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Overvi ew

The establishnent of Palestinian interimself-government arrangenents in
May 1994, as envisioned in the Declaration of Principles signed between |srael
and Pal estine in Washington, D.C. in Septenmber 1993, was expected to be
acconpani ed by a significant transformati on of econom c conditions in the Wst
Bank and Gaza Strip. The new situation engendered by the peace process was
perceived to be able to bring about rapid econom ¢ change that would signal a
departure fromthe econom ¢ | egacy of occupation and create a new enabling
envi ronment for econom c devel opment. The defining stage in this process was
anticipated for the interimperiod (1994-1999), in the formof a new economc
relati onship between Israel and the Pal estinian Authority (PA) that woul d
al |l ow cooperation and coordination to replace past conflict and strife.

The new rel ati onship was enshrined in the “Protocol on Econom c
Rel ati ons Between the Government of Israel and the Pal estine Liberation
Organi zation”, signed in Paris on 21 April 1994. An essential conponent of
the Protocol is the concept of relatively open borders for the novenent of
goods and | abour between Israel and the Palestinian territory. Any
interruptions of this novenment were envisioned as tenporary and engendered
only by exceptional circumstances. Subsequent devel opnents, however,
prevented the Protocol fromfully delivering on its pronmise. Due to politica
and security considerations, disruptions to the flow of goods and | abour
becanme the rule rather than the exception

These interruptions, which have sonetinmes |asted for nonths, have
adversely affected the Pal estinian econony, in spite of many inprovenents that
have been realized in the policy environnent and through public expenditures
on vital infrastructures. The border closures during 1996 and 1997 generated
a sharp increase in unenploynment, reduced household incone, a decline in
trade, a grow ng bal ance-of -paynents deficit, and an unprecedented inci dence
of poverty, anong other serious econom c problenms. Al of this has
under scored Pal estini an dependency on the | arger and nuch stronger |srael
econony and highlighted the need for fundanmental rethinking of Palestinian
external econom c rel ations.

The restructuring of any econonmy to permt a reorientation of its
donmestic and external sectors is a conplex and | engthy process, but
particularly so in circunstances such as those currently prevailing in the
Pal estinian territory. This task requires, inter alia, that the follow ng
consi derations be addressed:

* Economi c rel ati ons between Israel and the PA should not continue
to fluctuate in line with the turbulent political and security
situation. There is an urgent need for both sides to agree on policies
and nmeasures to allow the interimperiod to proceed w thout further

di sruptions of the efforts at reconstruction and devel opnent of the

Pal esti ni an econony.

* To ensure that policies and neasures aimed at alleviating current
econom ¢ problenms have an enduring effect they should be guided by a
clear vision of a nore bal anced Israeli-Pal estinian econom c
relationship in the future. Thus, the reorientation of the Pal estinian



econony during the interimperiod should be conpatible with future
equi table and nutually beneficial relations with the Israeli econony.

* Bot h history and geography have conbi ned to meke

Pal estinian-Israeli relations closely intertwined with Arab-Israel
relations. Accordingly, the reorientation of the Pal estinian econony
must be compatible with a vision of future regional economc
arrangenents, including Arab-Israeli economic relations in an era of
peace.

* G ven the strong trend towards |iberalization and gl obalization of
the world econony, the reorientation of the Pal estinian econony, whether
at the bilateral or the regional |evels, should be consistent with and
conpl enentary to the drive towards integration into world markets.

The UNCTAD secretariat’s recently conpleted intersectoral research
project on prospects for the sustained devel opnent of the Pal estinian econony,
exam ned macro-econom ¢ and sectoral strategies and policies for managi ng the
process of reconstruction and devel opnent. 1/ However, the regional and
gl obal di nensions of this process could not be addressed in a conprehensive
and i n-depth manner within that research project. Such an investigation was
envi saged as part of the 1996-1997 work programe of the UNCTAD secretari at
(as revised and approved by the Trade and Devel opment Board in 1996 foll ow ng
UNCTAD I X). This was intended both to conplenent the intersectoral analysis
of the Pal estinian econonmy, and to address an area of increasing interest to
the parties involved in the Mddl e East peace process since 1993. The purpose
of this study therefore is to identify suitable strategies and policies that
woul d pronote and facilitate the integration of the Pal estinian econony into
the regional and gl obal econom es, in a manner consistent with the major
trends emerging therein.

The first two chapters of this study lay the groundwork for subsequent
anal ysis. Chapter | presents a brief description of the geographical setting
of the Palestinian territory and its endowrent of natural and human resources,
featuring an econony which is small in size and poorly endowed in natural
resources, but relatively rich in manpower. Chapter Il exam nes econom c
devel opnents followi ng the establishnment of the PA in 1994, identifies mgjor
macr o- econoni ¢ probl ems and expl ores some sectoral strategies to alleviate
t hem

Chapter 111 suggests a framework for investigating the regiona

di mensi ons of the Pal estinian econony that serves as a guideline for analysis
i n subsequent chapters. It explores issues related to econom c integration at
both the conceptual and the enpirical levels. At the former |evel, issues of
di mensi on and stages are exam ned. The question of dinension involves the

di vergences between the processes of multilateral trade liberalization and
regionalism A new view of regionalismis envisaged, as one option avail able
to devel oping countries intent on integrating their econonies at the gl obal

| evel, while still providing themw th nmeans for dealing with the adverse
effects of globalization. 1In this regard, sonme of the benefits of regiona



integration are identified. The question of stages involves different phases
in economic integration that have been experienced in regional arrangenents
around the world. They include free trade agreenents, customs unions, commoDn
mar ket s and econom ¢ uni ons.

At the enpirical level, the chapter exami nes the |essons deduced from
experiences of past attenpts at regional integration by devel oping countries,
especially Arab countries. It is suggested that the conventional benchmarks
used to evaluate different forms of regional and sub-regional cooperation and
integration (associated with trade creation versus trade diversion) are not
relevant in the present context. Accordingly, designing regional integration
in the Mddle East on the premi se that liberalization of trade is the centra
goal may not be appropriate. An alternative design is thus outlined that
calls for a nore deliberate approach, enphasizing coordinati on anong nemnber
countries with a view towards creating an enabling environment for economc
growt h, and addressi ng fundanmental econom c problenms of the region.

Experience in econonic integration anong devel opi ng countries
denonstrates that certain safeguards have to be observed to ensure the
sustainability of a regional arrangenent. 1In this regard, three issues are
identified. First, the creation of a conpensation scheme to ensure that the
benefits of integration are fairly distributed. Second, the need to avoid
regional integration patterned along a “hub-and-spoke” system Third, to
ensure that the dissociation costs of the regional arrangement are distributed
equal | y anong nmemnber countries.

Chapter |1V exam nes current and prospective Israeli-Palestinian econonc
relations, and their place in regional econom c arrangenents. Present
relations (during the interim period) have highlighted some shortcom ngs of
the Protocol. These derive fromthe problens faced in realizing the vision of
open borders within which the Protocol was framed, except partially and
conditionally, and its apparent |ack of feasibility for the foreseeable
future. Accordingly, the parties appear to have two broad choices. They
could resolve to insulate the novenents of | abour and goods from security
exi genci es, thus protecting the concept of open borders and actually allow ng
for its realization. Oherwise, it nmay have to be concluded that open borders
are neither practical under present circunmstances nor in the initial period
after the resolution of the final-status issue.

Since both options for the interimperiod may be considered unattractive
by one or both parties, a practical solution that contains elenments fromthe
two alternatives is presented in Chapter IV. It is conpatible with the
mechani sm set up by the Protocol and calls for no new framework. A
transitional arrangenent of this kind would require agreenent by the parties
to nodify the Protocol in a manner that accommopdates and redefines the reality
of limted and controlled cross-border novenents of goods and people, while
all owi ng the Pal estinian econony a fuller opening to other neighbours and
further afield.

Future econom c rel ations between the Pal estinian territory and I|srael
need to be cast within a framework that m xes coordination in sone fields with
separation in others. This approach is inherent to the process of achieving
i ndependent Pal estinian econonm ¢ managenent, a mejor goal explicitly addressed



in the Protocol. It also befits a small and poor econony seeking to maximn ze
its benefits fromrelations with an adjacent, |arge and advanced economy. It
is thus denmonstrated that the custons union with Israel (as it now exists)
does not best serve Palestinian economc interests. On the other hand, there
is anple room for cooperation between the two sides in rationalizing
production and trade. Priorities are identified in agriculture, industry and
tourism

As regards Arab-Israeli econonic relations, Chapter |V enphasizes the
need to take into consideration concerns that are wi dely shared throughout the
region. In particular, it is believed that, in the absence of safeguards at
the national and regional |evels, Israel may use normalization of econonic
relations to access markets in the region while maintaining significant
advant ages over other econonmies. This concern is based on the fact that
Israel has free trade area (FTA) agreements with both the United States and
t he European Uni on.

In other words, a regional econom c arrangenment including Israel could
move towards a “hub-and-spoke” systemif adequate safeguards are not

envi saged. In such a situation, Israel would maintain a “hub” position by
benefiting fromits preferential access to regional markets and to markets in
Europe and the United States. |Israel would attract the greatest proportion of

foreign direct investnent to the regional market, and thus maintain and
strengthen the advantages arising frominternal and external econom es of
scale. However, such a system may not be stable, and is unlikely to enhance
regional integration. Measures to avoid such pitfalls in regional cooperation
endeavours are discussed.

Chapter V exam nes Arab-Pal estinian economc relations. It consists of
three parts. The first enphasizes the inmportance of normalizing Pal estinian
econom c relations with Arab nei ghbours as a natural first step towards
regi onal econom c cooperation and integration. The second outlines some of
the inportant infrastructural projects needed by the Pal estinian econony that
could be carried out in collaboration with Arab nei ghbours. The third
expl ores areas in which the Pal estinian and Arab econom es could rationalize
production and trade regionally, wi th each one devel opi ng new conparative
advant ages.

The potential benefits obtainable fromboth internal and externa
dynam ¢ econom es of scale are stressed as the primary benefit to be derived
fromregional rationalization of production. Intra-industry trade could
assune increasing inportance both for expanding intra-regional trade and for
adding to the region's conpetitive edge in world markets. The final part of
the chapter focuses on econonic policies that require collaboration with Arab
nei ghbours in supply, demand, nonetary, fiscal and |abour issues.

Chapter VI is devoted to exam ning Pal estinian economc relations with
i ndustrialized and devel opi ng countries and with econonmies in transition. The
chapter outlines the inplications of recent trends in the world econonmy for a
devel opi ng econony intent on integration into global markets. This discussion
provides a context within which chall enges and opportunities facing the
Pal esti ni an econony on the global |evel are exam ned.



Pal estinian trade with the major industrialized economes is greatly
constrai ned by the absence of a donestic support system at the policy,
procedural and institutional levels. Overcom ng these constraints requires
both a coll aborative effort between the public and private sectors and
cooperation at the regional level. New possibilities exist in both production
and trade in energing industries and services. A mmjor inprovenment in the
Pal estinian scientific environment is called for in order to realize this
potential. Simlarities in per capita inconme, consunption patterns and trade
regul ations are factors that would facilitate trade with devel opi ng countries.
There may al so be anple room for exchange between the Pal estinian econony and
the economies in transition in Eastern Europe.

The final chapter of the study highlights the major findings of the
study as a whole. These are presented, along with rel evant recommendati ons
for policy consideration and action under three priority headings: relations
with Israel, future regional arrangenents, and integration into world markets.



Chapter |
GEOGRAPHI C AND RESOURCE CONSI DERATI ONS

The establishnment and gradual extension of Palestinian interim
sel f-governnent arrangenents in the West Bank and Gaza Strip, conmencing in
May 1994, have been acconpani ed by conti nued econom ¢ hardship. This was
intensified as a result of the border closures and rel ated security neasures
i nposed in the wake of violent incidents. |In 1996 and 1997, adverse economnic
conditions were manifested in a sharp increase in unenploynment, an
unprecedented spread of poverty, a steady decline in external trade and
sl uggi sh growt h of donestic output coupled with falls in per capita incone
l evels. 2/ These continuing trends underscore the fragility of Palestinian
dependency on the Israeli econony and highlight the need for a new orientation
in external economc relations.

As the process of reorientation of the econony is a conmplex task, it is
i nportant to mnimze the disruptions and possible setbacks that it entails.
A strategy to ensure a snooth transformati on needs to be founded on a clear
appreci ation of the econony’s resource potentials, especially physical and
human resources. This chapter provides a brief evaluation of these issues.
The geographic setting of the Palestinian territory, together with some
salient features of its population, are outlined in section AL Section B
briefly exam nes such resource endowrents as |and, water, human resources, and
capital. The final section is devoted to an assessnent of the relative
position of the Pal estinian econony and those of Arab countries and Israel, as
wel | as of mmjor econom c groupings.

A.  CGeography and popul ati on

The conbi ned area of the West Bank and Gaza Strip (6,165 sq km
constitutes 23 per cent of the area of pre-1948 British Mandate Pal estine, and
is approximately one third the area of the state of Israel. The West Bank is
5,800 sq kmin area, 130 km|long and ranges between 40 to 65 kmin width; it
lies between Israel to the West and Jordan to the East. The Gaza Strip is
365 sq kmin area, 45 kmlong and between 5 and 12 kmwi de; it borders Israe
to the north and east, the Egyptian Sinai peninsula to the south, and the
Medi terranean Sea to the West. 3/

The Gaza Strip is muinly coastal plain and sand dunes while the
West Bank is nore diverse, featuring four topographic zones. The Jordan
Val l ey along the Jordan river is a fertile plain of around 400 sq km while
the Eastern Slopes are a rocky sem -arid area of 1,500 sq km | eading down to
the Dead Sea. The Central Hi ghlands constitute the |argest zone, of 3,500 sq
km rising 1,000 netres above sea level in places; while the Sem - Coastal zone
consists of 400 sqg kmin the west and north-west. The West Bank is divided
into three main districts with eight sub-districts, each of which is naned
after one of the main cities. The northern region conprises the sub-districts
of Jenin, Tul karem and Nablus, while the central region includes Jerusal em
Jericho, Ramallah and Bethl ehem and the southern region is constituted by
Hebr on.



According to a denographic survey conducted by the Pal estinian Centra
Bureau of Statistics (PCBS) prior to the recent census, the popul ation of the
West Bank and Gaza Strip is estimted to have reached 2. 75 mllion in 1997
(.70 million in the West Bank and 1.05 nillion in the Gaza Strip). The
popul ation density differs markedly between the two areas. |In the West Bank
popul ation density is 284 persons per sq km whereas in the Gaza Strip
the conmparable figure is 2,888. 1In Gaza city, population density is
14,000 persons per sq km which is one of the highest in the world. According
to PCBS projections, the population is expected to exceed 3 mllion by the
turn of the century, reflecting an annual popul ation growh rate of
5.4 per cent. This unusually high rate conbines both natural increase
(3.4 per cent per annumin the West Bank and 4.6 per cent in the Gaza Strip)
and Pal estinian returnees fromthe diaspora since 1994. Alnost 40 per cent of
the resident population are registered as refugees fromthe wars of 1948 and
1967 (28 per cent of the West Bank popul ati on and 64 per cent of the
Gaza Strip popul ation). 4/

Since 1967, and especially since the late 1970s, Israel has pursued a
policy of building settlenments in the West Bank and Gaza Strip, mainly on
expropriated public and private Palestinian |land. 5/ According to Pal estinian
estimates in 1994, the nunmber of these settlenents had reached 194, nost of
which are in the West Bank, including 28 constructed since 1967 within the
expanded Jerusal em nmuni ci pal boundaries. There are 18 Israeli settlenents in
the Gaza Strip. 6/ The total population of the Israeli settlements in both
regions is estimated to have reached around 150,000 by 1995, excluding
settlements in the east Jerusalem area. These settlenents nmake intensive and
di sproportionate use of scarce natural resources. For instance, the
popul ation of the Israeli settlements in the Gaza Strip is 5,000, equivalent
to less than half of one per cent of the area’s Pal estinian popul ation, yet
they use 25 per cent of the Strip's land area. 7/ In the West Bank, |Israel
settlements account for one third of the total water consunption although
their population is equivalent to under 9 per cent of the Pal estinian
popul ation. 8/ In addition, Israeli settlements “have broken up areas of
conti guous Arab settlenents and bifurcated private farnmers' agricultural |and
with roads and other infrastructures”. 9/

B. Resour ce endownent s

1. Land and wat er

Not wi t hst andi ng the smal| size of the Palestinian territory, just one
quarter of Palestinian land is under cultivation - around 1,500 sq kmin the
West Bank and 160 sq kminthe Gaza Strip. According to sone studies, the
cultivated area of the West Bank could be increased to 2,000 sq km (through
| and reclamation) at reasonable cost, and could be increased further at higher
cost. 10/ It should be noted that at present Pal estinians do not control the
totality of the available land in the West Bank and Gaza Strip. Palestinian
sources have estimated that, by 1995, Israel had confiscated or otherw se
controlled 73 per cent of the total |and area of the West Bank and Gaza Strip
combi ned. 11/

Rel ati ve to nei ghbouring countries, the West Bank and Gaza Strip receive
a good quantity of rainfall. It is estimated that 68 per cent of the |and



surface receives an average annual precipitation of over 300 mllinmetres. 12/
However, the quantity of rainfall varies considerably between seasons and
regions. The bulk of the rain (75 per cent) falls during just four nonths
(Novenber - February), with an intensity that declines fromits highest level in
the northern nountain areas to its |owest level in the Jordan Valley and the
southern part of the Gaza Strip. O greater inportance is the variability of
rainfall fromone year to the next, which renders the |ong-run average

m sl eading. 1In some recent bad years, the quantity of rainfall did not exceed
25 per cent of the average, whereas it can be as high as 160 per cent of the
average in good years. 13/

As a result of these fluctuations, farners cannot depend on collecting

and storing water for irrigationpurposes. Instead, they nust depend on
groundwat er sources for irrigation. The annually renewable water that is
avail abl e as ground and spring water is estimted at around 600-800 mllion

cubic netres (MCM inthe West Bank, and between 50-70 MCMin the Gaza Strip
Use of water by Palestinians in the two regions is estimated at about 200 to
230 MCM annual ly. The rest is used in Israeli settlenments and in Israe
proper. 14/

2. Human resources

It is widely considered that the npost inpressive asset of the
Pal esti ni an econony is its human resources. Throughout 50 years of conflict,
di spersion and occupation, Pal estinians have exhibited resilience and
resour ceful ness, and sustained a strong conm tnent to education. Palestinians
are considered to be relatively well-educated, as nmeasured by literacy rates,
years of schooling conpleted, and enrolnent rates (see Table 1). 15/
Ironically, perhaps the only “advantage” of being a Pal estinian refugee
after 1948 was access to relatively nmodern primary and secondary educati on
provided by the United Nations Relief and Wrks Agency (UNRWA). By npst
estimates, Pal estinians have one of the highest ratios of university graduates
to population in the region. 16/

These achi evenents, however, represent nore of a potential asset for
future economni c devel opnent than a real resource already optimally allocated
The restrictive econom c environment since 1967 has subjected Pal estinian
| abour force devel opnment to many constraints upon growth and productivity.
During the | ast decade, the natural growth of the |abour force significantly
out paced the growt h of enployment opportunities. This conpelled many to seek
work outside the territory, forced others into prol onged unenpl oynent or
under enpl oynent and di scouraged sone to | eave the | abour market altogether.
As a result of these factors, the size of the active Pal estinian | abour force
has been depl eted

The overall |abour force participation rate (the proportion of the
| abour force to total popul ation) has not risen above 21 per cent over the
| ast five years (calculated from Table 2), whereas it stands at 25 per cent in
Jordan and 40 per cent inlsrael. 17/ Mreover, the crude activity rate is
quite Iow (see Table 3). CQut of an estimated 894,100 persons of 15 years of
age or older, 38 per cent were economcally active (including those workingin
Israel). The crude activity rate for females is very low (and nuch | ower than
in other Arab countries), i.e. 9.1 per cent and 1.9 per cent in the West Bank



and Gaza Strip, respectively. Mle participation rates did not show nuch
change in the [ast decade. |In fact the 1993 rate of 72.7 per cent in the West
Bank is identical to its average over the period 1987-1991, whereas in the
Gaza Strip the 1993 rate (67.7 per cent) was marginally | ess than the average
of the previous period (68.8 per cent). 18/

Two ot her inportant features of the | abour force stand out. First, the
average years of schooling for nen aged 18-64 years has increased in the |ast
decade, causing an increase in the participation rate. 19/ Second, around one
third of the |l abour forceis still enployed inthe agricultural sector and in
unskil Il ed occupations, while the percentage of workers in jobs requiring high
technical skills has decreased slightly in recent years.

Anot her inportant aspect of the | abour force which has been adversely
affected by the lack of an enabling econom c environnment is its productivity.
It is obvious that the productivity of |abour depends mainly on the quantity
and quality of the capital it works with, andthe availability of a support
system of fering vocational and technical training. |In the Palestinian case
both of these factors have been in a very poor conditionover the last two
decades, due especially to the sluggish growh rate of both private and public
i nvestnment, which has led to stagnation in productivity gromh, especially in
i ndustry. 20/ A large investnent programre to augnent the capital stock in
both the private and public sectors, along with the establishment of training
schools in priority areas, would contribute significantly to raising the
productivity of | abour.

While the I ow |l evel of |abour productivity is the principal reason
behind the | ow standard of living in the Pal estinian econony, the effects of
prol onged hi gh unenpl oynent and limted | abour force participation cannot be
over| ooked. For instance, it may be cal culated that had the Pal estinian
econony exhibited the same rate of enploynent and | abour participation
as in Israel in 1993, its GDP per capita would have been greater by
150 per cent. 21/ If the Jordanian rates are applied, Palestinian
per capita GDP woul d have been greater by 80 per cent.

3. Capi tal

During the 1970s and 1980s, the Pal estinian economy w tnessed a
relatively |arge movenent of capital inflows and outflows. The fornmer arose
fromincomes of Palestinian workers in Israel, renmttances from m grant
Pal estinian workers in the GQulf States, and from Arab and foreign financial
assi stance. Capital outflows constituted a transfer of savings fromthe
territory to nei ghbouring econom es and abroad, as their productive
utilization was inhibited owing to poor financial intermediation in the
econony and the uncertain, turbulent, policy environment. As Table 4
demonstrates, net capital inflowin the 1970s was higher than the average for
nei ghbouring countries. This has continued to be the case inthe 1990s, but
with a marked change in the conposition of the flow

Income of workers in Israel and remittances fromworkers in the Gulf
regi on have declined significantly since 1990, owing to the dramatic dropin
t he nunber of Pal estinians working in these two nmajor markets, which together
enpl oyed al nost hal f of the manpower fromthe territory by the end of



the 1980s. On the other hand, foreign assistance has increased with the
establishnent of the PA 22/ At the sane tine, there are indications that
sone of the accunul ated capital of Pal estinians abroad has started to flow
into financial institutions established since 1993 to fund new i nvest nment
projects, though reliable data is not yet available. 23/ Meanwhile, the rapid
growt h of nodern Pal estinian banking services since 1994 has sl owed the
outfl ow of savings. But the potential role of domestic capital and financia
institutions has yet to be realized. VWhile the prospects for the novenment of
capital are hard to forecast, inextricably linked as they are to future
political devel opments, the follow ng outl ook seens reasonabl e under present
ci rcunmst ances

First, resources arising fromnet factor incone and workers’ renittances
will fluctuate around their present levels, and it is unlikely that the high
|l evels of the 1980s will be regained in the near future. Second, official aid
will beconme less significant and | ess certain after the transfer of the
pl edged ampbunts for the period 1994-1998. Though this process has already
been signal ed at the Decenber 1997 neeting of the Consultative G oup of
Donors, official aid flows, including a | arger |oan conponent, are expected to
continue for several nore years at least. Third, the main source of capital
inflowin the future will have to be accunul ated Pal esti ni an savi ngs abr oad
and foreign direct investnents (FDI) from Arab and non- Arab sources. VWhile
there is no accurate estimate of the size of the former source, one
conservative forecast would be that Pal estinian expatriate capita
resources potentially available for donestic investnent are between $4 and
$5 billion. 24/ Bearing in mndthat total foreign assistance pl edged over
five years is $2.4 billion, this represents a relatively |arge source of
private capital for donestic investnent purposes.

C. Economi ¢ structure

In the Iight of the above, it is clear that the Pal estinian econony is
operating substantially belowits potential. This situation is due mainly to
the follow ng factors

* The | egacy of an inhospitable environment featuring a poor
i nfrastructure, weak public services and obsolete | egal and
institutional franmeworks.

* An econonmic orientation of asymetric market relations with one
partner, heavy dependence on the export of |abour services, and
vul nerability to external shocks and political instability.

Estimates of GNP per capita in the Palestinian econony place it within
the group of |ower mddle-incone countries. For instance, estimates of gross
national product (GNP) per capita range from $1, 323 to $1,696 for 1993, while
the average for | ower niddle-income countries for the same year was
$1,590. 25/ Table 5 presents sone basic aggregate indicators of the
Pal esti ni an econony and sel ected nei ghbouring countries (Egypt, |srael,

Jordan, Syrian Arab Republic). It shows that, while Palestinian

per capita GNP is higher than in Egypt and Jordan, it anopunts only to

12 per cent of Israeli per capita GNP. These conparisons should be considered
with a caveat. The per capita nmeasures are converted fromlocal currencies to



the dollar by using the nom nal exchange rate, and thus ignore differences in
domestic price levels between countries. Allowing for these differences is
likely to make the Pal estinian per capita GNP close to that of Egypt and
Jordan and probably to 30 per cent of that of Israel (see also chapter V on
this problem

Bearing in mnd that donor aid will soon decline, and that access to
work in Israel remains highly dependent on the volatile political and security
situation, 23/ action is called for to address the problens that emerge in
this respect. This brings to the fore the need for efforts to adopt policies
and nmeasures that place the econony on a path leading to the follow ng goals:

* Optimal use of natural resources: to be encouraged by adopting
policies that expand supply and rationalize demand.

* Overhaul of the legal and institutional settings: this is needed
to nodernize | aws and create an enabling environnment for private sector
activities.

* Expansi on and diversification of production and trade: a
reorientation of production and correct public policies can go a |ong
way in supporting and enhancing the effort. Policies and neasures that
foster nmacro stability and mcro efficiency would help to expand the
econony, whereby part of the increased incone is saved to finance

i nvestment and part of production is exported to finance inports.

Achi eving these goals depends to a |large extent on reorienting away from
one predom nant market towards greater integration with regional and gl obal
markets. This is the main focus of this study, as introduced in section D
bel ow and explored in greater detail in the follow ng chapters.

