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Pr ef ace

As part of its work programe and pursuant to resolution 239 (XXII1) of
the Trade and Devel opnent Board and resol ution 44/174 of the CGeneral Assenbly,
the UNCTAD secretariat initiated, in 1990/91, the preparation of an in-depth
i ntersectoral project on devel opment prospects for the Pal estinian econony in
the West Bank and Gaza Strip. Part One of the project deals with a
conpr ehensi ve assessnent of the economic and social situation in the Wst Bank
and Gaza Strip, the main inpedinents to sustai ned growh and devel opnent,
pressi ng needs, and correspondi ng neasures for inmmediate action to pronote
recovery. Part Two of the project constitutes an in-depth anal ysis of
prospects under different scenarios for the future devel opnent of the
Pal esti ni an econony. Part Three of the project is intended to provide both a
strategy framework and policy guidelines for the revival and sustained future
devel opnent of the Pal estinian econony in the Wst Bank and Gaza Strip.

For the inplenentation of the project, a total of 25 in-depth studies
were initiated at the field |l evel covering econonic and social sectors and
i ssues. Concurrently, and in order to facilitate an intersectoral approach to
the technical aspects of work on Parts Two and Three, the UNCTAD secretariat
al so prepared an in-depth study of a quantitative framework exam ning future
options and prospects under several scenarios. The sumrmary findings of the
first parts of the field studies, in particular an identification of pressing
needs and correspondi ng feasi ble nmeasures for inmediate action, were presented
for further consideration by an expert group neeting (held in May 1992). The
report of that neeting was published separately (UNCTAD/ DSDY SEU/ 2). The
secretariat's study of a quantitative framework for anal ysing future prospects
was published as UNCTAD/ ECDC/ SEU 6 and UNCTAD/ ECDC/ SEU 6/ Add. 1. I n order to
provi de nore detail ed substantive background to the findings and
recomendati ons of the expert group neeting, and to enabl e donors to further
devel op their programres of assistance to the Pal estinian people, the first
parts of a selected nunber of the field studies conmi ssioned within the scope
of this project have been published in a special study series on Pal estinian
econoni ¢ and soci al devel opnent.

Positive devel opnents in the region since 1993 and subsequent peace
accords between Israel and Pal estine and the new opportunities these have
of fered for devel opnent of the Pal estinian econony rendered the findings of the
UNCTAD i ntersectoral research project all the nore relevant and tinely.
I ndeed, the conpletion of substantive research under the intersectoral project
coincided with the positive political developnments in the Palestinian territory
since 1993. These have provided the basis for the preparation by the UNCTAD
secretariat, in consultation with the Pal estinian Authority, of an integrated
Programe of Techni cal Cooperation Activities in Support of Palestinian Trade,
Fi nance and Rel ated Services (published as docunent UNCTAD/ ECDC/ SEU/ 11). In
response to specific requests by the Pal estinian Authority, the secretariat has
al ready provided advi sory services within the context of this progranme, and
prepared a nunber of project proposals ready for inmediate inplenmentation

The second and third parts of the field studies prepared, correspondi ng
to the respective parts of the intersectoral project, have been consolidated by
t he UNCTAD secretariat under the present study on prospects for the future
devel opnent of the Pal estinian econony. The study constitutes a conprehensive
anal ysis of prospects along with appropriate strategies and correspondi ng
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policies to guide the reconstruction and sustai ned devel opnent of the

Pal esti nian econony in an era of peace and cooperation with regional and gl oba
partners. This study, which constitutes the final docunment to emanate fromthe
intersectoral project, is intended to serve as a concrete contribution to the
growi ng policy debate regarding the prospects and options for Pal estinian
econom ¢ devel opnent in the com ng years.
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Chapter |
SUMVARY AND OVERVI EW

When the Pal estinian Authority began to exercise its functions in
May 1994, the economic situation reflected disequilibria and fragnentation in
all markets, coupled with a virtual paralysis of the public sector. The
enpower nent of the Pal estinian people and the establishnment of Pal estinian
sel f-governnent prom se a new begi nning for the econony. Three elenents are
i nvol ved: establishnment of a Palestinian Authority commtted to economc
reconstructi on and managenent according to national priorities; ensuring the
i ntegration of the Pal estinian econony into the region; and the assurance of
the international conmunity regarding increased finance. Bearing in mnd the
interplay of these elenents, the UNCTAD secretariat intersectoral research
project has investigated the prospects for sustai ned devel opnent of the
Pal esti ni an econony over the period 1990-2010. This chapter presents the mgjor
findi ngs energing at the macroecononic and intersectoral levels, in particular
t he macroeconom c inbal ances and sectoral disarticulation, as well as the
policies required to correct them

A. The tasks of independent Pal estinian econonic devel oprent

Since 1994, and until the end of 1998, all economic activities in the
West Bank and Gaza Strip will be governed by the "Protocol of Econonic
Rel ati ons" signed by Israel and Palestine in Paris on 29 April 1994. The
achi evenents of the M ddl e East peace process including the Paris Protocol have
energed as the only concrete, workable and nmutual |y agreed basis on which to
rebuil d the Pal estinian econony within a franework of peaceful cooperation with
I srael and with Arab nei ghbours. Meanwhile, accords between Jordan and
Pal esti ne have added new di mensi ons and opportunities to the process of
Pal esti ni an economi c recovery and devel opnent .

At present, the Palestinian Authority faces two chall enges that have
i mplications for the success of |ong-term devel opnent efforts and that require

i medi ate action, i.e. building newinstitutions for Pal estinian governnent
admini stration and rejuvenating the existing ones; and, dealing with
unenploynent. In tackling these two tasks, the Pal estinian Authority is

expected to resist the tenptation to which many new y i ndependent countries
have succunbed, nanely to enbark on a programe of creating institutions ainmed

primarily at enploying people directly. Instead, the two probl ens shoul d be
dealt with in terns of the inperatives inherent in the reconstruction
programme. Institution-building and alleviating unenpl oynent shoul d be

directed towards expanding the capacity of the private productive sectors.
Priority should be given to activities that satisfy the double requirenent of
generating productive enploynent, while expanding the infrastructure that
supports the private sector

Accordingly, anmpong the nost inportant projects will be those which
i ncrease agricultural resources. These include programes of |and reclamation
aimed at augmenting the area suitable for cultivation, increasing the supply of
wat er by renovating artesian wells, drilling new wells and constructing
reservoirs. Meanwhile, stimulating industrial activities requires increasing
the supply of electricity, inproving transport facilities and making | arge
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i nvestnments to enhance communi cations. Finally, inproving and noderni zing the
education and health systenms will have a direct bearing on social devel opnment
and econom ¢ performance in the medi umand | onger term

B. Macroecononic issues of sustainable growh

The UNCTAD intersectoral project has further investigated the prospects
for placing the Pal estinian econony on a path of rapid, sustained and
i ndependent economni c devel opnent. This has been carried out at two | evels.
First, technical analysis provides rough estimates of the amount of externa
resources, and the tine-span, required to place the econony on the road to
sustai nabl e growmh. Secondly, policy proposals to reformthe fiscal, financia
and trade systens are evaluated in terns of the supportive environment they
create with regard to nmaking the technical results possible.

On the first level, a scenario analysis was enployed to assess future
alternatives, the findings of which were published in a study by the
secretariat entitled "Prospects for sustained devel opment of the Pal estinian
econony in the West Bank and Gaza Strip, 1990-2010: a quantitative
framework". ' The framework is based on a paranetric exercise and projected
trends of key denographic, |abour and nacroecononic variables for the period
1991- 2010 under a baseline scenario and several alternative scenarios. In one
alternative scenario, a programe of deliberate policy of reconstruction has
been assumed. The policy conponents are focused on accel erating private
i nvestnent, pronoting exports, rationalizing inmports by substitution rather
than by conpression, swi tching denmand from consunption towards i nvestnment and
expandi ng government consunption and capital expenditures. As a result of this
programe, unenployment is expected to decline significantly over the
projection period and i nprovenents are achieved in the resource gaps. Externa
aid and investnents are crucial to these achievenents, though with a declining
trend over tine. To ensure that the econony will, in fact, show this kind of
positive response to growt h-enhancing activities, nacroeconom ¢ policy changes
are called for, including reforns in fiscal, financial and trade policies.

The success of this programme for the revival of the Pal estinian econony
i s dependent on external aid, as national savings are currently not |arge
enough to finance infrastructure rehabilitation, and exports are not sufficient
to supply adequate foreign exchange for needed inport. On the other hand,
external aid is by its very nature a tenporary renedy, and its success can be
nmeasured by the extent to which the econony is stinulated to grow and create
its own repl acenent by increasing national savings and exports. As such, part
of the growing income nmust be saved, part of the growi ng output mrust be
exported and the rates at which investnment and exports grow nust outpace those
of consunption and inports. Consequently, there is a need for two sets of
macr oeconom ¢ policies. First are the policies related to the supply side, to
create the incentives to increase savings and ensure their optinal allocation
anong different investnments. Secondly, are the policies on the demand side,
operating to constrain both inflation and increasing prices of non-tradabl es
relative to tradables

Until recently, the public finance system has been characterized by
over-taxation and under-spendi ng. Pal estinians have been paying too many taxes
and too rmuch in taxation, while the share of G\P devoted to public expenditure
represented a |l ow |l evel of government activity. The difference between taxes
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and expenditures inplied a "budget surplus", with an adverse inpact on
aggregat e denmand and econonic growth. Furthernore, the structure of the tax
system has not been suitable for the Pal estinian econony: direct tax rates on
personal incones and corporate profits have been sinmilar to those in Israel

and the indirect tax rates (VAT) have been identical, despite the differences
between the two economies with regard to size, structure and, nmore inportantly,
st ages of devel oprent.

There is, therefore, an urgent need to restructure the systemin
accordance with the present stage of devel opnent and the needs of the
Pal esti ni an econony. Broadly, reform should concentrate on reduci ng the nunber
of taxes, shifting reliance away frominconme and foreign trade taxes and
i ncreasi ng the inportance of consunption-based taxation, with nost taxes having
flatter rates and nuch w der bases than at present. As for the public
expenditure system the Palestinian Authority needs to specify how the budget
is to be formed, inplenented, and controlled, in both the executive and the
| egi sl ati ve branches of Government. In the neantine, it is inportant to
al |l ocate expenditures according to the needs of the reconstruction progranme.

There are now cl ear indications that the banking sector will be able to
performthe dual role of supplying services needed in other economc
activities, and of creating some growth-enhancing activities internally.

During the transitional period, two currencies are to be used as |egal tender -
the new (Israeli) Shekel (NI'S) and the Jordanian Dinar (JD) - and the

Pal estinian Monetary Authority (PMA) will be the national institution
responsi bl e for supervising nonetary and financial activities. The PMA has
many functions typical of a central bank, including the supervision of al
financial institutions, acting as banker and sole financial agent of the

Pal estinian Authority and constituting | ender of last resort to conmerci al
banks. This latter function is, however, constrained by the absence of a

nati onal currency, which limts the capacity of the PMA to satisfy the public's
demand for currency and the comerci al banks' demand for reserves and
[iquidity.

VWil e the nonetary arrangenents during the interimperiod represent an
i mprovenent over those of the past, they are not optinal. |ndeed, the
arrangenents conbi ne sone of the | ess desirable aspects of two polar-type
exchange-rate regimes. The absence of a national currency renders nonetary
policy ineffective, as in a fixed exchange-rate regine. The existence of a
two-currency standard has the potential for increasing those costs associated
with fluctuations in exchange rates typical of a flexible exchange-rate regine.
In addition, a dual currency tends to reduce comercial banks' ability to
performtheir function of transfornming debt maturities, because of the problem
of currency msmatching inherent in their portfolios. This could discourage
them from extendi ng | ong-term | oans, which are essential for investnent and
gr owt h.

Regardi ng future nonetary arrangenents, five alternatives are considered:
an i ndependent Pal estinian currency; the JD;, a Pal estinian currency in union
with the JD; a Palestinian currency in union with the NIS; or a Pal estinian
currency in union with the JD and the NNS. G ven the structures of the three
econom es, the potential for factor nobility between them and the macro-shocks
they may face, the Pal estinian and Jordani an econonies are shown to constitute
the optimal currency area. Accordingly, it is denonstrated that, short of
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overriding political considerations, the Pal estinian econony may be best served
by adopting a Palestinian currency that is linked to the JD.

Parallel to reformng the public finance and nonetary sectors, of equa
importance is the need to revitalize, reorient and strengthen the trade sector
At present, the performance of external trade is deteriorating and rel ations
with trade partners are skewed, as a result of the interplay between
restrictions on production and barriers to trade. On the one hand,
restrictions affecting production reduce the conpetitiveness of Pal estinian
products, and this linmts trade. On the other hand, restrictions affecting the
entry of Pal estinian products into nei ghbouring markets reduce the demand for
t hese products, thus constraining investnent, production and enpl oynent.
Reversing this vicious spiral in a way that favours growh in trade and
producti on requires substantial changes on three fronts: renoving restrictions
on the use of natural resources; increasing the ability of Palestinian
producers to inmport raw materials, internedi ate goods, and capital goods at
conpetitive prices; and opening nei ghbouring markets to Pal estinian products.

Si nce substantial inprovenments on all three fronts will require time, it
woul d be misleading to refer to the optinality of any trade arrangenents
bet ween t he Pal estini an econony and its nei ghbours irrespective of the tine

factor. Instead, trade arrangenments should follow a sequential pattern,
reflecting the degree to which the Pal estinian econony has overcone the
heritage of restrictions and distortions. 1In the long run, the optiml trade

arrangenent for such a small econony is likely to be close to free trade, but
free trade now inplies | ocking in sonme negative aspects of the present
situation. The goal for Palestinian external trade in the nediumterm
therefore should be to revive and restructure the trade sector, with the
long-termgoal of free trade with its nei ghbours.

A free-trade arrangenent is desirable in the long run in so far as it
enabl es the Pal estinian econony to pursue an export-oriented growh strategy,
and to free itself fromexternal dependence. Satisfying these two goals
requires a gradual change in the current pattern of trade in the region. This
shoul d i nclude increased trade between the Pal estinian econonmy and its Arab
nei ghbours, while at the same tinme endowi ng the Pal estinian econony with the
capacity to export to Israel sonme high-skilled products in addition to current
exports. This transformation in regional trading partners in turn requires a
change towards intra-industry trade based on specialization and economni es of
scale. This stage cannot be reached solely by renmoval of tariffs, but requires
in addition the renoval of non-tariff barriers.

C. Mijor sectoral issues of structural transformation

The study's review of nmjor nmacroecononi c considerations |eads to a focus
on the sectoral issues involved in the reconstruction progranme. In
particular, the secretariat's research project has anal ysed the neasures and
policies required in the main sectors - agriculture, industry, construction
services and public utilities - so that the reconstruction effort advances
snmoot hly, without the crippling effects of bottlenecks and rigidities, and
results in the renoval of the sectoral disarticulation that currently exists.

G ven the current conditions, and guided by the experience of other
conpar abl e economies, inproving intersectoral articulation entails enhancing
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the role of manufacturing in the econony. Two stages can be distinguished in
t he novenent towards this goal, in both of which the agricultural sector plays
a pivotal role. In the first stage, grow h-enhancing activities may be
concentrated mainly in the construction of infrastructure and in establishing
new governnent institutions and public services. In this stage, a set of
interrelated policies are called for to expand agricultural production for two
reasons. First, given the relatively high proportion of expenditures devoted
to food in the Palestinian famly budget, a relatively high income elasticity
of demand for food, and the expected natural increase in population coupled
with the flow of Palestinian returnees, demand for food will increase
substantially. This has to be met by an increase in donestic supply, so that
no pressure is put on the limted supply of foreign exchange and on the rea
wage. Secondly, given that activities for the construction of infrastructures
and the establishnment of public institutions cannot absorb the majority of the
unenpl oyed, it is left to the agricultural sector to play an inportant role,

t hrough re-enpl oyi ng those who had worked in Israeli agriculture and who | ack
non-agricultural skills. Agricultural expansion (output and enpl oynment) can be
acconplished relatively quickly because it usually requires less capital than
ot her sectors.

A successful conpletion of the first stage, with nost of the basic
infrastructure and public services built, neans that growh in the second stage
wi Il conme from expansion in the manufacturing and service sectors, which in
turn exerts heavy pressure on the agricultural sector. Fromthe supply-side,
expansi on of industrial production requires an increase in enploynent with
relatively stable real wage rates. Both cannot be achi eved simultaneously
unl ess the productivity of agriculture increases concurrently, so as to rel ease
| abour to the urban sectors and, at the same tinme, to increase agricultura
production and naintain stability of food prices. On the denand side, given
external market constraints in the short run, industrial expansion will have to
depend for sone tine on rural demand. Thus, an increase in agricultura
productivity is essential to increase rural incone and, in turn, the demand for
i ndustrial products. Wereas in the first stage, therefore, it is crucial to
expand the agricultural sector along current lines, at a later stage it becones
necessary to noderni ze agriculture along new |ines.

Underlying the sl ow devel opment of the agricultural sector and shifts
in production patterns over past years is a set of interrelated constraints.
The nost inportant of these are: a declining resource base; underdevel oped
marketing facilities; poor infrastructure; lack of institutional services; an
i nadequat e financial system and, barriers to trade. The gradual renoval of
these constraints is essential to revive the agricultural sector and to all ow
it to performits role in the two stages of the reconstruction progranme.
The maj or changes called for include: agriculture planning, policy and
institutions to establish facilities in the marketing, extension and supporting
systens, and to plan for the future; |and-managenent policy for both irrigated
and rain-fed |l and including reclanations, agricultural roads, |and
fragnentati on and ot her policies; water-nmanagenent policy to increase
the supply and efficient use of water, covering artesian wells, springs and
reservoirs; inproved agricultural nmarketing facilities and coordi nation
conpri sing public-private sector cooperation; devel opment of human resources,
especially entrepreneurial and managerial; and agricultural education in
colleges and in centres of agricultural research
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Together with agricultural reform it can be expected that the renoval
of restrictions affecting the manufacturing sector, and the revival of the
financial sector, supplying both financial internediation and risk nmanagenent,
will stinulate increasing industrial activity. However, a mngjor
transformation, whereby its contribution to GDP, trade, and enpl oynent
i ncreases substantially, will require an active role for the public sector
i ncluding: building the necessary infrastructure in transportation,
conmuni cations and electricity, and supervising the establishnment of industria
zones; inproving human resources by allocating nore finance to technical and
vocational institutions; developing the | egal and institutional franmework
wi thin which foreign investnment is encouraged, and induced to transfer
technol ogy, train local |abour and increase industrial exports; encouraging the
creation of a support systemthat can supply industrial enterprises with
long-termcredit for investnments, information regarding foreign markets and
t echni cal advi ce.

The poor natural resource base and the snall size of the Pal estinian
econorny make export-oriented activities the appropriate medium for the
| ong-term devel opment of the industrial sector. In the short run, however,
there is an inportant role for inport-substitution. These activities should be
encouraged in precisely those areas where donestic production could repl ace
i mports without protection and coul d beconme conpetitive as a result of renoving
prevailing restrictions and of the energence of a public support system These
activities will be mainly in agro-industry products and will have a stinmulative
i mpact on growth and enpl oynment of the whole econony owing to their strong |ink
with agriculture and their |abour-intensiveness. In general, it is envisaged
that industrial sector expansion will followtw stages. |In the first,
enphasis will be mainly on the expansion of |ight consuner industries, so as to
maxi m ze the use of domestic inputs. A successful expansion of these
industries will create both increased demand for internedi ate and capital goods
and an increase in domestic savings that can be invested in heavier industries
with donestic and export potenti al

The current situation in the housing market arises froma severely
restricted supply coupled with a continuous increased demand. To neet the
expected growh in demand for housing in com ng years through increased supply
rather than prices, there is an urgent need to fornul ate a housi ng strategy,
with the aimof correcting existing distortions, as well as providing an
adequate delivery systemwith a nore equitable distribution of resources and
benefits. The fornul ation and execution of the housing strategy will be a
form dable task owing to the fact that housing in the territory has had no
public role during the last (28) years. It should include the follow ng
el ements: adopting a plan of urban expansion, taking into account the
prevailing popul ation densities in different regions, their potential econonic
expansion and their need for residential infrastructure; renoval of the narket
distortions in building materials, by encouragi ng donestic production and
i mportation at conpetitive prices; reviewing all laws related to property
rights and rent control; and, establishing a finance system for housing,
covering all social categories.

The Pal estinian services sector will play a dual role in the
reconstruction progranme. It wll generate nuch growth, tapping the potentials
i n many branches, including finance, tourismand the range of producer and
distributive services of the private sector. Equally inportant is the role of
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services in facilitating growh in other sectors. Communications,
transportation, retail trade, banking and insurance services are essential to
the growth of agricultural and industrial production, trade and foreign

i nvestments. G ven the historical and religious significance of Pal estine,
tourismhas the potential for substantial growh. The transfornmation of
tourisminto a nodern industry, however, requires major inprovements in
transportation, hotels, restaurants, human resources, and tourist-related

i ndustries. Meanwhile, devel opnent finance, conmunications, transportati on and
retail trade require an educated | abour force. Essential to the reconstruction
of the four main sectors is a substantial inprovement in public utilities.
Investment priorities may be identified in the follow ng branches: water,
energy, sanitation, public markets and public safety.

The precedi ng paragraphs reflect briefly the sectoral priorities
identified in this study, along with policy guidelines for action which are
intended to help in the el aboration and achi evenment of the objectives of
Pal estini an reconstruction and devel opnent. This should aimat devel oping the
Pal esti ni an econony in a manner which enploys the | abour force, diversifies
trade and achi eves an adequate rate of growh in per capita incone. It would
be coupled with a nore equitable distribution of the benefits of growth and
devel opnent among regi ons and individuals, within the context of elimnating
ext ernal econom ¢ dependency through building close relations with
al | neighbours. Achieving these objectives requires articulating the
reconstructi on progranme through a conprehensive set of econonic policies, and
changi ng the | egal systemthat governs econonic activities; creating many new
public institutions to regul ate, and supply support services to, the private
sector; building the requisite infrastructures; and, enbarking on a programe
to inprove productivity. These broad objectives constitute an intersectoral
framework for action and reform outlined at the end of this study

(cf. chap. V).
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Chapter 11
THE TASKS OF | NDEPENDENT DEVELOPMENT

The econoni c environnment prevailing in the West Bank and Gaza Strip
before 1994 nost notably affected i ssues such as access to natura
resources, 2 financial and business activities, ® the conposition and
direction of international trade, 4 the nobilization and allocation of resources
in the econony, % as well as physical and social infrastructures.
The cunul ative inpact of devel opnents in these areas influenced the devel opnent
of the najor productive sectors of the Pal estinian econony, as well as the
growth of domestic and external |abour markets. ® This, in
turn, had inportant consequences for the I evel and orientation of capita
accumul ation, 7 as well as for entrepreneurial and business
activities. 8

Unenpl oynent in the Gaza Strip had reached a high [evel of up
to 40 per cent, and had contributed to increased poverty anong the
popul ation. °® At the sane tine, nobst public services had been functioning
at low capacity, nmaking both daily life and business activities very
difficult.  Shortages of electricity and water had been typical in nmany
areas, which renmained without sanitation and basic hygienic facilities.
This situation has been the result of both disequilibria and fragmentation
in all sectors coupled with a virtual collapse in the supply of public goods
and services, especially aggravated during the period follow ng the
Pal estinian intifada and the 1990-1991 Qulf war.

The general pattern in the reallocation of factors of production
conbined with the high nmarket concentration of trade flows, resulted in a
maj or structural transformation of the Pal estinian econony characterized
by several disequilibria:  a resource gap and | abour and sectora
i mhbal ances. These are depicted in Tables II1-1, 11-2 and 11-3, respectively.
Thi s has been acconpani ed by a grow ng dependence on external sources of
incone. 2 Analysis of prospects and scenarios for the future devel opnent
of the Pal estinian econony ** reveals the difficult econonic situation that
woul d have ensued froma continuation of pre-1994 trends (see Tables I1-4
and I'1-5). However, the gradual emergence of a new econonic environnent
since then has inproved the prospects for sustai ned devel opnent of the
Pal esti ni an econony.

On 18 May 1994, the Pal estinian Authority took formal control over the
Gaza Strip and Jericho. Initiated by the Israel-PLO agreenent, this transfer
of authority was the first step in creating sel f-governnent arrangenents for
the Pal estinian people in the West Bank and Gaza Strip. ! The chall enges that
faced the Pal estinian Authority were enornmous. In addition to the probl em of
reconstructi ng government adm nistrations, it faces the equally urgent task of
reviving the econony. To deal with these challenges in a manner that addresses
the causes of the difficulties, rather than their synptons, ad hoc approaches
and pi eceneal policies nust be avoided. The situation calls for the
formul ati on of a conprehensive programe for the rehabilitation and
reconstruction of the economy. Like any programme for economic revival and
reconstruction it needs to include three elenents: a set of well-defined
obj ectives, a concise evaluation of relevant constraints and
opportunities, and a coordinated set of policies and strategies that could be
adopted to deal with the constraints, exploit opportunities and achi eve the
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obj ectives envisaged. This chapter is devoted to identifying elenents of the
constraints, opportunities, and the objectives of such a programre. This

will set the stage for el aborating in subsequent chapters the various tasks
involved in the rehabilitation, reconstruction and devel opnent of the econony.

A. The energence of a new econoni c environnent

The signing of the Declaration of Principles (DoP) between the Pal estine
Li berati on Organi zation and Israel, on 13 Septenber 1993, was followed by nmany
i mportant devel opments. On 1 Cctober 1993, an international conference was
convened in Washington D.C., and the participants pledged to devote sone
$2.5 billion, over the period 1994-1998, as aid for the reconstruction of the
Pal esti nian econony in the West Bank and Gaza Strip. *® The Wrld Bank was
designated to provide the general framework and the assistance needed to ensure
the effective use of these resources. Subsequently, in Novenber 1993, the
Pal estinian Authority announced the formati on of the Pal estinian Econonic
Counci | for Devel opment and Reconstruction (PECDAR). The Council was envi saged
as an agency to channel and manage external aid fromnultilateral donor
sources, setting priorities for devel opnent projects, and directing their
i mpl enentati on on the basis of the principles of transparency, clarity, and
conpetence. |Its board of directors conprises 14 nenbers, including the
Presi dent of the Pal estinian Authority as the chairman. PECDAR was one of the
first agencies of the nascent Pal estinian Authority to becone operative, and in
early 1994 it commenced its task of aid coordination and nmanagenent.

I mredi ately after the signing of the DoP, the Pal estinian | eadership was
engaged in an intensive negotiation with its Israeli counterpart in order to
reach agreenment on the inplenmentation of the first part of the accord.

Accordi ngly, agreement was reached in April 1994 on the "Protocol on econonic
relati ons between the Governnent of Israel and the Pal estine Liberation

Organi zation, representing the Palestinian people", henceforth referred to

as the Protocol. * This 60-page docunent "establishes the contractua

agreenment which will govern econonmic relations between the two sides, and which
will cover the West Bank and Gaza Strip during the interimperiod", specified
as five years starting from4 My 1994. This was followed in May 1994, by the
wi thdrawal of the Israeli arny fromthe Gaza Strip and Jericho and the
establishment of the Pal estinian Authority.

The Protocol, in effect, defines the main features of the econonic
policy environment during the transition period within which the Palestinian
Authority will carry out its responsibilities. Mst of the docunent's rel evant
articles will be alluded to in detail in the rest of this study. The genera
aimis to pinpoint the areas in which the Protocol presents a radical departure
away fromthe economc environnent prevailing until 1994 and the areas in which
it still retains the restrictive elenents of that environnent.

The chief characteristics of that environment, as stated under Section A
above, were constraints on the use of natural resources, production
orientation, nobilization and allocation of financial resources, and
conposition and direction of trade activities. The follow ng sections
briefly describe howthe Protocol deals with each of these el enents.

