment of Palestinian workers in Israel has been steadily declin-
ing. In 1995 it was less than half the volume of the early 1990s. The
major reason for this end is the strict limitation imposed on the
employment of Palestinian workers in Israel by the Israeli government.
In addition, frequent border closures temporarily prevemt workers
crossing from the Palestinian territories to Israel, All these measures
were enforced to prevent, or at least reduce, the growing terrorism
of radical and fundamentalist Palestinians. As regards the future, it
seems clear that the situation in which one-third or more of the Pales-
tinian labor force works in Israel will not re-emerge. The future rend
will probably be one of a gradual reduction of employment of Pales-
inian workers to a minimum,

The Palestinians face a dilemma, Short-run considerations suggest

** This figure assumes that In each sector Palesrinian workers contributed a portion of
total value added equal to their employment share in that industry. According to this
calculation, they generated 33 billion of total GDP, taking home ST00 million in wages
eamned. The result = 2 nei contribution to Israell GNP of $2.3 billion, or 4 percent of
GNF. This figure may be above average, since in 1991 construction picked up due 10
mass immigration 10 Ismael.
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that the em| ent of Palestinians in [srael should continue, because
it generates ly needed income, and solves unemployment prob-
lems. But it also raises wages in the Palestinian territories themselves,
thus deterring investments and slowing down economic growth. There-
fore, long-run considerations call for a gradual decrease of Palestinian
employment in Israel. The long-run interests of both parties in this
case probably coincide. We may therefore expect the peace era to
generate a mechanism that produces & gradual phasing out of Pal-
estintan labor activity in the Israeli economy.

3. Summary

This chapter presents a picture of two underdeveloped economies. It
is rue that when macroeconomic indicators such as GNP and con-
sumption spending are compared with other countries, the Palestinian
territories seem to be better off than the neighboring Arab countries.
But a correction of the statistics shows that this is not necessarily
50, These two economic systems exhibit a series of anomalies that
require atenton: a large portion of the labor force works outside the
economy (in Israel), and a similar proportion of GNP is generated
in the form of worker remittances. Such over-dependence on the [sraeli
economy is reinforced by exmremely large import flows from Israel.
Other unusual features are the very low levels of investment in pro-
ductive capital, the very high levels of investment in housing, and the
relatively low level of government consumption and supply of public
goods,

The Palestinian economy still does not have an independent finan-
cial and monetary sector. Money supply is entirely determined by the
state of the balance of payments, and is thus a totally endogenous
variable. The price system is almost completely determined in the
Israeli economy, so that it hardly reacts to changes of economic
variables in the domestic economies. In the past the fiscal system
reflected a chronic state of overtaxation that slowed down economic
activity. Since the implementation of the 1995 Washington Agree-
ment, serious problems of tax collection and public finance persist.

All the above characteristics produce an economy with low capital
formation, low capital-labor ratios, and low labor productivity. How-
ever, prospects for economic growth are good, and the contribution
of capital formation to productivity is expectad to be significantly
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tor agricultural products can boost the gmwtl,agn'culmre, The holy
sites in Jerusalem and Bethlehem could attract millions of tourists
when peace prevails. The central location of the West Bank between
Jordan and Israel, with access to Saudi Arabia, Syria and Egypt, and
their common culture, can motivate the development of trade relations.

Not 50 in the Gaza Strip. Resources and land are scarce, the infra-
structure is primitive, and the population is large. The only possible
avenue for development is in the manufacturing sector, but this would
be impeded by the region’s untrained labor force, the lack of services
and industrial surrounding.

A long-run planner could consider several possible development
paths pertinent to the current economic situation. A look at some other
well-developed countries, whose geographical conditions resemble those
of the Gaza Strip, reveals two notable cases: Singapore and Taiwan,
In both these countries, manufacturing is the main economic sector.
the population density is high, there is a shortage of natural resources
and there are no large export markets in close proximity. However,
Singapore and Taiwan differ from the Gaza Strip in at least three
major respects: (i) The labor force is well trained, and there is an
abundance of experts in engineering and the natural sciences; (ii) the
infrastructure is highly developed, with an excellent system of trans-
portation, communications, and other services; and (iii} the level of
entrepreneurship there is high.

The above comparison was presented in order to argue that, on the
one hand, while the Gaza Strip could adopt the industrial strategy of
Singapore and Taiwan, the necessary changes in the structure of the
labor force, infrastructure and entrepreneurship would require huge
investments, a very long period of transition, and the steadfast dedi-
cation of all available resources to that goal. The industrialization pro-
cess requires other pre-conditions as well. For example: supportive
government policy, political and economic stability, and an appropri-
ate legal system.

CHAPFTER EIGHT

PROSPECTS FOR THE FUTURE: SIMULATION AND
ANALYSIS OF ALTERNATIVE SCENARIOS

The general elections held in Israel in May 1996, brought a right-
wing government 1o power, headed by Benjamin Netanyahu. While
the political and economic views espoused by this government are
quite different from those of the previous (left-wing) government, under
Yitzhak Rabin and Shimon Peres, it has nonetheless acknowledged
its commitment 1o the peace process berween [sragl and the Pales-
tinians. In fact, the present government has formally decided to abide
by and implement the Oslo Interim Agreement, in spite of its ideo-
logical reluctance and practical reservations.

The analytcal work in this chapter was done before the 1996
elections, and was based on the assumption that the peace process
would proceed as planned in the Oslo Agreement and aim at the
formulation of a final settlement berween lsrael and the Palestinian
Authority. We believe that in spite of the political events in Israel,
the general nature of the agreement will remain the same as the one
reached with and ratified by the previous government. Progress may
be slower, but—from an economic point of view—it will follow simi-
lar lines.

The purpose of this chapter is to generate an analytical framework
with which to forecast future macroeconomic trends in the Palestinian
territories under alternative scenarios. The estimation of possible future
effects of alternative economic agreements will hopefully make an
important contribution to policy-making, by indicating the means
required to achieve predefined economic goals. Such estimates can
provide insights into the feasibility of alternative plans.

Economic forecasting is, of course, notoriously inaccurate, and the
results, especially very long-run projections, should therefore be treated
with a degree of skepticism. As in most economic forecasting, the
analytical process in this chapter is based on simple econometric
estimates; this always raises serious problems, which become espe-
cially acute in the context of the Palestinian economy. Nobel Prize
Laureate Robert Lucas, in his critique of econometric models (Lucas,
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1976) argues that in periods of major economic change the behavioral
functions in an economy might undergo major alterations, causing
coefficients in econometric equations to lose their relevance for future
forecasting. This is an especially crucial problem when applying econo-
metrics to the Palestinian economy, which has been in an abnormal
state of occupation for 28 years. The Palestinian economy is now on
the brink of a dramatic change and one may question the relevance
of econometric equations estimated on past economic data to forecast
future rends. We offer no answer to this question, However, as shown
later in this chapter, our results are not unusual when compared with
econometric work on other countries; if appropriate qualifications are
applied, these results could be helpful in understanding the ¢conomic
relationships and may also be used in policy-making to prevent the
adoption of inferior solutions.

The model chosen here is as simple as possible. We avoid using
sophisticated econometric techniques that might not be applicable to
the Palestinian territories or to the available data, and that would not
necessarily generate more reliable results. The framework is essen-
tially based on an aggregate demand and supply approach. The demand
side is directly derived from a simple Keynesian model of the real
sector in the economy, ignoring monetary and price-determination
mechanisms. This approach was chosen because (as described in Chap-
ter 6) the Palestinian economy does not have an independent monetary
and financial sector. Money supply is totally endogenous and deter-
mined by the balance of payments. Nominal variables such as the
price system and interest rates are strongly tied in with the Israeli
economy. Thus, we look at the real economic functions generating
aggregate demand in the economy in their most elementary form.

The supply side in the simulation is represented by a simple Cobb-
Douglas type aggregate production function. We elaborate later on
the estimation method and the results. Ar this stage it suffices to state
that an estimate of the supply and demand sides of the national economy
is necessary for the formulation of a comprehensive analysis of existing
and potential future trends and needs, which includes forecasting pos-
sible unemployment, investment requirements fo achieve economic
goals, and the trade flows that will have to be generated in order to
create full employment conditions,
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|. Simulation of the Demand Side

a. The methodology

The demand side simulation is presented in Tables 8.1-8.3. Table 8.1
displays the list of endogenous and exogenous variables, N{.ﬂﬂ that
government consumption and investment spending are defined as
exogenous variables. Since, to the best of our knowledge, these two
variables are not correlated with any other variable, this seems to be
the most reasonable assumption. Factor income from foreign sources
(FIA) consists mainly of Palestinian workers' remittances from lsrael,
and this variable is assumed to be exogenous, although it might be
related to the level of activity and fo the demand for labor services
in the Palestinian territories. Since we were unable to find a satis-
factory relationship berween FIA and other endogenous variables, we
define it as exogenous.

Table 8.2 presents the identities and uﬁtimu:ed equations. Qur
approach is based entirely on estimating a set of hehaviprai equations
{consumption, investment, etc.} and combining them into the basic
identities of national accounts in order to obtain estimates of “de-
manded GDP" (or GNP) in the economy. The equations in the model
are all linear, and were computed as ordinary least squares (OLS)
estimates.’