D. The conparative position of the Palestinian territory
vis-a-vis Arab nei ghbours, Israel and mejor internationa
econom ¢ groupi ngs

The precedi ng sections have shown that the Pal estinian econony is snal
in size, poorly endowed with natural resources and currently featuring serious
distortions and disequilibria which inhibit gromh and devel opnent. Yet, as
the UNCTAD secretariat intersectoral research project on prospects for the
sust ai ned devel opnment of the Pal estinian econonmy has revealed, it is
reasonabl e to expect sustainable growmh once regional peace is achieved. 26/
A conbination of a geopolitical position of strategic inportance, relatively
hi gh quality human resources and sound econonm ¢ managenent coul d be deci sive
in overcomng the fragility and structural defornmity of the economy. It is
unlikely that significant foreign investment will be attracted to the region
as long as the Pal estinian econony is burdened by uncertainties arising from
constraints on political rights, econom c choices and territorial
integrity. 27/ A peaceful future for the region could position the
Pal esti ni an econony as a transit site for trade and investnent. |Its
advantages in this respect include the follow ng:

* A relatively well-educated | abour force;



* An aggressive and diversified entrepreneurial class that has
strong extensions into wealthy expatriate conmunities and corporate
structures in the Arab countries as well as in Europe and North Anerica;

* Experience in trading with both the Arab countries and |srael
with a versatility acquired through operating in non-optimal
ci rcumst ances;

* A readiness to open trade with other countries in the region,
given that it does not have a |large industrial base to protect; and

* Free trade arrangements with both the European Union (EU) and the
Uni ted States.

Exploiting these inmportant | everages within the framework of a
wel | -defined devel opment strategy could make the Pal estinian econony an
attractive place for investnment. It offers a suitable place for producing
both | abour - intensive products targeting the Israeli, European and American
mar kets, and skill-intensive products designed according to the specific
demands of Arab markets. In addition, its distinctive religious and cultura
heritage could easily allow it to becone a centre of international and
regional tourism catering to both religious and recreational tourists. The
holy shrines in Jerusalem Hebron and Bet hl ehem have uni que attractions for
Muslinms, Christians and Jews alike. The noderate Mediterranean seaboard
climate, as well as the unique environnent of the Dead Sea and Jordan River
val l ey, offer Arabs residing inless hospitable clinmtes a nearby site for
pl easant vacations. 28/

The paucity of natural resources and the abundance of human resources
point to the desirability of adopting a devel opnment strategy that maxim zes
human capital assets. Sound and innovative managenent shoul d take advant age
of changes in the gl obal econony, which have rendered human tal ents nore
i mportant than the traditional assets of natural resources and physica
capital. Changes in nodes of comrunication and transportati on have extended
trade to many service activities, which offer the Pal estinian econony great
opportunities. 29/ Pal estinians outside the West Bank and Gaza Strip have had
great success in these fields, and it issensible to use their talents to
integrate the service sectors of the Palestinian territory into the world
econony.

A conprehensive strategy is required, ainmed at focusing on |long-term
goals, and detailing the sequences to be followed in order to achieve the
obj ectives outlined above. The elenents of such a strategy are identified in
the followi ng chapters.



Chapter 11
STRUCTURE AND PERFORMANCE OF THE PALESTI NI AN ECONOMY

The precedi ng chapter has highlighted i nportant aspects of the endownent
of physical and human resources in the broad context of the Palestinian
econony. This chapter elucidates sonme of the critical econom c issues
pertinent to both the present situation and the priorities of reconstruction
and devel opnent in the coming years.

The follow ng section presents a brief review of econonic performance in
the 1990s. Aggregate trends in production, enploynent and trade are depicted,
underscoring internal and external inbalances and displaying the vulnerability
that exists to external shocks. These macroeconon c inbal ances, which reflect
di stortions and fragnentation in markets at the micro |evel, are exam ned as
they relate to the four main sectors: agriculture, industry, construction and
services. The salient features of each sector are outlined, and policies and
strategies for inprovement are discussed within the context of integration
with markets at the subregional, regional and global levels. The fina
section of the chapter is devoted to problems in infrastructure and public
utilities.

At the outset, a word of caution is in order concerning the data used in
the study. Statistical data covering various aspects of Pal estinian
soci 0o-econom c sectors in the West Bank and Gaza Strip until 1994 suffer from
maj or inconsistencies and variations corresponding to their different sources
and net hodol ogi es. 30/ The situation becanme even nore problematic in the
1990s owing to difficulties encountered in the conpilation of data at the
field level since the intifada. Furthernmore, the transfer of responsibility
since 1994 for statistical conpilation and analysis fromthe Israel Centra
Bureau of Statistics (ICBS) to the Palestinian Central Bureau of Statistics
(PCBS) has inplied the adoption of a conprehensive and very different
statistical approach. Since 1993, different Palestinian, Israeli and
i nternational estimates of major socio-econom ¢ indicators have been
avai |l abl e, based on inconplete or inconsistent data sources, often | acking
tinme-series applicability and with sonmetines wi de disparities in absolute and
relative terns.

Inits four years of operation, the PCBS has made unprecedented efforts
to fill the data vacuum in nost spheres of Palestinian social and econom c
life, with inpressive results so far. It has conducted sectoral surveys and
publ i shed many reports on denography, the | abour force, household expenditure
patterns, consumer price indices, industry and establishnents and basic
i ndi cators of education. To the extent possible and relevant, statistics from
those reports are used in this study. The PCBS has also started work on the
construction of a national accounts series for the Pal estinian economy, based
on a consistent method for estimating value added in agriculture, and
compr ehensi ve censuses of establishnents in manufacturing, services and
construction, as well as public sector activities. Based on prelimnary
findings, the PCBS published national accounts estimates for 1994, which were
at significant variance with nost current international estimtes. The PCBS
al so conpleted in late 1997 the first-ever Pal estinian popul ati on census, from
whi ch inmportant findings are expected. As the PCBS consolidates its position



as a reliable and authoritative source of statistics on Pal estinian
soci o-econonic realities, other estinates are resorted to, but should continue
to be treated with caution.

A.  Economi c performance in the 1990s

The econony of the West Bank and Gaza Strip entered the 1990s in a
dismal condition. The Gulf crisis of 1990-1991 dealt the econony a severe
blow that afflicted all sectors and activities, bringing main indicators down
frompre-1990 highs (which the econony has only recently regained).31/ This
entail ed changes which fundanmentally altered the direction and structure of
Pal esti ni an econom c devel opnment: | oss of enployment for many thousands of
Pal estinians in the Gulf, disruption of trade with once-significant Culf
mar kets, |losses in donestic production due to security neasures, and a
precipitous drop in official and private financial flows fromthe region.
Thi s external shock sent the econony into a tailspin resulting in w despread
unenpl oynent .

However, the economy started to recover slowy in 1992, with increases
i n production, enploynment and trade. The recovery was fuelled by a surge of
private investnment in residential construction, and by a sizeable increase in
governnment investnent and exports (see Tables 6 and 7). But this revival was
short lived, as a fresh reversal occurred in 1993, when npost expenditure
categories registered negative annual percentage changes in real ternms (see
Table 8). In this case, the external shock came fromthe closure of externa
borders (especially with Israel) and restrictions on novement within the
territory. These neasures were first introduced in early 1993 and conti nued
intermttently through 1995 and, with renewed intensity, in 1996-1997. 32/
The rupture in the flow of |abour and nmerchandi se, added to the increased
uncertainty and risk, reduced econom c activities across the board.

Both GDP and GNP for 1993 declined in real terns, estimted at 1.3
and 10.7 per cent, respectively. This decline occurred in spite of the
continuing strong performance in the construction sector, especially in the
| ast quarter of the year followi ng the signing of the Israeli-Palestinian
accords. The decline in agricultural production, due to a poor olive crop
whose cyclical behaviour has always w dely affected the econony, contributed
to the slowdown. The sluggish revival of economic activities in 1994-1995 was
due mainly to increased governnent and private activities associated with the
establishnent of the PA, the renoval of many pre-1993 restrictions on business
activities, continuing strong growth in residential construction and a nodest
rebound in agricultural production owing to a good olive crop in two
successi ve years.

The cumul ative effect of these factors allowed for growh in real CDP
estimated at 7 per cent in 1994 and 3.5 per cent in 1995. Nevertheless, the
adverse inpact of a continuing decline in net factor income fromwork in
Israel inplied I ower GNP growth rates and | ow GNP per capita gromh rates as
well. The length and intensity of these closures increased considerably
in 1996, with GDP that year estimated to have fallen by between 5
to 15 per cent. 33/



Measures ai nmed at inproving the performance of the Pal estinian econony
since 1993 have not reversed a long-termdecline in the export sector, nor
count erbal anced a sustained growth in inports. Underlying these trends is a
range of infrastructural, institutional and procedural inpedinents to free
access to export markets, as against open and |argely uncontroll ed exposure to
i mports from one predom nant trading partner. This process, which began to
unfold in the early 1980s, has created a growi ng trade deficit which
hi ghli ghts the chal | enges of devel opi ng Pal estini an export capacities.

This may be nobst graphically illustrated by a compari son of estimated
data for 1996 with the figures for 1981, the year in which Pal estinian export
performance was at its strongest am dst steady economic growh (see Table 9).
34/ Total nerchandi se exports in 1996 are estinated at $266 mllion, down
from$400 mllion in 1981. OQut of a total value of trade in 1996 of al nost
$2,000 mllion, exports represented only 13 per cent, down from 36 per cent in
1981. Since 1981, inports nore than doubled from $748 to $1,725 mlli on,
whil e the nmerchandi se trade deficit grew al nost five-fold from$350 nmllion to
al rost $1,500 nmillion. 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 esti ni an econony appears even nore precarious, owing to the greater
proportion of inports of non-factor services as conpared to exports.

Anot her feature of the deterioration in Palestinian external trade is
the al nost total concentration of trade on one partner. \Whereas trade with
Israel in 1981 accounted for 85 per cent of total Palestinian inmports and
exports, by 1966 that proportion stood at around 90 per cent. While in 1981 a

total of $111 million, or 28 per cent, of exports were destinedfor Jordani an,
other Arab and international markets, by 1996 these narkets absorbed $31
mllion, or only 12 per cent, of Palestinian exports. Thus, froma small
trade surplus ($33 mllion) with markets other than Israel in 1981, the

Pal esti nian econony in 1996 had a $144 nmillion trade deficit with the rest of

the world, and a $1,315 million deficit with Israel.
B. The distorted nacro-structure

Underlying the poor econonic performance outlined above are three nmjor
macr o-i nbal ances, which have prevailed for the |l ast two decades. 35/ First,
there is a resource gap, displaying a large inport surplus equival ent
to 40 per cent of GNP in 1991, and an average of 33 per cent over 1992-1996.
This recent decline should not necessarily be interpreted as indicating an
i mprovenent in the resource gap, as it does not stemfroma faster increase of
exports over inports. Rather, it manifests a contraction in both exports and
i mports.

This is evident from another expression of the resource gap - the
i nvest ment surplus (lnvestnment - Saving) - which has steadily increased over
the whol e period due to the sustained decline in net factor income which has
adversely affected savings. 36/ Wereas net factor inconme was equivalent to
33 per cent of GDP in 1992, this ratio fell to 22 per cent in 1993, 16 per
cent in 1994 and 10 per cent in 1995. 37/



The second macro-i nbal ance, which has paralleled the first, is related
to the | abour market. This exhibits a chronic inability to provide a
satisfactory |l evel of enploynent for a (potential) |abour force growing at a
strong rate. As may be cal culated from Tabl e 10, the donmestic market provided
enpl oynent for an average of only 57 per cent of the | abour force during the
period 1991-95. The rest of the | abour force was either unenpl oyed or
enpl oyed only partially in Israel. 38/

These two inbal ances denpnstrate the extent to which the Pal estinian
econony is vul nerable to external shocks, especially those originating in
Israel. The third inbal ance involving governnment expenditures and revenues
reveal s the degree of dependence on external financial assistance, and is
reflected in a large deficit in the PA budget, which reached 37 per cent of
the total budget, or 7 per cent of GDP, in 1995 (see Table 11), but has been
brought down since. This deficit, amd a host of other political and econom c
constraints, further conplicates the task of the PA, particularly since the
deficit is driven mainly by current, rather than investnent, expenditures.39/
The main reason for the deficit lies in the lowlevel of tax revenue. This
amounted in 1995 to 10.5 percent of CGDP, whereas it is around 19 per cent for
countries with a conparable GDP per capita. 40/

The Pal estinian adm nistration faces extraordinary difficulties in
collecting taxes, many of which were introduced during the pre-1994 period and
continue to be perceived unfavourably by the public, while sone inportant
foreign trade taxes are not recovered fromlsrael under present arrangenments.
One study estinates this fiscal |eakage to have reached around $150 million
in 1995, and it has been reported as high as $250 mllion in 1997.41/ This
is one inportant area where new arrangenents between the PA and Israel m ght
be considered to address this |eakage, while also highlighting the inportance
of tax coordination and revenue recovery at the subregional and
regi onal |evels.

C. Sectoral devel opnent prospects

The macro i nbal ances outlined above are the aggregate expressions of
di stortions and fragnentation at the sectoral level. The inability of the
Pal esti ni an econony to provide reasonable enploynent for its | abour force,
adequat e savings for investnent and sufficient revenue for its public sector
expenditures reflects a fundamental structural deformty that has prevented
agriculture and industry fromevolving along “normal” paths of devel opnent.
Had the econony devel oped along the |ines experienced by conparabl e econom es,
i ndustry’s share in CGDP over the |last three decades woul d have grown steadily
i nstead of stagnating at 8 to 10 per cent. In simlar econom es, industry
accounts for as much as three tinmes its share in the Pal estinian econony (see
Table 13). While recent PCBS data indicate that industry actually may account
for up to 14 per cent of Palestinian GDP (in 1994), these prelimnary data do
not reveal a degree of significant growh in industry’ s share that would
confirma trend of structural transformation. 42/

Concurrently, developnment in agriculture would have reduced the sector’s
share in GDP to about half its present |evel (the average share over 1992-1995
was around 30 per cent, though prelimnary PCBS data indicate that
agriculture’s share may have declined to 15 per cent in 1994).43/ Such a



decl i ne woul d have been acconpanied by a |large increase in productivity and
production, thus rel easing a sizeable amunt of |abour to industry and
services. The tim ng, sequence, and stages of the Pal estinian reconstruction
and devel opment progranme, therefore, should be fornul ated and directed
towards creating an enabling environnent within which the structura

i mbal ances coul d be gradually renoved. These would be replaced by nore

vi gorous sectoral articulation that would nove the econony along a path of
sustai nabl e growt h and devel opment. 44/

Gui ded by these considerations, the follow ng paragraphs highlight
policies and strategies essential for the devel opnment of major economc
sectors.

1. Agriculture

The agricultural sector in the West Bank and Gaza Strip is of critical
significance for both the short- and |ong-term prospects of the reconstruction
and devel opnent effort. This is due to the relatively large size of the
sector and of a rural population still partially dependent upon it, and to the
important role it can play in redressing sectoral and structural distortions.

At present the agricultural sector enploys around one quarter of the
| abour force, and contributes approxinmately one quarter of GDP (in this
aver agi ng PCBS and other estimates) and one third of exports. G ven the
i nportance of this sector, it is evident that an essential part of the effort
directed at alleviating the problem of unenploynent will depend on expandi ng
agricultural activity, both horizontally and vertically. Such an expansion is
needed also for its direct positive inpact on the reconstruction progranme in
its early stages (in terns of enployment generation and food security).

This will entail an increase in food production to neet the grow ng
demand for food arising fromthe increase in both population and i ncome, thus
reduci ng pressure on real wages and on limted foreign exchange reserves. In
addition to increasing food production, the expansion would also increase the
supply of raw materials to other sectors, especially industry, which can
easily devel op viable processing of agricultural output. Provided the public
sector plays an appropriate facilitating role, such an expansi on can be
carried out nostly by the private sector applying a conbination of traditional
| abour-intensive and, in selected branches, capital-/technol ogy-intensive
production techniques. The follow ng points summuarize the priority policy
nmeasures needed to stinulate agricultural developnent in the com ng stage: 45/

(a) Devel opment of a new | egal framework for the ownership of |and,
zoni ng ordi nances, tenancy and inheritance rights, allowing for a certain
measure of reformof agricultural organization and consolidation of
producti on;

(b) A conprehensi ve overhaul of agricultural infrastructures with a
view to inproving their effectiveness. Rehabilitation and reconstruction are
urgently needed for agricultural roads, artesian wells, springs and cisterns,
as well as a supply of electrical power at reasonabl e prices;



(c) A concerted effort to upgrade and expand the agricultura
education institutions so as to nmaxim ze their efficiency and increase their
orientation toward | ocal needs. |Inproving the technical skills of |abour is
of crucial inportance, especially in the areas of water conservation and
irrigation techniques, and the application of fertilizer and other chemicals
used in agriculture. Equally inmportant is the devel opnent of managenent
skills, including the use of proper cost-benefit nethods;

(d) Est abl i shment of an institutional franework to orchestrate the
efforts of different official and private bodies providing credit and
financial services to farmers at | ow cost; and

(e) Public sector efforts to inprove both marketing facilities and
access to foreign markets. Upgrading cold storage, packing and gradi ng
facilities, and quality control is of crucial inportance. A parallel effort
to create institutional arrangenents for trade pronotion and facilitation is
needed to help farmers to export.

Concerted efforts along the above |lines would enable the agricultura
sector to fulfil its short- and nediumtermroles in the reconstruction
progranme: the expansion of agricultural production, the enploynent of nore
| abour, regaining some share of |ost foreign markets and facilitating access
to new ones. The latter objective is gaining in inportance and requires not
only increased access to the Israeli market but also to the markets of the
@ulf States and those of the EU (these issues are discussed nore fully in
chapters IV, V and VI). 46/ Thereafter, the stage is set for agriculture to
fulfil its long-termrole of supplementing and enhancing growth in industry.
To realize this would require a significant increase in agricultural
productivity through nmechani zati on and greater use of scientific nmethods.
This change woul d gradually nove the sector towards high-value and | ow water
i ntensive crops, and by doing so release skilled |abour to industry while
bringi ng about a corresponding increase in rural dermand for industri al
products.

2. | ndustry

The structural deficiencies of the Pal estinian econony are exenplified
by the condition of its industrial sector. At present it contributes
significantly |l ess than industry in conparable economes, while the sector is
fragmented and domi nated by small-scal e workshops that account for 16 per cent
of total enploynent, signifying a very |low | evel of productivity. 47/

Clearly, rectifying this situation is a major task of the reconstruction
process, involving a huge infusion of investment in the sector from both
domestic and external sources. The ability of the Pal estinian econony
to attract and absorb such investment will depend mainly on the
followi ng factors:

(a) A legal framework within which firnms have secure property rights
and are able to conpete in an atnosphere conducive to efficient allocation of
i nvestnment. Al though the PA has frequently voiced its commitnent to a free
mar ket environnent, its performance in the last three years has not fully
reassured investors. The licensing since 1995 of sone firns with nmonopoly
power in specific branches, partially owned by PA agencies, was construed by



observers as an unwel cone sign of powerful rent seeking tendencies.48/ The
i nvol venrent of the PA in market operations, albeit through recognizable
i ntermedi aries, has in sonme cases blurred the distinction between the private

and public sectors, with adverse inplications for efficiency and growth. It
i's now recogni zed that such practices nmust be curtailed, and the PA has
pl edged that its involvenent in private sector activities will be phased out

by the end of 1999. 49/ The PA can fruitfully concentrate on creating what
may be referred to as a “level playing field”, providing a strategy to attract
i nvestment and reward efficiency, thus also increasing public revenue through
the usual fiscal instrunents.

(b) Private capital, whether from donestic or external sources, is
attracted by profit, which in turn is heavily influenced by the quantity and
quality of public and human capital. Accordingly, it is reasonable to expect
that investnent in the industrial sector would be contingent on advancenment in
rehabilitating the physical and social infrastructures. O equal inportance
in the longer termis renmedying the deficiencies in the educational system and
substantially increasing the technical skills and scientific expertise of
Pal esti ni an manpower.

(c) Anot her inportant factor that influences the profitability of
i nvestnment, and hence attracts private capital, is the nature of the donestic
market. G ven the small size of the Palestinian market, its integration in
regional and world markets has significant inplications for investnent, in
i ndustry as well as in ancillary services.

3. Services

The services sector is expected to play a pivotal role in the growth and
devel opnment of the Pal estinian econony. It has two major potential functions:
fostering growth in agriculture and industry, and generating its own growth by
enhancing activities in trade. The forner function is related to the need to
significantly inprove and expand certain branches in producer services whose
contributions are essential to facilitate the projected increase in
agricultural and industrial production. These branches include transport,
engi neeri ng design, conmunications, software and financial services. The
latter function takes advantage of the new tradi ng opportunities in
i nternational business arising fromthe twin processes of technol ogica
advancenent in conmuni cations and the continuous integration of nmarkets into a
gl obali zed world econony. Guided by these two functions, the follow ng
par agraphs highlight some priority areas in mgjor branches of the Pal estinian
services sector.

(a) Tr ade

Revitalizing the trade sector and providing it with all the necessary
i ngredients to act as an engine of growth will depend critically on two sets
of strategic choices. First, those made in the domestic econony with the aim
of increasing production capacity and supply responses to opportunities in
wor | d markets; second, choices for increasing accessibility to foreign markets
by neans of unilateral, bilateral and multilateral neasures. The forner
concerns will be discussed under section D of the next chapter. The latter
consi derations will be analysed in chapters IV, Vand VI. It is worth



mentioni ng here, however, that the transborder flow of services between the
Pal estinian territory, Jordan, Egypt and |Israel represents an inportant part
of the interaction required for successful devel opnment of the Pal estinian
econony, as well as a viable area for regional cooperation.

(b) Transport and communi cati ons

For al nost three decades, the transportation systemin the Pal estinian
territory has had to rely on the private sector. The role of the public
sector was relegated to that of regulating private transport and the provision
of sonme basic infrastructure. 50/ As a result of this unusual situation, and
given the general stagnation in the econony, investnent in renovating and
mai nt ai ni ng the system has been al nbst non-existent. At present, nmjor roads
are in such a bad condition that nmost of themare in need of reconstruction.
The following are priority tasks, wi thout which the transportation sector wll
continue to present a formidable inpedinent to the reconstruction effort.51/

(i) Rehabilitati on and inprovenent of the road network with the ai m of
el evating the quality and quantity of the transport system so as
to neet the econonm ¢ needs of expanding both internal and externa
trade;

(ii) Est abl i shment of a rural network to overcone decades of negl ect
and to facilitate the villagers’ access to markets and urban
centres.

(iii) I ntroduction of newtraffic flow schenmes to deal with increasing
congestion in urban areas, ensure safety standards and secure
smoot h passage for people and goods between the West Bank and
Gaza Strip.

(c) Tourism

As indicated in the previous chapter, the tourist industry stands to
gain significantly fromthe concl usion of the peace process and the
normal i zati on of Pal estinian-Arab-Israeli relations. Opening borders with the
Arab countries is expected to bring a marked increase in both religious and
recreational tourists. Normalization of relations with Israel would certainly
result in a greater proportion of tourists visiting Israel (currently nore
than 2 million a year) and also visiting Palestinian sites. For such
expectations to materialize, efforts and resources nust be nobilized to neet
the needs of this sector.

First, the private sector will be unable to carry out such a task
successfully unless the Pal estinian public sector provides an effective
support system This should focus on the enlistnment of all governnental
departnments in a concerted effort ainmed at attracting both donestic and
foreign investment into hotels, tourist villages, restaurants and pl aces of
entertai nnent. Second, coordination with neighbouring countries is needed to
establish a regional tourismframewrk to take advantage of wi der markets and
econom es of scale. These two tasks have to be carried out sinultaneously,



and shoul d be geared towards increasing the nunber, and upgrading the
capabilities, of tourist guides, and establishing nodern tourist informtion
centres.

(d) Construction

Significant inprovenents in both demand and supply conditions are
expected to enable the Pal estinian construction sector to continue to perform
a leading role in the first stages of the reconstruction and devel opnment
process. A considerable increase in demand for construction activities is
anticipated fromboth the public and the private sectors, and has, in fact,
al ready begun to materialize. The fornmer is associated with construction
activities involved in rehabilitating infrastructures and resettl enment of
refugees, a process that will last for several years. The latter is
anticipated to arise froma surge in residential housing demand, reflecting an
i ncreased confidence in the peace process, and the housing needs of
Pal estinian returnees. The supply response is also expected to be inproved
greatly as a result of the gradual opening to markets in nei ghbouring
countries. This would allow Palestinians to inport building materials at
| onwer costs, and would increase conpetition in the sector as Pal estinian
expatriate conpanies are allowed to conduct business in the territory.

Construction activities will also encourage investnment in related
branches, especially quarrying, building materials, wood and furniture, and
el ectrical facilities, while increasing demand for professional services in
engi neering, architecture and finance. It should be enphasized, however, that
construction activities financed by the public sector (or by an internationa
assi stance progranme) should be allocated to private sector firms with ful
regard to both efficiency and transparency.

D. Infrastructure and public services

After many years of neglect, physical infrastructures are in a very poor
condition, including the road networks, artesian wells, reservoirs and
springs, electricity networks and waste-water and sewage di sposal facilities.
All of these are in need of a conprehensive rehabilitation and reconstruction
progranme, a process which conmenced with donor aid after 1994. Expansion of
both agricultural and industrial production depends critically on the pace at
whi ch such a programme is inplenmented. 52/ Public services are entirely
i nadequate and remain well bel ow those of neighbouring countries. The average
wat er supply in urban areas is about 60 litres per capita per day conpared
to 115 for Tunisia, 137 for Jordan and 230 for Egypt. Electricity consunption
is about 680 kWh per capita per year conpared to 815 for Egypt and 1, 055 for
Jordan. Moreover, the Palestinian territory has neither nodern sanitary
landfills, nor adequate solid waste collection. Refuse is sinply dunped
out si de muni ci pal boundaries, causing serious health and environnent al
probl ens; when solid waste is burned to reduce its volune, this causes air
pol I ution. 53/



Simlarly, provision for social services covering school buildings,
hospitals, health clinics, libraries and | aboratories is inadequate and in
urgent need of inprovenent. Inefficiency in these services is partly
expl ained by the fact that they are produced privately, notw thstanding their
nature as a “public good” and social cost considerations. For exanple,

Pal esti ni ans spend about 7 per cent of GDP on health services, an unusually
hi gh share, but receive in return relatively inadequate health care.54/ This
is one, less commonly considered, area in which regional cooperation could
substantially | ower the cost and increase the efficiency of both physical and
soci al infrastructures.



Chapter 111
THE PALESTI NIl AN ECONOMY | N THE REG ONAL AND GLOBAL CONTEXTS

During the 1970s and 1980s, the Pal estinian economy grew mainly by
exporting | abour services to Israel and Arab oil-producing States, but for
various political and econom c reasons, the demand for these services
di m nished in the 1990s, a declining trend that shows no signs of reversal.
Accordingly, the future growth of the Pal estinian econony will depend
crucially on its success in ensuring a better nobilization of natural, human
and financial resources and expanding its exports of goods and services.