1. Nat ural resources
The Protocol does not address this issue at all. It was agreed that there

will be no change in sovereignty over |and, water, and settlenents in the
transitional period. These issues are to be addressed as part of the fina
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status negotiations, due to conmence in md-1996. Consequently, the
restrictions prevailing on Palestinian control over |and and water remain in
pl ace, notwi thstanding a transnational agreenment to increase water quotas
allocated to the areas under the Pal estinian Authority. Prevailing
restrictions on the use of irrigation water in the West Bank and Gaza Strip
wi Il continue to constrain devel opnent of nodern Pal estinian agriculture, and
prevent any substantial progress towards expandi ng and diversifying crops.
Similarly, the fact that over 60 per cent of the land area in the West Bank and
Gaza Strip is outside direct Palestinian Authority jurisdiction will place
severe inpediments on the expansion of agriculture and industry and, to a

| esser extent on residential construction

2. Busi ness activities

The transfer of power to the Palestinian Authority over econonic affairs
renmoves direct restrictions on business activities. Palestinian firns can
now function without the deterrent effects of permits and |icences previously
required by the Gvil Adm nistration. Notw thstanding the inportance of such a
devel opnent, it should be nmentioned that sone of the indirect restrictions
affecting private sector devel opnment are retained under the Protocol. These
include the treatnment of indirect taxes whereby the VAT role is effectively
identical to that in Israel, notwthstanding the wi de divergences in econonic
structure and scale and the tariffs on consumer durables inmported from
nei ghbouring Arab countries (which exenpt only a linmited list of goods fromthe
Pal esti nian-1sraeli Custons Union).

3. Trade and finance

The asynmmetric custons union regime, which characterized econonic
rel ati onship between Israel and the occupied territory, has been changed in two
directions by the Protocol. First, many elenments in the asynmetry are renoved.
In principle, Palestinian goods will receive the same treatnment in Israel that
Israeli goods receive in the Palestinian territory. ' Second, sone el ements of
a Free Trade Area regine are introduced. The Palestinian Authority will be
able to choose its own tariff rates on two lists of goods. One list refers to
certain goods produced locally in Jordan, Egypt, and other Arab countries. The
second |list conprises certain foodstuffs inported from Arab countries in
quantities reflecting the Pal estinian consunpti on needs.

The Protocol gives the Palestinian Authority the right to determne
the rates of tariffs and other |evies on sone capital goods needed in the
reconstruction effort. The Palestinian Authority also nmay introduce its
own custons duties on notor vehicle inports, and on petrol eum products. 18
This limted opening to trade with Arab countries is considered by sone
observers as a first step towards the diversification of Pal estinian trade
flows, and to the reintegration of the Pal estinian econony in the wi der
regi onal context. ! It has been noted, however, that Jordan and Egypt
have received special treatnment in this regard. Bearing in mnd that the two
are the only Arab countries having peace treaties with Israel, this has been
considered to be an indication that the devel opnent of future relations between
the Pal estinian econony and the Arab countries will proceed in tandemwth
i nprovenent in Israel's economc relations with its nei ghbours. 20

As regards the novenent of |abour, the Protocol gives each side the right
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to deternmine the extent and conditions of any labour flows into its territory.
Thus, there was no commtnment to free | abour novenent; the Protocol gives
each side the right to prevent the |l abour of the other fromworking inits
territory. Simlarly, there was no agreenent on reductions in non-tariff
barriers (NTB) to trade. The Shekel will be used as legal tender in the

West Bank and Gaza Strip, and nmonetary affairs will be under the authority

of the Pal estinian Mnetary Authority (PMA), which has sone functions of a
Central Bank but not yet having the right to issue a national currency.

4. Transfer of resources

The Protocol specifies the nature of resource transfers associated with
direct and indirect taxes inposed by Israel. The agreenent states that |srae
will transfer to the Palestinian Authority 75 per cent of the incone tax
revenues col l ected from Pal estinians who come fromthe Gaza Strip and Jericho
to work in Israel, and 100 per cent of incone tax collected fromthose
Pal estinians working in Israeli settlenments. As far as the val ue-added
tax (VAT) is concerned, revenues fromthis tax will accrue to the territory in
whi ch the business is registered. Thus, Israel transfers to the Palestinian
Authority all revenues collected from VAT on goods purchased in |Israel by
Pal estinian entities, |less the VAT collected by the Pal estinian Authority on
goods purchased in the Palestinian territory by Israeli entities (inportant
aspects of the agreenent related to the fiscal, nonetary, and trade sectors are
di scussed in the next chapter). However, Palestinian inports fromthe rest of
the worl d, which nust pass through Israel, still generate revenues equal to the
custons duties paid to Israel and charged to Pal estinians as part of the price
of these inports. These revenues are not transferred to the Pal estinian
Authority. According to a recent study, revenues forgone fromthis area are
estimated between $88 million and $195 million for 1992. 2t

Anot her inportant devel opment proni sing change in the econom c environnent
is the agreenent between the Pal estinian Authority and Jordan. This agreenent,
signed in Amman on 26 January 1995, enphasizes the commitnment of the two sides
to strengthen the special relationship between the two parties, by coordinating
all econom c and devel oprent policies. The agreenent has seven parts covering
trade and comrerce, nmoney and banki ng, education, information and cul ture,
posts and comuni cation, transportation and administrative affairs.

In the section on trade, the two sides agreed that future trade between
them (including trade in agricultural products) will be conpletely free.
However, the novenment towards free trade will be gradual, and a conmittee wll
neet biannually to negotiate the list of goods to be exenpted fromtariffs. A
[ist conprising some 75 Jordani an manufactured and processed exports has been
identified for exenption from Pal estinian custons duties; another two lists
exenpt over 40 Pal estinian manufactured exports from Jordani an custons duties
and (in 27 cases) inposes only levies and taxes. # The agreenent falls
short of specifying a tinmetable for reaching the final goal of free trade.

Because of the inportance of agricultural trade (which is free of all duties) a
separate conmittee will be responsible for establishing the seasonal entry
arrangenents and quot as.

In the noney and banking area, it has been agreed to use the Jordani an
Dinar as a legal tender in the Palestinian territory and to enter into early
negotiations, so as to facilitate a snooth and orderly transition to a
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Pal estinian currency if and when the Pal estinian Authority decides to create
its own national currency. In the nmeantinme, the Pal estinian Authority
commtted itself to maxinmize its use of the JDin its own financial dealings.
The agreenent al so enphasi zed the inportance of coordi nati on between the PVA
and the Jordani an Central Bank regarding all aspects related to the operation
of financial institutions using the Dinar in the Palestinian territory. The
other five parts of the agreenment stressed the need for consultation and
coordination in their respective fields, and the commitnent of Jordan to

help in building the newinstitutions needed by the Pal estinian Authority.

On 28 Septenber 1995, the Pal estinian Authority and |srael signed an
agreenment in Washington to broaden Palestinian self-rule in the Wst Bank. The
agreenment conprises sone 400 pages and specifies the details of the
redepl oynent of the Israeli Arnmy fromthe popul ated areas of the Wst Bank
and the transfer of power to the Pal estinian Authority, leading to the el ection
of the self-governing authority, the Palestinian Council. The agreenent is
divided into sections related with security arrangenents, elections, civi
affairs (transfer of powers), legal natters, econonmic relations, and
I sraeli-Pal estine cooperation. The agreenent establishes the 1994 Protocol as
the relevant frame of reference for economic relations for the remainder of the
interimperiod. An exam nation of the agreenent suggests that the nost
inmportant new itemin the economic section is related to water. The agreenent
contains an undertaking on the part of Israel to increase the anpbunt of water
allocated to the Palestinians by 28 nmillion cubic nmetres. Any further addition
to either side will be based on an increase in the available water resources to
be devel oped t hrough international funding and channels, anpbng themthe
tripartite American-Pal estinian-lsraeli forumwhich will hold its first meeting
after the signing of the InterimAgreenent. The agreenent provides for the
establishnent of a joint water comrittee that will manage water resources and
enforce water policies, protecting interests of both parties by the prevention
of uncontrolled drilling and by enforcing standards, and ot her neasures. %

Al t hough the agreement will increase Palestinian control over the use of water
resources, it does not represent an appreciable increase. The 28 nillion cubic
netres allotted to the Palestinians allows themthe use of around 32 per cent
of available water as conpared to 28 per cent available in the past.

B. The tasks of independent devel opnent

The new environment energing with the establishnment of Pal estinian
sel f-government in Jericho and Gaza Strip, and later in the rest of the
West Bank, promni ses a new begi nning for the Pal estinian econony. The
redressing of the asynmetric integration into the Israeli econony, the
establ i shment of Palestinian Authority conmmitted to rebuil ding and managi ng the
econony according to national priorities, and the assurance of the
i nternational conmunity regarding financial support are three vital elenents
prom sing a new era of novenment toward Pal estinian self-reliance.

oviously, the realization of this goal together with its economnic
implications, will depend on the behaviour of the three parties - Israel,
the Pal estinian Authority, and the international community - regarding their
respective commitments. The econonic tasks facing the Pal estinian Authority
are vast in scope and conplex in nature, requiring conpetent, skilful, and
experi enced nmanagenent. In particular, the Palestinian Authority will have
to deal with the followi ng two major problens.
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First, the present orientation of the Pal estinian econony is very
peculiar; the main thrust of its activity is one of exporting |abour and
i mporting goods. This reflects the fact that the econony has devel oped
di storted markets and an abnormal sectoral structure. There is a
di sarticul ati on between supply and demand, both in the factor markets,
and in the narkets for goods and services. The cunulative effect of these
di stortions has resulted in a continuous shrinking of the productive base
of the econony, and its increasing dependence on outside sources of incone.
These sources have declined sharply due to the Gulf war and the repeated
closures of the territory since March 1993, which dramatically increased
the vulnerability of the econony. Unenpl oynent has reached high | evels,
reflecting a fundanental disequilibriumin the |abour market. Understandably,
then, the i medi ate and urgent chall enge facing the Pal estinian Authority is to
deal with the unenpl oyment problem which entails creating jobs for sonme, and
instituting relief programmes for others.

Second, the political situation presents the Palestinian Authority with
anot her immedi ate and difficult challenge. Self-governnent rule requires the
buil di ng of new institutions for Palestinian civil adninistration, and the
rejuvenation of existing ones. Sonme of these institutions are needed
i mediately to provide for security and the nai ntenance of |aw and order
QO hers are needed urgently to supply sone other basic services essential to any
civil society, including institutions which organize economic and social life.

It is inmportant to understand that these two tasks are related to each
ot her, and have to be tackled simultaneously. The capacity of the Pal estinian
Authority to create effective institutions depends to a great extent on their
credibility, which in turn requires a fundanental inprovenment in the econonic
situation. On the other hand, inproving econonic conditions depends on
i ncreasing investrment in the productive sectors, which, in turn, requires
an institutional framework supplying a regulatory environnent, the basic
infrastructure, and essential public services. The interconnection of these
two tasks, conbined with the availability of foreign aid, mght induce the
Pal estinian Authority to treat themas a single issue, and enbark on a
programe of creating institutions that enpl oy people directly, so ensuring
their loyalties. However, such an approach woul d address the synptons of the
econom ¢ problemand not its causes. In the long run, it threatens to make the
Pal estinian Authority the | argest enployer, with a huge bureaucracy that
straddl es the private and the public sectors, so blurring the distinction
bet ween t hem

The Pal estinian Authority needs to resist the tenptation of such policy,
and instead enbark on a conpletely different progranmme resulting in a
structural transformation, whereby the Pal estinian econony substitutes
exporting goods for exporting |abour and gradually reduces its dependence on

foreign aid. In other words, the focus of efforts should be to expand the
producti ve sectors of the econony, thereby generating enough production and
trade activity to absorb the |abour force.

In the early stages of this transformation, the private sector alone wll
not be capable of generating the savings needed to finance the investnents
required to reorient production and trade. External resources, both officia
and private, will have to play a | eading role in augnenting nati onal savings,
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and in financing needed inports. Moreover, the Palestinian Authority will have
to initiate sone public works in order to stinmulate the econony inmmediately, in
addition to its role in building the necessary institutions and providing
relief progranmes during the difficult transition period. The public works
activities should satisfy the double requirenent of generating enpl oyment and
expanding the infrastructure to support the private sector. These include
programes of |and reclamation, ained at augnenting the area suitable for
cultivation, and increasing the supply of water by renovating artesian wells,
drilling new wells, and constructing reservoirs. The building of agricultura
feeder roads al so neets the double requirenment of being a |abour-intensive

proj ect and of enhancing the output potential of the agricultural sector
Stinmulating industrial activities requires an increase in the supply of
electricity, the inprovenent of transport facilities, and large investnments to
noder ni ze conmuni cations. Finally, projects ainmed at inproving the quality of
human resources are inportant; inproving and noderni zi ng the educati on and
health systenms will have a direct bearing on econonic performance in the nedi um
and | onger term

The ultimate success of these public projects depends on the extent to
which they facilitate econonic growh in the private sector. The role of the
private sector in enploynment generation could be enhanced by the fornul ation of
policies (taxes and subsi dies) designed to i nduce nore | abour-intensive
activities. Success also requires the elimnation or reformof nany
regul ations and restrictions, which are responsible for distorting prices,

m s-all ocating resources, and creating rigidities and disequilibria. Wile the
restrictions and regul ati ons i nposed under occupation stand out as the nobst
harnful , others that date back to pre-1967, and Mandate periods, and beyond,
need to be reforned to neet present and future needs. No anount of public
expenditure, or foreign aid, will have an appreciable positive inmpact on the
econony if the private sector is not free of distorting regulations, and
capabl e of functioning in a socially productive manner. Thus, a conprehensive
reformof the legal and institutional framework governing the private sector
needs to become an inmediate task of the Pal estinian Authority.

The rehabilitati on and reconstruction efforts of the Palestinian Authority
during the transition period should be sharply distinguished fromthe pernanent
functions of the public sector once the econony achi eves sustai nable growth
At that point, the public sector should be confined to doing what it does best,
whi ch is supplying the public goods and services that constitute the proper
environnent within which it may conduct its business with the mnimum cost and
degree of risk. In addition, it will have a role in snoothing short-run
fluctuations through fiscal and nonetary policies, and in directing growh
through its enpl oyment, commercial and industrial policies.

It should be emphasi zed, however, that the role of these econom c policies
wi Il have a special urgency in the imedi ate future, because of the centra
role assigned to foreign aid in the process of rehabilitation and
reconstruction. Readjustrment policies will be needed to deal with sone of
t he possi bl e negative aspects of foreign aid, especially the tendency of
the recipient to use aid not as a supplenent to national saving but as a
substitute for it. Thus, an appropriate nix of fiscal and nonetary policies
shoul d be used to encourage private saving, and prevent the reduction of public



savi ng.

Macr oeconom ¢ policy neasures are essential to counteract the adverse
i mpact of aid on domestic prices. A considerable flow of aid into an econony
having relatively limted absorptive capacity threatens to bring about a rise
in the general level of prices (inflation), and a change in the relative price
of tradabl es and non-tradables. Both effects have the harnful result of
reduci ng the conpetitiveness of the export sector, and increasing the problem
of inport dependency.

Equal Iy inmportant to the success of the devel opnent effort is a bal anced
and wel | -targeted allocation of investment anong the main sectors of the
economy. Since external financial resources will be transferred in the form of
project aid, there is a potential problemof coordinating the different
projects, especially since they are financed by different bilateral and
mul tilateral sources. This concern is often terned "the m cro-nacro
paradox". 2* This has been evident fromthe experience of many third world
countries that have used foreign aid in a mgjor way to finance their

devel opnent efforts. |In nmany cases, foreign aid at the macrol evel has had no
significant inpact on growh despite the fact that at the microlevel the
majority of the financed projects have shown profitable econonmic results. In

other words, foreign aid transferred through separate projects has the

potential of leading to a situation where the total is |less than the sumof its
parts. This paradox reflects the overlap anong the projects, and the negative
externalities not counted in microl evel valuations based on partial equilibrium
nmet hodol ogy. Both problenms are caused by the absence of coordi nati on anong the
different projects. To avoid themit is nost inportant that the Pal estinian
Aut hority adopts a conprehensive intersectoral devel opnent programme, and
negotiates with the donor countries according to the priorities of the
programme, which should reflect the sequencing of the different stages in
structural transformation. 2°
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Chapter 111
THE MACROECONOM CS OF SUSTAI NABLE GROWH

Two t henmes have so far doni nated the anal ysis of the current structure of
the Pal estinian econony. The first concerns the detrinental econom c inpact of
t he occupation, which has had two considerable gaps in resource availabilities
and uses, including an untenabl e | abour market inbal ance. The second focused
on the emergence of a prom sing new econom ¢ environnent, characterized by the
est abl i shnent of an indigenous sel f-governnment authority, the renoval of nany
of the restrictions associated with occupation and the decl ared readi ness of
the international community to extend assistance in the financing of part of
the reconstruction effort. Thus, while the positive devel opnments in the policy
envi ronnent since 1993 pave the way for the reconstructi on and devel opnent of
t he Pal estinian econony, the | egacy of over 28 years of occupation and the
sustai nabl e distortions caused in the econony continue to influence the pace
and direction of econom c recovery.

In this chapter these two thenes formthe backdrop agai nst which the
prospects for changing the direction of the Pal estinian econony towards one of
sustained growmth will be investigated. The econonic opportunities created by
the new environment will constitute the context within which the potential for
devel opi ng the econony in the direction of closing the resources gaps and
correcting the | abour market inbalance will be exam ned.

This investigation is carried out at two levels. First, the technica
i nvestigation which provides a rough estimte of the amount of externa
resources and the tine-span required to place the econony on the road to
sustai nable growth. The second is a policy investigation, which will focus on
the changes in the fiscal, financial and trade systens required to create the
supportive environnent making the technical results possible.

The technical aspect is illustrated by two scenarios for the Pal estinian
econony, assunming an intensive trade oriented investnent strategy, wth
substantial external transfers from abroad over the next 15 years 1995-2010
(Alternative scenarios Ill and Vin the Quantitative Franework). 2¢ Both
suggest that the econony has an inpressive capacity to respond to a policy
oriented boost, conbined with a relaxation of the restrictions inposed on
production and trade. The growh in production will enable the econony to
absorb the majority of its labour force by the end of the projected period and
achieve a significant reduction in the trade gap and the savings/invest nent
gap. The quantitative dinension of this picture will provide guidelines for
t he subsequent analysis of the required changes in the fiscal, financial, and
the trade systens.

This chapter is divided into five sections, the first of which sumari zes
the results of the two scenarios. Issues involved in the fiscal, financial and
trade sectors are outlined in the subsequent sections, followd by a genera
di scussi on of nacroeconomni ¢ policies.
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A. Prospects for future devel opnent

Currently, the Pal estinian econony suffers froma chronic incapacity to
create enough jobs to enploy the | abour force, generate enough saving to
finance i nvestnent, and produce enough exports to pay for inports.

Consequently, the devel opnent effort needs to be directed at creating an engine
of growt h enconpassing activities which: absorb the increases in the |abour
force; generate income with part of it saved so as to close the

i nvest ment - savi ngs gap; and, export part of the increased output, so as to

cl ose the trade gap.

Undoubtedly, at present and in the near future, the problemin the |abour
mar ket coul d be eased considerably by the availability of enploynment in the
Israeli econony. Similarly, the shortages in savings and forei gn exchange
could be reduced substantially by external aid. In the long run, however, the
econony shoul d function w thout the support of these two sources. Enpl oynent
in Israel cannot be sustained at the high historical levels of up to
100, 000 workers, 2 and external aid will certainly dry up, eventually. |ndeed
even in the post-1993 circunstances, enploynment in |Israel has rarely exceeded
60, 000- 70, 000 workers, while the $2.5 billion pledged by donors has been sl ow
to materialize and in any case falls short of the sunms envisaged by Pal estini an
and ot her sources to be necessary for reconstructi on and sustai ned devel oprent.
Accordi ngly, the developnent effort should utilize these two external sources
in such a manner that ensures the creation of replacenents. |n other words,
these two sources should be used to increase the capacity of the productive
sectors, and enhance savings and exports, rather than to finance consunption
and inmports. External aid should be used as a conplenment to donestic saving
and not operate as a substitute.

I ndeed, fiscal and nonetary policies need to be designed so as to provide
i ncentives for increased savings and investnents, and to discourage unbridled
consunption expenditures. In particular, the consunption of inported |uxury
goods could be curtailed. Enploynent in Israel needs to be treated as a
tenmporary renmedy, and, as the devel opnent effort advances it shoul d be
relegated to the status of a residual in the | abour nmarket, which could then be
el i m nated gradual ly.

Gui ded by these considerations, which define a national devel opnent
strategy, the two scenarios constructed in the Quantitative Framework focus on
t he general aim of boosting the productive capacity of the econony, and its
donestic demand, while preventing consunption, and hence inports, from
increasing in inportance. This general aimis translated into the foll ow ng
specific requirenents: accelerating private investnent, pronoting exports,
reduci ng inports by substitution rather than conpression, swtching demand from
consunption towards investnent, and expandi ng particul ar forns of governmnent
consunption and i nvestnent expenditures.

The first three specific requirenents are conbined in the framework by
assum ng that an additional portion of domestic resources (1 to 5 per cent of
GDP) will be allocated to productive investnent. Part of the resulting output
gain is directed toward export pronotion, and the rest to inmport substitution
The last two requirenments are achieved by an increase of government
expendi tures, which is needed to finance increased provision of health,
educati on, conmuni cations, housing, transport, and other supportive public
services, w thout which the private sector cannot develop. The tenporary
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character of the external transfer is recognized by giving it a residual and
declining role in the expansion process. This is done by calculating the gap
bet ween actual and potential aggregate demand resulting fromthe donmestic
pol i cy package nentioned above. However, if the gap exceeds a desired | eve
(equi valent to 10 per cent of unenploynent), external transfers are called upon
to match the difference

Tables I11-1 and I11-2 show the outcone of the two scenarios regarding
the resource gap and the | abour market inbal ance. The only significant
di fference between the two is related to the assunption concerning popul ation
The first assunes that the current Palestinian popul ation of the Wst Bank and
Gaza Strip would constitute the future popul ation of these areas, while the
second allows in addition the gradual return over 15 years of up to one nmillion
Pal estinians fromoutside. 2 This increase in population requires a
conmensur at e expansi on i n enpl oynment opportunities in agriculture and industry,
housi ng and urbani zation, public services, and provision of needed
infrastructure. Accordingly, the second scenario is designed with a nore
ext ensi ve investnment programe (public and private), featuring faster expansion
of productive activities and deeper structural transformation. It should be
enphasi zed, however, that such an undertaki ng cannot be achi eved unl ess the
Pal estinians in the Wst Bank and Gaza Strip attain full control over their
l and and water resources.

To appreciate the i nprovenent expected in the performance of the econony
as a result of the neasures detailed above, table Il1-1 is conmpared with
table I'1-5 of the previous chapter (the Baseline Variant scenario), since both
have t he same assunption concerni ng popul ation. The inprovenent in the | abour
market situation is profound. Enploynent is able to rise rapidly to 399, 000 by
t he year 2000, conpared to 358,000 under the Baseline Variant. In other words,
unenpl oynment coul d be expected to stand at 26 per cent of the labour force in
the year 2000 if the econony was left without the policy neasures of intensive
i nvestmment, but, as a result of these nmeasures, unenploynment will go down to
9 per cent. This large expansion in enploynment is made possible by the
availability of an extra $642 million in external aid for that year, which
amounts to 30 per cent of GDP

The role of this external aid is substantial. Over the period 1996-2007,
sone $5.4 billion of additional net external transfers (i.e. over and above
historic levels of renmittances and other transfers to the territory from
abroad) are required to help the econony attain sustai ned growh and
devel opnent. The framework shows that wi thout such aid the unenpl oynent rate
woul d have dropped to only 18 per cent of the |abour force, instead of
9 per cent. 2° However, the long-termviability of the donmestic policy package
is denonstrated by its success in generating sufficient donestic savings,
all owi ng the gradual replacenent of external aid. Thus, the ratio of externa
aid to GP declines from30 per cent in the year 2000 to 19 per cent in 2005,
and becones just 4 per cent by the year 2010.

| nprovenents are noted also in the trade sector. At the end of the
projected period the inport surplus becones 26 per cent of CGDP, in contrast to
35 per cent in the baseline variant. Simlarly, the investnent surplus reaches
19 per cent of GNP, conpared to 22 per cent under the baseline variant.
Furthernore, the econony's dependence on external sources of inconme (enploynent
in lsrael) will decline substantially. This decline is denonstrated by the
continuous increase of the ratio of GDOP to GNP, from 84 per cent in 1995 to a
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nore reasonabl e proportion of 92 per cent in 2010.
These achi evenents are nmade possi ble by the foll owi ng neasures:

- Extra private investnent, which amunts to 2.5 per cent of potential
GDP in the Gaza Strip every year between 1996 and 2005, and
1 per cent in the rest of the period. The percentages for the Wst
Bank were assunmed to stand at 1.5 per cent for the period 1996-2000,
and 1 per cent thereafter.

- 70 per cent of the extra investnent is assuned to be allocated to
export pronotion activities, and 30 per cent is assuned to be
allocated to inport substitution

- Covernment consunption expenditures are assuned to grow at an annua
rate of 7 per cent in both the Wst Bank and Gaza Strip. Governnent
i nvest ment expenditures are assuned to grow at a rate of 10 per cent
in the West Bank and 8 per cent in Gaza Strip.

- Total external aid (aid at current levels plus the extra aid deened
necessary by the scenario) for the whole period (1996-2010) is
estimated to be approximately $9 billion. During this period, extra
aid will range annually fromas nuch as $644 mllion in 2001 to as
low as $42 mllion in 2007

Qovi ously, inmplementing these nmeasures, and ensuring that they achieve the
results noted above, as summarized in tables (I111-1) and (111-2), require
radi cal changes in fiscal, financial, and trade systens.

B. The public finance sector

The success of the devel opnent programe outlined in the previous section
depends to a great extent on the ability of the Palestinian Authority to
nobi li ze resources for both private and public sectors investnments. Such a
task requires the effective functioning of public finances. The present system
of public finance is not suitable, and is in fact responsible for many of the
illnesses that have afflicted the Pal estinian econony in the past.

Consequently, it will present a form dable obstacle to developnent if it is not
reforned and restructured. The follow ng features of the existing systemare
t he nost harnf ul

1. The tax systemis not suited to the Pal estinian econony at the present
stage of its revival and growh. The direct tax rates on personal incomnes
and corporate profits have been generally higher than those in Israel and
Jordan, and the indirect tax rates (VAT) are identical to those in I|srael
despite the great differences between the | evels and stages of devel opnent
of the two economies. ¥ There is no justification for the Pal estinian
econorny, whose GDP per capita is 14 tinmes smaller than Israel's to have
the sane tax structure. Wthin the territory itself the tax | aws have not
been uniformas they date back to two different regines prevailing in the
West Bank and Gaza Strip up to 1967, i.e. the 1964 Jordani an Tax Law
applicable in the West Bank and the 1947 Briti sh Mandate Tax Ordi nance in
the Gaza Strip, coupled with changes introduced by Egypt during the period
1948- 1967. These features were further conplicated by numerous amendnents
i ntroduced by Israel during the period 1967-1993.
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2. The existing systemand especially the tax system is associated in the
m nds of Pal estinians with the occupation and its harsh and arbitrary
rules. An inportant episode of the intifadah involved the mass refusal to
pay taxes. 3 These and other features of the tax system have had a
di scouragi ng ef fect on business activities and investnments in general.

3. Under the existing system of public finance many public goods, which are
usual |y supplied by the public sector in nost countries, are provided by
the private sector. % This is a direct result of the unusually snmall and
shrinking size of government expenditure. During the period 1968-1990,
the share of GNP devoted to public expenditure fell from 15 per cent to
8 per cent in the West Bank and from 14 per cent to 10 per cent in the
Gaza Strip. These percentages represent a very |low | evel of governnent
i nvol venent in the economy, and explain the poor quality of physica
infrastructures, urban services, education and provisions of welfare. 32

4, The harnful effects of the |ow |l evel of public expenditures is aggravated
by the extra taxes collected from Pal estini ans, which were channel |l ed out
of the donestic economy. The difference between taxes and expenditures
amounted to an effective "budget surplus”, with its adverse inpact on
aggregat e demand and econonic growth. ** This depressing factor has been
partly responsible for the chronic problem of unenpl oynent. 3%

The new fiscal systemshould rid itself of all these negative aspects, and
at the sane tinme acquire those positive qualities needed to nake the public
sector a leading force in pronoting econonic and social activities. The next
section will therefore outline some of the features which the fiscal system
shoul d acquire. The subsequent sections will focus on the details of tax
reformand public expenditures.

Bef ore doing so, however, it is inportant to enphasize that reformng the
fiscal system should be acconpani ed by a well designed i nformati on canpai gn.
The Pal estinian Authority would be well advised to explain to the Palestinian
peopl e the mechanics, functions, and objectives of the new system
Under standi ng the benefits that will flow, both collectively and individually,
is a necessary condition for the snooth functioning of the system It is a
difficult but at the sane tine an unavoi dable and necessary step to be taken
toward ensuring the success of the inplenentation of the new system wth
m ni num conpl i ance cost. 3

1. The objectives of the fiscal system

Revi ewi ng the traditional functions of the public finance sector in any
econorny, and in devel opi ng economes in particular, |eads to recognizing the
sense of urgency associated with each function in the Pal estinian context.

