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The designations employed and the presentation of the material in this 
document do not imply the ~xpression of any opinion whatsoever on the part of
the Secretariat of the United Nations conce~ing the legaL status of any 
country, territory, city or area, or of its authorities, or concerning the 
delimitation of its frontiers or boundaries. 
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PREFACE 

Re_~~_e~_~~ the work of the Special Economic Unit (Palestinian people), 19'86-1987 

(a) The Palestinian financial sector under Israeli occupation 
(UNCTAD/ST/SEU/3). This constitutes an in-depth study prepared by the 
Special Economic Unit of UNCTAD in collaboration with ESCWA. It 
investigates the structural and operational aspects of the Palestinian 
financial sector as it has evolved under 20 ye'ars of occupation. In 
particular, it examines the contribution Of the financial sector to the 
economy and its poteritial to meet growing development needs. 
Accordingly, the role of bank~ng and other financial institutions in 
mobilizing and allocating resources in the economy is evaluated. This is 
followed by an analysis of the Israeli Government budget for the occupied 
territories and its contribution to domestic capital formation and 
government services. Particular emphasis is given to 'the role of the tax 
system and the changes effected in its structure since 1967 and their 

'relevance to the economy of the territories. This is followed by a 
detailed analysis of the role of external resources, i.e. factor income 
and transfers, in sustaining the economy of the t.erritories. The study 
draws on the findings and examines measures aimed at improving the 
overall performance of the financial sector and its contribution to the 
development of the Palestinian economy. 

(b) Recent developments in the Palestinian economy with particular 
reference to the financial sector. This constitutes the subject of the 
1987 issue of the Unit's annual report to the Trade and Development Board 
on the economy of the occupied Palestinian territories and is based 
mainly on UNCTAD/ST/SEU/3. Part one briefly reflects on the effects of 
recent Israeli policies and practices on the overall performance of the 
Palestinian economy and developments in major areas. It tackles areas 
which "were not dealt#with in the 1986 report of the Unit, thus broadening 
the coverage of the economy. Part two of the report provides a concise 
account of the structure and performance of the financial sector 
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in relation to the financial resource needs of the Palestinian economy. 
For a thorough coverage of the various aspects of the financial system, 
reference is made to the respective issues covered in UNCTAD/ST/SEU/3. 

(c) Data base facts on the economy of the occupied Palestinian 
territories. In view of the paucity of qualitative and quantitative 
information on the economy of the occupied. territories, work continued on 
the development of the three-tiered data base system of the Unit. The 
system covers essential statistical series, a detailed chronological 
index of research material, and bibliographical information (English and 
Arabic languages) on the economy of the occupied territories. While the 
information from the data base is primarily intended for the immediate 
use of UNCTAD in its work on the economy of the territories, the 
following documents are being issued separately for the benefit of others 
concerned with the subject: (1) Selected statistical tables on the 
economy of the occupied Palestinian territories (UNCTAD/ST/SEU/4), 
(2) Select chronology of economic issues and related developments in the 
occupied Palestinian territories (UNCTAD/ST/SEU/6); and (3) Selected 
English language bibliography of research references on the econemy of 
the occupied Palestinian territories (UNCTAD/ST/SEU/5). 

(ii) During the period under review, the Unit continued its efforts to 
strengthen co-operation with pther United Nations departments and agencies 
involved in work on the economy of the occupied territories, notably ESCWA, 
United Nations Centre for Human Settlements (Habitat), ILO, UNIDO and 
United Nations Centre for Social Development and Humantarian Affairs. 
Co-operation has taken the form of exchange of information, substantive 
consultation on issues of mutual interest, participation in meetings, and 
substantive contributions to work carried out under other programmes. These 
included close collaboration with ESCWA concerning the preparation of the 
financial sector study, UNCTAD's participation in the HABITAT Seminar on the 
"Identification of priority development projects aimed at improving the living 
conditions of the Palestinian people in the occupied territories" (called for 
in General Assembly resolution 40/201), and contribution to the "Programme of 
economic and social assistance to the Palestinian people" (called for in 
General Assembly Resolution 41/181). 

(iii) The staff of the Unit undertook missions to Jordan and Iraq in 
connection with its work programme. These entailed discussions with officials 

.. of Gove.rnments as·· welt~-~.s r;';gio~ai andcnab.bnai-· organizations-on the status of . 
on-gOing activities of the Unit and consultations on the scope and o~ientation 
of activities envisaged in the forthcoming work programme of UNCTAD, in line 
with Conference resolution 146 (VI) and Trade and Development Board resolution 
239 (XXIII). The Unit has simultaneously developed its co-operative 
arrangements with academic and research institutions in the occupied 
Palestinian territories. 
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(iv) As for the future activities set out in the 1988-1989 work 
programme of UNCTAD, which was brought to the attention of the Trade and 
Development Board at the first part of its thirty-third session, the Unit will 
embark, in 1987, on a study of the trade and services sector and its role in 
the economic development of the occupied territories. Parallel with this 
study and based on an assessment of work completed on various aspects of the 
territories' economy, a second study will be initiated in 1988 to examine 
alternative development strategies for the territories. Simultaneously, the 
Unit will also initiate work on the preparation of the 1988 issue of its 
annual report to the Board at the first part of its thirty-fifth session in 
September 1988. 

(v) Work on the Unit's data base, encompassing the development of 
statistical series, compilation and referencing of research material, and 
establishing bibli'ographical references on the economy of the territories, 
will continue as part of the substantive work of the Unit. Output for 
dissemination to a wider audience will comprise periodic data base reports on 
the territories' economy. 

(vi) Within the scope of the United Nations Programme of Economic and 
Social Assistance to the Palestinian People"called for by General Assembly 
resolution 41/181, it is considered necessary to improve the reliability of 
quantitative and qualitative information on various aspects of'the Palestinian 
economy and to develop indigenous capabilities in development programming and 
management. One way of effectively dealing with both issues is to develop 
existing facilities in these areas. Accordingly, the Special Economic Unit of 
UNCTAD will concentrate on the preparation of two technical assistance 
projects in the occupied territories aimed at strenghtening local 
institutional capabilities in: (a) collection, analYsis and dissemination of 
trade and related services' data and statistics, and (b) development and 
application ~f appropriate criteria, methodologies and procedures involved in 
the selection, preparation, evaluation and implementation of investment 
projects in the territories. 

(vii) The. Unit will intensify efforts to enhance co-operation with the 
United Nations organizations concerned and to strengthen working relations 
with regional and national institutions involved in work on the Palestinian 
economy, including Palestinian research institutions in the occupied 
territories. Furthermore, every effort will be made to enhance the Unit's 
access to data and information .l3ollJ:ces,. including direct c accessto""-flelcfdata 
f~om the-teiHto:des. 
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AGGREGATE ECONOMIC PERFORMANCE - HIGHLIGHTS OF MAJOR ISSUES 

A. Trend~ in output 

1. ~e Israeli occupation of the West Bank and Gaza Strip since 1967 has 
brought about radical changes in the structure of their economy. With respect 
to agriculture, Israeli policy has proceeded along a number of axes involving 
the expropriation of land, the increasing subjugation of Palestinian 
agriculture to the requirements of the Israeli market and the control of water 
resources. In the area of industry, small-scale industries have been 
increasingly transformed into ancillary industries catering to the needs of 
Israeli industries through sub-contracting arrangements. The closure of all 
the banks and financial institutions that existed prior to occupation and the 
Israeli banks' policies on loans and deposits deprived the territories' 
economy qf a.dependable indigenous mechanism for financial intermediation. 
Israeli commercial'policy has gradually transformed the territories into the 
largest importers or Israeli products, with a growing adverse effect on their 
balance of trade. Parallel to these developments, a rapidly growing 
percentage of the Palestinian labour force has been obliged to seek employment 
in Israel and/or to leave the territories in search of work opportunities 
elsewhere. 

2. Since 1968, after a period of relatively high levels of growth, the 
contribution of domestic output to gross national product (GNP) fell steadily 
during 1978-1984, reflecting a pattern of structural change which has brought 
about a rapid decline in the relative share of the traditional sector. ~ 
However, structural change has not brought about an increased capacity within 
the modern commodity producing sectors to establish a more durable base for 
the sustained growth and development of the economy. The share of the 
industrial sector in domestic output has stagnated over a period of seven 
years. The gradual deterioration of the economy reflects, inter alia, the 
absence of a sound,and coherent economic policy for the territories. 
Indigenous efforts aimed at enhancing economic activities and contributing to 
development have been stifled on security, political and economic grounds. 2/ 

3. In 1984, over one third of national product was generated outside the 
territories, mostly as factor income from wages of the territories' workers in 
Israel and the rest of the world, and partly as transfers from various private 
and official sources. The net effect of these has been a sizeable increase in 
private income and consumption in addition to transfers (as taxes, social 
security payments and others) to IsraeL Since 1978, private consumption has 
exceeded GOP with its adverse effect on prices and the balance of trade. 2/ 
Lack of appropriate financial institutions and investment opportunities has 
prevented the mobilization and allocation of residual income into productive 
areas. ' 

B. Savings and investment 

4. Total disposable private income from all sources has increased at a rate 
much higher than the rise in gross national product. This rising trend does 
not seem to have been equally reflected in the level of personal savings. 
Private savings have amounted to around one fifth of gross disposable income 
for much of the period. 4/ Higher propensities to consume, deterioration in 
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the balance of trade, lack of indigenous financial institutions, anomalies in 
the structure of interest rates, and increasing inflationary pressure coupled 
with frequent depreciation of the Israeli currency are partly responsible for 
such a trend. To a large extent, the level of total savings has been 
influenced by the strong impact of external forces and the structural changes 
in the economy of the territories. More importantly, it can be attributed to 
the initiative of the private sector and to its savings effort in very· 
difficult circumstances. 

5. The government sector, despite the revenue it derives through taxation, is 
virtually non-existent in the territories as a potential source of savings. 
Similarly, the corporate sector is an insignificant source of finance owing to 
the undeveloped state of most business institutions. It is largely the 
household sector which the economy of the territories has relied on as a 
source of savings during the 20 years of occupation. 

6. The private sector has played an equally important role in investments 
despite the various constraints resulting from occupation, especially the 
absence of an adequate financial system. However~ total private investments 
have lagged behind private savings since the late1970s, reflecting poor 
financial intermediation and a high degree of political and economic 
uncertainty. ~ For the most part, private investment has been in building 
and construction. Expenditure on residential buildings has absorbed more than 
four fifths of private investment. This has been primarily intended to meet 
the growing need for housing, and to provide a hedge against inflation. In 
addition, discouragements and obstacles against investment in productive 
projects in agriculture and industry have led potential investors to move into 
speculative dealings involving movable and imm~vable properties and a range of 
other commercial activities. 

