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I NTRODUCTI ON

Recent Pal estinian external trade performance reveals that the operation
of fundanental political processes continues to govern the devel opnent
Pal esti nian econony in the occupied Palestinian territory (West Bank and
Gaza Strip). 1/ Wat in other circunstances would be straightforward economnic
transactions are often determ ned by political or security considerations.
After a prolonged period of conflict and econom c deterioration, the signing
of the Declaration of Principles between the Governnent of Israel and the
Pal esti ne Liberation Organization (PLO in Septenber 1993 and the
establishnment of the Pal estinian Authority (PA) generated w despread hopes and
expectations for econom c recovery within a context of peace, stability and
cooperation. VWhile inmportant steps have been taken in that direction
political uncertainty and uncertainty about security in the period since 1993
have reinforced a declining trend in Pal estinian donmestic and internationa
trade, which first energed in the |late 1980s.

Notwi t hstandi ng the terns of the |Israel-Palestine accords that give
the PA control over sone key trade issues, the econony remains |largely
i nfl uenced by external political and econonic inperatives. This has been
denonstrated nost notably by the increased restrictions on the novenment of
goods and peopl e i nposed since 1994, especially the border closures since
early 1996. Pal estinian exporters have suffered |large | osses due mainly to
protracted border closures and conpl ex crossing procedures. Since 1994, the
private sector has experienced few of the potential econom c benefits expected
fromthe Israel -Pal estine accords and fromthe peace process in general
Mor eover, the highly visible nature of the border closures and their inpact
in 1996 and 1997 have eroded earlier optimsmand confidence in the
Pal estinian territory as potentially attractive for donmestic and foreign
i nvestment and trade. The continued presence of such exogenous factors
constitutes an overriding obstacle to the devel opnent of the external trade
sector. Wthout sustained | essening of these barriers, the prospects for
rei nvigorating Pal estinian external trade and pursuing an export-led growh
strategy seem di stant.

Anal ysis of the trade environnent naturally reflects the ways in which
the Pal estinian econony as a whol e has been operating since 1993. The
Prot ocol on Econonic Rel ati ons between Israel and Pal estine was intended to
enmpower the PA with sonme of the essential instrunments of trade policy, yet
neither the PA nor the exporting community at |arge has been able to harness
the prom ses of the Protocol to affect growmh in the Pal estinian industri al
agro-industrial or agricultural sectors. Instead, informal inporting has
grown, |ocal production has stagnated because of difficulties in noving goods,
nmonopol i stic practices have devel oped at tinmes of closure and crisis, and the
enterprise climte as a whole has becone increasingly hostile. The effective
subordi nation of trade performance to the volatility of the security situation
and attendant neasures continues to constrain the ability of the Pal estinian
econony to nove beyond those structural econom c distortions, inherited by
the PA fromthe pre-1993 period. However necessary it nay be to enphasize
positive devel opnments since 1993, it is equally inportant to exam ne the
realities of Palestinian external trade in the |light of those devel opnments.



This study is the npst recent exam nation by the UNCTAD secretariat of
devel opnents affecting Pal estinian external trade, based on regular nonitoring
and investigation by the secretariat. It was initiated in the context of
background research for use as an input to the secretariat's report to the
Trade and Devel opnent Board on assistance to the Pal estinian people, in the
context of inplenmentation of the 1996-1997 bi enni um work programe. In
particul ar, the study draws on extensive field research, conducted in 1996 by
an UNCTAD consultant, M. Al a' edeen Shawa (Devel opment Resources Centre,

Gaza), focusing on the problenms confronting the normal operation of the trade
sector and their consequences for domestic and international trade

performance. It has also benefited frominsights into factors affecting
external trade performance, generated by the secretariat's advisory services
and ot her technical cooperation activities inplemented as part of the biennium
wor k progranme. As such, it is both informed by the experience obtained

t hrough technical cooperation activities, and intended to serve as a
conprehensive and integrated reference in this area for further activities by
the secretariat and others concerned, in cooperation with the PA.

The study anal yses the opportunities and chall enges facing Pal estinian
external trade by investigating three nmajor issues: the role of externa
mer chandi se trade in the |light of recent external trade performance
(chapter 1); the conplex and uncertain trade policy and regul atory environnment
(chapter 11); and the capacity of Pal estinian merchandi se production and
allied sectors to engage in sustained exporting, assum ng that a nore
favourabl e trading environment is established (discussed in chapter 111).
That chapter, devoted to assessing supply capacity with regard to
international trade potential, tackles separately (i) agricultural production
patterns and linmtations, (ii) existing nerchandi se producti on capacities and
limtations, and (iii) relevant service and support capacities to help
Pal esti ni an products enter export nmarkets.

The main objective of the research underlying this study is to compile
reliabl e substantive information on the range of factors affecting the
performance of Pal estinian external trade, in particular those areas where
techni cal, managerial and institutional capacities require strengthening.

This effort has supported the secretariat's technical cooperation activities
initiated since 1995 at the request of the PAin the sectors of trade, finance
and rel ated services. Accordingly, research for this study has al so reveal ed
prom si ng areas where Pal estinian manufacturers, growers and service providers
coul d export conpetitively in the absence of prevailing constraints. The
concl usi ons and recomrendati ons of the study, presented in chapter 1V, suggest
areas of action both on the broader level of mitigating the adverse inpact of
border control issues and on the specific |levels of sectoral interventions,
institutional devel opnent, especially in the public sector, and realizing
export potential. As such, this investigation of the external trade sector
focuses nore on the operational and technical aspects of trade performance and
prospects than on issues of trade policy, which remain the subject of interim
and final status negotiations between the parties.



Chapter |

MERCHANDI SE TRADE AND THE DEVELOPMENT OF THE
PALESTI Nl AN ECONOWY | N THE 1990s

This chapter ainms to place the performnce of the Pal estinian
mer chandi se trade sector within the context of recent developments in the
Pal esti ni an econony, bearing in mnd |onger-termtrends which underlay their
closely related fortunes in recent years. This exanination begins with a
brief assessnment of the role of merchandise trade in the external sector and
t he econony as a whole, both before 1993 and since. This is followed by an
anal ysis of sonme of the key features of the Pal estinian econony which
represent a potential for external trade. The chapter then reviews the broad
mar ket orientation of Palestinian trade, taking into account regional trends
and potentials for diversifying Pal estinian external trade |inks. The
exam nati on concludes with an account of recent external trade perfornmance,
drawi ng on avail abl e aggregate and micro-data in this regard.

A. The role of trade in the Pal estinian econony until 1993

Since 1967, the Pal estinian econony had operated under an abnormal set
of circunstances that entail ed weak econom c performance and a | ack of
coherent econom c devel opment. Prol onged occupati on of the West Bank and
Gaza Strip resulted in orienting the Pal estinian economy towards a dependent
relationship with the nuch stronger and conpl ex Israeli econony. This
rel ati onship emerged in such a manner that the West Bank econony was |argely
separated fromthat of the Gaza Strip, whereby the scale and significance of
each region's transactions (in goods, |abour and other services) with the
I sraeli econony surpassed econonmic relations with each other. Under
occupation, Palestinian production and trade were oriented in line with trends
in Israeli production, export and consunption, which did not necessarily
reflect the long-termneeds of the Pal estinian econony. 2/

This orientation resulted in erratic gromh and mnimal structura
change in donestic production over the years. Consider briefly the
hi storical trends in Pal estinian exports, whose nore recent performance is
di scussed later in this chapter. After 1967, there was a steady increase in
t he val ue of exports fromthe Palestinian territory, reaching a high of over
$400 million in 1981. This was nostly due to external inperatives, including
strong regional demand for agricultural exports and the increasing use of
Pal esti ni an subcontracting services, which involved further integration of
Pal estinian production into trends in the Israeli econony.

Up to the early 1980s, the Pal estinian econony as a whol e experienced
grow h due to factors that were not a consequence of sustained growth in
donestic output. Rather, the nmotor for growmh was factor incone, especially
paynments for | abour enployed in Israel, and migrants' transfers, 3/ neither of
which reflected or directly contributed to devel opnent of the | ocal econony,
with the exception of private residential construction. |I|ndeed, there was a
systematic decline in the contribution of gross donmestic output (GDP) to gross
nati onal product (GNP), from 98 per cent in 1968 to a | ow of 66 per cent by
1983, with the proportion not rising above 75 per cent since then. 4/ This
i ndicates that the growmh of the econony and the rise in standards of living



were not acconpani ed by a structural devel opnment of the productive sectors of
the donestic econony. Furthernore, if subcontracted exports to Israel are
consi dered as trade in | abour services rather than nmerchandi se re-exports, the
weaknesses in the donmestic productive base are further highlighted. 5 In
short, although the econony has grown over the past 30 years, it has not
substantially devel oped its capacity to generate wealth, through

di versification of domestic production, trade and services sectors or through
expandi ng nmerchandi se and servi ce exports.

The net effect of the inbalance between donestic and external sources of
i ncome has been to render the Pal estinian econony extrenely vul nerable to
external shocks. And the fragile and underdevel oped trade sector has usually
been the first area in the econony to feel the inpact of changes in externa
ci rcunstances. Since 1981, a steady downward trend energed in the val ue of
Pal esti ni an exports, arising fromthe erosion of conpetitiveness owing to very
high inflation in Israel in the first half of the decade. This was coupl ed
with the loss of lucrative regional markets for Palestinian agricultura
exports follow ng the outbreak of the Iran-lraq war. By 1989, the val ue of
Pal esti ni an merchandi se exports had fallen to sonme $160 mllion
Subsequently, the position inproved slightly with a stabilization in exports
to Israel, only to decline again as from 1994 (see bel ow).

The historical trend of decline in exports was natched by a steady
increase in the value of inports, particularly fromlsrael. Despite a grow ng
surplus in the |abour services conponent of the trade bal ance, high private
consunption, fuelled largely by external incone, generated a sustained
increase in the Palestinian trade deficit. Between 1969 and 1982, the
Pal esti ni an econony had a positive balance in agricultural trade (with the
exception of slight deficits in tw years); however, beginning in 1983, a
growi ng deficit in agricultural trade devel oped. 6/ Again, the inpact of
external shocks, such as the disturbances of the intifada and the Gulf crisis,
took their toll on Palestinian donestic output and nerchandi se exports after
1988. In 1990, agricultural inports were estimated at $110 mllion, over
90 per cent of which cane fromlsrael. Agricultural exports totalled
$73 million, resulting in a deficit of $37 mllion for 1990. 7/ On the other
hand, the Pal estinian balance of trade in industrial products has been
negati ve since 1968, and that gap has continued to increase. 8/ These
deficits have been financed mainly by increasingly lucrative incone from
| abour in Israel and rem ttances fromabroad. 9/ Effectively, the role of
mer chandi se trade as an incone-generating sector was superseded as of the
1980s by factor inconme and renmittances from Pal estinian mgrant workers in the
Arab Gulf countries, coupled with steady growth in factor incone from |l abour
in Israel.

The trade regi ne established since 1967 allowed full access for Israel
goods into the Pal estinian market, with sel ective access for Pal estinian
exports to Israel, and limted interaction with Jordanian and Arab nmarkets
(the “open bridges” policy). This created a situation whereby Pal estini an
| abour in Israel becane the nost inportant single source of Pal estinian
househol d i ncone (effectively akin to a supplenentary domestic economc
sector), much of which was redirected into consunption of inports fromlsrael
The economy thus acquired a high external trade orientation - w th merchandi se
trade mainly in one direction and with trade in | abour services mainly in the



other direction. Non-tariff barriers affecting trade wi th nei ghbouring

mar kets reinforced this dichotony, including security neasures and quota
systemnms applied to Palestinian exports and subsidies to donestic producers and
ot her nmeasures with a net protective inpact.

Furthernore, the growi ng disarticul ation between the West Bank and
Gaza Strip economies since the late 1980s has been further exacerbated since
1993 owing to the |ack of free access between the West Bank and Gaza Strip
the continued and repeated border closures inposed on the two areas, and the
increasing difficulty for Palestinians fromthe Wst Bank to access east
Jerusalem These issues underscore how trade between the Gaza Strip and the
West Bank can be conceptualized as being both an intranational and an
i nternational issue, since noving goods and people to areas outside the
territory has often proved easier than novi ng goods and peopl e between the
Gaza Strip and the West Bank. Thus, the Pal estinian econony has becomne
heavily centred on trade, but on trade which it cannot guarantee, as access to
movement of goods and people lies largely beyond its control. |Israel, on the
ot her hand, continues to have free access to both markets and to be the
primary export market for Pal estinian goods.

The inmpact of the post-1993 trade regime on Pal estinian external trade
is discussed nore fully in the followi ng sections and the next chapter. As is
detailed therein, available data on post-1993 trade performance suggest that
the Israel -Pal estine econonic accords have not been inplenented in a way that
has changed the basic features of the Israeli-Palestinian economc
rel ati onship since 1967. |Israel retains sovereignty over its own econom c
policy, with normal access to public instrunments of econom ¢ managenent,
whereas the Pal estinian Authority (PA) pursues an econom c policy which falls
short of these basic requirenments. This has special significance for the
Pal estinian trade sector, which remains highly dependent on transactions and
flows with/through Israel

However, as will be seen, the econonic accords have achieved a change in
the formal structure of the relationship and introduced the principle of
comon economi ¢ and trade interests between the two parties. Mre
specifically, the accords turned a de facto custons union into a de jure
customs union. Wth the PA being given a linited degree of self-government,

t hough not enough to alter the structure of the relationship during the
1994-1999 interim period, the historical economic distinction between |srae

and the Palestinian territory is maintained. In other words, although the
accords allow the PA a significant degree of econom ¢ decision-nmaking, the
i nclusion of the Pal estinian econony in the Israeli “custons envel ope” neans

that broad Israeli econom c policy objectives effectively define Palestinian
trade policy options in the interim period.

B. Potentials for nerchandi se export devel opnent

The current poor performance of the Pal estinian trade sector may be
understood as the outcone of an interplay between restrictions on production
and barriers to trade. These two factors have distorted the trade sector in
terms of what is produced and traded, and in which narkets trade i s conduct ed.
Wil e i ncreasing nerchandi se exports are a key to econom ¢ devel opnment in the
Gaza Strip and the West Bank, it is inportant not to sinplify the problemto



one which can be corrected by sinply increasing exports of current products
t hrough i nmproved export systens. Although greater access to internationa
mar ket s and i nproved narketing are inportant el enents of any strategy,
significant production constraints and trade barriers require attention. It
is necessary to address both issues and the manner in which they interact,
with a viewto correcting these distortions and begi nning to expand and
reorient the trade sector.

Restrictions on the use of natural resources (especially |land and water)
in the West Bank and Gaza Strip, coupled with controls over the inport of raw
materials, greatly reduce the conpetitiveness of Pal estinian products.
Security neasures affecting the econony, which have been inplenmented with
greater scope and inpact since 1994, add additional transportation and
transaction costs which further erode the conpetitiveness of Pal estinian
products by the tinme they reach external markets. These neasures have a
simlar effect on trade between the Gaza Strip and the West Bank. At the sane
time, favourable market conditions are created for the flow of Israeli inports
into the West Bank and Gaza Strip. In addition to issues of conpetitiveness,
restrictions on the novenent of Pal estinian products reduce the demand for
Pal esti ni an products, leading to a further deterioration in domestic
production and enpl oynent. 10/

To end this continuing cycle and expand and deepen trade, neasures are
required in order to reduce and elimnate the two types of barriers, nanely
barriers to enhanced and diversified production, and barriers to normal access
to external markets. Action against the first entails renoving restrictions
on the use of natural resources and on access to raw materials, capital and
ot her services at conpetitive rates. At the same time as such barriers are
bei ng addressed, efforts nmust be made to pursue all possibilities for
reopeni ng nei ghbouring, and new, markets to Pal estinian products. 11/ It is
in the context of these policy prerequisites that the potentials for expanding
trade can be best assessed.

Certain industries and products enbody greater potential for external
trade, provided that the issues of access and novenent of goods are resol ved.
The Pal estinian econony has been traditionally oriented towards agricul ture,
which still produced up to a third of GDP until recent years. Agriculture and
agro-industry offer perhaps the nost inmediate possibilities for revival of
Pal estinian export trade. Sone provisions of the interimeconom c accords and
basic market realities nean that nmuch of Pal estinian agricultural output would

not be marketable in Israel. Thus, agriculture may have a potential for
spurring export growh through supplying Europe and other lucrative markets
with off-season, high-quality and speciality vegetables. Issues related to

access to water resources continue to bear heavily on agriculture production
and nust al so be addressed before agriculture can thrive as an export sector

Al t hough the export of agricultural goods, once a najor conponent of
exports, has been increasingly marginalized in the conposition of Palestinian
exports, it should not be ignored as a source of significant trade potenti al
The ability to grow of f-season vegetables and fruits gives Pal estinians an
advantage in exporting to Europe and to Arab countries. However, for
Pal estinians to conpete effectively in such markets, many of the barriers to
production, both technical and economic, will have to be addressed and support



institutions and facilities will have to be created or inproved. The
packagi ng branch, for exanple, nust devel op al ongside agriculture and
agro-industries for these gains to be realized. The sane devel opnment nust

al so be sought in maintaining the quality of production, through grading and
guarantine centres, and coordi nating seasonal cultivation patterns with the
needs of agro-industry. Continued attention to the agricultural sector is

i nportant since increased production will help to reduce the trade deficit
(especially given the popul ation growh rate) and assist in financing the
expansi on of industry.

Manuf acturing represents only a very small share of the Pal estinian
econony (between 10 and 15 per cent according to different estinmates). For
the nost part, Palestinian industry supplies Israel with very specific
products, many of which are sem -finished or produced under subcontracting
arrangenents. The industrial sector is made up of very small firns (nost with
fewer than 10 enpl oyees) and is highly fragnented. Wth nost products being
expensi ve and of |ow quality, the export options for these firns is very
limted. Although the manufacturing sector in its current form cannot be
expected to “l ead” econom c developnent, it is inmportant to actively pronote
this sector given its inportance for nmedium and |ong-termgrowth and
devel opnent. Wth constraints on |l and and water, there are limts to
expansion of the agricultural sector (in value terms), while even greater
limts are placed on its | abour-absorptive capacity, given trends in nodern
agriculture. Industry will have to nobve from concentration on inport
substitution efforts to devel oping new |ight industries, in order to provide
the basis for the introduction of nmore sophisticated production enterprises in
hi gh-skill industries. 12/

Al t hough there are negative inplications for dependence on one market,
there is no doubt that Israel represents a market with trenmendous potentia
for Pal estinian products. Proximty to and knowl edge of the Israeli market,
coupled with | ower wage | evels, give Palestinian producers an advantage in
that market, assuming that greater access is established. This could, in the
short run, be an inportant avenue to reducing the trade deficit. Wthin the
current industrial structure, inproving production performance in certain key
areas offers the best potential for export devel opment. The potentials for
export devel opnent in branches such as ready-to-wear garments, footwear and
pharmaceuticals are explored later in this study.

C. Regional market opportunities

Since 1967, the primary markets for Pal estinian exports have been |srae
and to a | esser extent Jordan, with mninmal exports to other countries. For
exanpl e, between 1971 and 1990 the average share of direct industrial exports
fromthe West Bank to countries other than Israel and Jordan was only
1.25 per cent of total exports, while for agricultural products, the share was
equally insignificant. In the case of the Gaza Strip, the export of
agricultural products to Israel and Jordan increased from 1971 through the
early 1980s. Exports to countries other than Israel and Jordan declined from
a high of $15 million in 1971 to $8 nmillion in 1990, equivalent to 18 per cent
of agricultural exports fromthe Gaza Strip. 13/ As from 1967, the only
exports of manufactured goods fromthe Gaza Strip went to Israel, largely
t hrough | abour-intensive industrial subcontracting.



Manuf acturing patterns in the Gaza Strip and the Wst Bank have
devel oped largely on the basis of the degree of access to, and needs of, the
Israeli market, shaped by the thrust of Israeli economc and trade priorities,
in addition to standard issues of costs, conplenentarities and conparative
advantage. This bias conplicates the issue of devel opi ng exports which can
conpete in other markets, including other regional markets. On the other
hand, since 1981, exports to Jordan were regulated by a quota system
reflecting Jordani an | ocal nmarket needs, through an el aborate seasonal crop
pl anning, certification and comr ssion agent system adm nistered by Jordani an
institutions. The systemwas applied until 1988, when Jordan ended its |ega
and administrative ties with the West Bank. It allowed for a significant flow
of Pal estinian products into Jordanian markets. Manufactured products were
required to have certificates of origin issued by Pal estinian chanmbers of
conmerce in order to prove that the raw materials were not of Israeli origin
in conpliance with Arab League boycott provisions.

Export through Jordan to the Arab worl d decreased steadily since the
early 1980s, mainly owing to inportant transformations in regional nmarket
conditions, but also because of the inability to obtain lines of credit or
credit export guarantees. Palestinian exporters also |ack experience in these
markets as a result of the Arab League boycott, a policy which began to
effectively be ignored in sone Arab markets only after 1993. Agricultura
exports were able to enter those nmarkets only because they were considered to
be Jordani an produce until the end of the 1980s. |In the neantinme, Palestinian
exports have faced growi ng conpetition in Gulf markets from other countries,

i ncludi ng Jordan, Syria, Lebanon and Turkey.

It is likely that Pal estinians can benefit from harnonizing their trade
with other Arab and Islamic countries, as simlarities exist in terms of
consuner tastes, econom c structure and (to a |l esser extent) income
levels. 14/ Attenpting to redirect sone Palestinian trade to the Arab world
could be seen as strategically and economi cally necessary. Recent agreenents
have offered a |inted opportunity for regional trade, particularly with
Jordan and Egypt, but even if trade opportunities were w de open, imedi ate
trade potential would remain weak. Generally speaking, interregional trade in
the Mddle East is weak and | acks conplenentarity in ternms of production and
i ndustrial structure. Jordan, which has probably one of the npst integrated
economies in the region, obtains about three quarters of its total inports
fromoutside the region. On average, regional trade constitutes only about
8 per cent of the external trade of Arab countries. Thus, care should be
exerci sed when di scussing regional trade opportunities. Wat is needed is not
just reintegration of the Palestinian econony into the area, but rather a
| arger-scal e devel opnent of regional trade in the context of peace for
regi onal trade opportunities to be fully realized for the Pal estinian econony
(and for other Arab countries and nei ghbouring countries, such as Israel, the
Islam c Republic of Iran and Turkey). A separate study by the UNCTAD
secretariat, soon to be published, exam nes the regional dinensions of the
Pal esti ni an econony. 15/

As trade becones increasingly global, many of the advantages associ ated
with nmore traditional markets are reduced, especially since no regiona
tradi ng bl ocs exist and many of the countries in the region |ook to outside
mar kets for trading partners. |Issues of price and quality tend to be of



greater inportance, given the increase in the range of products now avail abl e
in nost regional markets. In the case of Palestinian products, the potentia
market in the Gulf States may very well be the expatriate (often non-Arab)
residents, who tend to have | ower incone |levels and demand | ower-quality
products.

Al t hough Jordan has been successful in devel oping market outlets in
Saudi Arabia, the Gulf and Iraq, Palestinian exports would encounter nore
difficulty, at least in the short run. A major reason for this lies in
production costs, which are greatly influenced by Israeli cost structures.
Continued inport restrictions nake it difficult for the Palestinians to find
the |l east costly materials. The absence of well-adni ni stered drawbacks on
tenporary inmports nakes this all the nore difficult. Furthernmore, many of the
products which are produced in the Palestinian territory are already inported
into regional markets fromother countries. For exanple, Turkey and Jordan
enj oy sonme of the sane advantages in regional trade (simlarities in taste and
proximty), but they have greater access to less costly materials and can
benefit from functioning State structures that can support export-oriented
production. In addition, |ess expensive substitutes from outside the region
further conplicate the case for Pal estinian conpetitiveness in regional trade.
Much agri cul tural produce cones from Greece and Turkey at | ower cost than
| ocally produced conmodities; manufactured products from Asi an, European and
North American markets are available in regional markets at significantly
| oner cost and better quality than locally produced goods.

Thus, a key issue arises as to whether Palestinian industrial policies
can be feasibly coordinated with nei ghbouring countries in order to produce
conpetitive production patterns in the long run. As long as the historica
trade rel ationship between Israel and the Pal estinian econony renains,
general |y maintai ned by the interim period economnm c accords, the possibility
of significant regional integration seens |less likely since the PA cannot act
to correct distortions in donestic production patterns through trade policy
instruments. In fact, the low level of interregional trade and the |ack of
flexibility allowed in the prevailing policy framework present form dable
barriers to an increased share of regional trade in overall Pal estinian
external trade. Therefore, efforts to identify new markets outside the
traditional areas - such as high-quality, off-season agricultural products for
Eur ope, or manufactured consunmer goods for sub-Saharan Africa - may offer
greater benefits for Pal estinian producers and exporters.