In the Pal estinian context, the role of the public sector as the supplier
of public goods assunes a greater inportance because of the neglect of the

physi cal infrastructures and social services over the |last 27 years. A

consi derabl e inprovenent in these areas is essential for creating a supportive
environnent, within which the private sector can expand. This requires an

ef fective and strong fiscal system The role of fiscal policy, as a tool to
support the devel opnent process, by stabilizing short-run fluctuations, and
achi eving grow h-oriented adj ustnment, becones critical in the Palestinian
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context due to the fact that the tools of nmonetary policy will not be
effectively operational for some tine. This is so because of the absence of a
nati onal currency, and the need for enough tinme to el apse before the PMA can
gai n sufficient experience with the use of sonme tools of nonetary policy.

The role of the public sector in redistributing income anong individuals
and regions is equally essential in the Palestinian territory in view of the
mar ked disparity between the standard of living in the Wst Bank and
Gaza Strip, and the general problem of poverty caused by high rates of
unenpl oynent, especially in the last few years. These redistribution functions
require an appropriately reformed system The reformof the tax system needs
to be designed as to al so pronote both horizontal and vertical equity.

Reduci ng the econom ¢ disparity anmong the different regions could al so be

achi eved by adopting an equalization paynment (revenue sharing) system in which
the central Government transfers funds through | ocal authorities to different
regions so as to equalize their ability to provide public services. O equa

i mportance is the need to reduce incone inequality anong groups and

i ndividuals. This objective necessitates the creation of a safety net by which
t he Governnent subsi dizes certain basic necessities such as food, housing,
education, health care, and energy for the lower inconme famlies, as well as

of fering assistance to the unenpl oyed, aged and di sabl ed persons with | ow

i ncone.

The proper functioning of the tax systemis especially inportant in the
present and imedi ate future, because taxes are likely to serve as the primary
source of governnment revenue, aside fromexternal resource transfers.
Borrowing fromthe local market will tend to crowd out the fragile and
enbryonic private investrment market, and inpede the growh of the private
sector. On the other hand, accunulating debts fromthe outside world is
neither possible nor desirable at this stage. Taxes, therefore, have to play
the double role of raising a reasonable anount of revenue, that increases with
the grow h of income, and encouragi ng private saving, which also grows with
income. Only if the sumof private and public saving grows with income, and
gradual |y finances a greater part of total investnent, will the need for
external aid be reduced.

2. Elenents of tax reform

Gui ded by these considerations, and the standard criteria of efficiency,
equity, and cost of adm nistration, the tax structure should be changed in |ine
with the following major criteria:

(i) reduci ng the nunber of taxes;

(ii) reduci ng the reliance on inconme and foreign trade taxes, and
i ncreasing the reliance on consunption-based taxation

(iii) in general, taxes should have less differentiated rates, and a much
wi der base than at present.

At present, the tax systemincludes 25 taxes of 16 different types.
A single firmhas to collect and/or pay 13 different types of taxes. This
I arge nunber includes sonme | owyielding taxes, which do not justify their
admini strative cost. Furthernore, having a | arge nunber of taxes usually
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i ncreases the conpliance cost, and may increase distortions, so reducing
econom ¢ efficiency. Cutting the nunber of taxes, therefore, will reduce both
admini stration and conpliance costs, and will probably increase efficiency.
Accordingly, it is suggested to have only the followi ng 8 types of taxes.

Direct Taxes:

1. Personal incone (payroll, self-enployed).
2. Busi ness incone (private and public corporations and cooperatives).
3. Property.

I ndirect Taxes:

4, Expendi tures (VAT).

5. Exci se.

6. | nport duty.

7. Export tax.

8. Taxes on transactions, registration and |icences.

The nost inportant are the income tax and the VAT, both of which need
conplete restructuring. The incone tax structure as it stands is very simlar
to that of Israel, whose per capita incone is over 14 tines greater than that
of the Pal estinian econony. Tables I11-3 and I11-4 present proposed schedul es
for the tax rates on personal and business incone. ¥ They feature pronounced
changes in the direct tax structure which are designed to bring about two
i mportant interrelated i nprovenents over the present system The first is to
sinplify the way taxes are assessed, processed, and collected, so as to reduce
both the cost of tax administration and tax evasion. The second is to bolster
t he objectives of efficiency, equity, and macroecononic stability, so that the
tax system becomes an effective instrunent of economic growh and socia
harnony. The princi pal aspect of these changes is a shift towards a system of
lower tax rates on broader incone tax bases. A lower rate will foster
efficiency by reducing the distortions in both work effort and saving
decisions. Furthernore, it is essential to reduce tax evasion and the risk of
capital flight. The experience of both devel oped and devel opi ng countries has
shown that high marginal rates have not been enforceable due to a strong
incentive to evade, and countries with top marginal rates hi gher than those
prevailing in advanced industrialized countries often suffer fromcapita
flight. % At present the top nmarginal rate in the Palestinian territories is
48 per cent as conpared to 33 per cent in the United States.

It would be misleading to assune that this gain in efficiency will be at
t he expense of equity because the flatter rate renders the systemless
progressive. |n fact the proposed schedule exhibits a nore equitable
treatment of taxpayers because it reduces the heavy tax burden on the | ower
i ncome groups. For instance, under the present systema wage earner with a
non-working wife and three children, and with an annual incone of $4,000, pays
4 per cent of his salary in income tax, whereas, he would pay no incone tax
under the proposed system 3 Another inportant elenment of the reformis the
sinplification of the business tax systemand a reduction in rates of taxation
These changes woul d integrate the two systens, and encourage i nvestnent while
preventing tax arbitrage.

The second i nportant change conpared to the present systemis in the
structure of indirect taxes. Experience of devel oped and underdevel oped
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econom es have both testified to the attractiveness of VAT regarding its
capacity to generate |l arge anpbunts of revenue at a relatively | ow cost of

adnmi nistration. The rate should be chosen so as to foster its advantages

wi t hout hanpering ot her objectives of the tax system At present the VAT rate
is 17 per cent, and according to the Paris Protocol cannot be reduced bel ow

15 per cent in the transition period. Fifteen per cent is a very high rate for
t he Pal estinian econony in its present state of devel opnment. A nuch |lower rate
may be consi dered nore appropriate fromthe viewpoint of equity and growth
consi derations. The equity issue is obvious bearing in mnd that VAT is an
expenditure tax, which is in turn equivalent to flat-rate income tax w thout
exenptions. 4 Accordingly, the tax is not progressive, and usually this aspect
of the tax is tolerated only so long as its rate is not very high. A noderate
rate of VAT nmkes the tax a conplenent to a progressive incone tax, by hel ping
to reduce substantially the marginal inconme tax rate, and thus reduce
distortions. On the other hand, a high VAT rate makes it regressive. Reducing
the degree of regressivity necessitates exenpting products that figure
promnently in the fanmly expenditures of the poor fromthe tax (or taxing them
at lower rate). Another way of reducing the regressive nature of the tax is by
i mposing a surtax on luxuries. But different rates damage the attractive
property of the tax; nanely, its sinplicity and uniformty. Al so, achieving
economic growh requires reorienting trade flows toward nei ghbouring Arab
countries, and a high VAT rate will not help this effort. In other words, a
hi gh VAT rate might not be conpatible with the trade regi me deened optinmal for
growmh. (Mre on this point in the next section on the trade sector.)

It should also be noted that, up to 1993, VAT was in fact used nore as a
substitute for the income tax, rather than as a conpl enent, because of its
conpatibility with the prevailing systemin Israel. % |n an independent
econony of Palestine, the tax should be used in a nore appropriate form wth
the regressive nature of the tax being reduced by cutting its rate. The rate
reductions in both the personal tax and VAT would inprove the enforceability of
the tax system thereby increasing its capacity to generate revenue. At the
same tinme the change woul d reduce distortions and increase the incentive to
save and invest. Coupled with a high sales tax on |uxury goods and servi ces,
and sal es tax exenption of food and health itens, this would contribute to
greater progressivity in the whole tax system

In broad outline, these are the proposed changes in the structure of the
tax system Cbviously, a conprehensive reformof the systemrequires nore
detail ed studies dealing with issues of revenue yields, equity, and
ef ficiency, which are constructed on nore concrete assunptions regardi ng trade
rel ati ons and tax harnoni zation with nei ghbours. In the inmediate term and
the short term the existing systemshould be adjusted in line with the I M
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nm ssion's recommendations; increasing the personal incone tax deductions for
t he taxpayers and dependants, and addressing the regressivity of the existing
hi gh VAT rates through specific targeted assistance. #

Anot her inportant area that needs inmmediate attention is the fisca
| eakage caused by the present treatnment of Palestinian indirect inmports by
I srael through licensed Israeli traders. The Palestinian Authority shoul d
demand t he acceptance of the principle of assigning revenues from custons
duties on inmports according to the point of consunption and negotiate a
revenue-sharing formula based on total inport flows.

3. Reconstructi on of the expenditure system

The need to organi ze the expenditure side of public finances is no |ess
urgent than the task of tax reform In fact, in the transition period, with
huge construction activities supervised by the Pal estinian Authority, and with
relatively | arge anpbunts of external aid, the accountability, transparency, and
efficiency of the expenditure side acquires a critical political dinension, in
addition to its econonic inportance.

Two primary tasks need the imedi ate attention of the Pal estinian
Authority in order to lay the foundation of an effective expenditure system
The first is organizational, and is nmost urgent. It involves the staffing by
Pal esti ni an enpl oyees as replacenents for Israeli staff in the various
departnents of the Gvil Adm nistration. According to some estimates, this
will involve hiring around 2,000 new enpl oyees, “® though actual devel oprments
since 1994 indicate an even greater increase in the public sector enploynent.
This relatively large expansion reflects the fact that the new Pal estini an
adm nistration will have to carry out the usual recurrent government
activities, and the followi ng new itens:

- arelief progranme to alleviate the high | evel of poverty caused by
the recent increase in unenpl oynent;

- an aid and conpensation programe to famlies who suffered a | oss,
or disability, of menbers during the occupation

- admi ni ster the expenditures of the new Pal estinian police force,
estimated to have reached at |east 15,000 persons by the end of
1995; and,

- admini ster the expenditures of all aspects of the reconstruction
effort, which includes the repairing of the physical infrastructure,
revitalizing old and establishing new public services and socia
institutions.

The second task is political and essential to the success of the
Pal estinian Authority in rallying support of the inhabitants in the
reconstruction process. This involves creating the Budget Law and the
Nati onal Bureau of the Budget, which do not exist at present. As is known,
prior to 1993, all matters related to governnent budget were the
responsibility of the Israeli authorities. The preparation and inplenmentation
of the budget was carried out without consultation with the Pal estinian
peopl e. The budget was presented annually in a separate section of the
I sraeli Governnent budget, and was not organi zed in any generally sensible
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schenme of functional or economic classification. There is, therefore, an
urgent need to create a new | aw speci fying the details of the process of
formul ating, inplenenting, and controlling the budget, both at the executive
and the | egislative branches of the Palestinian Authority. This process wll
i nclude the stages of initiation, preparation, and articulation at the
executive branch, and the stages of review ng, anmending, approving, and

aut horizing at the legislative branch

In order to carry out the various tasks of budgeting at the executive
branch, a specialized departnent, such as The National Bureau of the Budget,
has to be created. The Bureau nmay be a departnment within the Mnistry of
Fi nance responsible for all matters related to the executive branch's role in
t he budget, and rmust work closely with the committee of the Pal estinian
Legi sl ati ve Council responsible for budgetary affairs. The Bureau has to
devel op a new system of budgeting in accordance with the innovative nethods
currently used in many countries.

To conpl ete the system another departnent, independent of any governnent
unit, is needed to function as a Bureau of Accountancy. It could be run by a
board of directors responsible directly to the National Council. This
i ndependent body will have the inportant function of auditing all governnent
units, at the central and the local level, including the tax authorities. It
will submit an annual report to the Legislative Council detailing its auditing
of all government activities and undertakings. It also will have the function
of overseeing, accrediting, and controlling the auditing and the accounting
system and procedures in the private sector

4. Estimation of future revenue and expenditure

Prior to 1994, Pal estinians were over-taxed by paying two ki nds of taxes:
one to the CGvil Administration and the other to the treasury. The total of
these taxes in the |late 1980s and early 1990s has been estinated at around
18- 24 per cent of GDP. “ At the sane tine, the level of public expenditures
was | ess than 15 per cent of GDP, which is very | ow conpared to other
countries, *® and inplies a net transfer to the treasury.

In the next few years, the Palestinian Authority has to increase public
expenditures, with regard to current expenditures in order to facilitate the
increase in public services, and also with respect to devel opnent expenditures,
especially in such fields as education, health, and nunicipal services, in
addition to initiating public investnent in all areas of infrastructure.

Agai nst these rising commitnents, revenues generated fromtaxes are expected to
decline. This is mainly because the Pal estinian Authority will have to
elimnate the "over taxation" feature of the present tax system and also as
the task of establishing a national tax authority and undertaking a tax reform
will need some time to fully beconme operational. Thus, if expenditures are

rai sed to around normal |evel (say 20 per cent of GDP), it is expected that the
governnment budget will exhibit some deficits in the next few years.

In the foll owi ng paragraphs, an estimate of a consolidated centra
gover nnent budget structure for the next year is presented. * This is based on
the foll owi ng assunptions:

1. The growt h of income and government expenditures are estinmated al ong the
lines of the Alternative Scenario (w thout population return) scenario



(Section A of this Chapter).

2. The breakdown of the budget into current and devel opnent itens takes into
consi deration the present situation and the urgent needs of the public.
Thus, 70 per cent of the budget is allocated to current expenditures, and
30 per cent to devel opnent expenditures.

The current expenditures are in turn distributed as follows: 30 per cent
for general services; 48 per cent for social services; 10 per cent for economnic
services; 7 per cent for community services; and 5 per cent for contingencies.

The devel opnment budget is distributed as follows: 40 per cent for genera
expendi ture on roads; 20 per cent for social infrastructure;
20 per cent for economic infrastructure; 15 per cent for comunity
infrastructure; and 5 per cent for contingencies. %

Taki ng into consideration the present condition of the Pal estinian
econorny, it was estinmated that total revenue could be generated in the
following way: indirect taxes providing 40 per cent of total revenues; direct
taxes 25 per cent; governnment services and fees 30 per cent; and public sector
5 per cent of total revenues.

The Pal estinian Authority, however, is not expected to be able to tap the
full tax potential of the econonmy immediately. G ven the exceptionally
difficult circunstances in which authority transfer is taking place, revenue
collection in 1996 is expected to be below potential for both political and
econom ¢ reasons. However, this equally necessitates an increasing tax effort
to top the full tax capacity in the econony. Guided by these considerations,

t he consol i dated budget of the central governnment for 1996 is presented in
table I1-5.

On the expenditure side, allocations are nade according to the present
needs of the Pal estinian econony and the |aunching of the reconstruction
progranmme (based on the alternative scenario w thout population return). On
the revenue side, two estinmates are presented: the "potential" revenue
signifies the full tax capacity of the economny, given the existing tax rates;
the "probabl e" revenue is an estimate based on the actual tax revenue collected
since the establishnent of the Palestinian Authority (end of 1994 and early
1995). 8

C. The nonetary sector

Restructuring the fiscal sector and reviving trade fl ows depends on
rejuvenating the monetary sector, which has suffered severely during the | ast
27 years.

It is hard to envision any success in reformng the tax and public
expendi tures systens without a nmajor transformation in banking and ot her
facilities for financial transactions. Nor can a successful reorientation and
increase in trade activities be envisaged without a major inprovenent in the
private sector's capacity to finance and insure transactions. Mre generally,

t he whol e reconstruction effort cannot be carried out w thout creating sound
and vibrant markets and related institutions, which collectively performthe
essential functions of supplying liquidity, encouraging savings and
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i nvestnments, and facilitating the nanagenent of risk. Fortunately, activities
in the private sector to build the banking and investnent institutions have

al ready begun, and there are sone indications that the sector may well be able
to play the dual role of supplying the conplenmentary services needed by al

ot her economic activities, and creating inportant growh enhancing activities
t hensel ves.

Assessing the potential of the sector within the context of the existing
situation, and the changes expected in the near future, is the subject of this
section. It comences with a brief review of the present conditions, which
refl ect the changes that have taken place since the establishment of the
Pal estinian Authority. This is followed by a detail ed anal ysis of the
prospects for change and growh within the context of the new nonetary
arrangenent specified in the Protocol. A formal analysis of this nonetary
arrangenent, which explores both the potential use of nonetary policy by the
Pal esti nian Monetary Authority, and the effectiveness of comercial banks in
supplying funds for investnents, is provided in Appendix (Il11-1). The fina
subsection is devoted to anal ysing nonetary arrangenents beyond the transition
peri od.

1. Present conditions and future prospects of the nonetary sector

The establishment of the Pal estinian Authority followed by the gradua
renoval of sone of the harnful restrictions of the past, has set in notion a
nunber of activities in the financial sector. Indeed, the |ast year has
wi t nessed the revival of many activities in the financial sector, through
rejuvenating old financial institutions and establishing new ones. Three
di fferent strands can be distinguished. First, the return of the Arab banks to
the West Bank and Gaza Strip has been acconplished. This is taking the form of
Arab banks reopening their old branches that were closed in 1967, and new Arab
banks opening branches for the first time. |Included in this category is the
reopeni ng of branches of the Arab Bank and Bank of Jordan, and the opening of
new branches of the Jordan-@ulf Bank, and the Egyptian Arab Real State Bank.
Second, the recent period has wi tnessed the establishnment of |ocally owned new
banks and investnent conpanies with their own capital. Residents of the West
Bank and Gaza Strip have founded the Commercial Bank of Palestine and the Arab
I nvest ment Corporation. The former started business in Ramallah in July 1994,
with a capital of JD 10 million. The latter was registered in April of the
same year, and is expected to performthe rmuch needed function of creating
credit for investnent purposes. 4 Third, the flow of both expatriate
Pal estinian capital, and Arab and international capital has intensified. Two
institutions typifying this category have been licensed and are in the process
of commenci ng busi ness. The Pal estini an Devel opnent and | nvest nent Conpany
(PADI CO was founded as an offshore firmby a group of Palestinians (nostly

fromoutside the territory) and Jordanian businessnen. It has a paid up
capital of $200 mllion, and an authorized capital of one billion. The second
is the Palestinian Arab Investnment Bank (PAIB), which is a joint venture of

i nternational, Arab, and Palestinian capital. Half of the conpany's shares

will be owned by the Arab Bank, 25 per cent by the International Finance
Corporation (Wrld Bank affiliate), 15 per cent by a German devel opnent
institution, and 9 per cent by Palestinian investors. %°

As a result of these activities, the | andscape of commercial banking in
the West Bank and Gaza Strip has changed radically, whereas there were only
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2 Arab banks with 13 branches operating at the end of 1993, 41 branches
representing 10 banks were operating at the end of March 1995. 5 The first
three nonths of 1995 registered an increase of 41 per cent in total bank
deposits, reflecting a shift in noney holding fromcash to bank deposits, and
i ndi cating that Pal estinians have started to bring honme their bank deposits in
other countries. % Total bank |oans, however, have not yet responded to this
increase in deposits. The ratio of loans to deposits is still very low at 46
per cent in Gaza and Jericho banks, and 25 per cent in banks in the rest of the
West Bank. % The conparable ratios at the end of 1994 for Jordani an and

I sraeli banks were 80 per cent and 86 per cent, respectively. However, this
snmall role of financial intermediation by the banks is expected to expand once
t hey have enough tine to acquaint thenmselves with market conditions, and when
neasures needed to protect deposits reduce risks of |oans and investnents are
put to work.

oviously, it is too early to assess the inpact of these recent
devel opnents in the nonetary sector and the extent they will be able to provide
the econony with liquidity, financial internediation, and the managenent of
ri sk. Nevertheless, the slow channelling of local and external capital into
financial institutions has begun signalling a very inportant first step toward
reviving the sector. There seens no reason to believe that steady progress
will be inhibited provided that political uncertainty is reduced. To guard
agai nst m splaced optimsm however, it is inportant to enphasize that while
the activities noted above are essential to the process of building a sound and
vi brant financial sector, their ultimte success depends in great part on the
direction, coordination, and supervision of the Palestinian Mnetary Authority
(PMA). The follow ng subsection will explore the potential power of this
institution within the nonetary arrangenents of the transition period, as
speci fied by the Protocol

2. The PMA and nonetary arrangenents during the transition period

The Protocol has assigned many functions to the PMA that are the
traditional responsibilities of a central bank, designating the PMA as the
supervisor and controller of the financial system and as banker to both the
Pal estinian Authority and the conmercial banks. The PMA is thus entrusted with
the job of licensing all banks operating in the Wst Bank and Gaza Strip,
hol ding their reserves, and regulating their operations with regard to
solvency, liquidity, and stability. More specifically, Article IV, Itemb5, of
the Protocol states that the PMA shoul d operate a discount wi ndow to advance
| oans to commercial banks, and act as a lender of last resort. Article IV,
Item 4, states that the PMA will act as the sole financial agent (locally and
internationally) to the Palestinian Authority, as well as being its financia
advisor. It also holds and manages the foreign currency reserves of all public
sector entities.

Qoviously, the ability of the PMA to performsone of these functions, |ike
that of lender of last resort, depends in great part on its ability to
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control the nonetary base (high powered noney, which is the sum of currency
held by the public and reserves of commercial banks usually held at a Centra

Bank). In other words, it needs to be able to satisfy the public demands for
currency, and the bank's demands for reserves. However, as is shown in
Appendi x (I11-1), this power is severely restricted by the absence of nationa

currency, and the stipulation that the liquidity requirement on Shekel accounts
be linked to that used in Israel (Article IV, Item1l (6)).

As is also explained in the Appendi x, the PMA could attain sone contro
over the nonetary base by using certain instrunments. These include the
management of governnment deposits, open market operations in foreign currency,
and the di scount wi ndow. Neverthel ess, these instrunents are useful in the
short run, and only for very noderate operations. A major excess demand for
reserves cannot be met by any of these tools, unless the PMAis willing to
borrow heavily either fromJordan or fromlsrael (depending on which currency
i s denanded) and in doing so place a burden on the fiscal system

The inability of the PVMA to exercise the traditional control of a centra
bank over base noney inplies also that its ability to manage public debt on
behal f of the Governnent is circunscribed. Mre inportantly, its role in using
nonetary instrunents to counterbal ance short-run fluctuations, and to effect
[ ong-run readjustnments, is severely underm ned.

Mor eover, there is another problem associated with the use of a double
currency standard, that of currency nismatching (again, see the Appendix). It
stens fromthe fact that commrercial banks might find thenselves with
liabilities denonmnated mainly in the appreciated currency while assets are
mai nly constituted in the depreciated currency. The risks of this will inhibit
conmer ci al banks from perfornming the function of maturity transformation
(accepting short-termdeposits and extendi ng | oans over |onger terns). 5

3. Future nonetary arrangenents

It was denonstrated in the last two subsections, and in Appendix (I11-1),
that, although the nonetary arrangenent during the transition period
constitutes an inprovenent over the nonetary situation that prevailed unti
1994, it is by no neans optimal. |In fact, it enbodies sone of the worse
aspects of the two pol ar exchange rate regi mes. The absence of a nationa
currency renders nonetary policy less effective, which is a characteristic of
the fixed exchange rate regine. On the other hand, the existence of a dua
currency standard has the potential of increasing the costs associated with
instability in purchasing power, which can occur under a flexible exchange rate
regine. |t should be apparent, therefore, that inproving the nonetary
arrangenent after the passage of the transition period requires, first and
forenpst, the novenment toward a single currency standard, and then choosing a
particul ar exchange rate reginme. Naturally, the question arises as to which
currency standard shoul d be adopt ed.

In principle, the following alternative currency arrangenents can be
envi si oned:

- adopti ng an i ndependent Pal estinian currency;



- adopting the JD;
- adopting a Palestinian currency in a currency union with the JD;

- adopting a Palestinian currency in a currency union with the Israel
Shekel ; or,

- adopting a Palestinian currency in a currency union with the JD and
the Israeli Shekel.

The foll owi ng paragraphs depict the argunent that only the second and
third options constitute reasonable choices. In other words, the Pal estinian
econony i s best served either by retaining the JD as the only | egal tender, as
it was in the West Bank before 1967, or by adopting a national currency that is
tied to the JD. This argunment is underpinned on two considerations. First, a
currency union with the Israeli Shekel is not in the interest of the
Pal esti ni an econony. Second, the Pal estinian interest is not served by a
conpl etely i ndependent currency in the foreseeable future.

A single currency area (currency union or block), is a domain wthin which
nmenber countries use either a single currency, or different currencies |inked
t hrough permanently fixed exchange rates. It has the advantage of reducing the
cost of monetary transacti ons anong nenber countries. By renoving the
uncertainty which arises fromfluctuations in exchange rates, it helps
stinmulate specialization in production and the flow of investnent and trade. A
successful currency union induces econonic agents to viewthe entire area as a
single market and allows themto benefit fromgreater econonm es of scale in
production. On the other hand, the currency union has the di sadvantage of
denyi ng each menber country the separate use of the exchange rate as an
i nstrument of macroeconom ¢ policy. A menber country is thereby inhibited in
carrying out a short-run stabilization and a long-run growth policy. In
particular, a country suffering froma chronic unenpl oynent problem would be
at a great disadvantage within a currency union if the other nmenbers of the
uni on pursue policies of curbing inflationary pressures. It would be forced to
use non-nonetary measures to tackle its own probl em

Both the theoretical and the enpirical literature on optinmal currency
areas has denonstrated that the cost of abandoning the exchange rate as a
policy instrument will be small providing certain conditions prevail. % These

i nclude a high degree of factor mobility of |abour and capital anong the
various nenber countries, a great simlarity of econonic structures, a high
degree of product diversification, and an environnent where shocks are conmmpbn
rather than country specific. These conditions would render the use of
exchange rate changes in response to external shocks either unnecessary or

i neffective.

The need to use the exchange rate to absorb shocks is substantially
reduced by the ability of |abour and capital to nmove froma country with excess
supply (where wages and returns to capital are falling) to a country with
excess dermand (where wages and returns to capital are rising). Sinmlarly, the
need for exchange rate variations to effect changes in relative prices is
greatly reduced if the econony is highly diversified. Such an econony, with a
wi de range of industries and exportabl e goods, does not need frequent changes
in its exchange rate to absorb shocks since their inmpact will tend to be
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localized in certain industries. Thus, an unenpl oyed resource in one industry
will nove to other industries. On the other hand, the effectiveness of the
exchange rate as an instrument to effect changes in the terns of trade is
greatly reduced if the countries have sinilar structures and, thus, face
simlar ternms of trade shocks.

It is apparent that capital and | abour woul d be much nore nobile between
Pal estine and Jordan, and nuch |l ess so between Palestine and Israel. This is
because both | abour and capital narkets in Jordan are relatively free and
integrated with Pal estinian markets, while in Israel they are to a great extent
controll ed by the Governnment, and have strong ties with European and North
American markets. An Israeli Conmission of Inquiry investigating the collapse
of banking shares in Cctober 1983 has described the Israeli capital narket as
follows: "The central feature characterizing Israel's capital market for as
long as Israel has existed is the governnment's domination of the capita
market. The governnment's invol venent transcends anything that is known in
politically free countries. The main expression of this involvenment is the
fact that nost of the finances that accumulate in the various savings schenes
are channelled to the state's budget or allocated by it. The governnent sets,
for every financial instrunent, its term rate of interest, and tax
regul ations. Since the governnment is the chief nobilizer of savings, it is
also the main allocator of credit. The lion's share of Iong, and medi umterm
credit to househol ds (nortgage | oans) and the business sector (finance of
investrment in industry, agriculture, tourism etc.) is allocated by the
governnent through its budget or by other neans." %

The Israeli CGovernnent's donination of the capital nmarket explains why,
over a period of 27 years of occupation, there was no appreciable flow of
Israeli private capital to the Palestinian territories, despite the relatively
| ow cost of l|abour and sub-contracting practices. |Investnent in the Wst Bank
and Gaza Strip was not included in the Government's system of subsidies and tax
concessi on. %7

Consi dering the capital needs of the Israeli econony in the near future,
in view of requirenents for settling newinmgrants, it is unlikely that there
will be major changes in the Government's role in the capital narket, or a
substantial flow of Israeli capital into the Palestinian territory. On the
ot her hand, a capital flowin the other direction will not be encouraged, even
under the privatization and liberalization efforts, mainly because of politica
and strategic factors. %8

By contrast, the Jordanian capital nmarket is relatively free, and is
organically tied with Palestinian capital. As was nentioned above, efforts to
revitalize the financial sector in the West Bank and Gaza Strip are partly the
result of initiatives taken by Jordanian financiers, and Pal estinian financiers
residing in Jordan. °°

Similarly, the [abour market in Israel cannot be considered a free narket,
where the enploynent |evels and wage rates respond quickly to changes in supply
and demand. ® Thus, notwithstanding its inportance to Pal estinian i ncone and
enpl oyment, work in Israel does not constitute a nechani sm by which an externa
shock adversely affecting the Pal estinian econony, and causing unenpl oynent,
can be absorbed by increasing enploynent in Israel. Enploynment of Palestinians
in lsrael is determ ned mainly by the econonic conditions in Israel. Thus, the
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hiring of Palestinian commuters to work by the day in |Israel does not reduce
the need for an exchange rate policy. ® On the contrary, it is by itself a
source of fluctuation and instability, because it ties the activity of the

| abour market to security uncertainties and an explosive political situation on
a daily basis. ® A further elenment of instability for Palestinian workers in

| srael arises because nobst of the work is carried out in the construction
sector, which is the nost volatile in the econony. % This stens fromits
sensitivity to fluctuations in inmgration, in addition to the usual variations
in demand for housing arising fromchanges in income and the interest rates.