This calls for a conprehensive restructuring of the econony that
achi eves simultaneously a considerable enlargenent of its productive capacity
and a major reorientation of its external relations. This would entai
di versifying trade flows into regional and international markets and no | onger
relying exclusively on a single trading partner. Achieving these goals
i nvol ves all aspects of integrating a poor, |ess devel oped econony into
markets with varying degrees of developnment. By and |arge, while the process
of integration brings nedium to long-termbenefits, it also entails inmmed ate
and short-termcosts. The former include |ower transaction costs, econom es
of scale and specialization and the discipline of conpetition associated with
| arger markets. The latter, however, involve unenploynment and nmaj or hunman
resource and productive dislocation, reduced autonony in policy-making, and
other transitional costs.

Much experi ence has shown that pursuing the integration process in an
al | - pervasive and hasty manner results in heavy costs and snmall benefits, thus
underm ning, if not aborting, the process. Alternatively, the process can be
carried out in selected areas or sectors, and gradually, with clear sequenti al
stages that allow adequate tinme for the devel opnent of a domestic econom c
environment fostering outwardly oriented business establishnments. This would
help to realize the full potential benefits of integration with an acceptable
and manageabl e | evel of costs. The crucial issue that has to be considered is
the identification of the areas and stages to be followed so that integration
can be carried out snoothly and wi thout harnful disruption. |In the
Pal esti nian context, this acquires added inportance, given the present
structure of production, enploynent and trade, because distorted markets
magni fy the costs of integration and prolong the tinme span required for its
benefits to materialize

Accordingly, the Pal estinian econony needs to ensure certain
prerequisites before, or as the initial phases of, its nmovement towards
integration with wi der markets. These involve a major inprovenent in the
physical, |egal and economic frameworks. But this cannot be achi eved w t hout
t he gui dance to be obtained froma vision of the future place of the
Pal esti nian econony in its regional and global contexts. Consequently, it is
necessary to articulate a suitable strategy ainmed at integrating the
Pal esti ni an econony into nei ghbouring and international markets, with a view
to attracting investnents and ushering in new growth opportunities based on
conparati ve advantages and econoni es of scale. For such a strategy to be
successful, it has to be grounded in the priorities of the Pal estinian
reconstruction and devel opnment progranme over the nedium and |long term



This chapter explores these issues at both the conceptual and the
enpirical level. Section Ais devoted to anal ysing the conceptual franmework
of economi c integration. It exam nes issues arising fromthe relation between
multilateral trade |iberalization and regionalism and then considers the
different stages of regional integration. Section B exanm nes the application
of the conceptual framework to past and present experiences of economc
integration in various regions of the developing world. Section Creviews the
experience of integration specific to Arab countries, while section D
consi ders econom c integration fromthe perspective of the Pal estinian
econony.

A.  The conceptual framework of economic integration

Articulating a strategy for integrating the Pal estinian econony into
worl d markets requires an appreciation of two issues. First, the question of
di mensi on concerns the avail able routes for integration: bilateral, regiona
and global. Second, the issue of stages concerns the proper sequencing of the
three basic components of integration covering trade in goods and servi ces,
novenents of capital and | abour, and harnoni zation of economi c policies

1. Di_ mensi on

The strategic goal envisaged for the Pal estinian econony, as el aborated
by policy makers and nost commentators, is integration into world markets, in
line with trends in the region and globally. 1In this case, as in others, this
rai ses the question of whether or not integration at the subregional and
regional level is a step towards that goal or a step away fromit?

In the 1960s and 1970s many regi onal cooperation arrangenents anong
devel opi ng countries, especially in Latin Anerica and Africa where they were
ai med at economic integration, were considered as noves away fromintegrating
the participating countries’ economes into world nmarkets. Most of these
arrangenents were based on the premi se that menber countries could achieve
i ndustrialization and growmh by creating a wall of protection around their
combi ned markets and allowing a strict inport-substitution approach to
devel opment. The arrangements were, in effect, an application of an
i nwar d-1 ooki ng approach to devel opment on a scale |arger than the nationa
state. They were bound to fail, as they did, once the limtations of that
strat egy becane sel f-evident. 55/

In contrast, a new view of regionalismhas evolved since the |ate 1980s
in which regional integration is considered as one of the options available to
devel opi ng countries intent on coordinating and rationalizing their joint
i ndustrial growth through the adoption of a conbination of outward- and
i nwar d- 1 ooking trade policies. Basically, regional integration is sought in
order to ensure a larger market supportive of nore efficient production units,
which in turn allows the region to pursue a viable export-pronotion strategy
of devel opnent, and, where needed, inport-substituting industrial activities
are carried out at mininmmcost. Regional integration may be undertaken after
maj or structural economic reformis introduced in each nmenber country, and
where a commitnment to maintain the course aspiring to greater mcro-efficiency
and macro-stability is backed by sufficient political resolve.



Fromthis angle, the nmultilateral systemof the World Trade Organi zation
(WO may be viewed as a supportive systemfor the regional arrangenent rather
than a conpeting approach to trading relations. Adhering to the WO
framewor k, which pronotes rul es-based trade policies, allows regiona
integration to be pursued w thout adverse inpacts on trade relations with the
rest of the world, and Article XXIV of the WIO Charter explicitly addresses
this. 56/ Furthernore, the larger market created by regional integration can
open up new opportunities and challenges that induce other countries and
regional blocs to nmove towards nore liberal trade policies. |Indeed, the
evolution of the nultilateral trading system (GATT) is seen to have been
i nfl uenced by the advances in European regional integration efforts.57/
Regi onal integration ampng devel opi ng countries can al so enpower menbers to
deal nore successfully with discrimnatory trade practices of third-party
trade partners, 58/ and to adjust nore snmoothly to changes brought about by
new WIO trade |iberalization neasures.

In this light it is reasonable to state that devel oping countries can
seek regional integration as a nechanismto nove their econom es towards
integration with the globalized econony, while still providing themwth
enhanced nmeans for dealing with the inpact of globalization. The follow ng
paragraphs |ist some of the specific opportunities and advantages offered by
the regional route:

! Regi onal integration can lead to inproved infrastructures and thus
enhance production and trade Sone of the main infrastructures related
to water, environmental nmanagenent, energy, communications and
transportati on cannot be carried out w thout the cooperation of
nei ghbouring countries. Projects of this kind usually have high returns
and greatly contribute to rationalizing production and facilitating
trade.

Regi onal integration can result in gains from econon es of scale and
reduce the need for protection. The enlarged market allows each
constituent econony to nove resources fromsmall inefficient firns that
suppl i ed donestic markets at high cost, into |arger-scale, nore
efficient production units in specialized industries capable of

i nternational conpetition. Larger markets also allow for the energence
of nore sophisticated industries that no country can afford to establish
on its own.

Regi onal integration can increase intra-industry trade through further
di vi sion of |abour and product differentiation Econom es of scale
arising fromenlarged markets can bring about another inportant benefit
by allowing for a further division of |abour within industries. Firns
can specialize in differentiated products and generate regiona
intra-industry trade

Regi onal integration can increase conpetition and thus enhance the
ability of nmenber countries to further international conpetitiveness
The renmoval of tariff and other trade barriers anong the nenber
countries increases conpetition and elimnates the weakest and | east
efficient establishments, enhancing the ability of the stronger to
conpete in w der markets. 59/



Regi onal integration increases a region's bargaining power in its trade
relations. The larger market of a regional arrangement offers a better
def ence agai nst the discrimnatory practices of other trade partners.
The increased power of integration also enhances bargai ni ng power

agai nst non-tariff barriers (NTBs), widely held to be the mgjor
remai ni ng obstacle to the further expansion of devel oping countries’
manuf acturi ng exports. 60/

2. St ages of reqgional integration

The preceding section has |isted some of the advantages that a smal
devel opi ng country, seeking to integrate its econony into world nmarkets,
stands to gain fromfollowing the route of regional integration. These
advant ages, however, present potential gains rather than guaranteed outcones.
The fortunes of regional integration depend on many interrelated political and
econom ¢ factors, including choices made concerning the stages of the process
and nmeasures taken to consolidate it and ensure its sustainability. The
|atter are exam ned in the next section, while the forner is the concern of
this section.

A country can start the task of integrating its econony with other
mar kets by taking sonme unilateral steps. These include a non-discrimnnatory
reduction of tariffs, the dismantling of sonme NTBs and the rel axation or
renoval of its restrictions on the novenents of capital and | abour.
Countries, however, prefer to ensure reciprocity in their relations with other
countries, and enter into agreenents with themthat spell out the scope and
duration of different integration nmeasures. GCenerally speaking, it is
possible to discern three major steps which, alone or in conbination, are
capabl e of moving an econony towards greater econom c integration with its
nei ghbours.

(a) Free trade areas (FTAs)

This is usually the first step taken on the path of econonic
integration. Trade barriers anmong nenber countries are abolished, but
each country retains the right to set its own tariffs and quotas with
non- menber countries. Exanples of FTAs include the European Free Trade
Associ ation (EFTA), and the North Anmerican Free Trade Area (NAFTA). The
nmost recent exanple of such an agreement is the Greater Arab Free Trade
Area (GAFTA), announced in March 1997.

(b) Custonms uni on (CU)

The second stage of economic integration goes beyond the FTA by setting
a conmon external tariff (CET) against inports from non-nenber countries. Two
prom nent exanpl es of custons unions are the Southern African Custons Union
(SACU) that includes Botswana, Lesotho, Swaziland, Nam bia and the Republic of
South Africa, and the Central Anmerican Common Market (CACM that conprises
Costa Rica, El Salvador, Guatemala, Honduras and Ni caragua. Another
successful and still-evolving regional integration arrangenment i s MERCOSUR
(Conmmon Mar ket of the Southern Cone) conprising six South American countries,
whi ch has practically achieved the stage of a customs union.



(c) Common mar ket and economi ¢ uni on

This is a nore advanced stage of integration as it takes the nmenmber
econom es closer to full integration. |In addition to free trade anopng
menbers, and common external tariffs, a conmon nmarket sets the stage for
the conplete withdrawal of restrictions on the nmovenent of |abour and
capi tal anong nember countries. It is thus effectively the first necessary
step, albeit over a long period, towards fuller econom ¢ union. The
Eur opean Union (EU) is a conmon market that is considered to be the nost
integrated regional group in the world today. In addition to achieving the
free novement of goods and factors, the EU has gone further and pronoted
coordination in econom c policies that include sonme neasures of fiscal and
monetary policies as well as exchange-rate policy.

Economic union is the final stage of full econom c integration ensuing
froma common market, and the EU is expected to achieve it shortly when it
adopts a single currency and establishes a European Central Bank entrusted
with carrying out a union-wi de nonetary policy. 61/ In what now appears as
sonething of a historical footnote, an early version of econom c union was
proposed as part of United Nations General Assenmbly resolution 181 of 1947,
whi ch provided for the partition of Palestine and the establishnent of an
Arab and a Jewish State, joined in an econom ¢ union as anbitious as that
bei ng forged i n Europe.

This picture of a series of stages in econom c integration appears both
| ogi cal and sinple; trade, followed by factors and finally policies. But in
reality, there is sone overl appi ng anong stages, and it is rare for one, not
to start until the other has been conpleted. For instance, renoval of
barriers to trade to ensure the success of an FTA requires harnoni zati on of
policies with regard to subsidies and taxes. Mdre inmportant, follow ng a
“bottom up” approach to integration nay be preferable to the “top-down”
approach, especially at the subregional level. This calls for coordination
and harnoni zati on of policies, in addition to relaxation of the regul ations
covering the novenent of specific factors. An agreement related to textiles
and garnents, for instance, mght be a first step towards the integration of
sone nei ghbouring countries, and that requires effective coordination in
policies and procedures that straddle the three stages. 62/

B. Experiences of developing countries in regional integration

The results of regional integration anong devel oping countries so far
are not very inpressive. 63/ |In particular, the drive in the Mddle East
t owar ds econom c cooperation anong Arab countries has a |ong, but not very
encour agi ng, record. 64/ Nonetheless, at present there are some successfu
exanmpl es of regional arrangenments, whose experience may be contrasted with
| ess successful experinments so as to draw some inportant | essons therefrom

A relevant point to energe fromsuch an analysis is that enphasis on
trade liberalization involving across-the-board renmoval of tariffs anong
menmber countries through the formation of a free trade area or custons union
only, is not suitable to set the stage for integration. The standard test of
success is to measure the extent to which “trade creation” anong nenber
mar ket s outwei ghs “trade diversion” fromother markets; in other words, the



extent to which the scheme noves the region towards freer (and greater) trade
The suitability of this test, however, depends critically on a set of
assunptions which include the full enploynent of |abour, full capacity
utilization and, apart fromtariffs, the absence of serious distortions in the
menmber markets. Under these conditions, prices reflect real opportunity
costs, and market forces can be relied upon to provide the benefits contingent
on a nove towards freer trade

But these assunptions are not applicable to nost small devel opi ng
countries, and in particular to nost countries in the Mddle East. Such
countries suffer from chronic unenpl oynent and underenpl oynent, excess
capacity, inadequate utilization of resources, and w despread distortions in
nost markets. Under these conditions, the effects of regional integration
based mainly on trade |iberalization are at best limted, and at worst
harnful: such a path to integration accentuates econonic disparity anong
menmber countries in a phenonenon known as pol arization. 65/ This can occur as
the nore devel oped and stronger nmenbers of the FTA/CU can reap the benefits of
liberalized trade at the expense of the | ess devel oped and weaker partners.

Di sillusionment with the negative consequences of polarization was one of the
mai n reasons for the break-up of many regional schenmes in Africa and Latin
America. 66/

Designing an effective regional scheme suitable for Mddle Eastern
countries calls for a nore deliberate approach that enphasi zes cooperation and
coordi nati on anong nmenber countries with a viewto creating an enabling
environnment better suited to tackling the fundanental econom c problenms of the
region. Gains fromregional integration may be neasured by the extent to
whi ch the production structure of the region is rationalized, new
opportunities for profitable donmestic and foreign investnent are created and
unused resources are utilized. |In other words, the “regional union should
change the econonic conditions in the nmenber countries, so that the test
shoul d not be one of trade creation and diversion, but rather of devel opnent
creation and diversion”. 67/

Thi s approach requires an intergovernnmental agreenent specifying the
appropriate scope of specialization in existing and new industries on a
regi onal scale. Such an agreenment constitutes a conprehensive devel opnent
pl an, based on the conparati ve advantage of the region as a whole and of each
menmber within it, with due consideration for external and internal econom es
of scale. 68/ Carrying this out involves changing the regional pattern of
production, enployment and trade, a mpjor task that demands the coordi nation
of econom ¢ policies anong nember countries. Starting off with trade
i beralization w thout coordinating economc policy will not bring about the
benefits of a |arger market because the principal constraints facing a unified
mar ket involving nmost M ddl e Eastern countries are policy-rel ated.

The success of regional integration by the Association of Southeast
Asi an Nations (ASEAN), and post-apartheid southern Africa, is attributed at
least in part to the fact that the architects in both schenmes rejected the
concept of trade liberalization as the chief organizing principle. Fromthe
outset, the organizing principle of ASEAN was the adoption of a detailed
agreenment for “the establishment of designated new plants or industries,
coupled with the adoption of tariff or other policy nmeasures to ensure



i mpl ementation”. 69/ To be sure, the success of ASEAN was acconpani ed by
trade liberalization, but it was introduced for industries or group products
at different stages, in the context of a planned rationalization of
production. 70/

Thus, representing the issue as a dichotony between inport-substitution
and export-pronotion approaches may create a m sconcepti on about the
fundanmental dynamic at work. It is the degree of conplenmentarity and
consi stency, rather than conflict, between the two approaches that is a key
el ement in successful devel opment experiences |ike those of the East Asian
countries. 1In fact, the governnents of those countries, in particular the
Republic of Korea, used the traditional tools of inport-substitution strategy
as an inducenent and disciplinary apparatus to orchestrate the pronotion of
exports. 71/

Contrasting the experiences of successful regional schemes with | ess
successful ones points up a second inportant |lesson. It shows that the
success of a regional schene in expandi ng econom c activities and creating new
weal th is not enough to ensure sustainability and progress. A fair
di stribution of benefits anpbng the nenber countries is as inportant as
creating them A regional schene that favours one nenber at the expense of
others is unstable and bound to be dissolved. 1In this regard three issues
have to be consi dered:

Har noni zati on of econom c neasures anong nmenber countries in a regiona
arrangenent can result in favouring one (or some) nenber(s), especially
the nore econom cally advanced. Failure to institute a nmechani sm

wher eby adversely affected nmenbers are conmpensated can lead to friction
that threatens the proper functioning of the schene. The South African
Custonms Union (SACU) tackled this problemby instituting a
revenue-sharing fornmula to conpensate the four small nenbers of the

uni on (Botswana, Lesotho, Nam bia and Swazil and) for accepting a comon
external tariff that was designed by the | arger nmenber (South Africa) to
protect its industries. 72/

Regi onal integration may evolve through a proliferation of FTAs such
that one country has an individual Free Trade Area (FTA) with each of
the other countries in the region, while those countries have no
conmparabl e FTA with each other. This kind of an arrangenent gives rise
to a trade pattern that resenbles the “hub-and-spoke” of airline
operations. 73/ Cbviously, the systemconfers on the “hub” country the
advantage of being able to tailor the individual agreenments in
accordance with its interest. A “hub-and-spoke” system noreover
creates a distortion, which is related to the problem of polarization
noted above. In this situation, the “hub” country is likely to attract
nmost of the foreign investment as it provides preferential access to al
the “spoke” markets. To avoid such negative effects, a small country
entering into an FTAwith a potential *“hub” country can insist on
including in the agreenent a guarantee of automatic entry for any
willing country in the region. 74/

A regional arrangenent is sought for the gains it confers on nenber
countries. Discontinuation of the arrangenent, therefore, entails the



cost of dissociation, which represents not only forgone gains but sunk
costs arising from association. A skewed distribution of these costs
anong nmemnber countries could be a destabilizing factor. A country with
di sproportionately higher dissociation costs will be vulnerable to

ot hers’ stronger bargaining power to extract econom c or politica
concessions. A roughly equal distribution of dissociation costs for al
menbers facilitates the building of stable interdependent rel ations.

It should be enphasized that at present the world econony is undergoing
moment ous changes. Inportant political events and rapid technol ogi cal
advances have set in notion a trend towards gl obalization of markets. This
of fers unprecedented opportunities in international trade, investnent and
finance for devel oping countries that are capable of perform ng under the
di sci pline of competition and interdependent policy-making. Many countries,
especially in East Asia, have been very successful in reaping advantages from
gl obal i zati on and have been able to use integration with the world market as
an engi ne of growth.

An inportant factor underlying this success has been the ability of the
public sector to curtail traditional interventionist activities that constrain
the role of the private sector and retard growmh, while consolidating its role
in those activities that help to create a supporting system assisting the
private sector. 75/ Anpbng other issues, the East Asian experience has

demonstrated that the rel evant issue is not “large versus small” governnent,
but “right versus wong” roles. Liberalization of trade is not sufficient for
an outward, export-oriented, strategy. It needs a supporting system of

appropriate infrastructures, an institutional and | egal franmework and sound
econom ¢ structure and policy.

A third inportant |esson that can be deduced fromthe historical record
of attenpts by devel oping countries at regional integration is perhaps the
nmost relevant in the current examination. It is related to the role of
politics in determ ning the fortunes of regional arrangenent. Many schenes of
regi onal integration anong devel opi ng countries have achi eved sone econom c
success but were underm ned, if not overwhel ned, by political differences
anong the governnents of their menber countries, and by political upheavals in
sone nenber countries. Both the Central Anmerican Comron Market (Costa Rica
El Sal vador, Guatemal a, Honduras and Nicaragua) and the East African Conmunity
(Kenya, Uganda, and the United Republic of Tanzania) were established in the
1960s. They had achi eved consi derabl e progress in econom c integration unti
political differences anong nenbers disrupted their work, rendered the former
i neffective and led to formal dissolution of the latter. 76/ Politica
consi derations have al so played a negative role in frustrating various
attenpts at econonmic integration anong Arab countries, a topic exam ned in the
foll owi ng section.

C. Attenpts at econom c integration anong Arab countries

For hundreds of years until the beginning of the century, npst
present-day Arab countries were part of the Otoman Enpire. Economc
rel ati ons anong them were patterned by a relatively easy novenent of people,
goods and capital. But |long before the coll apse of the Enpire, European
econom ¢ penetration had changed the orientation of many Arab countries



towards trade with Europe, thus underm ning intra-regional |inkages. That
process was greatly intensified and given prom nence during the colonial era
and until the middle of the century. Having achieved i ndependence separately,
at different tinmes and in varied circunstances, each Arab country becane

i nterconnected with the world as a separate economc and political unit. A
desire to change that and achi eve sone formof Arab unity has existed for

many years at the popular level, alternatively spurred and frustrated by the
political turbulence that has prevailed in the region in the post-Second
Worl d War period. This aspiration arises froma foundation that enbraces

hi storical, geo-strategic, cultural and political dinmensions, and continues to
feature on the contenporary Arab political agenda, albeit with a form and
content that differ significantly fromearlier expressions. Since the 1950s,
Arab governments have repeatedly agreed upon various common plans for
political coordination, often including provisions for econom c integration

The first of such attenpts dates back to 1950 when nmenbers of the
League of Arab States signed the Arab Joint Defence and Econoni c Cooperation
Agreement. 77/ A nore anbitious scheme was the Arab Conmmon Mar ket agreenent,
whi ch was signed in 1964 by Egypt, the Syrian Arab Republic, Irag and Jordan.
This was fashioned after the nodel adopted by the original six nmenbers of the
Eur opean Econom ¢ Comunity in the 1950s. In 1971 the Council of Arab
Economic Unity was created by 11 Arab countries of the League of Arab States.
Seven of these fornmed the expanded Arab Common Market: Egypt, the Syrian Arab
Republic, Iraq, Jordan, the Libyan Arab Jamahiriya, Muritania and Yenen.

Wi |l e these regional agreenents aspired to elimnate all trade barriers
anong nemnber countries, and nove their econom es towards the goal of becom ng

a large single market, little was achieved in the way of increasing
intra-regional trade, or rationalizing the productive structure at the
regional level. Mvenents of |abour and capital in the 1970s and 1980s becane

nmore economcally significant within the region than the novenents of goods
and services. This was typified by the mgration to the Gulf States, Iraq,
and the Libyan Arab Jammhiriya, of Egyptian, Jordanian, Yeneni, Palestinian
and Lebanese workers, and the nmovenent of capital out of the region.

The m d-1980s wi tnessed the peak of |abour migration in the regi on when
there were sone 2 mllion Arab migrants in Saudi Arabia, 1 mllion in Kuwait,
and 200,000 in the Libyan Arab Jamahiriya and hundreds of thousands in other
@ul f and Arab countries. 78/ In the 1990s, there has been a considerable
decline in the nunber of Arab mgrant workers in the Gulf. This has largely
been due to the drastic fall in oil prices which resulted in fisca
contraction in the governnent budgets of oil-producing States and a
correspondi ng decline in aggregate demand. Recently, the Gulf States have
shown a preference for hiring workers fromthe Indian sub-continent at |ower
wages, and for awarding contracts to conpanies fromthe Far East who bring
their labour with them It should also be nmentioned that the migration of
Arab nationals to the Gulf States and the Libyan Arab Janmahiriya is transitory
in nature. Arab mgrants are given work permts for a fixed duration and they
are usually not allowed to acquire properties or start a business of their
own. 79/



The reasons for the poor record of Arab regi onal econom c integration
are many and varied but the following are usually cited as the npst
prom nent. 80/

! The first consideration is related to the fact that Arab countries have
di vergent political orientations, involving conflicts over |egitimcy,
sovereignty, borders, and regional and subregional hegenony. This
unstabl e political environment has rendered nost aspects of
i ntra-regi onal econom c cooperation dependent upon shifting political
alignments in the region, and between the region and external powers.
Correspondi ngly, the |long-term perspective for regional trade and
i nvestnment is understandably fraught with risks and uncertainty.

Anot her factor which has di scouraged Arab econonmic integration is
related to the type of econom c devel opnment practised in nost Arab
countries between the early 1950s and mi d-1980s. |In many of these
countries, nost investnents were undertaken by the public sector,
resulting in protected industries that overl apped with each ot her,
rat her than being conplenentary. Opening up to intra-regional trade,
therefore, may confront State-owned industries with the prospect of

| osing their domestic market share, with dire consequences for

enpl oynent, the bal ance of paynents and fiscal standing.

The third factor pertains to the weak state of physical, financial and
adm ni strative infrastructures for regional trade, testifying to the

| ack of serious attention to the need for such pillars of regiona
integration. Sonme of the deficient infrastructures are inadequate
transportation facilities, conplicated and ti me-consum ng custons
procedures, conplex and diverse exchange rate controls and the virtual
absence of regional clearing and paynents arrangenments.

A fourth and oft-cited reason for the failure of regional econonic
integration, especially in the Arab Mashreq (east of Suez), is the fact
that the nmpost popul ous Arab State, Egypt, is cut off fromits eastern
Arab nei ghbours by Israel. 81/ Thi s geographic discontinuity, which
only recently has becone |ess significant, had an inportant role in
effectively blocking intra-regional trade routes and in creating a
psychol ogical, if not economic and political, divide between the Arab
Mashreq and Maghreb (the Arab States in north Africa west of Egypt).

O her attenpts at econom c integration have focused on the subregi onal
| evel s rather than the whole region. Mst notable anmong these are the Gulf
Cooperation Council (GCC) and the Arab Maghreb Union (AMJ). The GCC was
established in 1981 by the six Gulf States of Bahrain, Kuwait, Oman, Qatar,
Saudi Arabia and United Arab Enmirates (U AE). Its aim laidout inits
basi c agreement, was to nove the six countries, gradually and in different
stages, towards the creation of a conmon nmarket that would allow for trade
free of tariffs and all other inpedinments, a conmon external tariff against
i mports from non-nmenber countries and conplete freedom for the novenent of
capital and their nationals. |In addition, the agreenment stipul ated
coordi nati on and cooperati on anong the nmenbers with the view to rationalizing
efforts at industrialization, adopting a common oil policy and pooling
resources to enhance bargai ning power with trade partners.



After 15 years of existence, the record of the GCC is m xed. On the one
hand, tariffs and other barriers to trade were rempved and resulted in
increasing intra-regional trade from3 per cent of total exports in 1980
to 7 per cent in 1990. 82/ Furthernore, it is noteworthy that the eastern
provi nces of Saudi Arabia and Kuwait have beconme exporting centres for the
rest of the GCC States, the former specializing in construction materials, and
the latter in oil pipes. Bahrain and Dubai (U A E. ) have al so assuned speci al
postures in the subregion, the former as an offshore financial centre, and the
latter as a transit and warehouse centre with its highly successful duty-free
zone at Jabal Ali.