The demand side model in Table 8.2 is presented in general terms.
It is based on a set of identities, of which identity 10 is probably the
most important, since it identifies the demanded level of GDP in the
economy. To build the estimates of the various variables in 1den-_
tity 10 (consumption, investment, government demand, etc.). a set_ of
equations is estimated, one for each of the relevant dﬂmﬂnd—ﬁ!-dt:
variables. Nine equations are estimated: one for private consumption

| One might criticize the use of OLS estimates in an econometric model, since w'_ul:h
models wsually use simulianeous equation techniques. In our case, simultansous eqoations
were estimated using two-stage least squares measurcs, whiose cu#’mrn:s were nol s:.g:u.n-
cantly different from the opes estimated with OLS, and their fit 1o acmal hgures was
inferior to the ones shown here. Since our main interest is in forecasting, we chose the
model that gave the hetter fir, namely the OLS estimates, and not the one that in theory
provides more statistically correct coefficients Intriligator (1978), Ch. 11, gives a long llst
of cases where OLS estimates should be considered as an appropriate and desired rech-
nique for the estimation of simultaneous equations, especially when the model is recursive
(and our model has & strong recursive slement), Moreover, the major purpose of the
present sudy is forecasting, not testing, hypotheses. The two features justify the use of
OLS instead of two-S5LS or three-SLS estimates,
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Table 8.1
List of Variables—The Demand Side

Endogenous variables Exogenous variables

GDP Gross domestic Fla Factor income from
products at market forgign sources
prices
GNP Gross national FPA Payments to foreign
product factors
E Aggregate demand TFG Government transfers to
the private sector
C Private consumption UTF Foreign transfers to the
privale sector
DIP Private disposable IGOY Government investments
income

TIND MNet indirect taxes G Government expenditures
in the Palestinian

cComomy

I Gross fixed capital DIPISE6  Disposable income in
formation [srael

MNDUS  Investment in the RIDNIS  Real exchange rate of
business sector Jordanian Dinar in NIS

[HOUSE Investment in AFF Domestic product of the
residential buildings agricultural sector

ISTOCK Investment in stock T Time

X Exports D Dummy variable

XIS Exports to [srael

XOTH Exports o other
countries

M Imports

IMIS Imports from Israel

IMOTH  Imports from other
couniries

spending, two for tax revenues, two for private investment, two for
exports, and two for imports. A dynamic element is introduced in two
of the equations (privaie consumption and investment in residential
construction) by using a one-year-lagged dependent variable as an
explanatory variable.

The model in Table 8.2 is estimated for variables denominated in
US dollars al constant 1986 prices, for the West Bank and the Gaza

—
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Table 82
Simulation Equations—Demand-Side Mode!

Funciions

~1 LA e L b

=

C = a, + by DIP, + b,C,, (consumption function)
D = 2, + ba, GNP (direct taxes)

TIND = a: + by GDP (indirect taxes)

INDUS = a, + by GNP (investment in production)

. [HOUSE, = a« + by DIP + by, THOUSE,, (investment in housing}

XIS = a, + by DIPISE6 (exports to Israel)
XOTH = a4 + by RIDNIS + by, AFF (exports 10 other countries)
IMIS = @, + by GNP (imponts from Israel)

. IMOTH = & + by GNP (imports from other countries)

ldentiries

10.
11.

12.

13.
14.
L5,

E=C+1+ G+ X - IM (aggregate demand)

GNP = GDP + FIA — FPA (gross national product)

DIP = GDP - TIND + FIA - FPA - TD + TFG + UTF (disposable
income)

| = INDUS + IHOUSE + GOV (total investment)

X = XIS + XOTH (total exports)

M = IMIS + IMOTH (total imports)

Table 8.3
The Estimated Demand-Side Model®

e

. Imports from Israel”

. Gaza Sirip

R? D.W.

. Consumption®

C, = 0.6122 Dip + D.2487C, (0.974 1.90
(7.15) (221

. Exports 1o Israel”

XIS = + 0.00652 Dipis86 0.2 1.71
(9.79)

. Exports to other countries |

XOTH = -60.98 + 10.81RJDNIS + 0.858AFF — 1.54 x TIME
(-2.63) (3.95) (4.50) {-5.5%)
0.72 L.97

IMIS = 189.53 + 0.378 GNP 0.81 2.00

(2.73) (2.80)
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Table 8.3 (cone.).

3

L0,

. Indirect taxes

Imports from other countries
IMOTH = 10,610 + 0.0519 GNP
(2.57) (5.92)

. Investment in the business sector™ ©

[INDUS = 0.039 GNP
(5.51)

. Investment in housing*

[HOUSE = 0.046 DIP + 0.710 [HOUSE,
(2.577) (5.69)
b
TIND = +0.028 GDP
{3.64)

Direct taxes™ ©
TD = 0.055 GNP
(B.98)
b. The Wesr Bank
Consumption®
C, = 10910 + 0.27 DIP + 0.58 C._,
(3.90) (3.27) (4.96)

. Exports o Israel®

XI5 = 0.00387 DIPISEG + 0.20 AGIND
(3.27) (2.82)

. Exports to other countries

XOTH = —61.44 +24.56 RIDNIS + 0.12 AGIND
(-3.85) (6.03) (3.11)

. Imports from [srael

IMIS = 7821 + 0.38 GNP
(2.17) (11.52)

. Imports from other countries™ ©

IMOTH = 0.0556 GNP
(11.30)

. Investment in the business sector™ ©

INDUS = 0.0526 GNP
(9.50)

. Investment in housing™ ©

IHOUSE, = 0.078 Dip + 0.427 IHOUSE, ,
(4.08) (2.75)

. Indirect taxes

TIND = 14.88 + 0.023 GDP + 44.59 Dg3g4!
(2.82) (3.78) (6.68)

0.66

0.70

0.50

(LEI

.38

(.98

(.60

0.84

(.59

0.47

(47

092

0.78

1.69

2.30

1.58

1.78

.84

F——_
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Table 8.3 (cont.)

8. Direct taxes
y ?D - _6.375 + 0.044 GNP 0.86 1.60
(—1.49) (10.74)
19. Investment in inventories”
ISTOCK = —107.475 + 0.539 AFF 0.82
(-7.45) (B.79)

1
3

* Figures in parentheses are t-values. .
1 LM tests for serial correlation show that no serial correlation exists at the

109% level of significance.
b This equation is estimated using the Cochrane-Orcutt procedure
¢ The hypothesis that the conslant is zero was accepted.
i DE3R4, a dummy variable, equals | for 1983 and 1984,

Strip separately. The estimated equations appear in Tulﬂe 8.3, and
reveal several interesting points. First. all the coefficients 1:-.-1»1: the
expected signs. From an economic point of vie.w. therefore, |he
Palestinian territories react as expected to economic chu.n_ge, -:Iln:sw_re
the unusual political situation. Secondly. the consumption lunct}un for
the Gaza Sirip shows that the marginal propensity 0 CORSUME 15 [}.ff'
in the short run, for transitory changes in disposable income, and f]_. i7
for permanent changes in disposable income. The_ carrespgndmg_
numbers for the West Bank are 0.27 and 0.69. An increase in gco-
nomic activity (GNP) stimulates productive invt:s[!‘nenl_*i sl1ghﬂ:.f., but
has a major positive effect on residential construction. _Anmher 1ntlv.=:r-
esting finding is the low coefficients in the tax equations, implying
that the effective tax rates are very low by Western standards.
The validity of the model can be verified if we apply it 10 the past
and test ils fit to actual data. Technically, we estimate all the endo-
genous variables by introducing actual exogenous variables in the
equations in Table 8.3. . o _
The fit of this equation model to reality is th}\h‘.ﬂ graphically in
the set of Figures 8.1-8.20. The general impression is that the Fnudcl
provides a satisfactory forecasting instrument for the demnqd side of
the Palestinian economy. Nevertheless, there are several deviant cases.
Two major causes are responsible for these deviatluns:.une is ulw:
political climate, and the second is the availability of reliable statis-

tical data.
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Figure 817, [nvestmenr in the Business Secror: The Gaza Strip
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Generally speaking, the demand side simulaton provides a better fit
for the West Bank than it does for the Gaza Strip. The West Bank
data may be better than the Gaza Strip data. Moreover, it is certainly
possible that non-economic effects or shocks have a stronger impact
in the Gaza Sirip, leading to more widely fluctuating economic behavior,
representing weaker economic logic. The Gaza Strip is therefore a
more difficult system to simulate artificially. As we will see later, this
is only true for the demand side. not for the supply side of the two
economies in question.

b. Analvsis of the results

The following brief discussion describes some of the most interesting
results. A comparison of Figure 8.1 with Figure 8.11 illustrates the
better fit of the demand-side model for the West Bank. The relative
and absolute differences between estimated and actual values of
demanded GDP (at market prices) are significantly smaller for the
West Bank than for the Gaza Strip (the average error term is 5 percent
for the West Bank and 8 percent for the Gaza Strip). The major
component in demanded GDP in both economies is private consump-
tion. Figures 8.2 and 8.12 show that the consumption estimates are
more accurate and of better quality for the West Bank than for the
Gaza Strip.

The estimates of demanded GDP for the West Bank do not capture
the fluctuations generated by the bi-annual nature of olive tree yields,
which are clearly visible in the actual values of GDP. Private con-
sumption, though strongly related to GDP, exhibits a much smoother
curve of actual values, with more moderate fluctuations; this is prob-
ably due to the determination of private consumption by permanent,
rather than by mansitory income.

A surprising result is related to the intifada years. Actual GDP and
private consumption values in these years would a priori be expected
fall short of the respective estimated values. In the West Bank we
find the opposite result (Figures 8.1 and 8.2), and in the Gaza Strip
there is no clear effect. The findings for the West Bank require expla-
nation. The first factor contributing to this surprising result is dynamic:
olive crops in 1986 were unusually high, raising GDP 23 percent
above the level of the previous year. The result was a 17 percent rise
in private consumption in 1986 year and another 7 percent in 1987.
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This bumper crop represents a dynamic (long-run) effect on private
consumption, which may have offset the possible negative effects of
the intifada on this variable.

The second factor is probably directly related to the political and
security conditions during the intifada. From 1988 onward, disposable
income per given level of GDP rose; this was caused by a steep drop
in tax collection in the West Bank (Figures 8.9 and 8.10). Indeed,
actual direct and indirect taxes were substantially lower than in pre-
vious years and lower than their estimated values. It is not clear why
this decrease in tax collection occurred. If difficuities in tax collec-
tion were aggravated by security problems or dissent, then the ques-
tion is why did direct tax revenues in the Gaza Strip rise until 1989,
We have no answer. The fact is that tax collection did fall in the West
Bank during the intifada years, and private consumption did rise, rais-
ing GDP. .