G ven the events that have taken place since the establishnment of the
Pal estinian Authority, it is fairly certain that the nunber of Pal estinians
working in Israel will not regain the levels of the mid-1980s, when nore than a
quarter of the labour force mgrated for work in Israel. % On the other hand,
the nobility of |abour between Palestinian territory and Jordan is likely to
i ncrease with the opening of the border between them In particular, many of
the Pal estinian returnees are expected to conme from Jordan, as the success of
the reconstruction effort depends on sone skilled and professional Palestinians
presently residing in Jordan.

More inmportant than the | ow factor nobility between Israel and the
Pal estinian territory is the great dissimlarity between the structure of their
econom es. The size of the Israeli econony is around 14 tines that of the
Pal esti ni an econony; its product diversification is nuch greater; and the
manuf acturing sector's share in GCDP is nore than three tinmes larger. % These
large differences in size and structure would nmake the Pal estinian econony's
capacity to absorb external shocks nmuch weaker than that of Israel when the two
are menbers of a currency union

Finally, since the traditional orientation of the Israeli econony is
toward North Anerica and Western Europe, while the Pal estinian econony
hi storically has been closely linked to the Arab hinterland, the two will thus
face different external inperatives, which will nake the prospects for nonetary
union uncertain. This is readily apparent if one considers a shock caused by a
substantial drop in the world price of oil (simlar to the one that occurred in
the m d-1980s). Such a shock would have a very different inpact on the I|srael
and Pal estinian economies. It could lead to expansion of economic activities
in Israel due to a positive supply shock to its highly industrial econony, and
an increase in exports to the sinmlarly affected econonies of North America and
Europe. In contrast, the shock woul d cause a contraction in the Palestinian
econony triggered by the drop in both the renmittances fromand exports to, the
@Qul f States. Thus, if the Palestinian currency is tied with the Israeli Sheke
in a currency union, the exchange rate would not be allowed to absorb the
contraction, and the adjustment would have to be carried out through increases
in unenploynent. Furthermore, given the relative size and sophistication of
the two economes, Israel would be able to conduct sterilization operations to
contain any inflationary pressure caused by the expansion, and prevent the
Pal esti ni an economy from usi ng expansi onary nonetary policy to noderate the
i npact of the recession.

In conclusion, the econonmi c prerequisites representing conpatible
structures and stages of econom c devel opnent, necessary for a successfu
single currency area do not exist between Israel and Palestine for the tine
being. The situation is very different in the case of Jordan. Notwi thstanding
the inportant differences between the two econonies, reflecting al nost three
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decades of separate devel opnment and barriers to novenent of people and goods,
the ties between Jordan and the Pal estinian territory are still strong, and can
be expected to grow stronger with the dismantling of the prevailing
restrictions. The agreenent signed in Amman on 26 January 1995, between the
Pal estinian National Authority and the Jordani an Governnment, reveals the extent
to which the two economes are |linked together. % The agreenent on
transportati on and tel econmuni cations also confirns that Jordan is the passage
to the Arab world, and essential to reorienting Palestine trade in that
direction. Qher aspects of the agreenent concerning various fields
underscores the inmportant role of the relatively devel oped Jordani an
institutions in supplying expertise and training to devel op the new Pal esti ni an
institutions in areas of nmutual interest.

In addition, there is the question of the Pal estinian returnees. The
majority of the i mediate returnees to the West Bank will be Pal esti nians
resi ding now in Jordan. % Sone are Jordani ans of Pal estinian descent, who have
property and/or fanmily ties in the Wst Bank, and others have tenporary
resi dence status in Jordan. 1In the longer run, the question of returnees is
enbedded in the larger question of Palestinian refugees and their future, as
will be determ ned by the final status negotiations. The inportant point to
note here, though, is that accommodating | abour migration fromJordan to the
West Bank and Gaza Strip, with mininmal disruption to the |abour markets of the
two countries, requires coordination and planning by the two governnents,
especially since both suffer a problem of unenploynent, particularly for
skilled and professional |abour

The above factors strongly support the hypothesis that the Pal estinian
territory and Jordan constitute an optimal currency area, and that they could
therefore forma currency union. Accordingly, the PMA could enbark on
initiating effort in two directions. First, establishing a Palestinian
currency, as the only legal tender, to be used after the passage of the
transition period. Second, negotiating with the Central Bank of Jordan all the
aspects of nmonetary union. At a later stage, and within the context of
possi bl e future confederation, it nmay be nore practical to merge the Centra
Bank of Jordan and the Pal estinian Monetary Authority into one Supranationa
Central Bank, carrying out all the functions of the central bank for both
Jordan and the Palestinian entity. The new institution m ght consist of a
central headquarters, responsible for broad policy decisions and two separate
agenci es one for each entity. This arrangenent woul d have the follow ng
advant ages:

(i) It prom ses organi zational economies of scale and provides the
Pal estinian side with the experience of a well-established
institution;

(ii) It would increase the independence of the central bank and the
ability to linmt irresponsible and unsound fiscal actions of either
CGovernment; this would enhance the power of the central bank, and,
provided it was under appropriate nanagenent, this could inprove the
quality of economc policy generally.

In addition, a declaration by the PMA favouring such an arrangenent after
t he passage of the transition period, would result in reducing the
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uncertainty surroundi ng the present system enable the banks to overcone the
probl em of currency m snmat ching and so beconme nore forthright in performng
their functions of financial intermediation and maturity transfornmation

(see Appendix I11-1).

D. The trade sector

Parall el to designing and reform ng the public finance and nonetary
sectors, and of equal urgency, is the need to revitalize, reorient, and
strengthen the trade sector. Success in redressing the trade inbal ance, and
gearing the econony towards a viable external paynments position, is a crucia
task of the reconstruction effort. Sustainable econom ¢ devel opnent cannot be
obt ai ned unl ess the econony undergoes a transformation in which goods are
substituted gradually for |abour services as the nmain export and source of
forei gn exchange. The trade sector, therefore, has to play the pivotal role of
freeing the econony fromunreliable sources of incone. The opportunities for
such a transformati on cannot be adequately ascertai ned wi thout first analysing
the present trade situation. Accordingly, the highlights of the present trade
situation are presented in the followi ng section. This is followed by a
di scussion of the tasks of restructuring trade flows in the interim period
while the |last section explores the question of the long-run trade strategy
appropriate to the Pal estinian econony.

1. The current situation of Palestinian external trade

The Pal estinian external trade sector currently depicts a weak and
deteriorating situation. The pattern of trade has been greatly skewed toward
one nmarket, and nerchandi se trade suffers froma large and increasing deficit,
which results fromthe long-termtrends of declining exports and unconstrai ned
imports. The ratio of nerchandi se exports to GDP has declined froma high of
40 per cent in 1980 to around 21 per cent in 1993. % The decline was
acconpani ed by a change of conposition, reflecting a gradual reduction in
agricultural exports from40 per cent of total exports in 1980 to 30 per cent
in 1990. ®°

Si mul t aneously, there has been a nounting inport bill, which peaked at
around 75 per cent of CDP in 1987. It declined thereafter, as a result of the
austerity and inport substitution nmeasures during the first three years of the
i nti fadah. However, it resumed its upward trend again after 1990, and was
estimated at 62 per cent of GP in 1993. ™

Naturally, these two trends in exports and inports have resulted in a
substantial and increasing trade deficit, which reached about 40 per cent of
GDP in 1993. The bulk of the deficit has been with Israel, reflecting its
growi ng relative significance as an export narket and predonm nant role as a
source of imports. The share of Pal estinian merchandi se exports to
I srael increased from 65 per cent of total exports in 1980 to 85 per cent
in 1992. Meanwhile, Palestinian exports to Jordan and the rest of the Arab
worl d have fallen from 31 per cent of total exports in 1980 to 13 per cent
in 1992. Concurrently, Israel remains the principal source of Palestinian
i mports —around 90 per cent of the total —which are mainly consuner goods,
raw materials, internediate inputs and capital goods. Trends in trade cannot

be separated fromthose in production, because there is always an inherent |ink
between themin small econonies; changes in trade patterns affect production



and vice versa.

To illustrate this, it is useful to exanine recent trends in production
and trade of Pal estinian agricultural output and how these reinforce each
other. In recent years, the share of Palestinian agriculture in GDP and

exports has declined continuously. Furthernore, at present, both exports and
total trade is unusually low by international standards. " This contraction in
both production and trade is the result of three different kinds of
restrictions, each reinforcing the others.

The first set of restrictions affect the use of natural resources, which
rai se the cost of production, and lead to the loss of conpetitiveness in
foreign markets. One exanple of this kind of restriction pertains to the use
of Pal estinian water. The shortage of water has forced Palestinian farners to
stop the irrigation and planting of fruit trees, bringing a decline in both
quantity and quality and resulting in the | oss of conpetitiveness vis-a-vis
agricultural exports from Turkey, Geece, and Spain in traditional Arab export
nmarkets, especially in the Qulf States. 7

The second type of restrictions work in the opposite direction; |oss of
accessibility to foreign narkets reduces the demand for Pal estini an goods, and
reduces both production and efficiency. Barriers to trade are the nost
i mportant factor in this category. They include such practices as setting
protectionist quotas on the inport of Palestinian agriculture products in
nei ghbouring markets, lifting themonly when there are severe shortages that
can be net by allow ng inports beyond specified quotas. ”® These have reduced
Pal estinian agricultural exports to Israel and Jordan, while Pal estinian trade
with the rest of the world is also substantially inhibited by the agreenent
that it should pass through Israeli channels. ™ Barriers |like these have
resulted in the loss of profitability for Pal estinian farners, and brought a
decline in their investnent and production

The third kind of restriction results fromthe custom union that governs
t he Pal estini an econony, and the substantial trade diversion that it has
created. High tariffs are inposed on a range of inports to protect donestic
products. Palestinian farners have been obliged to buy their machinery,
fertilizer, packing materials, and other inputs fromthe Israeli market at
prices substantially higher than those avail able in nei ghbouring countries. To
a great extent, these high prices of inputs have been responsible for annulling
the cost advantage of relatively cheap agricultural |abour. 7

In addition to these direct restrictions, Palestinian agriculture also has
been caught between the traditionally supported agriculture of Israel, and the
energi ng support for agriculture in Jordan. |srael has one of the nost
conpr ehensi ve and sophi sticated support systens for agriculture. It includes a
structure of generous subsidi ses, marketing boards, a conprehensive insurance
schene and marketing research facilities. 7 These function to increase the
profitability of Israeli farners, smooth the fluctuations in production, prices
and incones, spread risks, help to devel op new products and furnish
accessibility to new markets. Jordan al so has recently adopted a policy of

governnent support for the agricultural sector. 77 It is aimed at achieving a
| arge degree of self-sufficiency in food production through the use of
subsi dies on inputs and guarantees on prices of outputs.
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Simlar restrictions are responsible for the continuing decline of trade
i n manufacturing and services. Accordingly, the revival and reorientation of
Pal estinian external trade in general is contingent on a substantia
i mprovenent in three factors: capacity, conpetition, and accessibility.
Enhanci ng the productive capacity requires the renoval of restrictions on the
use of natural resources, and inprovenent in the economc infrastructure and
general public support system Regaining conpetitiveness, in order to sel
traditional Palestinian agricultural products as well as new products, requires
the renoval of tariffs on many inputs and capital goods, so that Pal estinian
producers can acquire themat lower cost. It is also necessary to anend nany
tax and other relevant regul ati ons which have reduced the profitability of
production in the past. Finally, increased accessibility to foreign markets
requi res changes in protection and practices by other countries, as well as
negoti ati ng new trade agreenents.

Positive changes in these three factors can help to free the Pal estini an
econony fromthe vicious circle in which constraints on production limt trade,
and the | oss of markets decreases investnment, production, enploynment and
i ncome. However substantial changes will take time. Therefore, it nmay be
m sl eading to tal k about an optimal trade reginme for the Pal estinian econony
(free trade, customunion, etc.) independently of the time factor. |Indeed, a
trade arrangenent that could be envisioned as optinmal in the long run mght be
detrimental if it were inposed i medi ately, because it would | ock-in the
consequences of the occupation era. |In other words, reform ng external trade
patterns has to foll ow a sequence of stages, reflecting the degree to which the
econony has successfully overcone the harnful effects of policies operating in
the past 27 years, and regained its ability to avoid the vicious interplay
bet ween declining trade and inefficient production. The follow ng section
considers trade issues in the inmediate and nediumterns. The subsequent
section is devoted to trade options and trade strategy in the long run.

2. The tasks of trade policy and prospects in the transition period

The task of revitalizing the trade sector involves policies to increase
the capacity for production, renove distortions in the cost-price structure and
re-establish entry into neighbouring nmarkets and access to new ones. These
form dabl e tasks cannot be conpleted during the interimperiod which is
insufficient to affect such a profound and conprehensive transformation of
production and trade structures. Furthernore, the econonic policy environnment
of the interimperiod limts the possibilities for bringing about conplinmentary
changes which are a prerequisite for successful transformation. The protoco
on Economi c Rel ati ons between |srael and Pal estine does not give the
Pal estinian Authority full control over natural resources. Restricted use of
land and water, with their attendant distortions in prices, will continue to
hanper the regaining of full capacity utilization. Therefore, in the interim
period, the Palestinian Authority cannot begin the tasks of re-zoning and
expandi ng the land for urbanization, agricultural use and inproved transport
networks. Negotiating trade agreenents w th nei ghbouring countries is al so not
free of obstacles. The trade arrangenent with Israel during the interim

peri od, which retains many features of a custom union coupled with some

el ements of free trade, presents obstacles to negotiating suitable trade
arrangenents between the Pal estinian econony and its other nei ghbours.
Finally, a nunber of the non-tariff barriers (NTB) that constrained exports of



- 48 -

Pal estinian products in the past still exist.

Nevert hel ess, the Protocol does have sone positive elenments that allow
Pal estinian trade to becone nore vibrant, and gradually assune the role of a
growth generating factor. The Protocol allows the Palestinian Authority to
choose its own tariff on a list of "devel opnment goods", and thus enables the
i mportation of capital and internmedi ate goods at a | ower cost, which in turn
reduces the cost of the reconstruction effort. Rebuilding the physica
i nfrastructure of the econony is the key factor in creating the supportive
system w thout which trade activities are destined to be linmted in scope and
pattern. O high priority is the transportati on and conmuni cati on systens, and
general marketing facilities.

At present, the existing transport systemis in a very poor condition,
deteriorating owing to neglect over the last 27 years. ® |In fact, the
conditions of roads present a form dable obstacle to both internal and externa
trade activities. The whole network needs a conprehensive rehabilitation and
expansi on programre. Al so, building a direct outlet to the world, so that
Pal estinians can easily and efficiently trade with other countries, is
essential to enlarged export activities, and to independent trade.

Accordingly, the establishnent of shipping services and the devel opnent of a
conmercial sea port in Gaza, constitute a priority area of action. Serious
consi deration al so needs to be given to enlarging and noderni zing the airport
of Qalandia, north of Jerusalem A simlar project for the operation and

devel opnent of the airport in the Gaza Strip needs to be accorded priority.
Devel opnent in the transport system cannot be fully effective and sustai nabl e,
however, unless parallel steps are taken to establish the |egal and
institutional framework for the system This will enable the private sector to
expand and noderni ze the road transport network and industry.

At present, marketing institutions and services are either non-existent,
or of a primtive nature. Specialized export institutions for agricultural and
i ndustrial products are urgently needed, to provide information, technica
expertise, and general guidance to producers, especially small businesses. 1In
this regard, technical assistance avail able through international agencies
coul d be used extensively. 7 A host of technical problens related to quality
control, grading, storage, packing, etc, need to be addressed so as to ensure
t he upgradi ng of Pal estinian products to international standards.

The other major task during the interimperiod is to establish trade with
the markets of neighbouring countries. The Protocol allows for a limted
opening to the nmarkets of Jordan and Egypt, by granting Pal estinians the right
to set their own tariffs on a list of goods inported fromthese two countries.
This should al so enable the acquisition of preferential treatnent for sone
Pal esti ni an exports to Jordan and Egypt. ® The Protocol also renoved all
direct barriers to the Israeli nmarket, with the exception of certain
agricultural products, until 1998. ® This openi ng of nei ghbouring
mar ket s ought to be aggressively pursued, as the first step towards the
reintegration of the Pal estinian econony into the region. This should be
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coupled with efforts to exploit new narkets that have accorded Pal estine a
preferential treatnent, especially the nmarkets of the European Union and
countries signatories to the GSTP anong devel opi ng countries - both having
accorded unil ateral concessions to Pal estinian goods.

The rel axation of restrictions inposed on trade flows are expected to
i mprove the situation, and sone studies have predicted a prom sing outlook in
the interimperiod. 8 Here, the fings of one study are reported, since these
are predicated on the assunptions of the Alternative Scenarios, which were used
in the last chapter. 8 The study's aggregate results are summarized in table
I11-6. They show that the deficit in merchandise trade tends to decline in
relative terms if there is a conplete renoval of the quotas inposed by Israe
and Jordan on Pal estinian agricultural products.

The study indicates that both inport—-substitution and export-pronotion

activities could be used successfully if properly bal anced and sequenced. In
the next few years inport—substitution activities could have very positive
effects on agriculture in the Gaza Strip. It is estimated that by the

year 2000, agriculture in the Gaza Strip would regain its position as a net
exporting sector, as in the period 1984-1987. Agriculture in the West Bank is
not expected to be able to nmake the sane inprovenent. |Instead, inmports from
the Gaza Strip will increase, and its general trade deficit will decline. The
West Bank, however, is expected to have nore success in the export of
manuf act ur es.

3. Elenments of a trade strategy

As noted in the |ast section, there are two maj or tasks of trade sector
reformin the interimperiod: building of the infrastructure needed to
under pi n the expansi on of the productive capacity, and reorienting and
expandi ng trade flows. Pursuing these two goals is best achieved in terns of
gui delines articulating the Pal estinian perspective on future relations with
the Israeli and the Arab economi es.

The nature of the future economc order will depend to a |arge extent on
the political conditions prevailing in the area, which in turn depend on the
out come of the peace negotiations between Israel and Syria and Lebanon, and the
final settlenment between Israel and Pal estine. 3 @G ven the conplex politica
realities, and the track record of the peace process so far, it is hard to
envi si on a conprehensi ve peace, and a resolution of the overall Palestinian-
Israeli conflict being achieved quickly. Accordingly, it is not realistic to
expect a new econonmic order in the area to energe in the i medi ate future.

Par adoxi cal |y, however, this political uncertainty nmakes nore urgent the
articulation of a Pal estinian perspective on the future. The thesis that
successful econonic cooperation and coordi nati on can precede politica

negoti ations and settlements has so far been shown to be flawed. &
Accordingly, the Palestinians need to articulate a perspective of their |ong-
run interest, and pursue its path w thout being overly influenced by short-run
consi derati ons.

The Pal estinian trade interest is conditioned generally by two primary
concerns: the need for openness, and the need for diversification. Open
relations without trade restrictions is necessitated by the size of the
Pal esti ni an econony, its geographical location, and its need to attain
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sustai ned growh. The small market of the West Bank and Gaza Strip renders any
strategy based primarily on inport-substitution and i nward devel oprent hi ghly
inefficient. The proximty of Palestinian areas to Israel, Jordan, and Egypt,
and the fact that they have no natural borders with Israel, nakes a
protectionist regine very costly as it generates rent seeking, smuggling and
nonitoring of border flows. Mreover, the reconstruction effort and the
ensuing gromh require the inportation of capital goods, internediate goods,
and raw materials, which in turn require a matching value of exports to pay for
them 1In light of these considerations, the Pal estinian econony needs to adopt
an outward export-oriented strategy.

Li beralizing Pal estinian trade and diversifying its conposition and
direction reflect two inportant considerations. The first is related to the
requi renents of Palestinian self-reliance. Gven the present and expected
future realities of the Israeli-Palestinian relationship, any overwhel m ng
Pal esti ni an econom ¢ dependency on one tradi ng partner can easily beconme an
i nstrument of pressure which will again conpromni se Pal estinian self-reliance.
The second reason concerns Pal estinian econonmic growth in the long run
Enmphasi zing bilateral trade with one partner, at the expense of nultilatera
trade involving also other partners, is inappropriate owing to the great
economi c disparity between the two trading partners. % For exanple, the
present conposition of trade between the two partners is nostly inter-industry

trade, where Israel exports skill-intensive goods to the Palestinian territory,
and inmports fromit |owskilled goods. Expansion along these |ines neans that
the price of skill-intensive goods will fall relative to the price of |ow
skill ed goods, encouragi ng Pal estinian production to rise in lowskilled

i ndustries, and fall in skill-intensive ones, thus "locking in" the present
pattern. The denmand for skilled workers will fall, and their wages will

decline, relative to those of the lowskilled. & Palestinians will be
di scouraged frominvesting in hurman capital and this will retard growth and
devel opnent in the Pal estinian econony. &

It follows fromthe need for openness, and for diversification, that the
Pal estinian trade strategy should aimat gradually noving away from
inter-industry trade toward intra-industry trade. Usually, this kind of trade
flouri shes anong econom es of simlar size and factor proportions, 8 inplying
that in addition to Israel, countries |like Jordan, Syria, and Lebanon as well
as those of the Qulf constitute the appropriate markets. Renpval of tariffs
and all other obstacles to trade between these narkets and the Pal estini an
market will realise conditions for econom es of scale, encourage specialization
and facilitate trade in differentiated products.

E. Macroecononic policies

As outlined above, the reconstruction of the Pal estinian econony
facilitating the achi evenent of rapid and sustai nable growh requires the
successful conpletion of two major tasks. The first is renmoval of constraints
on business activities. The second is the building of infrastructures and
provi sion of public services, creating a support system conducive to
i nvestments, production and trade activities in the private sector. Essential
to the success of carrying out these two tasks is the effective use of the
external aid available fromthe international conmunity. The aid will play
two inportant roles in the construction effort. It will supply the funds
required to finance the investnments needed in the absence of adequate nationa
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savi ngs, which have declined in the last few years. Private saving has
declined as a result of contraction in econonic activities followi ng the Qulf
war and the Israeli closure of borders in 1993, 1994 and 1995/96. Public
saving, on the other hand, cannot be significantly increased until the

Pal estinian Authority devel ops an effective tax and expenditure system The
second role of external aid is to fill the trade gap, which was discussed in
Section D, by supplying enough foreign exchange to pay for inported capital and
i nternedi at e goods, needed in the reconstruction phase.

By its very nature, external aid is a tenporary renedy, and its success is
neasured by the extent to which the econony is stinulated to create substitutes
in the formof increased productive capacity, national savings, and exports. %
This requires not only econonic growh, but rates of growmh in investnment and
exports which outpace the rates of growth of consunption and inports. |ndeed,
the positive results shown in the two scenarios discussed in the first section
of this chapter, explicitly assumed that appropriate nmacroecononic policies
were inplemented to ensure the satisfaction of these relations anong grow h
rates. The question therefore arises as to what these policies are, and this
section attenpts to provide an answer bearing in nind the constraints posed by
the public finance, the nonetary and the trade sectors, as discussed above.

Intensifying i nvestnent and raising exports requires substantial expansion
of the productive capacity of the economy and restraint on increases in
consunption and inports. Thus, there is a need for nacro policies to affect
the supply side, and others to affect the demand side. The former deals with
policies generating savings and their allocation anong conpeting investnent
projects. The latter deals with policies controlling the | evel and comnposition
of aggregate denand, so as to prevent inflation or a harnful trend in relative
prices. The followi ng section is devoted to the analysis of policies related
to supply issues, and the subsequent section explores policies related to
demand nanagenent.

1. Suppl y issues

The Pal estinian econony is largely "supply determ ned", inplying that
producti ve capacity, rather than aggregate denmand, poses the mmjor constraint
on economc activities. This is due to shortage of capital, outdated
technol ogy, and low skills, as discussed in the |ast chapter. Investnent in
both capital equi pnent and human capital are therefore needed to reduce the
constraints on capacity. This requires an increase in the share of investnent
in GNP, and two sets of policies to bring it about. The first raises savings
needed to finance investnents, and the second ensures that the savings will be
al l ocated optimally anmong investnment projects.

Monet ary policy cannot be relied upon to encourage saving. As was
di scussed in Section C, and Appendix (lII11-1), noney supply in the transition
period i s an endogenous variable related to the bal ance of paynments, and tight
noney with a high interest rate is not an effective tool for stinulating saving
in |less devel oped countries. % Fiscal tools, involving taxes and expenditures,
therefore, are the main instrunents available to achieve the objective of high
saving. Since national saving is equal to GNP minus consunption (private and
public), it can be increased by any neasure that reduces consunption w thout
causing a fall in production (G\NP). Taxes could be used to di scourage private
consunption, which would increase private saving provided they do not produce a
di sincentive to work and/or invest. |In this regard, the tax reform discussed
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in Section B, enphasizing the inportance of reducing rates of income tax, and

i ncreased reliance on consunption taxation, is a major step toward creating
appropriate incentives. ° The use of neutral |unp-sumtaxes in agriculture and
snmal | business could serve the same purpose of discouragi ng consunption wi thout
reduci ng production. % At a |ater stage, schemes could be introduced to target
certain types of savers. Exanples of such schenes which have been used very
successfully in many countries are registered retirenment saving plans, and hone
owner shi p saving plans. %

Public saving could also be increased by reducing sone itens of public
consunption. In the Mddle East, national defence and State security are two
major items in every government budget. The Pal estinian Authority does not
have to allocate resources for defence, and it should seek to mnimse the
resources devoted to security. The sanme is true for sonme other public
expendi tures which serve political, rather than economic, interests. In
particul ar, the bureaucratic apparatus of the Pal estinian Authority and the
future Palestinian entity should grow with the needs of the econony, and their
growt h should not becone autononous.

In addition to policies geared toward generating savings, policies are
al so needed to influence the pattern of investnments. During the next few
years, the najority of investnent projects will be public, but this could
i nduce private capital (domestic and foreign) to invest in unessentia
i ndustries (luxuries). This would be harnful for two reasons. First, it would
rai se the price of necessities, and cause a redistribution of incone in favour
of the rich. Second, it threatens to create production bottlenecks and
sectoral inbalances. To avoid these harnful effects, fiscal incentives should
be directed toward investrment in projects catering to basic needs and to
i ncreasing and diversifying exports. Private capital interested in building
smal | houses for people of limted inconme should al so be given nore fisca
i nducenment than private capital interested in building |uxury houses and/or
hot el s.

Tradi tionally, devel opnent banks are used as an instrunent to affect the
pattern of investrment. Small farmers, and firnms who | ack access to comercia
banks, are provided with a source of cheap subsidized | oans to hel p them
i nvest. The problem of such banks, as denonstrated by the experience of nany
devel opi ng countries which have used them is that they often end up serving
the wong clients; large | and-owner farmers, and wel |l -endowed busi ness
establishments. % |f the Palestinian Authority is to establish sone
devel opnent banks, with the aimof affecting the patterns and vol ume of
investnment, it has to provide an institutional franework containi ng saf eguards
agai nst abuse.