On the other hand, the agreenment to create a common external tariff has
not been achieved. This is due to continuing negotiation over a host of
i ssues that include |levels of protection of industries, re-export trade and
rules of origin. Mdre inportantly, however, is the fact that the basic
econom c orientation of the six countries has not changed substantively as a
result of the GCC. Each country is heavily dependent on oil and has the bul k
of its exports and inports with the European Union, the United States and
Japan. The further success of the GCC is thus considered to depend on
changing that orientation by diversifying its industrial base and devel opi ng
conpl enentarity anong its nenbers and with the rest of the Arab region

The AMJU was founded by the Marrakech Treaty of 1988 and signed by the
heads of the Governments of Algeria, Tunisia, Mrocco, Mauritania and Libyan
Arab Jamehiriya. The treaty stipulated that the five econom es should reach
the stage of custons union before the end of 1995 and the stage of a common
mar ket in 2007. It enphasized a gradual and orderly route to opening up the
econom es so as to foster conpetition and the efficient allocation of
resources, as well as to rationalize production at the sectoral |evel.
Progress has been slow, however, due to both econonmic and political factors.
The econom ¢ stunmbling blocks include: differences in the scope and degree of
structural reforms in the five countries; the weak state of al
infrastructural aspects related to regional trade, transportation
communi cati ons and finance; and the |lack of conplementarity anong the
econom es. The political dinmension was also detrimental to the integration
effort, as unrest in Algeria in latter years has eclipsed efforts to pursue
the route of integration.

In the 1990s, a revival of interest in econom c cooperation at the
regi onal |evel occurred on two fronts. The first renewal of regiona
cooperation efforts started in conjunction with the M ddl e East peace process
initiated at the Madrid Conference of 1991. This effort was sponsored by the
i nternational conmunity, with the aim of fostering econom c cooperation
between the Arab countries and Israel, and in attracting foreign investnent to
the region to buttress the peace process. A nore recent effort has been
mounted by the League of Arab States (LAS). The former is discussed in
chapter V, and this section briefly reviews the LAS initiative.

In 1981, the LAS Econom c and Social Council adopted an “Agreement to
Facilitate and Devel op Trade anmpong the Arab Countries”. 83/ Its purpose is to
open up Arab econom es to each other through the gradual renoval of barriers
to trade anong them and the creation of a supportive systemto encourage the
growt h of such trade. Fifteen Arab countries subsequently signed the



Agreenent, and the task of negotiating the gradual renoval of trade barriers
anong them was entrusted to the Economi ¢ and Social Council of the Arab
League. After years of negotiations, the Council reached an agreenent on the
compl ete renoval of barriers to trade for certain commodities, and partia
renoval for others. However, the fact that the States concerned did not

i npl emrent these agreenments frustrated the work of the Council and cast doubt
over the useful ness of continued negotiations on the Agreenent.

Thus, by the beginning of the 1990s, the LAS “Committee on Trade
Negoti ati ons agreed that no further negotiations be undertaken for the renoval
of tariff and non-tariff barriers on the remai ning product groups before
governnments had enacted laws to inplement nmeasures that have al ready been
agreed upon”. 84/ Further deliberation on the subject ended with an agreenent
adopted in early 1997, known as the “Executive Progranme of the Agreenent to
Facilitate and Devel op Trade anpbng Arab Countries to create the Greater Arab
Free Trade Area (GAFTA)”. 85/ As its title inmplies, the new agreement is an
activation of the agreenment of 1981 along the |ines of neasures already agreed
upon, and according to a specific timetable. Inplenentation was to start on 1
January 1998 and is supposed to be conpleted in 10 years. The Agreenent, to
which all LAS nenbers are commtted, also includes the establishnment of an
institutional framework responsible for nonitoring and supervising the
i mpl ement ati on.

Whet her or not this Agreement will prove nmore successful than its
predecessors is sonething that remains to be seen. However, there are sone
encouragi ng signs that favour the chances of this new attenpt at econom c
i ntegration of Arab countries. Arguably, the political situation has changed
to a certain extent, in that political differences and divisions anong Arab
States have narrowed. This is acconpanied by a growing realization throughout
the region that market-oriented policies offer better prospects for dealing
with the chronic probl em of unenpl oynment and accel erating growth. There is
al so a new sense of urgency as regards the need for Arab States to nove
towards sone kind of regional arrangenent so as to be able to increase their
bargai ni ng power with giant international blocs such as the EU and NAFTA.

D. Integrating the Pal estinian econony at regional and gl obal |evels

In the previous sections a brief review was presented of the economcs
of integration and their relevance to devel opi ng econom es in general and the

Arab economies in particular. |In the course of the review sone inportant
i ssues related to the formation, stability and sustainability of regional
integration were highlighted. It was enphasized that proper resolution of

these issues requires the participating countries to undertake a maj or
structural economic reform ained at bringi ng about a new m x of
infrastructures, institutions and policies. Such a mx is necessary to allow
the opportunities created by economc integration to be fully exploited and to
mnimze its potential adverse effects.

Under standably, this is a huge and conplex task in the Pal estinian
context as it involves dismantling the | egacy of decades of an inhospitable
econom c environment. It is expected, however, that this will be carried out
gradually and in harnmony with the sequential stages of integration with
nei ghbouring econom es. The follow ng areas covering infrastructure,



institutions and policies are identified as priorities for action, insofar as
their present inadequate condition does not allow the Pal estinian econony to
realize its full potential for integration with w der markets.

1. I nfrastructures

At present, the Pal estinian economy in the West Bank and Gaza Strip has
neither the facility of an airport nor of a sea port. 86/ Al nost al
Pal estinian external trade is conducted with or through Israel, and al
i mports and exports are subject to Israeli security checks. It is estimted
that the clearing costs of Palestinian inports are twice those of Israel, and
the cost of clearing exports adds 3 to 5 per cent to export prices.87/ To
avoi d paying these extra costs, Palestinian producers, whol esal ers and
retailers use Israeli conmercial agents, who inport the goods and clear them
and then transfer themto the West Bank and Gaza Strip. Their role as
internmedi ari es “has deprived Pal estinian business of contact with overseas
mar kets, suppressed devel opnent of export market know how and, overall
inhibited growth in foreign trade”. 88/ As noted earlier this practice has
the added di sadvantage of causing a fiscal |eakage in favour of Israel.89/

Clearly, the integration of the Palestinian econonmy with the rest of the
wor |l d cannot continue to be carried out through internediaries, and facilities
such as a port and an airport are essential for establishing proper trade
relations with the rest of the world. Overland trade, both internal and with
nei ghbouring countries, is inhibited by the poor condition of the road network
and the trucking fleet. Roads have not benefited from any significant
i nvestment in maintenance and nodernization for the last 30 years. The
network is in urgent need of rehabilitation and expansion. Trucks are old and
inefficient, and their renewal is discouraged by costly replacenent parts and
hi gh inport and purchase taxes. 90/

2. Institutional franmework

At present, Palestinian inmports and exports through Israel have to
satisfy Israeli standards as established by the Israeli Standards
Institute (1SI). 91/ These standards are regarded as nore stringent than the
international norm Many observers consider that the standards are used to
protect Israeli producers rather than to benefit consuners. 92/ Simlarly,
the tariff regine is designed in accordance with Israeli econom c conditions
and interests. There are three |ayers of taxes on inports. Custonms duties
are calculated on c.i.f. value and are generally 50 per cent. On top of
these is the purchase tax, which ranges fromb5 to 240 per cent, in addition to
a 17 per cent value added tax (VAT). 93/ It is recognized that these taxes
force Pal estinian producers to pay high prices for their inputs. Clearly, the
interests of the Pal estinian econonmy are best served by designing a new set of
standards and taxes reflecting its current condition and devel opnent choi ces.
This would certainly result in lowering the prices of Palestinian inputs and
out puts, which in turn would foster trade wi th nei ghbouring countries.

3. Fi nanci al _sector

Despite the significant strides that have recently been nmade in
devel opi ng banking activities, the Pal estinian financial sector is still at an



enbryoni c stage. 94/ Two mmj or devel opnents are required to allow the sector
to fulfil its function in facilitating investnent and trade activities.

First, the devel opnment of a capital market providing financial instrunents for
nmobi | i zi ng resources from donestic, regional and international sources, and
all ocating themto productive investnents. Second, the devel opnent of a
banki ng and i nsurance environnent capable of providing the necessary bl end of
credit and insurance essential to supporting inport and export activities with
wor |l d markets.

4, Supply-side constraints

Finally, the Pal estinian econony will not be able to grasp the benefits
of integration into world nmarkets as long as the present supply-side
constraints continue to prevail. These include weak technol ogical capacity,

| ack of entrepreneurial marketing skills and the absence of specialized
institutions for agriculture and industrial products. A mmjor inprovement in
quality control, grading, packing, and | abelling is urgently needed to raise
Pal estini an exports to international standards. A detailed discussion of
these issues is the subject of a separate study of Pal estinian nmerchandi se
trade recently prepared by the UNCTAD secretariat. 95/



Chapter 1V
FUTURE PROSPECTS FOR | SRAELI - PALESTI NI AN ECONOM C COOPERATI ON

Fol | owi ng the occupation of the West Bank and Gaza Strip in 1967, a
custonms union with Israel came into operation that increased effective tariff
levels in the Palestinian territory approximtely fourfold. 96/ This
significant increase, along with a host of non-tariff barriers, caused
significant trade diversion away from nei ghbouring Arab countries and the rest
of the world and towards concentration with the Israeli market. This raised
the cost of capital and internedi ate goods to Pal estinian producers and
effectively wi ped out their conpetitive edge in foreign markets. Meanwhil e,
Pal esti ni an products containing Israeli inputs were not allowed to enter Arab
mar ket s because of the Arab League boycott of Israeli inputs used in
Pal estini an production. Palestinian trade canme to be dom nated by one
partner, with other markets featuring increasingly margi nal comerci al
links. 97/ The informal custons union between the Israeli and Pal estinian
econom es was one-sided; Israeli products were free to enter Pal estinian
mar kets, wi thout reciprocal treatnment for Pal estinian products. 98/ The scope
for Pal estinian exports narrowed, and a w dening nerchandi se trade deficit
energed, underwritten by the export of |abour services to Israel

Rel ati ons between the two econom es entered a new phase with the
establ i shment of Pal estinian self-governnent arrangements in the West Bank and
Gaza Strip. The Israel-Palestine agreenments designated a five-year interim
period (commencing in May 1994), during which negotiations between the two
parties were intended to reach an accord on “final status issues”, not
resolved in the interimagreenent. The terns and rules that govern econonic
rel ati ons between the two sides during the interimperiod are spelled out in
the “Protocol on Economic Relations”, signed on 29 April 1994. One of the
express purposes of the Protocol is laying the groundwork for “strengthening
the econom c base of the Pal estinian side and for exercising its right of
econom ¢ deci sion-making in accordance with its own devel opment plan and
priorities”. 99/

The Protocol envisages a path for the devel opnent of the Pal estinian
econony during the interimperiod and thereafter which depends critically on
further devel oping econonmic relations with Israel, greater openness in nutual
trade flows and initiation of cooperation and coordination in grow h-enhancing
projects. The Protocol adopts a framework for devel opnment based on |inking
the Pal estinian econony to the Israeli econony on nore equitable ternms than in
the past. However, the inplenentation of the Protocol has not been wholly
successful. Since 1996, the two econom es have drifted towards separation
nmore than towards integration, |largely because of political and security
concerns. Consequently, the difficulties facing the Pal estinian econony today
result in part froma framework for integration that is deficient, especially
i nsofar as it has not ensured the openness to the rest of the world prom sed
by the agreenents. Exploring a realistic way out of this inpasse, and its
i mpact on |l onger-term econom c relations between the two sides, are the
concerns of this chapter

The next section briefly summarizes the main provisions of the Protoco
and how economc relations between the two sides have evolved since its



i nception. The section considers some econonic neasures that could be

i ntroduced within the context of nodifications allowed by the Protocol, with a
view to alleviating certain problens and allowi ng the interimperiod to
proceed wi thout disruption to the reconstruction and devel opnent efforts.

This is followed by an exploration of future economc relations and the
condi ti ons under which they could be based on nutual interdependence.
Recogni zi ng that such relations cannot be achi eved unl ess they are enmbedded in
stabl e regi onal arrangenents based on a just and enduring peace, the fina
section of the chapter explores sonme aspects of future relations anong |srael,
Pal estine and the Arab States.

A. Current Israeli-Palestinian econonmc relations

As noted earlier, within the context of a one-sided custons union, trade
bet ween the two econonmi es during the pre-1994 period basically constituted an
exchange of Pal estinian | abour services for Israeli goods. It was expected
that the interimperiod (1994-1999) would bring about an orderly change in
that relation by allow ng the Pal estinian econony gradually to substitute the
export of goods for the export of |abour services. It was wi dely hoped that
the new environnent of the interimperiod would allow the PA to adopt an
econom ¢ policy enphasizing growth in agricultural and industrial production,
geared towards creating nore donestic enploynent as well as expandi ng exports
and restraining inports. 100/ Such growth was envisaged in the light of three
i nportant factors.

First, in the new environnment, both the public and the private sectors
woul d enjoy nore freedomto performtheir economc activities and face fewer
distortions. 101/ In the interimperiod the self-governnment authority has the
power to use sone inportant instruments of both nmacro- and m cro-econom c
policy. These include full control over direct taxation, |limted control over
indirect taxation, the right to |license and supervise financial institutions
and commercial ventures and to offer incentives to attract both donestic and
foreign investment. Private sector activities would be greatly encouraged by
the removal of some of the restrictions and regul ati ons that were preval ent
prior to 1994. These were to include the establishnment of financial
intermediaries to stimnulate savings and channel themto productive investnment,
changi ng the asymetric pattern of the customs union through the renoval of
sonme of the restrictions on Pal estinian exports to Israel, 102/ and allowing a
greater opening of trade with Jordan, Egypt and new markets further
afield. 103/

Second, the new environnment was to be reinforced by a conmtment from
the international conmunity to extend financial aid, with sone $2.5 billion
pl edged to help finance Pal estinian reconstructi on and devel opnment efforts.
This was deenmed essential to consolidate the above-nentioned | egal and
institutional changes with inprovenments in both the physical and socia
i nfrastructures.

Third, in the Protocol, the two sides agreed to maintain the nornal
movenent of | abour between them This was intended to enable the Pal estinian
econony to rely on a sustained, though reduced, export of |abour services to



I srael as a cushion to bolster income until reconstruction of the econony
coul d generate adequate enploynent to absorb a rapidly grow ng | abour
force. 104/

Overall, therefore, the interimperiod was to be a period of expansion
and growth generated by increases in production, a boost to trade arising from
new mar ket openi ngs and the continued generation of national income from work
in Israel. Accordingly, a key assunption of the new environment is a
relatively open border between Israel and the Palestinian territory for the
novenent of goods and | abour. \hile the Protocol does not enmbody any fornmal
commi tment regardi ng the nunber of Pal estinian workers permitted to work in
Israel, an inmplicit assunption was that their nunmber would be under the
pre-1993 level, i.e. between 75, 000-100, 000. 105/ The framers of the
Protocol, therefore, counted on having around one-quarter of the Pal estinian
| abour force working in Israel during the interimperiod. Any interruptions
were expected to be tenporary and brought on by exceptional
ci rcunmst ances. 106/

Unfortunately, the underlying prom ses of the Protocol have renai ned
largely unfulfilled. Political and security factors have rendered
interruptions in the flow of | abour and goods the rule, rather than the
exception. As seen in Table 15, the nunber of Palestinians working in Israel,
far fromrecouping pre-1993 |evels, has declined steadily from an average of
83, 000 workers in 1993 to 25,000 by 1996, the | owest level in 25 years.
Simlarly, the closure of borders did not allow for an increase in
Israeli-Palestinian trade. Table 16 shows that exports fromthe West Bank and
Gaza Strip to Israel declined in the first three quarters of 1996 by some
50 per cent conpared to their level in 1995. Israeli exports to the territory
increased slightly, reflecting the differential inpact of border closures on
t he novenment of goods between the Palestinian territory and |srael.

Pal estinian trade with Jordan and Egypt is affected in a simlar way, owing to
Israeli control of borders and security in the interim period

Natural ly, the conbined effect of a sustained decline in inconme from
prol onged reduction or suspension of exports of |abour and goods has had a
danpeni ng effect, which has spread through the econony as a whole. It has
al so disrupted the reconstruction programe by del aying the arrival of
much- needed capital goods, and by the allocation of resources away from
l ong-terminvestnent projects to finance energency work relief
progranmmes. 107/ It is estimted by one source that the closure has been
responsi ble for a 20 per cent annual average decline in Palestinian GDP
bet ween 1993 and 1996. 108/ Clearly, the concept of relatively open borders
that underlies the econom c framework created by the Protocol has not worked
as it was intended to, thus underm ning the prem ses and prom ses of the
framework in general

Accordingly, Israel and the PA appear to face two ngjor choices. One
woul d be to resolve to insulate the novenent of |abour and goods from security
and political exigencies, thus shielding the concept of open borders and
allowing it to function as intended by the Protocol. Alternatively, the two
parties could agree to recogni ze that open borders are not feasible under the
present circunstances. Accordingly, an agreenent to re-orient the provisions
of the Protocol to the reality of relatively closed borders, could be



envi saged for the remainder of the interimperiod. This would aimat a fuller
openi ng of the Pal estinian economy to other markets than are provided for by
t he Protocol .

Ei t her choice mi ght be considered unacceptable by one side or the other,
owing to lack of political feasibility or by being regarded as prejudicial to
the final settlenent negotiations. Yet, it is difficult to perceive a way out
of the present impasse unless sonme conbination of both choices is adopted and
vi gorously pursued. For a conmon position to energe, however, both
determ nation to resolve matters of discord swiftly, and political good-wll
combined with flexibility are required. Elenments fromthe two choices could
be used in conplenmentary fashion, and address two inportant aspects of the
current barriers to devel oping trade flows.

To begin with, the nmovenent of goods and | abour should not remain
subject to the inpact of violent incidents and overriding security neasures.
Whereas final status negotiations nay address this issue, a rectification of
the current situation is required for the remaining interimperiod. One
practical step would be the designation of “safe passages” between |Israel and
the Pal estinian territory; these would provide the two sides with the
facilities to monitor the novement of goods, and separate facilities could be
arranged to cater to |labour flows. VWile the basic fornms of these
arrangenents are already in place between the Gaza Strip and Israel, West Bank
trade with Israel is less effectively channelled. Such arrangenents,
acconpani ed by stream ined crossing formalities and controls, would respond to
the exigencies of security without prejudicing the outcome of the final status
negoti ati ons. 109/ The mmi ntenance of passages for trade wi th/through |Israe
shoul d be accompani ed by secure transportation arrangenents between the
West Bank and Gaza Strip, an interimissue which was still under negotiation
in md-1998.

Second, a process of separation in the |abour nmarket between the two
econom es has been under way since the md-1980s. As Table 15 shows, the
movenment toward integration of the two markets lasted until 1985. It was
characterized by the fact that the increase in the nunber of Pal estinians
working in Israel exceeded the increase in the nunber enployed donestically,
and by the narrowi ng of the wage differentials between the two markets. A
reversal of these two trends started after 1987. Since 1987, and especially
after the Gulf War in 1991, Pal estinians have been required to obtain specia
permts to work in Israel, issued according to security, rather than econonic,
consi derati ons.

| srael has accommpdated its economy to this change by allow ng foreign
workers to enter. It was estimated that 100,000 foreign workers were worKking
in Israel in 1996 with official permts, and that another 100,000 foreign
workers were in Israel in 1995 and 1996 wi thout permts. 110/ The Pal estini an
econony needs to take suitable neasures to adapt itself to this process. The
decl i ning incone earned by Pal estinians working in Israel no |onger provides
an adequate supplenent to GDP to cover the high cost of inports fronm through
I srael. Cheaper inports can be obtained from Arab countries, but this calls
for a mpjor relaxation of restrictions on passages to and trade with Jordan



and Egypt. 1In this regard, a nmethod nust be found of replacing the
inefficient transportation procedure in force at borders, known as
back-to-back. 111/

These two neasures, namely the establishment of controlled passages to
moni tor the novenent of goods and | abour with/through Israel, 112/ and the
rel axation of restrictions on the nmovenent of goods with Egypt and Jordan,
could help to isolate the interimeconom c framework fromthe debilitating
i npact of political and security exigencies. Mreover, both can be addressed
t hrough the nmechani sm set up by the Protocol, they need no new framework and,
in their technical aspects, they should not take nore than a few nonths to
design, agree and initiate. 113/ Agreenent on these practical issues could
al so lay the groundwork for longer-termtransport and trade arrangenents.

A closely related issue that has to be addressed within the franmework of
the Protocol in order to inprove the interimecononmc situation is the problem
of fiscal |eakage, which is underm ning the revenues of the PA and
contributing to its budget deficit. This |eakage is caused by the absence of
an equi tabl e revenue-sharing arrangenent in relation to the collection of
tariffs, customs duties and purchase taxes. According to the Protocol,
custons duties collected by Israel on inports are transferred to the PA only
if the shipment is |abelled as destined to the West Bank or Gaza Strip. 114/
Since the bul k of Palestinian inports conme through Israeli internediaries as
part of shipnments destined for Israeli corporations, custons duties paid on
them are not transferred to the PA 115/

According to one study, revenues on inports through Israel
intermedi ari es were between $88 to $195 million in 1992. 116/ |If the
procedures that yield the | owest estinate are used, the foregone revenue is
estimated at $126 mllion in 1995 or 3.7 per cent of GDP. 117/ A practica
solution to this problemcould be for the two sides to agree upon a
revenue-sharing fornula based on aggregate flows of trade. This approach has
been successfully used by the Southern African Custons Union (SACU).118/ The
absence of an agreed nmechanismto deal with this | eakage has led the PAto
license Pal estinian traders allowed to inport from abroad. Local agents nust
be designated for all inmports through Israel, in an attenpt to circunvent the
role of Israeli comrercial agents. |In addition to the disincentives created
by such interventioni st nmeasures, this approach provides only a partia
solution in that it cannot account for the non-Israeli content of the direct
imports fromlsrael. Furthernore, such unilateral steps do not bode well for
future economc rel ations between the two parties.

B. Prospects for future Israeli-Palestinian econom c relations

Notwi t hst andi ng present difficulties, negotiations over final
status issues, once initiated, should aimto reach a new, bal anced
I sraeli-Palestinian relation based on reciprocity and cooperation. The
m xture of coordination and separation that underlies the path to an inproved
econom ¢ rel ationship between the PA and Israel could also point to an
approach for el aborating the relation between the two sides after the interim
period. The suitability of this approach is not due only to the fact that it
is inherent to the process of devel opi ng i ndependent Pal estinian econom ¢



managenent. It is equally suitable for a small and poor economnmy seeking to
maxi m ze benefits fromits relations with an adjacent, |arge and advanced
econony.

It is generally held that the dynami cs of such a relation generate two
opposing forces that disproportionately affect the smaller econony and shape
its devel opnent. A favourable repercussion features an increased demand for
the products of the small econony, a diffusion of technol ogy and know edge, as
wel |l as effects known as “trickle down” or “spread” effects, resulting from
geographical proximty to a |arge market and from opportunities in
subcontracting, joint ventures and coordination in tourism and other services.
Unf avour abl e repercussions arise fromthe unsustainability of many industries
in the small economy, confinenent to the production of |owskilled goods and
the emigration of a sizeable segnent of its |abour force to the neighbouring
econony and to other nearby countries. These effects are generally known as
“backwash” or “pol arization” effects, and arise fromthe ability of efficient
| arge-scal e industries in the advanced economy to out-conpete inefficient
smal | -scale industries in the | ess advanced econony, and to attract its |abour
and capital. 119/

From t he perspective of the small econony, therefore, a crucial problem
is posed by the bal ance of the dynami c inpacts induced by the nore advanced
econony. To what extent do these dynamic effects help to foster the
devel opnent of the smaller economy, and conversely to what extent m ght they
retard devel opnent ? Anmong the factors that determne the relative strength
of these two trends is the degree of integration between the two sides.

For exanple, a renmoval of tariff and other barriers to trade between the
two econom es increases the exports of the small econony to its neighbour, as
trade between them assunes a pattern based on conparative advantage. This
| evel of exports cannot be sustained, however, if free trade is acconpani ed by
a conmon external tariff (custonms union). In this kind of union, the tariff
is generally determ ned by the interests of protecting the advanced economy’s
i ndustries, even in a context of gradual trade liberalization. Such
protection increases the price of intermediate and capital goods inported by
the small econony, and thus raises its costs of production. This dynam c can
conpromi se its conparative advantages, unless the inports concerned are
specifically exenpted. Further integration between the two econoni es under
these conditions, including the free novenent of |abour and capital, would
reduce the export of goods fromthe small to the |arge econony in favour of
the export of |abour services.

In other words, free trade and free nmobility of factors gradually
elimnate trade based on conparative advantage and confine it to trade based
on absol ute advantage, with the result that the small econony exports
| ow-skill ed goods and inports high-skilled goods, thus “locking-in” its
poverty. 120/ The small economy will then be relegated to the status of a
backward region in an advanced country, such as southern Italy and centra
Appal achia in the United States.

On the other hand, integration between the two econom es can be all owed
to proceed at a slower pace - free trade between the two sides first, wthout
a conmon external tariff and free nobility of factors. |In this case,



producers in the small econony woul d be better able to expand production by
taki ng advant age of scal e econom es, thus enhancing their conparative
advantage in trade. |In short, a slow pace of integration can enhance the
conparative advantage of the small econony by tapping the “spread” effects,
whereas a hasty integration can destroy conparative advantage through the
wor ki ng of the “polarization” effects.

Gui ded by these considerations, it can be argued that a custons union
with Israel is not necessarily in the Palestinian interest, either at present
or in the foreseeable future. Recent studies have shown that the comon
external tariffs inposed by Israel in the pre-1994 period resulted in a
significant increase in the cost of Palestinian production and a marked | oss
of its conpetitive position. 121/ For instance, the cost of garnent
production in the West Bank is on average greater than in Jordan by a factor
of 2.17. An inportant portion of that difference is due to the fact that
Pal esti ni an producers pay double the price for their inported Turkish
textiles, conpared to the superior-quality East Asian material inported by
Jordani an producers. The Pal estinians cannot afford to inport Asian textiles
because of the (still) high tariffs which protect the Israeli garnent
i ndustry. Owing partly to simlar differences in the prices of inported
i nputs, the cost of agricultural products, pharmaceuticals and shoes in Jordan
is lower than in the Palestinian territory.