C. Prices and the impact of inflation. 

7. Increasingly close economic links with Israel rendered the territories 
highly susceptible to Israeli price movements and high rates of inflation. 6/ 
Inflationary pressure in the territories has arisen primarily from the 
increased prices of imported goods from Israel, which have amounted to almost 
90 per cent of all goods imported, and through circulation of Israeli currency 
which serves as legal tender in the territories. It is equally due to the 
declining capacity of the domestic economy and its inability to meet the 
riSing level of demand generated through increased factor income, remittances 
and other transfers from abroad. The impact of inflation on the life of 
ordinary citizens, civic institutions, and business enterprises in the 
occupied territories has been overwhelming, particularly since 1974 and the 
devaluation of the Israeli currency in that year. The most important visible 
subsequent outcome of this phenomenon had been the sharp and often erratic 
depreciation in the Israeli currency, especially when measured against the 
Jordanian dinar, which is the second legal tender in the West Bank. 2! 

8. The deterioration in the exchange value of Israeli currency has made 
economic planning and business activity in the territories difficult and 
unusually risky. An overriding objective for all businessmen has been the 
preservation of the real value of their sales and goods in stock.' One 
immediate measure they took for this purpose was to curtail their credit 
facilities to customers almost to zero, or else to convert the unpaid value of 
goods to Jordanian dinars at the prevailing exchange rate - a measure which 
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often proved unfair to buyers. The rapidly rising level of 
period 1975-1984, subjected consumers to severe hardships. 
side, it equally resulted in increasing the risk margin for 
eventually drove some out of business. 

prices, during the 
On the supply 
sellers and 

9. A pronounced and increasing differential in the consumer price indices 
between the territories and Israel has led to a fall in the value of sales to 
Israeli buyers of output from local markets in the territories. Meanwhile, an 
increasing number of residents in the territories now buy some of their 
consumer and durable goods from neighbouring Israeli towns, where prices are 
not as high. This dual impact on demand in local markets has been an 
important factor in precipitating the current recession in economic activity 
in the territories. 

10. The rising rate of inflation gradually resulted in a marked decline in 
the real disposable income of most income groups and was acc9mpanied by a 
widening gap between monetary income of families and the cost of maintaining 
their standards of living at levels prevailing during the mid-1970s. The 
impact of this situation has been particularly hard on the purchasing power of 
workers paid in Israeli currency. High rates of inflation have also affected 
the economic status of the middle and low-income groups and caused a sharp 
drop in the standard of living for the professionally privileged income 
group. The standard of living for most income groups would have dropped to 
very low levels had it not been for the effective role played by remittances 
earned abroad. 

D. Developments in some major areas 

11. Agriculture remains the backbone of the territories' economy despite its 
declining contribution to gross domestic product. For an initial period of 
over a decade, the sector was marked by high rates of growth, due largely to a 
marked rise in the productivity of certain high-priced products rather than a 
corresponding rise in aggregate output. 8/ Sin.ce the early 1980s, however, 
agricultural output has followed a steady decline. 

12. Until the 1980s, measures such as improvement in the use of implements, 
and introduction of new equipment, including drip irrigation, fertilizers, 
improved seeds and other inputs requiring relatively small amounts of capital, 
we.i-e~cinstrumentaf ii-l. iricr~asi~go~tpu.t-pe'r-lab;~a-hd ~lancd iIl.puts.~~Most>of . 
these measures were financed from the farmer's own resources, through business 
savings and by short-term borrowings from the informal financial market, 
involving merchants, money-lenders, and commission agents. The total size of 
Israeli government loans, which continued only until 1970, was insignificant. 

13. Growing limitations on the availability of private and public finance, 
coupled with changing output, cropping patterns and markets, as well as 
growing dependence on Israeli trade policies and administrative restrictions 
on water and land use, have imposed severe constraints on agricultural 
producers. By contrast, as part of settling an increasing number of Israelis 
in the territories, a plan for the agricultural activities of these settlers 
provides them with sizeable areas for cultivation and for pasturage, 9/ much 
of it in the fertile lands of the Jordan Valley of the West Bank. A similar 
pattern has been in force in the Gaza Strip. 10/ 
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14. Consequently, total cultivated area has decreased in the territories with 
no new measures for the inhabitants to replace losses through land reclamation 
and irrigation programmes. Cultivated land has declined from around 
36 per cent of total land area in the West Bank in 1966 to about 27 per cent 
in 1984, and in the Gaza Strip from 55 per cent of total area in 1966 to 
28 per cent in 1985. 11/ The adverse effect of these factors on agricultural 
output, employment an~income cannot be overstated. Agricultural output and 
income in the West Bank show a steady decline during the period 1981-1985, 
though the decline in the level of employment in agriculture has been less 
drastic over the period. 12/ 

15. The industrial sector has stagnated during much of the occupation 
period. In the early years of occupation, the authorities had focused 
attention on developing industry, even though the support was limited. In' 
later years, this emphasis was shifted to the enforcement of routine 
industrial regulations. 13/ As such, the industrial sector has been operating 
in increasingly difficul~circumstances, deprived of guidelines to help in 
determine the most appropriate strategies and measures to ensure its growth. 
On the whole, the sector has been forced to operate within limits imposed by 
three rival forces acting simultaneously, namely domestic, Israeli and 
Jordanian markets. 

16. Domestically, industry has managed to sell more than twice as many 
products as it has sold to Israel. However, the sector is increasingly 
assailed by competition from Israeli industries which enjoy generous 
government support. In addition, Israeli output is not subject to customs 
duties in the territories. The imposition of value added tax (VAT) has 
further reduced the comparative advantage enjoyed by Palestinian industry 
before 1976. Local industry is also being confronted with competition from 
Israeli plants built in close proximity of the Israeli settlements in the 
territories. 14/ As against the "non-development" position of the Israeli 
Government towards Palestinian industry, Israeli settlement policy is 
complemented by an industrial plan for the West Bank which is designed to 
attract Israeli industry and labour to this "hinderland". This includes the 
establishment of industrial zones, involving large-scale Israeli public and 
private investments, and various concessional tax and 'credit facilities. 15/ 
By contrast, policy towards Palestinian industry is aimed at dispersing i~ 
outside urban centres and developing workshop areas in villages. While 
Pale.stinia:rl.c1Ildust~ies ejOill .. be a..l.lgW~~~tQ,establish,_wi thin Israeli ~industrial 
parks in the occupied territories, they will not be eligible for Israeli 
incentives. 16/ 

17. Regarding the Israeli market, there is minimal penetration of industrial 
goods from the territories, except for some leather and textile products, wood 
products, building materials and certain processed foods. Much of this has 
been through subcontracting arrangements between Israelis and Palestinian 
local producers. Subcontracting has appealed to Israeli producers because of 
the availability of cheap labour and lower overheads in the territories. 
These factors lower the cost for the Israeli manufacturing sector and increase 
the competitiveness of the commodities concer~~, especially as no duties are 
paid by the Israeli manufacturers on imports ~F ~~S from the territories 
produced through subcontracting. Although j~hcoftt-yaettpq 1~ the territories 
may also lead to Some degree of special h",.:tiol') (fl the... inc:1v-st:v,,! branch 
tor,.cerned, it d.oE3$ n~t 'l'$t1ect -th.~ actual ne.e.J..s at; ,-:::&.€.. ~1e:-.sC:\.niaB ec&>:a~. 
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Ie. As for the Jordanian market, large-scale expansion of industrial exports 
is limited for two reasons: the policies of promoting similar domestic 
industries and of maintaining the Arab boycott of products for which the 
equipment and raw materials were not imported from and/or through Jordan. The 
Jordanian and Arab authorities have recently begun to relax some of the 
restrictions on the entry of industral goods from the territories. However, 
economic recession in the once prosperous countries of the Gulf may not allow 
a more rapid absorption of industrial goods from the territories. 

19. Despite the growing need for increased numbers and better standards of 
housing, the housing sector remains one of the most neglected areas of the 
territories' economy. Almost half of the territories' population live in 
conditions of seven or more persons per dwelling. 17/ One third of the 
population lives in one-room units an~ almost half-rn two room dwellings, 
giving an average housing density of thre~ persons per room for the 
territories as a whole, 18/ The supply of housing over the years has not kept 
pace with population increase. Most new residential units have been 
constructed by the private sector, mainly prompted by the rising demand of an 
expanding population for dwellings, increases in income, lack of alternative 
investment opportunities and the determination to assert rights to the land in 
the face of continuous threats of confiscation and the execution of Israeli 
road and settlement construction plans. 19/ 

20. There has been no construction of residential buildings for the 
Palestinians by the public sector in the West Bank since 1968 and in the 
Gaza Strip since 1978, except for some housing projects for the resettlement 
of refugees in,the Gaza Sttip. ~/ Restrictive practices by the authorities, 
especially in terms of administrative Obstacles to issuing building permits, 
stifled local private efforts and. effectively barred a potentially large 
number of families from procuring decent housing. 21/ 

21. By contrast, the establishment of Israeli settlements in the occupied 
territories. has gone on unabated since 1967 in violation of international 
law. 22/ It has moved in.parallel with Israeli land acquisition policies 
which~ave assured a virtually unlimited reserve of land for Israeli 
settlements. 23/ Currently, there are over 150 non-military highly subsidized 
Israeli settlements in the West Bank (excluding East Jerusalem) and 
Gaza Strip. These have a total population of more than 52,000 settlers, equal 
to. the projectedfigu!'"~.Of.5.2.,S.o.QIsJ:'aelip planned-to be. settled in .. the, 
occ~pi~d·'te~rit.~ries by 1985.24/ 'In 1979, the Government also allowed 
private Israeli citizens to buy Palestinian land, three years later, land 
developers obtained the approval to bUild private settlements. By the end of 
1985, the Higher Planning Committee had processed 191 plans for Jewish 
built-up areas. 25/ 

22. The concentration of Israeli settlements in the metropolitan areas near 
the so-called "green line" (i.e., the pre-1967 borders of Israel), a trend 
which first appeared in 1981, has become more pronounced. Israeli settlers 
wanting to move to such areas were prOVided with a range of incentives and 
concessionary terms of credit. Businesses and enterprises wishing to relocate 
just across the "green line" receive similar preferential treatment. 26/ Most 
of the Palestinian villages and towns have been prevented from cultivating 
land near these settlements or building on it. In fact, many roads and other 
infrastructural facilities connecting these settlements are extended through 
such parcels of land 27/ connecting them with Israeli cities beyond the "green 
line". 
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23. Efforts are under way to extend Israeli settlements into remote areas, 
while wo~k on the expansion of the existing ones continues. The strategy is 
to achieve."maximal distribution of a la.rge Israeli population in areas of 
high settlement importance ... ". 28/ The infrastructure of the existing 
settlements is sufficient to double or even triple the present number of 
settlers. In addition to the building over 2,800 homes in existing 
settlements in recent years, 29/ work also began in 1986 on the 13 new Israeli 
settlements planned in the west Bank and Gaza Strip. ~ 

24. As part of the overall financial and other incentives aimed at inducing 
Israelis to settle in the occupied territories, the Government of Israel 
invested a sum of almost $2 billion on settlements in the West Bank between 
1968 and the end of 1985. This does not include investment in military 
installations. In recent years, the level of annual capital outlay had been 
$200-250 million. This is in'addition to expenditures incurred by the World 
Zionist Organization.(WZO) on settlements. In 1985, WZO's expenditure on 
settlers per unit (family) came to $165,000 in the Jordan Valley and to about 
$80,000 in the highlands. 31/ ~ 