D. External trade and recent aggregate econom ¢ performance

The problens affecting the conpilation of reliable and conprehensive
statistics on the Pal estinian econony are well docunented in the reports and
studi es of a wide range of local and international sources. 16/ Data on
external trade are no exception, especially as political and adm nistrative
boundari es between the Palestinian territory and |Israel do not denarcate
clearly defined statistical areas for the purposes of nonitoring Pal estinian
external trade performance. Fairly conprehensive Israeli econom c and trade
statistical series for the West Bank and Gaza Strip extend only up to 1993,
after which the Israeli authorities relinquished responsibilities in this
sphere to the Pal estinian Central Bureau of Statistics (PCBS). Since 1993,
several sources have issued statistical series on the Pal estinian econony



based on different nethodol ogi es and assunptions. 17/ These estinmates for the
post - 1993 period are conbi nations of statistical series conpiled by different
PA mnistries, extrapolations of pre-1993 Israeli statistical series and new
series generated by the PCBS. The latter has initiated a wi de range of
sectoral surveys, culmnating in the first, prelimnary national accounts
series for 1994, soon to be updated for 1995-1996.

However, foreign trade statistics constitute an area which has proved
nmore difficult to nonitor and record according to international standards and
classifications. 1In this regard, conpilation and verification of data on the
Gaza Strip may result in nore reliable estimtes, as the areas under PA
jurisdiction constitute contiguous |and and nore of a unitary administrative
entity. Anmong the factors that conplicate simlar endeavours in the West Bank
are the following: the West Bank is under three distinct jurisdictions during
the interimperiod, although in principle the PA's civil functions and PCBS
surveys extend over all three areas; east Jerusalemis not recognized as a
part of the West Bank by Israeli statistics, and according to the interim
agreenents, the PA have no jurisdiction in the city; and the West Bank's
formal and informal borders with Israel (over 20 official crossing points and
approximately 140 unofficial ones) are far nmore porous than between the
Gaza Strip and Israel. Oaing to divergences in methodol ogi es and estimtes by
different sources, it would appear useful to draw upon the range of avail able
estimates in attenpting to identify conmon el ements of an assessnent of the
Pal esti ni an econony and recent trade performance. 18/ Subsequent sections of
this study draw upon findings of field research and different enpirica
sources to el aborate the investigation of the Palestinian external trade
sector.

1. Recent aggregate econoni ¢ perfornmance

In the period since 1994, aggregate econonm c indicators have exhibited
trends consistent with those prevailing in previous years, with an overal
adverse inpact on standards of living. The high exposure and vul nerability of
the economy to external shocks continue to reveal major structural weaknesses.
These include weak donestic enploynment capacity, uneven sectoral growth, weak
intersectoral articulation, severe nmarketing bottl enecks, poorly coordinated
and fragnmented new i nvestnments in both public and private ventures, and
structural inbalances anong macroeconom ¢ aggregates. These features becone
nore critical when viewed agai nst stagnation in income and grow ng poverty
anmong margi nal i zed segnments of popul ation. Human resource devel opment and
growi ng unenpl oynent since 1992 have posed critical challenges for the
performance of the econony, with inportant political, social and economc
ram fications. Quarterly unenploynent rates in 1996 ranged from 29 per cent
in periods of strict closure to 19 per cent during periods when Pal estinian
workers were able to reach jobs in Israel. 19/ Only since |late 1996 has a
gradual reduction of critical rates of unenpl oynent been possible, through
short-term enpl oynent generation alternatives, including relief-work
programes, and further relaxation of closure neasures in 1997.

Pal estinian GDP in 1996 is estimated at $3.4-$3.9 billion, by different
sources. The sectoral structure of the econony has remained essentially the
same since 1992, with transport, trade and private services accounting for the
| argest share of GDP. Notwi thstandi ng new i nvestnments since 1993 and



i nprovenents in the institutional and regulatory framework, no clear positive
i npact is noted on such structural aspects as the size and share of the

i ndustrial sector, agricultural diversification or enmergence of new producer
services. \While positive growmh rates of real GDP of over 7 per cent annually
are noted in nost years since 1992 (generated in construction, agriculture and
public services) GNP has stagnated owing to a contraction in | abour incone
fromlsrael since 1992. It is estimated at $4.1-$4.4 billion in 1996. The
decline in the scale and significance of such income has not been matched by
adequate external transfers and their deploynment into enploynment- and

out put -generating investnments. Wile restructuring and reinvigorating
domestic output are essential to sustained growh and |ong-term devel opment,
external income and investnent are needed to ensure rapid recovery and |lay the
foundati on for sustained growh. The need to pronote donestic and foreign
private investment and inprove its allocation thus remains a top priority for
domestic policy makers and for international assistance in this regard.

The | ow export ratio, of 10 to 15 per cent of CGDP, is well bel ow
pre-1988 levels of 25 to 35 per cent. A large deficit in trade of around
45 per cent of CGDP in 1996 reflects a precarious external paynments position
whi ch places a consi derabl e burden on the neagre resources of the econony.
The decline in factor income from abroad, coupled with high and grow ng
private and public consunption in recent years, has thus restrained domestic
savings. Investnent |levels since 1993 have yet to surpass those of preceding
years: investnment in 1996 is estinmated at $600-$1,000 mllion (equivalent to
15-30 per cent of GDP). |Intensive investment in private residentia
construction still accounts for the bulk of investnment despite a grow ng share
of public investnment in infrastructures, financed largely through officia
transfers since 1994.

According to sone cal cul ati ons, |osses sustained in national income in
1996 as a result of closure and rel ated nmeasures are estimted at around
$600 mllion, a magnitude which is |ower than estinmates by other sources. 20/
This is equivalent to sone 20 per cent of CGDP and 15 per cent of GNP in 1995,
and to over 70 per cent of private investnment in 1996. However, by nost
accounts, the real decline in GNP in 1996 was between 3 and 6 per cent (and
even higher on a per capita basis), rates which inply that factors such as GDP
recovery in late 1996 helped to mtigate inconme |osses. 21/ Geater stability
in the policy environnent in 1997 could allow the recouping of 1996 | osses
fromboth domestic and external sources. Prolonged econonic hardship and
uncertainty would at best reduce public confidence in the “peace dividend”
and at worst produce econom c stagnation and deprivation that could underm ne
t he peace process.

2. Recent external trade perfornance

The new policy environnent and rel ated measures ainmed at inproving the
performance of the Pal estinian econony since 1993 have not reversed a
| ong-term decline in the export sector, nor counterbal anced a sustained growth
in inmports. Underlying these trends are a range of infrastructural
i nstitutional and procedural inpedinments to free access to export markets, as
agai nst an open and | argely uncontroll ed exposure to inmports from one



predom nant trading partner. This process, which began to unfold in the early
1980s, has created a growing trade deficit which highlights the challenges of
devel opi ng export capacities.

Since 1987, trends in Palestinian export and inport performance have
exhi bited continuous fluctuations. Follow ng the sharp contraction in
economi c activity and external trade during the 1988-1989 intifada period,
both exports and inports began to recover in 1990. By 1992, pre-1987 |levels
of inports had been restored, but exports had recovered to only three-fourths
of 1987 levels. From 1992 to 1994, nerchandi se inports decreased by
15 per cent, whereas exports decreased by slightly nore, around 17 per cent
(see table 1). After a significant 35 per cent recovery in exports in 1995,
acconpani ed by a 60 per cent expansion of inports, exports again slunped in
1996, while inports continued to rise, albeit noderately.

The transformation in the role and perfornmance of the external trade
sector may be graphically illustrated by conparison of estimted data for 1996
with figures for 1981, the year in which Pal estinian export performnce was at
its strongest, am dst steady econom c growth. 22/ Total nerchandi se exports
in 1996 are estimated at $265 nmillion, down from$400 mllion in 1981. Qut of
a total value of trade in 1996 of alnpbst $2,000 million, exports represented
only 13 per cent, down from 36 per cent in 1981. Since 1981, inports nore
than doubled, from$748 mllion to $1,725 mllion while the merchandi se trade
deficit grew alnost five-fold, from$350 mllion to alnmost $1,500 mllion
This translates into a nerchandi se trade deficit whose proportions grew from
35 per cent of GDP in 1981 to around 45 per cent by 1996. When trade in
non-factor services is exam ned, the position of the Pal estinian econony
appears even nore precarious, owing to the greater proportion of inmports of
non-factor services as conpared with exports.

Anot her key feature in Pal estinian external trade patterns is the al nost
total concentration of trade with one partner. Whereas trade with Israel in
1981 accounted for 85 per cent of total Palestinian inports and exports, that
proportion now stands at around 90 per cent. VWiile in 1981 a total of
$111 million, or 28 per cent, of exports was destined for Jordani an, other
Arab and international markets, by 1996 these markets absorbed $31 million, or
only 12 per cent, of Pal estinian exports (see table 2). Thus, froma position
of a small trade surplus ($33 mllion) with narkets other than Israel in 1981
t he Pal estinian econony today has a $144 nillion trade deficit with the rest
of the world, and a $1,315 nmillion deficit with Israel

Israeli prominence in the Gaza Strip's external trade is nore pronounced
than in the West Bank, owing to current geographical realities as well as
hi storical patterns: the Gaza Strip's greater exposure to Israel and the
West Bank’s traditional econom c and social ties with Jordan and the Arab
hinterland. Thus, in the first post-1993 expansion of trade, in 1995,
Gaza Strip exports recovered while inports grew dramatically, nost of which
gromh was with Israel, which has maintained its 90 per cent share of
Gaza Strip inports since the early 1990s, as conpared with under 85 per cent
in the case of the West Bank. Aggregate data for the 1994-1996 period thus
confirmfield research findings, nanely that a nuch anti ci pated
di versification of trading partners in the post-1993 period has not occurred.
Furthernore, both aggregate and partial data series confirmthat the



t hree-decade-ol d trends of Pal estinian trade, such as the di mnished trade
rel ati onshi p between the West Bank and Gaza Strip, continue, and have in fact
intensified. 23/

3. Salient features of external trade: channels and conposition

As examined in greater depth in the next chapter, the Protocol on
Econom ¢ Rel ati ons between Israel and Pal estine was expected to result in
much- needed diversification of trade. Despite the custonms union and ot her
measures in the Protocol that asserted a continuity rather than a break with
the economc relations of the pre-1993 period, it was intended that the
various itenms exenpt or partially exenpt fromthe custonms union would help
reduce dependence on Israeli markets as sole suppliers (see appendix 1 for a
conplete listing of items). Under the Protocol's provisions, inport permts
are issued by the PA for goods inported fromany trade partner other than
Israel. |If the goods are still within the quotas of the different lists, PA
custons rates then apply (along with Israeli value added tax (VAT) and
purchase tax rates). Table 3 shows the value of inport licences issued in
1995 in the West Bank and Gaza. Wiile these do not necessarily indicate
actual inports finally effected that year, they are considered by PA officials
to provide a reliable indication of some of the features of post-1993 trade
patterns.

An exami nation of this data source indicates that in terns of the
overall value of inports, licences issued constitute about $180 mllion, or
only 11 per cent of the year's total inmports. Mst of the |icences
(73 per cent by value) were issued in Gaza and yet constitute under
35 per cent of the Gaza Strip's inports in 1995. Inport permts issued in the
Gaza Strip for Egyptian goods were only 16 per cent of the total value of
perm ts, and Jordani an goods were only 3 per cent, with the rest going nostly
to inports fromother countries. This indicates that there is no i medi ate
gravitation towards the Gaza Strip's closest regional partner, Egypt, a goa
inmplicit in the Protocol and Pal estinian trade policy since 1993. [Inport
permts for the West Bank were nore evenly distributed, with 43 per cent
i mports from Jordan, 18 per cent from Egypt and 39 per cent from other
mar ket s.

Estimates for actual inports into the Gaza Strip fromcountries other
than Israel place these as low as $30 million, according to one PA source, or
merely 6 per cent of total Gaza Strip inmports, and under one-fifth of the
estimated val ue of West Bank inports fromnon-lsraeli markets. VWhile it is
possi bl e that a |large nunber of inmport pernmits were not actually utilized, it
is likely that a proportion of “permitted” inmports were effected through the
internediary of Israeli inport agents, in conformty with well-established
channel s and practices. Besides questioning the useful ness of permts as a
measure of actual inports, this casts doubt on the significance of the PA' s
ability to use custons policy to pronpote diversification of trade
specifically, and econom c devel opnment nore generally.

On the other hand, the fact that the nunber of permits issued
constituted by value nmore than 30 per cent of total inports into the
Gaza Strip is encouraging. 24/ However, indications that a possibly
significant proportion of those permts were not actually executed m ght have



the effect of discouraging further attenpts at direct inporting, especially
with the additional constraints inposed on the flow of trade from non-1srael
sources since 1996. This may be particularly true in the case of nost
first-time inporting or new entrants into inporting. Mreover, even if it is
assuned that all the inport-licensed goods entering the Gaza Strip were from
lists covered by PA custons policies, this inplies a capacity to influence
sonme 6 per cent of total Gaza Strip inports, providing very little |leverage in
setting trade policy or economc policy nore generally. 25/ In the case of
the West Bank, the PA's ability to control/nonitor trade flows and to use
custons policy as an instrunment of trade and devel opment policy is surely nore
attenuated. This issue nust be distinguished fromthe PA' s relative success
in collecting custons and VAT receivable for itens inported through Israel

No reliable statistical series are available for the post-1992 period
regarding the commodity conposition of Palestinian external trade, even in
broad aggregate terns of industrial and agricultural trade. The general trend
has been that industrial goods predom nate in the Pal estinian inport bill
while agricultural goods are relatively nore prom nent in export trade,
al t hough industrial goods, mainly subcontracted with Israel, predom nate in
exports as well. As may be discerned fromone partial data source, no
i ndustrial branch in the Gaza Strip appears to have emerged as a particularly
prom si ng export sector since 1993 (see table 4). Trade in foodstuffs and
agro-industrial products dom nate trade, especially in inmports, followed by
building materials, inports of which are also very high. These constitute
al nrost 20 per cent of the Gaza Strip's total, reflecting the constructi on boom
since 1993. Garnent production constituted the strongest export branch
around $30 million worth of exports, all to Israel. This was nore than offset
by inmports in the same branch

Conparison with the inmport pernmits issued for the same period suggests
that product distribution of actual inports tends to natch the product
di stribution of inport permts, with construction supplies and foodstuff/
grains constituting about 32 per cent and 30 per cent, respectively, of tota
permts issued (by value). These are followed by Iivestock and vehicl es at
14 per cent and 12 per cent each. Equi pnent for devel opment projects, one of
the listed PA inmports excluded fromlsraeli tariffs, constituted only
1 per cent of inport permits issued by value, a fact which suggests that the
i nvestment climate was so di scouraging that even the formal procedures for
importing were not initiated. This mght also indicate that Gaza Strip
entrepreneurs have opted to continue to buy fromlsraeli sources or through
Israeli channels rather than take advantage of what was expected to be

favourable inport terns for capital goods. In 1994, Israel’s investnment goods
i nports were valued at around $3 billion, or about 13 per cent of tota
i mports. 26/

Al t hough not categorized as external trade, the flow of goods between
the Gaza Strip and the West Bank has inportant inplications for the growh and
devel opnent of the Pal estinian econony and external trade. Although the
two econom es have been disarticulated in many ways since 1948, the trade
i nks between the two regions devel oped relatively unhindered during the
occupation period, at least until 1990. 1In ternms of both bal anced regi ona
devel opnent and integration of the econony at the production and nmarket
| evel s, internal trade between these discontinuous regions can play an



i mportant role in rationalizing and harnoni zi ng external trade patterns.

G ven the snmall size of the Pal estinian econonmy and the difficulties which
i ndustries face in achieving econom es of scale, such barriers are nore
extrene if the Gaza Strip and the West Bank are separated.

The issue of Gaza Strip-West Bank trade itself is of sufficient
i mportance to nmerit its own detailed exam nation. Although this study
concentrates on Pal estinian external trade, it also considers the
Gaza Strip-West Bank trade situation (as well as trade between east Jerusal em
and the rest of the Palestinian territory) when appropriate, since these trade
flows suffer fromvulnerabilities simlar to those of external trade. This
has an i npact on Pal estinian external trade in two ways. On the one hand, the
nmore protracted the separation of the Gaza Strip, the Wst Bank and Jerusal em
the nore that inportant donestic markets (i.e. the West Bank market for
Gaza Strip producers and the converse, and the east Jerusal em market for both)
are lost to |ocal conpetition, and to inports fromlsrael, Egypt and Jordan
On the other hand, separation has a nore |ong-term consequence, nanely that in
the absence of conpensating increases in exports to |Israel or other countries,
the | oss of econonies of scale due to the |oss of domestic market shares
weakens the conpetitiveness of Pal estinian manufacturers and growers.

In 1990, the last year for which sone conprehensive data are avail abl e,
the West Bank purchased over $24 million of agricultural products fromthe
Gaza Strip, while the Gaza Strip purchased alnost $9 million of agricultura
products fromthe West Bank. Trade in industrial products (such as
agro-industrial products, textiles and footwear) was nore devel oped, though
aggregate data are not available. Barriers to Gaza Strip-West Bank trade
(see chapter 11) over the past two years have led to a decrease in this form
of trade (see table 5). Since 1994, many producers in the Gaza Strip and the
West Bank have reported serious drops in West Bank-Gaza Strip trade. The
findings of field research, docunented el sewhere in this study, provide a
concrete sense of the inpact of the steady deterioration in interregiona
trade in the Palestinian territory over recent years. According to one PA
source, in 1995 total trade between the two regions was estimted at around
$50 million, equivalent to under 3 per cent of all Gaza Strip and West Bank
external trade. 27/ Trade flows between the two regions are estimated to have
declined to under $40 million in 1996, around 2 per cent of the total val ue of
external trade



Chapter 11
THE NEW POLI CY ENVI RONVENT AFFECTI NG TRADE

A.  Economic opportunities and chall enges of the peace process:
an overvi ew of devel opnents in the policy and regul atory
framework since 1993

Two powerful, yet opposing, factors have influenced the overall policy
envi ronnment underlying the recent performance of the Pal estinian econony and
i medi ate prospects for its revival, particularly of the external trade
sector. On the one hand, |srael-Pal estine econom c accords since 1993,
especially the Protocol on Econonic Relations, set the scene for a significant
transformation in relations between the two parties and in the policy
envi ronnent affecting Pal estinian economc activity in several key areas. 28/
The Protocol is examined in depth in the followi ng section. On the other
hand, the parties have yet to resolve a range of outstanding issues, falling
mai nly outside the econom c domain, against a backdrop since 1996 of violence
and strict security neasures. These are also analysed in detail later in this
chapter. Accordingly, the Palestinian econony, weakened by prol onged
negli gence and isolation, is increasingly dependent on the changi ng fortunes
of the peace process. It has exhibited accelerating entrepreneurial activity
and growi ng investor confidence in tinmes of progress, and contraction in
busi ness activity and incone | oss in periods of stalemate or disruption of the
I sraeli-Pal estinian peace process.

The vulnerability of the Pal estinian econonmy to the interaction of such
factors has been conpounded by a range of inherent weaknesses coupled with the
absence of an adequate regulatory and institutional franework at the public
and private sector levels. Sone progress has been achi eved by the PA since
1995 with regard to drafting essential |egal instruments governing economc
activity in areas such as private investnent, enterprise activity, banking,
public finance, industrial zones, standards and safety, the civil service and
intellectual property. However, npst are not yet formally adopted and
procedures and institutions to ensure their application are yet to be
established. The pace and orientation of institution-building in the public
sector alone have been subject to the influence of a variety of factors which
reflect the difficulties of isolating the devel opment of effective PA
institutions fromthe realities inposed by political exigencies, economc
pressures and human resource limtations. The emerging private sector has, on
the other hand, shown resilience and a capacity to adapt to a still-uncertain
policy environment. This has involved intensified cooperation with PA
institutions to establish the basis for a liberal, nodern and efficient
Pal esti ni an econony, capable of neeting the chall enges ahead.

Notwi t hstandi ng the efforts made, repeated closures of the Pal estinian
territory since 1996 signify the interplay of forces pronoting or inhibiting
econonmic activities. A promnent exanple is the sensitive investnment climate,
whi ch had begun to stabilize in 1995 followi ng the adoption of a Law for the
Pronmoti on of Investnment, the consolidation of the |ocal banking system and
related regulatory and institutional devel opnents. 29/ Events on the ground
since 1996 have pronpted caution on the part of investors and financia
institutions, which remain in need of sustained political, |egal and



institutional stability. Nevertheless, nbves such as the opening of the
Pal estinian Securities Exchange in early 1997 continue to indicate the
comm trment of the private sector to develop in cooperation with the PA the
range of institutions and instrunents required for vibrant and efficient
financial internmediation and enterprise devel opnent.

Despite the opportunities offered by post-1993 trade accords w th Egypt,
I srael, Jordan and ot her partners, prolonged obstacles and conpl ex procedures
affecting the novenent of goods have highlighted the weaknesses in the
orientation of the external trade reginme, calling for the strict application
or renegotiation of accords with trading partners. 30/ |In particular, aspects
of the Israel-Palestine accords covering novenent of |abour, trade and custons
and other duties are considered to require serious scrutiny by both sides as
they nove to reinvigorate economc relations in the com ng period. Wile
current preoccupations enbrace the interrelated issues of trade policy and
practices, options facing the PAwith regard to the former continue to be
dom nated by the day-to-day realities inposed by the latter. Meanwhile, in
the context of preparations for final status negotiations with Israel, the
future of Pal estinian econonic strategies, policies and relations is a subject
of growing interest to decision nmakers in the public and private sectors. 31/

The reconvening of the Israeli-Palestinian Joint Economc Committee
since late 1996 reflects a clear recognition by the parties of the need to
deal with outstanding issues that hanper progress in the interimperiod. A
nunber of measures were announced in 1997, including enhanced arrangenents at
t he border for nmovenent of nerchandi se trade with/through Israel and with
Jordan and Egypt, addition of new itens and quantities on Lists of goals the
PA may inmport from abroad (see section B.1 below) and inproved arrangenents
for travel of Pal estinian businessnmen to Israel. 32/ Their inplenentation and
i npact remain to be seen, however.

B. Trade agreenments and the trade policy franmework

Restrictions affecting Pal estinian external trade until 1993 played a
maj or role in shaping the orientation and conposition of Palestinian trade
relations. Such an inpact has extended to the operation and characteristics
of Palestinian firnms further upstreamin the production process, thereby
further discouraging trade opportunities in the near future. Wile nuch
restructuring is called for to inprove the prospects for trade, both in the
trade environnment and in production, any restructuring of this trade-dependent
econony requires that a fair trading environnment exist for Palestinian firns.

Al t hough sone inportant changes have been agreed and inplenented in the
trade policy environment since 1993, the scope for devel opi ng Pal estini an
external trade remains defined by the ternms of the interimperiod accords and
attendant political and security considerations. The new trade reginme has
created opportunities where none previously existed, while the economc
situation on the ground has significantly worsened in recent years. The
anal ysis of the trade environment in this section focuses on three |evels:
first, the overall framework that was set in place by the Protocol on Econom c
Rel ati ons, which gave the PA control of sone of the nominal instrunents of
trade policy; second, the inplenentation of the Protocol as regards the
custons revenue schene prevailing in 1996; and third, how the various trade



agreenents in the region and internationally between the parties to the peace
process interact with the energing trade reginme. This is followed by an

exam nati on of the operation and regul ation of the trade sector, the extent to
whi ch agreed procedures (and the policies informng them) are being applied,
as well as other factors influencing external trade performance.

1. Protocol on econonic relations: trade issues

The Protocol creates a trade regi ne between areas under PA control and
Israel that is sonething of a hybrid between a free trade area and a custons
union. It stipulates that:

(i) The flow of agricultural and industrial goods between Israel and
t he West Bank/ Gaza Strip will be free of any restrictions,
i ncl udi ng paynent of custons and inport taxes, with the exception
of quotas placed on six Palestinian agricultural exports to |Israe
(el ons, tomatoes, cucunbers, potatoes, eggs and poultry), which
will be subject to Israeli quotas. Quotas will be renoved over a
four-year period (articles VII1 and |IX)

(ii) “The Israeli rates of custonms, purchase tax, |evies, excises and
ot her charges, prevailing at the date of signing of the

Agreenment ... shall serve as the mninumbasis for the Pal estinian
Aut hority. The Pal estinian Authority may deci de on any upward
changes [in these rates]” (article Ill, paragraph 5a).

Al t hough these provisions in the Protocol preserve the overall franework
of a custonms union between Israel and the West Bank and Gaza Strip, other
provi sions allow significant exceptions that could, in principle, help pronote
West Bank/ Gaza Strip devel opnent and trade objectives. The provisions (in
article Il1) are conplex:

(i) For products on Lists Al and A2 and in quantities agreed upon by
the two sides, "the Palestinian Authority will have all powers
and responsibilities in the sphere of inport and custonms policy
and procedures" (paragraph 2a). These goods (nostly food
products and construction material) can be inported from Jordan
and Egypt in particular, and fromother Arab and Islanic
countries in general

(ii) For products on List B, the PA was granted the powers to
determine the rates of custons, purchase taxes, |evies, excise
and ot her charges on some capital goods used in construction
i ndustry, agriculture, nedicines and the Pal estinian devel opnent
programe.