Anot her reason for the high cost of Palestinian production in both
agriculture and industry is the relatively high wage rates. It is estimted
t hat wages of Pal estinian workers exceed those in Jordan by a factor of 2 to 3
in agriculture, a factor of 2 in the garnment industry, and a factor of 2.3 in
the shoe industry. 122/ These high wages reflect distortions in the | abour
mar ket created by the enploynment of Palestinians in Israel. Exporting |abour
services to Israel affects the econony in two ways that tend to reinforce each
other. On the supply side, induced higher wages in the donestic econony that
do not reflect donestic productivity gains, danpen agricultural and industrial
production. This is due to higher production costs, falling profitability and
| oss of conpetitiveness in foreign markets. On the demand side, the increased
i ncome generated fromwork in Israel increases aggregate demand in the
donesti c econony without parallel increases in production. Thus, the increase
in demand for traded goods is nmet by an increase in inports, and the increase
in demand for non-tradeable goods is net by an increase in prices. This
so-cal l ed “Dutch Di sease” change in relative prices causes a contraction in
tradeabl es, and stinulates the production of traditionally
non-tradeabl es. 123/

Integration of the Palestinian econony with the Israeli econony, in the
form of a custons union and enpl oynent of Pal estinian workers in Israel, thus
can lead to a situation where polarization effects have an adverse inpact on
Pal esti ni an devel opment potentials. Therefore, it may be in the longer-term
interest of the Pal estinian econony to reconsider a custonms union, with a view
to reorienting its trade regine independently of the protective policies of
the Israeli econonmy, which are ill-suited to Pal estinian econom c structures.

The ability of the Pal estinian econony to define its own tariff regine
is inportant at this stage of its developnent. |In doing so, it would aimat a
reduction in the prices of inputs and outputs, thus renoving sonme form dable



di stortions that have inhibited both donestic production and trade for a |ong
time. Arrangenments nodelled on the current Joint Economc Committee (JEC)
coul d ensure coordination between the two parties to decide in conjunction on
tariff setting and tariff suspensions in order to allow Pal estinian industries
to inport materials at lower tariffs when Israeli production is insufficient
or particularly costly. Such a joint body could also provide a forum for

desi gning i nproved border facilitation neasures, nonitoring their inpact and
periodically revising them as necessary.

An expansion in Pal estinian production and trade, mainly directed
towards outside markets and arising froma partial disengagement with the
I sraeli econony, could be reinforced by an expansion in other areas of
cooperation with Israel. This new relation would exploit potentials for
compl ementarity and rationalization, while acknow edgi ng the necessity for the
Pal esti ni an econony to use reasonabl e nmeasures to safeguard agai nst dependence
upon one major trade partner. The follow ng paragraphs consider sone of the
i ssues pertinent to long-term lsraeli-Palestinian econonm c relations.

1. Agriculture

Agriculture is a sector that has many of the ingredients for becomng a
testing ground in any new rel ati on between the two econom es. Rationalizing
agricultural production between the two sides requires mgpjor changes in
policies, as well as serious efforts at cooperation and coordi nation. The
agricultural sector remmins inmportant to the Pal estinian econony in that it
enpl oys around one-quarter of the |abour force, and contributes approxi mately

the same proportion to GDP and exports. It uses highly Iabour-intensive
met hods of production and in general does not incorporate scientifically
advanced nethods of irrigation and fertilization. |In contrast, |srael

agriculture is a very advanced and capital -intensive sector, but contributes
no nore than 2 per cent to GDP and less (1.7 per cent) to exports. 124/

Trade based on conparative advantages may |lead to Israeli specialization
in high val ue seedlings and prototypes, and Pal estinian specialization in
| abour-intensive fruit and vegetabl e branches. This division of |abour could
benefit both sides, but has not been possible until now owing to Israel
protective policies, which have allowed Israeli farnmers to sell fruit and
vegetables in the Palestinian territory and abroad at prices bel ow rea
costs. 125/ Furthernore, the policy has adversely inpacted Pal estini an
agriculture in that | owcost water supplied to Israeli farmers is not
avail able to Palestinian farners. 126/

Whi |l e quotas on inmports of Palestinian agricultural products are in
principle to be phased out by 1998 in accordance with the Paris Protocol
phytosanitary and procedural inpedinents to agricultural exports to/through
Israel remain in place. Renoving this distortion requires the gradual
di smantling of protective neasures and a fairer distribution of water
resources. These measures, acconpani ed by the devel opnment of adequate
Pal esti ni an phytosanitary and quality control capacities, would create a nore
| evel playing field in agriculture that would reduce prices, increase welfare
and conserve water.



From the Pal estinian perspective, the Israeli market is very inportant
because of its size, geographical proximty and fam liarity. Nonethel ess,
reviving the agricultural sector so as to enable it to play its devel opnent al

rol e successfully, as outlined in chapter 11, also requires an expansion of
Pal estinian agricultural exports to regional narkets, as well as to Eastern
and Western European markets. In this regard, cooperation with Israel to

transfer drip irrigation technol ogy, and know how on the application of
fertilization and filtration systens, as well as on nodern nethods of storing
packagi ng and marketing, could be beneficial to both sides.

2. | ndustry

I srael has a strong advantage in nmpbst manufacturing branches, so
i ndustrial trade with the Palestinian territory will be in its favour for a
long tinme. On the other hand, the Israeli econony is undergoing a structura
change whereby | abour is attracted to high-technol ogy manufacturing
establishnents, thus reducing the supply of labour for nmore traditiona
i ndustrial branches. So far, Israeli firms have been able to adjust through
subcontracting with firnms in the West Bank and Gaza Strip (and nore recently,
joint ventures in Jordan). Arrangenents with Pal estinian subcontractors
i nvol ve neither a comm tnent of Israeli capital nor a transfer of technol ogy.
Pal estinian firms “sem -finish” Israeli goods and contract processing
according to certain specifications. 127/

This process is basically an indirect trade in | abour services simlar

to the direct enploynent of Palestinian workers in Israel. In a new
environnent, characterized by nore openings to the rest of the world, it is
unli kely that such arrangenments could survive. Inflows of capital, along

with competition, would gradually replace foreign direct investnent (FDI)

and joint ventures would take over from subcontracting. Fromthe Pal estinian
perspective, Israeli-Palestinian joint ventures are preferable to
subcontracting. The involvenent of Israeli capital reduces risk, while the
donestic participation reduces the degree of dependency on I|srae
characteristic of subcontracting. To use the term nology of chapter 111
joint ventures distribute dissociation costs nore evenly.

There are many areas where joint ventures can be nutually beneficial in
that factors of production from both could conpl enent each other, and markets
for products are accessible. Sone exanples are:

(a) Textiles and garnents

This branch is highly developed in Israel, contributing around
9 per cent of total manufacturing value added and sonme 8-9 per cent of
i ndustrial exports. The Israeli fashion industry has secured access to
Eur opean and North American markets through a variety of licensing and other
production arrangenents with firms in those markets. But the high and rising
cost of labour in Israel is an obstacle to acquiring a conpetitive edge that
woul d enable a policy of nore aggressive penetration into those markets.
Joint ventures with Palestinian firm would reduce | abour costs in addition
to expandi ng exports to Arab and Islamc countries with simlar demand
structures. In return, Palestinian firnms would gain fromtechnol ogica
transfer and the acquisition of new skills.



(b) Agro-industries

The Pal estinian agro-industry includes food processing, olive pickling
and oil processing, tobacco growing and dairy plants. Joint ventures with
Israeli firnms that inprove technology in canning, drying and freezing of fruit
and vegetables could go a long way towards enabling the branch to becone an
export industry as well as a supplier of the energing |local market. A demand
for such products also exists in Arab and Islamc countries, as well as in
Arab and Islam c expatriate communities in Europe and the Anmericas.

(c) Conput er services

There are a number of successful Palestinian firms in the West Bank
produci ng Arabi c-1anguage software, including word processing, graphics and
Arabic calligraphy. It is expected that these firms will be able to export
their services to neighbouring Arab countries once trade is normalized in the
region. Joint ventures with Israeli firnms could expand exports to include
nmore sophisticated conputer services such as informati on and conmuni cati on
systens, related consultancy services, and bul k data processing.

3. Tourism

Per haps the npst promi sing area for Israeli-Palestinian economc
cooperation is the tourismsector. A peaceful environment would certainly
i ncrease significantly the nunber and variety of tourists to both areas.
Accommodati ng that increase and expanding the sector to realize the ful
potential of the region’s religious, cultural, natural and |leisure attractions
requires serious efforts of coordination, a topic addressed in the next
chapter.

C. Econonmic relations in an era of peace
bet ween Israel and the Arab States

The geography and history of the Arab-lIsraeli conflict have conbined to
make Pal estinian-Israeli relations closely intertwined with Arab-1srael
relations. Consequently, three preconditions appear relevant to make the
peaceful , cooperative Palestinian-Israeli relationship contenplated in the
precedi ng section a catalyst for regional economic integration. First, a
successful conclusion of the permanent status negotiations. Second, the
concl usi on of peace treaties between the Syrian Arab Republic and Israel, and
bet ween Lebanon and Israel, to conplenent those already signed by Israel with
its other Arab neighbours, Egypt and Jordan. Third, a reorientation of the
steps so far taken towards regional cooperation in a manner that recognizes
Arab concerns about Israel’s econonic predomnm nance, and eventual policies, in
the region. Gven the political nature of the first two issues, the follow ng
di scussi on focuses on the third.

Economic rel ati ons between the Arab countries and |Israel have proceeded
along two tracks, bilateral and nultilateral, as follows:



1. Egypt -l srae

Trade rel ations between the two countries are governed by an “Agreenent
on Trade and Commerce” which was signed in 1981. The Agreenent allows for
unrestricted trade between the two countries based on the principle of

nmost - favoured-nation (MFN) treatnent. 128/ Apart fromoil, however, trade
between the two countries in the first 13 years was nmpdest, and did not exceed
$25 million per annum Since 1994, trade registered a significant increase,

and is expected to reach $80 mlIlion by the turn of the century. 129/ Half of
the non-oil Egyptian exports to Israel are yarn, whereas its inports from
Israel are mainly chem cals and processed food. The volunme of Israel

i nvestnent in Egypt is not known since nmost of it is undertaken through '"third
parties' under other nationalities. 130/ The biggest joint venture project
between the two countries is the Mddle East G| Refinery (MDOR) at

Al exandria which, at an estimated cost of $1.2 billion, is underwitten by the
private and public sectors in both countries and the European |nvestnment

Bank. 131/

2. Jordan-1srael

An “Agreenment on Trade and Econonic Cooperation” between |Israel and
Jordan was signed in 1995. The agreement is also based on the MFN principle,
and it expresses the intention of both sides to nove gradually towards a free
trade agreenment. Since the signing of the peace treaty, officials fromboth
si des have repeatedly declared their aimto nove rapidly to the econom c
front. Joint committees have been established to study and plan major joint
infrastructure projects, joint venture investnent enterprises and the
coordi nation of tourist services. Travel between the two countries has been
opened through an airline joining Anman and Tel Aviv, and through direct bus
routes. It is too early, however, to ascertain the likely pattern of econom c
cooperation between the two sides, though certain successful joint ventures in
Jordan and subcontracting to Israeli garments industries have been reported
since late 1997. Two observations are worth noting. First, it seens that
there is an inplicit understanding by both sides that cenmenting the peaceful
rel ati on between them requires greater econom c cooperation. 132/ Second,
there has been sonme di sappointment felt by Jordanian agricultural exporters
about Israel's refusal to inport their produce on the grounds that it is not
conpatible with Israeli standards. 133/

3. O her Arab countries

Even though Egypt and Jordan are the only two Arab countries that have
signed formal peace treaties with Israel, since 1994 other Arab countries have
expl ored the establishnent of economic relations with this country. The nost
active in this respect is Mirocco, in that it has allowed indirect trade with
| srael, the volune of which, according to sone Israeli reports, is greater
than between Israel and Egypt. 134/ Israel has also initiated infornal
econom c relations with several Arab countries in the Gulf, at the |evel of
representative offices primarily concerned with exploring future trade,

i nvest ment and ot her economi ¢ cooperation opportunities. One project to
transport natural gas from Qatar through pipelines to Haifa seaport has been
under consideration for several years



The multilateral track of regional cooperation was initiated at the
Madri d Peace Conference of 1991, with the establishment of five nultilatera
wor ki ng groups (consisting of representatives fromnost Arab countries,

I srael, and other concerned States) dealing, respectively, with regional
aspects of econom c devel opnent, water, refugees, security and the
environnent. 135/ The groups nmet every six nmonths until 1996, but apart from
exchangi ng views and presenting position papers, little in the way of taking a
collective stand towards the issues has enmerged. The nmultilateral track took
anot her route independently of the nultilateral working group negotiations,
with the convening of the Mddle East and North Africa (MENA) Econom c Sunm t
Conference held at Casabl anca in October 1994. The Conference brought

t oget her Heads of State, Governnent officials, academ cians and busi nessnen
fromnost of the Mddle Eastern countries, all industrially advanced
countries, and a | arge nunber of other States as well.

An institutional framework responsible for coordinating efforts aimed at
regi onal econom c integration was announced at both the governnmental and
private sector levels. The forner consists of a Central Steering Comittee
made up of representatives of governments in the region, and an Executive
Secretariat charged with identifying viable regional projects and overconi ng
obstacles to trade and investnment. The latter consists of a regional Chanber
of Commerce and a Business Council. A Regional Tourism Board was al so
announced, including both public and private representation, and entrusted
with promoting the region as a unique and attractive tourist destination.

In addition, it was agreed to establish a “Bank for Econom c Cooperation and
Devel opnment in the Mddle East and North Africa” structured to “pronote

devel opnent of the private sector, support regional infrastructure projects,
and provide a forumto pronote regional econom ¢ cooperation”. 136/ Since
then, the sunmt was reconvened twice with a siml|ar degree of attendance and
interest, in Amman (1995) and Cairo (1996). However, the npbst recent session
(in Qatar in 1997) was not attended by npst Arab States, and the projects and
coordi nation nmechanisns initiated in previous years have not been | aunched or
constituted. The lack of progress in the peace process was cited recently as
the reason for an indefinite postponenent of the next MENA Conference,
originally intended for |ate 1998.

The foregoing review clearly shows that econonic contacts and di al ogue
between Israel and its Arab nei ghbours have increased significantly in the
| ast few years, based on the nomentum and expectations of the peace process.
Precisely where this may |ead, given the political stalemate since 1996,

remains to be seen. Israeli officials are, however, optimstic that the trend
will continue. 137/ Furthernore, the peace process, initiated at the Madrid
Conference, has legitim zed Israeli involvenent in regional arrangenents ained

at econom c integration, at |east those which include extra-regional partners.

It would be m sl eading, however, to ignore the fact that dial ogue
bet ween Israel and Arab countries has been nostly carried out at the |evel of
governments on the Arab side, and still |acks w de popul ar support. The
attitude of professional and | abour organizations in the Arab countries
agai nst normalizing relations with Israel until peace is achieved, the cold
reception given by the public to Israeli participation in trade exhibitions in
Cairo and Amman and the relatively small nunber of Egyptians and Jordani ans
who travel to Israel testify to popular reluctance to enbrace neasures taken



at the official levels. 138/ By and |arge, Arab popul ar di sapproval of
normalizing relations with Israel nowis due to two factors. First, there is
wi de popul ar rejection of the continued occupation of Arab territories by
Israel. Normalizing relations in these circunmstances is considered a breach
of a unified Arab stance, and a nmove that would strengthen Israel’s position
in negotiations with the PA, Lebanon and the Syrian Arab Republic. Second, an
i nfluential current of thought believes that |Israel would view normalization
of economc relations with Arab countries as a way to penetrate their markets
and econom es. 139/

Whereas these views are repeatedly expressed in the nass nedia in Arab
countries, especially in Egypt, Jordan and the Gulf States, studies by
prof essional s and academ cs have al so expressed di smay at the manner in which
econom c relations with Israel are evolving. 140/ 1In this literature, both
the bilateral and the multilateral tracks are viewed as deficient. The forner
is seen as granting Israel the role of “centre” in the new regional
arrangenents in that it is able to tailor its relations with the Arab
countries according to its absolute trade advantages; in other words, the new
regi onal arrangenent woul d be patterned al ong the “hub-and-spoke” system
outlined in chapter Il1l. The fact that Israel is the only country in the
region that has FTAs with the United States and the European Union, is seen
to strengthen its “hub” position, through its preferential access to both the
regi onal market and the European and Anmerican markets. The multil ateral
track, as epitonized by the nmanner in which decisions on new regi onal bodies
and projects were nmade at the MENA Economic Summits, has been seen by many as
serving mainly extra-regional econom ¢ and trade interests.

A wi del y-respected noderate Egyptian econoni st expressed the opinion of
many Arab observers at the tine of the first MENA Summt by saying: “Arab
governnents which participated in the Casabl anca Sunmt were literally
«dragged’ into the Casablanca Conference wi thout full cognizance of its
obj ectives and wi thout adequate consultation on its list of participants,
agenda, procedures or expected outconme. It is apparent that the prine
beneficiaries are Israel and the United States ...” 141/ Simlar views were
voi ced about the second Sunmit, particularly concerning the establishnment of
the regional bank noted above. 142/

It should be stressed that such critical views have not come from
radi cal el enents opposed to the peace process. Qite the contrary, they
represent the concern of mainstream experts who support the peace process and
are worried about its direction. Fromthis vantage point, a “hub-and-spoke”
systemwith Israel at the centre, is not seen as a stable system capabl e of
surviving for long, and thus will not serve the cause of peace. However,
their concern does not focus solely on Israel or its international supporters,
but equally includes Arab governnents, who are considered to be capabl e of
i nfl uencing the direction of the process by coordinating with each other and
presenting their own design, collective or otherwi se, for future regional
econom ¢ cooperation arrangenents. 143/ The debate that has taken place in
the region over the past years on this issue, involving both governnents and
civil society, can be construed as a positive and firmindication that greater
regi onal cooperation, involving Israel, is inevitable, even if its direction
and common benefits have still to be nore clearly identified.



From the Pal estinian perspective, the future Israeli economc role in
the region is of the utnost inportance. To a large extent, that role would
shape Pal estinian econonmic relations with both Arabs and Israel. In this
respect, it appears to be in the Palestinian interest to play an active role
in directing regional integration away fromthe “hub-and-spoke” system and
towards a stable and equitable relation that would serve every country’s
interest as well as the continuation of the peace process. Such a system
requires better econonmic relations anong the Arab countries, and between the
Arab countries and the United States and European Union. This dinension is
di scussed in the next two chapters.

However, in view of Arab uncertainty regarding the econom c role of
Israel in the region, as discussed in the previous chapter, and in order to
encourage the energence of an acceptabl e arrangenent for regi onal cooperation,
| eading towards greater integration at the subregi onal and/or regional |evel,
the foll owi ng suggestions are deened appropriate

* Future Israeli and Pal estinian trade agreenments should include a
clause allowing the latter to conclude integration arrangenents and
bilateral preferential trade agreements with Arab and ot her devel oping
countries - a common feature of many integration arrangenents. The

G obal i zed System of Trade Preferences Anong Devel opi ng Countries
(GSTP), to which Palestine is a party, could provide one possible
framework for this.

* As a conpl enmentary step, the PA should also consider the inclusion
of an accession clause in future trade and economni c cooperation
agreenents with Israel, so as to allow for the automatic acceptance of
any Arab country willing to enter the agreenent and abide by its rules.

* The PA should give high priority to utilizing the preferenti al
treatment accorded to its exports by the United States and the European
Uni on, and explore all avenues to inprove on it.

* The PA could take the lead in calling for the establishment of an
i ndependent organi zation entrusted with nonitoring flows of trade and

i nvestnent in the region, and with analysing and reporting on their
differential inpact on the countries concerned. This could help to
provi de a database, from which the appropriate policies and measures for
econom ¢ cooperation could flow, with the interests of all the countries
gi ven careful consideration.



Chapter V
PROSPECTS FOR ENHANCI NG PALESTI NI AN- ARAB ECONOM C RELATI ONS

The previous chapter suggested that a concom tant to normalizing
I sraeli-Pal estinian economic relations is the normalization of
Ar ab- Pal estini an econom c relations. An inportant aspect of the former is
the need to diversify Pal estinian econonmic relations with other States so as
to reduce its dependence on one nmjor econony. In this regard, and especially
as concerns the movenent of goods and people, Jordan is a gateway for the
Pal esti ni an econony to the Arab Mashreq and the Gulf States, and Egypt is a
gateway to the Arab Maghreb and Europe. Nor is the normalization of relations
between the Pal estinian and Arab economies an artificial arrangenment. It
conpl enments and cultivates strong and persisting bonds of history, culture
and religion, resting on a common | anguage and shared val ues. Moreover,
hal f of all Palestinians are still refugees living in neighbouring Arab
countries. 144/

Yet, discerning the appropriate shape and pace of nornmalization, even
with i mredi ate nei ghbours - Jordan and Egypt - is not an easy task. The
difficulties are illustrated by the fact that the Pal estinian econony has been
set on quite a different path of devel opment over the |ast three decades, and
that the two nei ghbouring economes, like others in the Arab world, are not
wel | integrated with each other. Arab countries, however, are in the process
of moving towards nore open econom es ainmed at achi eving greater regiona
cooperation and eventually integrating their economes in the global setting.
In this process, the role of the Pal estinian econony is pivotal, as normalized
relations with Israel would reduce the barriers that divide Arab countries,
and serve as a bridge for regional cooperation

The present chapter highlights sone issues in this process by
contrasting constraints and opportunities. The first section briefly surveys
the current position of the Palestinian econony in relation to the Arab
hinterl and. The second section is concerned with infrastructures - projects
t he Pal estinian econony has to undertake in conjunction with its Arab
nei ghbours in order to limt its dependency on one trading partner and
facilitate the nove towards greater regional cooperation. The third section
anal yses prospects for the rationalization of production and trade in the
region, and the final section addresses issues of coordination and
har noni zati on of econom c policies.

A.  The Pal estinian economy in the context of the Arab region

From t he Pal estini an perspective, the main Arab markets can be
classified into the foll owi ng groups:

* Nei ghbouring countries: Egypt, lraq, Lebanon, Syrian Arab
Republic and Jordan;

* Qul f States: Bahrain, Kuwait, Oran, Saudi Arabia, United Arab
Em rates, Yenen and Qatar; and



* North African countries: Algeria, Libyan Arab Jamahiriya, Mbrocco
and Tuni si a.

Since the Second World WAr, economic relations anong these countries
have not contributed to the devel opnent of trade and investnent, but rather
revol ved around factor nmovenents, especially between the first and second
groups. Workers emigrated fromthe West Bank and Gaza and nei ghbouri ng
countries (with the exception of Iraq) to work in the Gulf States. In
return, capital flowed in the opposite direction, in the formof workers
remttances and official aid, to Jordan, Lebanon, Syrian Arab Republic and the
Pal estinian territory. The ratio of intra-regional (nmerchandise) trade (in
the region as a whole) to total trade is [ower than for any other grouping in
the world. 145/

Tabl e 16 shows the popul ati on and GNP of representative countries of the
three groups, in addition to that of Israel. Apart fromthe oil-rich States,
Arab countries are classified either as |owinconme or mddle-incone countries.
It is inportant to note at the outset that using GNP and GNP per capita in
dol Il ars for purposes of conparison poses a problem because it ignhores varying
purchasing powers in different countries. This problemis clearly illustrated
by comparing the GNP of some Arab countries with that of Israel. As Table 16
shows, the total GNP of Egypt, Jordan, the Pal estinian econony and the Syrian
Arab Republic, expressed in 1993 dollars, was |l ess than that of Israel.
However, using UN “international dollar” figures derived according to
purchasi ng power parity (PPP), it nmay be seen that the total GNP of the four
Arab countries is larger than that of Israel by a factor of 4.

Two points related to the PPP neasures are worth noting. First, even
t hough the incone disparity between Israel and its Arab neighbours is quite
wide, it is not as large as is inplied by their respective per capita GNP
Cbservations of Israel and Jordan woul d suggest that the per capita incone of
the latter relative to the former is closer to what is inplied by PPP neasures
(27 per cent), than to that inplied by GNP per capita (9 per cent). Second
while there is no PPP index for the Palestinian territory, the fact that its
price level is influenced disproportionately by Israeli prices would suggest
that it is msleading to interpret its higher per capita GNP as an indication
of a higher standard of living. A PPP neasure would nost |ikely show that the
Pal estinian standard of living is |less than that of Jordan and the Syrian Arab
Republic. 146/ This would be consistent with the fact that basic
i nfrastructure, social services and public utilities are superior in these
countries. 147/ The key point here is to realize that it is reasonable to
regard the Israeli real per capita inconme as exceeding those of its neighbours
by a factor of 2 or 3 rather than 8-21 as inplied by GNP per capita; rea
Pal estinian per capita incone is simlar to, though probably |ower, than that
of the Syrian Arab Republic and Jordan.

Concentrating on the adjacent Arab countries, sone inportant
simlarities are found between their econom es and that of the Pal estinian
territory with regard to priority issues of devel opnment. 148/ Parallel to
Pal estinian efforts at restructuring the donestic and external economc
environnent, the Egyptian, Jordani an and Syrian econonm es have been going
through a process of reformaimed at providing a new i npetus for sustained
devel opment. Although the reform process is proceeding at varying speeds, the



move is towards greater enphasis on the role of the private sector in
production and trade, and on shifting the public sector’s role to that of
creating a supportive environment.

The three econom es have intensified nmeasures to |liberalize their trade
rel ations, reduce the over-valuation of their exchange rates and encourage
foreign investment. 149/ As in the Palestinian case, the three econonies are
al so facing the problem of declining capital inflows, as remttances from
their workers in the Gulf States and official Arab aid dw ndle. The four
econom es are therefore bound to introduce adjustnents that would attract nore
foreign capital, including the accunul ated savi ngs of expatriates abroad. 150/

It seems reasonable to infer fromthese sinilarities that the four
econom es woul d benefit greatly fromcoordinating their policies and greater
mut ual openness. It is obvious that the cost of economc reformin each would
be greatly reduced if policy cooperation were successful in sharing the risks
and mnim zing dislocations by providing adequate tinme for adjustnments. The
political feasibility of this, however, may not be assured. It is also
sel f-evident that the ability of each economy to absorb a relatively
substantial inflow of its expatriates’ savings and foreign investnments would
be greatly enhanced by an enlarged market with inproved infrastructures.

In addition to these econonic considerations, there is an inportant
political notivation for policy coordination anong these econom es as a
prerequisite to any sub-regional/regional arrangenment. Alleviating Arab
concerns with regard to econom c cooperation with Israel, as discussed
earlier, necessitates the inclusion of both Egypt and the Syrian Arab Republic
in any regional or sub-regional arrangement, especially given their status as
regi onal poles of influence. 151/ It is widely considered that any regi ona
arrangenent that excludes one or both of these countries will not be stable or
durable. 152/ Cooperation anmong themthat would facilitate regional
i ntegration, including Israel, requires cooperation in building regiona
i nfrastructures, rationalizing production and trade and harnoni zi ng economni c
ref orm measures.

B. Regional infrastructure

The success of Pal estinian econom ¢ devel opment will depend to a great
extent on inproved regional infrastructures. This is due to the fact that, as
regards water, energy and transportation, Palestinians cannot obtain |ow cost
structures without participation in regional projects. Serious problens of
envi ronnent al degradation and water safety al so need regional efforts to
achi eve adequate solutions. Recent research has shown that infrastructure
proj ects can have high rates of return and that they foster growth by
significantly reduci ng production costs in manufacturing. 153/ Experience
with regional infrastructural projects has al so shown that success depends on
bei ng perceived by all countries as fair and equitable.