25. By comparison, total public capital formation (including municipalities) 
for the benefit of Palestinians in the West Bank amounted to a sum of 
$300 million during a period of 17 years, i.e., 1968-1984, or an average of 
only $17.6 million per annum. On a per capita basis, public investment 
outlays in 1983 on settlements in the West Bank amounted to $8,000 per Israeli 
settler as against public capital formation of $52 per Palestinian inhabitant 
of the West Bank. 32/ 
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THE PALESTINIAN FINANCIAL SECTOR UNDER OCCUPATION 

A. Money and banking 

26. There were eight commercial banks operating in the West Bank and three in 
the Gaza Strip prior to June 1967. The total number of branches by then had 
reached 26 in the West Bank and four in the Gaza Strip. The banks, especially 
those in the West Bank, rendered services of a relatively high standard and 
played an important role in developing such sectors as trade, tourism, 
small-scale industries and certain forms of agricultural ventures. In 1967, 
the total assets of these branches in the West Bank alone are estimated to 
have been more than 15 million Jordanian dinars (JD), accounting 
one fifth of total assets of Jordan's commercial banking system, 
of about JD 14 million and credit of around JD 10 million. 33/ 

1. Israeli Military Government policy 

for over 
with deposits 

27. Following the occupation of the territories, all indigenous banks and 
their branches along with other financial institutions were closed down. 34/ 
Their accounts were frozen, documents removed and cash transferred to the 
Central Bank of Israel as deposit accounts in the banks' names. "Examiners of 
Banks" were appointed and entrusted with the power to issue bank licenses, 
inspect and freeze accounts, determine maximum permissible levels of interest 
rates and methods of accumulation of funds, establ:j..sh the minimum liquidity 
ratio and perform a number of other functions. 35/ Major Israeli banks were 
authorized to open branches in the territories. 

28. As for the medium of exchange, Israeli currency was declared legal tender 
in the territories. Subsequently, the Jordanian dinar was also allowed to 
continue to serve as legal tender and circulate in the West Bank. The 
Egyptian pound, however, was declared illegal and gradually withdrawn from 
circulation, thus leaving the Israeli pound as the only legal tender in the 
Gaza Strip. 36/ Nevertheless, both the Jordanian dinar and the Egyptian pound 
continued to circulate unofficially in the Gaza Strip. 22/ The rapidly 
declining value of the Israeli currency also attracted holdings in the United 
States dollar in the territories mainly as a unit of account and store of 
value. 38/ AS a result, there is no specific currehcy system belonging to the 
territories themselves, as was the case during the Mandate and until 
1967. 39/ All transactions in foreign exchange, gold, and bonds were allowed 
with l~censed dealers designated to operate as individuals and/or 
institutions (i.e., banks). 40/ 

29. By the beginning of 1983, over 122 Military orders had been issued 
governing banking and monetary activities in the territories. These and other 
related provisions have either cancelled or amended Jordanian and Egyptian 
financial laws and regulations in force in the territories up to June 1967. 
East Jerusalem, on the other hand, was subjected totally to Israeli financial 
legislation following its annexation. 
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2. Israeli banks 

30. Shortly after the occupation, branches of Israeli banks were allowed to 
open and operate "in the territories. According to the Bank of Israel, 
30 branches of Israeli banks were operating in the West Bank (excluding East 
Jerusalem) and Gaza Strip by the end of 1984. 41/ If branches in East 
Jerusalem are also included, the number rises t; 36. However, available 
information indicates that only 22 branches of Israeli banks in the 
territories were serving Palestinian towns, in May 1986. Fourteen branches 
were located in major Israeli settlements and serve mainly Israeli settlers. 

31. Branches of Israeli banks in the occupied territories derive their 
resources from funds deposited by the Government of Israel and by the g~neral 
public in the territories. Operationally, they do not really engage in 
financial intermediation in the territories. Despite an increase in deposits, 
total credit extended by these branches to the public declined from a level of 
1.27 per cent of the territories' GOP in 1977 to 0.48 per cent in 1981, Fising 
to 1.1 per cent in 1984. In 1984, credit to the public amounted to onlt 
8 per cent of total assets and 10.7 per cent of deposits. The percentages 
have steadily declined from their levels of 18.1 and 23.8 per cent, 
respectively, in 1977. 42/ 

32. The inhabitants of the territories can maintain deposit accounts in both 
Israeli and foreign currencies. In 1984, total deposits accounted for 
74.5 per cent of all liabilities. While total deposits show a cumulative 
annual average increase of 5 per cent in constant prices during the period 
1980-1984, they continue to figure low in terms of gross national product 
and/or gross dispvsable private income. 43/ In 1984,. total deposits amounted 
to only 7.5 per cent of GNP as against 2g-per cent in 1966. 44/ 

33. The rapid decline and the present low level of deposits in Israeli 
currency shows the continuing and substantial depreciation of its value 
vis-a.-vis relatively stable currencies, especially the Jordanian dinar. 
Despite a fee on dinar deposits and the deep political uncertainty surrounding 
the future of the territories, a number of residents have resorted to these 
banks for safe keeping of their surplus dinars. Around 80 per cent of all 
bank deposits of the general public in 1984 was in foreign currencies 
including dinars, as against 12 per cent in 1977. In addition to the holding 
of Jordanian dinars, various types of commercial transactions, payment of 
sa.lariesana. other obligati.ons are calculated and paid in dinars~ 45/ 

34. Credit to the public from government earmarked deposits has almost come 
to an end. Its share in total credit has declined from 43.4 per cent in 1977 
to only 1. 8 per c"ent in 1984. On the other hand, balances with branches in 
Israel have maintained their high level in proportion to total deposits and 
assets. In 1984, these balances amounted to over 80 per cent of deposits and 
60 per cent of assets. Branches of banks generally follow the traditional 
banking practice of safety and liquidity and extend short-term loans of up to 
one year for commercial purposes and partly as operating capital for 
agriculture and industry. It can therefore be inferred that~eBe branches 
channel funds out of the territories for investment in Israel itself. There 
are no specialized financial institutions geared to meet the medium and/or 
long-term financial needs in agricu"lture, industry and housing. Scarcity of 
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equity and working capital has been a limiting factor especially in 
agriculture .and industry. Loans to agriculture and industry, extended by 
Israeli banks into the 1970s, are no longer available to Palestinian producers. 

35. A common form of credit comprises overdraft facilities. Under this 
arrangement, which does not involve the' use of government earmarked funds, 
banks are free to exercise their own disc'retion without having to consult with 
the military authorities. The rate of interest charged on overdrafts ranged 
between 39 and 50 per cent per annum in early 1986. Branches of Israeli banks 
also issue letters of credit to Palestinian importers. Since the volume of 
imports to the territories from the rest of the world, other than Israel, is 
noticeably small, the role of Israeli banks in facilitating international 
trade on behalf of Palestinian businessmen is correspondingly marginal. 
Opening of letters of credit is hampered more by constraints arising from 
government regulations on licenses and other requisites than by the banks 
themselves. 

36. Israeli banks 
businessmen and in 
services which may 

issue several forms of guarantees on behalf of Palestinian 
favour of third parties. Israeli banks also offer other 
facilitate business transactions, without necessarily 

bearing on their role as intermediaries between depositors and borrowers. 
They act as payment conduits between tax payers and the Government. 
Furthermore, the Government resorts to these branches for paying salaries and 
pension dues to most of its employees in the territories and to Palestinians 
working in Israel. 

37. On the whole, the branches of Israeli banks have not succeeded in 
restoring the pre-1967 level of banking operations both in terms of scope and 
volume. In particular, they have been unable to play the conventional and 
fundw~ental role of intermediating between depositors and borrowers which is 
essential for mobilizing local financial resources and channelling them to 
investment opportunities in the territories. Their role as a source of credit 
to the Palestinian borrowers remains insignificant. Apart from some of the 
common banking services offered, their role in promoting economic growth and 
development in the territories has indeed remained minimal. 

3. Arab financial institutions and practices 

38 .. ~ In 1967, thE: Jor<:lanian authorities deci5ied to retain in _the West Bank the 
phySical presence of all branches of the Amman-based commercial banks. The 
purpose was not only to protect their legal status but also to facilitate some 
post-occupation contacts between the inhabitants of the territories and the 
East Bank with respect to withdrawal of deposits, and maintaining trade and 
other traditional links. The Jordan~an authorities have also allowed some 
main Jordanian commercial and specialized credit institutions (namely, The 
Arab Bank, Housing Bank, the Industrial Development Bank, Towns and Villages 
Development Bank) to extend their services to the inhabitants of the West Bank 
to the extent possible. 

39. 'Since 1967,. the Arab Bank branch in Nablus, the West Bank, has performed 
certain types of banking services, such as opening new accounts in its sister 
branches in Amman. It is claimed that there has been a steady flow of 
deposits frDm the occupied territories to commercial banks in Amman on a 
sizeable scale of about $3-$6 million per month, much of it through the 
Arab Bank. The Nablus branch of the Arab Bank still refrains from advancing 
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any form of loans or credit facilities to inhabitants in the West Bank, in 
compliance with Israeli orders. Therefore, the one-way flow of funds seems to 
have further exacerbated the tight financial situation of the business 
community in the territories. 

40.· Commercial banks in Jordan generally do not provide any form of credit to 
Palestinians residing in the West·Bank and Gaza, except if the· businesses 
involved are located outside the territories. However, should any loan'· be 
considered, commercial banks demand fully-fledged guarantees traceable in 
Jordan (e.g. mortgage of real estate located in Jordan or signatures from 
2-3 accredited guarantors). Only a few residents in the West Bank and 
Gaza can raise the needed collateral. The Arab Bank in Amman, has been 
involved in extending long-term loans to municipalities in the West Bank since 
1971. 46/ 

41. The Towns and Villages Development Bank has been,providing long-term 
loans to municipal councils for completion of development project since 1967. 
As a government bank, its loans, carrying a low interest of 5.5 per cent~ have 
been guaranteed by the Government. 47/ The Housing Bank has equally been 
engaged in extending loans to West Bank residents for housing construction and 
repair. 48/ The rndustrial Bank does not grant loans to West Bank residents 
owing to the difficulty of appraising loans, monitoring their use and 
recovering them. However, it has administered loans for West Bank projects 
using funds made available by the Jordanian authorities. 49/ 

42. In the Gaza Strip, prior to 1967, branches of Arab banks were operating 
with limited services, mainly focused on the financing of trade. There was 
little willingness to take risks and engage in the financing of agricultural 
and industrial development projects. SO/ The Bank of Palestine, established 
in 1960 with a small capital, was able-to provide credit facilities for 
foreign trade activiti~s in the Gaza Strip, particularly the export of citrus 
'fruits, until it was closed down in 1967. 51/ After 14 yea~s of closure, and 
in view of the mounting need for normal banking services, an agreement was 
reached with the Bank of Israel in 1981 allowing the re-opening of the Bank of 
Palestine. While the permission granted has been independent of Israeli 
banking legislation, in practice the Bank has been subjected to full 
supervision and control by the Bank of Israel and the Military administration 
through the "Examiner of Banks". The agreement permitted the Bank of 
Palestine to render "normal banking services" from its headquarters in 
Gaza City, with a commitmenttoconsider.subsequently the re-:-openingof its 
branches in the future in Khan Yunis and Rafah. Despite repeated requests, 
none of the branches have been re-opened. Although the Israeli authorities 
did "in principle" finally agree, in June 1986, on the reopening of the Bank's 
branch in Khan Yunis, the final approval of the Bank of Israel is still' 
pending. ~ 

43. While the Bank of Palestine is allowed to maintain its pre-1967 accounts 
in Egyptian-pounds and to present its statements of accounts in this currency, 
all its dealings are, however, conducted in Israeli shekels. Customers' loan 
repayments are indexed to the United States dollar. An appeal to allow it to 
deal in foreign exchange has not been acted upon by the Israeli authorities. 
The inabili:ty of the Bank to engage as an "authorized dealer" in foreign 
exchange, including Jordanian dinars, had been a major constraint on the 
direction and size of its operations, on its ability to promote foreign trade 
and compete with branches of Israeli banks, on its contribution to the gro~th 
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and development of the local economy, and-on its active trade links with 
Jordan and other countries. Lending operations and overdraft facilities, 
covering trade, agriculture and industry, have remained limited. The Bank 
grants modest loans of short duration, rarely exceeding 10 months. The 
long-term needs of these sectors are not met. The capital of the Bank remains 
small despite repeated attempts to increase it three-fold which have not 
received approval of the Israeli authorities. 