A third factor contributing to the upward GDFP bias is a significant
rise and upward bias of business capital formation at the same time
(Figure 8.7). The investment functions for both the West Bank and
the Gaza Sirip are highly cyclical. The estimates do not capture the
cycles, although an attempt was made [0 use accelerator models.
Nevertheless, the actual investment data (Figures 8.7 and 8.17) sup-
port the hypothesis that investments do follow an accelerator or cvclical
patterni in both Palestinian territories.

Exports from the West Bank to Israel are strongly related to Israel’s
disposable income level and to the West Bank's supply of exported
goods, as represented by the sum of agricultural and industrial outputs
{equation 11 in Table 8.3). West Bank exports (o other countries are
strongly affected by the exchange rate of the Jordanian dinar, and b:".
outputs of exportable goods. Figure 8.4 shows the powerful effect of
olive crops on West Bank exports,

Imports from Israel to the West Bank are closely related to ]':"fal
GNP (national income). Imports from other countries are also statis-
tically significantly related to GNP in the West Bank. Nevertheless,
as Figure 8.6 reveals, the actual values of this variable exhibit a cyclical
pattern that is amazingly similar to the cycles of business inw;stmenls
(Figure 8.7). The implication is that most imports from countries other
than Israel consist of capital goods, while most imports from Israel
are consumer goods. For forecasting purposes, we leave the imports
from “other countries” equation (equation 14) as is, and do not intro-




206 CHAFTER EIGHT .

duce domestic business investment as an explanatory variable because
we believe that in normal times imports from other countries will also
include consumer goods.

The exports and imports equation generate a worse fit for the Gaza
Strip than for the West Bank. Exports to Israel are clearly related to
the level of disposable income in [srael, but they are apparently more
strongly related 1o supply variables in the Gaza Strip. In other words,
as in many small economies, Gaza Strip exports are determined mainly
by domestic supplies of exportable goods, and less by foreign de-
mand. Exports to other countries are affected by real exchange rates
and by agricultural output. The fluctuations of the export variable are
captured by the model, but there is a systematic bias of the estimates
compared with the actual values, which the model does not solve.

Imports from [srael are strongly related to income (GNP) in the
Gaza Sirip. As in the West Bank, this relationship mostly represents
consumer goods. Imports from other countries are also clearly related
to income, but actual values fluctuate (Figure %.16) and indicate a
cyclical behavior. Unlike the West Bank case, the cycles here do not
coincide with cycles of business capital formation, and consequently
we may not infer that this component of total imports consists mainly
of capital goods.

2. Simularion of the Supplv Side

The supply side of the Palestinian economy is represented by two
aggregate production functions relating the level of domestic output
(GDP at factor prices) to the employed labor input, to capital input,
and to the time variable. The research goal in estimating production
functions is to develop the ability to estimate potential output. A com-
parison of the estimated demanded and actual outputs is the basis for
assessing fumure unemployment levels. Such comparisons may also
shed light on the effect of macroeconomic conditions on the volume
of international trade and trade balances. Aggregate production func-
tions in conjunction with the levels of capital formation are also a
necessary instrument for estimating productivity in general, and labor
productivity in particular.

We estimate Cobb-Douglas production functions involving constant
returns to scale. The estimated production functions are of the fol-

lowing type:
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Y = Ae# K* LU

where: Y denotes GDP at factor prices, t is a time variable, K and
L denote capital stock (two options are used: capital stock with housing
and capital stock without housing) and the number of employed work-
ers, respectively. A is a technological coefficient, g is an average meas-
ure, over time, of total factor productivity (TFP), and a and (1-a) are
the shares of capital and labor in GDP, respectively. The preduction
functions were estimated for both the West Bank and Gaza Sirip.

Direct estimation of the production function was not possible because
of a serious problem of multicollinearity. We therefore use an indirect
method, based on statistical information on the shares of labor and
capital in GDP from which we derive the following coefficients: A
{the technological coefficient) and g (the rate of technical change). In
some cases, dummy variables were used in order to capture qualitative
factors such as the eifect of the inrifada. The estmated regression
gquation is:

In¥, = nA + gt + alaK, + (1-a)al; + b0y + b,

where a and (1-a) are directly computed from the statistics as the
capital and labor shares in GDP, respectively; and D, and D, are
dummy variables. The results of this estimation procedure appear in
Table 8.4.

A series of reliability tests were applied to the data that served in
estimating the production functions in Table 8.4. We ran two ests,
recommended in Inwiligator (1978, Ch. 8)

a In the first test we estimated the equation:

Y;'rl_. = A‘.wllfp:ll_l.llliﬂF’l‘

where s = 1/(1 + P) is the elasticity of substitution between capital
and labor and W/P denotes real wages. In order to rely on the
Cobb-Douglas form, the estimated elasticity of substitution s can-
not be statistically significantly different from .

b. In the second Cobb-Douglas test we regress a factor share, say
(1-a), against the capital-labor ratios, and expect to find no statis-
tically significant relationship. In other words, when the statis-
tically measured (l-a), is regressed against (K/L), as follows:
{1-a), = ¢ + b(K/L), coefficient b has to be statistically insignificant.

Our data are consistent with these two Cobb-Douglas tests, and
therefore the equations in Table 8.4 may be considered reliable.
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A comparison of the computed levels of GDP with the actual levels
is graphically displayed in Figures 8.21 to 8.24, which show an excellent
fit for the West Bank and even better fit for the Gaza Strip. The
average error term for both regions is approximately 3 percent. The
figures leave no doubt as to the accuracy and reliability of the esti-
mated production functions.

The coefficients in Table 8.4 indicate that the West Bank has a
higher share of capital and a lower share of labor in GDF than does
the Gaza Strip. One interpretation of these coefficients is that the
technologies used in the West Bank are more capital-intensive than
those in the Gaza Strip. True. technology factor A is very similar in
the West Bank and Gaza Serip production function equations: in fact.
there is no statistically significant difference between the estimates of
A. However, the West Bank has a consistently higher total factor pro-
ductivity { TFP—the coefficient of the time variable), which may imply
that the neutral technological change generated by the phenomena we
define as TFP was stronger in the West Bank. The West Bank seems
to have been more efficient in adopting new technologies and con-
verting them into higher levels of output. In both territories, the innifada
dummy variable generates a negative and significant coefficient. The
numerical value of these coefficients indicates that the West Bank
suffered a loss of 17-25 percent in total productivity and the Gaza
Sirip—12 percent (the lower figure for the West Bank, 17 percent,
seems to be more realistic).

The coefficient of the olive crop dummy variable in all equations
is approximately 10 percent, implying that the bi-annual olive crop
generates an average GDP fluctuation of approximately 10 percent.

Table 8.4 provides a simulation instrument that can be used to
estimate interesting parameters. For example, if the entire labor force
in the West Bank were be employed at home, and the capital stock
remained constant, both average output per worker and the average
wage rate would decrease by 14 percent (13 percent in the Gaza
Strip). If only 50 percent of the workers employed in Israel were re-
absorbed into the West Bank or the Gaza Strip, the decrease in output
per worker would be approximately 8 percent in both Palestinian
territories.

Another calculation relates to the level of capital stock that would
be required in the Palestinian economy to absorb all the Palestinian
workers employed in Israel, provided that output per worker remains
constant: $2.0 billion in the West Bank and $1.2 billion in the Gaza
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. Tahle 8.5

Estimated Values of Future Macreecanomic Variables: Demand Side
Estimates—Baseline Scenario (mill. 1986 US3 unless otherwise stated)

Strip {in 1986 prices). These figures are a first approximation of the
sums required for simple development programs in the Palestinian
territories. The calculations assume that the production functions re-

main the same; naturally, under normal conditions technological change 1990 000
and increased productivity would be possible. = : & —_—
West Bank Gaza Strip West Bank Gaza Sirip
3. Prospecis and Scenario Analysis -I" GDP 1,454.0 428.1 3.]I]£.l 687.7
2. Average annual - - 3.8 4.9
The econometric simulation model is now used to estimate potential EEIL;(;:I-;IHEE-.
future trends, to identify possible macroeconomic features and prob- 3. GNP 1.890.6 6678 2.745.3 1.035.5
lems, and for a quantitative assessment of future needs. 4. Average annual = — 3.8 45
percent change,
a, Baseline scenario—ithe demand side 5. Ejirc:ugrcmm:m 583 137 _142.3 20
We begin with the baseline scenario of the demand side, which provides surplus (incl.
estimates of various macroeconomic variables under existing condi- govt, investment) s B
tions. The values of these projected variables are generated assuming 6. Percent of GNP 0.3 1 e Wi
that the exogenous variables will follow the same trends that existed 7. Towml E{f-'-'cmrr.:cm 4Ll 3 Ml o
in 1980-90. The endogenous variables are all computed within the sll.lrplus nshiding
; e : ; VAT + import
equation systermn presented in Tables 8.2 and 8.3. dirtee. tolleciad
The outcome of this exercise is partly displayed in Table 8.5. The b Tariisl
purpose of the selected projections shown in this table is to charac- 3 Percent of GNP 2.2 4.7 2.7 10.3
terize the nature of macroeconomic rends in the Palestinian economy, 9. Trade surplus _576.0 ~280.2 —820.9 -391.0
assuming that the perceived present behavioral and technological equa- 10. Met factor income 4363 239.7 6441 347.5
tions remain unchanged and that existing economic conditions and 11. Unilateral transfers 494 65.4 37.5 84.9
trends will persist. This stylized profile will serve as the basis for I 12. Current account -90.3 249 -148.2 414
comparison in assessing future policies, and will reveal some of the | surplus (total)
fundamental problems in these economies. ' 13. Percent of GNP 4.7 3.7 —3.3 3.0
Table 8.5 shows a selection of anticipated future variables that are 4. Trade surplus with 1209 43 el 12
of special interest for 1990 (actual values), 1996 and 2000. The year { Is‘m'_"'l Cneliding
1996 was chosen in order to avoid the problems related to the bi-annual | - 28 0 60.8 174.2 965.3
feature of olive crops on the West Bank (using an even-numbered I & ameaticaty b ' i '
FE g employed workers
year eliminates this problem). i (thousands)
a. Economic growth and employment. In the baseline scenario, eco- | 16 Labor fhice 1997 108.0 250.7 143.5
nomic growth based on the demand side is expected to be faster in {thousands)
the Gaza Strip than in the West Bank, largely because of the stronger 17. GNP per capita 2,019 1,065 2,258 1,188
sensitivity of exports in the Gaza Strip to increases in disposable 18. Annual average = = L1 L0
income in Israel. In other words, Gaza Strip exports to Israel, which . percent change

account for approximately 90 percent of total exports, are expected
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to rise faster than West Bank exports, thus generating more rapid
economic growth in the former region. Bear in mind that this result
is based on an extrapolation of trends from 1980 o 1990,

In the case of the West Bank, GNP growth is expected to be similar
to GDP growth, unlike the Gaza Strip where GDP is expected to grow
faster than GNP. The anticipated annual rates of growth are around
4 percent, which would be considered fairly high in developed coun-
tries. However, in view of the development needs of the two territories
and their production capacity, such rates of growth are very low, and
guite inadequate for the Palestinian economy's needs.