(iii) Products not on Lists AL or A2 or B, or those on Lists Al or A2
but exceeding the quotas, will be subject to a mninmm of Israel
rates. The possibility of the PA's |evying higher rates than
Israel is somewhat theoretical since there is no provision to
prevent the entry of the sanme goods via Israel, subject to | ower
rates and thus at lower prices. |If the PA deens it in the
i nterest of devel opnental goals to raise sone of the rates, this



woul d have to be conbined with other instrunents of trade policy
(i.e. non-tariff barriers). However, in order to effectively
apply such instruments, which invariably entail further
conplicating trade procedures, the PA would have to ensure a high
degree of bureaucratic efficiency.

(iv) For other special products, such as fuel and autonobiles, other
provi sions apply. "The PAw Il determne its own rates of
custons and purchase tax on notor vehicles inported as such, to
be registered with the Pal estinian Authority” (paragraph 11la).

(v) The Protocol stipulates that “the clearance of revenues from al
i mport taxes and | evies between Israel and the Pal estinian
Authority will be based on the principle of the place of fina

destination. |In addition, these tax revenues will be allocated
to the Pal estinian Authority even if the inportation was carried
out by Israeli inporters when the final destination explicitly

stated in the inport docunentation is a corporation registered by
t he Pal estinian Authority and conducting business activity in the
Areas” (paragraph 15). Procedures for adm nistering and
transferring custons and rel ated revenues are conplicated, and
are di scussed bel ow

The Protocol ainmed to confer upon the Pal estinian econony and trade
sector significant benefits, as addressed in the Preanble and rel evant
articles, nanely:

e Strengthening the base of the Pal estinian econony and the PA s
i ndependent and institutional econom c decision-nmaking processes, in
accordance with its own devel opnent plan and priorities;

* Assisting in diversifying external trade arrangenments by establishing
direct economc links with Arab countries, particularly Jordan and

Egypt;

e Opening up the Israeli market to Pal estinian agricultural and
manuf act ured products by allow ng goods to nove freely, not subject
to custons duties, taxes or quotas (except selectively until 1998);

« Alowing the PAto receive tax revenues for goods inported by the
West Bank/ Gaza Strip via Israeli channels, if certain conditions are
met ;

 Alowing the PAto establish its own inport policy and tariff
structure for certain products, quantities and countries. Here the
Prot ocol gave the PA an opportunity to inport a range of capital
equi pnent and foodstuffs fromthe cheapest sources and inmpose its own
tariffs on these inports;

e« Gving the PA authority in respect of inportant revenue-enhancing
items, such as notor vehicle inports, a major source of budgetary
revenue; and



* Alowing the PAto inport petroleum products for sale in areas under
its jurisdiction at cheaper prices than in Israel

Since 1994, the Protocol has been the subject of grow ng anal ysis and
debate, fromdifferent conceptual and policy viewpoints. Mny of these
exam nations have highlighted sone of the mgjor om ssions or shortcom ngs of
the Protocol, aspects which are considered to dimnish the potential benefits
of this agreement for Pal estinian external trade. Wthout making a detailed
anal ysis of the Protocol fromthe viewpoint of trade, it is nevertheless worth
while to note some maj or weaknesses which could be addressed in order to
enhance the contribution of the Protocol in the interimperiod and as a basis
for future final-status arrangenents yet to be negotiated. Sone of the key
limtations, requiring further consideration, are:

« The quantitative restrictions placed on Palestinian inports, which
limt the latter to anpunts that are expected to be sold within the

Pal esti ni an econony according to “market needs”. Inports from Arab
countries are limted by “market needs” as determined by the Joint
Economi ¢ Committee established under the Protocol. Some inports can

originate only from Egypt or Jordan

e As there are no reliable data for meking accurate estimtes of
“market needs”, limting inports to the West Bank/Gaza Strip by this
measure is seen as an interference in the operation of market
mechani sms. Di sagreenent can arise over actual nmarket needs if
imports fromalternative sources begin to replace inports from
I srael ; conversely, these quantitative linmts can act as effective
incentives to nonopolistic or price-distorting practices by
Pal estinian inporters with favoured links with Jordanian or Egyptian
mar ket s;

« Facilitating fiscal |eakage: the “re-export” clause (paragraph 15)
shoul d ensure that the PA will receive custons revenues on goods sold
in the West Bank/ Gaza Strip by Israelis that are not of Israel
origin, but are inported fromoutside Israel with little or no
transformation in their value taking place in Israel. These goods
woul d still be classified as non-lsraeli or Israeli re-exports. As
such, their custons revenues should accrue to the PA, and not to
Israel, if the provisions of normal custons union are to be applied
to the Pal estinian-Israeli situation. Although this has added to the
revenues of the PA, the | oss of revenue to the Pal estinian treasury
(“fiscal |eakage” caused by the inability to adequately nonitor
inmports fromlsrael) is estimated to be between $166 mllion and
$275 mllion a year during the period from 1994 to 1996; 33/

e Failing to capture all the trade tax on goods inported from outside
the customs union through the use of “point of destination” as the
met hod of accruing revenue to the PA. By some accounts, as much as
60 per cent of Israeli exports to the West Bank/ Gaza Strip were
originally inported into Israel. 34/ A “point of consunption” system
woul d nore accurately reflect the trade tax to which the PAis
entitl ed,



* Not addressing the wide array of subsidies and other non-tariff
barriers that benefit some Israeli sectors and products, |eaving
Pal estinian industry and agriculture at a di sadvantage. VWhile such
support neasures are gradually being phased out as Israeli trade is
liberalized, they continue to operate in some areas with a bearing on
the Pal estinian market and simlar productive branches;

 VWile the Protocol calls for free movenment of goods between |srae
and Palestinian self-rule areas, such novenment is subject to the
security measures stipulated in Annex 1, articles I X and X. Although
the border closures which were inposed after a series of violent
incidents in 1996 are the nost prom nent exanple, linmtations on the
movenment of goods was experienced even earlier. Such neasures
constrain the quantities of goods that do actually pass,
significantly reducing the PA custons revenue. The closures create
both an i mredi ate financial risk for producers and traders, and
significant indirect costs such as inconsistencies in supplies and
unreliable delivery tinmes, as well as the opportunity costs which are
t hus incurred

2. Regi onal and international trade agreenents

Jordan is the PA's closest regional trade partner, after Israel. Mich
trade in Jordan is conducted by Pal estinians who have been resident in Jordan
for many years, and significant trade contacts already exist. |In addition,

Jordan provides a key gateway to the rest of the Arab world and has al ways
been the transit point for Palestinian exports. Current Palestinian exports
to Jordan include agricultural products, building stones, sameh (ghee) and
[ight industrial products, nost of which are also produced in Jordan for
domestic and export markets.

A trade agreenent between Jordan and the PA was signed on
14 January 1995, nodified in May 1995, and only cane into force as of 1996.
Thi s agreenent exenpts specified commpdities fromcustonms duty in six ngjor
categories: processed foods, agricultural products, nechanical or electrica
equi pnent, househol d or donestic itens, agricultural equipnment, and chem ca
and pharmaceutical products. As indicated in table 2, trade with Jordan
doubl ed in 1996, from $17 mllion (in 1995) to $35 mllion. This is stil
wel | bel ow 1993 | evels of over $60 nillion, and nuch hi gher historical |evels,
i ndicating that nuch still remains to be done to achi eve the broad goal of
$200 mllion of trade between the two sides, as hoped for by Jordanian and PA
of ficials.

In the context of the M ddl e East peace process, a separate Agreenment on
Trade and Econom ¢ Cooperation between Israel and Jordan was signed in 1995,
provi ding custons tariff reductions for goods of Jordanian origin and custons
tariff reductions for goods of Israeli origin. The only two conponents of
Israel's inports which represent potential exports from Jordan are fruits and
veget abl es, and textile products. Jordan will be conpeting here with

West Bank/ Gaza Strip exports to Israel. |If these itens are inported to Israe
fromJordan, it will nost probably be because sone trade has been diverted
away fromthe areas rather than because net trade has been created. |srael

merchants will inport these goods from Jordan rather than fromthe



West Bank/ Gaza Strip as long as the price difference justifies the higher cost
of transportation. Transportation should be one of the advantages that

Pal esti nian exports have over Jordani an products; however, the prevailing
situation in the Gaza Strip, and often in the West Bank, reduces this

advant age because of large increases in transaction costs.

No formal trade agreenent yet exists for trade between Egypt and the PA
Al t hough an interimcooperation agreenent between the two sides has been
initialled, it cannot be considered a full trade agreenment. It neither
specifies the terns and conditions of trade, nor details tariffs, duties or
commodities to be covered by preferential treatnent. Economic simlarities
and other realities affecting the Egyptian and Pal estinian (especially
Gaza Strip) markets inply that even in the absence of specific agreenents,
there is already room for expansion of trade, particularly inmports from Egypt,
provided that transportation, |ogistical and other trade-related services are
i nproved. However, the quantitative limts on inports from Egypt franed
within the Protocol could restrict further progress in this respect.

Meanwhi | e, a nunber of Arab countries, including Saudi Arabia, Qatar,
the United Arab Emirates, Bahrain and Tunisia, have announced that Pal estinian
products may enter their markets free of any custons duties, but so far no
agreenents have been signed to fornalize these concessions. The PA ainms to
formalize them however, in addition to agreenments with other regiona
partners, such as Turkey. Recent initiatives within the context of a plan by
the League of Arab States to facilitate and invigorate inter-Arab trade and to
establish an Arab Free Trade Area have particular inportance for the future of
the Pal estinian econony, including trade expansion. 35/

Si nce 1986, Palestinian trade with the European Union (EU) has benefited
frompreferential treatnment accorded to certain products, such as sel ected
agricultural produce, and flowers. The EU and the PA devel oped their
relationship further with the signing of an Interim Agreenment on Trade and
Cooperation in February 1997. The Agreenment builds on the earlier
preferential treatnment accorded to Pal estinian exports, with a range of
reci procal neasures ainmed at integrating the PAwithin the EU s regional and
subregi onal systens of trade relations. 36/ Meanwhile, bilateral econom c and
trade negoti ati ons have been conducted since 1995 with a number of other
energing trading partners. These include Canada, the European Free Trade
Associ ation, the Russian Federation and the United States of America.

In 1996, the United States anmended the US-Israel Free Trade Area
I mpl ementation Act of 1985 to include articles on the West Bank and Gaza Strip
as a qualifying industrial zone. Under this Act, the President has the
authority to elimnate or nodify existing duties. Since garnments, textiles
and | eat her apparel were not covered in the Act but were covered under
separate trade agreenents, the amendment did not apply to those products.
Subsequent | egislation extended existing Israeli trade provisions on these
products to those produced in the Wst Bank and Gaza Strip. Prior to the
anendnent, export to the United States under these ternms was possible only if
the trade was conducted through an Israeli agent or producer. Although it is
now possi ble for Pal estinians to take advantage of this access to the



United States market, barriers to exporting to the United States - in terns of
quality, price and transaction costs - have prevented any significant increase
in direct export to date.

C. Inmplenmentation of trade regulations under the custons union

1. | ssues of contro

In practice, Palestinian custons and trade regul ati ons apply nore
conprehensively in the Gaza Strip than in the Wst Bank, since the latter is
under a multi-layered jurisdiction and nmerchants can bypass PA procedures
entirely and work only through Israeli authorities, especially when that can
facilitate their business activities. This is a particularly material issue
for the econonmy not only because it represents a loss to the PA treasury, but
al so because control over adninistering custons regulations is ideally
associ ated with adm ni stering various kinds of trade pronotion packages.

Under current arrangenents, the PA's ability to encourage exports through
credit facilities, export pronotion, trade informati on services or other
support neasures is severely limted. As a consequence, the elaboration of a
coherent trade policy is conplicated, and initiatives to encourage exports can
expect little financial inputs fromthe stretched PA budget.

An exanple of this potential problemis that of drawbacks on “tenporary
imports”, i.e. inported raw materials and unfinished inputs that go into the
production of export-bound goods. An exporter can wait about three months
until custons duties, VAT and purchase taxes are reinbursed. 37/ Once a nore
vi brant export sector energes, such drawbacks could be financed through
specially allocated credit facilities in order to alleviate any cash-fl ow
burdens on the exporter. Drawbacks and other inportant instruments of export
facilitation are best covered through customs revenues rather than other
government revenue sources. Even such essential support, which need not inply
any final expenditure comritnent, is beyond the financial means of the PA
whi ch has been operating with a small budget deficit since its inception

2. Terns of applying trade taxes

Under the custons union, goods entering the Israeli-Pal estinian custons
area are subject to three taxes: tariffs and duties, purchase tax and VAT.
Pal estinian tariffs and duties can deviate only upwards on all the itens, and
downwar ds or upwards on those listed in Lists Al, A2 and B of the Protocol
The Protocol allows for only a two-percentage point deviation fromlsrael
VAT, and maintains the purchase tax entirely according to Israeli procedures.
Purchase taxes are applied to all inports regardless of origin, and range from
5 per cent to 100 per cent of the total assessed value. These rates may
i ncl ude “TAMA” mar k- ups when applicable, used to adjust the basis for
cal culating the purchase tax when an inported item potentially conpetes with
I sraeli-produced products. TAMA is an “arbitrarily assigned mark-up ..
designed to reflect an increase to wholesale prices”, 38/ decreasing or even
elimnating any price advantage a foreign conmpetitor mght have. Since 1991
the mark-up has begun to reflect actual mark-ups of whol esale prices. For
products not produced in Israel, the TAMA is not included in the calculation
of the purchase tax. The TAMA mark-up also applies to inports destined for PA



territory, thus reducing the possibility of inporting goods at substantially
cheaper rates than wholesale prices in Israel, even when permtted by the
Protocol lists.

O her than the duty-free treatnent of trade in listed goods with Jordan
and Egypt in accordance with trade agreenments with these two partners, by 1997
the PA had not instituted custonms or VAT rates different fromlsraeli ones for
goods on Lists Al, A2 and B. This has been based on a perception that the
goods listed and quotas approved on Lists Al and A2 from markets other than
Egypt and Jordan are so small in quantity that the inpact of using different
rates would not justify the efforts required to design and adm ni ster them
I ndeed, all quotas of Lists Al and A2 are reported to have been net since
1995, and were to be subject to upward revision agreed in principle in 1996
and finally signed at the end of 1997. List B, however, which conprises
capi tal goods, has hardly been used, and only construction equi pment was
i mported at significant |evels under this list. 39/

Under current arrangenents, all customs duties and taxes exacted at
Israel's ports of entry are transferred to the PA Mnistry of Finance if two
conditions are nmet: the point of destination of the goods specifies
Pal estinian territory rather than Israel, and the inporting trader is a
Pal esti ni an business registered with the PA. If the second condition is not
met (and there are strong incentives for the inporter not to neet it since the
chances of Israeli security-related del ays decreases significantly with an
I sraeli mddleman), then only the VAT is transferred to the PA. If the first
condition is not nmet (and thus the second one is also not nmet), all taxes
wi t hout exception will accrue to the Israeli Mnistry of Finance. These
conplicated terns are set out in table 6. 40/

The incentives for Palestinian buyers to conply with both conditions
(destination and inporter of record) are not yet strong enough to
count er bal ance the obstacles that have disrupted the flow of goods at borders,
especially since 1996. It has been the experience of Palestinians that their
goods are subject to | ess inspection, danage and del ay by port and security
authorities if the goods are inported through Israeli inporters and with
Israel marked as the destination. 1In the absence of a tenporary inport
drawback system even exporters nmay be inclined to inmport raw materials
t hrough Israeli channels. In fact, prior to 1993 sonme Pal estini an
manuf acturers tried to establish operations in Israel in order not only to
avoi d del ays and extra costs, but also to benefit from drawbacks on tenporary
imports. Additionally, these operations allowed the manufacturers to benefit
fromhaving an Israeli certificate of origin that allows excellent access to
maj or markets in devel oped countries and on favourable ternms. 41/ Since the
signing of the Israeli-Palestinian agreenments, many of these favourable terns
have been extended to Pal estinian products. For exanple, both the
United States and the European Uni on now al |l ow Pal estinian products to be
i mported under conditions simlar to those under which Israeli products are
i mport ed.

In 1996, the PA attenpted to denmarcate |Israeli and Pal estinian channels
of inport procurenent. Under a directive issued by the PAin early 1996,
Israeli agents for international suppliers or Israeli manufacturers can no
| onger sell directly to Pal estinian businesses. Rather, there are two options



avail able: either Israeli and international suppliers have a Pal estinian
agent or representative registered with the PA Mnistry of Econony and Trade,
or the Palestinian inporter inports directly frominternational or |srael
suppliers, without the internmediation of the Israeli distributor/agent. 42/
VWile this regulation my have entail ed additional adm nistrative and ot her
costs, its potential advantages are evident in ternms of capturing a |arger
share of forgone Pal estinian custonms revenue.

From the perspective of the PA as a nascent governnent apparatus, and of
t he econony as a whole, the continued |oss of income frominports that accrue
to the Israeli treasury needs to be addressed. There is also an opportunity
cost to this | eakage that directly affects export potential: funds that could
have been used to facilitate export devel opment are lost. Although the
long-termredress of this problem (and others) nust be fundamentally resol ved
at the political |evel between Israel and the PA, this should not prevent the
PA from denonstrating to the Pal estinian business community the i medi ate
benefits of inporting through it. Indeed, with the emergence of nonopolies
wi thin the Pal estinian business community that can secure export and imnport of
goods through special arrangenents and with high conm ssions, the incentive to
i mport through Israeli channels is increased.

From the perspective of industrial, agricultural and trade devel opment,
high tariffs inpair the ability to achieve conpetitiveness, both in the export
sector and in maintaining | ocal market positions. Indeed, it could be argued
that certain industries will fail to achieve viability in such circunstances
unl ess two very difficult conditions are nmet: first, that drawbacks on
tenporary inputs be instituted with advanced financi ng schemes, and secondly,
that a large portion of firms' production be dedicated to export. Fulfil ment
of the second condition is conplicated by the possible |oss of donestic
markets to Israeli and other sources of nore efficiently produced
manuf actures. These issues are exanmined in greater detail later in this study

D. Factors affecting merchandise trade flows: border restrictions

1. Border cl osures

The npst conspi cuous and the greatest inpedi ment affecting externa
trade since 1996 has been the series of border closures and related security
measures inmposed in the Gaza Strip and the West Bank in the wake of viol ent
i ncidents. Between 1993 and 1996, there were 342 days in the Gaza Strip and
291 days in the West Bank of total or partial closure. 43/ 1In 1996 al one the
territory was under border closure for around 135 days, an increase of
35 per cent in the Gaza Strip and 57 per cent in the West Bank. 1In the
remaining tinme, the normhas been limted freedom of noverment, w th open
borders being a rare luxury for the inhabitants of the Gaza Strip. Tota
closure | ocks West Bank and Gaza Strip residents into their respective areas,
elimnating the possibility of travel not only to Israel but also between the
two regions (in the nbst severe case, total closure seals Wst Bank residents
into their towns, preventing themfromtravelling within the West Bank). In
times of limted closure, some workers are pernmitted entry into Israel, and
there is additionally sone novenent of goods between the territories and
Israel. The inpact of the closures is acutely felt by the Pal estinian econony
in three ways.



First, incone is denied to Pal estinians who work inside Israel. The
I sraeli econony has mmintained a steady demand for Pal estinian |abour fromthe
territories. Conpared with over 120,000 Pal estinians working in Israel prior
to 1993, PA estimates in 1996 reveal at |east 50,000 workers with permts, and
sonme 22,000 undocunented, bringing the total to around 75,000 Pal estini an day
workers in Israel in “normal” circunstances. 44/ Loss of inconme to
Pal esti nians effectively danpens purchasing power in the territories, in turn
reduci ng consumer dermand and | ocal manufacturing, as well as tax revenues to
the economy. The |ocal econony is sinply unprepared and structurally
unequi pped to absorb such a huge influx of workers for unpredictabl e periods.

Lost wages reverberate throughout the economy, and secondary | osses can
safely be assessed by nmultiplying four or five tinmes the anount of |ost wages
(an average of $30-$35 a day). These losses nmay be nmitigated initially by
accumnul ated savings, although in the case of |owincone famlies dependent on
work in Israel these are typically quickly exhausted. Using the figure
of 70,000 workers as the pre-closure total and an average wage of $35 a day,
one source has put the | osses in |abour incone fromlsrael at around
$2.5 million a day. 45/ Another source estimates that during the period from
25 February to 4 April 1996 (one of the initial periods of strict closure),
| ost wages anpunted to $78 million. 46/

On anot her |evel, closure, whether limted or total, has equally
di sruptive effects on comrercial activity. For exanple, citrus exports, once
the mainstay of the Gaza Strip econony, decreased dramatically during the
nonth of March 1996, one of the first nonths of full closure. The first two
nonths of 1996, with exports of around $2 nillion, were in line with 1995
third-quarter citrus exports of $4 million. March 1996 exports to/through
Jordan, however, are estimated at $440,000, with no exports reaching |srael or
the West Bank. 47/ Simlar trends are observed in other export branches.
Wages al so declined during these periods, as the |level of commercial activity
declined. Workers in the clothing sector, for exanple, saw daily wages drop
froman average of $10.40 to $9.30 in May 1996. Food sector wages fell from
$11.80 to $9.80 from February to May. Most sectors report a |loss of over a
dollar a day in May, with the chem cal sector experiencing the |argest fal
(from $13.20 to $9.40). 48/

Wth the loss of markets and incone, the inpact of the closures are felt
by all sectors of the population. It often takes many weeks to regain
pre-closure production levels, and the effects of closure continue to
reverberate, even after a closure has been eased. Table 7 reveals the inpact
of the closure on Gaza Strip exports in 1996, as evidenced by the far | ower
March figures, and the slow growh back to pre-closure levels during limted
cl osure (second-quarter figures). While the frequency of total closure
decreased in 1997, the long-termdrain on the econony due to prol onged
uncertainty and debilitating security neasures continues to be evident.

A third major inpact of closures is found in the |lack of access to
i nputs, outputs, and travel in order to nake paynents. |In many cases, |oca
wor kers are unable to travel to work, and manufacturers | ose access to inputs.
Furthernore, many manufacturers cannot coll ect paynent on their products and
are forced to reduce production (because of |oss of inputs, |abour and
mar kets). Manufacturers also | ose access to markets in Israel and in the



Gaza Strip or the West Bank. Many are also prevented fromdelivering on their
contractual obligations, thereby increasing the potential m sgivings of
international inporters interested in Palestinian exports. Prices in turn are
affected by closure. For exanple, closures in harvest season entail severe
agricultural costs, with prices for Gaza Strip seasonal vegetable produce
around half normal price levels. 49/ Fresh food inports fromlsrael, such as
i mports of poultry, experienced significant price increases as border
procedures were intensified.

Both the primary and secondary effects of closure are related, and the
possi bl e devel opnent of a sustai nabl e, broad-based export sector in
Pal estinian industry requires the problem of border closures to be addressed.
The Gaza Strip, which is nore isolated by closures, is affected nore sharply
than the West Bank (although with the establishnent of the PAin the
Gaza Strip, unenpl oynent can be alleviated somewhat by PA enploynent). Since
t he geography of the Gaza Strip is such that the latter is far nore easily
i sol ated than the West Bank, closures have caused nore severe hardship in the
Gaza Strip, which already suffers from higher poverty levels than the
West Bank. For exanple, the Gaza Strip’s nonthly industrial revenue in
Decenber 1995 anmpunted to 13.3 million new Israeli shekels (NIS), while in the
second quarter of 1996, after the period of tightest closure in 1996, revenue
reached NIS 12 million for the quarter as a whole, well short of previous
quarterly levels. In March, the industrial sector purchased inputs totalling
NS 1.1 million. By June, that figure had regained pre-closure |evels, at
around NIS 3.2 million

As with full closure, limted border closures, although | ess severe on
t he popul ati on, hinder the devel opment of a trade-oriented econony. |n such
conditions, difficulties remain in predicting the flow of goods, whose prices
ri se because of increased transportation costs and reduced supply, while the
financial sector is weakened because of large withdrawals fromthe | oca
popul ation to make up for |ost revenue. Border closures, which tend to be
accepted as a tenporary state of affairs, are an extraordinary situation with
wi dely recogni zed adverse econonic effects. They should be viewed as a
problemin need of a solution, rather than patience. Until such time, there
is little chance of devel oping the capabilities and skills needed for a viable
export sector in the Pal estinian econony (neeting production schedul es,
organi zed high-quality production, efficient transportation networks, etc).

2. O her _border restrictions

Since the signing of the Septenber 1995 interimaccords, which extended
t he PA throughout the West Bank cities and towns, the situation at the various
border crossings has becone nore conplicated and restrictive, with fewer
Pal esti nian exporters and inporters able to understand or negotiate the
procedures and security neasures. Docunentation requirenments have increased
as the coming of the PA has neant another |evel of bureaucracy, and the
conpl ex trade reginme of the Protocol has neant that the |evels of treatnent
for different comodities have increased as well.