44. As a result, the Bank of Palestine has not been able to carry out 
effectively financial intermediation in the Gaza Strip. It has not yet 
succeeded in mobilizing available resources and allocating them to priority 
areas. While the ratio of its credit to deposits is generally higher than 
those of Israeli bank branches, it is still LOW for a commer~ial bank. 53/ 
The Bank's role as an intermediary between depositors and borrowers wilY
continue to be insignificant as long as its ability to mobilize savings and 
external loans is limited. Serious efforts are needed to examine the Bank's 
role in financial intermediation, bearing in mind the pressing financial 
resource requirements of the Gaza economy. 

45. A variety of formal and informal facilities have attempted to partly fill 
the gap created by the absence of appropriate financial institut·ions and an 
inadequate and undeveloped banking system. The Arab Development and Credit 
Company, for example, was established in 1985 with financial intermediation 
intended to constitute a major part of its business. Although established in 
Jerusalem under Israeli laws, the company is allowed to operate within the 
occupied territories under the supervision of the Israeli military 
authorities. 54/ 

46. Rural credit was transformed in the wake of Israeli occupation. The 
Government of Jordan closed all West Bank branches of the Agricultural Credit 
Corporation and ordered a freeze on the lending operation of the branches of 
the Jordan Co-operative Union in view of conditions imposed by the Israeli 
authorities. 55/Sources of rural credit, during the first decade of 
occupation, consisted primarily of suppliers of production requiSites and, to 
a much lesser extent, marketing middlemen. By the late 1970s, rural credit 
witnessed three major transformations. Firstly, farmers displayed a growing 
trend towards scaling down their long-term investments to the bare minimum, 
because of erratic fluctuations in profitability and the insecure political 
environment. Secondly, the second part of the 1970s witnessed the emE;!rgence 
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of a latge riumber of private voluntary organizations, many of which were 
involved in providing financial aid to rural and agricultural projects. 
Thirdly, the establishment, in 1978, of the Jordanian-Palestinian Joint 
Committee as the main co~duit for Arab aid to the occupied territories 
presented new possibilities. Notwithstanding these developments, credit 
facilities in rural areas have remained deficient in that the costs and 
conditions of finance, even seasonal credit, are beyond the means of most of 
the inhabitants. Co-operatives, moneylenders, farm supply dealers and 
marketing middlemen have only partially met the needs. 

47. Dealers in farm supplies have played a major role in meeting the needs of 
most commercial farm owners for seasonal credit facilities. This source of 
credit is characterized by relatively simple transactions and effectiveness in 
meeting desired needs. It has continued to function even after occupation, 
when its credit· role became more important. By the mid-1970s, the 
unpredictable decline in the value of the Israeli currency forced dealers to 
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minimize the duration of credit facilities and to insist on cash payment. The 
relative stability of the Israeli currency since mid-1985 has again encouraged 
dealers to resume their credit services. While not yet operating at the 
pre-1967 level, dea1eJ;"s remain, by far, the most important source of seasonal 
and short-term finance in the territories. 56/ Lenders are able to earn 
noticeably high rates of return by charging~igher prices on inputs sold to 
farmers and through the commission they earn on the sale of their ~lients' 
,r>roduce. 

48. A key component of existing financial arrangements in the occupied 
territories is constituted by licensed money changers who had operated prior to 
1967 in the West Bank and the Gaza Strip. Since occupation, however, the 
number of moneychangers operating in the West Bank rose sharply, from 
42 to almost 200 in 1986. The growth in this sector was in response to the 
absence of adequate and appropriate monetary institutions, the existence of a 
two-currency system in the territories, and the need for some informal 
channelS for the transfer of funds between the territories and Jordan and the 
rest of the world. ~ 

49. In most cases, moneychangers perform a wide range of activities including 
currency exchange, money transfers, clearing of accounts, accepting deposits, 
extending ).,oans, and managing investment portfoliOS. 57/ The exchange of 
Jordanian dinars and Israeli shekels is routinely requested by practically all 
categories of inhabitants. In addition t~ the dinar-shekel exchange 
transactions, money changers are also involved in unofficially handling 
Arab currencies in the form of remittances from relatives working abroad. The 
United States dollar is equally handled on a considerable scale; often 
involving Israeli citizens. Israeli military and monetary authorities display 
a degree of tolerance of this activity, especially in view of its net positive 
effect on the Israeli economy. 

50. The transfer of money to and from the occupied territories is another 
major function which money changers perfonn efficiently on an extensive scale. 
Moneychangers also extend some loans to borrowers whom they know well through 
the course of their business, mostly for short periods and at annual interest 
rates which reach 40 per cent. Cashing of bank cheques drawn on accounts in 
Jordanian banks is another service which money changers extend to their trusted 
clients. In some cases, large moneychangers have performed other functions on 
a selective basis, such as investme~t on behalf of others in shares in Amman 
Financial Market. 

51. Moneychangers have managed to provide a number of vital services to 
residents and institutions in the territories. However, their role in 
financial intermediation remains limited in scope, with credit facilities 
confined to "first aid" lending in the services sector. Their role in 
financing industry has been virtually nil, while in agriculture and housing 
they play no role at all. The operation of the informal monetary sector has 
acquired an institutional character. such that moneychangers are obliged to act 
as banks. This, however, has taken place in the absence of requisite laws and 
regulations and of an indigenous central authority responsible for protecting 
the parties concerned and regulating monetary policy in the interest of 
economic objectives. In the area of foreign exchange, the multiple currency 
system has provided a lucrative source of income, despite Israeli 
prohibitions, risk of confiscation of money being illegally transferred across 
the bridges and the chronic conflict with tax authorities. 58/ 
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52. Fellewing the eccupatien, attempts were made to. re-epen the lecal banks 
beth in the West Bank and Gaza Strip. Hewever, the Israeli autherities 
demanded that the banks cencerned sheuld eperate under the supervisien ef the 
Central Bank ef Israel - a demand censidered to. be centrary to. the laws and 
regulatiens prevailing in the territeries when eccupied. In 1973, the 
negetiatiens, which also. invelyed the Internatienal Menetary ~nd, came to. an 
end witheut any agreement. 

53. By the mid-1970s, a new reund ef negetiatiens was launched, this time 
invelving enly the Arab Bank. . Several. ebstacles eventually emerged, 
preventing agreement. These included: the refusal. ef the Israeli autherities 
to. permit the epening ef East Jerusalem branches, which carried serieus 
pelitical implicatiens unacceptable to. the Arab Bank, legal reserves ef ever 
70 per cent were to. be kept at the Bank ef Israel (in Jerdanian dinars) and at 
no. interest, depesits which were held in banks eutside the ceuntry sheuld be 
transferred back to. lecal branches1 re-epened banks weuld be asked to. 
generate more equity capital so. as to. maintain their finances independent ef 
their main effices in Amman. The third reund ef re-epening negetiatiens teek 
place between 1982 and 1985, again invelving enly the Arab Bank. A tentative 
agreement was reached in late 1985 to. re-epen the Arab Bank in Nablus, and a 
cempremise was reached en all other differences. Hewever, the Israeli 
autherities have still net respended to. the prepesal. 

54. In view ef the unsuccessful efferts to. reepen lecal banks, and the 
centinued need fer regular banking services in the territeries, attempts were 
made in recent years to. epen new banking institutiens in the West Bank. In 
1984, a greup ef West Bank businessmen began a dialegue with Israeli 
autherities, in an effert to. secure a license fer a new bank to. be based in 
Nablus, with mere branches to. be epened later in ether cities. Hewever, the 
Government ef Jerdan insisted en the re-epeni~g ef the clesed lecal banks 
which were mere advantageeusly placed cempared to. any new bank in terms of 
capital, experience in the territeries, knew-hew, and ability to. mebilize 
external reseurces. 

55. In yet anether attempt, the Israeli and the Jerdanian autherities 
simultaneeusly agreed to. a request to. re-epen the branch ef the "caire-Amman 
Bank in Nablus. 59/ The branch, whi-ch resumed eperatiens late in 1986, will 
functien in accerdance with the Jerdanian law in ferce in the territeries and 
amended by Israel. The Bank is expected to. serve businessmen in beth the 
West Bank and Gaza Strip and has ebtained appreval to. epen branches in ether 
West Bank cities. One seurce estimated that there is up to. $250 millien in 
uninvested Palestinian savings which ceuld be depesited in the Bank and used 
to launch industries in the West Bank. 60/ 

56. The re-epening ef the branch of the caire-Amman Bank is no. deubt a 
pesitive develepment giving rise to. expectatiens fer the re-epening ef ether 
banks which were ep'erating in the territeries befere 1967. Hewever, the 
unique nature ef the Bank, where beth Jerdan and Israel ~ill be invelved in 
supervising its eperatiens, peses a number ef questiens. These pertain to. t~e 
adverse effects ef the Bank en small financial businesses, the unwillingness 
ef individuals to. disclese all financial eperatiens to. the eccupatien 
authorities, and the role of Israeli authorities in the direction and size of 
leans. 61/ The success ef the Bank weuld ebvieusly depend en a number ef 
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vital factors, namely the volume of its capital, its ability to conduct 
financial intermediation by attracting local savings and effectively 
allocating them to needy sectors of the economy, its area of coverage, its 
policy on accommodating credit needs of various sectors of the economy, and 
above all, on Israeli policy governing the nature and scope of its activities 
and the frame of the legal system within which the Bank expects to operate. 