As shown in lines 15 and 16 of Table 8.5, the employment gen-
crated by aggregate demand (GNP) is significantly lower than the
respective labor forces in both territories. The employment figures are
produced by combining the projected demanded GDPs (line 1) with
implied future values of the capital stocks and the estimated aggregate
production functions in Table 8.4. The future labor force is estimated
by simply extrapolating from the trends in 1980-90. Line 15 indicates
that when TFP and the projected growth of capital stock are accounted
for, the demanded level of GDP in the West Bank in the year 2000
is expected to generate an employment level of approximately 174
thousand workers—far less than the projected labor force of 250 thou-
sand. In the Gaza Strip, the number of domestically employed workers
is expected to rise to 96.3 thousand, which will still be far below the
projected size of the labor force (143.5 thousand). If Palestinian workers
are not allowed to work in Israel, the baseline scenario predicts
unemployment levels of 31 and 33 percent in the West Bank and Gaza
Strip, respectively.

These figures, though they could be inaccurate and the projection
might have a significant error term, highlight a serious problem: the
Palestinian economy has in the past, and is expected to suffer in the
future from chronic overcapacity, or deficiency of demand levels. In
the past, most of the surplus labor force was employed by channeling
Palestinian workers to Israel. If the present scenario materializes, the
Palestinian economy will either suffer from chronic and rapidly increas-
ing unemployment, or will come to depend permanently on Israeli and
other foreign labor markets for employment {or both). The second
possibility seems unlikely, because neither Israel nor the Palestinians
desire it (see Diwan and Walton, 1994) on ideclogical, political, social,
security, and purely economic grounds. Indeed, as shown in the next
section, in the long run it would be beneficial (in terms of GNP and
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productivity) for Palestinians working in Israel to switch to jobs in
the West Bank and Gaza Strip, thereby increasing their GNP and
correctly reallocating their labor force.

There is no doubt that the phenomenon discussed above is one of
the fundamental problems of the Palestinian economy. Persistent defi-
cient demand and high unemployment will have inimical social and
political effects, will contribute to the creation of a stagnating economy,
and will waste available resources. Success or failure in creating
productive employment for these workers, and in bringing actual
national output as close as possible to potential output, might make
the difference between creating a modern and growing economy similar
o newly-industrialized countries (NICs), or generating a third-world
[ype economic system.

The demand policies that should be implemented are obviously
those that stimulate aggregate demand. Such policies should be con-
sistent with the effective constraints of the economy and should serve
the long-term goal of economic growth and development. Recent liter-
ature in economic development suggests that a stable macroeconomic
environment, undistorted foreign exchange markets, and openness to
international trade are conducive to sustainable economic growth
(Fischer, 1993; World Bank, 1991). Therefore. the policies designed
1o increase demand components (investment, government spending on
public consumption and investment, and desirable exports) should seek
to avoid high inflation, excessively large budget deficits, and massive
intervention in the international trade and foreign currency sectors.
We will return to some of these aspects below.

b. Government deficits. In the baseline scenario, direct budget
deficits (including government investment) are expected to rise in the
West Bank and fall steeply in the Gaza Strip. These opposite trends
stern from the higher growth of projected tax revenues in the Gaza
Strip, which will be generated by the faster growth of income there.
Moreover, the growth of government spending (which is an exoge-
nous variable in our model) is expected to be lower in the Gaza Strip:
the budget deficit here is expected to virtually disappear by the year
2000. In the West Bank, on the other hand, it is projected to rise to
5 percent of GNP.

Lines 5 and 6 in Table 8.5 provide a partial picture of the fiscal
conditions in the Palestinian economy. As shown in Chapter 2, effec-
tive tax collection by the Israeli government in the Palestinian ter-
ritories before the implementation of the Oslo Agreement was much

?—'
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higher than suggested by the official stau‘stics.c difference can be
attributed, among other things, to the VAT collected by the Israeli
government on Palestinian imports from Israel and w customs duties
levied by lsrael on imports from abroad. When these taxes are added
o government revenues, the apparent deficits appearing in the sta-
tistics of bhoth the Gaza Strip and West Bank are transformed into
substantial surpluses (lines 7 and 8 in Table 8.5). In the year 2000
these surpluses are expected to reach 2.7 percent and 10.3 percent
of GNP in the West Bank and Gaza Strip, respectively.

The Paris Agreement (see Protocol, Articles V and VI) provides
for a system of tax collection refunding between the Israeli govern-
ment and the PLO. Custom duties collected by [srael on Palestinian
imports passing through Israel and VAT revenues from Palestinian
purchases of goods and services in Israel are to be refunded to the
Palestinian Authority. A 75 percent refund of income taxes collected
in Israel from Palestinian workers was also agreed upon. If these
principles are implemented and preserved in the future, the tax rev-
enues of the Palestinian Authority will exceed the projections of tax
revenues based on Israeli direct tax collection in the Palestinian terri-
tories during the years of occupation (which was in any case rather
limited, owing to enforcement problems). Therefore, the estimates that
take into account indirect VAT and custom duties collected on imports
from Israel and the rest of the world (lines 7 and 8) are probably
more realistic as far as povernment revenues are concerned.

As for government spending, the estimates are clearly downward
biased since they are based on Israeli government expenditure in the
Palestinian territories, which was relatively low—8-9 percent of GNP
in each territory.

The above findings are important because they demonstrate thar if
existing taxes are levied and collected, the government in the Pal-
estinian economy will have substantial public resources at its disposal
for spending on public consumption and investment, without neces-
sarily creating a budget deficit (subject, of course, to the effective
enforcement of tax laws by the Palestinian Authority). At any rate,
an increase in public spending, using these or other resources, will
contribute both to the generation of badly needed public goods (edu-
cation, health, etc.), in addition to infrastructure. Furthermore, such
a policy will certainly increase aggregate demand, thereby reducing
the level of unemployment (or the level of employment abroad) and
narrowing the gap between actual and potential GDP.

12 L
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c. The bu.- of external trade. Lines 9—13 in Table 8.5 indicate
that if existing trends continue, both the Gaza Strip and the West Bank
will eventually have growing trade deficits. When income and unilat-
eral transfers of foreign workers are accounted for, the West Bank
will still face a current account deficit exceeding 5 percent of its GNP
in the year 2000. The Gaza Strip, however, is expected to develop
a rising current account surplus, reaching 3 percent of its GNP in
the year 2000. In both cases these projections are downward biased,
because large-scale private and public investment is expected in both
the West Bank and Gaza Swuip. The present levels of imports and
exports are therefore probably not the appropriate basis for a simu-
lation of future trends.

The investment projects, if and when they materialize, will cemainly
increase imports in the short run. In the longer run they will increase
the supply of traded goods and improve international competitive-
ness, possibly increasing exports. In other words, both exports and
imports are expected to follow different trajectories than the ones
projected in the baseline scenario. An important result appears in line
14 and indicates that both Palestinian economies are expected to have
trade deficits with Israel, over and above the size of workers' remit-
tances.” The prospects in this context are woubling, especially if a
free-irade agreement is envisaged berween Israel and the Palestinian
economy. The viability of such an agreement becomes doubtful when
bilateral rade flows are seriously unbalanced, as such imbalance can
tempt the Palestinian party to violate the agreement or abolish it al-
together—a unilateral measure that is both economically undesirabie
and politically unhealthy,

The anticipated current account deficits imply that the Palestinian
economy will first have to receive foreign credit or foreign aid, or
both, in the foreseeable future in order to finance its current account
deficit. The limits of this foreign exchange financing represent a foreign-
currency constraint, which applies to investment, government expend-
iture and other employment-generating components of aggregate
demand. One important way of stimulating domestic employment by
enhancing demand without stretching the foreign-currency constraint

! Mote, however, that future Palestinian trade relations, especially with Israel, need not
necessarily follow present or recent past trends, although forecasts of uneven bilateral trade
fows of similar magninedes berween [srael and the Palestinian economy have been made
In other studies as well (Armon and Weinblat, 1994; and Halevi, 1994),
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is by increasing exports. This solution calls for an ourward-oriented
growth strategy that emphasizes improving the international competi-
tiveness of the economy.
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b. The supply side—Baseline conditions and scenarios

We now turn to look at the projections emerging from the supply side
equations (Table 8.4). Reference to the production functions was made
in the previous section, when projected employment levels were
compared with the respective labor forces in the two Palestinian
economies. The importance of the supply side analysis is in providing
insights into potential levels of economic activity, and in estimating
the human and technological requirements for achieving a variety of
economic goals (as shown in Luski and Weinblatt, 1994a. 1994b).
Projected levels of potential GNP and GDP and their growth rates
under a variety of assumptions appear in Table 8.6. Line | in Parts
a and b of the table represent the projected levels of potential GNP,
GDP, and their per capita values in the West Bank and Gaza Strip,
assuming that existing (1980-90) trends will continue. They are sig-
nificantly higher than the projected rates of growth of demanded GDP,
which implies that a significant portion of the Palestinian fabor force
will continue to be employed in Israel. The projected increase in the
domestic labor force, capital stock, and productivity in this scenario
generate average annual growth rates of potential GDP of 6.2 and
5.8 percent in the West Bank and Gaza Strip, respectively. The
corresponding figures for potential GNP are 5.7 and 5.1. Recall that
in the same period, the projected growth rates of demanded GDP
(Table 8.5) were 3.8 and 4.9 percent, and demanded GNP—3.8 and
4.5 percent for the West Bank and Gaza Strip, respectively. Clearly,
growth on the supply side significantly exceeds growth on the demand
side, providing more evidence of what we believe is the fundamental
economic problem of the Palestinian economy: a deficiency of demand.
Existing levels of demand are inadequate to absorb potential levels
of output. This conclusion is based on the minimalistic case, assuming
that large-scale employment of Palestinian workers in Israel will con-
tinue. In the more realistic case—the repatriation of all or most Pales-
tinian workers—the gap between potential and actual GNP will widen,
and projected potential unemployment will be much greater (lines 2
and 3 in Parts a and b of Table 8.6).