Furthernore, the system of inporting and exporting goods has not been
rationalized at the different entry points. Different requirements exist for
di fferent checkpoints, even ones which share a national border (for exanple,



the inmport requirenents at Rafah and Soufah in the Gaza Strip are different,

t hough they both share the Egyptian border). Also, the Israeli authorities
have begun to direct different inported compdities to different checkpoints,

i ncreasing the cost and conplexity of noving goods. The Carni crossing was
opened specifically to keep goods flowing in the event of a border closure,
and was subsequently closed during the total closures of 1996 and occasionally
since then. A new checkpoint for construction materials in the Gaza Strip was
opened at Soufah, incurring further controls, and hence higher prices, of
construction materials entering the Gaza Strip. Such difficulties also |ead
to increased opportunities for nmonopolistic trading practices, thereby

i ncreasing the costs of transportation

The probl ens encountered by Pal estinian trucks crossing the border areas
wi th merchandi se are exacerbated during periods of closure. For exanple,
before cl osure the nunber of trucks crossing the Gaza Strip/lsrael border
averaged 700, 250 of which exported goods. 50/ Table 8 shows the sharp
decline in transportation that closure brings. Transportation |evels did not
return to normal levels until My 1996. Since that date there have been
several full closures and extended partial closures.

Even in non-closure tines, the treatnent of Pal estinian shippers and
their comodities at Israeli border points tends to marginalize the role of PA
custons officers, and makes shipping difficult and expensive. According to
the PA, on borders which have shared control, Israeli customs agents have
mai nt ai ned a high profile in respect of Palestinian custonms officers through
various neans. 51/ At borders which are exclusively under Israeli control
goods have generally flowed nore snoothly. This has in turn encouraged
Pal estinian inporters to | abel the destination of their goods as Israel, as
procedures are nore stream ined. Palestinian custons admnistration is in
dire need of technical assistance and human resource devel opnent at all |evels
so that it can fully exercise its intended powers and responsibilities under
t he Protocol . 52/

The unreliability of transportation in and out of the territories has
seri ous consequences for devel opi ng an econony with an external trade
conmponent. Not only does this situation make it extremely difficult for
exporters to meet shipping deadlines with their cargo intact, but also it adds
to the econonic separation of the West Bank and Gaza Strip, as shipping
between the territories has become nore difficult. Such division further
limts the gromh of a Pal estinian econony by reduci ng opportunities for
i ncreasing conpetitiveness in the Palestinian private sector through econonies
of scale.

E. Factors affecting nerchandi se trade fl ows:
transportati on and shi ppi ng procedures

1. Back-t o- back

Israeli security measures prohibit the use of the same vehicle to nove
goods across the borders at Allenby Bridge (Wst Bank with Jordan), Rafah
(Gaza Strip with Egypt) and Netsana, Soufah and Carni (Gaza Strip with
Israel). The procedure followed is commonly called “back-to-back” and
i nvol ves a tine-consuni ng unl oadi ng and rel oadi ng of goods, which often



results in damaged goods and packaging. It is not uncommon for an inmporter to
reject a shipnent which has undergone back-to-back | oadi ng because of the
resul ti ng danmage

Trucks forced to undergo back-to-back need to coordinate with the
authorities on the opposite side of the border the nmorning the shipnment is to
pass. Only one truck is allowed to enter the Israeli security checkpoint at a
time, and no Palestinian is allowed to enter. After the |Iengthy check, the
goods are then placed on the ground and in turn | oaded onto the Pal estinian
truck. Palestinian trucks need to be certified by the Pal estinian
Coordination Ofice and custons duties are then paid to a |local bank. The
i nporter nust pay all fees, including entrance fees, to the Pal estinian
treasury and | oadi ng/unl oading fees to the Israeli conmpany handling this task
(since no Palestinians are allowed in the security area).

Back-to-back is an inefficient and expensive process. Even when
justified in terns of Israeli security requirenents, this is less evident with
regard to Pal estinian exports to nei ghbouring countries. Owing to the
excessi ve anmnount of time required for back-to-back |oading, the nunber of
trucks that could possibly be processed is small. For exanple, the Rafah
checkpoint routinely processes at nobst 15 trucks daily (from7.30 a.m to
4.30 p.m), and it is not unconmon for the Pal estinian shipper to wait the
whol e day before being able to continue.

2. “Green trucks”

Since 1967, strict security guidelines have been applied to the kinds of
trucks allowed to transport goods (mainly agricultural) fromthe West Bank and
Gaza Strip to Jordan. These uncovered, flatbed trucks, known as “green
trucks”, were required to conformto strict specifications. 53/ “Geen
trucks” could not transport perishable items with nmuch success, as dirt and
sun woul d often spoil the shipnent. The drivers suffered from exhaustion due
to the lack of ventilation and confort in the truck. Also, the trucks
frequently required repairs. |If a truck was on the road, repairs had to be
conpleted in the presence of the acconpanying Israeli mlitary security and
had to be conmpleted swiftly, or else it would be towed at a cost of over
$1, 000.

“Green trucks” still exist in the Gaza Strip and West Bank, but their
nunbers have decreased significantly, because of unreliability and their
limted useful ness for nodern road transport (all of them are over 20 years
old). The use of regular trucks has increased, but these are required to
under go extensive security checks such as back-to-back, described above.
“Green trucks”, along with regular trucks, are used in transportati on convoys.

3. Convoys

For the transport of goods between the Gaza Strip and the West Bank
Israeli mlitary convoys are nmandatory. The maxi mum nunber of trucks all owed
in a convoy is 10. The daily total permtted is 15 “green trucks” and
25 other vehicles. Convoys, however, are schedul ed randomy according to
security considerations, regardl ess of the need for transportation
Conversely, they are frequently left waiting for days before noving. Because



of this wait, many Gaza Strip “green truck” drivers rent apartments in
Jericho, awaiting the next convoy to nove between the West Bank and
Gaza Strip, thereby adding additional cost (and time) to shipping. 54/

4. Cl earance procedures

Israeli custonms agents nmake the final determination as to whether a
shi pnment can enter or |eave the border. The list of products has been
determ ned by the schedules in the Protocol; however, goods may be refused
entry on security grounds. Many products (such as floor tiles and plastic
mat s) have been rejected because of such considerations. 55/ Additionally,
certain chem cal products are refused entry, whereas Israeli nerchants inport
them freely.

5. Additional costs

The average cost of shipping goods between the West Bank and Gaza Strip
is $530 per truckload, $300 of which is needed to ship fromthe West Bank to
Erez, and another $230 to ship fromErez to Gaza City. These costs are high
for the short distances involved (around 100 kil onetres), and many ot her
i ncidental and opportunity costs are incurred. Such costs include extra
transportation costs: since Palestinian shippers are not allowed in the
Israeli clearance area or in the border area without certification, they often
send taxis - at great cost - to deliver documents. Other extra opportunity
costs include lost time and extra danage to goods, which are difficult to
quantify but are nonethel ess significant.

Addi tional costs also arise with goods exported to Jordan. Inporters in
Jordan set a fixed daily rate to retrieve goods; thus, when there are del ays
extra costs are incurred by the Pal estinian exporter. Simlarly, Palestinian
i mporters incur additional costs when inporting goods from Jordan because of
del ays in transportati on and damage during shipping. Wen all the attendant
costs are calculated, the price of a compdity could double by the time it
retails in the West Bank. Several commodities inported from Jordan retail for
250 per cent nore in the West Bank than in Jordan

6. Banki ng

Because of the inability to guarantee a schedul e of delivery,
Pal estinian merchants are forced by banks to open letters of credit with the
full value paid up front - a trenmendous drain and risk for the merchants.
Furthernore, inport/export docunents are not sent directly to a | ocal bank but
must travel through either Israeli or Jordani an banks. Not only do these
procedures del ay the shipnments and add | evels of needl ess bureaucratic
i ntervention, but also they increase the price of transportati on as each bank
collects its required comm ssion

7. St andards and specifications

| mported goods, when subject to quality and specification controls, nust
be tested in accordance with the procedures |aid down by the Standards
Institute of Israel and in an Israeli |aboratory. 1In one case, an inporter’s
goods were tested by Israeli authorities, which determ ned the product to be



vegetable oil (which is taxed) rather than ghee (which is not taxed).

Pal estinian officials inspected the product and found it to be indeed

ghee. 56/ No properly equipped | aboratory exists on the Pal estinian side.
Such procedures are costly in conparison with the value of Pal estinian inputs,
ti me-consumi ng given the lack of a testing |aboratory on the Pal estinian side,
and thus often avoi ded by Pal estinian nmerchants. Palestinian veterinarians
and agricultural experts are not allowed entry to border areas to conduct
health or other controls on certain foodstuffs.

Furthernore, the strict enforcenent of Israeli standards can act as a
type of non-tariff barrier. Shipnments to the Palestinian territory my be
rejected on the ground that they do not neet standards, yet these standards
are often not congruent with the | evel of devel opnent in the Pal estinian
econony and the purchasi ng power of Pal estinian consuners and producers.
Currently lacking are official and accessible Pal estinian standards, devel oped
to augnent Pal estinian needs, and | aboratories that can performtesting
services locally.

8. Adm ni strative procedures

The system for export which the PA has established is relatively wel
docunented and rationalized. However, it is still excessively conplicated and
little effort has been made to streamine it or to help exporters deal with
its complications. The PA has established many new areas of governance, and
at times their specific jurisdiction seenms unclear. This remains particularly
true as regards governnent officers at the border control areas, who are
frequently unable to fully performtheir functions. Strengthening the ability
of governnent departnents responsible for borders and entry points, externa
trade, internal trade, custons and other areas will inprove fair access to
bor ders.

On the other hand, procedures are sonetinmes revised unilaterally or not
expeditiously conpleted. For exanple, new Israeli regulations require the PA
to receive notification (and all docunentation) from Pal estinian merchants two
days before their goods arrive at the checkpoint, for subsequent review by the
Israeli authorities. Furthernore, the PA comm ttee responsible for processing
these notifications has often delayed infornming the Israeli authorities of
i ncom ng shipnents when all the paperwork is conplete and in order. Trucks
may thus wait for two days at the border, at cost to the local nerchant in
extra transportation and groundi ng charges.

9. Trade with Jordan

Al t hough the trade agreenment between Jordan and the PA indicates
possibilities for regular and effective trading practices with Jordan, the
actual |evel of export to Jordan has been exceedingly small. Exports to that
country still seemto attract heavy charges (for example, a truckload of
bui | di ng stones would incur a duty of 180 Jordani an dinars (JD), or sone
$270). This has had the effect over the past two years of gradually limting
the inmport of soap and stone, two once-conpetitive Pal estinian products.

O her restrictions apply. All Palestinian drivers entering Jordan are
required to have both Jordani an and Pal estinian registration, as well as a



Jordani an driver’s licence. They nust also hold a Jordani an passport, which
is now extrenely difficult to obtain since Jordan has stopped issuing
passports to Pal estinians fromthe Wst Bank and Gaza Strip now that PA
passports are issued. After delivering goods, drivers are not pernmtted to
have nore than JD 500 and NI'S 50 when | eaving Jordan, subject to fines of

JD 300, inpoundment of the vehicle for one week, and revoking of the driver’s
l'icence.

10. Trade with Egypt

Trade between Egypt and the PA has flowed nmainly in one direction, as
potentially conpetitive Pal estinian goods have not been able to make inroads
into Egyptian markets. In 1995, a total of nearly $4.5 mllion worth of
inmports (mainly) to the Gaza Strip passed through Rafah, this figure soaring
to over $14 million in 1996 (see table 2). These inports consisted mainly of
Egyptian food products, building nmaterials, beverages, household appliances,
wood, and other finished and sem -finished products. 57/

However, Egyptian goods are sonetinmes packaged poorly and cannot
wi t hstand the rigorous |oading and unl oadi ng procedures; this results in
return of shipments and increases in prices of goods. There has been
virtually no trade in the other direction. Shipping costs fromRafah to Cairo
are roughly $300-400 per truck. These are considered high by nost
Pal esti nians, who are also subject to additional costs if there is a delay at
the border ($100 a day). Furthernore, the Egyptian side of the border is
| acking in properly equipped trucks, and this limts the type of exports that
can travel to Egypt. Similarly, refrigerated trucks are not avail able, and
this makes the transport of food products and flowers (two of the Gaza Strip’'s
mai n export comodities) to or through Egypt inpracticable. Several potentia
Egyptian exporters have refrained fromtransacti ng busi ness with Wst Bank
importers until the trade reginme and border issues are nore stable and clearly
articul at ed.

F. Oher factors affecting trade fl ows

One problematic, and new, factor affecting trade flows to/fromthe
Pal estinian territory since 1994 has been the energence of nonopolistic
practices affecting certain inports, some of which have been indirectly caused
by restrictions reviewed above. Such practices have been noted with regard to
the inmport and | ocal supply of sone inportant commodities, such as sugar
wheat flour, vegetable oils, frozen neats, live animls, concrete, wood,
steel, gravel and cenent. 58/ The nobst durabl e nonopoly has been that
i nvol ved in concrete inports fromJordan. The range of factors discussed
above which effectively control, or limt, the inport of many key itenms has
led to price-fixing market distortions that have contributed to price rises,
especially in tinmes of border closures. For exanmple, in the Gaza Strip, where
greater control is possible over inports than in the West Bank, the price of a
sack of flour rose from$15 to $40 over the course of 1996. The greatest
i ncrease, from$23 to $40, was largely due to pricing arrangenents agreed
between the few inporters involved. 59/ |In such cases, differential access by
busi nessmen and i nporters to PA-issued inport |icences can encourage
favouritism collusion or corruption in the absence of clear, transparent and
fair trading practices and their strict application by the PA.



A further exanple of factors which reduce conpetition in the Palestinian

market relates to border control. Sone inporters have devel oped “specia
commercial relationships with certain Israeli suppliers”, 60/ which allow for
the inmport of specific Israeli goods over and above other Israeli, Palestinian

or third-party goods over the borders. The ability to carry out border
control depends on access to the border control areas, and the cooperation of
both Israeli and PA officials. 1In one exanple, the Israeli authorities agreed
to ease the inport of gravel over the Soufah crossing as part of easing of

cl osures. However, the border renmained closed for two weeks after this
announcement until the ternms for such inports were agreed for goods com ng
through this crossing point. Accordingly, the price of gravel rose from $15
to $30 per netric ton between January and July 1996. 61/ Such probl ens have
been felt nobst acutely in the Gaza Strip, where the fenced geography and fewer
entry points allow greater control. 62/ In this situation, where the novenent
of goods is the overwhel ming obstacle to successful inporting and exporting,
restrictive practices produce an unfair conpetitive advantage for a handful of
enterprises, whose relations with the PA can be a decisive factor for success
or failure. 63/

The PA has yet to devise effective and transparent regul ati ons and
measures for addressing such phenonena w thout undue interference in nmarket
mechani snms. 64/ Nor has it been able to resist the tenptation of engaging in
conmer ci al and ot her business transactions in the open market, albeit through
publicly identified internediaries and tradi ng conpani es whi ch have recently
been made subject by the PA to formal declaration of ownership (or majority
control). The distortions in trade patterns made possible by the procedura
and other restrictions nentioned in previous sections provide nuch of the
underlying incentive to collusion and other distorting business practices. To
the extent that those basic restrictions on novenent of goods are transitory
and can be addressed as part of an inproved security and policy environment,
the conditions which have fuelled restrictive business practices will be
rendered | ess valid.

For the moment, the PA has been able to utilize the additional revenue
accrui ng through collection of excise, custons duties, |evies and ot her
charges on controlled inmports in order to suppl ement governnent expenditures
which are inflated owing to the continuing tense security situation, and nost
of which are not financed by the international donor conmunity. 65/ Such a
strategy can be viewed as a neasure of the degree of econom c and financia
distress facing the PA. By npbst accounts the revenue generated through such
i ndirect sources has been as significant to the PA budget as direct and
i ndirect taxation collection, the two nmajor sources of governnent revenue.

However, the continued operation of nonopolistic practices, regardless
of the extent to which they ensure uninterrupted supply of basic conmodities
and of the income they generate to alleviate the financial burden of the PA,
does not contribute to the short- or long-terminvestnent clinmate envi saged
for the Pal estinian economy. The distortions in the cost structures of the
productive sectors and in the allocation of resources of private househol ds
are detrinmental to efforts to bring down the costs of various inputs. Such
practices further discourage investment, especially foreign and expatriate



i nvestors, who increasingly feel that export-bound manufacturing in the
West Bank and Gaza Strip is influenced by an uncertain and distorting trading
envi ronnent .

Some | ocal manufacturers - especially successful subcontractors - have
been seriously considering relocating to Jordan and taking their acquired
skills and contacts to less restrictive business environments. Under the
I sraeli-Jordanian trade agreenent, they will be able to nmaintain business
links while benefiting fromthe less risky environnent, the nore devel oped
private and public support institutions, and the cheaper |abour and ot her
i nputs (especially raw naterials and energy). Wth the normalization of trade
rel ati ons between Israel and Jordan, these manufacturers expect to benefit
fromthe above advantages while maintaining their contacts with Israel
contractors.

The reasons continually given by these manufacturers for possible
rel ocation to Jordan are the problenms of border restrictions, which, even if
rel axed, could be reinposed for a variety of security considerations. The
sl ow devel opnent and uncertain direction of the PA legal and institutiona
framework affecting trade are also often cited: PA trade and economc

institutions are still considered weak, trade pronotion organi zati ons and
related facilities are neglected, and basic | aws, regul ations and procedures
are still incoherent and inconplete. The |oss of these firns would present a

serious threat to the prospects of a hone-grown exporting sector, as they are
anong the nost innovative and experienced exporters, and the closest to being
the industry leaders in their respective sectors. Those in subcontracting
work for international brand | eaders, and those exporting final products, have
establ i shed export nmarkets in Africa and other devel opi ng markets.

Anot her di scouraging factor cited by the business community has been the
coll ection of taxes by the PA from busi nesses on unfavourable terns. 66/ For
exanple, large firns have been denied permts required to do business unti
they settle their accounts conpletely rather than nmaki ng payment arrangenents.
G ven the cash shortages experienced by virtually every branch of business,
such revenue-nmexi m zi ng practices could threaten businesses with serious
liquidity problens and di scourage the expansion or maintenance of market
positions.



Chapter 111
SUPPLY CAPACI TY OF PALESTI NIl AN MERCHANDI SE SECTORS

Al l eviation of the constraints on external trade described in chapter 11
constitutes the sine qua non for restoring the levels of trade prevailing
before 1988. However, a conprehensive consideration of export prospects and
t he devel opnent of a vibrant export sector nust address the issue of supply
capacity, i.e. the ability of the donestic economy to supply goods for
external trade. Although issues of supply capacity are addressed here
separately fromthose of the trade environnment, it is inmportant to note that
t he underdevel oped capacity of the econony to engage in external trade has
been largely the result of prolonged neglect and isolation since 1967. For
the Pal estinian econony to engage freely in international comrerce, renoval of
current barriers to trade needs to be acconpanied by efforts to correct
structural distortions. In addition, the devel opnent of a range of associ ated
service industries also capable of export (especially certain producer and
private service branches, tourism above all) constitutes a related area of
endeavour in developing a vibrant Pal estinian external sector, albeit outside
t he scope of this study.

VWhile this is a longer-termissue that requires extensive restructuring
of the econony under nore favourable circunstances, 67/ an exam nation of
current nerchandi se supply capacity is useful for two reasons: (i) inmediate
attenpts at export pronotion should bear in mnd the current state of
production in the West Bank/Gaza Strip, and accordingly recognize the limts
to programmes that begin “ex works” and do not al so address production
problems; and (ii) the need to address the question of restructuring
production capacity in the context of the fundanmental problem of trade
regimes. This chapter analyses the issue of supply fromtwo broad angles:
mer chandi se production - agricultural and manufacturing; and trade-rel ated
servi ces.

A.  Agricultural production

In terns of quality and cost, supply capacity is fairly developed in
agricultural production; however, in terns of the | ocal market there is excess
production of sonme conmodities as there is limted access to and/or demand for
external markets. The main i medi ate obstacle to the export of fresh
agricultural products seens to be the myriad restrictions on the rapid
movenment of goods. On the other hand, agricultural export is |ess dependent
on various State-adm ni stered custons drawbacks on inmported inputs, by virtue
of its high local content. In the long run, certain structural constraints
mlitate against significant growth of agricultural exports since |Iand and
wat er are scarce and expensive, with no clear indication that the peace
process will resolve these issues favourably for Palestinian agriculturists.
However, export-marketing successes in various products, such as citrus and
olives, bear witness to the quality and viability of Palestinian agriculture.

1. Agricultural production patterns

Agricultural production in the West Bank/Gaza Strip is highly
di versified because of varied climte zones. The variation in zones al so



al l ows year-round production, as well as off-season production. These

attri butes provide an advantage for Pal estinian exports, particularly to
Europe. According to 1996 estimates by the PA Mnistry of Agriculture, the
agricultural sector constitutes 22 per cent of GDP, 17 per cent of enploynent
and 25 per cent of exports. 68/

According to the sane estinmates, approximtely 32 per cent of
Pal estinian land is cultivated, of which 29 per cent is rain-fed and only
3 per cent is irrigated. In terns of production value, 70 per cent of the
total value of agricultural production is fromvegetables and olives.
Approxi mately 9 per cent of production value is fromcitrus; however, this has
been declining in recent years and the decline is expected to conti nue.
Ani mal production constitutes approximately 30 per cent of agricultural output
in the Gaza Strip and 49 per cent of West Bank output. 69/

Despite the fact that agricultural production nakes up a |arge share of
GDP (second only to services), it has little value added for exports. Over
the last few years, there has been a decrease in the value and quantity of
exports fromthe agricultural sector. This, coupled with the increase in
productivity and output, has led to a drop in [ ocal market prices. 70/

The decline in exports is linked to a decline in citrus production and
export, primarily fromthe Gaza Strip, and increased conpetition from other
countries in the region, particularly Jordan. For exanmple, Palestinian olive
oi | exports have declined because of conpetition from Jordani an production
whi ch has becone nore efficient and of a higher quality recently. Meanwhile,
the agriculture deficit has grown because of an increase in inports of
products such as neat, dairy products, cereals and fodder. There has been an
increase in the production of certain products, such as bananas and
veget abl es, which have not traditionally been exported; however, there is
little experience in exporting these products. 71/

Once a nmjor export (especially fromthe Gaza Strip), citrus is no
| onger considered to be a conpetitive area of export devel opment, because of
wat er shortages, declining water quality and market changes. This is largely
due to increased conpetition fromother regional producers, particularly in
North Africa, the high demand for water, and an increase in land prices in the
Gaza Strip. Efforts to revitalize citrus production would depend on inproving
production by introducing new technol ogy, irrigation and extension services.
They woul d al so depend on identifying new markets for export. Historically,
eastern Europe was a mgjor inporter of Palestinian citrus and this market
shoul d be consi dered once again.

The production of olives, although having increased over the past
20 years, remains below full capacity. For many years, Palestinians have
turned to planting olive trees in an attenpt to prevent |and confiscations.
Production has increased because of the increase in cultivation; however,
per dunum (1 dunum = 1,000 square netres) production rates have not increased.
As in the case of citrus, it is necessary to introduce new techni ques and
capital and identify new products or markets. 72/



Veget abl e production has greatly expanded over the past 20 years,
particularly in the Gaza Strip. This has been largely due to the introduction
of plastic greenhouse technol ogy. The nunber of greenhouses in the Gaza Strip
i ncreased froman estimated 20 in 1980 to around 6,500 in 1992-1993.

Approxi mately 25 per cent of the total value of vegetable production in the
Gaza Strip conmes fromtomatoes and 22 per cent is from potatoes. 73/

O her products, such as grapes, have been overproduced, particularly in
the Hebron region. Unlike other products, grapes have very limted
di versification possibilities. |In other comvodities, including olives,
citrus, eggs and poultry, neat, and fruits and vegetabl es, production has
exceeded | ocal demand. Because of the difficulties in exporting such products
due to closures or a lack of access to outside markets, the surplus has often
remai ned in local markets, forcing down prices. 1In the long term weak prices
coul d have a negative effect on production |evels.

In addition to the prospects for export of fresh fruits and veget abl es,
there is potential for devel oping an agro-industrial sector which could
i ncrease the export of Palestinian products. This, however, requires
coordination on the part of both the industrial and agricultural sectors,
which is currently lacking. Gowers have little information on appropriate
cultivars and harvest specifications for processing in order to neet the
demands of agro-industries. For exanple, in August 1996, a tomato paste
factory opened in the Gaza Strip, but the owner of the factory could not find
a sufficient supply of tomatoes suitable for processing. At the sane tine,
however, there was a surplus of other types of tomatoes. There are very few
food processing facilities which are integrated with the agricultural sector
and use locally produced raw nmateri al

Devel opnent of the agro-industrial sector will require a shift to
varieties suitable for processing. Gowers currently concentrate on varieties
of products which have high water content and short storage life. Lack of
agriculture extension services and research has prevented identification of
new crops and research into nore suitable varieties. Gowers have very little
i nformation on | ocal markets and al nost no information on export market
requi renents and denands. Transportation is another conponent of
agro-industry which will need further devel opment, as quick and carefully
schedul ed deliveries are vital

2. Agricultural exports

Pal esti ni an producers have responded to Israeli quality and control
specifications and to Israeli grading standards; however, quantities graded
for export represent only a small percentage of exports. The |ack of market
i nformati on, cold storage facilities, agro-processing and crop planni ng has
increased the instability of local prices. Furthernore, health and safety
st andards nust be devel oped, particularly for industries such as the neat
i ndustry, if these products are going to be exported.