B. The fiscal determinants 

57. From 1950, the West Bank was subject to Jordanian fiscal legislation, 
including measures based on the pre-1948 Palestinian fiscal system. In the 
Gaza Strip both Palestinian and Egyptian legislations provided the basis for 
the operation of the fiscal system. 62/ While it is claimed that the fiscal 
laws and regulations prevailing in the West Bank and Gaza Strip prior to their 
occupation by Israel in 1967 are still in force, a wide range of Israeli 
military orders and proclamations have created a different situation. The tax 
system alone has been subjected to more than 177 military orders and 
proclamations (including'amen&ments), all aimed at increasing government 
revenues intended to meet some basic government services. 

1. Government budget 

58. Total expenditures of the Israeli military Government in the territories 
fall short of providing the minimum level of basic-government services to a 
growing population, meeting investment requirements, and creating an adequate 
infrastructural basis for sustained growth and development of the economy. 
Government expenditures have declined in real terms during the inflationary 
period. Natural increases in population and return to migration have further 
reduced the per capita benefit of these services. Military Government 
expenditures in 1984 amounted to only 12.8 per cent of GNP of the territories 
or $218 per capita, representing one of the lowest levels of government 
outlays among developing economies. 63/ 

59. Current expenditures amounted to almost 69 per cent of total government 
outlays in 1984. Only a few items under this category are of direct relevance 
to the Palestinian population. These include education, health, welfare, 
public works, postal services and telecommunications. However, much of the 
allocations in these areas cover salaries and other expenses. The remaining 
items largely cover the operations of the military Government and Civil 
Administration. Modest increases shown in the level'of Government current 
expenditures during the subsequent period (1985 and 1986) should be viewed 
against the eroding effect ,of inflationary pressures of past years. 

60. Capital or development expenditures, involving water resources, 
electricity grids, telephones, roads, Civil Administration and archeology, are 
partly aimed at contributing to the construction and/or improvement of Israeli 
settlements and meeting the needs of the military administration. Loans and 
grants to local Palestinian authorities are aimed at supporting the limited 
resources of these authorities. On the whole, 'actual development expenditures 
amounted to as little as 1.9 per cent of GNP of the territories in 1984. 
Coupled with restrictions on private investment, lack of a fully-ledged 
indigenous banking system, and Israeli settlement policies, the contribution 
of this small share of national income to capital formation and growth in 
employment, output, and income in the Palestinian economy has been nil. The 



TD/B/1142 
page 15 

assistance of the international community, covering a wide range of activities 
and carried out independently of the Israeli Government, has increasingly 
supplemented total Israeli budgetary outlays in the territories. 

61. The national income accounts of the territories reveal two major sources 
of Israeli Government revenues, namely "income tax and transfers to the 
Government" and "net indirect taxes on domestic production". A number of 
sources of government revenues are omitted altogether from these categories. 
Despite these limitations, revenues from these two sources amounted to 
12 per cent of GNP in 1984 which, is comparable with performance in a number 
of developing low~income economies. 64/ The Israeli Government budget for the 
occupied territories realized a relatively small surplus in the West Bank and 
a deficit in the Gaza Strip, in 1984.65/ 

62. The final picture will be different if revenues from other sources, as 
indicated above, are also included. These cover revenues from taxes and 
social security deductions from the wages of Palestinians working in Israel, 
customs duties collected by Israeli authorities on the territories' imports 
through Israel and Jordan, the hidden value added tax charged on all Israeli 
exports to the territories in lieu of customs.duties chargeable by the 
territories, fees on permits for crossing the bridges into Jordan, and a 
number of other levies. Including these sums will result in an overall 
surplus in the Israeli Government budget for the territor~es. Furthermore, 
these calculations do not cover the direct and indirect benefits that accrue 
to the economy of Israel from the activities of Israeli settlers in the 
occupied territores. It is, therefore, argued that the inhabitants of the 
territories, in fact, pay a net "occupation tax" that can be estimated .after 
18 years at a conservative total cumulative figure of $700 million for the 
West Bank alone. 66/ This refutes claims that the low level of public 
expenditures and invest~ent derives from budgetary revenue limitations. If 
net fiscal transfers had been invested in the territories, rather than added 
to Israeli expenditures, it would have been possible to improve local services 
significantly and, in particular, to contribute to the development of local 
economic infrastructures. 

63. In the absence of a national authority in the occupied territories, 
municipalities of Palestinian cities and towns become the most important local 
institutions to provide public services. Were it not for the constraints of 
occupation, they could have been instrumental in ,creating job opportunities 
and undertaking capital projects through community and rural development 
programmes. Prior to 1967, municipalities played an important role in their 
localities with the help of the central Government. Since 1967, a situa~ion 

has emerged whereby municipalities have been subjected to the legislative, 
executive and judicial authority of the military commander in the 
territories. 67/ Municipalities are not allowed to embark on new projects 
without advance approval of the occupation authorities. In many cases, the 
approval is either not granted or only after a long de~ay. This has led, at 
times, to a situation where some municipalities could not spend available 
revenues for badly needed projects and services. As municipalities cannot 
exercise legislative power, they are not allowed to introduce new taxes and 
fees, change their prevailing rates, coverage or collection procedures without 
the prior approval of Israeli authorities. This is crucial as many taxes and 
fees are not income and prices elastic and are levied either at flat rates 
and/or imputed in an arbitrary manner. 
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64. Revenues and expenditures of municipalities need to be viewed in the 
light of the above-mentioned cons~aints. 68/ Revenues, which are divided 
between "ordinary" and "extraordinary" haveamounted to as low as 4.6 per cent 
of GNP in 1984/85. 69/ Ordinary revenues accounted for about 75 per cent of 
total revenues in the West Bank in the last five years and for 71.6 per cent 
in the Gaza Strip. Extraordinary revenues comprise grants and loans from Arab 
and non-Arab sources, including that of the Israeli Military Government budget 
in the occupied territories. In addition, they include income from 
municipalities' projects. OWing to the unreliable nature of internal and 
external contributions to the budget of the municipalities, it has not been 
possible to depend on extraordinary revenues on a regular basis.. Ordinary 
revenues seem to be more reliable, though not reliable enough to meet the 
mounting development requirements df municipalities. 

2. The tax system: Israeli policies and practices 

(a) Changes in tax laws 

65. A detailed system of taxes, duties and fees was in force in the West Bank 
and Gaza Strip at the time of their occupation in 1967. As in most developing 
economies, the emphasis in the design and structure of the system reflected 
revenue considerations of the Government. In view of the limited scope of the 
tax system as a whole, its potential role in the allocation, stabilization, 
and distribution objectives of public policy was being promoted through a 
combination of monetary and othe.r fiscal instruments. ' 

66. Following the Israeli occupation, numerous military orders were issued 
aimed at amending the prevailing tax system of the territories. Subsequently, 
the Civil Administration was authorized to increase maximum income tax rates 
through by-laws in order to facilitate the amendment process. In addition to 
changing the scope and rates of taxes, new taxes were imposed with a view to 
increasing government revenues and gradually aligning the tax system to that 
prevailing in Israel itself. 

67. Nowhere in the tax system of the territories are changes more pronounced 
and continuous than in the area of income tax. They pertain to rates, income 
bra·ckets, methods of assessment, collection, and appeal procedures, 70/ all 
aimed at maximizing government revenues. From June 1967 to February-r985, 
34 military orders have been issued to amend income tax rates, income brackets 
and exemptions. The minimum level of taxable income was reduced, tax rates 
were increased, and the amounts of income in taxable brackets were reduced. 
While the top rate has increased by 5 per cent, the amounts in taxable income 
brackets have been lowered in most cases by more than 50 per cent. It is 
obvious that by lowering taxable income brackets, a higher tax rate is now 
levied on amounts which generally represent less than half of the taxable 
bracket under the pre-1967 system. For example, a taxable income of JDl,600 
which used to fall within the 15 per cent tax bracket under the 1964 Income 
Tax Law has now moved up to the 33 per cent bracket, signifying more than a 
100 per cent increase in tax payment. 2!/ 

68. ~ comparison with income tax liability in Jordan under the new 1982 
Income Tax Law puts the taxpayer in the territories at a great disadvantage. 
The net impact of changes in the 1982 Income Tax Law of Jordan on a married 
couple with four children having an annual taxable income of JD 2,000, is that 
income tax due has dropped from JD 165 under the 1964 Income Tax Law to JD 33 
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under the 1982 Law. 72/ But, as a result of the major amendments introduced 
by Israeli authorities in the 1964 Income Tax Law, the actual amount of tax 
due for the same size family in the territories is currently assessed at 
JD 299, which is 9 times higher than in Jordan. Israeli military orders have 
also lowered personal allowances for income tax purposes. 73/ The ceiling of 
allowance in the West Bank stands at JD 314, which is only~2 per cent and. 
13 per cen1;: of t:lat prevailing in Jordan and Israel, respectively. With 
respect to business income tax, the Israeli authorities have also amended the 
Egyptian tax laws whereby Gaza businesses, including the Bank of Palestine, 
have to pay 37.5 per cent tax on their income. 

69. The most striking change pertains to tax collection procedures whereby 
taxpayers are now obliged to make advance payments on a monthly basis 
throughout the fiscal year and not after it, as had been the case. In a way, 
the pay-as-you-earn (PAYE) method of tax collection was enforced on various 
categories of income without giving due consideration to the periodicity of 
earnings. The monthly installment is based on an annual estimate which is 
equivalent to the total tax paid for the previous year. The practice is 
objectionable not only on legal grounds but also from an economic point of 
view as it impinges on the limited resources available to businesses for 
investment and/or as working capital. The advance payment of the tax is also 
practised in Israel itself, where the balance of the tax due is indexed to the 
cost of living. In the West Bank, however, the balance is indexed to the 
average exchange rate of the Israeli shekel to the Jordanian dinar. Israeli 
military orders have cancelled income tax appeal courts dealing with tax 
matters, thus revoking judicial consideration of appeals, and confined appeals 
to an administrative/military committee without juridical competence. 74/ A 
similar practice is followed in respect of the appointment of "assessment 
officers". 75/ 

70. Another serious Israeli practice involving the tax system of the 
territories is the treatment of 'Israeli settlers and their juridical entities 
based in the occupied territories. In principle, under the generally accepted 
norms of tax laws, the income of alieh~,< including Israelis residing in the 
territories, is considered taxable under the law of the territories, because 
such income is "derived, received or obtained" in these territories' and not 
in Israel. 76/ In practice, however, no taxes based on the territories laws 
were collected from Israeli citizens living in these territories. Compamies 
and associations that were registered in Israel but operated in the 
territories paid their taxes directly in Israel while those registered in the 
territories paid no income tax at all. In 1978, the Israeli Knesset changed 
the Israeli Income Tax Ordinance, stating that the income of an Israeli 
citizen which was produced, obtained or received in the territories will be 
regarded as income produced, obtained or received in Israel. The objective of 
this amendment was to prevent the territories from becoming a tax haven for 
Israeli citizens by not paying any taxes. 77/ 

71. While the move has not ended the legal application of the territories' 
tax law, in practice it has prevented the territories from collecting the 
taxes due to them, notwithstanding the illegality of the presence of Israeli 
Citizens and juridical entities in these territories. The changes introduced 
stipulate that if an Israeli citizen living in the territories paid taxes to 
the taxation authorities in the territories, this would entitle exemption from 
the" Israeli tax up to the amount of tax that had already been paid, in order 
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to avoid double taxation. 78/ However, no separate tax is paid to the 
territories to begin with which would justify,such treatment under the Israeli 
tax system. 