Table 8.6

Potential GDP and GNP: Alternative Scenario Esfimates

GNP per capila

GNP

GDP per cupita

GIhP

Year and Scenario:

(1986 LISS)

1986 LUs%)

(1986 LISS) (mill

1986 LISE)

{mill.

Value Annual %

change

Value Annval %

%

Yulue Annual

o

ge

chan

Yalue Annual

a. The Wesr Bank

| Bt

1.553

1,454

1990 (actual values)

2000

51

3.249%

39

35

2,181

6.2

[ ]

i)

(o}

L. Existing trend (1980-1990) (baseline scenario}

2. Repatriation of all workers from Isracl

1.5
f. B

5

2 1.6
58

1.5

3929

3642

B

3,325

3. Repatriation of half the workers from lsrael

Assume §1 billion addirional invesiments

2

6.0

3374

4,033

L8
79

.l

2,245

6.5
(18]

2,729
4.044
1433

1.1 Baseline scenario

1.0

3326

of all workers from Israel

2.1 Repatriation
3.1 Repatriation

Assume 3
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1.1

3,739

B13

i~

a0

of half the workers from lsrael

Billion additional investments
1.2 Baseline scenario

59

2

134 4.2 3,494 6.3
B3

7.0

2 850

L |
L |

of all workers from lsrael

Repatriation
3.2 Hepatriation

15

94 2939 G.6 3889

3574

of half the workers from Tsrael
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I A series of interesting inferences may be drawn from Table 8.6. A
- e sae a9 comparison of the projected rates of growth in the baseline scenario
(line 1) with the case of all Palestinian workers in Israel returning
2 g95 o= zoo home _Fur -:mpi:::.}-.mem :que L_’} revc;ls mu_i repatriation makes a
i 5 s T R T dramatically positive contribution to increasing the growth rates in
. both territories for potential GDP and GNP. With respect to potential
GDP, this is not surprising, since repatriation implies that domestic
| Baa el Saw employment grows by almost one half. The finding regarding GNP
is less trivial. The substantial increase in the rate of growth of this
5 max 2tz 3o »I'armbie implies 1]1.‘.1[ the !’alesuman economy wnu];l gain a great deal
e e == =M from the reallocation of workers from the [sraeli labor market to
T T . domestic employment. Thus, the Israeli-employed Palestinian workers
generate a higher net national income when employed at home than
| BeR Rw See ‘ when employed in Israel. To illustrate, in the year 2000, West Bank
l GNP would “gain™ $620 million (in 1986 prices), approximately 20
2 mos cea @ percent of their projected pulf:nl.:ul G.-\!P {in t.he. baseline case 1, i!' all
2. e — Fe= FnA workers were to return home for work. The gain is smaller in the Gaza
- ik = Strip—only $77 million, or approximately 7 percent of their projected
_ GNP, But it is important to qualify this optimistic picture, as at least
I @& E - aan =Swme two conditions have to be met for such potential growth to occur:
i (i) the occupational compesition of the lsraeli-employed Palestinian
G e G gk workers should suit the needs of increased production in the West
Y fCR = * & - = Bank and the Gaza Strip, and (ii) demand will also have to increase
B - -~ in order to absorb the additional output.
) E 2 The above discussion, facts, and estimates raise an interesting point
i B o o about economic development in light of new growth theories. The
| §; = E s é £ extraordinarily rapid economic growth of East-Asian NICs has led
E E E % E : % E HZ many economists to believe that the outward-orientation of these econo-
Beat £z £ E 2 mies created enormous productivity gains (see, e.g., Krueger, 1990),
- £2 E3E BE an argument challenged by Young (1993). While Young does not
g g2 ,,; e i te contest the fact that these economies are indeed outward-oriented, he
o % 3 FL ¥ R claims that most economic growth in these countries should be at-
gr'n # - :‘3 2 F2E.R 3 tributed to the extraordinary rates of crude factor accumulation (in-
7 Z®REs3 ;‘5: B8 3 E TS cluding massive investment in and a sizable growth of the labor force
= g £ %53 ;:; 3 g E 5 2 EE through increased participation rates). In his view, these changes explain
8§ oo ES553 HE23 ¢ 2= most of the rapid rise in output per capita in East-Asian NICs, while
s |88 PEfx BEEgY E‘ i their TFP was not among the highest in the world.
’: P S 2ERL u 2 xx ¥ oo The relevance of this discussion to our case is that participation
T |FRBHEax 33254 8 o S T rates in the West Bank and the Gaza Strip are extremely low (see
B lda=f—rie=<q < Luski and Weinblatt, 1994a), being determined mainly by demography
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{a large population of children) and culture (low women's participa-
tion). Both these factors are very slow to change. However, the Pales-
tinian economy also has a very low rate of domestic participation due
to large employment in [srael. The tens of thousands of Palestinian
workers in Israel, if employed in their domestic economy with the
appropriate amount of complementary capital accumulation. would
generate high rates of output and output per capita growth, even with-
out very high TFP rates. Evidence of the possibility of such trends
appears in Table 3.6: the mere repatriation of workers would generate
high GDP per capita growth rates of 7.6 and 7.2 percent. and GNP
per capita growth rates of 4.8 and 2.4 in the West Bank and Gaza
Strip, respectively (line 2). Adding to that a capital injection that
would increase capital stock by 51 billion (of 1986) in each of these
economies would raise the growth rates even higher (line 2.1)°

These growth rates, if they materialize, would raise West Bank and
the Gaza Strip to the top of the relevant country ranking. It would
put the West Bank ahead of Taiwan, Malaysia and Korea, and the
Gaza Strip would only be slightly below them.

Outward-oriented policies would certainly not hurt. Bear in mind
that demanded output has grown alongside the growth of potential
output, and at a similar rate, if unemployment is to be avoided.
Therefore, the outward orientation of the economy, reflected by a
rapid growth of exports, would certainly be consistent with the goal
of achieving rapid and sustainable economic growth.

c. Alrernative scenarios

In this section we try to estimate the effects of government devel-
opment policies on the level of economic acrivity. government defi-
cits, and ade deficits. The analysis proceeds in stepwise fashion:
each step involves an additional simulated government measure whose
macroeconomic impact is assessed.

One of the crucial problems facing the Palestinian economy and
its governing authority is the development of a healthy public sector,
including both government consumption and investment spending and
their financing. The degree of government involvement in the economy,
both in public consumption and in investment, is related to the con-

! These projections are computed for a [0-year span and the estimated growth rates
are therefore annual averiges over fen years.
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troversy over the relative efficiency or inefficiency of government
versus the private sector. We do not address this controversy, but the
fact is that in 1990 public consumption in the Palestinian economy
was 7-8 percent of GNP, and public investment {infrastructure)
amounted to 1-1.1 percent. Both levels are very low compared to
most other economies in the world, especially to fast growing and
developed economies. Therefore, it seems obvious that a major task
of the Palestinian authority will be to establish an efficient public
sector that will generate public consumption services such as educa-
tion, health, internal security, municipal services, etc. Furthermore, it
will have to initiate public investment in all fields of infrastructure
in order to make up for an extended period of neglect.

Table 8.7 presents the macroeconomic effects of three cumulative
measures: (i} An increase of public consumption to a reasonable level
of 19 percent of GDP (scenario b), (ii) an increase of productive
investment (assumed to be carried out by the government, but not
necessarily so0) to an annual level of 3400 million (of 1986) in each
territory (scenario c) and (iif) levying indirect (value added) taxes at
16 percent of GDP (scenario d).

Increasing government expenditure to 19 percent of GDP, as assumed
in scenario (b), will clearly stimulate output. Table 8.7 indicates that
West Bank GDP in this case will be $2.3 billion (of 1986} in the year
2000, 12 percent higher than in the baseline scenario. In the Gaza
Strip, the growth of GDP due to a similar increase of government
spending is 24 percent. The different rates of change in the two ter-
ritories are explained by the higher national income multiplier in the
Gaza Strip. Higher levels of output stimulate investment, thus generat-
ing a larger accumulation of capital stock than projected in the baseline
scenario, and therefore potential GDP too is higher in this scenario
than in the baseline case. In the West Bank, we see that the rise in
government spending increases demanded GDP and brings it closer
to potential GDP (without repatriation of Israeli-employed Palestinian
workers), as shown in lines 10 and 11. In the Gaza Swrip, the rise
of demanded GDP raises this variable above the level of potential
GDP. Therefore, we can expect that some of the Gaza Siip workers
employed in Israel will return home as a result of such a change.