The advant ages of Pal estinian produce in European markets are likely to
be in of f-season production and speciality high-quality products, such as
fl owers, medicinal herbs, asparagus, celery, onion seed, cantal oupe, avocados
and dates. In terns of exporting products to Israel, Palestinian producers



have an advantage in | abour-intensive production, such as greenhouse
production, poultry, citrus, grapes and olives. For now, Palestinians do not
enj oy an advantage in production which requires a higher degree of technol ogy,
such as |ivestock-breeding.

Agricultural exporters are concentrated in Nablus, where there are 30
of them West Bank exporters trade nostly with Jordan through Jordani an

internediaries and, to a |l esser extent, with Israeli intermediaries. A few
citrus and banana exporters fromthe Gaza Strip have established offices in
Amman. I n the West Bank Tul karem Qal kilya area the informal whol esal e market

is dom nated by two traders who handl e sal es across the green line.

There is no significant direct trade with the EU, although historically
there has been trade with eastern Europe, but only through Israeli agents or
mar keti ng agencies. At one tinme, eastern Europe constituted a strong market
for Palestinian citrus exports, but the econonmic situation there led to a
drastic drop in inports. In the last few years, however, exports to
eastern Europe have been slowly increasing again.

Exports to European nmarkets remain very risky because of a |ack of

experi ence, managenent and narket information, and adequate infrastructure.
The high risk has nmade exporters reluctant to grant lines of credit or export
guarantees for export to Europe. Together with assistance fromthe EU, the
Italian Governnent provided loans to facilitate exports of a few shipnents,

but a nmore systematic approach is required if Europe is eventually to becone a
signi ficant market for Palestinian products. 74/ There is grow ng conpetition
from EU Mediterranean countries, and market entry into Europe is difficult.

Agricultural export to the Arab world has decreased, partly because of
the inability to obtain lines of credit or credit export guarantees. Also,
Pal estinian exporters |ack experience in these markets as a result of the
prol onged Arab boycott and face grow ng conpetition from other countries,

i ncludi ng Jordan, the Syrian Arab Republic, and Turkey. Furthernore, it
shoul d be noted that Israeli products could in the future be conmpeting for a
share of these markets, depending on progress in the peace process. The Gulf
States represent a |l arge regional nmarket and West Bank/ Gaza Strip producers
still have an advantage in terns of seasons. To conpete, greater attention
will need to be paid to quality and packaging in order to regain sonme of the
position lost in these traditional markets.

B. Manufacturing patterns

This part of the chapter first presents a profile of sone key
i ndi cators of West Bank/ Gaza Strip industrial branches, highlighting shared
characteristics and differences between the West Bank and Gaza Strip. This is
foll owed by an exami nation of the organi zati on of production, enphasizing the
probl em of current scales of production. This section then considers the
nature of industrial trade (in the form of subcontracting) and what issues are
thus raised for future trade goals. Finally, issues of conpetitiveness and
possi bl e directions of key industries are reviewed, with reference to a
detailed field exam nati on of key branches with export potential (annexed to



the study). The last part of the chapter exam nes non-production aspects of
rel evance to devel opnent of external trade (support services, especially in
manuf act uri ng) .

1. I ndustry in the West Bank/ Gaza Strip

Most Pal estini an manuf acturing sub-sectors are highly underdevel oped and
general ly unprepared for exporting on a large, regular basis. Production
patterns remain highly underdevel oped and are in the nature of cottage
i ndustries. Persons engaged in industrial activity contribute less to GDP
than those in agriculture: in 1993, industry's share of GDP was 7.5 per cent
in the Gaza Strip and 11 per cent in the Wst Bank, while industry is
estimated to enploy around 15 per cent of the total Palestinian |abour
force. 75/ A few studies suggest that these figures probably underestimte
bot h empl oynent and the contribution to GDP: npst recently, the first
of ficial Palestinian national accounts estimtes for 1994 confirmthat
i ndustry’s share of CDP may have risen to as high as 13 per cent. 76/ In
contrast, Jordan's manufacturing sector, for exanple, contributes 14 per cent
to Jordan's GDP, and enploys only 8 per cent of the total |abour force. 77/

Table 9 summari zes sone of the key features of West Bank/ Gaza Strip
manuf acturi ng branches, as they appeared in 1992. Figures were taken from
I sraeli data sources because of relative consistency in nethodol ogy, although
alternative figures for the post-1994 situation have recently becone avail abl e
fromthe PCBS, the inplications of which remain to be analysed. Wile the
profile of the manufacturing sector is on the whole very simlar in the
West Bank and Gaza Strip, table 9 shows that there are sonme features that
di stinguish the two areas.

Al t hough firms are still very small (on average there are about
four enployees per firm, West Bank firns are reported to enpl oy about tw ce
as many enployees (i.e. paid hire) per firmas in the Gaza Strip, i.e. siXx

conpared with three. Especially in key trade sectors such as |eather
garnments/textiles, food processing and non-netallic mnerals (including
quarrying), West Bank industrial firns are nore consolidated than in the
Gaza Strip. The average annual revenue per firmis thus |lower in the
Gaza Strip, at about $5,000, conpared with $11,000 in the West Bank

It has been argued that Gaza Strip manufacturing experienced
consi derabl e growth under Israeli occupation w thout the fundanmenta
structural transformations that are required for the energence of a vibrant
agricultural or industrial sector. 78/ The sanme can be said of the West Bank
where there is little evidence of major differences in the organization of
production. Labour skills, nodern managenent skills, investnent in
technol ogy, and other such factors are very low. Furthernore, agricultura
and industrial firnms hardly function as institutions capable of organizing
t hese el enents of production and of arranging for international marketing on
a conpetitive and consi stent basis.

The expansion of the manufacturing sector in the past 30 years has
not been acconpani ed by a process of consolidation, thus reinforcing the
fragnmentary, cottage industry character prevailing before 1967. For exanple,
according to one study, in the Gaza Strip only 10 manufacturing firns have



capital of $700,000 or nobre. 79/ Seventy-two per cent enploy fewer than

four persons (including the owners). Only 1 per cent, or about 50, of
establishnments enpl oy over 50 people. Only 3 per cent of firnms, or about 200,
enpl oy over 20 people. 80/ By conparison, over a third of Israeli firns
enpl oy at |east 300. 81/ These levels of fragmentation are evident across al
maj or manufacturing branches. In none of the high-enploynment branches
surveyed by the PCBS in 1994 do firns enploying over four persons constitute
over half the nunber of firnms. 82/ Consideration of prospects for sustained
manuf act ured exports needs to account for this structural phenonenon

Capital -to-labour ratios are extrenely | ow, at about $3, 000 per worker
in the Gaza Strip (and only slightly higher in the West Bank), which is about
one tenth of Israel's across nobst sectors. 83/ In certain sectors, such as
garnents, average investnent per enployee is one twentieth of Israel's, 84/
and this accounts for the low industrial productivity and very | ow average
i ndustrial revenues per establishment. 85/ Consequently, retained earnings
avail abl e for reinvestnent for the devel opnent of production capacity or for
hiring md-1evel technical or business staff needed for the initiation
(and mai nt enance) of export contracts are practically uni magi nable on a
firmby-firmlevel

A related issue is that of wasted productive capacity, which is
estimated at over 50 per cent. 86/ Exacerbating this problemis the |ack of
wi despread sharing of capital equipnent or of |ocal subcontracting between
Pal estinian firns. 87/ There is little evidence of vertical inter-firmtrade:
i ndustrial inputs acquired through |Iocal suppliers constitute only a smal
fraction of inputs across all branches, thus reducing total |ocal content and
increasing vulnerability to external shocks. Furthernore, inmported inputs
carry a price prem umover international prices because of weak bargai ning
power in relation to suppliers, and | ack of systematic access to various
custons drawbacks for tenporary inputs. Clusters of manufacturing
establishments hardly exist in the formof integrated industrial branches
with | eaders and intrasectoral conpetition.

2. I ndustrial trade and subcontracting with Israe

In 1995, Palestinian industrial products were estimted to constitute
about 80 per cent of merchandi se exports to Israel (including exports

overseas, under Israeli |abels), and 88 per cent in the case of the
Gaza Strip. 88/ Since 1994, Palestinian industrial exports to Israel are
estimated to have dropped to $38 million, but still constitute 82 per cent of

total Gaza Strip nerchandi se exports to Israel. 89/ |In absolute ternms, this
represents a significant decline in industrial exports in just two years, and
is attributed in the first instance to the restrictions on the novenent of
goods and persons inmposed since 1994,

Industrial trade with Israel has been overwhelnmngly in the form of
sem -finished products manufactured under arrangements that are frequently
descri bed as “subcontracting” but are in fact nore akin to “trade in | abour
services”. In the final analysis, it is often just the | abour val ue-added
that is exported rather than Pal estini an-processed nerchandi se, as |srael
raw materials and sem -finished conponents are frequently brought in by the
contractor, with the Pal estinian counterpart processing them exactly according



to the contractor's instructions. 90/ This trend has transformed nuch of the
Pal estinian industrial base into a conplenment of Israeli production, with a
hi gh vulnerability to Israeli demand that is undiversified by links to other
mar kets. This has had unfavourabl e consequences for the devel opment of the
supply capacity of the industrial sector as a whole, and | eaves a | egacy which
Pal esti ni an devel opnent nust grapple with in com ng years.

Sone salient features of Palestinian-lsraeli subcontracting
rel ati onshi ps have a direct bearing on the future of Palestinian industria
exports:

(D Subcontracting is the | argest conponent of Pal estinian nerchandi se
exports to Israel. 91/ There is also a strong correl ation between the

| ar gest manufacturing branches and those that engage in subcontracting
with Israel. This probably reflects sone conpetitive advantages enjoyed
by Palestinian firns in relation to Israeli branches in the pre-1994
trade regine. Also, it suggests that this is a strong indicator of
conpetitive sectors for the future, at least for the short term

(2) In many respects, the nost technically (and to a limted extent,
manageri al | y) devel oped segnents of Pal estinian industry have engaged in
subcontracting with Israeli counterparts, and are thus often suggested
as potential |eaders for direct export of finished products.

(3) Most manufacturing firnms are too small to engage in direct
exporting and can therefore participate in exports only as
subcontractors. Thus, the experience gained in subcontracting with
Israelis could be useful for devel oping direct subcontracting |inks
to other countries, especially European ones.

However, firms engaged in subcontracting for Israeli counterparts have
not fared nuch better in terns of the problens of capital formation, firm
si ze and organi zational capacity. The 1993 Wrld Bank report suggests that
subcontractors have had a hi gher average capacity utilization than the rest of
the manufacturing sector (68 per cent conpared with 56 per cent), 92/ and have
grown nore rapidly (in terns of sales, operating profits, assets and capital).
However, their capacity to handle the financial overheads associated with
direct marketing in Israel (as opposed to subcontracting) remains very
limted. The same study found that “the principal reason for entering into
subcontracti ng was the |lack of market access, which was provided by the
Israeli firm However, having conmenced subcontracting, the principal reason
for continuing to do so was the |lack of working capital to sustain the sane
| evel of operations”. 93/ This suggests that at that stage, crucial financing
probl ems arrested devel opnent.

According to |ocal experts on trade, the overwhelmng majority of
Pal esti ni an manufacturers have failed to create a cadre of md-|evel nmanagers
on-site because of their proximty to their contractors. Too frequently, both
parties have been content with the owners acting as production, quality
control and procurement managers. This is due to the fact that higher-Ieve
techni cal and managenent rol es are not conplex: subcontractors generally do
not make serious efforts in product devel opment and marketi ng.



These features are proving to be a serious liability today. |ndeed,
with the advent of the PA and the entry of other countries such as Jordan
into trade relations with Israel (and other factors such as border closures),
previous conditions of Israeli-Palestinian trade are eroding, and Pal estinian
firms are experiencing crises as a result. Consequently, existing assunptions
about subcontracting need to be revised since (i) a significant portion of
subcontracting with Israel is being (or expected to be) shifted to Jordan; and
(ii) successful Palestinian subcontractors in garnents and flower production
are considering shifting their operations to Jordan while maintaining the
linkages to Israeli contractors (see above).

3. Per f ormance, conpetitiveness and i medi ate prospects

Regi onal ly and internationally, Palestinian conpetitiveness cannot rely
on factor-based advantages and on strictly |lower prices, the path hitherto
foll omed by nost Pal estinian nmanufacturers in the context of the pre-1994
customs union with Israel. 1In order to attain a certain |evel of
conpetitiveness, Palestinian industry nust break with past trends - noving
from factor-based advant ages possible only under distorted econonic rel ations
with Israel to investnent-based ones that can find niches for Palestinian
exports in international markets and technol ogically beneficial exports and
joint ventures in Israeli markets.

Only in relation to Israel is Palestinian | abour cheap in the region
furthernmore, Palestinian conpetitiveness is poorly endowed with natura
resources, and many factors of production in agriculture and manufacturing,
such as water, |and and energy, are scarce and extrenmely expensive. Wth the
evolution of trade relations in the region, the Pal estinian econony's factor
advantages in relation to Israel have slowy eroded as conpetition from
Jordani an conpetitors have entered the picture. There is evidence that rea
i ndustrial wages declined as of m d-1996, given the closures and the nassive
unenpl oyment prevailing in the West Bank/ Gaza Strip, but not to a | evel that
mat ches Jordani an wages. 94/ Labour productivity, however, is often
considered to be nore conpetitive; with higher capital-to-Iabour ratios,

Pal estinian | abour has the potential to be conpetitive.

O her inputs, such as energy, water and land are |inmited and expensive,
thus increasing start-up and operating costs. Mreover, raw materials and
other internediate inputs are up to 30 per cent nore expensive than
i nternational prices, according to one study. 95/ This is due to the custons
uni on mai ntai ned between the PA and Israel and the lack of adm nistrative
mechani sns to adnminister tariff exenptions efficiently on export-bound
tenporary inputs. Oher factors that have di sadvantaged the cost structure
of the manufacturing sector are the high financing costs associated with the
hi gh-ri sk atnosphere and the penalties of not achieving econonm es of scale.

The performance and conpetitiveness of Pal estinian products differ
wi dely from branch to branch and fromfirmto firm Palestinian firnms do not
seemto benefit from sector-w de advantages, as intra- and intersectora
i nkages within the various branches are weak, in terns of both integration
and conpetition. Vigorous |local conpetition is sonmething that nost branches
do not seemto experience. 96/ |In nost branches, the stronger firns
subcontract to Israeli counterparts and conpetition does not occur in the



product devel opnent and marketing process. Rather, in negotiations with the
contractor, who determ nes product adjustnments or cost cuts, the entrepreneur
is reduced to production managenment functions.

Furthernore, |sraeli-Palestinian subcontracting is with a few exceptions
entirely based on cheaper |abour in relation to Israel. Those not engaged in
subcontracting relationships tend to linmt marketing to the i mediate vicinity
and conpete only with inmported (often Israeli) products on the basis of price.
Pal esti ni an merchandi se production therefore suffers from*“conpetitiveness”
based al nost entirely on lower prices, with little opportunity to devel op
other quality/skill-based conpetitive advantages. W despread, dynam c
| ocal conpetition would have the effect of elimnating the factor-based
conpetitiveness in relation to inports (labour cost) that is uniform across
all firnms engaged in a particular area. The fact that this has not happened
hel ps to explain the cottage industry nature of nost firms and the | ack of
i ndustry consolidation and devel opnent. As things stand, an environment for
i nnovation in production, product and busi ness does not exist.

Appendi x 3 presents sonme findings of field research into the performance
and export prospects of key nmanufacturing branches: ready-to-wear garnents,
footwear, pharnmaceuticals, food processing, netalworking and pl astics.

C. Non-production issues and support services

In addition to production, infrastructural and organi zati onal problens,
manuf acturers and cultivators are unable to i nprove conpetitiveness because
crucial private sector (non-production) services do not exist. Mny of the
activities covered in this section would be consi dered production-rel ated
issues in a different econony, such as procurenent and warehousi ng. However,
they are anal ysed here separately as this nore accurately reflects present
realities and the i mediate future formof nost industrial branches, i.e. as
vertically unintegrated, but (ideally) highly networked, small and
medi um si zed firnms. Large, vertically integrated firms are | argely absent
fromthe Pal estinian private sector. Small firnms will have no choi ce but
to outsource through internediaries for various export and non-export
transactions, such as procurenent, naintenance, marketing, distribution
and consul ting.

This section also reviews vital public and private sector support
services that are common to all nodern economnies, such as centres for
noni toring and ensuring quality and health standards and specifications,
centres dealing with intellectual property rights, and export market
i nformati on and pronotion institutions, all of which are lacking in the
Pal esti ni an case.

1. Procurenent of production inputs

Anmong t he nost inportant non-production problenms confronting virtually
every Pal estinian manufacturing firmis procurenent of nmanufacturing inputs,
both raw materials and sem -finished, with some key branches paying up
to 30 per cent nore for inputs than prevailing international prices. 97/
Frequently, products do not neet the specifications of the order and are
increasingly on a cash-at-order basis, even within a subcontracting



rel ationship. These |ong-standing probl enms have not been all eviated

since 1994, and, on the contrary, have in many cases worsened. They persi st
owing to factors exam ned earlier, especially the inport channels and sources
inmplied by the prevailing custons union and the myriad restrictions on the

fl ow of goods and persons.

Sone attenpts to provide market information about suppliers of raw
materials for direct inport fromoverseas have been made. Obtaining and
di ssem nating information regarding international vendors is the |east conplex
of problens. However, securing conpetitive prices, assured quality and
favourable terns requires nore than the provision of information - it requires
the establishnment of business links that are perceived to be beneficial to the
vendor as well as the buyers. Attenpts have been made in this direction but
have yielded mininmal results. 98/ One reason for this is that Pal estinian
buyi ng power has not been organized (directly or through intermediaries) into
nore efficient procurenents. This has neant that bul k discounts are not being
achi eved and that a negotiating position that would ensure conpliance and
reliability does not exist.

Moreover, the fragnmentation of procurenent neans that potential
econom es of scale are not achieved in selection and inspection processes,
whi ch today are not carried out in a scientific manner in any branch, except
to some extent in pharmaceuticals. Typically, the owner of a firmwl|
i nspect raw materials with the naked eye or by tactile sensation, and al though
over 20 years of experience have accunul ated some nmeasure of expertise for
some manufacturers, their exposure and their choices remain linmted. Most
manuf acturers recogni ze that they are using inferior inputs but explain that
under current conditions they would not be able to conpete in the market with
hi gher-cost inputs.

Some | ocal organi zations have attenpted to pronpte a greater awareness
of selection and inspection nethods, and further introduce the practice of
i ntegrating design phases (however rudinentary they may be) with the selection
of raw materials, attention to quality and standards, costing and ot her
stages. 99/ The success of these efforts cannot be gauged as they have
largely cone in the aftermath of border closures, when inports have been
reduced to | ow | evels.

2. Transportation, facilities and warehousi ng

Road networks, like the rest of the infrastructure, are extremely
under devel oped, particularly in the Gaza Strip. Furthernore, these physically
i nadequate routes are subject to conplicated Israeli security arrangenents,
whi ch further hanper the novenent of goods and people. The “safe passage”
arrangenents agreed in principle as part of the Israeli-Palestinian accords,
to connect the Gaza Strip and the West Bank, had yet to be inplenented at the
end of 1997. Coupled with the isolation of east Jerusalem fromthe Wst Bank
and Gaza Strip, this geographical discontinuity has rendered shipnent of goods
logistically difficult and expensive. Despite the nmedia attention it has
generated, commercially viable air freight fromthe Gaza Strip still remains a
di stant possibility, and the functioning of a commercial seaport in Gaza is,
at best, several years away.



Space is a mgjor problemfor nost nmanufacturing firms, which operate

in small, dim badly ventilated and unsafe physical settings. They are,
nor eover, |located in residential and urban areas, with no control over
their environnmental inpact. It is now widely recognized that well-planned

i ndustrial zones could alleviate both of these problens if proper incentives,

along with inproved infrastructure and services, could create benefits for

i ndi vidual firms which outweigh the costs of relocating. A situation in which
firms are forced to nove to industrial zones wi thout the acconmpanying benefits
woul d address the environnental problens; however, the costs to firms and the
manuf acturing sector would be very high

In the short term warehousing capacities need to be significantly
i mproved if procurement and shipping reliability and efficiency are to be
achieved. No private or public warehousing facility for small manufacturers
exi sts, even near the borders, thus further adding to transaction costs.
G ven the particularly conmplicated problens of the nmovenent of goods in and
out of the West Bank/ Gaza Strip, ability to stock efficiently and to spread
the costs could prove to be useful

3. Consul tancy services and technical support

G ven the fact that extrenely small firns and farns are likely to
continue in the nediumtermto constitute the bulk of the Palestinian private
enterprise community, the need for technical consultancy services will remain
acute. There are very few specialized firnms offering the range of
agricultural, engineering and nanufacturing-related services required in such
a situation. Part of the problemis the very fragmented nature of |oca
firms, where production has not centred on a donmestic market and thus
mechani sns for neeting industrial interests, such as trade associ ations, have
not energed. In part, this is due to the |ow demand that is generated by the
current popul ation of very snmall, cottage industry firnms and the linmted
capacities of firnms in the territories, rendering such services unprofitable.
However, essential services that are in demand, such as machi nery mai ntenance,
do not exist in a well-organized manner. Even a branch as inportant as
garnment production has only recently organi zed an active trade association
Efforts are bei ng nmade by non-governnental organizations (NGOs) to assist in
the formati on of such associ ati ons.

Chanbers of Comrerce, though still very rudinmentary in their services,
have received sonme significant attention frominternational devel opnent
agencies. International market information and research services now exist in

various forms, such as the European Information Correspondence Centre and the
UNCTAD- sponsored Trade Point, as well as export pronmotion NGOs such as the
Pal esti ne Trade Pronpotion Organi zation, the Export Pronmption Departnent,
USAID s Smal |l Busi ness Support Project and the Gaza World Trade Centre.

The inpact of these projects has been nminimal since in thenselves they are
(i) unable to address the problenms of border closures and bureaucratic
obstacles; and (ii) do not address the upstream problens in production
managenment and capital endowrent that would allow target firns to respond

to new i nformati on and contacts regarding export opportunities.

At every level, Palestinian firms require training. There are
vocational schools in both the West Bank and the Gaza Strip, but they are



i nadequate in number, quality and equi prent to nmeet the chall enges facing
industry. If the general consensus is that the Pal estinian econony needs to
be geared towards skill-intensive (and capital-intensive) competitiveness,
this area nmerits far nore attention. There are established technical training
programmes with regular visits by foreign experts in specific agricultural and
manuf acturing sectors. However, the resources available to organizations
conducting such services remain extreneley limted. Again, wth inadequate
integration into the business community, these efforts at training of

techni cal and non-technical staff have limted effect.

Since 1994, there has been a boomin the establishment of private
consulting firms in various areas of business, and many non-profit
i nstitutions have consulting services (including universities). Mst of these
servi ces have concentrated on investnment studies and export marketing, and
gi ven the snmall popul ation of potential investors and |ikely exporters, they
are probably underutilized. Construction, architecture, tourismand sone
ot her sectors can probably in tine be well serviced by these firms. Wile
there is a need for such services in agriculture, it is |less acute than in
manuf act uri ng, where nanagenent and techni cal problens abound. Consulting
firms have been | ess successful in acting as catalysts for increasing
efficiency in manufacturing, partly because of the cottage industry nature of
firms. Since consulting is limted to advisory services, efficacy is limted
in the face of the nassive challenges facing the firns' clients and the
pai nful restructuring required in nost branches.

4. Quality control, standards, and research and devel opnent facilities

The Pal estinian econony suffers additionally from not having | oca
testing facilities for industrial inputs to check for quality, and nost
i ndi vidual firms do not have even the nopst el enentary equi pment to conduct
routine tests. Sone of the universities, Bir Zeit in particular, provide such
services, but given the isolation of the West Bank fromthe Gaza Strip, and
West Bank cities fromone another, their role has been mniml. Some
officials have stated that the PA does not intend to establish industria
| aboratories, leaving the task to the private sector. 100/ Thus, in al
l'i keli hood, such |aboratories will not emerge until investors are again
confident of the potential for |ocal devel opnent.

Furthernore, the absence of both a national standards institute and a
regul atory environnment enforcing standards has del ayed the creation of quality
control and research and devel opnent facilities. The net effect is not nerely
the lack of conpetitive devel opnment and product inprovenent, but also a
potential danger to the welfare of domestic consumers. 1In the whole of the
West Bank and Gaza Strip, there is no library with conprehensive Arab, [srael
and international standards, and there is no accredited institution to certify
product and process conpliance with themin any of the merchandi se production
sectors. Laboratory equipnent required to test for these standards is al so
| argel y unavail abl e.