Priority infrastructure projects are exam ned bel ow under the three
headi ngs of water, energy and transportation. 154/



1. VWAt er

The region’s water resources are not at present optimally used, thus
creating both waste and regional tension. |Israel has been “sharing”
Pal esti ni an, Jordani an and Lebanese water resources for the last 30 years, and
countries in the region have not been nmanaging their water resources in an
effective and econonm ¢ manner. 155/ Accordingly, a regional water arrangenent
has to address the three issues of distribution, conservation and expansion.
First, a fair systemof distribution of surface and groundwater resources
shared by two or nmore countries is needed. A regional body equi pped with both
a conflict-resolution nmechani smand technical expertise may be necessary to
address this inportant issue.

Second, a systematic effort should be nade to study the economc
feasibility of using different techni ques of managi ng and conserving water.
Modern irrigation schemes, if used effectively, could significantly decrease
the anount of water currently used in agriculture. Undoubtedly, Israel has
much rel evant experience to share in this regard. Sinmlarly, nodern nethods
of recycling sewage water could supply nmuch of industrial and agricultura
wat er needs, thus conserving fresh water for household and donestic purposes.

Third, while the first two i ssues are of short-term concern, expanding
the supply of water by l|large-scale schemes is a long-termissue. Such schenes
i nclude fresh water transfer, hydropower projects and desalination. Sone
proposal s have been made, including transfer of fresh water by pipes from
Turkey to the Syrian-lsraeli borders to supply the Yarnouk and the Sea of
Galilee, as well as the hydropower schenes of the Mediterranean-Dead Sea Canal
and the Red Sea-Dead Sea Canal. These |large projects, however, are costly and
require a high degree of regional cooperation. 156/

It should be enphasi zed that achieving a regional arrangenent that
successfully addresses these three issues is of crucial inportance to the
prospects for Pal estinian econom ¢ devel opnent. At present, the availability
of renewabl e resources of water in the West Bank is anong the |owest in the
worl d. 157/ This has suppressed the demand for water and generated a highly
inefficient allocation of resources. A continuation of water scarcity
threatens to i mpose severe constraints on agricultural and industria
expansion. It is, therefore, of the utnost inportance that final status
arrangenents accord the Pal estinians nore equitable shares of the West Bank
mount ai n aqui fer and the | ower Jordan River basin water resources.

2. Ener gy

From t he Pal estini an perspective, electric power is a top priority. At
present the West Bank and Gaza have no independent electricity supply, and
supplies fromlsrael are expensive and do not neet the requirenents of future
growt h. 158/ A unified Pal estinian power system operating as part of a
regional grid that pronotes interconnection with Egypt, Jordan, the Syrian
Arab Republic and Lebanon is needed. This systemcould build on the existing
i nks between Jordan, the Syrian Arab Republic and Lebanon, and increase their
effectiveness. A regional schenme would benefit the Pal estinian econony by
making a nmore reliable supply available at cheaper prices, and would al so be
of benefit to the other countries.



3. Transportation

Revitalizing trade between the Pal estinian econony and its Arab
nei ghbours woul d require a major inprovenent in the traffic capacity of border
crossings with Jordan and Egypt. Between the east and west banks of the
Jordan river, there are six natural bridge |ocations, but only three bridges
exi st and just one (Allenby) is used for freight traffic. It is necessary for
nmore bridges to be constructed and their capacity for traffic increased in
order to accommpdate the expansion of trade and increased tourist activities.
It is also inmportant to build termnal facilities on the Jordani an side of the
border so as to elinmnate the costly delays arising fromthe present
procedure, which requires Pal estinian exports to be transported to the Amman
custonms house for clearance. Moreover, there is only one border crossing
bet ween Egypt and Gaza through Rafah. Terminal facilities on both sides are
in need of nodernization and nore effective cl earance procedures. O
| onger-term concern are projects to upgrade overland travel in the region by
bui | di ng modern hi ghways. One such project proposed would involve the
construction, inmprovenment and upgrading of the road along the eastern
Medi t erranean coast from Turkey to Egypt.

C. Rationalization of production and trade

As was noted earlier, Palestinian trade is overwhel m ngly anchored with
one partner, leaving an insignificant amount of trade to be carried on with
Jordan and the rest of the world. 159/ This |opsided trade pattern is the
result of restrictions and arrangenments introduced under occupation. Mny
studi es have denonstrated that the renmpoval of these restrictions would
redirect trade towards Arab countries and the rest of the world. 160/ Such a
redirection woul d benefit the Pal estinian side by increasing its exports and
changing the terns of trade in its favour, as well as diversifying its trade
and elimnating its dependency on one trading partner. 161/

In a recent study, trade flows between the Pal estinian territory, its
Arab nei ghbours, Israel and the rest of the world were estimted under the
assunption of a conplete renoval of current restrictions on trade. The
results presented a conpletely different picture fromactual flows. 162/
Under the assunption of renoval of non-tariff barriers (NTBs), 70 per cent of
Pal estinian exports in 1992 woul d have been directed towards nei ghbouring Arab
countries, the Gulf States and Islamc countries. Simlarly, under this
assunption, 74 per cent of Palestinian inports would have come from
nei ghbouring Arab countries, the United States, Japan, Republic of Korea, the
EU and Turkey. An inmportant conclusion of this study is that, although the
renmoval of trade restrictions and opening up to neighbouring countries and the
rest of the world would correct the Palestinian trade relation with Israel, it
woul d not elimnate the trade deficit. |In fact, the deficit for 1992 under
the same assunption is reduced by only 13 per cent, and sinply redirected
towards Arab countries, the United States, Japan and the EU. 163/

These findings concur with those of simlar studies, and with the view
stated in chapter 111, that organizing regional integration anong devel opi ng
countries with trade liberalization as the chief principle would not address
the primary problenms of these countries. The fact that Egypt, the Syrian Arab



Republic, Lebanon and Jordan all suffer fromrecurrent, rather than cyclical
mer chandi se trade deficits calls attention to the need for coordinating
regional efforts to address the problem

Cultivating the advantages of regional integration as outlined earlier
would aimto rationalize production anong the countries so as to expand trade
anong them and increase their capacity to export to the rest of the world. A
concerted Pal estinian export drive should be a key elenent of this package,
directed at Arab and other countries in the region, including Turkey and the
Islami c Republic of Iran. The possibility of bilateral agreements m ght be

envi saged as well, in anticipation of the effective inplenentation of regional
arrangenents, as well as the deploynent of the various traditional export
pronotion instrunents, and government support canpaigns. In this regard, the

foll owi ng points seemrel evant.

1. I nternal econoni es

By and large, a country intent on expanding its exports has to acquire
new conparative advantages in the production of sone commodities. This can be
achi eved by the exploitation of econom es of scale within a regional context.
The opening of trade between the Pal estinian econony and its Arab nei ghbours
can be expected to achieve such a goal. The Iarger market would induce firns
operating in industries with increasing returns in each country to expand
whil e narrowi ng the range of their products, thus specializing in sone
differentiated goods and producing on a larger scale with | ower unit costs.
As a result, specialization would lead to increased intra-regional trade at
| ower prices and with a greater variety of choice. Since this intra-industry
trade is associated with higher productivity and | ower prices, it is bound to
i ncrease the conpetitiveness of the region and enhance its capacity to export
to other markets. This kind of trade could be especially relevant to Arab
countries in the Mashreq, because, unlike inter-industry trade, it can
flourish anmong countries that are simlar in their |evel of devel opnent. 164/

In Appendix 1, intra-industry trade indices are calculated for seven
product groups in Egypt, Jordan, the Syrian Arab Republic and Tunisia. Two
observations on these indices are worth noting. First, anong Egypt, Jordan
and the Syrian Arab Republic, the latter ranks first in both intra-Arab trade
and intra-industry trade. Second, in all countries, manufacturing and
chem cal products generate nore intra-industry trade than the other five
groups, i.e. food items, fuels, ore and nmetals, machinery and transport
equi prent. Together, these observations cast a doubt on the oft repeated
claimthat there is no roomfor expanding trade anmpong nei ghbouring Arab
countries because “they produce the sane things”. Even though there is not
much room for trade in primary products or heavy machinery, there is certainly
scope for expanding trade in manufactured goods. Such an expansi on of
intra-regional trade would help the region to increase its exports of
i ndustrial goods to world markets, and thus reduce its dependence on exports
of primary products and | abour services.

Arab firms and capital should seek joint venture arrangenents with the
Pal estinians as a result of the free trade area agreenents between the PA and
the United States, and the PA and the EU. It is also expected that European
and Anmerican firns will seek foreign direct investment (FDI) in the



Pal estinian territory in order to acquire diverse connections to Arab markets.
However, though the opening of neighbouring Arab countries to trade woul d
result in expanding intra-industry trade, an equitable distribution of the
benefits of this expansion is not guaranteed. Exploiting econonies of scale
woul d certainly benefit consuners by offering a |larger variety of goods at

| ower prices. But increased conpetition is bound to result in sone w nners
and sone |osers. Thus, a transitional cost in terms of a loss in incone and
enpl oynment mi ght not be distributed evenly. This calls for regiona
coordination in creating schemes for conpensation that ensure a fair
distribution of benefits and | osses.

2. Ext ernal econoni es

Wil e the precedi ng argunents pertain to econom es of scale at the firm

| evel - internal economies - a country can also realize an acquired
conparative advantage by exploiting econom es of scale at the industry |level -
external economies. |In accordance with the historical pattern of

i nternational trade, some countries are |arge exporters of certain goods not
because of any advantage related to factor endownents, natural resources or
technol ogy. They produce at |ower cost than others because, for a variety of
hi storical reasons, they concentrated on the production of that industry in
one | ocation. The concentration provides specific services and specialized

| abour skills that support the operation of the industry, and lead to

hi gher productivity and |lower unit costs. A strong external econony is
self-reinforcing in the sense that it attracts new firms, which in turn expand
the size of the industry and its external economes. A country that starts
out as a large-scale producer in a certain industry tends to remain a |arge
producer. 165/

Regi onal cooperation anong the M ddl e Eastern countries would therefore
have to deal with the question of industrial concentration. Acknow edgenent
of the suitability of sone countries as centres for certain industries because
they have a head start should be offset by helping others to becone centres
for new industries. A stable and enduring regional arrangenent should include
potential menbership for Lebanon and Iraq once their reconstruction programres
are under way, especially in regard to Beirut as a financial centre and Iraq
as a centre for the petrochem cal industry.

3. The role of structural reform

It should be enphasized that expanding intra-Arab trade, whether through
exi sting or acquired conparative advantages, will go hand-in-hand with efforts
to reformthe Arab economies. To a |large extent, intra-Arab trade has been
inhibited in the past by the fact that the public sector in nost Arab
countries assuned a |leading role in |large-scale production and external trade.
This has resulted in the use of trade as an instrunent of foreign policy in
certain periods. 166/ 1In a sense, trade becane hostage to constantly shifting
political alignments in the region. An enhanced role for the private sector
in each country would establish solid business links with regional and
extra-regional partners, provided that an enabling environnent is created to
facilitate regional trade and pronote joint economic activities.



I ndeed, a nore intensive effort at cooperation and integration with Arab
countries should al so place substantial enphasis on the full participation of
the private sector and other civil society actors in the design and
i npl ement ati on of cooperation schemes and instrunents. This would include the
formati on of advisory bodies and intensified |inkages anmpbng private sector
organi zations. In that context, programes m ght also be designed to
facilitate and pronote Arab investnents bilaterally or w thin subregional
arrangenents, to renmove current obstacles and to extend to such investors both
i nvest nent protection and MFN treatnment.

D. Coordination of econom c policies

Economi ¢ integration anong devel oping countries calls for a concerted
effort of econom c policy coordination, as was noted in chapter Ill. This
applies to the Arab countries, whose |ack of economic integration is partly
policy-induced. Sone of the pressing issues in this regard are discussed
bel ow under the headi ngs of supply, demand, monetary and fiscal policies.

1. Supply policies

In addition to the task of nodernizing infrastructures indicated above,
fostering the capacity of the Pal estinian econony, and the regi onal econony as
a whole, for supply response to opportunities arising in the world market
requires a regional environnment conducive to capital accumulation. This
i nvol ves policy harnoni zation to gradually elimnate capital narket
fragnmentation. A honogeneous and vi brant capital nmarket is necessary to
nobi | i ze national savings and to pool regional savings, thereby allow ng
optimal allocation anpbng conpeting investment projects. Such a market is
necessary both to finance regional joint-venture projects that are envisioned
as playing a pivotal role in rationalizing regional production, and to allow
the private sector to play its part in infrastructure investnents.

Integrating capital markets, however, is a |lengthy process involving
har noni zati on of exchange rate policies, tax neasures and other el enents of
fiscal and nonetary policies. The process could be greatly assisted by
nmoder ni zi ng the procedural and | ogistical dimensions of |inks anpong the
countries concerned. Included in this is the establishment of regiona
information facilities that would help potential investors and traders, the
noder ni zation and sinplification of the border-crossing facilities and
procedures, which are currently a form dable inpedinment to the novenent of
bot h peopl e and goods, and a start made on the difficult task of unifying
st andar ds.

2. Demand policies

There is anple room for coordinating policies ainmed at demand nmanagenent
at the mcro-level, especially in water and energy use. Gven the scarcity of
water, it is to be noted that farmers in Israel pay a |low price for water use
I srael has specialized for many years in exporting water-intensive fruit,
vegetabl es and (nore recently) cut flowers at subsidized prices. Adopting
realistic national price policies for water, coordinated at the regi onal
I evel, would inprove efficiency, rationalize trade and conserve a very scarce
resource. Simlarly, an integrated approach to the pricing of oil and



electricity as sources of energy would inprove the allocation of resources and
reduce environnmental costs. O her demand managenent policies at the

macro-| evel ainmed at harnonizing inflation rates and stabilizing exchange rate
fluctuations would go a |l ong way towards reducing the risks of regiona

i nvestnments and facilitating the expansi on of trade.

3. Monet ary policies

At present, there are two nonetary issues, at the Palestinian and the
regional l|evels, that have an inportant bearing on the drive towards regi ona
econom c integration. First, the Palestinian econony has no nationa
currency; if the Israeli Shekel and the Jordanian Dinar circulate as |ega
tender, and the US dollar is used increasingly as a repository for
savings. 167/ This nulti-currency situation is inefficient in that it denies
the Pal estinian econony its seigniorage resources, and the use of an exchange
rate as an instrument of macro-policy, in addition to the inefficiency it
creates by multiple exchange rate fluctuations. 168/ Second, due to exchange
rate policies, intra-Arab trade is carried out mainly by foreign exchange,
facilitated partly by the Arab Monetary Fund (AMF) and its trade functioning
scheme, the Arab Trade Finance Programre (ATFP). 169/ This is a situation
that needs major inprovenent in order to activate the use of |ocal currencies
to finance intra-Arab trade and gradually reduce the dependence on foreign
exchange.

Correcting these two inefficiencies requires the establishment of a
Pal estinian currency and the concl usion of agreenents w th nei ghbouring
countries, especially Jordan, to harnonize nonetary policies so as to increase
exchange rate stability. Progress in regional integration would call for
consi deration of an eventual w der nonetary uni on or commDn currency area,
wi th nei ghbouring countries adopting one currency or linking their currencies
t hrough fixed exchange rates. Such nonetary integration would sinplify
econom ¢ cal cul ations, provide a nore predictable basis for decisions
i nvolving joint investrment projects and facilitate trade.

However, menbership of a nonetary union woul d deny each nenber the use
of its exchange rate as an instrunent of macro-policy to cushion the
di sruptive inpacts of various supply and demand shocks. Understandably, both
the need for, and effectiveness of, such an instrument would tend to dimnnish
as the economc integration of the region proceeds, especially with regard to
trade and factor nobility. Thus, any nove towards nonetary union in the
region has to be gradual and in line with other integrating steps. 170/
Jor dani an- Pal esti ni an nonetary uni on, however, could be acconplished sooner,
since the West Bank is very close to Jordan and is attuned to dealing with the
Jordanian Dinar. 171/ It should be stressed that a unified currency area is
an anbitious objective for the region, even over the nediumterm Regul ar
consul tations between Central Banks and an exchange of information on national
monetary and exchange rate policies mght be envisaged as a first step.

4, Fiscal policies

Simlar to nmonetary integration, the nmove towards fiscal integration has
to be gradual and in line with other integrative steps related to trade and
factor nobility. 172/ The issue of tax harnoni zation, however, is of a nore



urgent nature because it has a strong and direct bearing on the devel opnent of
regional investnment and trade. As other barriers to product and capital
mobility are renoved, expansion of joint-venture investnment and intra-regional
trade becone increasingly dependent on the abolition of tax obstacles to
cross-border activities within the region. Capital tax differentials anpng
the countries would induce capital to flow fromthe high-tax to the | owtax
econom es. This tax-induced distortion in the capital market would lead to an
i nefficient regional allocation of investnment and possibly to tax competition,
which will arise if menbers attenpt to attract capital by offering tax
incentives. Simlarly, differences in the rates of indirect taxes anong
menber countries would cause distortions in intra-regional trade flows.

G ven geographical proximty and the high degree of capital mobility in
the region, the potential for these two kinds of distortions could be
consi derable. Rempving these distortions calls for an agreenent anobng nenber
countries which should contain two el ements. An agreenent on the choice of
jurisdictional tax principle will be required for both direct and indirect
taxation, i.e. residence vs. source principle for the former, and origin vs.
destination principle for the latter. 173/ Measures consistent with these
choices will then be adopted in order to renove differentiated treatment. As
with the issue of nonetary coordination, the nove towards regional tax
har noni zation is by no nmeans i mm nent, and even the EU has only recently begun
tax harnoni zation steps. Mre linmted and feasible objectives to tackle the
latter problems could include regional disciplines on trade and production
subsi dies or consultations on investnent incentives.



Chapter Vi

THE PALESTI NI AN ECONOMY | N THE EMERG NG GLOBAL SETTI NG
OPPORTUNI TI ES AND CHALLENGES FOR | NCREASED COOPERATI ON
I N TRADE, | NVESTMENT AND RELATED SERVI CES

The previous two chapters have addressed some inportant issues in the
econom c rel ations between the Palestinian territory and its nei ghbours, the

Arab countries and Israel. Normalizing these relations is anticipated to
serve as a catalyst for regional econom c integration. Regional integration,
however, will enable the Pal estinian econony to achi eve necessary, but not

sufficient, conditions for integrating into world markets. \What are al so
needed are a clear vision and a strategy that supports the private sector in
formng joint ventures with foreign conpanies, in entering new markets and in
adopti ng new nmet hods of production, marketing and finance. A strategy that is
predi cated on an adequate appreciation of present constraints and
opportunities facing the econony, and a vision of its future place in a

rapi dly changi ng world econony, are examned in this chapter. The follow ng
section outlines very briefly current trends in the global economy, with a
view to pointing out challenges and opportunities that face devel opi ng
countries seeking integration. Section B explores specific prospects for the
Pal esti ni an econony in major markets; the European Union, the United States,
devel opi ng countries and econonmies in transition. Section C analyses the
roles of foreign direct investnment (FDI) and transnational corporations (TNCs)
in fostering domestic investnent and the transfer of technol ogy.

A.  The gl obal setting

At the end of this century, a devel oping country seeking to integrate
its economy into world markets is confronted by nunerous difficulties. The
twin processes of globalization in production and finance and the
liberalization of trade have intensified conpetition. Advanced econoni es,
because of their strong and flexible econom c structures, worl dw de presence
t hrough TNCs and sophi sticated information networks, are better poised to
exploit increased market conpetition and maxim ze their advantages. 174/

Devel oping countries are often placed at a di sadvantage by the discrimnatory
measures practi sed by advanced countries against their exports. These
measures, referred to traditionally as non-tariff barriers (NTBs), have grown
in inportance with the universal decline in tariffs. They include the use of
restrictive technical, health and environnmental standards and the arbitrary
use of anti-dunping and countervailing duties. It is believed that these
measures, which sonme observers have christened the “new protectionisni
currently pose the nost difficult obstacle to the expansion of devel opi ng
countries' exports. 175/ Furthernore, the potential polarization of the world
econony into giant “trade blocs” - in Europe, North America, East Asia and the
Western Pacific region - adds to a sense of vulnerability in many devel opi ng
econom es. Countries outside these blocs are likely to suffer fromtrade

di version, use of restrictive rules of origin and exclusion from gl oba

i nformati on networks.

On the other hand, global trends offer devel opi ng countries new
opportunities in production and trade. UNCTAD noted in an early assessnment of
the energing gl obal trading system which remains relevant today, that the



successful concl usion of the Uruguay Round should result in a substanti al
strengthening of the nmultilateral trading system essentially by: 176/

(i) providing much nore detailed rules to govern the application of a
variety of trade policy neasures, particularly those where weak or

uncl ear disciplines had consistently been a source of trade tensions and
the subject of trade disputes; (ii) devising new nultilateral trade
rules to cover intellectual property and trade in services;

(iii) achieving a substantial degree of tariff l|iberalization so as to
mai ntain the momentum towards ever freer nultilateral trade;

(iv) reducing the discrimnatory aspects of regional trade agreenents;
(v) effectively raising the nmultilateral obligations of all countries to
broadly conparable levels, with differential and nore favourable
treatnment for devel oping countries being delineated in a nore specific,
contractual manner; and (vi) linking together the various agreenments
concluded within a formal, institutional framework (i.e. WIQ), subject
to an integrated dispute settlenment nechani sm

Meanwhi | e, accel erating advances in technol ogy have given rise to
various growth industries in new fields |like mcro-electronics, biotechnol ogy,
new materials, telecomunications, robotics and machi ne tools, computers and
software. 177/ These new industries are nore suited to devel oping countries

than many traditional industries. |In contrast to the latter, new industries
require neither the commtnment of |arge quantities of capital, nor the
availability of natural resources. |Instead, conpetitiveness in the new

i ndustries will be determined by the ability to accumul ate human capital, the

ef fective absorption of scientific innovations, the capacity to | earn new
met hods and techni ques and the adoption of nodern organi zati onal methods of
production. Scientific know edge, human skills and nodern business

organi zation are the three indispensable elenments required by these new

i ndustries.

The potentials of such know edge- based assets do exist in the
Pal estinian territory, provided that the human resources of Pal estinian
expatriates are tapped in conjunction with joint ventures with firns from
nei ghbouring countries or further afield. While the devel opment of a new

concept of Palestinian trade conpetitiveness will call for a shift away from
traditional export commdities and markets, the nobilization of Palestinian
expatriate financial and human resources is a process that will not accelerate

in the absence of very different political conditions. Accordingly, while
sonme potential niches may exist for the Pal estinian econony regionally and
globally in new sectors, traditional merchandi se production and exports will
continue to play an inmportant role in the inmediate future.

For exanple, conputer software is a very prom sing area due to the |arge
Arab market for “Arabized” products, both in the region and beyond. 178/ A
second and closely rel ated opportunity is opening for devel oping countries
because of new advances in the technol ogy of services provision. Information
technology is rapidly changing the very concept of the services sector
especially with regard to trade and growth. The traditional view of the
sector as a collection of non-traded activities is fast changing due to
several devel opnents. First, the expansion of electronic networks has
i ntroduced numerous new possibilities in |long-distance services. Also,



technol ogi cal innovations have increased the services content of
internationally traded goods. 179/ Simlarly, producers’ services are

i ncreasingly considered to be a precondition for econonmc growh rather than
its consequence

I nformation-intensive services activities, research and devel opnent,
conputing, inventory managenent, quality control, accounting, advertising,
distribution and | egal services play a fundanental role in all economc
sectors and are thus inmportant for generating overall econom c growh. 180/

The declining costs of information technol ogy, which create opportunities for

i nternational out-sourcing, and the new nultilateral trade liberalization in
services, as established in the General Agreenent on Trade in Services, create
opportunities for devel oping countries “to | eapfrog stages of technol ogical
devel opnment and expl ore new avenues of conparative advantage”. 181/ Meeting
these chal | enges and grasping the opportunities requires detailed plans
oriented to each of the major world markets. The next section highlights sone
poi nts rel evant to each.

B. Challenges and opportunities in major world markets

1. The European Union and the United States

The European Union (EU) has shown keen interest in participating in the
efforts ainmed at reconstructing the Pal estinian econony. It has assuned the
| eading role in the international assistance effort as the |argest donor.182/
The European Conmi ssion has been active in financing sone investnment projects
and extending aid focusing on institution building, infrastructures
devel opnent, and education. 183/ The EU has al so been active in internationa
efforts ained at regional integration through the Miultilateral Working G oups,
the MENA Economic Sunmits, and its own Euro-Mediterranean initiative. Simlar
to the West Mediterranean Business Council, it has |aunched a council for the
Eastern Mediterranean countries, including the PA. This is expected to
provide an institutional framework for fostering cooperation in joint
ventures, finance, investnent and exports.

In the field of trade, the EU has also taken a |leading role, as early as
1986, in issuing a nunber of directives in which certain Pal estinian exports
are accorded preferential treatnment, especially agricultural products.
Negoti ati ons between the EU and the PA led to the signing in early 1997 of an
Interim Associ ati on Agreement, along the lines of the Partnership Agreenments
signed or under negotiation with a nunmber of Mediterranean Arab countries.
Simlarly, the United States, owing to its leading role in the Mddl e East
peace process and its major interest in the area, has expressed its
wi |l lingness to help the Pal estinians to overcone their economc
difficulties. 184/ It has also granted Pal estinian products preferenti al
treatnent consisting of lower tariffs under the CGeneralized System of
Preferences (GSP). 185/

Despite the preferential treatnment accorded to Pal estinian producers by
the EU and United States, significant direct Palestinian exports to these
two markets have yet to materialize. Palestinian exports to Europe are
confined to sone agricultural products “attenpted mainly with an NGO franework
with an in-built subsidy conponent”. 186/ This is principally due to the



absence of a donestic support systemthat would help producers to market their
goods according to high international standards. No Palestinian firm or
farmer can overconme these constraints individually, even with the aid of
cooperative conmunity efforts. Accordingly, there is an urgent need to
encourage private enterprise initiatives to establish specialized exporting
conpani es, allied to donmestic producers of new goods and services. 187/ Such
compani es woul d be able to spread the initial and recurrent costs of acquiring
a foothold in the European and the Anmerican markets. |In addition, they could
devel op and maintain shares in these markets by establishing connections,
monitoring trends and acquiring the necessary expertise through “learning by
doi ng”.

It is also evident that Pal estinians cannot overconme the deficiencies
they encounter in transportation, logistics, and related infrastructural areas
in a short time. Collaborative efforts with Israel, Jordan and Egypt are
needed, and woul d be beneficial to all concerned, as well as enhancing
regional integration. This would aimat increased exports of sone vegetabl es
and fruit to Europe, certain garnents and foodstuffs mainly targeting Arab and
ot her Muslim comrunities in Europe and North Anerica, and sonme sem -finished
manuf acturi ng products to various devel oped country markets.