The rise of government investments to 3400 million per year, starting
in 1995 in each territory, generates additional growth of demanded
GDP. In the West Bank, it brings projected demanded GDP very close
to its potential level (excluding West Bank workers in Israel). In other
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Table 8.7 Q Table 8.7 u-.
Scenarie Analysis (mill. 1986 US5)
West Bank Gaza Strip
SR Saea Sty Variable 1990 2000 1990 2000
anais 5 _[W” 2000 1990 2000 d. Indirect taxes = 0.[6GDP, Govr. invest. = 400 m. 5, gowr.
a. Baseling scenario i consumption = [9% of GDFP
. GDP (demanded) 1.454 2,101 428 GRT 26. GDP {demanded) — 2747 — 1,397
2. GNP (demanded) 1,890 2.745 667 1.035 27. Potentdal GDP* — 3102 - Q44
3. Potential GDP* — 1552 _ 755 28. GNP (demanded) — 33491 — .o
4, Potential GNP — 3205 —  LI103 . 2%. Capiwl stock — 7920 — 4,744
5. Capital stock 3481  5.303 1722 2.308 30. Govt. deficit (a) 325 — 340
6. Govt. deficit {a} {incl. sq 142 I2 ) 31. Govt deficit (b) —~ 60 — 168
govi. investment) 32. Current account deficit {(a} - 430 - 334
7. Gowvr. deficit (b} (imputing 41 74 =31 =106 33, Trade deficit with Israel (b) —- 397 - 335
g, ::rz;n: ;Ez:ir;‘::dcﬁc“ (@ 90 148 35 P * This measure of potential GDP does mJl: assume the rEqurl:i[jun of Pal-
9. Trade daficlt with (B) Iseael 120 152 _—I. e estinian workers in [srael, but merely the full em.plu:u:.'n)em of l:ITJ'tE.!r workers.
Gl PeinianEs) The growth over time is based on the extrapolation of the Palestinian labor
force using the wends of the decade [980-90,
b. Government consumption = [9% of GDP :
10. GDP (demanded) — 2358 — B53 words, an annual investment in productive capital of at least $400
1. Potential GDP* — 1,758 - 770 million during the decade of the 1990s would have created, bv the
12. GNP (demanded) — 3,002 — 1,201 year 2000, the additional jobs needed to provide employment to the
b o Hl.wf'k : == j'f‘qh — 2556 ! growing domestic labor force. The goal of repatriating Israeli-employed
% E:;L tfv::-ltn{e;:u]r_qjmd. — b = 80 Palestinian workers would require additional investments, I{'I the Gaga
'8 Gt el (b) Gmputing - " ST Strip, which is a smaller economy, d'.u: annual investment 01.340{} mil-
VAT # custonis) : lion, in addition to the 19 percent of GDP public consumption spend-
16, Current account deficit (a) _ 258 B 28 b ing, is expected to generate a level of demanded GDP of $1.8 million,
17. Trade deficit with Israel (b} . 238 . 67 which significantly exceeds potential GDP with or without the repa-
(incl. reminances) triation of Gaza Strip workers from [srael. Such levels of national
c. Government invesiment = 400 m. 3, govt. consumption = 9% CpEsMNG 1Would el SEous siationiy deumnt Pn:ssur; i
of GDP ¢ i : i unemployed West Bank workers or such workers employed in Israel
18. GDP (demanded) . 2977 1867 choose to work in .thr: Gflzn.Su'lp. . .
19. Potential GDP® — 3129 — 1026 The above scenario (c) is highly uf.l]lkﬂl}' becnus.e it assumes a very
20. GNP (demanded) — 3,621 — 2214 large increase in government expenditure for public consumption and
21. Capital stock — 8031 — 4834 investment, without assuming any significant change in government
22, Govi. deficit (a) — 729 — 58O revenue, In reality, such large-scale activity would require levying
23, Govr deficit (b) — 450 — IR0 taxes to partly finance the increased outlays. According to the Paris
24. Current account deficit (a) — 531 — 445 Agreement (see Protocol) the Palestinian Authority was to impose a
25, Trade deficit with Israel (b) — 485 — 432 . VAT of 15-16 percent, which will probably be the major source of
public funds. Therefore, in the simulation presented in Table 8.7, a
* | ®
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16 percent of GDP indirect tax is introduced in si:ngn (d) in addition
to the increase in public consumption and investment. Since this case
seems to be the most realistic of all four scenarios, it merits analysis
in greater depth.

d. The West Bank

In the West Bank we see that the combination of assumed measures
in scenario (d) will generate a demanded GDP of $2.7 billion, which
represents a 6 percent rate of annual growth. Potential GDP (without
warker repatriation) would rise to $3.1 billion in the year 2000. Thus,
a gap of approximately 10 percent berween aggregate demand and
supply is projected, suggesting that some unemployment might be
perpetuated under the conditions of this scenario. It also implies that
free resources will exist and might be used to increase exports. When
imputed revenues from VAT on imports from Israel and custom duties
on other imports are excluded, while public investment spending is
included in government expenditure, the direct government deficit
comes to $325 million, or almost 10 percent of GNP, and far too high
by any standard, especially in an economy that hopes to accelerate
economic growth. Nevertheless, since according to the Paris Agree-
ment the Palestinian Authority will start collecting VAT and customs
duties on imports and will be reimbursed for the indirect taxes col-
lected by the Israeli government, estimate (b) of the government deficit
seems to be more relevant. This estimate takes into account these (at
present implicit) elements of public revenue. According to this esti-
mate, the government deficit in the West Bank in the year 2000 will
be only $60 million, less than 2 percent of projected GNP, which is
very reasonable for a rapidly growing economy. Thus, if the projec-
tions of this scenario are realized, serious fiscal pressure is not expected
to develop in the West Bank.

This is not the case with the balance of payments. The simulation
model indicates that the current account of the balance of payments
by the year 2000 will have a deficit of $430 million, or approximately
13 percent of GNP. This is a sizable deficit that implies future reliance
of the West Bank on foreign aid or foreign credit. Even worse is the
projected rade deficit with Isragl, of almost 3400 million, after worker
remittances are accounted for.

Some elaboration on this forecast, its implications, and possible set-
backs, is needed. The simulation model in this scenario predicts total
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levels ufexp{.xcluding labor remittances) and imports in the year
2000 of approximately $450 million and $1.65 billion, respectively.
or 13 and 48 percent of projected GNP, respectively. For imports this
is a very high level, similar to or greater than the existing levels in
most NICs. For exports, the ratio is high but not excessively so. The
problem is that most West Bank trade will probably be with [srael,
because the simulaton model relies on existing conditions. The like-
lihood that the West Bank, or the Palestinian economy as a whole,
will maintain such levels of imports from Israel in the furre is probably
small, Once the Palestinian economy s free to import directly from
the rest of the world, at least some trade diversion will take place,
and imports from Israel will be imported from other places. Thus, the
trade deficit with Istael will probably be considerably less than 5400
million. Still, merely exchanging imports from Israel with imports
from elsewhere does not solve or even alleviate the current account
deficit problem. In fact, the opposite may be true. A deficit vis-a-vis
Israel might be simpler to handle than a deficit vis-a-vis other coun-
tries. Nevertheless, the projected total deficit is probably also over-
stated. The export equation in the econometric model, like the rest
of the model, is estimated using existing export rends. For the past
27 years these trends have been rather depressed due to the low level
of investment in the Palestinian territories. It is likely that, following
the abundant investments projected in this scenario, production will
be more outward-oriented and the exports/GDP ratio will increase. If
so. the total current account deficit will be smaller than projected. and
the external position of the West Bank economy will be stronger than
reflected by the model.

Generally speaking, an outward-oriented approach appears to be
the most appropriate and promising strategy of development and
growth. True, the economic literature includes arguments for and against
this approach. Taylor (1991) opposes open trade and capital market
strategies, but most economists (e.gz., Romer, 1989 Grossman and
Helpman, 1991a; Edwards, 1993; and many others) advocate rade
liberalization and outward-oriented policies as an engine of economic
growth. Trade liberalization reduces the anti-export bias of commer-
cial policies and contributes to economic growth by improving eco-
nomic efficiency, by introducing technological innovations, by enabling
the exploitation of scale economies, and by supporting (on the demand
side) the increase of labor-participation rates.
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Therefore, based on theoretical cnnsideratiu.nd on the experi-
ence of some Asian and Latin American countries, the West Bank
will probably benefit from a liberalized approach 1o foreign trade.
This is not consistent with the agreement to establish a customs union
with Israel whereby, in effect, the Israeli wade policies will continue
to be pursued in the West Bank as well. True, Israel itself is under-
going a (slow) process of liberalization, but it is not tailored ro the
goals or needs of the Palestinian economy. Neighboring Arab coun-
tries are also very far from trade liberalization (Jordan is liberalizing
its foreign trade sector, but still suffers from serious distortions). Hence,
the example given by other Arab countries is not favorable to trade
liberalization and the likelihood of the Palestinian economy being
different is small. Therefore, we may conclude that in spite of rade
deficits, protective policies will persist and substantial foreign aid, in
the form of grants and loans, will be needed in order to realize develop-
ment projects.

¢, The Gaza Strip

When we compare projected macroeconomic variables of the Gaza
Strip with those of the West Bank in scenario (d) of Table 8.7, the
most outstanding difference is in implied unemployment. Projected
demanded GDP for the year 2000 in the Gaza Strip is $1.6 hillion,
which represents an annual average 10 percent growth rate in terms
of actual 1990 values. But this level of output will not be achieved
unless most (9 percent) of Gaza Strip workers in Israel find employ-
ment at home. The projected level of demanded GDP exceeds pro-
jected potential GDP (without repatriation) by almost 70 percent.
Theoretically, the assumed level of investment in this scenario might
seem optimal to create the amount of jobs needed to eliminate the
undesirable (for all sides) phenomenon of Palestinian workers in Israel.
In practice, however, repatriation will involve a great deal of friction
and structural obstacles because the occupational composition of these
workers does not match the growth needs of the Gaza Strip. The
figures in Table 8.7 indicate that the Gaza Strip economy might be
too small to absorb an annual investment of $400 million, which
might exert inflationary pressures and throw the domestic labor market
into disarray. The annual level of productive investment that could
probably be absorbed in thé next few years is about $200 million.
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The budg.ﬁcit generated according to scenario (d) in the year
2000 is $340 million, if we ignore VAT and customs duties, at present
collected by Israel (line 30). This is 17.5 percent of projected GNP,
an unacceptable level of deficit. When VAT and customs duties are
taken into account, the projected deficit is reduced to 5168 million,
or 9 percent of GNP, This is still considered too high, but given that
the Gaza Strip economy is projected to grow at 10 percent annually,
it is probably tolerable. When both West Bank and Gaza Strip pro-
jected deficits and GNPs are combined, the deficit/GNP ratio is 4
percent. This is still a problem, but not an uncommon one in many
developed and developing countries. Reducing projected government
investment in the Gaza Strip to an annual $200 million will virtually
eliminate the projected budget deficit of type (b). In conclusion, a 16
percent VAT combined with direct taxation generating a revenue of
5-6 percent of national income, and government public spending
amounting to 19 percent of GDP is, from a budgetary point of view,
an attainable goal. Moreover, it will leave sufficient public funds avail-
able for public investment. This package of government involvement
seems, on the whole, to be consistent with economic growth.