72. CUstoms duties imposed on Pal'estinian imports from abroad are the same as 
those applied to imports of Israel. The actual range of tariffs is difficult 
to identify as they are con'tained in the final prices of imported goods. 
Constant changes in these duties, not only due to inflation but also to 
economic policy, add to the difficulty of assessing the exact amount of duty 
imposed and' to the uncertainty that confronts importers. An accepted approach 
relies on the fact that custo~ duties were levied at 100-150 per cent on 
consumer goods and around 40 per cent on non-consumer goods in 1981. ~/ In 
addition, the purchaser has to pay the 15 per cent value added tax on 
transactions with the importers. While there may be an economic justification 
for such duties to be applied on imports into Israel, the same cannot hold for 
the occupied territories. Israeli customs duties may be aimed at protecting 
?ome domestic Israeli industries in which the occupied territories may have no 
interest. As such, the payment of these duties by importers in the 
territories is not only a participation in protecting Israeli economic 
interests but is also a contribution to Israeli Government revenues. 

73. A range of other taxes and sources of government revenue are in force in 
the territories, many of which have been either newly introduced or their 
rates increased since 1967. These include items such as property tax, excises 
imposed on local industrial products, education tax, land tax, social 
services' tax, fees for notary and for power of attorney, special taxes on 
pharmacies and private medical practioners, fees on permits for crossing the 
bridges on the Jordan River, "fines" or "penalities" for security and other 
offences, pension contributions, and social security deductions. 

74. The Israeli authorities instituted, in August 1976, a tax on all goods 
and services in Israel. The tax, referred to as Value Added Tax (VAT), was 
imposed at a flat rate of 8 per cent. The authorities subsequently provided 
that the tax should also apply to transactions carried out in the territories 
by Israeli citizens. 80/ The purpose was three-fold: not to create a tax 
haven for Israelis in~he territories; to raise Israeli Government revenues, 
and to further integrate into the Israeli economy the economic activities of 
Israelis living in the territories. In Israel, the imposition of VAT was 
aimed, inter alia, at balancing the loss of government revenue due to the 
reduction of other taxes, notably income tax. 

75. The value added tax was also introduced at the same rate of 8 per cent in 
the West Bank under Bylaw No. 31 of 1976 without announcing its imposition as 
a new tax. 'It was related to Jordanian Law No. 16 of 1963. As such, a new 
piece of legislation was super-imposed on the existing law. The rate of the 
tax was subsequently raised to 12 per cent in 1977. By 1982, a further 
increase of 3 per cent was effected, raising the tax to 15 per cent payable by 
all businesses and entities except crop farming enterprises. The tax is also 
applied on transactions that cover imports reaching the territories through 
Israel. The increase of the tax in 1982, both in Israel and the territories, 
was aimed at financing the Israeli invasion of Lebanon. 81/ 

76. The tax burden of Palestinians, both individuals and juridical entities, 
has thus been continuously increased against a comparatively low and declining 
level of income. Additionally, many small businesses have been confronted 
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with penalties allegedly for lack of adequate records and non-payment of this 
and other taxes. 82/ On the whole, VAT has evolved over the past few years to 
become one of the most serious fiscal constraints to the development of 
Palestinian industry and trade. 

(b) The tax system and economic activities 

77. In the mid-1950s Jordan, along,with other developing countries, 
introduced laws and regulations which provided incentives to the private 
sector for investment in industrial, tourist and transport projects. Income 
from agricultural activities was and still is exempt from tax. None of the 
old or new investment related incentives are applied in the territories, 
although the relevant laws are theoretically still in force. On the contrary, 
as noted, a number of tax provisions have been amended and administrative 
procedures instituted to the disadvantage of entrepreneurs. As a result, new 
enterprises find it very difficult to float themselves during their initial 
stages of operations as they are seized with fiscal and monetary obligations. 

78. The tax system in the territories is, therefore, used in its traditional 
role as the supplier of revenues to the Government. As such, its role in 
influencing entrepreneurial decisions on the allocation of resources leaves 
much to be desired. The treatment accorded to Israeli settlers in the 
territories provides a striking contrast. Some of the financial incentives 
extended to Israeli businesses in some areas of the territories are indicative 
of the inequality in treatment. Settlers' businesses enjoy, inter alia, the 
following incentives: (a) an "investment grant" equal to 30 per cent of the 
enterprises' total investment in fL~ed assets1 (b) a "concessionary loan" 
equal to 40 per cent of the total investment of fixed assets, (c) exemption 
from income tax for the first seven years on retained earnings1 (d) a ceiling 
of 30 per cent on corporation taxes1 (e) taxes on diVidends to foreign 
investors limited to 
years, (g) a number 
the start-up phase. 
to as high as 54 per 

10.5 per cent, (f) waiving of "employers' tax" for five 
of import and export benefits once the business passes 
In addition, aid for research-and-development may amount 
cent of the business's Rand D outlays. 83/ 

C. External financial resources 

79. Three distinct but interrelated phenomona are indicative of the 
territories' growing dependence on external sources of finance: factor income 
from Palestinians working in Israel, factor income of short-term emigrants 
working in Jordan and elsewhere, and, private and official unrequited 
transfers from abroad, including permanent migrants' remittances. Given the 
nature of interaction of the territories' economy with those of neighbouring 
countries, whereby the territories do not have the authority to regulate the 
flows of trade and services, such a dependency is not surprising. In fact, it 
may be argued that only through maintaining these external linkages have the 
territories been able to counter restrictions on the economy at the loca~ 
level and withstand the challenges posed within the context of relations with 
the Israeli economy and the influences exerted by the Arab economic 
environment over the past decade. 

80. In 1983, when GDP in the occupied territories had reached its highest 
point, 36 per cent of the territories' net national disposable income 
originated in factor income and transfers, also equivalent to 57 per cent of 
GDP. 84/ Not only is the economy increasingly dependent on external sources 
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of finance, but this appears to be largely in the direction of those 
originating in Israel. Indeed, were it not for the continued flow of 
transfers to the territories from Arab and international sources, the degree 
of dependency on that exclusive source of income would be even greater. 

1. Factor income 

81. Factor income from work in Israel, which became significant as of 1970, 
results from the daily movement of Palestinian labour into Israel for 
employment. Whereas 12 per cent of the territories' labour force was employed 
in Israel in 1970, the proportion had reached 37 per cent by 1984. 85/ The 
locally employed labour force in 1984 was still smaller than its 1970 
level. 86/ Meanwhile, since the mid-1970s another phenomenon has gained 
momentumin response to the lack of local job opportunities and the 
attractions of lucrative employment in the oil-producing Arab States. These 
two factors pushed an increasing number of West Bank and Gaza Strip residents 
to emigrate and seek work abroad. In some cases, these migrants remained 
abroad, so that their remitted income is treated as "transfers", while in 
other cases, Palestinians have maintained residency in the territories, 
generating "factor income" from work in Jordan or elsewhere for a certain 
period each year. In addition to factor income from wages of Palestinians 
employed (but not resident) in Israel, Jordan, other Arab States, and the rest 
of the world, there are other factor income payments accruing from abroad 
(i.e., rent, profits, and interest). 87/ 

82. Factor income from Israel grew steadily from 1978 to 1984, by more than 
110 per cent, or at an average rate of 18 per cent per annum. 88/ It peaked 
in 1983, an especially prosperous year for the Israeli economy. Factor income 
from the rest of the world has also grown, but at a smaller rate of 
75 per cent during the period 1978-1984, or some 15 per cent per annum. Thus, 
according to official Israeli statistics, the major component of factor income 
payments to the territories is that'gained through employment in Israel. This 
component of factor income has accounted for at least 75 per cent of total 
factor income payments to the territories in every year since 1978. 89/ 

83. Factor income payments by the territories exhibit a relative stability, 
growing only slowly and maintaining a generally low level until 1984. This 
underscores the fact that, despite dependence on external financial sources, 
the territories provide less attraction to external financial interests or 
labour for productive or profitable deployment. The level of net factor 
income payments to the territories has, as a result, doubled between 1978 and 
1984. 90/ In ,1983, the significant expansion experienced in the Israeli 
economY-helped to generate a-record high of $550 million net factor income. 

84. In 1968, when a relationship had not yet been clear~y de~ined between the 
Palestinian economy and those of Israel and Arab countries, factor income from 
abroad represented less than 3 per cent, of GNP. 91/ Factor income accounted 
for 25 per cent of GNP in 1978, peaked at 33 per-Cent in 1983, and fell to 
30 per cent in 1984. This trend helps to illustrate the interplay of weak 
domestic eCGnomic growth and external financial dependence. While the economy 
has been unable to develop domestic sources of finance and domestic economic 
growth witnessed annual fluctuations, factor income has steadily grown, t.hus 
acquiring an increasingly significant role in the overall financing of the 
Palestinian economy. 
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85. The other major component of external financial resources available to 
the territories, represented by unrequited transfers, has become increasingly 
prominent-over recent years. There are three major sources for transfers to 
the territories. The first involves flows from Israeli and Jordanian 
government institutions to individuals or institutions in the territories, 
including Israeli military government transfers to local authorities or to 
individuals. The second major source of transfers to the territories is from 
Palestinians who have emigrated from the territories since 1967, but who still 
support family members in the territories, also referred to as remittances. 
The third component of transfers to the territories, namely official aid, can 
be broken down according to its two main sources, Arab and non-Arab 
international aid. The bulk of transfers from the territories has 
increasingly been destined for Israel, in the form of taxes and transfers to 
central Government. There is no evidence of significant other transfers out 
of the territories to Jordan or elsewere. 

86. Net transfers to the territories increased until 1981, after which they 
began to fall, reaching in 1984 a level below that of 1979. 92/ One 
component, namely transfers to private persons in the territories Q3/ grew 
gradually from 1978 to 1982, only to decline in following years. Transfers to 
private persons have accounted for well over half of all transfer payments 
credited to the territories since 1979. They remain the largest component of 
transfer payments to the territories. 

(b) Components of transfers 

(i) Transfers betwee~ the occupied territories and Government 

87. While the benefits accruing to the territories through their relation 
with the Israeli economy may be apparent in terms of job and income 
opportunities the costs are not so easily perceived. One way to measure costs 
is through looking at the scale of financial resources transferred by the 
territories to Government in the form of indirect production, value added and 
income taxes and other such transfers. Transfers and subsidies from 
Government almost doubled between 1978 and 1984, while the share of Government 
transfers in total transfer payments to the territories also increased, from 
7 per cent in 1978 to some 11 per cent in 1984. 94/ 

88. Transfers from the territories in the form of income, production and 
value added taxes, and other transfers (duties, fees, fines, etc), trebled 
between 1978 and 1984. Of the total tax bill of 1983 and 1984, local 
government revenue constituted under 7 per cent of the total tax transfers by 
the territories in those two years. 95/ The balance of transfers to 
"government" is therefore destined for the Israeli central tax authorities. 