Engi neering firnms capable of assisting in research, product design or
machi nery design do not exist. This is particularly unfortunate given the
relatively | arge nunber of Pal estinian engineers graduating every year. The



nunber of engi neers absorbed into the manufacturing sectors is extremely
smal |, concentrated in very few branches such as pharnaceutical s and

chemi cals. Mbreover, in nost cases, engineers who are hired by such firns
tend not to utilize their technical education, but rather sinply conply with
the limted requirenents of the enployer. There is no sustained attenpt to
connect the formal education sector and local industry, and there is a very
wi de gap in know edge, disposition and experience between these two segnents
of Pal estinian society. |In agriculture, there is the problem of the absence
of institutions to serve as bridges between the two comunities, although
there has been sone neasure of technology transfer fromlIsrael over the
years. 101/ Slightly better support services exist for agriculture than for
i ndustry, although they are still inadequate to respond to the wi de and
conpl ex needs of that sector. Nevertheless, npbst of the points pertaining
to manufacturing are also reflected in agriculture.

5. Fi nancial and investnent services

A crucial need exists for financial services and investnment, or nerchant
banking, to play a nore vigorous role in consolidating existing production
capacity, investing in upstream or downstream activities, and optim zing
resource allocation. Whereas sone mgjor investnment conpani es have studied
such possibilities with the nore successful existing firms, the present
investment climate and the extrenely uncertain future mlitates agai nst change
for the nonent. These investnent conpanies would be able to act upon
findings, unlike consulting and other advisory services, as they would have
equity positions in target firns. Existing investment corporations, some of
which are well capitalized, have been investing very cautiously, but not
enough to offset capital depreciation in the territories, whose rate has been
growi ng for alnost a decade as new i nvestnents have slowed. Investment has
concentrated on services and real estate, and not on manufacturing or
producti on.

Despite the proliferation of commercial banking institutions since 1994
and the marked i nprovenent in depository services, credit facilities have
not kept up with deposits received, as the |oans-to-deposit ratio remains
at 30 per cent, and a significant portion of |oans are going to non-productive
uses, such as governnent bureaucraci es and housing. 102/ Thus, the crucia
rol e of banks as financial internmediaries is constricted, effectively reducing
the circul ation of noney in the econony. 103/ These issues were recently
addressed in a study by the UNCTAD secretariat on private investnment trends
in the Palestinian territory since 1993. 104/

For the overwhelmng nmgjority of firns, the only sources of credit are
i nformal networks (relatives, noney changers) or the Pal estine Devel opment
Fund (previously three separate non-profit finance organizations funded by
t he European Commission). The latter’s credit portfolio is equivalent in
magni tude to those of |ocal banks, and thus has a m nor influence over the
econony. Many firnms experience najor liquidity crises during a production run
(even in the best of times) and frequently rai se working capital to buy raw
mat eri al s and pay for labour by selling land to financiers with an option to
buy back or other unorthodox nmethods. As creditworthiness with Israel



contractors erodes and cash-on-delivery practices predom nate, manufacturers
are forced to raise nore and nore cash, and are thus forced to finance a

| arger portion of production on their own. Risk capital for new ventures or
for capital expansion is always nmore difficult to raise than working capital
and | ocal manufacturers/cultivators or entrepreneurs rarely obtain
institutional funds for these activities. Thus, in this context, export
financing for existing producers is not available on any regular, progranmatic
basi s.

6. Tradi ng conpani es

The initial and recurrent costs of devel opi ng and mai ntai ni ng new
markets are very high and, for nost Palestinian firnms, prohibitively so at the
i ndi vidual firmlevel. Mst successful firm managers/owners do not have the
money, tinme, skills and experience to engage profitably in internationa
mar keting. To engage in export trade, these firns have to work through
subcontracting or with sophisticated, well-financed trading conpanies.

The Worl d Bank has stated that it sees a nunber of roles that general or
speci al i zed tradi ng conpani es can pl ay:

1. Bearing the costs of maintaining reliable information about the
i nternational market that nost individual firnms would tend to find
prohi bitively expensive;

2. Buying raw materials and other inported industrial inputs in bulk,
t hus commandi ng better prices frominternational (including
I sraeli) vendors;

3. Achi eving economi es in marketing costs, devel opi ng w der market
contacts and commandi ng better shipnment ternms than individua
firms;

4, I nt roduci ng new desi gns, fostering inproved managenent, technol ogy

and skills, and preparing producers for direct exporting. 105/

In the West Bank/ Gaza Strip, there are no prom nent trading conpanies
engaged in exporting, except in fresh agricultural exports, especially citrus.
Most tradi ng conpanies are engaged in inmporting, and only a few of those are
involved in inporting industrial inputs and raw materials. The |argest
i nporters deal in consuner goods, foodstuffs and construction materi al
Furthernore, specialized trading conmpanies with strong expertise in a branch
of manufacturing (e.g. metal works, plastics, garnent and textiles) and with
expert know edge of international suppliers and export nmarkets do not exist.
None of these firns have sufficient access to strong working capital or
finance which would allow themto invest in entry into export nmarkets. More
crucially, very fewfirms seemto have the skills required for internationa
mar keti ng, such as international market research, benchmarking, product
devel opnent and nodification, packagi ng, pronption design and brand
devel opnent.



Sone new firns are being established, and one general trading conpany
has been recruiting md-1evel managers. Two specialized export marketing and
tradi ng conpani es are being set up in Ramallah, in the areas of garnments and
traditional products. A catalyst for a vigorous external trade sector would
be to have several strong, general trading conpanies or specialized trading
conpani es (w thout nonopolies in any specialization) conpeting strongly with
one another. This remains a possibility in the event of an inprovenent and
prol onged stability in the general environnent affecting investnent in such
cruci al, though high-risk, comercial ventures



Chapter 1V
CONCLUSI ONS AND RECOMVENDATI ONS

This study has provided a conprehensive account of recent devel opnents
in the Palestinian external trade sector, covering performance, the policy and
regul atory environnent, procedures and related issues of supply (nerchandise
production). G ven the deterioration of the situation over the past two
years, it is not known whether the Protocol on Econom c Rel ations can be
exploited to the full in the com ng period for the benefit of both parties.
This is an especially crucial question for the PA, which has a specia
interest in seeing concrete changes in the Pal estinian econony as a key
achi evenent of the peace process. Notwi thstanding the ongoing debate about
short-term policy options and final status econom c arrangenents, no clear
consensus has yet emerged on an overall strategy for the com ng years. Nor
should it be expected, with preoccupations focused on restarting the stalled
peace process, that any strategic vision of Palestinian econom c devel oprment
will be elaborated in such fluid and uncertain circunstances.

Much has been witten and stated over the past year on this issue: 106/
shoul d efforts focus on working to better inplenent the Protocol, perhaps
building on it as a basis for future econonmic relations, discarding it as a
l ong-term franmework and instead conceiving a different set of relations, or
extending it, with some enhancenents, as a final econom c arrangenent between
I srael and Palestine? While these are questions that this study cannot
address and renmain principally in the domain of Palestinian policy-making and
negotiations with Israel, the preceding exam nation has reveal ed a nunber of
considerations that can be identified as “signposts” on the path to an
i mproved policy framework for future Pal estinian external trade devel opnent.
These are discussed in the follow ng section, and are followed by a
presentation of the main areas for reformof the regulatory and procedura
framework affecting external trade, as well as of the range of marketing,
production, investnent and related services associated with this vital sector

A. Policy considerations in the interimperiod and beyond

A nunber of issues may be considered in discussing optional future trade
regi mes.

First, it should be stressed that the scope for devel oping the externa
trade regine will be subject to conmpatibility with the security concerns and
interests of both sides, and especially Israel, which remains in control of
borders during the interimperiod at |least. Furthernore, for the short term
Pal esti nians do not have jurisdiction over a port or any other type of trade
facility with direct access to countries other than Israel. Although there
are plans for an international airport and a sea port in Gaza, negotiations on
the operation of these projects have been prol onged, work on the port has yet
to begin (though the airport has been built) and di sagreements over security
arrangenents have del ayed resol ution of these sensitive issues, in addition to
that of “safe passage” between the West Bank and Gaza Strip.

Furthernmore, the time factor is a vital element in any discussion of
optimal trade reginmes. 107/ In order to successfully correct inherited trade



di stortions, there will have to be fundanental corrections in the production
sector and advances will be needed in the devel opnent of institutions to
support trade initiatives and nore advanced production patterns.

On another level, policy formation nust consider the actual situation on
the ground and the manner in which agreements are or are not being
i npl enmented. I n nany cases the dynam cs of the Pal estinian-Israel
rel ationship requires that the Pal estinians be flexible and able to react to
Israeli policies regarding trade. For this reason, it is useful to consider
rel evant trade experiences and agreenents, as well as the changing politica
situation. Developnents so far indicate that econonic cooperation and
coordi nati on cannot precede settlenent of the political issues, on the
I sraeli-Palestinian track as well as at the regional and subregiona
| evel s. 108/

An inportant elenent of redressing inbalances in trade relations with
I srael through ensuring equitable access to each other's markets requires that
the PA attenpt to address the inpact of Israeli subsidies on competitiveness
of Pal estinian exports. The PA also needs to devel op nmobre systematic and
transparent ways to facilitate trade so that trade barriers can be nore easily
identified and their costs be quantified. Such know edge will greatly
increase the PA's ability to address these issues with Israel in the context
of negotiation nechani sns established by the Protocol. 109/

Wth regard to trade with other countries, especially in the region, the
Pal estinian ability to negotiate down inport barriers is limted by the tariff
band and rel ated trade neasures preserved under the custonms union. This
[imts the concessions the Palestinians are able to offer in attenpts to gain
concessions fromother markets. For exanple, for products such as
el ectronics, which are marginally produced in the West Bank and Gaza Strip
Pal estinians pay the costs of Israel's protection of its own el ectronics
i ndustry with higher prices and with the inability to inport products from
ot her producers. Trade policy can be designed and conducted effectively only
with regional partners, such as Egypt and Jordan, with which Israel also has
political and economc relations treaties. It is likely that the ability of
the PAto trade with Lebanon, the Syrian Arab Republic and other Arab
countries will be contingent on substantial progress in the peace process,
thus placing further constraints on the scope and patterns of Pal estinian
external trade. 110/

Trade policy, of course, interacts with and inforns production and
overal |l devel opment policy, in the Palestinian case no | ess than in others.
The chal | enges ahead for the Palestinians to devel op a productive econony are
enornmous. Wth limted natural resources, restrictions on production, and the
smal | size of the Pal estinian econony, an export-oriented economy is optim
in the long term However, given the historical distortions and continuing
probl ems of market access, a largely open econony could result in an
unrewardi ng trade-off. For exanple, to adopt a free trade policy w thout
removal of existing barriers to production or trade could put the Pal estinian
econony at a greater disadvantage, since the size of the |ocal nmarket makes it
difficult for manufacturers in many branches to achi eve econonm es of scale
wi t hout free and dynami c access to other markets. 111/ Trade policy,



therefore, needs to carefully bal ance the anpbunt and type of access which the
Pal esti nian econony allows other partners with the | evel and access it has
wi th ot her econom es.

Most importantly, this needs to be nmeasured on the basis of a carefu
moni tori ng of devel opnents on the ground, rather than solely by agreenents.
For exanple, after the signing of the Protocol, which stipulates that
Pal estinians could begin exporting to Israel yearly quantities of six
conpetitive products (eggs, poultry, cucunbers, tomatoes, potatoes and
mel ons), many farners in the Gaza Strip and the West Bank were optimstic
about being able to finally conpete in the Israeli market. Palestinians enjoy
a price advantage in these products; however, they have so far not approached
the allowed quantities each year since the agreenment. This is largely due to
cl osures, delays at checkpoints and other non-tariff barriers, although
qual ity and health standards have al so been cited. 112/

Most Pal estinian industries continue to face structural bias which
effectively disqualifies themfromconpeting on “fair terns” against nore
advanced Israeli, Jordanian or Egyptian products. It is, therefore, inportant
to consider what |evel of protection of Palestinian industries would be
appropriate in order to allow sone tinme for restructuring and “re-tooling”.
Failure to do so could underm ne industrial developnment to the point that the
benefits of a free trade regine are unattainable, and this could further
weaken the economy. Also, policies which support the agriculture sector
shoul d be encouraged. This sector is vital in addressing the short- to
medi umterm trade inbalance. Furthernmore, it is a sector in which Palestinian
exports have a historical advantage and have been successful in the past.

This is, however, not to ignore the fact that the market has changed since
then. Inproved credit facilities and the institutional facilities needed to
export agricultural goods are areas whose devel opnent could pronote trade in
this sector.

Until nore progress can be made in renoving the barriers to production
and markets, nore inport-substitution initiatives may be attractive to
i nvestors, particularly in the short run. These could be fornmulated in a way
that supports inprovenent in the conpetitiveness of industrial activities in
whi ch Pal estini ans have a conparative advantage, rather than as supply
protection for inefficient industries. There is nmuch potential in food
processi ng and agro-industrial branches, for exanple. Furthernore, a
signi ficant option would al so be to encourage the devel opment of cooperative
whol esal e distribution networks, where scale could provide incentives for
surmounting the difficulties of transporting goods and peopl e over the
bor ders.

B. Barriers to export

1. Bor der - crossi ng i ssues

Most projects being prepared or inplemented by international donors and
agenci es assune that the political situation and the rel ated border-crossing
issues will, at sonme point, be corrected or inproved. When this is achieved,
there will need to be provision for recourse to nethods to prevent the
rei ntroducti on of such barriers. Since no planning processes can effectively



provi de for such contingencies, the costs and risks of doing business increase
beyond capacity. Border delays and restrictions are particularly damaging to
agricultural exports. Accordingly, a priority area for action is reaching
arrangenents to ensure that goods pass through borders unhindered. Efforts to
i ncrease exports or inprove production in the Gaza Strip and the West Bank are
clearly defined by the range of barriers to trade, particularly those
affecting the free novenent of goods.

For this reason, strategies and projects to develop trade need to be
finely tuned to the inpact of closures and the turbulent political clinmate.
In addition to addressing the general issue of border closures and
restrictions in designing and inplementing related programes and projects,
the donor conmmunity could pronpte arrangenents to ensure free access for trade
and related flows between the Gaza Strip and the West Bank, in the context of
expected Israeli-Pal estinian agreenents on the issue. Steps could include
funding feasibility and design studies in order to devel op possible solutions
whi ch woul d be acceptable to the Pal estinians and the Israelis.

In the remaining interimperiod, attention can be given to the mechanics
of the border situation. Palestinian veterinarians and agricultural engineers
shoul d be all owed access to border areas, Palestinian officials should be
i nvolved nore directly in the inspection of goods, and Pal estinian nerchants
and officials should have nore freedom of novenent in the border areas. An
i ncrease in the nunber of Israeli enployees would allow nore vigorous
processing. Opening the nmarket for shipping agents would di m nish the chances
of nonopolies devel opi ng and weakeni ng the hold that back-to-back shipping has
in the area

Notwi thstanding the limtations on its powers, there are also steps the
PA can take to inprove the flow of goods. First, it needs to streamine and
rationalize its procedures for facilitating trade. The |ack of transparent
procedures and regul ations invites poor managenent at all |evels and renders
the PA ineffective in actively addressing barriers to trade. Training and
prof essi onal assistance to Pal estinian officials involved in trade, as well as
to Palestinian firms which engage in trade, should be provided as a high
priority.

Furthernmore, the PA may wi sh to consider the creation of support
programes to provide either direct or indirect conpensation to firns which
rely on the inport and export of goods, in order to partially reduce the added
costs generated by the closures. Wiile it is inpossible to conpensate for the
costs of a sustained failure to deliver to a nmarket or a contractor
programes could focus on transportation and transaction costs as well as
drawbacks on tariffs. Support should be designed to alleviate very specific
costs, and be administered at the firmlevel, while also mninzing the
institutionalization of the closures. More areas for developing the PA's role
are presented separately bel ow.

2. Joint ventures and subcontracting with international conpanies

One of the potential benefits of relationships with international firns
is that it provides Palestinian firms with extra support in overcon ng
arbitrary restrictions. Palestinian firnms are often unaware of exactly what



may be sl owing down their exports and in nost cases they cannot have direct
contact with Israeli custons officials because of the restrictions on travel.
If a firmhas an international partner or is doing business with an
international firm it nmay be able to understand nore easily the procedures
and identify the bottlenecks. Also, international firms may enlist the
support and assi stance of national consulates and trade offices in Israel

In order to attract international partners or subcontracting agreenents,
incentives for international firms (such as tax incentives and risk insurance
subsi di zed by the international comunity) and nechani snms by which Pal estinian
firms can access these firnms should be encouraged. Special attention needs to
be paid to export potential in order to prevent such business partners from
becom ng sinply inport facilitators.

Furthernore, Palestinian firns should be encouraged to seek |icensing
options frominternational nmanufacturers. Licensing would provide many of the
sanme benefits of joint ventures with less risk involved for the internationa

investor. It thus offers the potential for bringing mich-needed capita
i nvestment into the econony, and directly into production for the industria
sector. In addition, the links with international capital could provide nore

incentive for the Israeli authorities to facilitate and rationalize
bor der-crossi ng policies.

C. Inproving public sector performance

In the post-1993 environment, the PA has had an opportunity to create
both public and private sectors and institutions capable of nobilizing the
talents and resources of a people who | earned a great deal about
sel f-sufficiency in the past decades. However, devel opnments since 1996 have
not been conducive to this spirit of growth; instead, limted achi evenents may
be cited in both public and private sector devel opnent, while an expanding
share of GDP has been devoted to public sector expenditures and an
over burdened government budget. 113/ Understandably, issues of inplenmentation
of many inportant political clauses of the Israel-Palestine agreenents, and
the need to provide services and security for some 2.5 mllion Pal estinians
under PA jurisdiction, have taken policy and operational precedence over
devel opi ng the external trade sector. Furthernore, the overal
security/political clinate has provided little incentive for introducing
i nnovati ve net hods of governance and policy formulation or advanced manageri a
and technical skills into an already uncertain situation. Thus, many of the
hopes and expectations for the interim period, especially with regard to
governance, have yet to materialize in concrete, |asting achievenents.

The interimperiod remains extrenmely inmportant in ternms of providing a
framework for the general principles and ground rules for governance that wll
prevail in the future. Linked to this is the manner in which the PAwll be
abl e to encourage economn ¢ devel opnent and shared growth across public and
private sectors. Admittedly, the PA has not been enpowered in all areas and
its priorities have remmi ned focused on resolving the pending interimand
final status issues with Israel, within the context of its declared national
state-buil ding aspirations. However, the PA has been able to institute sone
initial measures of econom c policy and regulation (especially in trade and
finance), while success in elaborating global and intersectoral economc



policy has been nore limted. It is expected, however, that with the

I aunchi ng in Decenber 1997 of the Pal estinian Devel opment Pl an, 1998-2000
(PDP), the PA has now set a clear course for its own devel opnent efforts and
t he associ ated assi stance of the international conmunity. Though essentially
an ai d- progranm ng document, the PDP should reflect the inmediate vision of
the PAwith regard to nediumterm policy goals for econom c, social and human
devel opnent, the el aboration of which is |ong overdue.

The inmportant issues of good governance and financial accountability
received growing attention in 1997, at the levels of Palestinian public
opi nion, and |egislative and executive branches of the PA, as well as in donor
and international foruns. These and related i ssues were addressed openly for
the first tine at the Decenber 1997 nmeeting of the Wbrld Bank Consultative
Group for the West Bank and Gaza Strip. |In particular, donors “indicated that
they expected the Pal estinian Authority to redouble their efforts to inprove
the regul atory franework and to ensure a transparent and efficient fisca
process, including the consolidation of all fiscal accounts under the contro
of the Mnistry of Finance”. 114/ O equal interest to donors have been the
steps taken since the subnmission of PA internal reports in 1997 on financia
management and public sector performance. Also, the phasing out of comercia
nmonopolies linked to or facilitated by the PA is considered essential to
mai nt ai ni ng donor and private sector confidence in the devel opnment process.

Anot her issue of growi ng concern has been the need to address the
procedures for recruiting civil servants, which have been subject to a range
of political, factional, personal and other non-technical criteria. A stable
and efficient governing structure demands that this el ement of the system be
devel oped and pronpted on the basis of nerit. Wile the PA appears aware of
the pitfalls of continued unrestrained growmh and i nadequate qualifications of
t he governnent bureaucracy, concrete steps to address these probl ens have yet
to be taken. Programmes need to be established, linked to training
institutions, in-house training and special funding to attract expatriate and
ot her expertise, so as to assist the PA in developing the specific skills
needed for managenent and governance. Programmes could include the
establishnment of institutes of managenent and public admi nistration, and
devel opnent of a national civil service exam nation. Adequate pay scales are
needed for civil servants, and an independent judicial process is one of the
keys to rationalizing the behaviour of the Government.

Taxation policy needs to be further devel oped in a manner that pronotes
i nvestment and shared growth; simlarly, there is a need for inproved
financi al managenent, transparency and accountability. The PA has reportedly
been considering reductions in direct taxation rates conbined with inproved
and wider indirect taxation collection. Clearly, the problenms with collecting
indirect tax revenue, particularly in border areas, persist. 1In addition to
i mprovi ng custons revenue collection, the PA needs to develop a taxation
policy that can offer credits for export, that pronptes growth, and that is
viewed as clear, fair and accessible.

A related issue is the devel opnment of the constitutional framework and
| egal environnent of Pal estinian governance, especially in the long run. This
has been the subject of intensive consultation between the |egislative and
executive branches of the PA and a rich public debate over the past two years.



VWhat ever final shape this issue is accorded, there is wi de agreement that the

Pal esti ni an system of governance shoul d be capable of self-regulation, be (and
be perceived as) fair, and be designed and applied in a conprehensive, rather

than a pieceneal or selective, manner. International |egal devel opnent

associ ations can be further consulted in this inportant area.

Job creation, investnent pronotion and technol ogy transfer must be
short-, nmedium and |ong-termgoals of the PA. The nost effective means for
producing results in these fields would be to support training and education
institutions (described below and work closely w th non-governnenta
organi zati ons dedicated to such objectives. Priority must be given to smal
and nedi um si zed enterprises, as they constitute the overwhelmng majority of
firms and thus provide a | arge base of enploynent. Linkages must be pronoted
between snaller firms and existing or future larger enterprises, since the
smaller firms spread the distribution of growmh and add stability. The PA can
play a crucial role in helping foster |inks between nmanufacturing and
agriculture, and aid other sectors of society that need to be nmobilized in an
effort to transformthe econonmy into one that is know edge- and skills-based.
The Pal estinian econony shows great potential in this area.

D. Inproving production for external trade

As was noted earlier, the Palestinian industrial sector and rel ated
services are primarily oriented towards subcontracting arrangenments with
Israeli producers. 1In order to inprove the potential for exporting to Israe
and other markets, there nust be some restructuring. The mechanisns for doing
this vary frombranch to branch; however, this study has identified ngjor
branches which seemto offer the brightest prospects for trade, provided that
the necessary structural adjustnments can be made, in agriculture, food
processing, garnents, and related sem -finished products and pl asti cs.

1. Pronoting i nvestnent and consolidating production

In virtually every sector, there are two sets of related investnment and
organi zati onal needs: to expand existing firms through growth and
consolidation; and to initiate new ventures characterized by nodern production

and managenent. In the final analysis, it is necessary to increase the
average capital invested in firns across the board in order to increase the
val ue added. If the industrial sector is to grow to contribute a share of GDP

that is nore appropriate for the territory's income |levels, a large increase
in the rate of capital investnent is required, and industry nmust grow at a
substantially faster rate than the rest of the econony. UNCTAD s estimates
puts this rate at 12 per cent per year, from 2000-2010, or an average of
$190 million per year. 115/ Today, there are indications of a net
depreciation in capital formation in Palestinian manufacturing.

Under current circunstances, such ambitious rates of investnment are not
feasi ble, and the focus would have to remain on strengthening existing firns,
except in a few sectors where slightly nore investment and capital -good
mai nt enance m ght be expected (construction, food processing, and perhaps
garnments). Wth existing firnms, at |east net depreciation nust be reversed
where firnms are viable and rational capital goods nust be nodernized.



Furthernore, nuch needs to be done to concretely prepare firms for future
i nvestment by increasing performance, hunman resource capacities and product
quality.

A wi despread reorgani zation of existing firms is unlikely since
consolidation will occur only if market circunmstances require and warrant it.
However, one possibility is to try to devel op nechanisns that would enmul ate
the benefits of consolidation in ternms of scale, integration and market power.
Possi bl e progranmes include capital |easing; cooperative procurement,
mar ket i ng and exporting; establishnment of engineering and design centres;
financing of working capital; and factoring (especially in the garnents).
Furthernore, assistance is needed for promising firms involved in
subcontracting to strategically expand (vertically) their scope of production
activities, either downstream or upstream

2. Education and technol ogy transfer

Labour costs in the West Bank and Gaza Strip are too high to make | abour
cost the conpetitive edge that Palestinians could have in the world economny.
Instead, the conpetitive advantages nust eventually becone investnent-based
and i nnovation-based so as to | ead to wi der econonic enpowernment. Thus a
prem um needs to be placed on technol ogy acquisition and devel opment. To
these ends, the education and research and devel opnent sectors shoul d be
reconceptual i zed and integrated into the productive sectors of the econonmny.
Technol ogy transfer therefore needs to be a priority for the future of a
growm h econony, but one that ains to foster donestic technol ogy capabilities
rather than the nmere acquisition of capital goods.