2. Demand i ssues

Demand i ssues will assune growi ng inportance in the Pal estinian econony
during the reconstruction period, with increased infrastructure outl ays
financed mainly by external resource transfers. Ensuing changes in either the
general |evel of aggregate demand or its conposition w thout corresponding
increases in output, might trigger inflation or changes in the relative prices,
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whi ch could retard growth. The danger of a rise in the general |evel of prices
is a very real one, since the building of infrastructures generates an increase
in incone while it does not inmediately generate an increase in consunption
goods. The situation would be exacerbated if political changes and the
positive prospects of peace trigger a large specul ative capital flow from

Pal estinian expatriates and others. Indeed, the increase in land prices in
1994 can be attributed in great part to such speculation, and this will not
facilitate productive investnment and growth. ° \While nonetary policy cannot be
used at the macrol evel to reduce aggregate denmand for reasons al ready outlined,
it can be used to restrain speculation. The PMA, as a controller and
supervisor of all financial institutions, could discourage financial activities
involved in facilitating speculative pursuits. Fiscal neasures could, perhaps,
be even nore effective. Taxation of speculative activities, while sparing rea
i nvestments, woul d be appropriate.

The ot her major danger during a period of sizeable flow of external aid is
an appreciation of the real exchange rate, leading to a decline in externa
conpetitiveness. This phenonenon, can acconpany the transfer of externa
resources. The use of external resources in the donestic econony increases the
demand for both tradabl e and non-tradabl e goods, but since increases in demand
for the latter has to be satisfied by donestic resources, while increases in
demand for the former can be met by inports, there can be an increase in the
price of non-tradables, a shift of resources fromtradable sectors (agriculture
and industry) to non-tradable sectors (construction), and an appreciation in
the real exchange rate, leading to a decline of the country's conpetitive
position in the foreign nmarkets. ° This will squeeze agriculture and industry
and retard growh in the productive sectors.

Admttedly, the chance of this phenonenon occurring is relatively small,
at least in the next few years, since the Pal estinian econony has huge
under-utilized resources which provide capacity to i ncrease production of non-
tradabl es without shifting resources fromthe tradabl e sectors, and w thout
putting much pressure on the real wage. At a nore advanced stage of the
reconstructi on phase, however, pressure on resources could occur, and bring
about appreciation of the real exchange rate. Nevertheless, other forces are
likely to dominate and bring a depreciation of the real exchange rate. A
sizable decline in the renittances of Palestinians working in the Qulf States,
or a major depreciation of the Jordanian or the Israeli currency, are sone of
the negati ve shocks that could affect the Pal estinian econony.

The conventional nmacro policy package at tines advocated conbi nes
expenditure reduction with expenditure switching, with the aimof "getting
prices right", so restoring equilibrium between aggregate supply and aggregate
demand. It is assuned that a devaluation of the nonminal exchange rate will
rai se the donestic price of both exports and inports, and thus swtch
expendi ture away from foreign goods toward donmestically produced goods, which
in turn reduce the trade deficit. Expenditure reduction (tight noney and
contractionary fiscal policy) is used to prevent the donmestic price |evel from
rising, and negates the nom nal depreciation of the exchange rate.

The effectiveness of this stabilization package is disputed. Sone critics
claimthat the policy does nore harmthan good, by causing a contraction in
economi c activities, a loss of income and greater hardship to the poor. 9
Moreover, in the Pal estinian context the conpl ete package cannot
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be used, since there is no national currency to devalue. Consequently, any
deval uati on of the real exchange rate has to be achieved via expenditure
reducti on, acconpanied by a mxture of tariffs on inports and subsidies to
exports. However, this will encourage rent-seeking activities, and, nore
importantly, it contradicts the trade strategy discussed in the preceding
section, which hinged on gradually renoving all barriers of trade with

nei ghbouring countries. A nore appropriate set of policies mght be to use a
subsidy and tax m x, whereby exports would be sel ectively subsidized, and
consunpti on goods woul d be taxed, with inmports used as inputs in donestic
production exenpted fromtaxation. °°



- 55 -

Chapter |V
SECTORAL | SSUES OF STRUCTURAL TRANSFORMATI ON

The analysis in the | ast chapter focused on issues related to the growh
of total national production and on the macro policies needed to ensure that
growm h. The related aspect changes in the sectoral conposition of nationa
output was not referred to. |In this chapter it is explicitly recognized that
different sectors grow at different rates, together with the possibility that
this mght create disequilibria in both production and consunpti on. These can
occur because the growmh of one sector inplies an increase in its denmand for
inputs from and its supply of output to, other sectors; a failure of the other
sectors to grow at appropriate rates will create bottlenecks in production
and/ or deficiencies in demand that constrain the growing sector. To the extent
that markets are relatively efficient, and the econony is open to internationa
trade without prohibitive tariffs, and there are no i nappropriate governnent
policies seeking to expand certain sectors inefficiently, these constraints
will be short lived and the price mechanismw Il shift resources to accomvodate
the new patterns of production and consunption. On the other hand, market
failures, protectionismand ill-considered policies favouring particul ar
sectors, could prevent the required adjustnment, and thus slow down growth, or
even abort it conpletely. Accordingly, the snooth devel opnent of the
Pal esti ni an economny requires renoving existing distortions inposed during the
occupation, adopting the correct trade regime, and fornulating a devel oprent
programe which takes into account the main |inkages anong the various sectors.

The purpose of this chapter is to anal yse these issues for the min
sectors of the economy: agriculture, industry, construction and services.
Bef ore consi dering these issues, however, it is useful to provide a genera
picture of the sectoral conposition of the econony, and exam ne the need for
structural transformation in order to set the econony on a path of sustainable
growm h devoid of major disequilibria. This is presented in the first section
of this chapter. The follow ng four sections deal with issues related to
agriculture, industry, construction, and services, respectively. The fina
section is devoted to the public utilities sector, whose devel opnent is
essential to the devel opnment of the other four sectors.

A. The sectoral conposition of the Pal estinian econony
and the need for structural transfornation

Table I'V-1 presents four sets of figures on the sectoral conposition of
GDP. The first pertains to the West Bank in 1966 (one year before the
occupation), the second is for the Pal estinian econony (the Wst Bank and Gaza
Strip) in the late 1980s and early 1990s, the third are the averages of 16
countries having conparabl e per capita inconme to that of the Pal estinian
econony in the late 1980s, and the fourth are averages of all devel oping
countries in 1990.
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Conparing these four sets of GDP figures reveals the distorted nature of
the Pal estinian economic structure. \Wile devel opnent is usually
characterized by a decline in the agricultural share, and an increase in the
i ndustrial share, Palestinian agriculture has declined coupled with a
stagnating industrial sector. This distorted devel opnent has resulted in | ess
than one third of Pal estinian GDP being produced by agriculture and industry,
conpared to nmore than one half in econonies wth conparable per capita incone.
This reflects declining profitability in non-service sectors, and results from
distortions in the factor markets, land prices, wages, and the cost of capita
were all inflated during the 1970s and 1980s. 1%

Creating an environnent conducive to increasing the activity of the
producti ve sectors therefore requires the renmoval of these distortions in the
factor markets. The situation in the land narket is nore serious than in the
| abour and capital markets. The opening of Palestinian and Arab banks in the
West Bank and Gaza Strip, under the supervision of the PMA, and the
substantial decline in the nunber of Palestinians working in Israel, have
reduced the distortion in the capital and | abour markets. % The pressure on
the wage rate has eased, and the cost of capital is expected to fall and its
availability to increase. Accordingly, policies are primarily needed to
renove the distortion in land prices, and to ensure that the advent of
i ntensive construction activities does not place inordinate pressure on the
wage rate and the cost of capital

The macro aspect of these policies was discussed in the |ast chapter,
while their sectoral inplications are anal ysed bel ow. However, putting the
sectoral dinension in the proper perspective requires a clear understandi ng of
the inter-sectoral relationship operative at different stages of the
reconstruction effort. This question is addressed in the renainder of this
secti on.

The reconstruction effort will start with the construction of physica
i nfrastructures, building new public institutions, issuing new |aws and
abol i shing some old ones, with the general purpose of creating a supportive
systemfor activities in the private sector. The success of this will be
judged by the extent to which the private sector is induced to expand
activities in the direction of correcting the present sectoral inbalance, and
t hereby pl acing the econony on the road of achieving sectoral articulation
At this early stage, when the construction of infrastructure and the buil ding
of public institutions are under way, policies are needed to pronote the
expansi on of agriculture.

This is essential for tw reasons. First, the sector has to increase
the supply of food in order to counterbal ance the increase in demand generat ed
by an increase in both income and popul ation. The former arises from new
spending on infrastructure and institutions, and the latter occurs from
natural increase in population and the expected flow of Pal estinian returnees.
An inadequate supply of food will lead to an increase in prices, and
subsequently to an increase in the real wage rate for manufacturers, which
coul d constrain the expansion of the private sector. 1 Second, the
agricultural sector at this early stage of reconstruction has to absorb sone
of the unenpl oyed workers, especially those who used to work in I|srael
agriculture and | ack other skills. Agriculture is the proper place for them
in the first few years of reconstruction because they were trained to
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undertake agricultural work, and expandi ng agricultural production at this
stage requires relatively less capital expenditure than expandi ng ot her
sectors. A failure to expand agriculture, coupled with an increase in
construction activities, will result in a general increase in food prices, and
a continuation of the problem of unenploynment. In addition to hampering
econom ¢ devel opment and creating a disturbing socio-political situation, and
will further redistribute income away fromthe poor

Wth a successful conpletion of the first stage of the reconstruction
programe, a different enphasis and alternative policies becone rel evant.
Unlike the first stage where growmh arose primarily from construction
activities and was conpl enented by extensive agricultural expansion, the
second stage woul d concentrate on industry and require intensive agricultura

devel opnent based on an increase in productivity. The main objective of the
second stage is to start the structural transformation which will lead to

sectoral articulation, and bring about at |east a doubling of the share of
industry in GDP. 1 This increase in industrial production will put great
pressure on agriculture.

On the supply side, expansion of industry requires an increase in
enpl oyment with a relatively stable real wage rate. Both cannot be achi eved
si mul taneously unless the productivity of agriculture increases concurrently,
in order to release labour to the industrial sector, and expand production so
as to keep the price of food (and hence the real wage) stable. On the denand
side, industrial expansion requires expanded markets, which will not occur
unl ess the increase in agricultural productivity generates enough inconme in
the rural sector, and, in turn, increases demand for industrial goods. This
rural demand is essential in supporting the initial expansion of industry,
bef ore forei gn demand takes over, and becones the prinmary support for
Pal estinian industrial expansion. The time-span in which rural demand will be
the main nmarket for industrial goods depends on the pace of devel opnent at the
regional |evel, and on the energence of a new regional market conducive to
intra-industry trade based on specialization and econoni es of scale. %

This argunent can be viewed froma different angle that has the
advant age of highlighting policy considerations. At the initial stage of
i ndustrial expansion, the terns of trade between agricultural and industria
products (the price of agricultural goods in terns of industrial goods) is
very inportant. A high terns of trade increases agricultural incone, and is
t hus good for industrial demand. On the other hand, a low ternms of trade
reduces the price of food and the real wage, which is good for industrial
supply. Accordingly, there is an equilibriumterns of trade where the supply
and demand for industrial products grow in harnony, and where industrial
expansion is neither demand nor supply constrai ned by agriculture. 1 The
experience of many ot her devel opi ng countries has denonstrated, tinme and
agai n, that government policies geared to tip the ternms of trade in favour of
i ndustry, with the aimof speeding its expansion, have ended up instead with
| ow purchasi ng power in the rural econony that has held back industria
expansi on., 106

Agriculture is therefore crucial in both stages of the reconstruction,
al beit for different reasons. This position does not inply that the
agricultural sector will play the role of the engine of growh for the
Pal esti ni an econony. |t does mean, however, that inprovenments in agriculture
are a prerequisite for the proper functioning of that engine, which is the
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conbi nati on of nmanufacturing and services sectors. This enphasis might seem
unwarranted in view of the fact that at present the donestic production of
some crops exceeds consunption, and faces problens of restricted entry into
other markets. However, it is inportant to note that this is the case for
only sone crops, whereas the value of the total consunption of agricultura
goods is nore than total production, so signifying the fact that the

Pal estinian territory is a net inporter of agricultural products.
Furthernore, the surplus in sonme crops is a direct result of the distorted
devel opnent in agriculture and trade, which is expected to be alleviated in
the reconstruction progranmme.

B. The agriculture sector

At present, the agriculture sector produces around one quarter of tota
output, enploys a little nore than one quarter of the |abour force, and
provides alnmpst a fifth of total exports. These shares will change in the
course of devel opnent, and, as indicated above, tw stages can be
di stinguished in the process. 1In the first stage, the source of growh in the
econony stems mainly fromthe construction activity necessary to build the
basic infrastructure, and the expansion of agriculture will be primarily to
relieve the pressure in the | abour and goods nmarkets, by reduci ng unenpl oynent
and inhibiting increases in the price of food.

Since an increase in the productivity of agriculture will take sone
time, this initial expansion has to be induced by a conbination of an increase
in the enpl oynment of |abour, and sonme capital investnment. 97 The inpact of
this expansi on on other sectors will take time before it becones instrunental
in generating their growh. Thus, it is possible that such an expansion wl|
increase the relative size of the agriculture sector in GOP. |In the second
stage, however, the emergence of a supportive systemwill stimulate investnent
i n manufacturing, services, and private construction, and the expansi on of
these sectors will inpact on agriculture in two ways. It will activate the
forward and backward |inkages, leading to a feed-back nechani sm of grow h.

And it will also exert upward pressure on agricultural wages, leading to
nmechani zati on and a continuous increase in agricultural productivity. This
productivity growth is expected to reduce enploynent in agriculture, both
absolutely and relatively. Mre inportantly, it will increase the volune of
producti on and exports but with a declining relative share of GDP and share of
total exports. 1%

No doubt, there will be sone overlapping in these two stages, and
policies and measures taken in the first stage will affect the direction and
the speed of the second. Nevertheless, it is inportant to separate the two
stages conceptually, and to identify the requirenents of each. First the role
of agriculture in developnent is outlined. This is followed by a discussion
of the requirenents for successful agricultural developnment in the two stages.
The end of this section is devoted to general policy reconrendations to
encour age agricul tural devel opnent.
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1. The role of agriculture in devel opnent

As already indicated, agriculture will play a key role in reconstructing
t he Pal estinian econony, both in the inmediate future and in the long run
This section examines this role in some detail under three separate headi ngs:
agricultures' contribution to production, to factor supplies, and to foreign
exchange.

(a) Agriculture's contribution to production

Qoviously, the nost inportant contribution of agriculture is that it
supplies food. This role is especially inportant in the Pal estinian context
because the reconstruction effort will bring about sizeable increase in the

demand for food. 1In addition to a high rate of population growh, the
i ncrease in inconme generated by reduci ng unenpl oynment, together with the flow
of Pal estinian returnees, will increase demand substantially, given the

relatively high proportion of expenditure devoted to food by the average

Pal estinian famly, and the relatively high incone elasticity of demand. 1%
For certain food items, where there is at present an unnarketabl e surplus,
supply could increase without nuch cost. These itens include vegetables,
fruits, dairy products, red nmeat, poultry, and olive oil. However, supply
wi Il be inadequate in other itens, where there is a little or no | oca
producti on and where severe shortages are already evident, such as wheat, seed
oil, and sugar.

The second mmj or contribution of agriculture to production is its supply
of raw naterials to other sectors, especially manufacturing. This role
assunes greater inportance in the Pal estinian context, since industrialization
inthe initial stage is expected to involve nany industries based on the
processing of agriculture outputs. '° At present, agro-industries account for
| ess than 20 per cent of the total nunber of industrial operations in the
Pal estinian territory. ! Expanding agro-industry will utilize the surplus of
some produce |ike grapes, olives, and citrus, as well as expanding the
producti on of others.

(b) Agriculture's contribution to factors market

Here, it is necessary to distinguish between the two stages of

agricultural devel opment noted above. In the first stage, involving an
expansi on of enploynent in agriculture, the sector will absorb |abour, and
will require a flow of capital (on a small scale). |In the second stage, that

of expansion via productivity increase, the sector will be able to rel ease
| abour to other sectors, as well as capital derived fromits marketable
sur pl us.

(c) Agriculture's contribution to foreign exchange

As already shown, one of the nobst striking devel opnents, in the |ast
decade and a half, has been the declining volume of agricultural exports.
Reversing this trend, and increasing the volune of exports, is essential in
order to finance the inport of capital goods needed for investnent, especially
when external aid is reduced. At the sane tine, agriculture's contribution
shoul d be directed toward reducing the inport of food. Expanding food inports
to neet the increase in demand (discussed under (a)
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above) has a high opportunity cost, since it uses foreign exchange and reduces
the inmport of capital goods needed for investnent and growh. On the other
hand, expandi ng donestic production at this early stage will mainly use

unenpl oyed | abour, and a relatively small anmount of capital, so it involves a
snmal | opportunity cost.

2. Prerequisites for ensuring the success of agriculture's role in
devel opnent

Thi s section exam nes the basic requirenment of the agriculture sector to
ensure that it plays its role, given the existing constraints.

(a) Land

The smal |l |and area enconpassed by the West Bank and Gaza Strip will
probably constitute the npbst inportant single constraint on agricultura
devel opnent. It will beconme increasingly binding with the progress of the

reconstructi on progranme, which places increasing demands on | and for
non-agricul tural uses, including the building of roads, schools, hospitals,
pl ay grounds, etc, as well as houses for an expandi ng popul ation incl udi ng
refugees and returnees. This increasing demand will exert pressure on | and
prices (in addition to the specul ati on di scussed before), which will, in turn,
reduce investnent in agriculture. Accordingly, the expansion of the area of

l and under irrigation, and of rain-fed farm ng, becones essential to the
expansi on of agricultural production. Wile these are technically

possi bl e, 2 such an expansi on has not yet received approval. For exanple, a
| ow ceiling has been placed on irrigated farmng in the Jordan Vall ey.
Simlarly, expansion in rain-fed farnming on hill slopes is equally restricted.

The future of Palestinian agriculture, therefore, depends to a great extent on
the formof the final status settlenent, in which Pal estinians expect to
achi eve greater control over their natural resources.

(b) Wat er

The Iimted supply of water inposes rigid constraints on the expansion
of the agricultural sector. The problemis further conplicated by the
anticipated rise in demand for househol d donestic and industrial uses. It is
not only those sectors, especially the forner, that have priority over
agriculture, but also that household users and industrialists will be willing
to pay higher prices than those which are econonmic for nost farmers. A recent
study has projected the demand for irrigation water in the year 2005 at
244 mllion cubic nmeters, which is 200 per cent higher than that used at
present. 118

This increase in demand will require an increase in supply, and nore
efficient use of water in agriculture. The increase in supply cannot be
achieved until the Palestinians regain the control of water resources, and
obtain a nore equitable distribution of water resources in the region.
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(c) Institutional and |legal franework

The 27 years, during which there was no indi genous authority over
agriculture, nmeans that the Pal estinian Mnistry of Agriculture faces a
cruci al task of creating an environnent conducive to expansion and growmh. A
pressing need is to review the regulatory franmework of the agricultura
sector, especially the mlitary orders and other neasures enacted during the
occupation. Detailed recomendations regarding the abrogation of sone | aws,

t he adjustnent of others, and the introduction of new ones, should be
submtted to the Pal estinian Legislative Council as soon as possible. The
future prospects of agriculture depends to a great extent on renoving the
restrictive measures and regul ati ons which exist at present, and on creating a
clear legal franmework for the ownership of |and, tenancy, and inheritance.

Anot her need which requires imrediate attention is Mnisteria
coordi nation with the Pal estinian Monetary Authority (PMA) so as to create
financial facilities thus extending credit to farners. G ven the shortage of
funds, priorities should be established based upon the type and | ocation of
projects, and their overall inpact on enploynent and production

(d) Infrastructure needs

Gowmh in agriculture will require vigorous efforts aimed at reversing
the deterioration in related infrastructure which occurred during the past
28 years. O high priority is a najor inprovenent in artesian wells and
springs. New wells may have to be drilled in those areas where topography
permits intensive cultivation. C sterns can be repaired or upgraded where
they play a useful role in renote hilly areas. Transport networks need to be
noderni zed in order to minimze |osses. Rainwater harvesting projects should
be encouraged, especially on the eastern slopes of Wst Bank nountains. Wter
conserved could be used to alleviate the growing salination of artesian wells
in the Jordan Vall ey.

Agricultural roads need to be substantially expanded and i nproved so as

to renove anot her obstacle that constrains production and trade. Mking

el ectric power available at reasonable cost also will help nodernize many
aspects of farming operations. |In particular, this will help nodernize
artesian wells, nmost of which still use old engines with | ow efficiency.
Finally, the nodernization of marketing facilities is urgent. Proni nent
exanpl es include the construction of packing and gradi ng operations, cold
storage facilities, and a deep sea port in the Gaza Strip with adequate

war ehousi ng and handl i ng capaciti es.

(e) Technical skills

Expandi ng the production of the agriculture sector, and increasing both
its productivity and conpetitiveness, requires a general rise in the | evel of
techni cal expertise. Anmpng the nost pressing needs are the follow ng:

- Reduci ng production costs, and raising the productivity of olive
orchards is one of the highest priorities. This involves
identifying efficient ways of weeding and pest control
i ntroduci ng cheaper ploughing techniques, applying fertilizer at
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the correct rates, and acquiring proper pruning skills. Likew se,
several inprovenents are needed with regard to oil processing and
mar keti ng techni ques.

- Introduction of forage crops and the nanagenent of pastures is
anot her fundamental prerequisite for a flourishing |ivestock
sector. This would help to raise value added, which is
particularly lowin some |ivestock branches.

- Water conservation and irrigation techniques are far from opti nal
There is still much roomfor inprovenent in the level of skills in
t hese areas.

- Mich research is needed on nethods of fertilizer application and
chemi cal use in agriculture. |Inadequate application of
fertilizers and other chemicals has resulted in | ower
productivity, high toxicity hazards, and an undue rise in
production costs. 1

- Adapti ve research is needed for introducing new crops and
livestock strains. This would hel p achi eve one of the fundanenta
prerequisites for a nore vigorous agricultural sector, nanely, the
i ntroduction of high val ue-added production patterns.

(f) Human resources

To be able to respond positively to institutional devel opnments and
mar ket opportunities, and to absorb new techni cal advances, |abour skills —
especially entrepreneurial and nanageri al have to be devel oped.
Entrepreneurship in the Palestinian territory has been severely obstructed by
nurer ous i npedi nents and constraints, as discussed in the |last two chapters.
Renovi ng these constraints, pronoting favourable policies, availing
busi nessnen of the skills in the areas of project appraisal and inplenentation
can be expected to reactivate entrepreneurship.

Manpower deficiencies in the area of managenent are probably nore
serious than those relating to entrepreneurship and techni cal experti se.
Manageri al deficiencies are evident even in branches where cost consci ousness
and conpetitiveness are present, as in greenhouses and poultry. Low
manageri al capacity has nmany causes, including the relatively high age of farm
owners, the low |l evel of educational aptitude and i nadequate managenent
training opportunities. Accelerating agricultural developrment will require
vi gorous action ained at rectifying these deficiencies.

Simlarly, workers' skills need continuous upgrading in all aspects of
t he production and nmarketing processes. Again, the Palestinian Authority will
have to address problens related to the rundown of governnental training
facilities. The new authority will have to inprove ways to nobilize the
efforts of NGOs and those of local training institutions, established during
the past two decades. Sone of the nost pressing requirenents include the
fol | owi ng:

- application of pesticides, so that the job is acconplished at both
| ow cost and m ni mal hazards;
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- installation and operation of nodern irrigation techniques;
- teaching farners proper pruning technol ogi es;

- training in skills relating to marketing, especially in quality
control, gardening, and the operation of cooling and storage
facilities; and,

- new t echnol ogy of food processing and agro-industries, especially
t hose using | ocal inputs.

(9) Agricultural trade

One of the nost disturbing features of changes in agriculture during the
past decades has been the increasingly adverse inpact on the territory's
bal ance of trade. As discussed earlier, reversing this trend is contingent on
substantial inmprovenents in capacity, conpetition, and accessibility. Al
neasures di scussed so far, and those that are discussed |ater, are ained at
i ncreasing the capacity of agricultural production and its conpetitiveness
especially in the follow ng foreign markets:

(i) Israe

Even though tariffs and quotas will be renmoved conpletely by 1998,
non-tariff barriers, and in particular the conpl ex subsidy network, stil
exi st. These present a formi dable obstacle to full accessibility of
Pal estinian agricultural output to this market. Future accessibility depends
on the extent to which Israel reduces its subsidies to agriculture. A recent
study estimates the gain to Palestinian agricultural exports to Israel once
NTB, are lifted at around $20 mllion a year. This anbunts to around 38 per
cent of the value of present total Palestinian agricultural exports to Israel. °

(ii) Jordan

As was indicated in chapter |I, the Jordan-Pal esti ne agreenent of
26 January 1995, stipulated that a special commttee fromboth countries wll
neet bi-annually to negotiate the gradual novenent towards free trade in
agricultural products. It is expected that sonme tine will be needed by both
sides to bring about the adjustnment necessary before free trade is
re-established between them

(iii) Oher Arab countries

The Pal estinian Authority needs to try to reach bilateral agreements
with the rest of the Arab world, simlar to the one signed with Jordan. Wth
a clear commitnment toward free trade, these should achieve two inportant
objectives. First, they will start the adjustnent process in each econony,
and set the stage for future trade based on specialization and econoni es of
scale. Second, they will prevent a sudden decline in enployment and income
triggered by inmmediate free trade.



(iv) Western Europe

Exporting to Western Europe depends to a large extent on inprovenments in
t he supportive services, like transportation, cooling and refrigeration,
conmuni cati ons, pronotion, and narket information. Also, it is desirable for
Pal estini an producers to consider cultivating new crops which are of higher
val ue and subject to | ess conpetition fromother |ow cost exporters to Europe.
Such crops mght include asparagus, celery, carnations, and strawberries.
Gven the Palestinian climate, farmers could export early fruits and
vegetabl es to Europe. The volunme of Pal estinian exports to EU countries,
however, may increase substantially if Palestinian and Israeli authorities
agree on coordinating their agricultural trade in those markets. Pal estinians
could focus nore on the productive side, where they have a cl ear cost
advantage, while Israelis could provide nost of the services required for
delivery to European consuners

(v) Eastern Europe

The energi ng mar ket econoni es of Eastern Europe coul d becone inportant
export nmarkets for Pal estinian agriculture. However, the problemhere will be
basically the same as with Western Europe, nanely, the |ack of a sophisticated
supportive systemto ensure the transportation and narketing of the
agriculture goods according to international standards and at conpetitive
cost.

3. Policies and neasures to develop Pal estinian agriculture

The previous section identified the general requirenents for creating a
nore hospitabl e environnent conducive to the growh of the agriculture sector
in both the inmediate future and in the longer term This section translates
t hese general requirenments into sonme specific policies and neasures, in the
areas of natural resource base, production patterns, agro-industry, marketing,
and agricultural education. Wile many other proposals are also relevant in
these areas, attention is confined to policies, neasures and projects that
need to be initiated on a priority basis. 16

(a) Pl anni ng and policy formil ation

There is an urgent need for the creation of a national Agriculture
Pl anni ng Board (APB), to be responsible for the planning of agricultura
devel opnent. This body could be a departnent in the Mnistry of Agriculture,
t hough including representatives of other ministries and departnents, such as
Fi nance, Water, Land, Trade, Cooperatives and |Industry. The APB shoul d set
both national and regional priorities, to which |Iocal and foreign NGO adhere.

(b) Land nanagenent policies

Expandi ng the area of irrigated and rain-fed land is a prerequisite for
expandi ng the capacity of the sector. It is recommended that the expansion be
carried out through the follow ng policies and neasures:

(i) Land reclamation units

The recl amati on process could be nost efficiently undertaken by
wel | - equi pped machi nery units. Such units could be of a cooperative nature,
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or private firms. A fairly large capital outlay is needed for these
recl amation projects. %7

(ii) Agriculture roads

Reclainmed land in renote areas need roads in order to connect themwth
urban centres, and nmake them suitable for comrercial cultivation
Construction of a conprehensive agricultural feeder road systemis an
anbi ti ous and costly project which should be acconplished gradually over nany
years.