89. The scale and significance of the transfer of Palestinian financial 
resources to Israeli authorities can be seen in relation to a number of 
indicators, including GNP. The proportion of GNP transferred to Government 
through taxation alone has doubled, from 6 per cent in 1978 to 12 per cent in 
1984, with the increase most noticeable slnce 1982. The amount of tax thus 
transferred to Israeli authorities in 1984 ($170 million) was equivalent to 
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46 per cent of the gross factor income from employment in Israel~ 16 per cent 
of GOP and 11 per cent of GNP, more than double of all private transfers 
received from abroad, and some $7 million more than the $165 million total of 
transfer payments credited to the territories. 

(ii) Migrants' remittances 

90. In view of the demographic patterns of migration and Israeli restrictions 
on "reunification" of migrant and resident members of Palestinian families, it 
can be assumed that, at most, half of the total permanent migrant labour force 
maintains regular links with the territories and transfers remittances to the 
territories (i.e., some 76,000 persons from a migrant labour force estimated 
at about 152,000 in 1984). 96/ 

91. No official Israeli data exist on the scale of permanent migrants' 
remittances actually transferred to the territories. However, one alternative 
method of calculation uses official Jordanian data for transfer payments by 
emigrant Jordanian (West and East Bank) workers, an estimate of the total size 
of the West Bank migrant labour force and the proportion of their transfers to 
Jordan that reach the territories. 97/ Accordingly, the amounts of transfers 
to the territories from West Bank migrants alone are well above the total for 
transfer payments to the territories from all sources provided in Israeli 
statistics. The significance of this alternative source of information does 
not arise from the degree to which the figures are precise. Rather, the 
presentation of such alternative data series exhibits the extent to which 
official Israeli estimations of transfers from abroad underestimate the weight 
of migrants' remittances in supporting the territories' inhabitants. 98/ 

(iii) International aid 

92. A third type of transfer is constituted by official aid from a variety of 
Palestinian, Arab and non-Arab international private and official sources. 
These transfers, which became increasingly substantial in recent years, have 
perhaps the most important role in promoting economic activities in the 
territories. Being an expression of a humanitarian and political will and 
commitment to assist the Palestinian people, they are less subject to changes 
in local or regional economic fortunes than are factor income and 
remittances. They are the only source of external finance the size and 
deployment of which can be actively influenced by non-economic factors, such 
as donors' and recipients' outlooks. 

93. The longest existing form of aid 99/ is that received by the West Bank 
from the Jordanian Government since 1967 to cover a variety of government and 
welfare services obligations established prior to 1967. This is complemented 
by aid provided by Jordanian welfare and charitable societies. A further 
source comprises aid from Arab and Islamic States, and from Arab regional 
development funds and banks which fund specific projects in the territories. 

94. Since 1979, the Jordanian Palestinian Joint Committee for the Support of 
the Steadfastness of the Palestinian People in the Occupied Homeland has been 
the major channel of Arab aid to the territories. 100/ The Joint Committee 
was meant to receive from the major Arab oil-producing States 101/ an annual 
budget of $150 million for a 10-year period commencing in 1979-.--Between 1979 
and 1985, however, the total receipts of the Committee from these sources had 
amounted to just under $400 million as against an expected amount of over 
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$1 billion. 102/ The Committee's funding of activities in the field was 
carried out either directly or, more often,-through Jordanian financial 
institutions entrusted with managing the Committee's funding in the 
territories within their particular fields of competence. 103/ 

95. Since 1979, the bulk of Arab transfers to the territories was allocated 
by the Joint Committee, though annual disbursements have fallen over the 
years. In the 1979-1985 period, the Joint Committee allocated approximately 
$462 million for projects in the occupied territories, of which only some 
$410 million was actually disbursed, owing to the unfulfilled committments of 
donor States. 104/ The share of official Arab transfers channelled into the 
territories by the Joint Committee had risen from 60 per cent in 1979 to 
80 per cent in 1983. By 1984, its share had fallen to just over 50 per cent. 

96. There are two major categories of international sources of finance 
operating in the territories: international agencies (United Nations) and 
private voluntary organizations (PVOs). The United Nations has been involved 
in providing relief and welfare services to Palestinian refugees since 1949, 
through the United Nations Relief and Works Agency for Near East Refugees 
(UNRWA). Aid from UNRWA and some PVOs is rooted in humanitarian concerns 
regarding certain baSic needs of Palestinians (primary education, health care, 
material support for hardship cases) that are insufficiently catered for by 
the Government. UNRWA's expenditures in the areas constitute the bulk of 
international transfers to the territories. In almost every year between 1978 
and 1984, UNRWA transfers have accounted for more than 80 per cent of all 
international aid to the territories. 105/ 

97. More recently, the United Nations Development Programme (UNDP) has 
stepped up its commitment to infrastructural, social welfare and productive 
development projects in the territories. It implemented a programme including 
23 projects between 1980 and 1986 and totalling some $9.5 million in resources 
(i.e. an average annual figure of under $1.4 million) while an indicative 
planning figure of $17 million was set for total programme expenditure for the 
five year 1987-1991 period (i.e. an average annual figure of almost 
$3.5 million). 106/ Other United Nations agencies have also been involved in 
the provision of aid to the territories, either directly or in collaboration 
with UNDP. 107/ 

98. International PVOs have become increasingly active in project funding in 
the territories in recent years, disbursing both official aid and private 
contributions. The European Economic Community (EEC) is another factor in 
international financing of development efforts in the territories, working 
directly or through European PVOs to fund projects. Like UNDP, much of PVO 
funding is aimed at meeting some of the long-neglected immediate developmental 
requirements. The emphasiS is on agricultural and small industrial projects, 
community development and various self-help schemes, job-creation projects and 
women's advancement programmes as well as certain larger infrastructural 
requirements. 108/ 

99. The pattern of allocation of aid is biased in favour of social 
development and welfare services. This is to be expected in the case of 
UNRWA, for example, which disburses most of its expenditures on education and 
health. The pattern of expenditure of the Joint Committee was more 
diversified, given its wider range of commitments and aims. Educational 
institutions (universities, post secondary colleges and vocational training, 
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primary and pre-school education) received the largest share of Joint 
Committee funding. Health services (hospitals and related large-scale 
projects) received the second largest share of the Committee's funding. The 
third largest sectoral allocations, in equal shares, were: (i) support for 
municipalities' services, roads and transport, (ii) social welfare needs and 
religious institutions, and (iii) aid to housing co-operatives and home 
building. The remainder went to agricultural projects and co-operatives, 
village electrification projects, aid to small industries and workshops, 
public health, land purchase and other activities. 

100. The largest share of PVO funding until 1983 went to drinking water and· 
sewage projects and agricultural development projects, including irrigation. 
Social welfare and education also received PVO support. Industry, however, 
has not benefited greatly from either PVO or UNDP funding. Infrastructural 
needs - specifically sewage projects - and educational programmes received, 
after health projects, the second largest shares ofcUNDP funding in the period 
under review. The unique position of UNDP and its 'favourable relations with 
the parties concerned has allowed it to take the initiative in this sector. 
UNDP funding has also been directed to agricultural projects, both for. 
training and for improved productivity. 

101. An important factor which affects the eventual pattern of disbursement 
are the policy guidelines laid down by the Israeli authorities. It has been 
argued that the procedure whereby some agencies submit proposals to the 
authorities results in some proposals on production" or economic development 
being turned down, while infrastructual and social service projects are' 
approved. 109/ However, there are indications that such factors are becoming 
less influential, as the authorities appear to have developed more flexible 
guidelines in this regard. 110/ On the whole, while locally perceived and 
expressed priorities have an initial effect in determining the pattern of 
deployment of international transfers to the territories, the final outcome 
can be altered by factors such as donors' preferences, operational and 
technical co~siderations, and the policies of the Israeli authorities. 

102. Most agencies 0perating in' this sphere had not, at least until very 
recently, included loan programmes as a suitable or feasible tool for delivery 
of aid, and relied primarily on direct grants. Local participation in finance 
was encouraged through tying external grants to local counterpart funds. Ill/ 
Almost all of the aid provided until 1983 by PVOs was in grant form, as was
the case with aid from United Nations agencies. Non-concessionary finance as 
loans appears to have become increasingly favoured by PVOs in recent years, 
with more of them initiating revolving fund or other loan arrangements, 112/ 
working when possible through local Palestinian credit institutions. ----

103. Loan programmes have been an essential element of the aid provided to the 
territories by the Joint Committee. Since its inception, the Committee was 
able to offer a significant proportion of its total aid to the territories in 
the form of loans because of the involvement of Jordanian banking institutions 
in the Committee's grants and loan procedures. When loans could not be 
channelled through the existing Jordanian financial institutions, the 
Committee itself became a source of dire,ct loans ,for projects such as village 
electrification, loans to agricultural firms, and Gaza Strip municipality 
housing projects. This initial experience has provided a sound basis on which 
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to build more effective programmes of aid, closely monitored and managed by 
recipients and donors in the interest of the long-term development of the 
occupied Palestinian territories. 

D. Conclusions and Recommendations 

104. In general, the economy of the territories is, at present, characterized 
by a high degree of fragmentation reflecting an increasing distortion in the 
structure of output and income, a widening gap between domestic and national 
output, and a high degree of openness. The problem is further compounded by 
the absence of indigenous institutions capable of dealing with the adverse 
effects of policies under occupation for the past twenty years. Bold efforts 
are needed to reverse this state of affairs through a conscious strategy aimed 
at developing the economy of the territories. The policy orientation of the 
measures r~quired ought to be guided by a set of objectives that reflect the 
aspirations of the Palestinian people, bearing in mind the resource endowments 
of the economy, and its present distorted structure. The following basic 
objectives and policy considerations could serve as a frame of reference for 
designing appropriate policy measures required in each area of economic and 
social endeavour: 

(a) Accelerate the growth of the domestic economy at a rate sufficient 
to sustain natural increases in population and to bring about improvements in 
the level of per capita income, 

(b) Increase productivity in the neglected areas of agriculture and 
industry and expand the output of essential goods by promoting import 
substitution industries based on local raw materials, and by diversifying 
exports through expansion in trade relations, 

(c) Stabilize the general price level and reduce the prices of essential 
commodities, 

(d) Create productive employment opportunities throughout the 
territories to absorb both natural increases in the labour force and migrant 
Palestinian workers employed in Israel and the rest of the world, 

(e) Accelerate the rate of development expenditures with a view to 
creating the basic infrastructural facilities that provide external benefits 
to the economy, and increasing the absorptive capacity of the territories for 
further produc~ive investment1 

(f) Provide appropriate incentives to encourage local and foreign 
investors in productive sectors, 

(g) Gear monetary and fiscal policies to the short-term and long-term 
requirements of sustained economic growth and stability, 

(h) Establish and strengthen appropriate financial institutions aimed at 
mobilizing, allocating, and managing domestic resources in line with the needs 
of the economY1 



TD/B/l.i42 
page 26 

(i) Establish the requisite institutional capabilities within the public 
administration of the territories for the effective formulation and 
implementation of economic and social policy measureS1 

(j) Promote, above all, the entrepreneural spirit which has served as 
the basis for economic endeavour and achievements in the territories. 