A different adjustnent process is required to allow the Pal estinian
econony to seize sone of the opportunities that exist in new industries and
services. A mgjor enhancenent of the scientific environment, technical skills
and organi zational capabilities are needed. |Involvenent in |ong-distance
services, for instance, does not sinply conme about once the country joins the
el ectronic networks. The precondition for such involvenent is to be
“scientifically-connected” rather than just “electronically-connected”. This,
however, does not inply that the country has to be at the cutting edge of
scientific research. Rather, its scientific institutions, in particular the
uni versities, need to be well-connected with scientific and research centres
i n advanced countries. In this regard, Palestinian universities |ack research
facilities that deal with the new industries and infornmation-based services,
and maintain an institutional relationship with Western research centres. As
was stressed earlier, the positive side of the new gl obalized econony is that
a devel oping country can acquire these facilities at relatively | ow cost.

Many international bodies extend aid for such undertakings. 188/

Expl oring new opportunities in trade with European and North Anmerican
mar kets, therefore, calls for a collaborative effort between the Pal estinian
private and public sectors, in conjunction with international institutions, to
i mprove the scientific environment. This should include

* establ i shing exchange programres between science and engi neering
faculties of Palestinian universities and European and Anerican
count er parts.

* establishing centres for the study of new industries and of the
econoni cs of informati on-based international services.



2. Devel opi ng countries

Ceneral ly speaking, the 1990s ushered in a marked inprovenent in the
stature and performance of devel oping countries. Although there are |arge
i ndi vidual differences, the average rate of growh of the devel oping
countries’ GDP has been higher than that of the industrial countries (G oup of
Seven) since 1989. 189/ \While an analysis of this performance is beyond the
scope of this study, it seens inportant to note that, although devel oping
countries have greatly expanded their trade relations with industria
countries, their growth is not primarily a result of this intensified |ink.
Domestic economic reform better macroeconom ¢ managenent, and the
international flow of private capital have been nore inportant. 190/

The inplications of this are very clear; nore diverse and active
econom ¢ rel ations anong devel opi ng countries could help themto develop with
| ess dependence on the econom es of industrial countries. The Pal estinian
econony can gain nmuch fromrelations with devel oping countries, especially the
energi ng economes in East Asia. Per capita inconme in both are relatively |ow
conpared with industrial countries, inplying a simlarity in tastes and | ess
restrictive standards. Joint ventures w th conpanies from devel opi ng
countries may in certain cases prove preferable to joint ventures with TNCs
fromindustrial countries, whose choice of techniques and price policies my
be deened unfavourable to Pal estinian devel opnent interests, at least in the
short run. On another |evel, sone scope may exist for expandi ng Pal estinian
exports and econoni c cooperation with certain sub-Saharan African nmarkets.

3. Economi es in transition

Devel opi ng Pal estinian economic relations with the forner planned
econom es of eastern Europe could open up various possibilities. The fact
that both the Pal estinian and the transition econom es are noving away from
restrictive trade environments could generate nore nutual trade. This is due
to the conmplenentarity between transition econom es and devel opi ng economni es
in general, as well as the simlarity of their attitudes to non-tariff
barriers. A collaborative approach between the Pal estinian public and private
sectors with the aimof founding a trading conpany specializing in trade with
eastern Europe m ght be an appropriate step towards building a Pal estinian
bridge to that area.

C. Foreign direct investnent (FDI) and
transnati onal corporations (TNCs)

Fol |l owi ng the conclusion of the Israeli-Palestinian agreements, the
Pal estinian territory has witnessed a substantial increase in investnent
activities and reveal ed | onger-term potentials. The anticipation of a new era
of peace and prosperity, the commencenent of construction activities financed
by the international assistance programre and the reopening of Pal estinian and
Arab banks cl osed for decades, have attracted private i nvestnent from both
donestic and foreign sources. The latter mainly consists of expatriate
Pal estinian and Arab investors, who, in conjunction with the | ocal business
communi ty, have founded a few | arge hol di ng conpani es, each wi th aut ononous
enterprises specializing in infrastructure devel opnent, residential
construction, tourismand industrial projects. 191/ In addition to providing



equity finance, these conpanies are active in nodernizing business activities
and shaping the corporate structure of the economy. However, these activities
have not represented a marked increase in FDI that could achieve significant

i mprovenents in the manufacturing and services sectors.

As the situation stood at the end of 1997, nobst of the foreign conpanies
that had established a presence in the territory were either establishing
agency rights for their products, or bidding for the reconstruction contracts
financed by the international assistance programre. 192/ It is worth noting
that so far no major TNC has initiated an investnment project in manufacturing,
owing to tw factors. First, the uncertainty and insecurity in the territory
since 1996 has resulted in the replacenent of the initial euphoria by a
cautious “wait and see” attitude. Second, given the small size of the
Pal esti ni an econony, nost TNCs woul d not be interested in investing in
manuf acturi ng projects unless they are guaranteed access to nei ghbouring
mar kets, sonething evidently lacking in this case. 193/

Thi s underscores the inmportance of reaching regional agreenments not only
related to trade but also ainmed at rationalizing the regional industrial
structure, including the optinmal allocation of FDI. Such an arrangenent would
i ncrease each country’s bargai ning power and allow for a useful “unbundling”
of sonme of the TNC i nvestment packages. 194/ A pooling of regional manageri al
and technical skills and capital resources would allow for joint venture
arrangenents with TNCs that would expedite the transfer of technol ogy.

Regi onal cooperation would also allow for harnonized regul ati ons to govern
TNCs' behaviour with regard to taxes, profits, enploynment and other rel evant
aspects.

In this regard, precautions should be taken agai nst granting TNCs
excessive or nonopolistic power. The experiences of third world countries
have clearly denonstrated that the absence of conpetition could nmean a TNC
usi ng unsuitabl e techniques, in addition to the waste of resources through
m s-allocation, high prices and a | ow | evel of production. 195/ Experience
has al so shown that the waste created by giving nonopoly power to TNCs is
conpounded by granting unjustified tax holidays. Most enpirical studies have
shown that such discretionary tax exenptions have only marginal effects on
TNCs' investnent decisions; they reward them for doi ng what they woul d have
done in any case. 196/ In this regard, the PA has reconsidered its initia
| aw on encouragenent of private investnment, which included provisions for
generous tax holidays. One of the ways of preventing the acquisition of
nmonopol i stic powers by TNCs and their local partners is to concentrate on
export-oriented industries. A TNC that has to export to world markets
(outside the region) would be encouraged to adopt the |east costly techni ques
of production and conpetitive pricing policies.

Wth the aimof initiating industrial activities and creating an
attractive environnent for FDI, the PA has enbarked upon a programe of
i ndustrial estate (IE) devel opnent. The first three estates are planned in
Gaza, Jenin and Nablus. Negotiations are under way with Israel to ensure that
these zones are insulated fromthe disruptions of border closures. 197/ The
Gaza Industrial Estate (G E) is scheduled to be the first in operation and is
targeted primarily for export markets. O her |IEs are planned for Nablus,
Jenin and Hebron in the West Bank. The G E is financed by private investors



the International Finance Corporation (IFC), the European |Investnment Bank and
the donor conmunity, and is expected to enploy 17,000 per manent workers and
generate around 20,000 additional jobs in supporting services. 198/

The establishnent of the G E and the construction of Gaza Port would
make the Gaza Strip an attractive centre for industrial estates and a free
export-processing zone that would serve both domestic and export markets.199/
G ven its geographic position, and its relatively trained | abour force, Gaza
has the potential of attracting TNCs specializing in footloose industries, and
becom ng an export platformto the EU and the United States. In addition to
its contribution to enploynment and exports, a free zone would al so underm ne
and dim nish the tendencies of rent-seeking activities as it reduces the role

of governnment in trade and export activities. It is worth noting that a free
zone will influence Palestinian factors of production to reallocate away from
other uses. To the extent that footloose industries typically enploy

| ow-skill labour, a change of relative wages agai nst skilled | abour m ght be
one of the negative effects of the project that would have harnfu

consequences for future investnent in human capital. This highlights the need

to consider all possible consequences of the project and design renmedies for
their adverse inpact. The project should also be considered within the
framework of regional arrangenents so as to avoid conpetition with

nei ghbouring countries over the attraction of simlar processing activities.

In view of present investnent conditions, as well as the constraints on
Pal esti ni an production and entrepreneurial capacities, other avenues m ght
al so be explored for integrating the Pal estinian econony into the gl oba
econony. They m ght include international subcontracting, technol ogy
licensing and simlar forms of international cooperation arrangenents, in |line
with global trends of splitting production chains between various geographical
| ocations. Likew se, stronger enphasis should be placed on cooperation with
foreign SMEs, including investors from devel oping countries, as distinct from
| arge-scale TNCs. This is especially pertinent in the Pal estinian case, as
the econony is dominated by SMEs, in industry, construction, nost private
sector services and, of course, agriculture. Developnent strategies and
econom c policies that fail to take this basic reality into account run the
risk of providing irrelevant or diversionary solutions to the problens faced
by nobst Pal estinian entrepreneurs in gaining access to new production
techni ques, technol ogy, finance, nmarket information and outlets.



Chapter VI
CONCLUSI ONS AND POLI CY GUI DELI NES FOR ACTI ON

The previous chapters have anal ysed vari ous aspects of the difficult
situation facing the Pal estinian econonmy at present, and have explored a
number of strategies and policies intended to set it on a path of sustainable
growth. The analysis has focused on relations between the Pal estinian econony
and the econom es of Israel, the Arab countries, and further afield. In
particul ar, the exam nation has highlighted how current patterns could be
changed so as to effect an expansion in Pal estinian production and trade, and
help to restructure the econony in harmony with gl obal trends.

A thorough exam nation of the present economc difficulties in the
context of regional and gl obal conditions, and in conjunction with the
troubl ed peace process in the Mddl e East, has highlighted two essenti al
consi derations that have underpinned the subsequent analysis. The first
contends that it is inappropriate for an analysis of this issue to invariably
enphasi ze the need to choose between two opposing and extrene alternatives:

i n devel opment strategy between export pronotion and inport substitution; in
econom c integration between regional arrangenments and multil ateral
agreenents; and in trade relations between a custonms union and free trade.

It was stressed repeatedly throughout the preceding chapters that such
di chotom es, nore often than not, end up obscuring rather than elucidating the
i ssues at hand. In nost cases, presenting the two alternatives in conflict
Wi th one another, supporting one and criticizing the other, is not
appropriate. Rather it is necessary to understand the fundanental dynamni cs at
wor k, which reveal conplenmentarities and consistencies between elenments of the
dualisms. Equally futile is the practice of classifying countries according
to one characteristic, and then treating the sum of these characteristics as a
formula for all regional integrations. A typical exanple of such an approach
is the often repeated formula of “Saudi oil + Turkish water + Egyptian | abour
+ Israeli skills and know how', as a recipe for future M ddl e East regi ona
cooperation. This sort of prescriptive political-econom c analysis has been
criticized by regional experts as sinplistic. 200/

In sunmary, the first consideration that perneates the analysis of this
study is the conviction that there is no easy solution, or ready forrmula, to
any of the problenms facing the Pal estinian econony with regard to its
relations with its neighbours and its future integration into regional and
wor |l d markets. Econom c relations should be eval uated by considering the
conparati ve advantages of each country with regard to each specific project.
It is a fact of econonmic life that the conmparative advantages of any country
vary from one project to another and fromone area to the other.

The second consideration that is enphasized throughout the study is the
need to take into account the popul ar perception in countries of the region as
to what is fair and equitable for all concerned. 1In this respect, it is
unwi se to ignore the fact that a sizeable segnent of Arab public opinion
remai ns opposed to normalizing economc relations with Israel in the absence
of a political settlenment. The |egacy of decades of conflict and m strust
cannot be dismantl ed solely through agreenments between Governnents, perceived



by public opinion to have been concluded wi thout a settlenment of the
fundanental conflict in the region, nanely a resolution of the final status
i ssues between Israel and Pal estine. The widely-held perception in Arab
countries “that Israeli peace dividends are massive and real, while

Pal estinian and Arab gains are conditional, precarious and highly

illusory” 201/ must equally be addressed.

Economic rel ations need to be predicated on sound foundati ons of
hi story, geography and the long-term common interests of all the countries
concerned. The specificity of the Mddl e East as the birthplace and “hone
ground” of the Muslim Arab civilization, alongside the Judeo-Christian
civilization, with the attendant cultural, religious and politica

i mplications, should be recognized and respected. It is a situation in which
all can gain, or all can lose. Any new econoni ¢ arrangenents that ignore this
fundanmental reality will produce a short-termfix that cannot survive

political change.

Gui ded by these considerations, relations between the Pal estinian
econony and the economies of Israel, the Arab countries, and regional blocs in
Eur ope and Anerica have been analysed with a view to exploring channels for
expandi ng Pal estinian production and trade. 1In the follow ng paragraphs a
brief summary of these analyses is undertaken, which highlight priority
recomrendati ons. The sunmary is presented under the headi ngs of relations
with Israel, future regional arrangenents and integration into world markets.

A. Pal estinian economic relations with |srae

There are sone short-term policy neasures which, if agreed, could

constitute a useful working basis for discussing permanent status econom c

i ssues between Israel and Pal estine, which are soon due to be addressed. For
the remaining interimperiod, Israel and the PA should nove to introduce some
changes, which are allowed by the ternms of the interimagreenments between
them to exenpt their nutual economic relations fromthe inpact of political
instability, violent acts and overriding security neasures. There is also an
urgent need to nodify sone of the procedures that have proved detrinmental to
reviving trade between the two sides and diversifying Palestinian trade in
general. In this context, the follow ng recomendati ons could be consi dered:

. Desi gnati ng “passages” between Israel and the Palestinian territory, to
provide the two sides with the facility to nonitor the novenent of goods
and | abour with/through Israel, thereby reducing the threat posed by
security issues, while not prejudicing the outcome of final status
negoti ati ons.

. Est abl i shing secure and adequate passage arrangenents between the
West Bank and Gaza Strip, free fromthe disruption of border closures.

. Negotiating a major relaxation in the restriction on passages of people
and goods to/from Jordan and Egypt.

. Devising an effective solution to replace the extrenely inefficient
transportati on procedures at borders, comonly known as back-to-back.



. Negoti ati ng an agreenent specifying a revenue-sharing formula for
custons duties based on aggregate flows of trade, so as to stop the
present | eakage which is underm ning the Palestinian fiscal position.

Successful negotiations between Israel and the PA inplenmenting changes
inline with the above recomendati ons could foster an inproved econom c
climate during the remaining interimperiod and create the right atnosphere
for conducting the negotiations concerning the final settlenent. The economc
di mension will occupy an inportant part of these negotiations and will set the
stage for future relations between Israel and Pal estine, which in turn are
bound to be the catalyst for restructuring Arab-Israeli econom c relations.
The only Israeli-Palestinian econom c relation that would bode well for peace
and regional integration is one based on equal status, nutual trust and a
serious search for equitable benefits to both sides. That requires
redesi gning rel ati ons cenented over decades of occupation and strife. The
task is difficult and conplex as it entails a m xture of coordination and
separation that is inherent in the nature of the independence process and the
nature of the interactions between a poor, small econony and an adj acent,
| arge, advanced one.

In this light, two major conclusions are drawn. First, fromthe
Pal esti ni an perspective, future Pal estinian economn c devel opment may be
constrained by maintaining relations with Israel in line with a custons union
arrangenent. Such an arrangenment could be detrimental to the future
devel opnent of Palestinian industry as it denies cheap sources for inputs, and
to the future integration of the Pal estinian econony into the Arab econom es,
as it enforces taxes and regul ati ons designed for a nore advanced econony.
Second, Israeli-Palestinian coordination in areas where the two econom es
conpl enment each other requires a major retrenchnment of the Israeli system of
NTBs, especially in agriculture, textiles and garnments. To oversee this
reorientation, arrangenents nodelled on those of the current Joint Econom c
Committee (JEC) could ensure coordination between the two parties to decide
jointly on tariff setting and tariff suspensions in order to allow Pal estinian
i ndustries to inport materials at lower tariffs where Israeli production is
insufficient, or particularly costly, as well as to agree upon and nonitor
border facilitation nmeasures.

In any case, future Israeli and Palestinian trade agreenents should
include a clause allowing the latter to conclude integration arrangenents and
bilateral preferential trade agreenments with Arab and ot her devel oping
countries. As a conplenentary step, the PA should al so consider having an
accession clause in future trade and econom c cooperation agreements with
Israel, that would allow for the automati c acceptance of any Arab country
willing to enter the agreenent and abide by its rules. Furthernore, the PA
shoul d give high priority to utilizing the preferential treatnment accorded to
its exports by the United States and the European Union, and explore al
avenues to inprove on them

B. Future regional econom c cooperation arrangenents
Prol onged war, conflict and political unrest in the Mddl e East have

underm ned all attenpts at regional economc integration. Arab econonies
remain connected with world markets as separate units. Each |acks both the



mar ket size needed for successful exploitation of econom es of scale, and the
bar gai ni ng power necessary for effective dealing with giant econom ¢ bl ocs.
Dismantling this | egacy, and noving towards regional econom c integration
based on a search for nutual benefits for all countries of the Mddle East, is
essential to the future well-being of all the people of the region. Fromthe
Pal esti ni an perspective, the issue is nore urgent as it has a direct bearing
on the PA policy preference to reduce its exclusive reliance on the Israel
econony in many spheres. This in turn is not possible unless Pal estinian
econom ¢ transactions with Arab and other countries are expanded in an
integrative manner. In this connection, the PA should assume a very active
role in efforts aimed at the econom c integration of Arab countries. It
shoul d pursue both the bilateral track, especially with Jordan and Egypt, and
the regional track within the institutional franmework of the Econonmic and
Soci al Council of the League of Arab States. The following are priorities:

1. Infrastructure
. At present the availability of renewable water resources in the
West Bank and Gaza Strip is anong the lowest in the world. It is of the

utnost inportance for the final status agreement to grant the

Pal esti nians a nore equitable share of water resources. Thereafter, a
regi onal water arrangement could be established for Israel, Jordan,
Lebanon, Pal estine and the Syrian Arab Republic. This could include the
creation of a regional body equipped with both conflict-resolution
mechani snms and technical expertise to address rel ated issues of
conservation, distribution and expansi on.

. The PA needs to enter into negotiations with neighbouring countries with
a viewto building a unified Palestinian electric power system
operating as part of a regional developnent grid that pronotes
i nterconnecti on between Egypt, Jordan, the Syrian Arab Republic and
Lebanon, as well as Israel

. New bri dges need to be constructed between the east and west banks of
the Jordan River to accommpdate the expansion of trade and increased
tourist activities. Mbdernization of procedures for border crossing
bet ween Gaza and Egypt is also urgently required.

2. Rationalization of production and trade

. Trade between the Pal estinian economy and the Arab econom es shoul d be
gradual ly re-established, with a viewto arriving at regional free trade
in a reasonable amount of time. The phasing of this undertaking should
be carried out within the context of regional arrangenents designed to
exploit conplenentarities anong countries, opportunities for both
external and internal econom es of scale, and the conparative advantages
of sub-regions and the region as a whole.

. The above objective cannot be achieved without initiating a serious
effort at the regional |evel ainmed at nodernizing procedures at border
crossings, unifying the | egal and technical aspects of custom duties,
measurenments, standards and rules of origin, and pooling human and
capital resources to create an adequate and efficient transport system



. A regional body, preferably from pan-Arab professional organizations and
i ndependent of governments, should nonitor the inpact of regiona
i ntegration on the econonies of the countries concerned and suggest
schenmes of conpensation for adjustnent and transitional costs.

3. Coordi nation of econonm c policies

. There is an urgent need to start on the |l ong and conpl ex path of
integrating the capital markets of the region. A vibrant regiona
capital market free of fragmentation is essential to pooling regiona
savi ngs, absorbing Arab savings from abroad, and allow ng the opti nmal
all ocation of resources anbng conpeting investnent projects, especially
regional joint venture projects.

. There is a need for a regional price policy for water, oil and
electricity so as to rationalize demand, inprove the allocation of
resources at the regional |evel, and reduce environnental costs.

. The PA would be well advised to prepare for the issuing of a currency
that is linked with the Jordanian Dinar at a fixed exchange rate. This
could be taken as constituting the first step towards participation in a
unified currency area in the Arab Mashreq that would go a | ong way
towards increasing the efficiency of investnment and trade in the
region. 202/

. Tax harnoni zati on among Arab countries in the Mashreq is needed so as to
encourage joint venture investrments and intraregional trade, and to
renove tax-induced distortions in the capital market.

. In the last two areas, the nove towards harnonization is by no nmeans
imm nent, and nmore linmted and feasi ble objectives should be pursued in
the short term including the exchange of information, consultations
anong Central Banks on national nonetary policies and regi onal
di sci plines on trade and production subsidies.

C. Integration into gl obal markets

The antici pated achi evenent by the Pal estinian econony of |arger markets
and | ower costs of production as a result of its integration into regiona
mar kets, is expected to attract the foreign direct investnment that is
essential to start the process of integration with world markets. In this
respect, the Pal estinian econony, given its geographic position and its
endowrent of hunman resources, has the potential to become an export platform
for both footl oose manufactured production for EU and United States markets,
and hi gh-tech production and services directed towards the M ddl e East and
Africa. Achieving this goal, however, requires the adoption of an aggressive
strategy that enphasizes effective collaboration between the public and
private sectors in order to create an enabling environnent for investnent. In
this regard the following are priority recommendati ons.

. Encour agenment of private sector attenmpts to found specialized exporting
conpanies that will strive to acquire a foothold in European and



American markets, given the preferential treatnent accorded to
Pal esti ni an products in these two areas.

. Est abl i shment of an institutional channel through which Pal estinian
uni versities can be connected with centres of scientific research and
techni cal excellence in North America and Europe dealing with new
products, information-based services and new organi zati onal methods of
production and marketing.

. Adoption of a collaborative approach between the public and private
sectors to found a tradi ng conpany specializing in trade with eastern
Eur opean and ot her energi ng markets.

. Expl oration of the potential for regional cooperation in pooling human
and capital resources in policies and neasures towards FDI and TNCs.
The ai m of such cooperation would be to increase countries’ bargaining
power and enable joint ventures to take place in which a usefu
“unbundl i ng” of the investnent packages coul d be achieved.

. Concentration of joint venture initiatives with conpanies investing in
exports to world markets (outside the region), and adopting the | east
costly techni ques of efficient production and conpetitive pricing
policies.

. Eval uation of the inpact of the newy established industrial estate in
the Gaza Strip on the Pal estinian econony, with regard to its direct
i ncone and enpl oynment creation, and its indirect repercussions on the
i ndustrial sector. The evaluation could be a part of a nobre genera
exam nation of the option of rebuilding the Gaza Strip into a free
export-processi ng zone.

. Expl oration of other possibilities for integrating the Pal estinian
econony into the global economy, including international subcontracting,
technol ogy licensing and simlar forns of international cooperation
arrangenents. Likew se, stronger enphasis to be placed on cooperation
with foreign SMEs, including investors from devel opi ng countries, as
di stinct fromlarge-scale TNCs.
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wor kers and goods into Israel and their novenent between different regions of
the Palestinian territory. The closures that started in early 1996 al so
covered the West Bank-Jordan and Gaza Strip-Egypt borders for many weeks at a
time, depriving thousands of workers of their inconme and disrupting trade as
wel | as nedical and educational services. An Israeli econom st has estimted
the short-termcost of the closures for the econony of the West Bank and
Gaza Strip to be as follows (in terns of percentage decline in CGDP):

1990 1991 1992 1993 1994 1995 1996

West Bank 39 42 31 27 24 21 20

Gaza Strip 39 55 32 39 26 24 20




See Arie Arnon “Links between the Israeli and Pal estinian econoni es” M neo.
See al so “Israel and the occupied territories”, Econom st Intelligence Unit,
Quarterly Report, third quarter, 1996, p. 33.

34/ Data for 1981 are from “Sel ected statistical series on the bal ance
of paynents, foreign trade, population, |abour force and enpl oynent of the
occupied Palestinian territory (Wst Bank and Gaza Strip), 1968-1987"

(UNCTAD/ DSDY SEU/ 1) . Estimates in Table 9 for nmerchandi se trade with |srael
and estimates for 1992-1994 on trade with the rest of the world are cal cul ated
fromlsrael Central Bureau of Statistics (ICBS), Israel’s bal ance of paynents,
Jerusal em January 1997, and ICBS, Israel Statistical Abstract 1996,
Jerusalem 1997. Estimates for 1995-1996 on trade with the rest of the world
are based on data provided by the PA Mnistry of Econony and Trade as wel |l as
tabl es provided by Egypt, Mnistry of Foreign Affairs, Palestine Affairs
Departnment (on trade with Egypt) and al so on information provided by Jordan,
M nistry of Foreign Affairs, Palestinian Affairs Department, including a
report prepared by the Anmman Chanber of Commerce, published in Al-Quds”,
27/11/96 (in Arabic) (on trade with Jordan, excluding transit trade).

35/ For an anal ysis of these inbalances in the 1970s and 1980s, see
“Prospects for sustained devel opment of the Pal estinian economy in the
West Bank and Gaza Strip, 1990-2010: a quantitative franmework”
( UNCTAD/ ECDC/ SEU 6) .

6/ Consi der the national inconme identity:

GNP=Y=C+1l + G+ X- M+ NF

wher e

C - private consunption.

I - private and public investnents.
G - public consunption

X - exports.

M - imports.

NFl - net factor incone.

Y - yields

Since public saving, S, is equal toY - C- G the identity can be witten as:
(I - S =(M- X) - NFI.

Di viding both sides by Y yields: Inport Surplus = Inmport Surplus - Net Factor
Income (all expressed as ratios of GNP).

The use of the data in Table 7 shows that while the inport surplus
declined from40 per cent in 1991 to 34 per cent in 1995, the investnent
surplus increased from 16 per cent to 28 per cent. This is because the ratio
of net factor incone to GNP has declined from 25 per cent to 6.5 per cent in
t he same period.



37/ The fall in factor incone during 1994-1995 reduced esti mted
national savings from$95 mllion in 1993 to $37 mllion in 1994, and to a
negative figure of $271 mllion in 1995 (all at constant 1986 prices), as seen
in Tabl e 8.

38/ Sonme Pal estinian and international observers believe that these
unenpl oynent figures are very conservative, and that the actual rates are nmuch
hi gher. See, for exanple, “Recent econom c devel opnents ...” (TD/ B/ 1305) and
I nternational Labour O fice, “Report of the Director-Ceneral, Appendix”

I nternational Labour Conference, 83rd Session, 1966.

39/ Part of the deficit is covered by international assistance through
the “Hol st Fund”, administered by the World Bank.

40/ See, Burgess and Stern “Taxation and devel opment”, Journal of
Economic Literature vol. XXX, June 1993, pp. 762-824.