(iii) Anti-fragnentation policies

A special committee in the Mnistry of Agriculture needs to be created
with the objective of recormending to the Palestinian Authority a set of rules
to regul ate I and hol di ngs, so precluding parcelling of |and into non-economic
plots. 1In areas where hol di ngs have al ready becone unduly fragnented a | and
reform project may be desirable, according to which land will be consolidated,
devel oped, parcelled, and redistributed to owners according to an accepted
efficiency criterion. Such a project is required on the plains of Deir
Shar af, Howara, and Sawyeh

(iv) Zoning and tenancy regul ations
Present zoni ng schenmes and tenancy arrangenents are anachronistic, and

need a maj or study concentrating on fornulating clear |and zoni ng schenmes, and
nore appropriate |laws of tenancy.

(c) Irrigation and water policies

The following is a partial list of projects and policies ained at the
expansion and efficient use of water resources in agriculture.

(i) Artesian wells and springs

As the nost inportant source of irrigation water, artesian wells need to
be the focus of intensive efforts ained at increasing their efficiency and
m nim zing the cost of water production. It is therefore strongly recomended
that the Water Authority conducts a conprehensive technical survey of all
well's. There is overwhel m ng evidence suggesting this would recommend t he
closure of many wells which are unsal vageable. Qhers with nore potentia
shoul d be renovated so as to attain higher productivity. In principle, the
cost could be borne by the owners of the wells. However, extending |oans at
nore favourable ternms than the nmarket is justified by their public good
characteristic. |In addition, it is estimated tentatively that 20 new wells
need to be drilled for irrigation purposes. It is reconmended that such wells
be owned by groups of farmers, organized in cooperatives or conpanies, and be
provided with | oans covering 50-75 per cent of total drilling costs.

Despite being the source of good quality water, West Bank springs are in
poor condition and are inproperly utilized. It is recomended that all
springs be devel oped and nai ntai ned under the direct supervision of the Water
Authority. Utimtely, water could be sold to farners and other users at cost
price, but in the initial stage of expansion a |ower price mght be nore



appropri ate.
(ii) Reservoirs and cisterns

Many reservoirs were constructed during the early years of the
occupation, but the process slowed down over the past decade due to severe

restrictions on licensing. It is recommended that a project of expanding the
construction of reservoirs in all areas of intensive irrigated farm ng be
seriously considered. It is estimated that around 200 reservoirs are needed

in the West Bank and 150 in the Gaza Strip. It is also recommended to help
farmers renovate some of their deserted cisterns and dig new ones when
necessary. Loans at concessional rates could be very effective in

i mpl enenting the project.

(d) Producti on patterns

Production patterns have gone through profound changes during the
occupation because of restrictions on production and trade. The follow ng
par agraphs present a very brief description of these changes and provide
appropriate recommendations for individual crops.

(i) Citrus

Citrus production, after a notable expansion in the 1970s, has w tnessed
a steady decline in the 1980s and early 1990s. The future of citrus depends
on three factors. First, inproving productivity, which requires elimnating
citrus orchards of inferior quality, and active supervision of the extension
services orientated to inproving the |evel of husbandry through fertilization
pest control, pruning and irrigation practices. Second, securing access to
new nmarkets, possibly those of Eastern Europe. Third, the use of citrus
fruits in processed forns.

(ii) dives

Aives continue to be essential to West Bank agriculture. dive
orchards occupy 75 per cent of the total land area with trees. The average
annual production of olives has increased in the |ast two decades, but part of
this was due to non-economic factors. |In sonme places farnmers planted olives
in order to denonstrate that land is under cultivation, and hence had | ess
chance of being taken over by the authorities. 8 This, and the | ack of
noder ni zati on, has contributed to the drop in productivity. At the sane tineg,
costs of production have increased, in particular the cost of |abour
Under st andabl y, then, inproving the economic viability of the olive branch has
to concentrate on increasing productivity. This requires an active role of
the public sector in two ways. First, supply extension services are required
to help farners reduce the costs of fertilizer application, protection against
di sease and insects and the pruning of the trees. Second, credits will have
to be extended to revive the olive oil presses and pickling capacities.

(iii) Vegetables

The | ast two decades have w tnessed a najor shift in Palestinian
agriculture toward cultivation of vegetables. This was nore profound in the
Gaza Strip, where the value of vegetable production now accounts for
50 per cent of the total value of agricultural output, conpared to 11 per cent
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inthe late seventies. ''° The expansion in the West Bank was obstructed by
[imts introduced by the authorities on vegetable cultivation in the Jordan
Val ley. 20 At the same tinme vegetable cultivation was hanpered by restrictions
i ntroduced by Jordan in 1987 regarding Pal estinian agricultural exports. 12
The future of these crops depends to a great extent on accessibility to new
external markets. This entails an active role of the public sector in
initiating a research progranme to help farmers introduce new ki nds of produce
wi th high values and great export potential. It also requires the
availability of credit for seasonal and nedi umterm needs.

(iv) Livestock and fishery

At present, these two branches account for alnost half of agricultura
production in the West Bank, and around a third of that in Gaza. Donestic
producti on had benefited considerably from neasures inplenmented during the
intifadah with regard to the boycotting of inports of Israeli nmeat. Wth the
exception of red neat, local demand is currently satisfied by |oca
production. The future devel opnent of the livestock branch depends to a great
extent on noderni zing the production of its inputs, and on inproving marketing
facilities. In this regard it is reconmended to:

- initiate research with regard to forage crops and pasture
managenment, with the aimof identifying the right strains of crops
and appropriate technology to be used under |ocal conditions.
Acquiring expertise in the field could be greatly expedited by
drawi ng on the experience of specialized research institutions,
such as | CARDA

- extend credit for the purpose of establishing three poultry
hatcheries (two in the Wst Bank and one in the Gaza Strip). This
will rermove one of the nost inportant constraints confronting the
poul try branch;

- establish three nodern veterinary |aboratories (two in the Wst
Bank and one in the Gaza Strip) for upgrading the I evel of
di agnostic and treatment services. Each need to be equipped with
a nobile clinic; and

- initiate extension services to help nodernize the dairy industry,
raise both its quality and hygi ene standards, and expand the range
of its products.

Fisheries are inportant to the econony of the Gaza Strip. Their future
depends on the renoval of restrictions inposed on the area of fishing and on
negoti ati ng an agreenment with the Egyptian Government all ow ng Pal estini an
fishernen access to Egyptian territorial waters off north Sinai



(e) Agro-industry

At present, the agro-industry in Palestinian territory is very small.
The nunber of agro-industry firms is less than 20 per cent of the total nunber
of industrial firns. They include olive presses, citrus packing, food
processing, olive pickling, cigarettes, and dairy plants. Many of these
firms, especially those related to dairy products, food processi ng and
t obacco, use inported inputs, thus cutting the |inkage between the industry
and donestic agriculture. This is because the local inputs are produced by
many small farmers who have no cooperative arrangenents and | ack the capacity
to supply firms with needed inputs pronptly. In this regard, activating
I i nkages between agro-industry firns and donmestic agriculture is a top
priority as it enhances the growth in both sectors. The public sector should
play a leading role in this regard, by extending assistance facilitating the
devel opnent of an institutional framework through which snmall farners can poo
their resources and nmeet the supply requirenents of agro-industry firns.
Areas of potential expansion are fresh grape juice, w ne production, hide
tanni ng, and freezi ng veget abl es.

(f) Mar ket i ng

Moder ni zi ng Pal estinian agriculture and increasing its conpetitiveness
requires an inprovenment in marketing facilities. An Agricultural Marketing
Board needs to be established, conprised of representatives fromboth the
public and the private sector, which takes responsibility for initiating and
coordinating all marketing facilities. These would include the follow ng:

- openi ng pronotion and handling offices in export narkets;
- organi zing trade pronotion mssions to foreign nmarkets;
- col l ecting and di ssemi nating market information; and

- conducting, or conm ssioning, action-oriented studies on specific
pr obl ens.

At present, the followi ng projects need feasibility studies:

- the planned seaport in the Gaza Strip, needs to provide
Pal estinian exports with cheaper and nore reliable services than
t hose avail able at present from nearby ports;

- central whol esal e markets, which are needed to replace the snal
i neffective markets that exist presently in a nunber of towns; and

- quality control institute, specializing in all aspects of quality
control of fresh and processed food products.

(9) Agricultural education

The long-term future of Palestinian agriculture will depend heavily on
agricultural education in colleges, and activities in centres of agricultura
research. These will have to becone intimately involved in all aspects of
agriculture, so as to increase productivity, solve marketing probl ens, and
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hel p farners adapt to changi ng economic situations. 1In this regard, it is
recomended that an assessnent of college and pre-college agricultura
education be carried out. The assessnent should identify ways and nmeans of
maxi m zing the efficiency of the existing educational institutions, and
increasing their relevance to local needs. It is recomended that the

i nvestigation could fruitfully be conducted under the auspices of FAQO

In the field of organizational research, it is recommended that a
department of applied agricultural research be established in the Mnistry of
Agriculture. A primary task of this department woul d be the supervision of
experinental stations in all major farming areas, especially the follow ng:

- Wadi Fara'a Research station in the middle of the Jordan Vall ey,
specializing in research related to irrigated farmng patterns in
subt ropi cal regions;

- Arroub Station, close to Hebron, specializing in vineyards,
appl es, peaches and pl uns;

- Askar Station in Nablus, specializing in olives, alnonds, and
other trees suited to hilly land in the northern Wst Bank; and

- Beit Hanoun Agricultural Station (Gaza Strip) specializing in
veget abl e crops and citrus.

C. The manufacturing and m ning sector

During the past two and a half decades, the nanufacturing sector's role
in the econony stagnated at low levels with its contribution to GDP never
exceeding 10 per cent. This stands in striking contrast with econonies of
conpar abl e per capita i ncome, whose industrial share varies between 20 and
38 per cent. '2 A major task of the reconstruction programme is, therefore, to
renove the causes of stagnation and stinulate activities, in order to increase
the sector's share in GDP. This task requires an active role for the public
sector in creating a support system which can stimulate both private sector
investrment in industry, and facilitate |inkages between nmanufacturing and
other sectors, especially agriculture and construction. The policies
essential to this role are discussed bel ow

The next section gives a brief summary of past performance of
manuf acturing and the main causes for stagnation. The follow ng section wll
analyse the role of the public sector in renoving those causes. Section 3
will analyze the role of the sector in the reconstruction progranme. The
final section is devoted to industrial strategy.

1. Past performance and causes of stagnation

The industrial sector of the Wst Bank and Gaza Strip is fragnmented and
donmi nated by smal |l -scal e workshops. Textiles, food processing, repair, and
handi crafts predomni nate, and there has been nuch subcontracting for Israel
firms. |In 1991, 62 per cent of industrial establishment of the Wst Bank and 64
per cent of those in the Gaza Strip enployed | ess than four workers. Those
enpl oyi ng nore than 20 workers accounted for just 4 per cent and one per cent
in the two areas, respectively. The total nunber of establishnments never
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exceeded 4,000. In the same year, manufacturing enployed just 9.2 per cent

of total labour force in the West Bank and 11 per cent of the Gaza Strip. 2 As
noted earlier, industry accounts for under 9 per cent of Palestinian GDP. The
sector is heavily dependent on Israel, inporting 90 per cent of its inputs and
exporting 70 per cent of its exports.

The stagnating situation in the manufacturing sector is largely attributed
to the restricted environnent prevailing for nore than a quarter of a century.
Investnent in industrial projects was generally di scouraged by conplicated and
time consumng |licensing procedures which had virtually prevented the
est abl i shnent of large industrial enterprises. The disincentives enbodied in the
tax structure and trade reginme further acted as barriers to investnent in this
sector. Both had transformed the Palestinian territory into a market for its
dom nant trading partner. It is estimated that in the mid-1980s out of the 10.6
per cent of total Israeli exports marketed in the Palestinian territory, 48 per
cent constituted manufactured goods. ! Another mmjor obstacle to investnent in
i ndustry has been the lack of effective financial internediation and risk sharing
institutions. This has led to a situation where the mgjority of industria
establ i shnents are self-financed, with a low I evel of working capital. !*° Equally
i mportant has been the absence of a public sector role in supplying conpl enentary
and supportive infrastructures and services. The inpact of these factors has
been further conpounded by the |ack of both natural resources and an adequate
supply of skilled |Iabour force.

2. The role of the public sector

It can be expected that the rempval of the above restrictions, and the
revival of the financial sector, supplying both financial intermediation and the
managenent of risk, will stinulate activities in manufacturing. There are,
however, some industrial enterprises that can play a leading role in both
donestic and foreign nmarkets, once these restrictions are partially lifted. These
i ncl ude sone very successful firns in clothing and textiles, |eather and shoes,
soap, soft drinks and cigarettes. |In addition, there are also successful firns
t hat produce nore sophisticated products, such as agricultural machines, which
have been able to supply sizable anobunts to the Israeli market. 2 However, a
maj or transformation, in which the contribution of industry to GDP, trade and
enpl oyment is substantially increased, will require an active role for the public
sector. This role should include enphasis on the follow ng: 27

(a) Infrastructure

Devel opnent of infrastructure serving the manufacturing sector primarily
concerns energy sources, transportation and conmmuni cations and industrial zones.
At present, alnpbst all electricity in the Palestinian territory is purchased from
Israel. ' Since electricity is the major source of energy to the nmanufacturing
sector, it should be independently produced in order to ensure that supplies
cannot be disrupted. Thus, there is a need for installation of generators,
transformers, capacitors, and extensions of the network to reach rural and
i ndustrial areas.
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Transportation networks at present are designed nainly to connect the
Israeli settlements with major cities in Israel and in line with Israeli security
concerns. Conmuni cations and postal services are provided only by Israel
conpani es. New road networks, therefore, need to be constructed, with enphasis
pl aced on connecting potential manufacturing units with narket outlets and
sources of material. Expansion of industrial activities require the construction
of industrial zones, which could | ease industrial buildings at reasonable prices,
and provide the necessary services of electricity, water, transportation, etc. to
producers. In locating these zones, regional parity should be a consideration
In this regard, there is a need to strengthen the industrial base of the border
cities of Tulkarem Jenin, Qalqilya and Bethlehem Mre than half of the |abour
force in these cities previously worked in Israel, and are in need of domestic
enpl oynent .

(b) Human resources

The manufacturing sector's share of enploynment has traditionally exceeded
its contribution to GDP. For exanple, in 1981 it accounted for 16.5 per cent of
total donestic enploynment, but only 8.8 per cent of GDP. This makes industria
out put per worker just half of average GDP per worker, and table |IV-2 shows that
in the 1970s and 1980s industry was the | east productive sector of the econony.
Two factors are responsible for this. First, the primtive technology that is
used, which reflects nmany years of |ow investnent and a | ow capital/labour ratio.
Second, the lack of skilled workers, due to the absence of training institutions,
and the very costly in-house training resulting fromthe small size of nobst
i ndustrial establishnents. Wile increased investnment in the sector wll
i ncrease the use of capital and nodern technol ogy, productivity will not be
maxi m zed unl ess resources are also allocated to investnment in human capital
This shoul d include nmeasures to create a |link between science faculties at the
universities and industrial firms, and establishing technical institutions
suitable for training industrial workers capable of working with specialized
engi neers. The nobst needed skills are in the areas of electronics, electric
tool s and communi cati ons.

(c) Support system

Expansi on of manufacturing requires the creation of a support system which
offers services that are essential to the functioning of industrial activities.
The system shoul d i ncl ude:

- a new busi ness | aw covering all aspects of business transactions,
ownership, liabilities, and the protection of workers' and consuners'
ri ghts;

- a plan to strengthen the |ocal Chanbers of Commerce and | ndustry, and
equip themwi th facilities for supplying information on factors of
production, domestic denmand, and potential export opportunities;

- a centre for quality control and standardization, which is needed
both to inprove quality and facilitate the acceptance of
Pal estinian products in both donmestic and foreign markets. The
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initial steps taken by An-Najah University, in collaboration with the
Federati on of Pal estinian Chanbers of Commerce and | ndustry, to
create such a centre should be encouraged and support ed;

- devel oping the legal and institutional framework within which foreign
i nvestment i s encouraged, and induced to transfer technol ogy, train
| ocal |abour, and increase industrial exports;

- negotiating with Egypt and Jordan agreenents to establish "free trade
areas". This will enhance the process of marketing Pal estinian
i ndustrial products in Arab countries; and,

- establishing an Industrial Devel opment Bank, with the dual functions
of supplying finance for the expansion of industrial activities and
of fering techni cal advice, which would include floating stocks,
fi nanci ng exports, and managi ng joint ventures and branches of
mul ti national corporations.

3. The role of the nmanufacturing sector in the reconstructi on progranme

The characteristics of growth behaviour under the two stages of the
reconstruction programre are distinct. As noted, the first stage is generated
mai nly by the construction of infrastructure, where enphasis is placed on
expandi ng the agricultural sector in order to create enploynent and stabilize the
price of food. The success of both these activities requires an expansion of the
manuf acturing sector. Construction of infrastructure will also increase the
demand for building materials substantially, especially cement, concrete,
asphalt, crushed stones, alumi nium and iron and steel rods, and this increased
demand has to be net by an increase in donestic production, so that a shortage of
foreign exchange is avoided. At the same tinme, the expansion of agriculture
requires a parallel expansion in agro-industries as an outlet for agriculture
surplus and as a supplier of processed food, which could reduce the pressure on
both foreign exchange reserves and the price of food. In this regard the
manuf acturing sector during the first stage plays a prine role anong the
di fferent sectors. Accordingly, the sector is expected to grow at a rate sinlar
to the overall gromh rate of the econony. Expansion is expected primarily to be
in textiles, |eather, pharmaceuticals, in addition to agro-industries and
buil ding material industries.

In the second stage of the reconstruction progranme, the manufacturing
sector has to play a leading role. Here, growh will be generated by the
expansi on of the industrial and services sectors. Expansion in industry has to
achieve two inportant tasks. The first is to correct the sectora
di sarticul ation of the econony by increasing the share of manufacturing in CDP
Assuming that the first stage requires 5-7 years, and manufacturing grows at the
sane rate as the econony, the second stage will begin with industry's share in
GDP at no nore than 10 per cent. Sectoral articulation requires, at a mnimm
the doubling of this percentage. Assuming that the second stage will take up to
10 years, this inplies that the sector has to growin this period at an annua
rate which is 7 per cent higher than the rate of growh of the econony. This in
turn inplies that between the year 2000 and 2010 investnent in industry shoul d
not be less than $190 mllion per annum (in 1990 prices). 2 The second task of
t he manufacturing sector during the second stage is to establish new industries
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capabl e of providing agriculture with some of the tools and instrunments necessary
for its mechanization and the increase in its productivity. At the sane tine
expansion in services, especially financial services, and the nodernization of
construction, requires the existence of industries enploying highly skilled

| abour and using advanced technol ogy, |ike engineering designs, electronics and
conput er software.

It is worth noting, however, here that the success of the manufacturing
sector in achieving these two tasks inplies the achievenent of another inportant
goal of the reconstruction effort - the elimnation of econonic dependency on one
tradi ng partner. The devel opment of new rel ati ons based on equitable reciproca
advant ages to both sides cannot be achieved until Palestinian industry devel ops.
Only a mature Pal estinian industry, in which highly educated workers are enpl oyed
produci ng skill-intensive products, can hope to prosper fromtrade with Israe
along the lines of econonies of scale and specialization, and through joint
vent ures.

4. Elenments of industrial strategy

The poor natural resource base, and the snmall size of the Pal estinian
econorny, nmake export-oriented activities the appropriate nediumfor the long-term
devel opnent of the industrial sector. In the short-run, however, there is an
i mportant role for inport substitution. These activities should be encouraged in
preci sely those areas where donestic production could replace inports without
protection, and becone conpetitive largely as a result of renoving the harnful
restrictions of the occupation and the energence of a public support system

Agro-industry products are nost suitable, and their expansion will have a
stinulative inmpact on growth and enpl oynent in the whole econony owing to their
strong linkage with agriculture and their |abour-intensive technology. In

addition, agro-industries pronote a rural-urban bal ance by providing rura
workers with income, thus reducing their incentive to mgrate to urban areas.

In the first stage of industrial expansion, enphasis should be on
agr o- based projects that have forward |linkages with agriculture. Projects |ike
grape juice, |leather shoes, dairy products, aninal-based textiles, and corn and
grain mills, could be established with relatively small capital. |In the second
stage, projects with backward |inkages with agriculture should be considered.
Chemical fertilizers, and agricultural machines and instrunments, need nore
capital and sophisticated technology. 1In this regard an agreenent with Jordan
and | srael concerning the establishnent of production facilities around the Dead
Sea is essential for creating a chemical fertilizer industry.

These inport-substitution activities could play a very inportant role in
expanding and revitalizing the manufacturing sector, as they have the potenti al
according to sone estimtes, of replacing at |least half of the goods currently
inported fromlsrael. ¥ Nevertheless, these activities by thenselves, wll not
be able to secure a leading role for nmanufacturing. This depends on the success
of orienting the sector toward export activities. To a large extent, and nost
especially in the early years, Arab countries, in particular the @Qulf States,
wi Il provide the natural nmarkets for Palestinian industrial products.
Accordingly, the Pal estinian econony has to offer an attractive option for Arab

and foreign capital to invest in industries supplying the Arab markets. Wereas
the relatively | ow cost of |abour will play a role, it is not enough by itself.



- 74 -

Q her el enents have to be devel oped. These incl ude:

- t he devel opnent of a transport system connecting the Pal estinian
territory with the rest of the world (by sea and air) and the Arab
markets (by land), so as to ensure a | ow cost of transporting both
i nputs and out puts; 3

- the adoption of a trade reginme and tax policies which work to
gradual ly integrate the Pal estinian econony into the nei ghbouring
Arab economies. This cannot be achieved by Palestinian efforts
alone; it needs the coordination and cooperation of the other Arab
countries within the frame of a regional devel opnent project; and,

- t he devel opment of a human resource base capabl e of supplying the
managerial, marketing, and financial skills required by the export
industries. 1In the short-term the return of highly-skilled exiled
Pal estinians is essential to augnent the human resources of the West
Bank and Gaza Strip. |In the longer term the Pal estinian education
systemw || have to play the crucial role in building hunman capital.

Achi eving these tasks will enable Pal estinian manufacturing to devel op new
i ndustries, starting fromsmall tool and light engineering industries, and
gradual Iy noving toward nmore sophisticated electrical, electronics, plastics, and
other highly skilled industries. Modern technol ogy no | onger dictates huge
i ndustrial establishments. The crucial factor is narket size, and the Arab
markets are sufficiently large, provided that regional arrangenents create a new
econom ¢ order based on specialization and economnies of scale.

D. The construction and housing sector

The construction sector w tnessed considerable growth particularly during
the last two decades. Whereas its contribution to GDP never exceeded 6 per cent
before 1967, it rose to around 17 per cent by the end of the 1970s. It renained
over 15 per cent during the 1980s until the intifada in 1987, when it declined to
around 12-14 per cent. Meanwhile, the sector's share of enploynent also
i ncreased from about 14 per cent in 1970 to 22 per cent in 1993. % This
expansi on, however, reflected the |ack of investnent opportunities in other
sectors, and an increase in the relative price of houses. In fact, housing in
the West Bank and Gaza Strip is highly priced and characterized by high density
occupation for people with nodest incone. According to sonme studies, it is
estimated that nore than one third of households live with three or nore persons
per room ¥ This inplies that despite the high per cent of investnent (around
20 per cent of GDP in the 1970s and 1980s) in construction of nmainly owner
occupi ed houses, housing needs remain a pressing area of preoccupation for the
Pal estinian Authority.

This situation in the housing narket arises fromrestricted supply, coupled
with a continuous increase in demand. On the other hand, the prices of building
materials, which are mainly inported fromlsrael, are relatively high as conpared
to ot her nei ghbouring countries (e.g. Jordan and Egypt) where sinilar
construction and residential patterns prevail. The rental narket has

been weak due to outdated rent control |aws which provide no inducenent to
residential investnent for rental purposes. On the demand side, rapid popul ation
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growt h and househol d formation continues to exert pressures. It is estimated
that the annual rate of household formation in the |ate 1980s and early 1990s was
5.4 per cent. ' Denmnd is also expected to increase substantially in the
eventuality of an inflow of Palestinian returnees, as well as the resettlenent of
refugees. Thus, the sector has to play a crucial role in the reconstruction
programe, neeting this expansion in demand through increases in supply rather
than prices. In addition, the construction sector has to build the needed
infrastructure. |In perform ng these two tasks the sector will have a prom nent
role in the growh of the whole econony as it creates enploynent and stimul ates
i nkages to other sectors, in particular the industrial sector.

The rest of the section is organized as follows: subsection (1) presents
some estinates of the present and future denmand for residential construction
Subsection (2) is devoted to building for public community services and
subsection (3) outlines sonme el enents of a housing strategy.

1. Estimates of the demand for housing

Future demand for housing will come fromthree sources: new household
formati on and Pal estinian returnees, replacenent and upgradi ng of existing units,
and the denmand for the resettl enent and home i nprovenent for the refugee canp
popul ation. Wile financing for the first two demands is expected to be mainly
provided by the private sector, the public sector will be called upon to neet the
demand of the third source. Resettlenent of refugees should be a high priority
gi ven the poor conditions of the canps. The follow ng paragraphs present rough
estimates of the future demand for housing in each of the three areas.

(a) New househol d formati on and Pal estinian returnees

There is no precise estimte of the population in the occupied territory.
However, Pal estinian and other researchers agree that official Israeli statistics
underestimate the size of Pal estinian population, and that the rates of
popul ati on growt h and househol d formation are high by international standards. °
Furt hernmore, the future trend of the Pal estinian population in the Wst Bank and
Gaza Strip depends on the nunber of Palestinian returnees. This will be
determ ned by many factors, but two stand out as the nost inportant. First, the
future agreenent between Israel and the Pal estinian Authority regarding who wll
be given the right to return. Second, the future econonic opportunities in the
new Pal estinian entity. Thus, it is not easy to estinmate the nunber of returnees
either in the short or the long term The UNCTAD secretariat has nmade two
forecasts of the future popul ation of the Wst Bank and Gaza Strip up to the year
2010. The lower estinmate assumed that around 1 nillion Pal estinians would have
returned in that period. Based on this, table |V-3 presents an estimte of the
expected denmand for housing arising fromnew household formation and returnees,
repl acenent and upgradi ng of existing units. 1%
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(b) The resettlenent of refugees **

According to UNRWA statistics, in 1993 there were around 456, 000 refugees
living in canps in the Wst Bank and Gaza Strip; 330,000 living in 8 canps in
Gaza Strip, and 125,000 living in 20 canps in the Wst Bank. *® Al though sone of
the canp residents have nmanaged to build shelters of acceptable quality and

adequate services, the ngjority of canp residents still suffer from excessive
overcrowdi ng, inadequate shelter and generally hazardous environnenta
conditions. In this regard, the reconstruction progranme should aim at

relocating at |east 50 per cent of the refugee popul ation outside the present
canps boundaries, and radically inproving the housing and infrastructure services
of the remaining 50 per cent. O those who will relocate outside the canps, it
is anticipated that about 70-80 per cent may settle in existing urban centres,
particularly in the vicinity of the canps, while the other 20-30 per cent may be
expected to relocate to rural areas of the Jordan Valley.

The rate at which the resettl enent and home i nprovenent process proceeds
wi Il depend on a nunber of factors, including the availability of devel oped |and
in the relocation areas, housing construction capacity, and the availability of
housi ng finance. It is assuned, however, that the resettlenment programe is
i mpl enented over the next 15 years on the basis of constructing 3,015 houses
annually. The estimated cost, in 1995 prices, will range from $120 to 180
mllion annually, totalling between $1.8 to 2.7 billion for the whole period. °

(c) Repl acenent and upgradi ng of existing units

A natural demand for housing arises fromthe need to replace housing units
due to deterioration beyond repair or lack of suitability. In addition, there is
a need to upgrade existing units nainly by adding kitchen and bath facilities,
and the construction of additional roonms in order to relieve overcrowdi ng.

It is difficult to estimate the nunber of housing units required to replace
deteriorated units or upgrade existing ones w thout conducting a territory-w de
survey to assess the actual conditions of the housing stock and househol ds
characteristics and needs. A rough estinmation suggests that in the next 15 years
the total nunber of units requiring replacenent or upgrading is about 7,133
annual |y, 40

(d) Total demand for housing

Table I V-3 shows that the average yearly denmand for houses to satisfy
househol d formation and returnees is 15,524 units. Adding to this, the average
for replacenment and upgrading and the average for resettlenent of refugees, the
yearly average reaches 52,670 units. This nunber represents an increase of 7.5
times the present annual average, and woul d overwhel mthe existing institutiona
and financial capacities. Hence, newinstitutions are required, especially an
upgradi ng of the administrative, managerial and technical capabilities of the
local authorities, in order to increase their capacity to plan, inplenent and
admi ni ster housing projects. The private sector is expected to play a mgjor role
in the delivery of the required units, but, even so, this requires the
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provision of financial facilities in the formof |oans to devel opers, and a
system of incentives to direct their activities to rural conmunities as well as a
networ k of infrastructures supporting the vast housi ng progranmre.