Regarding the balance of payments, Table 8.7 indicates a projected
current account deficit in the Gaza Surip, in scenario (d) of 3334 million,
or 17 percent of GNP. The trade deficit with Israel (after worker
remittances) will be $335 million. Again, as in the West Bank, these
external deficits are not healthy. The Gaza Strip has a more acute
problem than does the West Bank. Projected total imports amount to
56 percent of the Gaza Strip’s projected GNP, and its dependence on
the Israeli economy for both exports and imports, is greater than that
of the West Bank.

These deficit estimates, too, are probably overstated. Total exports
of the Gaza Strip in the year 2000 will probably exceed the projected
$250 million. Productive new investments will already be paying off,
some of which output will be exported. The dependence on the Israeli
market will probably also decrease. Investments of 5200 million (instead
of $400) will generate a current account deficit of approximately 5150
million or 10 percent of GNP,
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4. Summary .

The baseline scenario presented in this chapter indicates that if the
economic and demographic trends of the 1980s continue in the West
Bank and the Gaza Strip. annual growth rates will be around 4 percent.
This average growth rate is obviously insufficient to meet the Pal-
estinians’ needs, goals, and expectations. The major problem will be
employment. The growth rate of demand will fall far short of what
is needed to create a sufficient number of jobs to provide employment
for the rapidly growing labor force. This implies growing reliance on
the Israeli economy for employment in the future, which all parties
concerned deem undesirable.

The baseline scenario projections predict that if taxes are indeed
imposed and collected, as planned by the Palestinian Authority, and
if Israel transfers the amount of VAT, customs duties and income
taxes collected from Palestinian workers, there should be no serious
government deficit problem in the future. This is a somewhat surpris-
ing result, because at present, when no taxes are being collected by
the Palestinian Authority, there is a feeling that the Palestinian economy
will suffer from chronic budget deficits. This is not necessarily so;
rather the reverse seems to be possible if a thorough implementation
of accepted tax policies provides the Palestinian Authority with a rela-
tive abundance of resources for public consumption and investment.

Another very important problem to be solved is the expected current
account deficit. The Palestinian economy will probably have such a
deficit, especially in its bilateral relations with Israel, implying that
it will need foreign aid for several years to come,

Potential output on the supply side is expected to grow faster than
demanded output in the baseline scenario. This is another facet of the
projected risk of unemployment mentioned above. Potential output
(GNP} is expected to rise faster if and when Israeli-employed Pal-
estinian workers seek employment at home. In other words, these
workers are expected to contribute more to their GNP when working
at home than when working in Israel. Thus, in addition to national,
political and sociological incentives to repatriate these workers from
Israel, there is a clear economic gain involved. In such a case annual
GNP per capita growth rates in the West Bank and the Gaza Sirip
may well rise to the levels prevailing in the fastest growing econo-
mies—Taiwan, Malaysia and Korea. In order to sustain such growth
rates, demanded output has to rise at similar rates, which depends on
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exports signi tly increasing. In other words, outward-oriented
growth pulig-unu]d be adopted, and they will probably have to
entail trade liberalization in order to eliminate or prevent any anti-
exports bias. Such a policy will not be easy to implement in the
existing political, economic, and geographic environment of the Pales-
tinian economy.

The more realistic scenario assumes public consumption of 19 percent
of GDP, a 16 percent VAT over and above the existing level of direct
taxation, and public investment of $400 million in the West Bank and
£200 million in the Gaza Strip. This scenario seems to set out arain-
able goals.

GDP growth will be around 7-9 percent; budget deficits will be
small, possibly negligible: and the combined current account der‘:cjf
of the two territories will be in the vicinity of 3500 million (in 1986
terms). This is the amount that the Palestinian economy needs in
foreign aid, as grants or loans, for several years, and it will amount to
approximately 12-13 percent of the territories’ combined GNP in the
year 2000. This is a relatively high sum. If it is loaned to the Pales-
tinian economy, it will generate a substantial foreign debt. Never-
theless. since the loans are small in absolute terms, they will be casier
to obtain from international organizations and foreign governments.
One of the important features of this scenario is that it incorporates
a gradual repatriation of Palestinian workers from Israel to the West
Bank and the Gaza Sirip, so that a reduction in future potential unem-
ployment and a stable macroeconomic environment may be antici-
pated. An outward-oriented development policy might contribute 1_:11:11!1
to sustaining economic growth and to reducing the magnitude of the
current account deficil.

Finally, a last reflection. Our forecast, which does not seem to be
too far-fetched, gives rise to much optimism. It suggests that with
relatively small amounts of foreign aid, which is certainly available,
the Palestinian economy could move along a path of economic growth.
If sustained in the long run, the Palestinian economy would probably
come significantly closer to the standard of living in Israel and in the
developed economies.




CHAPTER NINE

EPILOGUE: PAST DISTORTIONS, PRESENT REALITIES
AND NEW ARRANGEMENTS

The weaknesses and difficulties, as well as the strengths. which char-
acterized the performance of the Palestinian economy since 1967 were
described and analyzed in this book. The economic performance was
largely the result of the peculiar interaction between two very differ-
ent economies: the relatively modern Israeli economy and the more
traditional Palestinian one. Israel shaped the links between the two
economies and determined the economic policies, under the political
realities of a military occupation. The combined effects of the links
between the two economies and the economic policies implemented
by the Israeli government resulted in the distorted structure of employ-
ment and trade described here. -

An impressively large segment of the Palestinian labor force found
employment in the Israeli economy, at higher wages than were possible
at home. The remittances created increased aggregate demand in the
Palestinian economy and resulted in rising standards of living. This
rise in standards of living was not associated with a parallel increase
in productive capacity within the Palestinian economy, which con-
tinued to depend on emplovment in Israel

Several factors contributed to the continuation of this unbalanced
development. One important reason is the structure of wrade. With the
exclusion of labor, the Palestinian economy imported from Israel more
goods and services than it exported to it. Thus, the higher standards
of living in the West Bank and Gaza were associated with a mer-
chandise trade deficit while employment of Palestinians in Israel pro-
vided some of the funds necessary to cover the deficit in the balance
of payments.

Was a different structure of trade possible? One can imagine another
macroeconomic trajectory, along which the Palestinian economy could
have exported more goods and services than it actually did and possibly
also substituted imports from Israel with local production. In such a
scenario, instead of the significant labor mobility between the two
economies, one would have wimessed a greater flow of goods and
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services and tgaller trade deficit. Thus, a more balanced structure
was possible and, in fact, would have evolved naturally had economic
forces alone shaped the links between the two economies and the
development of the Palestinian economy. Such an outcome did not
materialize for several reasons.

In order to exploit the comparative advantages of the Palestinian
economy, its own productive base should have been expanded and
reshaped by both the private and public sectors. Palestinian entrepre-
neurs did not expand the productive capacity of the West Bank and
(Gaza, and the public sector was not active in these spheres and was
unable to assume this role. Two important barriers to the expansion
of a productive base capable of producing tradable goods can be found
in non-economic factors: Israeli policies and the high risk associated
with political instability. Since 1967 and, it seems, up to 1991, Israel
interfered with the creation of economic opportunities in the West
Bank and Gaza that threatened Israeli interests. Licensing was re-
quired for each stage of business initiatives and were rarely granted,
In addition, during many of the years covered here the degree of
uncertainty concerning the future of the Palestinian territories pre-
vented entrepreneurs from investing private funds in the Palestinian
economy.

There are several additional possible explanations for the failure
to expand the productive base of the Palestinian economy. Some
observers raise purely economic reasons, such as the relatively high
wages in the Palestinian economy, caused by the employment of Pal-
estinian workers in Israel. This may have prevented the creation of
the necessary conditions for the development of “infant industries”,
Other economic reasons were the inability to protect industries, due
to the lack of trade policies and the lack of financial intermediation
in the Palestinian economy that significantly affected the investment
process. In spite of the relatively high saving rate, very few invest-
ments were directed to the expansion of productive activities, most
savings were directed to housing investments. In addition to these
aconomic factors, “administrative barriers” to trade and “political
intervention” in the economic processes within the Palestinian economy
played a major role in the process. The military government, and later
on the civil administration, inadvertently or by design, discouraged
Palestinian entrepreneurs from creating the productive capacity that
could have changed the distorted industrial structure into a more

balanced and productive one.
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The protocol on economic relations that was part of the Oslo agree-
ment raised the hope for a brighter economic future for the Pales-
tinians. It gave the control of the public sector to the Palestinian
Authority, and moreover, supplied it with international donor's funds,
intended for the badly needed infra-structure. The establishment of
the PMA (Palestinian Monetary Authority) facilitated the fast expan-
sion of the banking system, serving as the needed intermediary between
savers and investors. The agreement to continue open economic borders
was intended fo insure a smooth transition for Palestinian workers,
serving as employment safety net. Because of the quasi-common market
with Israel, some economic policies remained inaccessible to the newly
created Palestinian public sector. Decisions on taxes and expenditures,
subject to some restrictions specified in the economic agreements,
were made by the Palestinian Authority, but internal debt, for ex-
ample, had not been issued. Thus, fiscal policy, representing an
important policy tool, was not used. The PMA is not allowed yet o
perform all the functions of a central monetary authority, in particular
the implementation of monetary policy,

It was expected that the changes will foster employment locally and
reduce work in Israel. Indeed, the implementation of the Oslo agree-
ments led to an impressive growth of economic activity in the Pal-
estinian economy. The new institutional changes. combined with a
substantial increase in population and a more favorable international
environment, were probably the cause of the positive performance in
1994. The annual GDP growth rates in 1994 were 15 percent in the
West Bank and 13 percent in the Gaza Area (the respective per capita
rates were 8 percent and 5 percent).' The performance in 1995 was
less impressive: GDP growth rates fell to 8 percent in the West Bank
and 0 percent in the Gaza Area (the respective per capita raies were
0 and 7 percent). The major reason for the difficulties in 1995, which
became even worse in 1996, was the deterioration in the links with
the Israeli economy, especially the decline in the number of workers
employed in Israel. Data on GNP, which also reflect the direct effect

' Since the deployment of the Palestinian Authority, data on the overall performance
of the Palestinian economy became sparse and incomplete, The Palestinian Central Bureay
of Statistics (PCBS) took over the roles fulfilled by the Tsraeli Central Bureau of Statistics
(ICBS3). and recently staried publishing reports on the Palestinian economy. However,
natienal sccounts were not ready yet when this Epilogue was written, The data in this
section were collected from various international agencies active in nssessing economic
conditions [n the West Bank and Gaza as well as from the reports published by the PCBS,
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of the remittances, tells the story: In 1994 GNP in the West Bank
declined by | percent and in Gaza increased by 3 percent; in 1995
GNP in the West Bank declined by 5 percent and in Gaza it declined
by 12 percent. These numbers mean that in 1994 the increase w:m
domestic production offset the loss of revenues from employment in
Israel: in 1995 the revenues from employment in Israel declined further.
but the meager local growth did not compensate for iL.