Two nodes of action can be pursued. First, institutions of |earning
need to be fostered and linked to the needs of industry. These institutions
could include an advanced school of nmanagenent, schools for the gifted,
sci ence and technology institutes, and a centre for basic research in the
sci ences. Such efforts need to be coordinated with the PA Mnistry of Higher
Education. Progress can al so be nade w thout substantial expenditures and
wi t hout delay by allowi ng senior students in the engi neering and managenent
sciences to work with local industries, thus better orienting themfor
subsequent enpl oynent while al so introduci ng sone of the benefits of fornma
training to managenent, shop floor and design activities of Pal estinian
i ndustry and agricul ture.

A second avenue to pursue relates to supporting private institutions
devoted to technol ogy transfer and technical training. Such institutions,
particularly in this phase when the governnent apparatus is not fully
operative, fulfil the very inportant function of respondi ng quickly and
accurately to the technol ogy needs of business. International donor
organi zations need to continue their support to such bodies, particularly in
the interim phase.

3. Agriculture

Programmes to pronote the targeted export of agricultural products
wi t hin and beyond the region should be devel oped. Such a nove is, however,
dependent to a | arge degree on the successful resolution of the issues of



natural resources, especially land and cormmbn water resources, with Israel and
regionally. Mny Palestinian agricultural products are avail able at bel ow
Israeli costs, and could prove attractive in international markets if access
is possible in conpetitive conditions. Israeli firms, for exanple, have been
very successful in providing off-season produce to Europe. Efforts should
concentrate on identifying and gaining access to markets, as well as on

assi stance in neeting export and packing requirements. Pronoting agricultura
products will also involve adjustments in production patterns. Rather than
simply relying on exporting surpluses, production decisions should be based on
systemati c assessnent of nmarket demand, both locally and internationally.

4. Agr o-i ndustries

There is also long-term potential for export devel opnent in the
agro-industrial sector, as well as short-termviability. The availability of
certain base materials provides an obvious conpetitive edge. The primary
barriers to exporting in this industry are related to quality and technol ogy
and standards and regul ations. Efforts to develop quality and testing
standards and procedures for areas under PA control are under way; however,
this will take tinme. In the neantine, Palestinians who want to export food
products to Israel continue to have their products tested in Israel
facilities and to Israeli specifications.

In addition, |laboratory facilities for testing and inplenentation of
quality control standards are needed. |In many countries these services are
performed by a conbination of public and private entities and through
manuf acturing associations. There is also a need for training in order to
promote mnimal quality control and facilitate technology transfer. To
facilitate exports, it is also necessary to provide producers with information
on international regulations, standards and gui delines. Support for the
agro-industry should be coordinated with the PA Mnistry of Agriculture and
M nistry of Industry as well as with product devel opnent and technol ogy
speci al i sts.

The agricultural sector needs to be much nore closely integrated with
the agro-industrial production patterns of the Pal estinian econony. This can
be acconplished by greater information sharing between the two sectors, which
in turn depends on the generation of reliable statistical data by the PA, and
the PCBS in particular. The results of the first industrial census and
prelimnary agricultural accounts have recently been published by the PCBS,
and they constitute a sound basis for accurate sectoral planning.

Furt hernore, devel opi ng manufacturing and trade organi zati ons (see bel ow)
woul d also aid in the sane direction of greater sharing of information and
t hereby creating networks of coordi nated production and trade.

Agro-industry al so needs to develop and inplenment a reliable and
efficient grading scheme for foodstuffs. Such a progranme can be undertaken
by or with the cooperation of the PA, and individual |aboratories and
facilities in the private sector could be licensed to performthese functions.
In addition, quarantine centres are needed in order to prevent the spread of
dangerous bacteria and toxins to foodstuffs. Such nmeasures would not only
i ncrease the quality of the goods produced by Pal estinian farmers, but al so
i ncrease the confidence of international inporters that Pal estinian goods can



be nmeasured to an international standard. The devel opnent of such facilities
coul d be acconplished within the context of a programme to develop a

Pal estinian Standards Institute, in the light of the related goals and

obj ectives.

Many of the requirenents for devel oping an agro-industrial sector, such
as famliarity with regulations and testing facilities, can also benefit the
general food processing industry (i.e. including industries not mainly
dependent on local inputs). Currently, the mgjority of locally produced goods
are not of export quality; however, inprovenents in technology and attention
to quality control could increase export viability, at |east as regards
exports to neighbouring markets. Mst firms in this sector are in need of
techni cal assistance, particularly in the area of product devel opment and
i nprovenent. Regulatory and standard capacities are simlar to those used in
agro-industries and coul d be devel oped so as to pronote both types of food
i ndustri es.

5. Gar nment s

The issue of drawbacks is particularly relevant to the garnment industry
since textile prices are significantly inflated by tariffs on fabric. The
| ong-term potential for garment exports is specific to upscale garnents,
rat her than mass-produced itens. A primary problem facing the garnment
i ndustry is the gaps in production, for which nmanufacturers must rely on
Israeli firms. Incentives for investnent are needed in these specific areas
of production in order to limt the entry costs and reduce sone of the risks
and costs to a range of garnment nmanufacturers who rely on Israeli firms at
these stages of the production process, such as finishing.

In particular, firms |ack design capabilities and pattern-nmaking skills
along with other inportant steps in production. Progranmes in the garnents
sector should focus on training Palestinians in these skills as well. In
addition to devel oping the necessary skills, trade associations and ot her
public programres can provide vital support services to enable producers to
devel op direct relationships with buyers.

6. Sem -finished products

The production of semi-finished products and parts is also an area in
whi ch Pal estini an manufacturers can specialize and conpete w thout having to
devel op extensive product lines just in order to interest buyers. Wile there
is a potential for this type of activity, nost firnms lack the ability to neet
strict specifications and delivery and costing schedul es. These factors are
essential in order to conpete in this market. Training and assistance to do
this are necessary in order to bring Gaza Strip firms up to a |level at which
they can conpete. Here again, the issue of snpboth delivery of goods depends
on reducing existing barriers to trade.

7. Pl astics
Pal estini an plastics nanufacturers produce a range of househol d goods

and construction materials using a nunber of different processes and
materials. The range of processes provide a strong basis for expansion and



coul d support a nunber of industries which require plastic parts and products.
The primary problem which this industry faces is the lack of facilities for
conducting tests on raw materials and finished products, together with a |ack
of access to a consistent supply of raw materials, primarily plastic pellets.
The creation of a testing centre which could test to internationa
specifications for finished products is essential if this industry is to begin
exporting. A consistent supply of raw materials is also required in order to
mai ntai n standards and conply with international certification requirenents.
Bor der-crossing i ssues and access to international suppliers are relevant here
as wel |

8. Manuf act uri ng associ ati ons

Every maj or sector of Palestinian industry should have a manufacturing
associ ation attached to it. Such associations can provide |ocal support and
i nformati on sharing services. Beyond this service, however, manufacturing
associ ations can produce two very inportant effects. First, sonme experience
has shown that such associations are better able to procure the necessary
docunents and permits fromthe Israeli authorities. Secondly, they can also
be linked to international counterparts, thus increasing contacts and |inks
with the outside world. These will prove useful for facilitating the novenent
of goods and peopl e across borders as well as for devel opi ng needed busi ness
ties to the world market.

9. | nport substitution efforts

Recent years have shown the feasibility of domestic production of many
of the goods currently inported fromlsrael without the aid of protectionist
measures, which are in any case virtually non-existent on the Pal estinian
side. Gven the short- and nmediumtermlimts to exports (to Israel and
overseas), one option to help address the i mense trade deficit is to engage
in selective and conpetitive inmport substitution efforts. Little attention
has been paid to this area of growh by devel opnent organi zati ons, although
entrepreneurs have been nore sensitive to the possibilities. However, nost
entrepreneurs need nuch techni cal and business assistance in order to study
t hese possibilities thoroughly.

E. Export facilitation

1. | nport/export processing centres (trade points)

An effective and rel evant conponent of efforts to facilitate and
expedite trade procedures and operations is the establishnent of inport/export
processing centres to create a one-stop-shop systemfor all inmport, export,
custons, licensing, testing, certification, drawback financing, and other
activities. This concept, already enbodied in the Wrld Trade Centres
Associ ation, has been further devel oped by UNCTAD in the context of the G oba
Trade Point Network, |inking hundreds of Trade Points around the world which
provi de such services under a physical or virtual roof. Centralized
management of these functions and pooling of information and resources all ow
for the devel opnent of expertise and specialization, and facilitate trade



procedures and flows. Wile the establishnent of Pal estinian Trade Points is
envi saged for Ramal |l ah and Gaza, they have yet to develop into full-fledged
service providers pending the securing of necessary project resources.

2. | ndustrial estates

Wil e industrial estates, such as the one to open soon at Carni and
ot hers planned for the West Bank and Gaza Strip, may be a means of reducing
sonme barriers to trade, they need to be integrated with the Pal estini an
econony. Furthernmore, they should be viewed not only in ternms of their
potential for generating (relatively stable) enploynent and trade flows with
Israel, but also as export platfornms to reach markets otherw se unattai nabl e
for nost Pal estinian nmanufacturers. G ven the advantage which Israeli firns
have in terns of capacity as well as the advantage of protection and the
preferential treatnment received by Israeli firns due to the border
restrictions, integration of the industrial estates into the Pal estinian
econony will not necessarily occur through market mechanisnms. |f Pal estinian
firms outside industrial estates are going to provide services and
sem -finished parts to manufacturers located in the estates, support and
incentives will need to be devel oped. Such support should not stifle
conpetition or create inefficiencies, but should be designed to create a nore
even plateau fromwhich to conpete with Israeli firms expected to invest in
some of the planned estates.

3. Export credit

Pal estinian exporters currently suffer froma gross |ack of capital upon
which they can draw in order to export their goods and products. A system of
provi di ng export credit, particularly for the agricultural sector, needs to be
devel oped, probably within the PA as part of its taxation schene.

I nternational agencies can assist by providing export credit start-up
programes that function along lines simlar to those of successfu

m cro-credit progranmes around the devel oping world. Such programres shoul d
be related to developing an efficient and fair banking sector, at both the
central and private |evels.

4, CGeneral trading conpanies

As indicated earlier, the ability of Pal estinian producers to export
regularly will probably depend on the existence of private export marketing
and trading firns, capable of providing information, finance, contacts and
know- how to producers, thus allowing the latter to concentrate on production
i ssues and donestic markets in the near future. \What is vital, however, is to
ensure that these firms do not obtain nonopolistic positions in the econony,
in inmports or in exports. Crucial to the success of trading conpanies is that
they be allowed to work in a highly conmpetitive atnosphere w thout the
i nternmedi ation of the PA. Also, they should be sufficiently consolidated to
have the long-term financial conmtnment and contacts to be able to handle
contracts, finance exports and arrange delivery in a high-risk environnent.
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TABLES

Table 1. Pal estinian nerchandi se trade, 1992-1996,
(incurrent mllion US dollars)

1992 1993 1994 1995 1996

Mer chandi se exports total 292 234 243 326 266
to | srael 249 178 205 306 235
to rest of world 43 56 38 20 31
Mer chandi se i nports total 1 260 1173 1 075 1 690 1 725
fromlsrael 1 106 1 015 920 1 520 1 550
fromrest of world 154 158 155 170 175
Mer chandi se bal ance t ot al -968 -938 -832 | -1 364 | -1 459
with |srael -857 -837 -715 | -1 214 | -1 315
with the rest of world -111 -101 -117 -150 -144

Source: UNCTAD secretariat estinates, conpiled from

Israel Central Bureau of Statistics, “lsrael’'s bal ance of paynents”
(Jerusalem 1CBS, 1997), and Statistical Abstract of Israel 1996
(Jerusalem |1CBS, 1997), for nerchandise trade with Israel and trade
with the rest of the world for 1992-1994;

PA M nistry of Econony and Trade, Egyptian Mnistry of Foreign Affairs,
(Pal estine Affairs Departnent) and Jordanian Mnistry of Foreign Affairs
(Palestinian Affairs Departnent), for 1995-1996 figures on trade with
the rest of the world, with Egypt and with Jordan, respectively.




Tabl e 2. Pal estinian nerchandi se trade with Egypt and Jordan, 1992-1996
(in current mllion US dollars)

1992 1993 1994 1995 1996

Mer chandi se exports total 38.0 52.6 31.3 15.3 26.5
to Jordan 38.0 52. 4 31.3 14.8 25. 4
to Egypt 0.0 0.2 0.0 0.5 1.1
Mer chandi se i nports total 9.6 9.9 7.3 6.7 23.5
from Jordan 9.5 9.6 6.6 2.3 9.2
from Egypt 0.1 0.3 0.7 4.4 14. 3
Mer chandi se bal ance total 28.5 42. 7 24.0 8.6 3.0
wi th Jordan 28.5 42.8 24.7 12.5 16. 2
wi t h Egypt 0.0 -0.1 -0.7 -3.9 -13.2

Source: UNCTAD secretariat estinmates, conpiled fromPA Mnistry of
Econony and Trade, Egyptian Mnistry of Foreign Affairs (Palestine Affairs
Department), Jordanian Mnistry of Foreign Affairs (Palestinian Affairs
Department), for 1995-1996 figures on trade with the rest of the world, with
Egypt and with Jordan, respectively.

Table 3. Inmport licences issued by the Palestinian Authority
in the Gaza Strip (GS) and West Bank (WB), 1995
(mllion US doll ars)

G5 % VB % Tot al %
Construction materials 48. 6 37 10.5 20 59.1 32
Foodstuffs, grains 23.2 17 30.8 60 54.0 30
Industrial raw naterials 3.8 3 0.9 2 4.6 3
Machi nery, notors, spares 1.5 1 0.3 1 1.8 1
El ectrical and electronic 3.4 3 1.2 2 4.6 3
Clothing and textiles 1.0 1 0.0 0 1.0 1
Cigarettes 1.2 1 2.5 5 3.6 2
Li vest ock 25.7 19 0.1 0 25.7 14
Phar maceuti cal s 0.6 0 0.0 0 0.6 0
Vehi cl es and spare parts 20.9 16 0.3 1 21.2 12
Fi sh 1.6 1 0.0 0 1.6 1
M scel | aneous 1.3 1 0.9 2 0.9 0
Al cohol i ¢ products 0.0 0 4.0 8 4.0 2
Tot al 132.6 100 51. 4 100 182.7 100

Source: PA Mnistry of Econony and Trade, 1996.
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Table 4. Gaza Strip's external trade activity by sector, 1995
(mllion US dollars)
Destinati G and Agr o- Foods | Buildin Wod Engin | Cothin | Medical Q her
on t ot al i ndus- g products - g & supplie S
tries mat er - & eerin | textile S
ials househol g S
d
articles
Exports
Tot al 17.29 2.54 1. 66 29.63 0
58. 45 0.84 1.48 1. 86
I srael 8. 16 2.54 1. 66 29.63 0
49, 32 0.84 1.48 1. 86
Q her 9.13 0 0 0 0 0 0 0
9.13
I nports
Tot al 66.24 | 100.3 101. 11 16. 77 37.25 6.02
448. 24 5 24.63 54. 46
I srael 64.08 93. 47 16. 07 36. 58 5.96
418. 97 88. 45 24. 49 49. 31
Q her 2.16 | 11.9 7.64 0.7 0. 67 0.06
29.27 0.14 5.15
Bal ance
Tot al -389.7 | -48.95 | -99.5 -98. 57 -15.11 | -23.1 -7.61 -6.02 | -52.6
9 1 4
I srael -369.6 | -55.92 | -87.6 -90.93 -14.41 | -23 -6.94 -5.96 | -47.4
5 1 5
Q her 6.97 | -11.9 -7.64 -0.7 -0.14 -0.67 -0. 06
-20. 14 -5.15
Source: PA Mnistry of Planning and International Cooperation, Central
Statistics Department, “Statistical Abstract of 1995”, March 1996.
Table 5. Gaza Strip-West Bank trade, 1994-1996
(mllion US doll ars)
1994 1995 1996
Gaza Strip exports to West Bank 22.7 25.8 22.7
West Bank exports to Gaza Strip 27.3 22.7 16. 3
Tot al 50.0 48.5 39.0
Sources: PA Mnistry of Planning and International Cooperation for
1994 data, extrapolated wi thout seasonal adjustnent from April - Decenber

figures for

1994-1995; United States Enbassy,

How bad is it?",

First Quarter

Sept enber
and Second Quarter figures for

1996,

Tel

1996.

Avi v,

“The Gaza econony:
extrapol ated w t hout seasonal

adj ustmrent from




Table 6. Tax collection terns under the Protocol on Econom c Rel ations

Decl ared destination West Bank/ West Bank/ | srael
Gaza Strip Gaza Strip
| mporter of record Pal esti ni an | sraeli | sraeli
Tariffs and duties Pal esti ne | srael | srael
Pur chase tax (including on Pal esti ne | srael | srael
TAVA mar k- up)
VAT Pal esti ne Pal esti ne | srael

Source: Deduced fromthe Protocol on Econom c Rel ations, 1994.

Table 7. Gaza Strip exports and inports, 1995-1996
(mllion new Israeli shekels)

EXPORTS Fourth First Mar ch Second
Quarter Quarter Quarter
| srael 44.9 42.3 5.9 33.7
West Bank 29.4 16 0.8 8.4
Abr oad 9.7 14. 8 3.5 18. 4
Tot al 83.9 73.1 10. 2 60. 5
| MPORTS
| srael 404. 1 321.5 33.4 471. 8
West Bank 29.9 11.6 1.8 18.8
Abr oad 25.6 12 3.9 28.9
Tot al 459. 7 345. 1 39.1 519. 6

Sources: United States Departnent of State, “Gaza trade statistics show
i npact of closure”, May 1996; United States Enbassy, Tel Aviv, “The Gaza
Econony: How bad is it?”, Septenber 1996.



Table 8. Movenent of trucks exporting goods from
the Gaza Strip, 13 March - 9 April 1996
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Tabl e 9. Mnufacturing patterns by branch
West Bank and Gaza Strip, 1992

West Bank (excl uding Nunber of firns Enpl oyees Firms with 20+
east Jerusal enm enpl oyed
Food bever ages 251 2 592 21
Garment s 322 2 217 20
Textiles, |eather 132 851 8
Wbod products 404 1 030 2
Pl astics, rubber 88 1 627 20
Non-netal lic 227 1 818 9
Met al products 545 1 569 8
O hers 128 718 6
Total West Bank 2 097 12 422 94
Gaza Strip
Food, beverages 115 405 4
Gar met s 472 1 844 6
Textiles, |eather 98 180 1
Wbod products 320 590 4
Pl astics, rubber
Non-netal lic 274 653 2
Met al products 380 643 3
O hers 54 210 2
Total Gaza Strip 1 713 4 525 22
Source: Israel Central Bureau of Statistics, Statistical Abstract of

| srael 1994, Jerusalem |CBS, 1995.



Appendi x 1

ANNUAL QUANTI TI ES OF | MPORTS ON SCHEDULES ATTACHED TO LI STS A1 AND A2
OF THE PROTOCOL ON ECONOM C RELATI ONS BETWEEN | SRAEL AND PALESTI NE

List Al

Item Quantities (tons) Provi si ons

Sugar 75 000

Ri ce 50 000

Dried beans, etc. 15 000

Gt her beans 10 000

Cotton (not carded or conbed) t ba

Mai ze (corn) 10 000

Dried yoghurt 2 000

Li ve sheep 25 000 hds

Silica sands, quartz sands t ba

Rye t ba

Barl ey 75 000

Unwr ought al um ni um 4 000

Cocoa beans t ba

Cenent 400 000 JE, 50% of market

needs

Steel bars 60 000 50% of mar ket needs

Steel bars (with indentations) JE

M neral /chem cal fertilizers 15 000

Pal m kernel oil etc. 14 000

Car pet s/ fl oor coverings t bd

Di shwashi ng machi nes (househol d) 7 500

Washi ng machi nes (househol d) JE

Gas/fuel stoves JE

Li qui d fuel heating stoves JE

El ectric space heaters 5 000

Storage heating radiators JE

O her heating apparat us JE

El ectric ovens etc. 5 000 JE

Gas/ fuel cooking appliances JE

Col our tel evisions 7 000 JE

Monochr one t el evi si ons JE

Air-conditioners 2 500 JE

Refrigerators/freezers (househol d) 2 500 JE
Source: PA Mnistry of Econony and Trade, June 1996.

tba = to be agreed according to Pal estinian proved needs.

tbd = to be discussed by the Joint Econonmic Conmttee subcomittee
JE = From Jordan or Egypt only.

hds = heads.

* Figures presented are quotas revised upwards and agreed by the Joint Econonic
Committee in early 1996; it is not known whether they have since been formally approved.
average, these quotas are at least twice the levels originally agreed in 1994.

On
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Li st A2
Item Quantities (tons) Provi si ons
Sugar 75 000
Ri ce 50 000
Dried beans, etc. 15 000
O her beans 10 000
Cotton (not carded or conbed) t ba
Wheat, neslin 30 000 t bd
VWheat, neslin flour 50 000 t bd
Mai ze (corn) 10 000
Dri ed yoghurt 2 000
Li ve sheep 25 000 hds
Silica sands, quartz sands t ba
Rye t ba
Bar | ey 75 000
Cof f ee, unroasted 5 500
Tea (1 oose bul k) 1 000
Cocoa beans t ba
Pal m kernel oil etc. 14 000
Bovi ne neat, chilled and frozen 12 500
Sesame seeds 5 000
Pot at 0 seeds 2 000
Live cattle 2 000 hds
Source: PA Mnistry of Econony and Trade, June 1996.
tba = to be agreed according to Pal estinian proved needs.
tbd = to be discussed by the Joint Economc Committee subcomm ttee
after six nonths.

hds

heads.




Appendi x 2
| MPACT OF BORDER CLOSURES: CASE STUDI ES a/

The foll owi ng case studies, drawn fromthe closures of 1996, highlight
the conplexities of the border problem Although the statistics cited in
this study indicate the severity of the inpact of border closures on the
Pal esti ni an econony, they do not accurately reveal the depth of the problem
Many areas of inpact are non-quantifiable and certain | osses due to
opportunity costs are difficult to convey adequately. The information
presented here is drawn fromprimry research data and attenpts to portray the
full conplexity of the border closures and their reverberations as regards the
econony, using both quantifiable and non-quantifiable data. Although the
foll owi ng exanples are drawn fromthe specific closure period in the first
hal f of 1996, simlar problens are reported with the closures that have
occurred since then. Thus, the problens described below are relevant to the
policy of closure in general and not incidentally related to one specific
cl osure.

Li quidity problens

The | argest Pal estinian manufacturer of chocol ates, confectionery
and biscuits had, before the 25 February closure, an annual turnover of
between NI'S 13-18 million. The conpany is resident in the Wst Bank, and the
Gaza Strip market normally constitutes about 40 per cent of its sales. That
mar ket al so consunes 90 per cent of its main line, a brand of chocol ate, and
has been purchasing the product for the past 20 years. Fifty per cent of the
wor kf orce was enployed in this |ine of production. Wth the closure, conpany
sal es dropped fromNS 1.7 million to NI'S 800,000 in March. The conpany
ceased that line of production (which enploys about 50 per cent of its
wor kf orce) and continued to hold about 70,000 boxes of the chocolate in stock
Total production levels dropped to 60 per cent of regular output and the
wor kf orce was reduced by eight workers. During the first two weeks of the
cl osure, nost workers were unable to travel to the plant and producti on was
hal ted conpl etely.

Li ke many, this conpany faced liquidity problens with the advent of the
closure. Specifically, the conpany was unable to collect outstanding debts,
whi ch reached NI'S 700,000, fromits distributor in Gaza. Restrictions on
movenment made it inpossible for conpany staff to travel to Gaza to coll ect
those debts, and the distributor had trouble in collecting fromclients in
econoni c distress due to the sanme circunstances.

The conpany al so faced severe shortages of packaging materials inported
from Europe. The initial closure suspended all inmports. It then becane
feasible to inport to resupply the conpany's inventory; however, |ack of funds
forced a reduction in raw i nputs and packagi ng materials. Consequently, the
conmpany reintroduced an ol der product line that had not been on the market
for 10 years. Such a nmove would be likely to be unfeasible in an export
situation (assum ng that the product would be allowed outside the
territories), considering the ever-changing requirenents for food packagi ng
for different international markets.



Accessing raw material s

A netalworking factory in the West Bank produces for the local, Israel
and export markets. Supplies of chenmical raw materials are purchased from
Israel. For the first three weeks after the 25 February closure, the conpany

was totally unable to restock its requisite raw naterials and had to suspend
production until 13 March. Supplies subsequently becanme avail abl e, but at an
enornous increase in cost. Before the closure, the conpany worked with a
supplier in the West Bank; since the closure, the |local supplier has been
unable to travel inside Israel and the conpany has been forced to use a
Jerusal em supplier. \Whereas before the closure the conpany paid NIS 80 for
one cylinder of amonia, costs have now escalated to NIS 160. A cylinder of
nitrogen increased from NS 80 to NI S 200.

The conpany al so faced increased shipping costs. It hoped to ship an
order placed in January for 16 tons of goods with an estinmated val ue of
NI'S 200, 000, but could do so only with a substantial increase in cost.
Wher eas shipnments to the Gaza Strip would normally cost NI'S 300-500,
arrangenents under closure sets transportation costs at NIS 1,000. The
conmpany can no | onger use |ocal vehicles for transport and nust use Jerusal em
vehi cl es instead.