2. Buil ding for public and community services

As indicated earlier, public services are in a poor condition due to their
negl ect during the past decades. The existing buildings for public schools,
health centres, hospitals, cultural and recreation facilities, post offices and
police stations are all inadequate. It is estinmated that current services fal
30 per cent bel ow actual needs. Accordingly, table IV-4 presents the estinmated
requi renents for public and comunity service facilities by category of service
and district. Total investnment is estinated at approximately $2.2 billion, and
i s based on an average cost of about $350 per square nmetre of constructed area.
About 86.5 per cent of the total investrment will be for schools and cultura
facilities, 11 per cent for health facilities, and 2.5 per cent for public
servi ces.

3. Policy neasures for the devel opnent of the sector

In order to neet the expected surge in demand for housi ng through increases
in supply, there is an urgent need to forrmulate a housing strategy with the aim
of creating an adequate delivery system providing a nore equitable distribution
of resources and benefits. The fornulation and execution of this strategy will
be a formi dable task owing to the fact that housing in the territory has not
i nvol ved any public sector role during the last 27 years. The strategy should be
articulated and i nplenmented by the Mnistry of Housing in coordination wth
nmuni ci pal and village councils, housing cooperatives, the recently established
Housi ng Council and private-sector devel opnent enterprises. It should include
the foll owing el enents:

(a) Renovi ng distortions fromthe housing market

The imedi ate task that has to be carried out under the Pal estinian
nati onal housing strategy is to renove the distortions within the housing market
resulting fromthe political, legal, financial and institutional constraints
i mposed during the last 27 years. This task entails a review of all existing
regul ations relating to urban boundaries, subdivision of plots, granting of
construction permts, assessnent of property taxes, and rent control. It also
calls for a reformof the regulatory environnent aimed at expanding the |and area
avai | abl e for construction of houses and renoving those elenments that tend to
i ncrease the cost of construction, especially to those of nobdest incone.

(b) Infrastructure needs

An expansion of urban boundaries will not by itself stimnmulate the
construction of houses unless it is acconpanied by the expansi on of basic
infrastructures. This needs to be carried out according to a conprehensive plan
based on reasonabl e estimates of the future population density in different
regions, and taking into consideration the settlenment of returnees and
resettl enent of refugees. An incentive systemis called for so as to encourage
settlenent in relatively |low density areas, |like the Hebron district and the
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Jordan Valley. Failure to expand the infrastructure in these areas will result
in settlements in |arge urban centres, thus overloading their service-delivery
capacities.

(c) Fi nance

The devel opnent of a nortgage-|lending narket is essential to the
devel opnent of the housing sector. This could be located primarily in the
private market, limting the public sector role to regulating the narket by
establishing clear rules of property rights, titling and foreclosure. 1In
addition, the public sector will also need to establish institutions extending
nort gagi ng services to the poor at lowrates of interest, and facilitating the
resettl enment of refugees.

E. The services sector

The devel opnment of the service sector during the |ast two decades was
uneven. Branches which cater to consunption and inports have grown substantially
(retail and whol esal e trade), and those that cater to production have stagnated
(transport, engineering designs, financial services and others). Mst notable is
that the contribution of public services to GDP has steadily declined, see table
V-5, as has its share of enploynent (see table IV-6). In the face of an
i ncreasi ng popul ation, this situation has nmade nost public services inadequate,
and wel | -bel ow t he standard of nei ghbouring countri es.

In the anal ysis of public finance, trade, nonetary, agriculture,
manuf acturing, and construction sectors, many aspects of producer and
distributive services were discussed, so only priorities are highlighted in the
next subsection. The follow ng two subsections are devoted to personal and
soci al services, respectively.

As noted, the contribution of the prinmary and secondary sectors to the
Pal esti ni an econony and to its process of devel opment had been mninmal, as was
their contribution to growh of services. The developnent of the former sectors
had been stifled by the restrictive regulatory and policy framewrk and unequa
conpetition with the nore devel oped Israeli econony. This in turn had
constrai ned the devel opnent of certain (especially producer) services, while
pronoting the growth of others (wholesale and retail-trade services). The
Pal esti ni an econony did not witness the inducenment to increased demand for
services usually generated by an econony's shift from enphasis on the primary to
secondary sectors (manufacturing). Indeed, the growth of the construction sector
absorbed nuch of the human and financial resources which were thus reall ocated.

The growth that did occur in services was not part of a deliberate
conpr ehensi ve devel opment process. Instead, what nmay be terned as "grow h pol es”
energed in certain services branches which were stinul ated by
external ly generated denmand either in the formof international consumers
(e.g. tourisn) or through the availability of external inconme and inports,
t hus increased personal consunption (e.g. distributive services). This did
not have a denonstrative or other effect elsewhere in the econony, owing to
the weak market, and to institutional and physical inter-sectoral |inkages in the
Pal estinian econony in addition to restrictions. The specific situation of

the occupied territory (e.g. its restrictive regulatory and security environment)
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was an inportant factor which discouraged greater investnent, and hence growth
in services. Indeed, had the policy and regulatory climte permtted,

Pal esti nian expertise in providing relatively high-quality producer and
distributive services el sewhere in the region could have been an inportant

el enent of overall investment in donestic services activities. The potentially
dynam c role of many Pal estinian services branches has yet to be thoroughly
expl or ed.

Though growth in Pal estinian services was |argely demand i nduced, this was
mainly via final consumer demand, thus pronoting trade and distributive services.
Anot her salient feature of growth in Palestinian services was its concentration
at the lower end of the skill and technol ogical spectrum wth associated | ower
productivity (as conmpared to the high productivity gains often cited in cases of
devel opnent of certain services branches el sewhere). Furthernore, the externa
I i nkages of nuch of the demand for services rendered these branches especially
vul nerable to the erratic and turbulent trends in output el sewhere in the econony
and in consumer demand for services. This was nost vividly exhibited in the
contraction in tourismactivity, the cuts in public services and the significant
consumner conpression (affecting especially distributive services) over npst of
the 1988-1991 peri od.

However, given the "blurring"” of frontiers which is often characteristic of
the |inks between services and sone other sectors, the real potential of
Pal estinian services is not always evident. The very nature of npbst services
provided in (and by) the Pal estinian econony inplies nobility (geographically,
sectorally and occupationally), operation in the frame of a large informal and
unregi stered econony, and relatively rudimentary technol ogical |evels. Thus, the
true significance of the Pal estinian "service econony" may be greater than is
statistically apparent, though its growh potential is constrained by prevailing
low |l evel s of skills, technol ogical sophistication and capital investment. The
ensui ng structure (including capital, human and institutional assets) of the
Pal estini an services sector thus | eaves nuch to be desired in terns of
speci al i zation, efficiency and econonic growh potenti al

Al t hough variations in the relative inportance and grow h of different
services exist within and between the nodern "service econoni es", these have
tended to be marginal. For the Pal estinian econony, however, strong services
growm h has involved a contribution to GDP and enpl oynent whi ch was concentrat ed
in distributive services branches, growi ng along with personal income |evels
until the m d-1980s. The other services branches within the Pal estinian econony
had experienced either marginal or no growh, reflecting neagre contribution to
GDP and enploynent. Since 1967, the contribution to GDP of the public and
conmuni ty services sector had decreased while its share of enpl oynent had
i ncreased only marginally. Producer services branches had contracted, primarily
owing to restrictions inposed by the authorities and the absence of conditions
conducive to industrial growth. 4

1. Producer and distributive services

Producer services include financial, insurance, real estate, engineering
desi gns, accounting, |egal and other business services. The imediate
priority in the financial sector is for the Palestinian Authority to change the
exi sting laws and regul ati ons governing financial operations. These are a
pat chwor k of pre-1967 Jordani an | aws (West Bank), and British Mandate | aws
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(Gaza Strip), subsequently nodified by sone 265 Israeli mlitary orders. 2 A
new uni fied legal and regul atory framework that applies to both the Wst Bank and
Gaza Strip, and suits the present conditions of the econony is needed. This
shoul d be designed so as to increase the role of banks in the econony, by
strengthening their financial intermediary function. Regulations ainmed at
ensuring the stability, solvency, and liquidity of banks are essential to

i ncrease the supply of credit. On the other hand, measures noderni zing the

net hods of finance, nortgages, and collateral systens are needed to increase the
demand for credits. Establishing devel opnent banks designed to stinulate the
expansi on of industry, agriculture, and housing, by providing credit to smal

busi nesses, farners, and families of noderate inconme is a priority for the medi um
term

The insurance narket was until 1993 domi nated by |sraeli conpanies, and by
one donestic conpany with virtual nonopoly power. New entrants to the market
have since been recorded. ! But nmany obstacles remain arising fromthe
conplicated |icensing process and mini num capital requirenents. ! New insurance
regul ations are needed with the viewto sinplifying procedures, and fostering
conpetition so as to reduce prices and expand services. Concurrently, a nationa
canpai gn to educate the public as to the benefits of insurance is also required
in order to increase the level of insurance activities which would encourage
i nvest ment by reducing risk

In the field of construction and engi neering design, the reconstruction
programme, with its enmphasis on building the infrastructure and the resettl enent
of refugees, is expected to stinulate activities. Al efforts should be made to
i nduce Pal estinian expatriates outside the Wst Bank and Gaza Strip who have
achi eved consi derabl e success in these fields to participate in the
reconstruction progranme. This participation has the potential of making
construction an inportant services export sector.

There is presently no nodern standardi zed system of accounting and
auditing, and there is a great shortage in professional accountants and
auditors. ¥ The policies of the Palestinian Authority which are directed at
noder ni zi ng the tax and expenditures systens need both types of skills.
Simlarly, both are needed to facilitate the expansi on of business and financia
activities. In the long run, universities and professional associations are
expected to graduate and certify enough accountants and auditors, but in the
i medi ate and nmediumterns there is a need for suitably qualified Pal estinian
expatriates to return and for organi zing short crash courses with sone assistance
frominternational organizations.

The distributive services include transportation, comrmunications,
i nformati on, and domestic wholesale and retail operations. The transport system
has been negl ected during the occupation and nost of the devel opnment in the
sector was orientated to the needs of Israeli settlements. Consequently, it is
i mportant for the capacity of the national authority to be strengthened and
devel oped so as to assess, develop and inpl enent programres ai ned at neeting the
fol |l owi ng needs:

- rehabilitation and i nprovenent of the whole network of roads in the
West Bank and Gaza Strip;

- establi shment of rural networks of roads to facilitate access to



villages and farm areas;

- designing effective schenmes of traffic flowin the main urban
centres; and,

- buil ding a conmercial seaport in Gaza, and the Qal andia and
Gaza Strip airports, as well as inprove arrangenents and facilities
for the Jordan Valley bridges and for novenent between the Wst Bank
and Gaza Strip.

In the tel ecommuni cations field, the immediate priority is to create an
institutional framework oriented to two tasks. First, to train enough skilled
personal for managi ng, operating, and naintaining the tel econmunication system
Second, to enbark i mediately on an expansi on of the tel ephone network. The
exi sting network is very small and does not satisfy basic needs. The nunber of
t el ephones per capita is the lowest in the region, and out of 400 villages in the
West Bank only 80 had tel ephone services as of the end of 1991. ' |n the fields
of domestic wholesale and retail services, there is a need to inprove the
physical marketing infrastructure through the provision of facilities for
gradi ng, packing, cold storage, and processing. Technical assistance to farners
shoul d be provided by new marketing organi zations. ¥ The information service is
still enmbryonic. This is due partly to a lack of demand resulting fromthe
fragnentati on of nmarkets, and partly to the |lack of effective tel ecommunications
facilities. This is expected to change gradually once denand starts to increase
in response to the general inprovenment in both business activities and the state
of infrastructure. The degree to which the increase in demand will be nmet by an
increase in supply depends to a great extent on the availability of skilled
manpower capabl e of devel opi ng conputer software. Conputerization is nost needed
in the tax and expenditure systenms, the collection of general economc
denogr aphi ¢, and social data, project managenent, word processing, and
translation. In this regard, the programe sponsored by the UNDP and Bir Zeit
University to train personnel in the use of conputer assisted manufacturing
equi prent is an inportant step, and should be expanded to cover other
uni versities. 148

2. Per sonal servi ces

Among the different personal services branches in the Pal estinian econony
the tourismindustry stands to gain nost from peace and i ndependence. The
openi ng of borders with the other Arab countries is expected to bring new
tourists, both religious and recreational. The forner include Mislinms who woul d
be able to conplete their pilgrinmge to Mecca by visiting holy shrines in
Jerusal em and Hebron. The latter include Arabs and Pal estini an workers who work
in Jordan and the Arab countries of the Gulf and woul d wel cone the chance of
spendi ng their summer vacation in the nore climatically hospitable Palestine.
In addition, the normalization of relations between |srael and Pal estine wll
i nduce some of the tourists who visit Israel (nore than 2 million a year) to also
visit Palestinian areas. At the sanme tine, independence will enable the
Pal estinian Authorities to build new facilities and institutions that wll
overconme the restrictions inposed on the industry during the past two and a hal f
decades. °

The industry has the potential for beconming an inportant growth enhancing
sector. The Wrld Bank has estinmated, "that given political stability, the
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Pal estinian tourismindustry can expect to receive between 500,000 and 1 million
tourists (both religious and recreational) on an annual basis, generating incone
inthe entire tourismsector of $250-300 million". % Realizing this potential
however, requires the public sector to take an active role in coordination,
pronotion, and inprovenent of human resources. The first step is for the
National Tourist Authority to coordinate all services needed fromthe public
sector. The functions of this national authority could al so include:

- Coordi nation of all efforts needed fromdifferent governnenta
departrments to i nduce donestic and foreign investnent in hotels,
restaurants and pl aces of entertai nment;

- Coordi nation with universities and colleges to create courses for
trai ning personnel in all aspects of the industry; and,

- Coordi nation with nei ghbouring countries to establish a regiona
framework needed to facilitate the expected increase in the nunber of
both foreign and regional tourists.

In carrying out these functions, the public sector has to provide the
supportive system necessary for the private sector to actively performits role
in others. These include:

(a) I nproving tourist sites

Various old touristic sites need restorati on and better maintenance.
Tourist access to the sites needs nuch inprovenent including better roads,
parking facilities and related services. Sites of potential interest to |eisure
and other categories of tourists also require devel opnent.

(b) Devel opi ng the transport systens

Expandi ng the tourist industry requires nmajor inprovenents in the air, sea,
and | and transport facilities. Developing the Qalandia airport in the Wst Bank
north of Jerusalemis inportant as it provides the tourist industry with an
i ndependent outlet for travel by air. Simlarly, developing port facilities in
the Gaza Strip is essential for tourismcruising between Mediterranean ports.
The need to inprove |land transportation is also evident. This requires a ngjor
i mprovenent in the road network and a substantial increase in the nunbers of
public transport vehicles. Building new roads and rehabilitating old ones is
needed to connect tourist sites in different cities and towns of the West Bank
as well as connecting themwi th the Gaza Strip through a multinodal transport
system involving road and railway networks. Mre buses, taxis, and rental car
services are needed so as to elinminate the delays that are commopn at present,
particularly during the high season around Christmas and Easter tine. In this
regard, special efforts should also be directed toward making frontier crossing
sinpl e and hospitable to tourists.

(c) Touri sm gui des

At present, there is a lack of well trained tour guides. This is mainly
due to the severe restrictions inposed on licensing of guides. To increase their
nunber and inprove the quality of their services, a training centre needs to be
establ i shed. Bethlehem University is the appropriate place for such a centre in
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view of its geographical location, and as it already offers a course in tourist
gui de training. Coordination between the University, the National Tourism
Authority, the Islanm c Wagf Departnent and the Christian churches shoul d
concentrate upon devel opi ng courses in the history of the religious sites, as
wel | as courses in the principal European | anguages.

(d) Tourist information

The National Tourist Authority needs to assume a | eadership role in
pronoti on and advertising for touristic purposes. This effort would be
particularly necessary in the next few years before the private sector is able to
generate its own pronotion services. This should include a range of activities,
such as publishing panphl ets, organizing trade fairs, conferences on various
cultural and historical issues, managing festivals and exhibitions. |In addition
the public sector has to create an appropriate regul atory environnment, which will
provide incentives and foster conpetition

(e) Travel agencies

Prior to 1993, entrance to this branch was effectively barred. 2 To
encourage new entry, the |icensing procedures need to be changed with the viewto
creating incentives for prospective entrants. Equally inportant is the renoval
of measures that still isolate Palestinian travel agencies. This should be
acconpl i shed through negotiations with authorities in both Israel and Jordan, so
as to include Palestinian agencies in their pronotion and trade fairs, and all ow
them access to their airports to facilitate the arrival and departure of their
clients.

(f) Hotel s and restaurants

The nunber of existing hotels and restaurants is not sufficient to
accommpdate the anticipated increase in tourists. ™ There is an urgent need for
new hotels and restaurants, with nodern facilities conformng to internationa
standards, in nost of the towns, especially in Gaza city. To attract Arab
tourists, who favour self-catering acconmopdation, furnished apartnments and

hol i day vill ages on beaches and sunmer resorts are needed. It is expected that
capital (foreign and local) will nove fairly rapidly to invest in this sector
To pronote efficiency, licensing policies and construction pernits need to be

devel oped with the view to ensuring transparency and avoi di ng di scrim natory
practices. Health standards and environnental concerns need to be accorded
paral l el attention. %

3. The social services

The nost inportant of social services are those of educati on and heal th.
Both are essential to the devel opnent of Pal estinian hunan capital and thus
crucial to the prospects of sustained growh, the Iong termgrowh and
devel opnent .

The education systemin the Palestinian territory is provided by the public
sector, UNRWA, and the private sector. % Pre-school and post-secondary
schooling are operated conpletely by the private sector, and primry and
secondary schools by the public sector, private sector, and UNRWA. The UNRWA
school s constitute 14.4 per cent of the West Bank schools, 52.2 per cent of the
Gaza Strip schools, and 7 per cent of Jerusalemschools. 1n 1991, there were
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330, 267 students in 1,321 schools in the West Bank, 179,554 students in 346
schools in the Gaza Strip, and 44,804 students in East Jerusalem The higher
educati on system consists of universities and conmunity colleges. There are

ei ght universities (6 in the West Bank and 2 in the Gaza Strip) whose tota
student enrolnment in 1991 was around 20,000, specializing in 30 major areas
distributed into seven coll eges, including engineering, nursing, arts, education
conmer ce, science, and Islamic studies. In the sanme year the nunmber of community
col l eges (two years post secondary institution) was 23, with total student

enrol ment of 8,359, specializing in 50 maj or areas of teaching and vocationa
disciplines. O the total funds allocated to education (at all levels) an
average of 46 per cent has been provided by the public sector and 54 per cent by
UNRWA, the private sector, and Arab and international organizations. Currently,
t he education systemsuffers fromthe follow ng major problens:

- Cl osures of institutions and related nmeasures not only have been
di srupting the normal functioning of the educational system but also
undermining its effectiveness and progress in the dynam c context of
Pal esti ni an soci ety;

- Currently there are two systens of secondary education, the Jordani an
systemin the West Bank and the Egyptian systemin the Gaza Strip;

- There is a marked shortage of schools, resulting in: crowded class
roons; a very sizabl e nunber of schools running on a two-shift basis;
and, the use of rental houses with sub-standard rooms. |In addition,
there is a severe shortage of text-books, audio-visual equipnent,
| aboratories, furniture and sport facilities;

- There is a lack of qualified teachers; only 28 per cent of al
teachers in schools have a university degree, and the rest have
either a two year diploma or just secondary schooling; and,

- There are inbalances in the fields of higher education. O al
graduates fromuniversities, only 25 per cent have a professional and
techni cal specialization, with the rest majoring in education and
academ c disciplines. 1In the same vein, only 31 per cent of
graduates from community colleges are in vocational and professiona
fields, and the rest are mgjoring in arts. This inbalance is partly
responsi ble for the spread of unenpl oynment anong university and
col | ege graduat es.

Consi dering these problens, two priorities can be identified. The first is
for the Mnistry of Education to create an institutional framework responsible
for unifying the two systens of education in the Wst Bank and Gaza Strip. The
new uni fi ed system shoul d be designed with the aimof transformng the education
systemtoward the acquisition of useful skills. 1In

this regard, the present two-track secondary school system (arts-science) should
be transformed into a unified one track system providing the students with
literacy, basic science and mathematics, and el ements of vocational training.
The second task for the Mnistry of Education is to fornulate a |long run plan of
the future needs in education. This should include projections of population
growth, the future needs of different econonmic and social sectors, and some
vision of regional coordination in the field of higher education and scientific



resear ch.

Heal th services are provided by three sources: government, UNRWA, and
private organi zati ons and physicians. The role of governnent (G vi
Admi ni stration) in devel oping the sector had been nminimal. The nunber of
governmental hospitals did not change during the occupation. This has resulted
in shortages of hospital beds; beds available in 1990 were 1,370 and 933 in the
West Bank and Gaza Strip, respectively. Wth the exception of UNRWA clinics for
children, there is no preventive nedicine in the territories. Furthernore,
government hospitals did not progress over the years, so any patient in need of
specialized treatnent is transferred to Israeli hospitals. This stagnation of
public health services stands in striking contrast to the increase in the nunber
of physicians. |In the last two decades, many Pal estini ans have studi ed nedicine
outside the territory and returned to open their own practices. In 1990, the
rati o of popul ation to physicians had reached 890 and 900 in the Wst Bank and
Gaza Strip, respectively.

Thi s inbal ance between the public and private role in the health sector has
resulted in an inefficient systemw th high costs. It is estimted that
10 per cent of CDP is spent on health care, which is high by internationa
standards. ' Increasing the effectiveness of the systemshould be the long term
goal of the Mnistry of Health, which should forrmulate a plan for the health care
needed in Palestine,and its provision at low cost. Such a schene should include
a plan for the gradual integration of the government systemw th that of UNRWA,
the allocation of roles to the public and private sectors, and the fornul ati on of
a national health insurance schenme. The National Health Plan, prepared by the
Red Crescent Society and the Pal estinian Health Council provides a good starting
poi nt. 157

In the short-term the Mnistry has to help sone of the private health
institutions, whose finances have been reduced as a result of the Qulf War. It
has to institute an energency programe designed to refurbish all nedica
equi prent that has remmi ned without proper mai ntenance because of |ack of funds.
It also has to devel op anot her energency programe to increase the accessibility
of health care in sone of the renote rural areas.

F. Public utilities

Devel opnent of the aforementioned sectors cannot proceed without a parallel
rehabilitati on and devel opnent of public utilities, in particular
water and electricity. Currently, public utilities in general and water and
electricity in particular in the West Bank and Gaza Strip are in a substandard
condition due to the general neglect coupled with the restrictions inposed.
The future of such utilities as water and electricity depends to a great extent
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on the details of the final status settlenent, as these utilities have an
i mportant political and regional dinmension. The follow ng paragraphs briefly
identify priorities with regard to main utilities:

Assuming full control over water resources, forecasts of future
Pal esti ni an demand for water are based on the two scenari os whi ch have gui ded
i nvestigation in other parts of this study. Based on these two scenarios, table
IV presents a forecast of the need for water over the period 1995-2010.
Conparing the future need with present consunption indicates that a considerable
increase in water supply is required

The increase in supply necessitates adopting appropriate policies for water
supply, distribution, quality and conservation. Carrying themout requires the
est abl i shnent of a Pal estinian Water Authority (as has been provided for in the
Paris Protocol). In the short termthe functions of this body coul d include:

- the takeover and administration of all Palestinian water utility and
related institutions;

- wat er resource exploitation, distribution and devel opnent;

- col lection and verification of available information related to the
availability of water resources, existing water distribution system
and all other related issues (e.g. water denand and popul ation
esti mates, and the associated process of socio-econonic devel opnent);

- supervision of all rehabilitation projects of the water distribution
system and/or installation of a new system and,

- providing |local nunicipalities and village councils with advice
concerning the nost appropriate ways for the devel opnent and
operation of maintenance procedures for water installations.

In the nmedi um and | onger terms, the Pal estinian Water Authority woul d need
to enbark on a devel opnental plan which could include the follow ng projects:

- ground wat er devel opnent projects, including rehabilitation of
exi sting wells through replacement of casing pipes, cleaning wells of
sedi nent, deepening of wells and replacenent of old inefficient
punps;

- buil ding main reservoirs, and installing main water pipelines;

- buil ding earth or concrete danms for run off harvesting (e.g. in
| ocations such as Wadi Fara'a, Wadi Auja, Wadi QIt, and
Wadi El - Mal eh) ;

- constructing the West CGhor canal to utilize the Palestinian share in
t he Jordan river basin;

- constructing a water pipeline to transport water fromthe Wst Bank
to the Gaza Strip in order to overconme the water shortage probl em
t here;
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- enhanci ng cooperation with nei ghbouring countries in the region in
wat er resource managenent, conservation, research and devel opnent,
i ncludi ng the adopti on of appropriate technol ogy for water resource
exploitati on and rmanagenent; and,

- devel opi ng a specialized centre for public education and information
related to all aspects of water use and conservation

Electricity services in the Wst Bank and Gaza Strip are in urgent need of
expansi on, nodernization and proper maintenance. There are nany comunities
wi t hout access to electricity, and others without full services between 6 and 12
hours a day. Mich of the power is supplied fromstations in Israel. Table IV-8
presents a forecast of future electricity consunption. 1In the first scenario,
the annual rate of increase in per capita electricity consunption is 8 per cent
for the period up to the year 2000, and 7 per cent during the period 2001-2010.
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In the second scenario, the increase is 8 per cent over the whol e period.
Meeting this increase in demand requires the adoption of policies and strategies
related to the generation, transm ssion, and distribution of electricity. O
nost inmportance is the elaboration of a strategy according to which the West Bank
and Gaza Strip reduce their dependency on Israel and achieve a neasure of self-
sufficiency. Such a strategy needs to consider generating electricity by
utilizing steam engi nes, and al so connecting the Palestinian electricity network
with that of Jordan. The latter could be acconplished fairly quickly, as high
voltage lines exist in the Jordan Valley, across the river Jordan

A m xed supply system which is conposed of an inproved connection with
Israel, a connection with Jordan and self generating capacity could be
i mpl enented in two phases. In the first, which can be expected to |ast over five
years, inprovenents in the interconnections with the Israeli grid are achieved.
At the same tinme, planning and inplenenting the interconnection with the
Jordanian grid would be well under way. During this phase, the purchase of 3-5
ener gency peak | ooping gas turbines of about 30 negawatt each is recommended. In
t he second phase, two nbdern steam power plants, one in the West Bank and one in
the Gaza Strip could be built.

For adequate and efficient distribution of electricity, the existing
network lines need to be replaced by a new distribution system The new system
woul d have to be designed to cater for future needs, especially those of
i ndustrial and housi ng expansion. The ownership of the transm ssion and
di stribution systens may be opened to the private sector, providing there are
proper public regul ations.

Meanwhil e, there is an urgent need to devel op the National Environnental
Authority, enabling it to assunme responsibility for all the planning, design and
management of waste water collection and treatnent services. The imediate and
short termtasks of this authority could be focused on
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- reviewing all the existing projects of rehabilitation, expansion, and
constructi on of new sewage systens. Sone of these are at an advanced
stage, and others require preparation of detailed designs and
esti mat es.

- setting and inpl enenting sanitation standards and specifications.

The nmedi um and | onger term tasks shoul d incl ude:

- upgradi ng sanitation systens in all main rmunicipalities.

- studying and inplenmenting the construction of a new sanitation system
in rural areas based on grouping together clusters of villages for
pur poses of commopn sanitary systens.