A major factor in this disappointing performance is the clnsur.ss
policy, which Israel introduced after 1993 in response to terrorist
activity, Palestinian laborers were often prevented from working in
Israel unless they held a special permit. The number of such permits
frequently changed in line with political developments. The df:;line
in and volatility of access to the Israeli labor market had a direct
effect on the level of Palestinian earnings and an indirect effect on
the local economy, which suffered from a decline in demand and grow-
ing uncertainty.

In the spring of 1997, while this Epilogue was being prepared. the
issue of integration versus separation was still an open question that
had still not received the attention it deserved. Thirty years since
Israel came to control the Palestinian economy in the West Bank and
Gaza, and more than three years into the Oslo process, a viable eco-
nomic development strategy has not yet been imptemenmﬂl. Such a
strategy should have first laid down the major parameters of the eco-
nomic regime, including the relations of the Palestinian economy with
[sracl and the rest of the world. As explained in the preceding chap-
ters. the Paris Protocol did not change the basic economic relations
between the Palestinian economy and the rest of the world, rather,
it preserved the imposed integration of 1967-1994 with only few m:}di—
fications. The hope in 1994 was that under the new political cq::n_dl-
tions., with the Palestinian Authority in place and a more encouraging
Israeli approach to the Palestinian economy, as well as generous in-
ternational support, new avenues would open that would dramatically
change the course of development. The past three years have proved
that this optimism was unfounded: The “one leap” from impnsed. o
voluntary integration encountered serious obstacles, most of which
originated in the political sphere.

Furthermore, during the past few years, while the peace process

! Dye 1o the large population growth, per capitn performance Wis even worse than these
figures indicate.
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brought Israelis and Palestinians to the negutiu[’able. economic
links between the two economies paradoxically deteriorated. In the
labor market, new divisions were introduced, and relatively fewer
Palestinian workers were employed in Israel than in any period since
the early 1970°s. Moreover, the uncertainties caused by the volatility
of employment in [srael contributed further to the poor performance
of the Palestinian economy. Trade links became less free and unpre-
dictable, both with respect to imports and to exports, and the actual
costs associated with trade increased as a result of the fuzzy borders
berween [srael and the areas controlled by the Palestinian Authority.
Thus, instead of a “no-economic-borders” scenario assumed in the
Paris Protocol, the parties entered into a different phase where new
forms of economic borders, and other barriers, imerfered with labor
and rrade movements.

In the post-1994 period it became quite clear that Israel exercised
control over several economic parameters that are typically at the
discretion of economic entities with even less-than-full sovereignty.
For example, the Palestinian Authority could not decide on trade links
that conflicted with the rules of the customs union with Israel. Thus,
the Authority was restricted in its search for new markets for its exports
or new sources of cheaper imports. Furthermore, not even uninter-
rupted access 1o markets, particularly those of imported raw materials
for production or exported finished goods, could be guaranteed. In
other areas of economic policy, fiscal, monetary or other (such as the
scope of the private and public sectors) no strategic decisions could
be made. The economic situation in 1995-6 was such that the hopes
for private-sector-led development had to be set aside by the inter-
national agencies involved in organizing aid to the Palestinian economy.

The vision of integration was suppressed by the reality of unplanned
separation. The West Bank was separated from the Gaza area. Within
the West Bank, various cities (*A areas”™ in the agreements’ parlance)
and villages (“B areas™) experienced several periods of total cutoff,
and long periods during which movement was severely curtailed by
Israeli roadblocks in the territory still controlled by Israel (“C areas™).
The division of the West Bank into three different types of sover-
eignty caused serious and unforeseen problems in the fields of infra-
structure construction.

What are the alternatives? One must first distinguish between the
short term and the longer run. In the next few years, before a per-
manent agreement is signed, some urgent modifications in the Paris
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Protocol are n v, The Palestinian economy should have better
access to foreign Markets and labor mobility should be less dependent
on changing political occurrences.

In the long run, once permanent agreements are negotiated, the
options open to the negotiators can be defined in terms of the per-
meability of the economic borders and the degree of indcpe_ndn?nce
in economic policy-making. Thus, the labor border can, in principle,
be “open”, (i.e., non-existent), “blocked” (i.e., totally clnscd‘r.. OF, more
realistically, shaped as an economic filter. where the parties to the
agreements specify rules concerning labor movements. These rules
will define the entry of Palestinian laborers into the [sraeli economy
and vice versa. The agreements will specify the terms for entering
the other side's labor market, and will relate to both emplovers and
employees rights and obligations. The lessons of the per:md. that h.us
elapsed since the 1994 Paris Economic “Protocol” was signed, point
to the close link between each side’s internal economic policies and
the other side's macroeconomic environment. Thus, while the nego-
tiators in 1994 assumed that more than one hundred thousand Pal-
estinian workers would be employed in the Israeli economy, the closure
policy and, what is even more important, the new Israeli pniicy regard-
ing “foreign laborers”, made this assumption unrealisnc..a‘-.\wesls to
the Israeli labor market depends not only on the penetrability of the
labor borders, but on the demand for Palestinian laborers within
[sracl. Is this an internal Israeli policy issue or a legitimate part of
the negotiations?

Trade borders, too, can be “non-existent”, “blocked”, or serve as
an economic filter that will let goods pass through according to ruln:s:-:
agreed upon by the two partmers. The 1994 agreements assu.mud‘ in
principle, no trade borders between the Palestinian and Israeli econo-
mies, and a joint border between the combined areas of the two epuqes
with respect to the rest of the world. The period since the signing
of the agreements revealed that trade barriers were, in tact., cre:lated,
The two sides interpreted the creation of these barriers quite differ-
ently. Israel attributed the barriers to securily CONCerns, caused by the
continuation of violent attacks within Israel; the Palestinians perceived
the new barrers as a form of collective punishment. The assumption
of the 1994 agreements, that “no-borders™ would exist, caused many
difficulties in monitoring movements of rade and labor, and resulted
in more severe obstacles to the movement of trade and labor than
under arrangements that would have negotiated the existence of
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economic borders. Thus, paradoxically, a monimrgnrder might have
been more conducive to the free movement of goods than a theoretical
“no borders" regime,

The lessons for a new development strategy that takes into account
the political realities of the region are clear. The Palestinian economy
cannot and should not rely on employment in Israel as the main solution
to excess supply in the labor market, even if the borders issue is
resolved satisfactorily. Emphasis should be on the creation of employ-
ment opportunities within the Palestinian economy. This might create
short-term costs, but the long-run benefits seem to justify such a
strategy. Hence, the creation of stable economic conditions and clearly
defined legal and commercial environment, are top priority. The roles
of the private and public sectors should become clear to potential
participants in the development effort.

The trade regime should reflect and encourage this new strategy.
Trade relations should be non-discriminatory, i.e., Israeli products
should have equal access to the Palestinian economy and enjoy a
“Most Favored Nation” status. At the same time. trade relations can
be asymmerrical: Israel could and perhaps should provide the Pales-
tinian economy with preferential treatment compared with other econo-
mies. This treatment will be similar to that granted to [srael by the
EU in the past. It might seem costly to Israel in the short run. but
it is beneficial in the long run.

The political process of achieving reconciliation might encounter
difficulties. The fact of living together on the same tract of land forces
both sides to reach arrangements that will address the other side's
interests as well as its own. Economic cooperation in production and
trade must create win-win arrangements that will be viable for both
societies, which live so much closer to each other than is realized
today.

APPENDILX
GAZA-JERICHO AGREEMENT
ANNEX IV
PROTOCOL ON ECONOMIC RELATIONS

betwesn
the Government of the State of Israel
— and
the P.L.O., representing the Palestinian people

Paris. April 29, 1994

PREAMBLE

The two parties view the economic domain as one of the cornerstone
in their mutual relations with a view to enhance their interest in the
achievement of a just, lasting and comprehensive peace. Both par-
ties shall cooperate in this field in order to establish a sound eco-
nomic base for these relations, which will be governed in various
economic spheres by the principles of mutual respect of each other's
economic interests, reciprocity, equity and faimess.

This protocol lays the groundwork for strengthening the cﬂunﬂml:l:
base of the Palestinian side and for exercising its right of economic
decision making in accordance with its own development plan ;l.nd
priorities. The two parties recognize each other’s economic IT.il.:s with
other markets and the need to create a better economic environment
for their peoples and individuals,
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FRAMEWORK AND SCOPE OF THIS PROTOCOL

1. This protocol establishes the contractual agreement that will gov-
ern the economic relations between the two sides and will cover
the West Bank and the Gaza Strip during the interim period. The
implementation will be according to the stages envisaged in the