41/ According to the Protocol that governs econonic rel ationships
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i ncrease duties and other regulations on inports fromthird countries. Since
1979, the Enabling Clause all owed devel oping countries to extend preferences
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subsequent enl argenent of the EC was a key factor behind the |launching of the
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deal slower in the absence of the 'commercial challenge' posed by the
evol ution of the EC’; see “Regional integration agreenments, world integration
and the GATT” in “Regional Integration ...”

58/ Non-tariff barriers to trade, especially standards requirenents,
have acted as a barrier to devel oping countries’ exports of manufactures to
devel oped countri es.

59/ It is widely believed that European econom c integration
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requirements. Beyond the nonetary provision, the Treaty includes inportant
measures ai med at harnoni zi ng soci al policies anong the European countries and
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i ntegration anong devel opi ng countries see: Denelo and Panagariya, “New
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66/ For nore details see Robson, R, “The Economies ...~ Exampl es
i nclude the col |l apse of the Portuguese Community, the Central African
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67/ See, Edwards, C., The Fragnmented World: Conpeting Perspectives on
Trade, Mney and Crisis, Methuen, 1985, p. 229.
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69/ The Associ ation of Southeast Asian Nations (ASEAN) was established
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G bb, R and Mchal k, W (eds.), Continental Trading Blocs, John Wley and
Sons, 1994.



70/ The insistence on including trade |iberalization in restructuring
reform policy packages has encouraged a m staken belief that macro-economnc
stability cannot be achi eved wi thout sinultaneous liberalization in the trade
regine. |In fact trade liberalization is neither necessary nor desirable for
macro-stability. It is not necessary because trade policy determ nes the
degree of openness of an econony, but not its trade bal ance (or current
account). The latter is determ ned by the bal ance between national incone and
domesti c absorption, which in turn is influenced by the exchange rate and the
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a period of macro-instability, say an inflationary period, stabilization
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anal ysis on the relationship between trade reform and macro-stability see
Rodrik, D., “The limts of trade policy reformin devel oping countries”, The
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71/ One of the shining exanples of an industry that started with ful
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export-oriented, and a world | eader is the steel industry in the Republic of
Korea. | n Enbedded Autonony, Princeton University Press, 1995, pp. 74-77,
Peter Evans recounts that in the 1960s the Government of the Republic of Korea
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was the |largest ever attenpted by the Republic of Korea ($3.6 billion), and
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selling hot-rolled coil in Korea for half the United States list price; it
al so exports 30 per cent of its output. Mreover, POSCO was instrunental in
the enmergence of key industries such as shipbuilding and autonobiles. It

acquired a world reputation to the extent that “when US Steel (USX) wanted to
nmoderni ze its Pittsburgh plant in 1986, it formed a joint venture with POSCO
to take advantage of POSCO s design expertise”

72/ SACU as a custons union was established in 1910. Its structure
was entirely renegotiated in 1969, and after that changes were introduced
in 1976, 1981 and 1990. The union includes South Africa, Botswana, Lesotho,
Nam bi a and Swaziland. The CGDP of South Africa is alnpst equal to 25 tines
the sum of the other four countries (referred to as the BLNS countries). The



uni on has a revenue pool into which custonms duties on inports, excise taxes
and additional taxes on donestic goods are transferred. This revenue is
di stributed according to the follow ng fornula:

Si = { (M +Di)/ (M+D }. P. (1.42), where;

Si = Share of country I fromthe BLNS countries.

M = Inports of country |I including its inports from other nenbers of
t he union.

Di = Value of all goods produced and consuned in country | that is
subj ect to excise and additional taxes.

M = Total inports to the union.

D = Total value of goods produced and consunmed in the union that is
subject to excise and additional taxes.

P = Total revenues of custons, excise, and additional taxes in the

pool .

The share of South Africa is the residual left after the other four countries
have taken their share according to the above fornmula. Note that a BLNS
country share is nultiplied by 1.42 to conpensate it for accepting a common
external tariff (CET) designed by South Africa to protect its products, and to
of fset the problem of polarization, i.e., industrial and trade concentration
in favour of South Africa. For nore details concerning the mechanics of SACU
see Kanafani, N., Trade Rel ati ons Between Israel and Pal estine: Free Trade
Area or Custom Uni on, Ramall ah, Pal estine Econonmic Policy Research Institute
(MAS), October 1996. Also see Jawhary, M, “The Pal estinian-Israeli trade

arrangenents ...”, section 2.

73/ The words “hub” and “spoke” are used in their literal meaning; a
“hub” is connected to each “spoke”, but a spoke is connected just to the
“hub”.

74/ The “hub-and-spoke” system becane a topic of interest during the
negoti ati ons between the United States, Canada, and Mexico over NAFTA. Canada
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the Mashreq (Egypt, Syrian Arab Republic, Jordan, Lebanon and Iraq) should
forma custonms uni on anong thenselves so as to strengthen their bargaining
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unenforceabl e and voluntary alignnments of national policies. The second,
refers to an agreenment on the manner in which each nenber State will utilize a
particular fiscal instrunment over which it retains control. Fisca

integration inplies fiscal union, a situation in which the choice of policy
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Simlarly, there are two jurisdictional principles for indirect taxes. Under
the origin principle, the tax is inposed on the donmestic production of goods,
whet her they are exported or not, but not on inmports. Under the destination
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174/ See Handoussa, H., “Pronoting trade between devel opi ng countries

and econonmies in transition”, News lLetter of the Econom c Research Forum for
the Arab Countries, Iran and Turkey, Vol. One, No. 2, May 1994, p. 6.
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Tabl es

Table 1. Educational characteristics in the
West Bank and Gaza Strip, 1997
(percentage of popul ati on)

Vst Gaza Tot al
Bank Strip
% % %
Literacy rate (total population) 84.1 84.9 84.3
Literacy rate (mal e popul ati on) 91.7 91.1 91.5
Literacy rate (fermal e popul ation) 76. 3 78. 6 77.0
School enrol nent rate (ages 6-17 years) 85.0 85.4 85.1
Persons who conpl et ed secondary 11.6 18.7 13.8
educat i on
Persons with bachel or degree and above 4.0 4.8 4.2

Source: Palestinian Central Bureau of Statistics (PCBS),
Denmogr aphic Survey for the West Bank and Gaza Strip Ramallah, 1997.



Table 2. West Bank and Gaza Strip: nmjor econom c aggregat

1991 1992 1993

(t housands)

Popul ati on 1 682.2 1 767.5 1 833.3
Labour force 355.1 379.1 384.7
Total donestic enpl oyed 189.4 203.3 232.0
Enpl oyed in Israel 89.0 116. 0 83.0
(mllions of US$ at current
Gross domestic product (GDP) 2 161.0 2 685.0 2 557.2
Gross national product (GNP) 2 689.0 3 581.0 3 109.6
CGDP per capita 1 285.0 1 519.0 1 395.0
GNP per capita 1 598.0 2 026.0 1 696.0
(mllions of US$ at 1986
Gross domestic product (GDP) 1 818.8 2 239.6 2 210.5
Gross national product (GNP) 2 414. 7 2 239.6 2 210.5
CGDP per capita 1 081.0 1 267.0 1 206.0
GNP per capita 1 435.0 1 690.0 1 455.0

Source: Calculated fromestimtes conpiled by the Palestinian Authority,
Oct ober 1995.
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Table 3. Popul ation and | abour force participation, 1993

West Bank Gaza
Tot al CAR Tot al CAR
Popul ation (age 15+) 542 800 - 351 300 -
Labour force 218 300 40. 2 120 200 34.2
Mal e 193 200 72.6 116 900 67.7
Fermal e 25 100 9.1 3 300 1.9
Source: International Labour Ofice, “Report of the Director General,
Appendi x”. International Labour Conference, 82nd Session, 1995

CAR: Crude Activity Rate (percentage of economically active to the
total popul ation aged 15 and over).

Table 4. Net capital inflows as a share of gross nationa
product, West Bank and Gaza Strip (WB/GS) and
sel ected countries in the region
(percent ages)

Country 1970-74 1975-79 1980-84 1985-89 1990 1991 1992
Egypt 7.85 18. 80 16. 95 15. 42 13. 28 7.39 11.48
Jordan 28. 40 45. 74 44.70 26.55 34.04 24.81 30.48
Lebanon n. a. n. a. n. a. n. a. n. a. 62.62 68.11
WB/ GS 30. 60 33.03 37.27 34. 45 30.69 41.42 34.22
Syrian Arab 8. 37 15.11 14. 16 3.35 -10.00 -0.71 3.39
Republic

Mashreq a/ 8.54 20. 37 19. 47 15. 16 9. 86 7.98 10.41
| srael 18. 80 18.01 12. 30 6. 84 6. 30 9.63 10.65
Regi on 12. 47 19. 54 16. 97 11.76 8. 04 8.87 10.53

Source: Ishac Diwan and Lyn Squire, “Private assets and public debits:

External finance in a peaceful M ddle East”, M ddl e East Journal vol. 19,
No. 1, 1995, pp. 69-88

a/  Includes Egypt, Jordan, Lebanon and the Syrian Arab Republic.
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Table 5. Sel ected econom c indicators of nei ghbouring countries

WB/ GS Jordan Syri an Egypt | srae
Ar ab
Republic
(1995) (1995) (1994) (1995) (1995)
Popul ation (mllion) 2.4 4.1 14. 2 57.6 5.4
GDP ($ billion) 3.6 6.4 11.6 51.4 73.5
GDP per capita ($) 1 500 1 561 817 892 13 611
GDP by sector (%
Agricul ture 33 6 21 16 2
| ndustry 8 16 27 27 19
Construction 17 7 3 5 10
Servi ces 42 71 49 52 71

Sources: Annual Report of the Central Bank of Jordan, 1996; Estinates
conpi l ed by the Palestinian Authority, Mnistry of Finance, COctober 1995;
The Economi st Intelligence Unit Country Profiles of Egypt, Israel and Syria,
1996- 1997.

Table 6. West Bank and Gaza Strip: growh rates
of main aggregates, 1991-1995
(percent ages)

1991-92 1992-93 1993-94 1994-95

Popul ati on 5.1 3.7 4.0 4.0
Labour force 6.8 1.5 4.3 3.7
Total donestic enpl oyed 7.3 14.1 23.3 2.8
Enpl oyed in |srael 30.3 -28.4 -36.1 -52.8
(at current prices)
Gross domestic product (GDP) 24.2 -4.8 14. 6 14. 4
Gross national product (GNP) 33.2 -13.2 9.7 5.1
CGDP per capita 18. 2 -8.2 10. 2 10.1
GNP per capita 26. 8 -16.3 5.5 1.1
(at 1986 prices)
Gross domestic product (GDP) 23.1 -1.3 7.3 3.5
Gross national product (GNP) 23.7 -1.7 3.5 -4.9
CGDP per capita 17.2 -4.8 3.2 -0.5
GNP per capita 17.8 -13.9 -0.5 -8.6

Source: Calculated fromestimtes conpiled by the Pal estini an
Authority, Mnistry of Finance, October 1995



Table 7.

Private consunption
Gover nnment consunpti on
Private investnent
Gover nnent i nvest nent

| mports

Exports

Gross domestic product
Net factor income
Gross national product

West Bank and Gaza Strip:
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gross domestic

product by type of expenditure, 1991-1995
(mllion US$ at 1986 prices)
1991 1992 1993 1994 1995
2 130.9 2 382.3 2 359.6 2 483.0 2 530.7
198.1 239.7 234.5 239.0 366.8
413. 3 605. 8 395.8 450. 1 344.8
49. 4 65. 4 107. 4 69.5 115.2
1 226.8 1 354.4 1 085.6 1 070.7 1 159.9
253.9 300. 6 197.5 198.7 255. 2
1 818.8 2 239.6 2 210.5 2 371.9 2 454.8
595.9 748.0 477.5 389.0 170. 6
2 414.7 2 987.6 2 668.0 2 760.9 2 625.4

Source: Calculated fromestimtes conpil ed

Authority, Mnistry of Finance,

Tabl e 8.

Private consunption
Gover nnent consunpti on
Private investnent
Gover nnent i nvest nent

| mports

Exports

Gross domestic product
Net factor income
Gross national incone

Gross domestic product by

Cct ober

1995.

by the Pal estini an

annual percentage change, 1991-1995
(at constant 1986 prices)
1991-92  1992-93 1993-94 1994-95
11.8 -1.0 5.2 1.9
21.0 -2.1 1.9 53.5
46. 6 -34.7 13.7 -23.4
32.4 64. 2 -35.3 65. 8
10. 4 -19.8 -1.4 9.3
18. 4 -33.6 -0.4 28.4
23.0 -1.3 7.3 3.5
25.5 -36.2 -18.5 -56.1
23.7 -10. 7 3.5 -4.9

Source: Calculated fromestimtes conpiled by the

Authority, Mnistry of Finance,

Cct ober

1995.

Pal esti ni an

type of expenditure:



Table 9: Pal estinian nmerchandi se trade, 1992-1996
(current mllion USS$)

1992 1993 1994 1995
Mer chandi se exports total 292 234 243 326
- to Israel 249 178 205 306
- to rest of world 43 56 38 20
Mer chandi se i nports total 1 260 1173 1 075 1 690
- fromlsrael 1 106 1 015 920 1 520
- fromrest of world 154 158 155 170
Mer chandi se bal ance total - 968 - 938 - 832 -1 364
- with Israel - 857 - 837 -715 -1 214
- with rest of world -111 -101 -117 - 150
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235

1 725
1 550
175
459
315
- 144

-1
-1

Sources: UNCTAD secretariat estinates,
- I srael Central
(Jerusalem |CBS, 1997),
(Jerusalem |1CBS, 1997), for

trade with the rest of the world for

- PA M nistry of Econony and Trade,
Affairs (Pal estine Affairs Department),
Foreign Affairs (Pal estinian Affairs Departnent),
figures on trade with the rest of the world, w th Egypt,

respectively.

Jor dan,

conpiled from

Bureau of Statistics, Israel's Bal ance of Paynents

and Statistical
mer chandi se trade with |srael

Abstract of
1992-1994;
Egyptian M nistry of

for

I srael 1996
and
For ei gn

Jordanian M nistry of

1995- 1996
and with
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Tabl e 10. West Bank and Gaza Strip: structural distortions
in the econony (percentages)

1991 1992 1993 1994 1995
Resource gap
| nport surplus a/ 40.0 35.0 33.0 31.0 34.0
I nvest ment surplus b/ 16 10 15 17 28
GDP/ GNP ¢/ 75 75 83 86 93
Nat i onal savings d/ 5 2 4 4 -11
Labour market
i mbal ance
Unenpl oynent 19.1 15.8 18.1 15.3 23.3
Enpl oyed in |srael 34.1 36. 3 26. 3 15.6 7.8

Source: Calculated fromdata conpiled by the Pal estinian Authority,
M nistry of Finance, October 1995

al Defined as (imnports-exports)/ GNP.
b/ Defined as (investnent-national savings)/G\P.
c/ Gross domestic product/gross national product.

d/ Defined as (GNP-private and public consunption)/ GNP.

Table 11. The Pal estinian Authority budget, 1995
(mllion US$ and percentage of GDP)

mllion $ % of GDP
Total expenditure 648. 82 19. 35
Current expenditure 509. 62 15. 20
Capi tal expenditure 139.18 4. 15
Total revenue 406. 80 11. 90
Domestic tax revenue 103. 70 3.09
Revenue cl earances 255. 20 7.61
Non-tax revenue 47.90 1.42
Overall deficit 242.02 7.22

Source: Calculated fromdata conpiled by the
Pal estinian Authority, Mnistry of Finance, October 1995.
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(%9
100.
29.
8.
16.
11.

Table 12. Sectora
product (GDP), 1992-1994
(mllion US$ at 1986 prices)
1992 1993
(mllion $) (%9 (mllion $)
Total GDP 2 239.6 100.0 2 210.5
Agricul ture 796.0 35.5 647.6
| ndustry 166.0 7.4 187.1
Construction 290.0 12.9 365.1
Gover nnent 236.0 10.5 263.7
Ot her sectors 751.6 36.6 747.0

0 © 01 01 W O

33.

origin of gross donestic

1994
(mllion $)
2 371.9
781. 2

181.9

405. 4

268.5

735. 6

(9

100.
32.

17.
11.

O Wk o O o

Source: Calculated fromestimtes conpiled by the Pal estinian

Authority, Mnistry of Finance, October 1995

Tabl e 13.

Sect or

Conpari son of sectora

conposi tion of gross

donmesti c product between the Pal estinian
territory and devel oping countries
(percent ages)

Pal esti ni an

Aver age of

Aver age of

territory devel opi ng nm ddl e-i ncone
(1992-94) countries devel opi ng countries
(1991) (1991)
Agricul ture 33 17 16
I ndustry 8 28 30
Servi ces 59 55 54
Sources: Table 12, and UNCTAD Statistical Pocket Book, 1994.
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Table 14. Types of expenditure as percentage of
gross domestic product, 1991-1995

1991 1992 1993 1994 1995
Private consunption 117. 2 106. 4 106. 7 104. 7 103. 1
Gover nment consunpti on 10.9 10.7 10. 6 10.1 14.9
Private investnent 22.7 20.7 17.9 19.0 14.0
Gover nnent i nvest nent 2.7 2.9 4.9 2.9 4.7
Net factor income 32.8 33. 4 21.6 16. 4 6.9
Gross donestic product 132.8 133. 4 120. 7 116. 4 106. 9

Source: Calculated fromestimtes conpiled by the Pal estinian
Authority, Mnistry of Finance, October 1995

Tabl e 15. Wage conparison for Pal estinian workers
enpl oyed in Israel and in the Pal estinian
territory, selected years

1972 1987 1990

Workers in |srae
1. Income (mllion 1990 US$) a/ 200. 8 732.5 546.0
2. Nunber (thousands) 52. 4 108. 9 105.0
3. Average annual incone (US$) 3 832.0 6 726.0 5 200.0
Workers in Palestinian territory
4. Inconme (mllion 1990 USS$) b/ 373.0 1 254.9 868. 4
5. Nunber (thousands) 136. 4 168. 9 175.0
6. Average annual incone (US$) 2 460.0 6 612.0 4 416.0
Wage ratio/differential

(3) /I (6) 1.558 1.017 1.177
Source: “Prospects for sustained devel opnent of the Pal estinian econony

in the West Bank and Gaza Strip, 1990-2010: a quantitative framework”
( UNCTAD/ ECDC/ SEU/ 6), table 6/2.

a/ Net factor incone.

b/ Calculated as 60 per cent of GDP
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Tabl e 16. Merchandi se trade between the
West Bank/ Gaza Strip and |srae
(current mllion USS$)
1992 1993 1994 1995 1996
Q Q Q Q 2 &
I mports from 1 106 1 015 920 382 374 375 353 395 393
| srael
Exports to 249 178 205 115 89 72 45 53 41
| srael
Exports/inports 23 18 22 30 24 19 13 13 10
Sour ce: I srael Central Bureau of Statistics, Israel's Bal ance of
Paynments, Jerusalem January 1997.

Table 17. Selected economi c indicators for Egypt, Syrian Arab
Republic, Jordan, Palestinian territory (WB/ GS),
I srael, Tunisia and Kuwait, 1993
Country Popul ati on GNP GNP GNP GNP Resource
(m11ion) (billion  (ppp) & per (ppp) a/  gap b/
US$) (billion) capita per (9%
(US$) capita
(US$)

Egypt 56. 4 37.2 213.2 660 3 780 -11
Syrian Arab 14.2 16.5 74. 1 1 160 5 220 -9
Republic ¢/
Jordan 4.1 4.9 16. 8 1 190 4 100 -43
WB/ GS 1.8 3.1 n. a. 1 696 n. a. -15
| srael 5.2 72.3 77.2 13 920 14 920 -9
Tuni si a 8.7 15.0 41.6 1 720 4 780 -9
Kuwai t 1.8 34.9 38.9 19 360 21 630 7

Source: World Bank, World Devel opment Report 1995 and tables in
chapter 11.

al Ppp denotes purchasing power parity.

b/ The resource gap is defined as (savings-investnment)/ GNP.

c/ Figures for the Syrian Arab Republic are for 1992.
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Appendi x 1
| NTRA- | NDUSTRY TRADE

Intra-industry trade refers to the situation in which a country
si nmul taneously inports and exports products grouped in the sanme industria
classification. Many countries, for instance, both export and inport cars.
Intra-industry trade, in contrast with inter-industry trade, does not reflect
exi sting conparative advantages anong countries, i.e. differences in the
countries' endownrent of |abour, capital, natural resources and technol ogy.
Rather it reflects increasing returns or econom es of scale. An industry
characterized by econom es of scale - a tendency of unit costs to decline with
| arger output - would not be operating under conditions of perfect
conpetition. It is likely to be operating under oligopolistic or nmonopolistic
competitive conditions. Wth these market structures, the expansion of market
size arising fromopening to trade would induce firns to specialize in
differentiated goods that they can produce on a larger scale and at a | ower
unit cost.

Thus, each country can specialize in producing a narrower range of
products and trade with others. In other words, intra-industry trade allows a
country sinultaneously to reduce the nunber of products it produces and
i ncrease the variety of goods available to its consumers. The advantages of
intra-industry trade, therefore, conme fromallow ng countries to produce on a
| arger scale with higher productivity and at | ower prices without reducing
consuner choice. |Its other advantage is that the inconme distribution effects
are very small conpared to those of inter-industry trade. This is due to the
fact that engaging in intra-industry trade does not cause such |arge
di sl ocations since the sane industries continue to produce but in a nore
specialized form Intra-industry trade tends to flourish anong countries with
simlar levels of developnent, i.e. simlar capital-labour ratios, simlar
I evels of skills and resources.

There is no perfect way to measure the degree of intra-industry trade,
because any net hod chosen will depend upon how broadly the industry or product
group is defined. One of the sinplest nmethods is the construction of an index
nunber according to the fornula: ITi =1- [ &Xi - M #) [/ (Xi +M ) 1],
where I Ti denotes the intra-industry index on industry I, Xi and M represent,
respectively, the value of exports and inports of industry |I and the vertica
bars in the nunber denote the absolute value. Cbviously the value of IT
varies fromO to 1. |IT =0 indicates no intra-industry trade, that is, when a
country only exports or only inports product I. On the other hand, ITi =1
i ndi cates perfect intra-industry trade, that is, when the exports and inports
of I are equal

In addition to the IT index, the tables bel ow report two other neasures.
The values in the colums | abel ed Weight ( W) neasure the relative inportance
of each product group; thus the weight for product | is the ratio of its sum
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of exports and imports ( Xi + M ) to the sumof the country's total exports
and inports ( X+ M). The last colum gives the product of each ITi index
and its respective weight W. The sumof this colum indicates the country's
intra-industry trade index.

Enpl oying this formula, intra-industry indices were calculated for
Egypt, the Syrian Arab Republic, Jordan and Tunisia. All inport and export
figures are from UNCTAD, Handbook of International Trade and Devel opnent
Statistics, 1994, tables 4.1 and 4. 2.
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Table A1
Intra-industry trade in Egypt, 1993
Product Groups I'T W WT
Al food itens 0. 27 0. 20 0, 05
Agricultural raw materials 0. 59 0.02 0.01
Fuel s 0.11 0.14 0.02
Ores and netal s 0. 40 0. 07 0.03
Chem cal products 0.19 0.10 0.02
O her manuf actured goods 0. 68 0.23 0.16
Machi nery and transport equi pnent 0.01 0.23 0. 00
Egypt's intra-industry index 0. 24
Table A 2
Intra-industry trade in the Syrian Arab Republic, 1992
Product Group I'T W WT
Al food itens 0.76 0.16 0.12
Agricultural raw materials 0.55 0. 04 0.02
Fuel s 0.12 0. 35 0.04
Ores and netal s 0.91 0.02 0.02
Chemi cal products 0. 03 0. 07 0. 00
O her manuf actured goods 0.43 0.19 0.08
Machi nery and transport equi pnent 0.02 0.17 0. 00
Syrian Arab Republic’s 0. 28

intra-industry index
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Table A 3
Intra-industry trade in Jordan, 1993
Product Group I'T W WT
Al food itens 0. 46 0.21 0.10
Agricultural raw materials 0. 24 0.01 0. 00
Fuel s 0. 00 0.10 0. 00
Ores and netal s 0.34 0. 08 0. 03
Chemi cal products 0. 88 0. 15 0.13
Ot her manuf actured goods 0. 35 0. 26 0. 09
Machi nery and transport equi pnent 0. 07 0.23 0.02
Jordan's intra-industry index 0. 37
Table A 4
Intra-industry trade in Tunisia, 1993
Product Group I'T W WT
Al food itens 0.91 0. 09 0. 09
Agricultural raw materials 0.21 0.02 0.01
Fuel s 0.94 0. 09 0. 09
Ores and netal s 0. 50 0.02 0.01
Chemi cal products 0.91 0. 09 0. 08
O her manuf actured goods 0.94 0. 44 0.40
Machi nery and transport equi pnent 0.31 0.24 0. 07
Tunisia's intra-industry index 0.76
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Table A 5

Openness, Intra-Arab and Intra-industry Trade, 1993 (1)

Country Degree of I ntra-Arab Intra-industry
Openness (2) Trade (3) Trade | ndex (4)

Egypt 0. 39 0. 05 0.24

Syrian Arab Republic 0.50 0.10 0.28

Jor dan 0.98 0.25 0. 37

Tuni si a 0.77 n.a. 0.76

(1) Ratios for the Syrian Arab Republic are for 1992.
(2) Cal cul ated as the ratio of the sum of exports and inports to GDP, 1991.

(3) Cal cul ated as the ratio of trade with Arab countries to total trade,
1992.

(4) Taken fromtables A 1, A 2, A 3 and A 4.
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QUESTI ONNAI RE
The Pal estini an econony and prospects for regi onal cooperation

In order to inprove the quality and rel evance of the work of the UNCTAD
Speci al Economic Unit, it would be useful to receive the views of readers on
this and other simlar publications. It would therefore be greatly
appreciated if you could conplete the follow ng questionnaire and return to:

Reader shi p Survey
UNCTAD Speci al Economic Unit
United Nations O fice at Geneva
Pal ai s des Nati ons
Room E- 10091
CH- 1211 Geneva 10
Swi t zer | and

1. Name and address of respondent (optional):
2. VWi ch of the follow ng best describes your area of work?
Gover nnment - Public enterprise -

—~

Private enterprise institution Acadeni c or research
I nternational organization - Medi a -

Not -for-profit organi zation - Ot her (specify)

In which country do you work?

4, VWhat is your assessnent of the contents of this publication?
Excel | ent - Adequat e -
Good - Poor -
5. How useful is this publication to your work?

—~ —~ —~

Very usef ul O sone use I rrel evant

6. Pl ease indicate the three things you |iked best about this publication:




- 120 -

Pl ease indicate the three things you |liked | east about this publication:

If you have read nore than the present publication of the UNCTAD Speci al
Economic Unit, what is your overall assessnment of thenf?

Consi stently good ~ Usually good, but with some exceptions
General |y nmediocre ~  Poor

On average, how useful are these publications to you in your work?

—~ —~ —~

Very usef ul O sone use I rrel evant