The conpany has been expanding into the Jordani an market since 1994.
Previ ously, that nmarket was difficult to penetrate as the supply of
i nexpensive products fromthe Pacific Ri mdom nated. However, with the
ability to supply goods faster and in specialized quantities, the conpany had
made inroads into this market. The closures, however, severely inpacted on
the conpany's ability to supply on tine. Wereas orders were normally shipped
within a nonth, shipments under closure took three months to conplete

Contract | osses

A conmpany in the West Bank is the sole inporter and excl usive agent for
a United States-based heavy equi prent manufacturing firmin both the West Bank
and the Gaza Strip. Since the Israeli agent for the sane manufacturer does
not operate in the Pal estinian areas, this conmpany believed it had good
opportunities for growmh. Under the closure, however, it was |largely unable
to inport and deliver its merchandi se, and was prevented from providi ng agency
services and nmai ntenance to its machines. The conpany's credibility was
therefore threatened under such circunstances.

Furthernore, the conpany was unable to fulfil contracts conpl eted before
the closure. One such contract is with the PA, and the conpany faced a
contractual fine of $500 a day for non-conpliance. The nmachinery renained for
months in the port of Ashdod. Normally, clearance requirements take a week
but Israeli security held the nmachines for seven weeks. After they had
finally been cleared, they were transported to Erez for entry into the
Gaza Strip, only to be turned back on the basis that nothing could cross the
border. Since workers fromthe West Bank were also unable to enter the
Gaza Strip, maintenance progranmes were also halted. The conmpany was thus
unable to fulfil the agency requirenments of the United States firm owing to
the lack of access to free and secure travel



Opportunity | osses

A food processing conpany in the West Bank was forced to cease
production entirely for the first five days of closure, as the magjority of the
wor kf orce was unable to reach the plant. During the first 12 days of closure,
| osses were al so incurred because of damage to raw materials that were spoil ed
by the delays in processing. The conpany forecast nmonthly sal es of
NI'S 708,000 for 1996, 80 per cent of which were for the West Bank market,

15 per cent for the Gaza Strip and 5 per cent for Israel. After the closure,
Israel and Gaza Strip sales ground to a conplete halt and West Bank sal es
declined to the point where nonthly sales for March were NI'S 140, 000. Four
out of 15 workers were placed on paid holiday, and shift hours were cut from
12 hours to 8.

The conpany had recently brokered an agreenment to begin testing powder
fruit drinks for eventual licensing froman Austrian firm C osure, however
prevented the receipt of sanples and other materials needed to produce and
test the product, and it becane too late to produce the product for the busy
sumrer season. The conpany estimated that the |icence woul d have added
NIS 3 million to annual sales.

Shi ppi ng | osses

One of the | eading pharmaceutical conpanies in the Wst Bank | ost access
to markets outside the Bethl ehem area after the 25 February closure. The
consequent reduction in purchasing power and in the use of nedical services
caused the conpany a substantial loss of incone. Pre-closure nmonthly sales
anounted to NI S 500, 000; March and April sales accounted for NI'S 300, 000.

The conpany | ost stock because of the closures. A shipment of
$5,000 worth of chemicals fromltaly was delivered to the Israeli airport.
The conpany, which had paid the VAT and custons on the shipnent in advance
(but no insurance, in an effort to reduce costs), was faced with liquidity
probl ems due to the closure and could not pay the rest of the fees. The
shi pment was eventual ly destroyed by the airport authorities. Simlarly, the
conmpany was unable to raise sufficient funds for an order of one of its main
i ngredi ents and after three nonths of closure had only enough stock for
anot her nonth's producti on.

Al so, the conpany is facing a breach in its contract with the
PA Mnistry of Health. It had submtted a $100, 000 tender which specifies
delivery within 60 days of finalizing the contract. Breaching the contract
would result in its being awarded to the second npst conpetitive bidder
and the conpany would be liable to the PA for the difference. Further
difficulties with the PA involve new PA regul ati ons which require VAT
certificates and income tax conpliance for cross-territory customers. The
conmpany, which regularly sends one consignnent to the Gaza Strip, is facing
difficulty with this requirenent since the majority of sales in the Gaza Strip
are effected by individual nmerchants who have no experience of obtaining this
certification. Furthernore, a sizeable conmponent of the conmpany's Gaza Strip
busi ness cones from non-profit organi zati ons, which, because of their
charitable status, are unable to obtain the relevant VAT certificates.



Suppl i er probl ens

A carton producer in the West Bank experienced considerable
conplications in procuring raw materials fromits Israeli supplier
I mredi ately following the closure, the Israeli supplier began requesting
prepayment for goods ordered, unlike in the past when paynment was provi ded
upon recei pt of merchandise or in instalments. Furthernore, past purchases
wer e based on visual inspection of the materials, with conmpany enpl oyees
travelling to the agent and inspecting the purchased material. After the
cl osure, the conpany began to have repeated probl enms caused by the supply of
unsui tabl e materials. The sanme problem occurred with nmachine tools that had
been ordered. The conpany paid for parts fromthe Israeli agent and was
supplied with parts with different specifications. The conpany was unabl e for
several nonths to visit the agent, who was unwilling to agree to the return or
repl acement of parts.

Movement of goods

Since the February closure coincided with the turnip and caulifl ower
harvest, one food producer in the West Bank was hit especially hard. A
hundred tons of pickled turnips and cauliflowers was being held in storage for
several nonths at the plant. |If it cannot be narketed, the stock nust be
di scarded in order to free up space for the forthcom ng cucunber season. The
conpany has NI'S 600,000 worth of products in storage at the plant. Eggplant,
which is processed in January, normally accounts for NS 500,000 in sales, of
whi ch 80-90 per cent are sold in Israel. Oaning to the closure, eggplant sales
accounted only for NI'S 100,000 in sales by June. The conpany had to sl ow
production by 40 per cent, and this affected not only the conpany itself but
also its agricultural suppliers.

Construction activity: supplies and donmestic enpl oynment

The Gaza Strip construction industry, which nornmally enpl oys
23,000 workers, requires approxinately 3,000 tons of cenent to nmmintain norma
capacity and enploynment |evels. During the first three weeks of the closure,
no building materials entered the Gaza Strip. After 19 March, the flow was
restarted but only at a rate of 300 tons per day. These anmpunts increased
with the easing of border restrictions and decreased with the reinposition of
the closure. This denonstrates one clear indirect inmpact on domestic
enpl oynment as a result of the interruption of the nmovenment of goods. In
addition, spare parts for construction equipnment are extremely difficult to
procure during closure.

Fi shing industry | osses

Fishing is a vibrant industry in the Gaza Strip, enploying
2,000 fishernen and another 1,000 in related activities. Two thirds of the
catch is normally exported to Israel. From@8 to 12 March 1996 (and on
subsequent occasions), fishernmen were prohibited by the Israeli authorities
fromsetting out to sea. Losses can be estimated at around $400, 000 per day
of full closure. After 12 March, fishing was allowed but only to the 6-mle
[imt, not the usual 12-mle limt (which still falls short of the 20 mles
stipulated in the Gaza-Jericho Agreenment). The fish for that season, however,



are to be found nostly beyond the six-mle limt. On the night of 7 March
before the Israelis issued the order preventing fishing, nets had been placed
by fishermen up to an eight-mle limt. Wen the order forbidding fishing was
i ssued, fishermen were unable to retrieve their nets, and this led to an

addi tional |oss of at |least $300,000 in damaged or destroyed nets. b/

Subcontracting

Prior to the closure, garnent manufacturers had been inporting
25 truckl oads of fabric and exporting an equal ampunt, al nost exclusively
because of subcontracting arrangements with Israeli manufacturers. That
figure is reduced to six truckloads of fabric in periods of limted closure.

Erez industrial zone

Over 40 businesses enpl oy approximately 2,000 people in the Erez
i ndustrial zone (in the Gaza Strip, at the border with Israel, but under
Israeli jurisdiction). In 1996, for the first time since closures had been
applied, the Erez zone was affected. From 25 February until 12 March, no
wor kers were engaged. Between 12 march and 19 March, approxi mately
300 workers returned, and not until after 19 March did work resunme as nornma
at Erez. Such work stoppages have acconpani ed nost periods of total and
partial closure since that tine.

Spoi | age of produce

For perishable itens, closures threaten to cause |osses due to spoil age,
ei ther because workers are denied access to their jobs as harvesters, or
because transportation routes are closed or severely restricted, thus causing
produce to remain in non-refrigerated trucks for |long periods. Wthout export
to Israel, there is an abundance of crops in the Gaza Strip in certain
agricultural products (citrus, strawberries, etc.), and with little or no
import fromlsrael, staples such as flour fall into short supply. Farnmers in
the Gaza Strip have routinely invited |ocal inhabitants to harvest any anopunt
of crops for free, as this produce can no | onger comrand prices sufficient to
pay workers to do the harvesting. |If the crops are not harvested, they would
merely spoil.

The Gaza Strip also has a cut flower industry that is export-driven.
After the closure, one conpany was confronted with possible | osses of around
$200, 000 for a shipnent that was to be delivered to the Netherlands. Faced
with these | osses, the conpany contacted the PA Mnistry of Agriculture to
seek export channels through Egypt. Security controls detained the shipnent
for eight hours at the Israeli border with Egypt, and then an additional three
hours were needed to transport the flowers from Rafah to Cairo. There were no
refrigerated trucks on the Egyptian side to transport the flowers. Owing to
t hese del ays, the shipnent could not be flown out of Cairo until the next day.
Upon arrival in Europe, the full shipment was rejected because of excessive
damage.

East Jerusal em



Al t hough east Jerusalemis not a production centre, it is central to
Pal estinian tourism internal trade, business and enployment. Under the
closure, firns' entire workforces were unable to reach their places of
enpl oynent, and the |ocal business environment rapidly stagnated. Tourism
central to the econonmic life of east Jerusalem declined sharply during this
period and hotels and restaurants were deprived of their staff, nmost of whom
conmmute fromthe West Bank on a daily basis. Also, business persons fromthe
West Bank who regularly use east Jerusalem for neetings and residence, and to
conplete official paperwork, are unable to enter the city to conduct their
busi ness. Thus, the costs of closure in east Jerusalemare related to | ack of
both supply and | abour.

One wel | -established hotel in east Jerusalem currently with 105 roons,
was hit hard by the closure. The entire West Bank | abour force (50 per cent
of the total workforce) was unable to reach it without risking a fine or
i mprisonment. During the first week of closure, the remaining enpl oyees were
forced to work overtine shifts and placed in many different types of service
for which they had had no training. Ten West Bank staff who were in the hote
when cl osure was decreed were unable to | eave the hotel. They remained there
at the hotel's expense. Overtine costs were approxi mately $750 for the first
week, and staff neals and accommpdati on cost an additional $100 a day. After
the first week, other hotel enployees began to cross into Jerusal em using back
roads and evading Israeli checkpoints. The hotel faced fines anobunting to
$26, 000 for enpl oying West Bank workers in violation of the closure
regul ati on.

Since 25 February, the hotel restaurant's revenues declined from around
$25,000 a nmonth to $5,000 a nonth, mainly because of the | oss of the custom of
West Bank clients. The hotel was in the process of renovating and upgradi ng
its facilities in order to attract a larger clientele and reduce its
dependence on religious group tours. However, after the closure, construction
wor kers fromthe West Bank were unable to travel to the hotel, and this forced
a rethinking of the plan at a late stage. Virtually all the hotels in
east Jerusalemreport sinilar problens.

Not es

al The foll owi ng exanples are drawn largely fromdirect field
research by the Devel opnent Resource Centre (DRC) in Gaza and by
Claire Wodcraft of the Palestinian Trade Pronption Organization in Ranmall ah
The research was conducted using interviews with either the owners or the
producti on managers of the businesses involved. The figures cited are
consistent with DRC s research el sewhere regarding firm output.

b/ The Pal estine Centre for Human Rights has also reported on the
| osses in the fishing industry, although it puts |losses due to damage in the
first few weeks of the 1996 closures at $236,325. See “C osure Update”
No. 2, 11 March 1996, p. 5, and “Closure Update”, No. 3, 18 March 1996,
pp. 4-5.



Appendi x 3
PALESTI NI AN | NDUSTRI AL BRANCHES EXHI Bl TI NG EXPORT POTENTI AL

Ready-to-wear garnents manufacturing is the largest industrial branch in
the West Bank/Gaza Strip, and also the | argest single conmponent of Pal estinian
exports to Israel. According to the PCBS, in 1994 there were 1,697 firmns
active in garnment manufacturing, enploying 12,458 workers, nost of them
heavily involved in subcontracting. It is estimated that 70 per cent of their
production is bound for Israel, nostly in the form of subcontracting. a/

Al t hough they are quite skilled and experienced in the production of garnents
(having been | ocked into the role of subcontractor for 30 years), their size
and organi zational sophistication tend to be limted, with only 340 firns

(33 per cent) enploying nore than 10 workers. b/

However, even wi thin production and producti on managenent, there is
anple roomfor inprovenent. According to visiting experts in garnent
production, there is weak and wasteful managenent of material, space and
quality control, as well as a generalized | ack of good manufacturing
practices. ¢/ Furthernore, the firnms tend to be linmted to assenbling and
trimmng, or sometines cutting. However, few firnms engage in pattern making,
and few have trained personnel or equipnment to do this to a high standard.
There are no firns designing garments intended to appeal to Israeli or
i nternational markets. Any long-term sustenance of this branch in the
international market will require it to nove rapidly upstreamin the
producti on process and eventually in sone of the elenentary design processes.

The garments branch is generally recogni zed as a very prom sing export
branch, especially with subcontractors in the high-end, speciality clothing
market, as | abour is far too expensive to conpete on commpdity garnments.
Labour skills are on the whole better than in Jordan, for exanple. d/
Technol ogy used in Palestinian firnms is reported to be nore nodern, and the
experience of international manufacturing quality requirenents is nore
extensive as a result of sustained penetration of international markets
(al beit via Israeli contractors). e/

MAS, a Pal estinian econom c policy research institute, has conpared the
cost structures of Palestinian and Jordanian firms. It found that it costs
Pal estinian firns generally tw ce as nuch as Jordani an ones to produce a piece
of garment. Wages in this branch are about $285 per nonth, which is about
doubl e those in Jordan, and Palestinian firms can maintain viability only
t hrough hi gher-end itens and by increasing productivity. The nmain area of
short-run inprovenent, therefore, needs to be in the cost of fabrics.
Jordanian firms inport fabric fromthe Far East of equal or higher quality at
47 per cent of the average prevailing in the West Bank/ Gaza Strip (80 per cent
of the inports are from Turkey). The high tariffs that Pal estinians nust pay
on fabric from East Asia can reach 75 per cent. f/ MAS estimates that
production costs can be reduced by 36.6 per cent if fabric could be inported
Wi t hout restrictions. g/

Moreover, few firns are able to benefit from*“tenporary input”
rebates (available to Israeli and Jordani an producers), because of both
PA adm ni strative deficiencies and the possibility of conplications in the



cl earance of goods that are inported specifically into the Wst Bank/

Gaza Strip. Oher declared and undecl ared assi stance to garnments export is
avail able to Jordanian (and Israeli) manufacturers in the form of tax breaks,
speci al financing, etc., neasures which are unavailable to Pal estinian
manuf act urers.

Garnment production is receiving nuch attention from public and private
sources, and there is growi ng concern that garnment manufacturing should nove
fromwhat amounts to the sale of | abour to nore conprehensi ve busi ness
provi sion of products. The branch would have to advance in three directions:

(1) First, the firnms nust secure direct access to international buyers
for subcontracting and access to suppliers of inputs. These involve
acquiring international business contacts and marketing skills, and
devel oping nore efficient production nmethods that will ensure profit and
quality. The firms woul d need cheaper access to quality fabrics and
other material, as well as reliable access to ports of entry, since

i nternational buyers work on seasonal, short delivery schedul es.

(2) Secondly, the branch would have to acquire the technical skills of
production upstream such as cutting, pattern naking and eventually
designing. There are several elaborate training programres under way to
devel op these technical skills over the next few years. However, such
efforts to integrate vertically require the devel opnent of nanagenent
and marketing skills, and the consolidation (or at |east |oca

organi zation) of the fragmented operations.

(3) Thirdly, a host of support services are needed by this branch, the
provi sion of which would also help to create a |level of |ocal market
cohesion. Trade associ ations, |egal services, advocacy, marketing
servi ces and perhaps a specialized financial service for internationa
subcontracting arrangenents are w dely needed. Numerous technica
support services, such as equi pnment mai ntenance, quality control and

| aboratories, are equally vital

Foot wear production is governed by simlar characteristics and
conditions as garnments. Raw materials are 20 per cent nore expensive to
acquire in the West Bank/Gaza Strip than in Jordan. Wages are over tw ce as
much, and average production costs are thus lower. The technology utilized,
however, is nore advanced in the West Bank/ Gaza Strip, especially in the
production of sports shoes, artificial |leather and sandals. In each of these
three areas, Palestinian producers enjoy a significant lead in terns of
quality. As in garments, Pal estinian manufacturers export about 60 per cent
of output to or through Israel, which has given this branch significant
experience in producing expert-quality footwear. However, very few of the
non- production skills, such as nmarketing and desi gn, have been devel oped for
these firns to enter into nore profitable higher-end markets.

Phar maceutical s, unlike garments, are based |argely on skilled human

resources and technology. Investnent per firmis relatively high by
Pal esti nian standards, as the nature of such operations requires greater
technical facilities. The six major pharnaceutical conpanies, all in the

West Bank, have been operating under particularly restricted conditions, where



t hey have not been allowed to sell directly in Israel. These firnms have
acquired an organi zati onal structure of a significant degree of conplexity.
This is due to the great enphasis on production quality that |ocal (and
Israeli) regulations require for this industry, and the fact that these firns
had to capture up to 50 per cent of |ocal markets and conpete for them anong
t henmsel ves rather than sinply concentrate on produci ng comm ssi oned bat ches
for an Israeli contractor, as in garments and footwear subcontracting.

According to manufacturers in the West Bank and Jordan, product quality
is very simlar to that of Jordani an manufacturers, which in 1993 exported
about 70 per cent of output. h/ Very simlar technology is used. Prices,
furthernmore, are fairly simlar (+ 10 per cent), although Jordani an goods are
on the whole slightly cheaper. However, the scale of production in the
West Bank is considerably smaller, with only 600 workers enployed in the
i ndustry, generating about $26 million in revenues in 1994. Profit nargins
are about 30 per cent |ower than Jordan's, mainly because of the |ack of
government export incentives and the |lack of econonm es of scale associated
with experts. i/ If profit margins remain so unfavourable, the possibility of
fundi ng i nvestnent from profits dimnishes considerably.

Per haps unexpectedly, the MAS study reveals that in conparison with the
Jordani an cost structures, West Bank firns' cost structures are not
di sadvant aged because of wages (which is the case in garnments and ot her
| abour-intensive fields). Average wages are sinilar, at about $500 per nonth,
and Jordani an wages were only 6 per cent |ower than Pal estinian wages.
Various inefficiencies associated with procurenent of raw materials and
custons-rel ated factors account for nost of the extra costs: (i) customs and
border regulations; (ii) extra comm ssions paid to Israeli inmporting agents;
and (iii) procurenent in small batches w thout the bul k discounts avail abl e
to Jordani an manufacturers. j/ There is evidence that Pal estinian
pharmaceuti cal s manufacturers have good prospects on the international narket
as long as raw material prices are reduced and brought into line with
i nternational costs; financing is nade avail able for expansion; the various
certification requirements are net; and the necessary admnistrative
infrastructure for facilitating international trade is made avail able. These
firms nust rapidly acquire international marketing capacities, either through
i n-house departnents devoted to export marketing or through qualified and
capable intermediaries. The will and the potential exist, four firms having
recently participated in a major German pharnmaceuticals fair.

The recent Jordani an-Pal estinian trade agreenent allows Jordani an goods
to enter the PA areas without tariffs. However, since pharnmaceuticals fal
under Schedule B of the Paris Protocol, Jordanian products nmust receive
Israeli |icences before entering the West Bank/ Gaza Strip, a costly and
| engt hy process. Nevertheless, the financial nass and international marketing
expertise acquired over the years nean that Jordanian firns are probably very
capabl e of absorbing these costs and entering the Pal estinian (and Israeli)
mar ket aggressively. The Jordani an-Pal estinian trade agreenment did not permt
Pal esti ni an goods to enter Jordani an markets or pass through Jordani an
territory for export to third countries. k/ Although there are success
stories of Palestinian exports across a variety of industrial branches, they
tend to be concentrated in high val ue-added products in each of these
br anches.



In the food processing branch, the quality of agricultural production in
the West Bank/ Gaza Strip could be an inpetus to an active role fromthe
perspectives of exporting and of meeting |ocal market needs. However, the
I i nkage between agriculture and food processing is very limted, and practised
on a wide scale only in traditional industries such as olive pressing in the
West Bank. In the Gaza Strip, there is no equivalent relationship between
citrus and juice, preserves or other derivative products of citrus. Moreover,
there are few |inkages with national cuisine, either as pre-prepared or
sem - prepared products for local culinary needs, nor are products currently
bei ng produced stanped in any way with | ocal tastes that mght give thema
mar ket advant age over inported goods or in the export narket.

Instead, a |large nunber of firnms are engaged in the production of
| ower-quality snack foods that conpete on the basis of price alone, such as
bi scuits and ice cream Frequently, the quality, safety and packagi ng of
these products are unreliable. Neverthel ess, sonme snack foods have been
consistently exported to Israel and to eastern Europe on the basis of price,
al t hough their positions in these markets do not seemto be secure and little
effort is made to ensure that they keep up with the competition. To date,
nmore dynam ¢ exporting (i.e. in ternms of scientifically seeking out and
pl anni ng exports) has been restricted to a few industries, especially
preserved delicacies such as pickles. |/

To achi eve higher |evels of |ocal content and val ue added, a certain
integration with |ocal agriculture needs to be devel oped; furthernore, a
reorientation of production towards quality and uni queness is necessary.
However, given the small |ocal markets and the relatively high costs of |oca
agricultural products, the branch would benefit from focusing on small-scale,
heal t h-consci ous “traditional” or “organic” production that would tap nore
fromlocal traditions than from advanced processing technologies. In this
regard, fewer |arge-scale processing plants but nore small er-scal e,
hi gher-quality cottage operations would be nore appropriate. Technol ogy can
play a greater role in quality control, sanitation and, to sone extent,
packagi ng, than in processing. To support these firns, a Pal estinian
mar keti ng outl et (cooperative, marketing organization, etc.) to pronote
products locally and internationally would need to be devel oped. 1In the
absence of this, an Israeli firmhas succeeded in repackagi ng
Pal esti ni an- processed foods and exporting themto United States markets.

The netal worki ng branch has about five to seven years of experience
in very mninmal exporting beyond Israel, some firnms through Israel
subcontracting and sone directly. Quality is fairly good, given the limted
capital invested, with particular successes in sheet netal, wire products, car
parts and non-el ectroni c househol d appliances. Sone engi neers observe that
t he net al wor ki ng-appl i ance branch has the greatest number of |ocally produced
machi nes. Though these are of low quality, they represent the seeds of
capacity-building in rationalized product and process design, rather than nere
| abour .

The production of some sheet netal products and allied engi neering
production (such as appliances and agricultural tools and vehicles) have been
quite inpressive, with significant achievenents in exporting to Israel and, in
sonme instances, certification fromthe Israeli Standards Institute. This is



particularly prom sing as it enphasi zes nore sophisticated production
procedures with engi neers and other professionals involved in the design phase
and with shop-floor forenen able to read engi neering draw ngs and execute
production accordingly. This represents a nove away fromthe crafts/workshop
at nosphere to sonething nore organi zationally conpl ex.

O her categories of metal working, such as casting, nould and di e making,
and other precision-machining capacities, are still underdevel oped. Also,
they require nore capital and skills, and entail higher costs in production
because of the need for better raw materials, energy costs and nore
pr of essi onal training.

Pl astics manufacturers in the Gaza Strip and the West Bank have been
fairly strongly integrated into Israeli subcontracting and are heavily
dependent on Israeli inputs and markets for survival, |ike many other
branches. They have, however, devel oped fairly quickly a capacity to produce
qual ity products (though they feel that donmestic market conditions do not
allow themto do so) and are quite aware of production issues. Provided that
nore formal training is available, this constitutes a prom sing branch.

I ndeed, sone firms have in recent years, despite great adversity, exported to
Africa, Germany and ot her European countries, though in relatively snal
quantities.

Wth technical and market access support, firms could viably supply
hi gh-qual i ty/ hi gh-tol erance plastic and rubber conmponents for regional and
international plants. 1In recent years, product quality has deteriorated
because of a decline in the purchasing power of |ocal consumers and the
i ncreased demand for |owpriced products. The inability to obtain suitable
pol ymers and additives on a consistent basis and at reasonable cost is perhaps
one of the greatest problens facing manufacturers of plastic products. In
addition, a testing centre for finished and sem -finished products is needed
if firmse wish to enter new markets.
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