105. Undoubtedly, the realization of these objectives would be dependent upon 
institutions capable of handling the crucial interplay of various economic and 
social policy instruments. Obviously, such institutions are lacking in the 
territories and the issues involved are dealt with by facilities operated by, 
or under the direction of, the occupation authorities. 

106. The financial sector, serving as the main auxiliary force in the economy, 
is expected to contribute to the realization of some of the objectives 
outlined above. The actual role it has played in this process during the last 
twenty years has peen marginal. The institutional and policy shortcomings in 
this area are striking not so much because of their undeveloped nature as 
because of the deterioration that this sector has experienced since the 
occupation of the territories. Indigenous banks and financial institutions 
were replaced by branches of Israeli banks with the majority located in major 
Israeli settlements. Israeli currency was declared legal tender, to be 
subsequently joined by the Jordanian dinar which was allowed to circulate in 
the West Bank. Businesses operating in vital economic sectors have been 
obliged to confine their needs to limited personal savings and/or resort to 
the informal financial market characterized by high interest rates.and 
difficult guarantee requirements. The situation has been;paJ;'t~cularly serious 
in rural areas where the cost and conditions of finance,ev~n f9r se.asonal 
credi t, are far beyond the means of the average inhabitant. <. c . 

107. Efforts made to redress the situation have not met with sU9cess. The 
absence of an indigenous banking system, coupled with the dual, if notJ~riple, 
currency standard, and the growing credit needs of the economy have prompted 
local informal facilities to emerge and fill the gap. The role. c>f< , " 
moneychangers has been significant in this respect, thou9ll·tlley haVE! !lc>t,peen 
able to fill the crucial gap in financial intermediation.. Rene'We,d efJ.orts are 
needed to replace the very fragile, vulnerable and ad hoc arrangements by 
appropriate f inancial institutions suited to the dire needs., 9#' tlJ.e.economy in 
the areas outlined above. ':.);.,G··! 

108. Attempts made to re-open local banks in the Gazii Str;ip resu+:!:~<l.;,~nlyin 
the re-opening of the Bank of Palestine in 1981, coinciding with the worsening 
economic situation in the Strip., However, owing to num,erousrestl:"ictions 
imposed on its operations, the Bank has had only a IllaI:'gi~~1:J~P~Qt;~9n;'1:he 
financial and credit conditions in the Strip. A re-examination of the 
constraints which have stifled the operation and role" of·,::I:.J:l4,9x~a!l~3i~s ~gently 
called for. This is particularly needed at this cruci.~Lj~S:;t;u:t~ e,~,,:t,he Gazan 
economy is experiencing the most severe recession i~ 20,. years of occupati~n. 
In the West Bank, efforts to re-open local banks ,.s:i.nce >t1:lE!iF:i:9!g§};l.~,Eain 1967 
finally resulted in the re-opening of a branch oftheq~X2r;~~m2g.<,B~,l)~!in 
1986. While this Signals a move in the right direction, Inuch O~'i}::1l~~~ucgess 
expected will depend on the manner in which the branch is treated in terms of 
its resource base, nature and scope of its operations. 
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109. To begin with, the resources of the newly-opened branch need to be 
augmented through external contributions until it has succeeded in mobilizing 
adequate domestic savings. The Central Bank of Jordan may be able to serve 
not only as a repository of reserves but also as a promoter and the lender of 
last resort in order to help the branch take calculated risks. The branch 
could also be allo\,!ed to open its other branches elsewhere in the. territories 
to mobilize the savings of inhabitants over a wider area, and thus carry out 
financial intermediation and provide credit to the urgent priority areas of 
the economy, especially agriculture, industry and housing. It is also vital 
for the newly opened branch to establish links with existing formal and 
informal entities such as co-operatives, insurance companies,. moneylenders and 
the large number of professional institutions in order to mobilize· greater 
savings. 

110. The branch may also be allowed to operate with a flexible range of 
interest rates aimed at raising real rates of interest above the level of 
inflation to influence the choice between alternative uses of private 
savings. This could be further accompanied by fiscal incentives. Thebranch 
could also be allowed to adopt a system of differential rates of interest for 
various types of credit to desired areas. A complementary tax policy could 
further strengthen the effectiveness of such meas~res. In an effort to 
develop an entrepreneural outlook for autonomous investments, it may be 
necessary to accept a longer gestation period for the effectiveness of these 
and other incentive measures. 

Ill. General government budgets, both of Israel and local Palestinian 
authorities, serve as the fiscal determinant affecting the level of income and 
demand, providing basic services, influencing economic activities and 
promoting growth and development. However, the limited size of government 
budget has rendered the role of fiscal policy marginal with respect to the 
level of income and demand, basic services and economic activities. The 
~verall level of government revenues and expenditures reflects a neutral 
budget approach in the territories. The lack of a policy favouring and 
encouraging private investment in productive sectors has prompted the private 
sector's contribution to gross capital formation to be concentrated in housing 
and construction works. 

112. The only area where an interventionist government budgetary policy has 
been pursued is in taxation. In addition to changing the structure and rates 
of existing taxes, new taxes have been imposed intended not so much to 
stimulate economic activity or to satisfy equity and stabilization 
considerations, as to increase government revenues. In the present 
reces&ionary situation, there is hardly any merit in either retaining, or 
adding to, the distortions that affect the incentives to work, save and invest. 

113. The most striking change in the income tax law is the replacement of 
collection procedures and courts of appeal by military orders introducing 
inequitable assessment, collection and appeal procedu+es. All these have 
eroded public confidence in the purpose and objectivity of the income tax 
system. The involvement .of the public, through their legitimate institutions 
and interest groups, in all these areas is considered a major factor in the 
effectiveness of any tax system. The application of this important concept 
leaves much to. be desired in the territories. 
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114. One area which deserves serious consideration concerns tax assessment of 
artisans and traders who are either unable or unwilling to keep books. An 
objective and realistic approach could rely on such factors as capital, volume 
of business, type of trade, the normal level of profit, location and other 
pertinent issues. These can be determined in consultation with local 
authorities, chambers of commerce, taxpayers' professional associations, as 
well as tax experts. It is equally necessary to consider establishing 
standardized systems of accounts with adequate and clear instructions coupled 
with appropriate training on the methods and techniques involved. Obviously, 
the success of all such efforts would depend on the conviction of the 
taxpayers that the tax laws and procedures applicable are those that prevailed 
in the territories prior to 1967 and that revenues from all taxes are clearly 
and adequately reported and spent on expressed needs of the territories. 

115. As for resource allocation, the role of the tax system in influencing 
entrepreneurial decisions has been nil. No investment-related incentives are 
at work in the territories, although the relevant Jordanian and Egyptian laws 
are theoretically still in force. On the contrary, the amendments of existing 
taxes and the imposition of new ones have served to discourage entrepreneurs. 
As in the area of monetary policy, fiscal incentives can go a long way in 
supporting the local economy towards the realization of a number of the 
objectives outlined earlier. In fact, a combination of monetary and fiscal 
incentives based on the prevailing laws of the territories could encourage 
productive investments. The tax system by itself can play a significant role 
in this process. The benefits accruing from tax incentives Will not only 
induce investments by increaSing the rate of return but will also serve to 
diversify business geographically throughout the territories. In view of high 
tax rates and limited allowances, the benefit of any tax incentive offered to 
both individuals and juridical Palestinian entities will be high. Efforts 
could concentrate on promoting the corporate type ,of business enterprise. The 
corporate tax rate could be lowered and applied also on the profits of limited 
liability companies as well as other forms of "economic enterprises and/or 
organizations. In the absence of an adequate banking system, and capital 
market, such a move could, at least, promote self-financing to a certain 
extent~ 

116. The shortcomings of the tax system briefly outlined necessitate 
envisioning its overall reform within an integrated and co~ordinated set of 
policy measures guided by short and long-term economic and SOCial objectives 
in the territories. Such-an approach is more likely to bring the conceptual 
and structural aspects of ·taxation into line with the requirements of a 
dynamic fiscal system aimed at bolstering the process of economic and social 
change and development in the territories. The assistance of the 
international co~~unity in the improvement of all the areas outlined could be 
appropriately solicited. . 

117. The growing inadequacy of domestic sources of finance, both public and 
private, has forced the.inhabitants of the territories to rely increasingly on 
external financial support for subsistence and accumulation of capital. As 
with the increaSing remittances of workers in Israel, the economic interaction 
which has developed between the territories and the Arab countries in goods 
and labour services has enabled the former to counter the range of 
restrictions imposed on the local economy. However, any possible positive 
aspect of such external flows into the territories must be seriously examined 
in terms of the capacity it creates within the local economy to generate, over 
time, the impetus for sustained growth and development. 
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118. Lack of appropriate policies and. measures has caused much of the income 
from migrant labour to be absorbed in high-level consumption, housing and 
constru~tion~orks~ The lack of indigenous financial institutions has 
restricted the deployment of such income into productive investments. Not 
only have incentives for productive investments been lacking but restrictions 
have reduc-ed the actual size .of funds allowed into territories. These 
restrictions have only recently been relaxed - at a time when the level of 
economic activity, especially in the labour-importing Arab oil-producing 
countries, is at its lowest. 

119. The entire issue of migrant labour and its income is in need of serious 
conSideration in view of the deteriorating economic situation in the 
territories. Some of the incentive schemes designed along the guidelines 
indicated for the revival of the Palestinian economy could serve as a useful 
frame of reference for efforts aimed at en?ancing the contribution of this 
source of income;.to economic growth and development. Another major external 
source of finance, i.e. private and official transfers, has also become 
increasingly important in recent years. It has, in fact, reduced the total 
reliance on the remittances of Palestinian. workers in Israel and elsewhere. 

120. The different sources of Arab.andnon-Arab international support have 
increasingly served asa substantial source of finance to the-territories. 
However, given the present status of the territories, the size and deployment 
of such resources will continue to be influenced by a wide range of factors 
that lie beyond the· control of the terri t:0ries ~ _ ThEaE!.e incl\lde donors' 
preferences, operational and technical considerations, as well as policies of 
the occupation authorities towards the nature and direction of external aid. 

121. On the . ~hole; .. external aid has largely consisted of grants. This has 
been primarily influenced by lack of institutional finance facilities to 
assist in making ,local counterpart funds available as loans, whether at the 
public or private s~ctor level. It is only recently that direct or revolving 
fund arrangements f.or loans have also been considered a suitable tool for the 
delivery of external aid. An increase in the use of external aid, both as 
grants and loans, is dependent on the relaxation of procedures for the 
approval of projects. Equally important is the ability of the territories to 
formulate and implement viable projects and to create and develop local 
financial institutions capable of providing local counterpart funds. In all 
of these areas, the international community can playa constructive-role· in 
encouraging and supporting the emergence of the conditions and policies 
conducive to the free and healthy development of the Palestinian economy. 
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