The new Nati onal Environnental Authority also needs to organi ze refuse

collection in urban areas and initiate collection services in rural areas. It

needs to construct disposal plants on a regional basis, and pronote solid waste
classification and naterial re-use and re-cycling progranmes.
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Chapter V

AN AGENDA FOR ACTI ON

A. The essentials of the reconstruction programre

Two maj or themes have enmerged fromthe analysis of this study. The first
concerns the fundanmental s of the Pal estinian reconstruction programe, and three
el enents have been emphasi zed: the need to institute an efficient and nmutually
supportive relationship between the public and the private sector; the need to
correct sectoral disarticulation by stressing the central role of agriculture and
i ndustry; and the need to end the econonm ¢ dependency on one tradi ng partner and
achi eve closer and nore diverse relations with all neighbours. The second thene
deals with the potential contradictions between short-run and | ong-run
objectives. It enphasizes the need to address the causes of problens rather than
their synptons, and to renedy pressing concerns by actions whose ranifications
expand | ong-term opportunities rather than constrain them

The three elenments included in the first thene can be el aborated as
foll ows:

1. The role of the public and private sectors

The reconstruction programe should be aimed at creating a | egal and
institutional framework in which each sector specializes in what it does best.
The private sector produces and distributes private goods and services. The
public sector produces public goods, including a support systemfor the private
sector, and adopts policies reducing inequality in the distribution of incone,
bet ween i ndi vi dual s, social groupings and regions (the Wst Bank vs. Gaza Strip,
urban vs. rural, and towns and villages vs. refugee canps). It is inportant that
private wealth be built up independently of political power or position, and vice
versa, otherw se rent-seeking will supplant productive activities.

Wi | e the nascent Pal estinian Authority has assuned control of an econony
whose public sector does not include productive or other State-owned enterprises,
the tenptation to initiate such activities under its domain during the
reconstructi on phase, out of considerations of apparent "expedi ency" or "economc
security", should continue to be strongly resisted at all |evels of governnent.

I ndeed, the inperatives of |egislating, regulating, supervising and enforcing are
so great in the current circunstances that the Pal estinian Authority would be
hard put to also contenplate engaging in direct business activities or
management. Such tenptations rmay present thenselves in the public utilities
sector (electricity, energy, and tel ecommunications, etc.), and other strategic
areas (e.g. comodity procurenent). The Palestinian private sector has
adequately diverse professional and technical capacities to assune the |eading
role. In very few areas where a nore active governnment role is desirable
(especially regarding certain physical infrastructure), to the extent possible
its involvenment should be in partnership and coordination with private-sector
actors.

2. The centrality of agriculture and industry

Expandi ng the capacity and the efficiency of these two sectors is
consi dered the central task of independent devel opnent, needed to free the
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Pal esti ni an econony fromthe structural distortion caused by occupation, and to
eventual |y achi eve sustainable growh. Agriculture should aimto regain the
ground | ost during the past decades in export markets and establish new

foot hol ds, while expandi ng the production of foods to accomvpdate the
reconstructi on progranme and expected increase in both income and popul ati on

The manufacturing sector has to expand and achi eve a higher share in GDP so as to
provi de necessary inputs to agriculture, construction and services. This should
aimat neeting a higher level of |ocal and external demand for manufactures,

wi t hout which the devel opment of those sectors will be constrai ned by bottl enecks
and shortages of foreign exchange. The growth of industry, however, will require
a corresponding growth in services, in particular producer services, |like
finance, insurance, real estate, engineering designs, accounting and ot her

busi ness services. This growth is essential in both the short and the long run
In the former, the growth is needed to facilitate the increase in investnent
needed in industry. 1In the latter, growh is needed to facilitate the export of
manuf acturing goods. At the sane tine, the potentials for devel opnent of
extractive industries, in particular stone, narble and construction-rel ated
materials, should be fully exploited for inmediate use in the reconstruction
programme as well as for continued (and expanded) export to regional markets.

3. The inportance of expanding and liberalizing Palestinian export and inport
nar ket s

At present, an inportant part of Palestinian GNP is generated fromincome
of the Pal estinian |abour force engaged in Israel. Mst of Palestinian trade
i nvol ves inporting fromand exporting to or through one trading partner. In
addition to its negative political dinmension, continuing dependency on one
trading partner is likely to have an adverse inpact on the |ong-term prospects of
Pal esti ni an economic growh. |t encourages the Pal estinian econony to produce
| owskill ed goods, and de-enphasi ze the accunul ati on of hunman capital, which is
crucial to growh. Furthernore, it limts the opening of the Pal estinian econony
with the rest of the world to the degree and orientation of Israeli relations
with these nmarkets. Palestinian trade, financial and sectoral devel oprent
policies nmust therefore be rooted in a clear understanding of the potential gains
and |l osses with all trading partners, including Israeli, Arab, European and other
OECD countries, and the gl obal econony in general

Qoviously, these are | ong-term objectives and as such it is inevitable that
policy-makers will often find thenmsel ves preoccupied with the present short-term
goal s and i medi ate gains. Identifying the adverse long-termeffects of short-
lived advantages is the subject of the second thenme that energed fromthe
analysis in this study. Mjor conflicts between short-term gains and | ong-term
| osses include the follow ng:

(a) In the short-term it may be attractive to enphasi ze services,
i nstead of agriculture and industry. Envisioning the future Pal estinian
territory as a regional centre for finance, trade and tourismis a concept with
wi de appeal. The exanpl es of Singapore or Hong Kong are often nentioned by

observers as a nodel for Palestinian developnent. Such a vision is, however
sinplistic and largely irrelevant. The Palestinian territory does not constitute
acity state; it is basically an agricultural econony whose devel oprment conti nues
to depend to a large extent on the agricultural sector fulfilling its traditiona
role in the devel opment process: offering the enbryonic manufacturing sector
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both [ ow priced inputs (labour and materials) and increased rural demand for

i ndustrial products. At a later stage, the manufacturing sector operates to
noderni ze agriculture, increasing its productivity and rel easing | abour for
urbani zation and industrialization. Experience in many |ess devel oped countries
shows tinme and again that de-enphasizing agriculture leads to a poor rura

popul ation with | ow purchasi ng power, which constrains the growmh of producer
services and industry. An attenpt to pronote services-sector growh that
bypasses the still weak and inefficient nmanufacturing sector risks creating new
structural inbal ances and disarticulation that could | ead to new externa
dependenci es, to the detrinment of |ong-term econom ¢ devel opnent.

(b) Since the 1993 Israeli-Pal estinian accords, considerable interest has
been generated in joint ventures and subcontracting agreenents with the
i ndustrial sectors of neighbouring countries. The promise of such activities is
that they bring a transfer of finance and technol ogy and enpl oy Pal esti ni an
| abour, thus alleviating unenploynment. The problemwi th such activities in
practice is that, while they are likely to enploy Pal estinians, not nuch
technol ogy is expected to be transferred because such subcontracting and joint
venture arrangenments nmay largely concentrate on factories producing
| abour-intensive goods. This would result in |ocking the Pal estinian econony
into the established structure, and rel egate Pal estinian industry to prol onged
dependency. Joint ventures or any other cooperative arrangenents shoul d be
careful ly considered according to the strategic criteria of finance and
technol ogy transfers, and not primarily with respect to short-term considerations
of unenpl oynent. The latter problemcan be better solved by expanding the
donestic productive sectors, sonething which has long-termas well as i mediate
benefits.

(c) The availability of foreign financial assistance, and the hope of
i ncreased foreign investnment in the future as a result of stability and peace,
has fostered the belief in sonme circles that donestic savings could cease to be
the primary source of capital accurmulation. |If this results in abandoning
policies needed to stinmnulate donestic savings and constrain consunpti on and
inmports, it will have disastrous |ong-term consequences. Foreign assistance, by
its very nature, is a very short-termrenedy, and cannot be relied upon for nore
than a few years. Mre inportantly, despite all the publicity in support of
gl obalization and free capital nobility, foreign investnent has not yet becone a
maj or factor in capital accumulation in the majority of |ess devel oped countri es.
Most of the international capital is of short-termcharacter, and cannot sensibly
be used to finance | ong-term devel opnent investnents. The recent Mexican
econom c crisis was, anmong other aspects, an exanple of the unreliability of
foreign capital in sustaining a donestic investnent programme. It is also no
coi nci dence that the fast-grow ng Asian countries, which do attract a
consi derabl e ambunt of foreign capital, also have the highest rates of nationa
saving in the world.

These are sone of the najor areas where a conflict exists between
short-termgains and |ong-term| osses, but there are many nore. Identifying the
conflict in particular policy nmeasures is not easy, and requires analysis by
prof essi onal s based on sound research. Nevertheless, it is necessary that all
policies shoul d be based on conpetent advice, which includes estinmates of both
short- and long-termramfications. Ad hoc decisions, if allowed to becone
pervasive, could prove to be a very damagi ng constraint on the reconstruction
pr ogr ame.
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To reduce the conflict between short-lived gains and |long-term
di sadvant ages, the reconstruction programe needs to tackle i medi ate problens -
such as unenpl oynent - through policies consistent with | ong-term objectives, and
to speed up the effort to reformthe distortions in |abour, capital and | and
mar ket s brought about by nore than a quarter of a century's neglect. Priority,
therefore, should be given to activities that satisfy the double requirenent of
generating production and enpl oynent and expandi ng the capacity of the private
sector. Quided by these two concerns —renoving the past distortions, and
encouragi ng activities that have positive inpact in both the short and |Iong term
—a range of recommendations dealing with each sector has been propounded in
previous chapters. These recommendations are outlined below in an integrated
manner under four headings: |egal and institutional framework, econonic
policies, infrastructure and human resources.

B. The legal and institutional franework

The existing | aws governing the conduct of economic |life and business
activities in the Palestinian territory are outdated and conflicting. The Wst
Bank has been basically applying Jordani an Laws, which existed prior to 1967
while the Gaza Strip largely relied upon those of Mandate Pal estine. The |srael
authorities have al so i ssued nunerous military orders regul ati ng economc
relations and activities over the |ast 27 years. |ndependent devel opnent
requi res the gradual suspension of all these conflicting regulations, in the
promul gati on of which the Pal estinian people had no direct say, and the
establishment of a unified systemof |laws and regulations in both regions of the
Pal estinian territory, covering the follow ng issues:

- property rights;

- conmer ci al transactions;

- operation of banks, insurance, investnent, and trust conpanies;
- bankruptcy and forecl osure;

- clear |and zoning;

- | aws of tenancy;

- | egal framework of the transportation system

Equal ly inmportant is the establishment of many new public institutions
needed to allow the public sector to performits role in the econonic sphere.
The nost prom nent of these include:

- Nat i onal Bureau of the Budget, a departnent within the Ofice of the
Chi ef Executive or in the Mnistry of Finance responsible for al
matters related to the role of the Executive Branch in preparing,

i mpl enenting and nonitoring the central government budget;
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- Bureau of Audit, a departnent independent of any governnent unit, and
responsible directly to the Palestinian Legislative Council. Its
function would include auditing all government units, and setting the
standards for private auditing practice;

- Nati onal Agriculture Planning Board, a departnent in the Mnistry of
Agriculture, which includes representatives from Fi nance, Vater,
Land, Trade and Cooperatives, which would be responsible for al
aspects of directive planning in agriculture;

- Agricul tural Mrketing Board, conprising representatives of both the
private and public sectors, responsible for initiating and
coordi nating marketing activities;

- Water Authority, responsible for all matters related to water supply,
di stribution and conservation

- Energy Authority, responsible for all matters related to securing
i ndependent electricity supply and matters related to other sources
of energy;

- Envi ronnent Authority, responsible, inter alia, for planning,
desi gni ng, and nanagi ng waste water collection and treatnment services
as well as the safeguarding of the environment;

- Housi ng Authority, responsible for planning and inplenenting a
nati onal housing policy, strategy and progranmre of action;

- Ref ugees Settlenent Authority, responsible for all aspects of the
task of resettling refugees;

- Agricul tural Devel opment Bank
- I ndustrial Devel opment Bank

- Mortgage Institute, an institution responsible for lending to
noderate i ncone groups for the purpose of buil ding houses.

C. Economic policies

The ultimte goal of the reconstruction progranme is to expand the
producti ve capacity of the economny, so that enough production, enploynment, and
trade are generated to correct the | abour narket inbalance and close the trade
deficit. Achieving these goals requires the inplenmentation over a nunber of
years of an economnic policy package conducive to intensifying i nvestnment and
rai sing exports on the one hand, and restraining increases in consunption and
i mports on the other. Elenents of this policy package were discussed throughout
the study. The follow ng paragraphs summari ze their main points.

1. | nvest nent _and savi ng

Stinmulating private savings requires a tax reformthat increases
i ncentives. This would include nore reliance on consunption-based taxation, and
a reduction in the marginal rate of incone tax. Inports of |uxuries would need



- 94 -

to be rationalized and subjected to a relatively higher schedule of tariffs. The
PMA shoul d al so encourage banks to create financial instruments designed for
speci al groups of savers, in particular Palestinians |iving outside the Wst Bank
and Gaza Strip. Investnent can al so be increased by establishing Industrial and
Agricul tural Banks, which would provide |oans for investrment at subsidized rates,
supply technical and financial advice to investors in agriculture and industry,
coupled with preferential tax treatnment for investnment in certain regions, and
hel p create a hospitable climate for foreign investnent.

2. Trade strategy

The future of the Pal estinian econony would be well-served by having a free
trade agreenent with all its neighbours. However, novenent towards achieving
this goal should be gradual, and take place after the Pal estinian econony frees
itself fromthe custons union agreed upon in the Protocol, and has had enough
time to recover sonme of the ground it lost in the neighbouring markets owing to
the harnful restrictions of the past decades. Free trade agreenents with the
Arab countries need to be pursued aggressively by entering into bilateral or
nmultilateral agreenents that specify a tinetable for the renoval of tariffs
Non-tariff barriers also need to be treated as part of any free trade agreenents
with Israel and the Arab countries.

3. Monet ary concerns

The two-currency standard (the Israeli Shekel and the Jordani an Di nar)
agreed upon in the agreenents with Israel and Jordan is not an ideal arrangenent.

I ndeed, it has many di sadvantages. It is therefore reconmended that, after the
transition period, the PVA adopt a national currency, preferably linked initially
to the Dinar. |In the neantinme, the PMA has sone very inportant tasks to perform

Facilitating the establishment of new banks, insurance conpanies, and other
financial institutions, is a matter of major concern. Creating unified rules and
regul ati ons to govern the operations of the financial systemis another
preoccupation. Both of these tasks need to foster an atnosphere conducive to

i ncreasing both the supply of, and the demand for, credits. Pronoting financial
internediation is essential to carrying the reconstruction programe fromthe
stage of dependence on donor financing to the stage where domestic finance
predom nat es.

4. Macr oecononi ¢ _policies

An intensive progranme of building infrastructures and public institutions
financed nainly through external aid without a parallel effort at increasing
agricultural and industrial output threatens to heat up the econony and, inter
alia, change the relative price of tradables and non-tradables. The situation
could be exacerbated if positive prospects for peace trigger sizeable inflows of
capital from Pal estinian expatriates and others for specul ative purposes in | and
and real estate. Preventing these problens fromconstraining the real growh of
t he econony requires an effective use of fiscal and nonetary policy to achieve
both a stable donestic price level and a stable real exchange rate. The PMA in
the transition period cannot use nonetary policy fully at the nacro | evel since
its control over the nonetary base is severely restricted by the absence of a
nati onal currency. It can, however, use nonetary instrunments to discourage



- 95 -

harnful activities. Fiscal policy will have to be relied upon to effect both
expendi ture reduction and expenditure switching, by creative use of fisca
purchases, taxes and subsi di es.

5. Sectoral issues

The Pal estini an econony suffers fromsectoral disarticulation. Less than
one third of Palestinian GDP is produced by agriculture and industry, conpared to
nore than one half in economies with conparable per capita i ncone. Progranmes
aimed at increasing the shares of agriculture and industry have to be carried out
in stages. At the early stage, when the construction of infrastructures and the
buil ding of public institutions are under way, policies are needed to pronote the
expansi on of agriculture. This is necessary to enable the agriculture sector to
supply the econony with cheap necessities and to create rural denmand for the
products of other sectors. This increased demand will pronote the growth of the
traditional industries of textiles, |eather, pharmaceuticals, agro-industries and

building materials. 1n the second stage, the manufacturing sector woul d operate
to nodernize agriculture, increasing its productivity and rel easing | abour for
its own growh. In this stage, the expansi on and noderni zation of services and

construction will also depend on the manufacturing sector creating new industries
enpl oying highly skilled | abour and usi ng advanced technol ogy |i ke engi neering
design, electronics and conmputer software

D. Infrastructure

Physical infrastructures in the West Bank and Gaza Strip are in very poor
condition. Public services which rely upon infrastructures are well bel ow those
i n nei ghbouring countries with regard to both quantity and quality. This has
constrai ned the capacity of the productive sectors, and caused consi derabl e
danmage to the environment. The "Progranme for Devel opment of the Pal estinian
Nat i onal Economny for the Years 1994-2000" (PDP), prepared by Pal estine's
Depart ment of Economic Affairs and Pl anni ng, contains detail ed programres for the
construction and renovation of all the required infrastructures. Qher parties,

i ncluding the World Bank, have proposed energency and short-term progranmes to
address sone of the issues identified by the PDP. The foll ow ng aspects,

enphasi zed in the course of this study, present a general description of the need
in a few areas, the inmprovenent of which is essential to the reconstruction
programme. In other words, these are the areas where inadequate infrastructure
is partly responsible for the vicious circle created by the interplay of
restrictions on production and barriers to trade.

1. Natural resources

To renove the restrictions on production caused by a declining natura
resource base, an increase in the areas of cultivated |and and the supply of
water is urgently needed. A serious reclamation process is needed to extend the
I and available for agriculture, industrial expansion, and residenti al
construction. A conprehensive progranme ained at increasing the supply of water
entails building new artesian wells, reservoirs, and springs, as well as
rehabilitating and renovating old ones. Sinmilarly, the lack of an independent
source of electricity places a constraint on production. A unified Palestinian
power system operating as part of a regional systemis needed.

The system coul d have sone degree of independence, and the capacity to expand the
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supply of electricity according to the denmand requirenment of the Pal estinian
econoni ¢ devel opnment and growt h.

2. Transportation

A maj or inproverment in the transport systemis called for to integrate
markets and stinulate both internal and external trade.

- The whol e road network needs conprehensive rehabilitation and
expansion. In particular, a conprehensive agriculture road systemis
required.

- The Pal estinian econony needs a direct outlet to the world econony,
so that Palestinians can trade with other countries w thout going
t hrough one trading partner. Such an outlet is essential to enlarged
export activities and i ndependent trade. 1In this regard, the project
ainmed at building a commercial seaport in Gaza needs to be diligently
i mpl enented. Mbodernizing and enlarging the small airport at Qal andi a
and building a new airport in the Gaza Strip also calls for urgent
acti on.

3. Public community services

The expansion of economi c activities cannot be sustained without a major
i mprovenent in the productivity of labour. Such an inprovenent needs in turn an
i mprovenent in health and education, and the general |evel of public conmunity
services. General living conditions are in need of inprovenent especially in
refugee canps, snmall towns, and villages. The resettlenment of the refugees and
the ending of the inhuman living conditions in the canps should be a high
priority of the reconstruction progranme. The Water Authority needs to enbark on
a programme of rehabilitati on and expansion of all water supply and sewage
systens. Sinilarly, the new Environnmental Authority should intensify its efforts
in organizing solid waste collection in urban areas and initiating collection
services in rural areas. The supply of comunity services is well bel ow current
demand. Accordingly, there is an urgent need to build new public schools, health
centres, hospitals, culture and recreational facilities, post offices, and police
stations. In Chapter IV, section D2, a set of detailed recomendati ons was
presented, classified according to function and region. It is estimted that
around 6, 304 dununs of land will be needed for all the recommended buil dings.
Public schools and cultural facilities occupy 86.5 per cent of the total, whereas
public health facilities and public services occupy 11 per cent and 2.5 per cent,
respectively.

E. Hunan resources

The Pal estinian territory suffers fromthree major problens in the area of
human resources. The first is the failure of the econony to generate enough
enpl oynent, leading to one third of the | abour force working in Israel and to
severe donestic unenpl oynent. The second is a |abour participation rate that is
consi derably below the rate in neighbouring countries. The third problemis |ow
| abour productivity, especially in the nanufacturing sector



1. Unenpl oynent

At present, it is estimated that 4,000 new jobs are generated per year in
the Pal estinian territory, whereas the natural growh of the |abour force
requires 9,000 jobs. Phasing out enploynment in Israel over a five-year period
requires the creation of 15,000 to 20,000 new jobs per year. Added to this are
the new jobs required for the Palestinian returnees. Yet, as was indicated
earlier, renmoving constraints and enbarking on an intense investment progranme,
aided by foreign financial assistance and directed by sensible macroecononic and
sectoral policies, wuld enable the econony to absorb its | abour force and reduce
t he unenpl oynent rate to 9 per cent by the year 2010. It is recomended that a
relief progranme designed to aid the famlies of the unenployed be initiated in
order to ease the disruption during the period of adjustment.

2. Participation in the | abour force

Wi | e unenpl oynent is the nost pressing problemat present, the future
standard of living in Palestine also depends on raising its rate of |abour
participation. At present it is 19 per cent, whereas it is 36 per cent in
| srael, 27 per cent in Egypt, 25 per cent in the Syrian Arab Republic, and
23 per cent in Jordan. Undoubtedly, the average young age of the population in
Pal esti ne and the di scouragenent generated by high unenpl oynment are contributory
factors to the |low participation rate. However, other inportant factors include
the role of wonen in econonmic |ife, and the general conditions of |abour and
enpl oyer - enpl oyee rel ations. Regarding the role of wonen, it is recomended to
enbark on a general canpaign ained at:

- nmobi i zi ng wonmen and enhanci ng awar eness of their rights in various
domai ns within both public and private sectors;

- adopting legislation that would elimnate discrimnation agai nst
woren i n enpl oynent opportunities, and ensure equal pay and chances
of pronotion;

- creating an appropriate institutional franework to support womren
entrepreneurs, and inprove wonen's access to credit, finance and
| egal assi stance;

- extendi ng public financial subsidies to day-care centres that cater
for children of poor families; and,

- establishing a database on wonen's invol vemrent in the econony, which
can be used as an instrument for the future planning of the role of
women i n soci o-econoni ¢ endeavours.

As for |abour relations, there is need for new | egislation covering all
aspects of labour rights in unionization, contractual regulations, hours of work,
saf ety measures, sick |eave and vacations, pensions, and insurance agai nst
injury, disability and death. Establishnent of enploynment bureaux in major urban
centres, in order to supply information concerning the |abour market, would al so
be hel pful in mininmzing the cost of searching for enploynment opportunities.

3. Productivity
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The productivity of |abour depends on three different kinds of capital
private capital used in production; the quantity and quality of public-sector
capital which supports the private sector; and the skills and education of the
| abour force referred to as human capital. In other sections of this study,
attention was focused on the need for intensifying investnment progranmes to
augrment the stock of capital in both the private and public sectors. The
fol |l owi ng paragraphs concentrate on recomendations related to the accunul ation
of human capital and are classified under three headings:

(a) Education

- Create a unified systemof education in the Wst Bank and Gaza Strip.
The present two-track secondary school system (arts-science) shoul d
be transformed into a one-track system providing the students with
literacy, basic science and mathematics, as well as el enents of
vocational training.

- Prioritize the building of new schools, and the renovati on and
expansion of old ones. A time table should be set to elimnate
overcrowding in the classroomand the two-shift system Mre
resources should be allocated to libraries, |aboratories, conmputers
and other facilities.

- Formul ate a long-term plan of future needs in higher education. This
shoul d be based on projections of population growh and the future
needs of different soci o-econom c sectors. The goal should be the
gradual elimnation of the present inbalance between humanities and
arts on the one hand, and vocational and professional fields on the
ot her.

- Assessnent of pre-college and coll ege education in the vital sectors
of agriculture and industry is reconmended. The aimshould be to
identify ways and nmeans of increasing their relevance to energing
| ocal needs.

(b) Scientific research

- It is recormended that the Council for Hi gher Education establish a
body responsi ble for the funding and encouragenent of scientific
research.

- It is recoomended that a separate departnent in the Mnistry of
Agriculture be established for the purpose of conducting applied
agriculture research and supervision of the research activities of
all agricultural experinental stations. A simlar departmnment shoul d
be established in the Mnistry of Industry to provide | eadership and
support to all activities in applied industrial research

- Research activities should be pronoted by giving tax incentives to
firms and individuals to encourage the provision of research grants
to universities and research institutions.

(c) Labour skills
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- I ncreasing productivity in agriculture requires that the Mnistry of
Agriculture establish institutions that would train the agriculture
| abour force in nmodern techniques. These should include installation
and operation of nodern irrigation techniques, proper pruning
technol ogi es, use of fertilizers and pesticides, training in skills
related to marketing, and, especially, the operation of cooling and
storage facilities.

- I ncreasing productivity in industry requires creating a |link between
scientific facilities at the universities and industrial firns.
There is also a need to establish technical institutions suitable for
trai ni ng workers capabl e of working with specialized engineers. The
nost needed skills are in the areas of electronics, electric tools
and comuni cati ons.

- In the services sector, there is a lack of formal institutions to
train professionals in nost of the fields. These include hotel and
restaurant managenent, tourist guides and tour operators, trave
agents and insurance, financial and marketing professionals. It is
reconmended that the public sector should encourage the private
sector through subsidies and preferential tax treatnent to establish
such institutions. 1In this sphere, the assistance of internationa
organi zations coul d be used to good effect.

Not es

1. Document UNCTAD/ ECDC/ SEU 6 and Add. 1.

2. By the end of 1992, 68 per cent of total land of the
West Bank, and 40 per cent of that of the Gaza Strip had been
removed from Pal estinian use or control as a result of Israeli
measur es. For nore information see UNCTAD "Recent economc
devel opnents in the occupied territory"™ (TD B/1305), and
"Devel opnments in the econonmy of the occupied Palestinian
territory" (TD/ B/ 40(1)8), p. 14.

3. For a detailed account of developnents in the financial
sector, see "The financial sector wunder |Israeli occupation”
(UNCTAD/ ST/ SEU/ 3/ Rev. 1) .

4. For recent accounts of devel opnents in the trade sector, see:
"Pal estinian  external trade under | sraeli occupati on”
(UNCTAD RDP/ SEU/ 1) ; "Main features of donestic and external
nmer chandi se trade of t he West Bank and Gaza Strip"
( UNCTAD/ ECDC/ SEU/ 5) ; and, UNCTAD "Devel opnents in the econony of
t he occupied Palestinian territory" (TD B/ 41(1)/3).

5. See: Hamed O and R A Shaban (1993), "One si ded custons and
nonetary union: the case of the West Bank and Gaza Strip, under
| sraeli occupation”, in Stanley Fisher, D. Rodrik and E. Tuma
(eds.), The economics of Mddle East peace, M T Press,
Canbridge, MA. See also: 1. Luski and J. Weinblatt (1994) "The
West Bank and Gaza Strip: a macroecononic profile and sinulation
nodel ", Departnment of Econom cs, Ben-Gurion University of the
Negev and the Philippe Mnaster Centre for Econom c Research.




6. The nunber of Pal estinian workers in Israel,
of the total Pal estinian|abour force, increased fromll per cent
in 1970 to 34 per cent in 1980, and to 36 per cent by 1992.
"Revi ew of | abour

Gaza Strip”

7. The followng table presents industrial
It denonstrates that i nvestment inindustry
i n housing increased many fol d.

of total investnent.
has stagnated whereas that

and enpl oynent
( UNCTAD/ ECDC/ SEU/ 9) ,
table 11-2 in this chapter
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trends
tables 3

in the West Bank and

and 4.

as a percentage

and housi ng shares

Year West Bank Gaza Strip
| ndustry | Housing |lIndustry [ Housing
(% (% (% (%

1970* (60 (1972) (39 (1972) 19 19

1980 27 45 18 74

1987 28 60 20 64

* West Bank data is for 1972.
The  percent ages are calculated from tables I and |
Appendi x 11 of Luski and Weinblatt, "The  West Bank
Gaza Strip ...", op. cit., pp. 114-116.

8. Abu-Shukr et al. estimate that 80 per cent of the industrial
establishnments that were operating before 1967 had cl osed down
during the occupation, and that subcontracting with Israeli firns
was one of the inportant factors behind the establishnment of
firms during the occupation. See Abu-Shukr, Sal eh and Al awneh,
Industrializationinthe West Bank, An-Naj ah National University,
Nabl us, 1991 (in Arabic).

9. Parallel with the adverse inpact of intifada, the economc
situation had further deteriorated as a result of the Gulf war.
Sara Roy described the severity of the situation as follows: "by
June 1991, UNRWA was f eedi ng an unprecedent ed 120, 000 refugee and
non-refugee famlies in Gaza Strip - alnost the entire popul ati on
- and 165,000 famlies in the West Bank. During 1992, UNRWA
di stri buted an addi ti onal 430,000 fam |y food parcels in Gaza and
119,000 in the West Bank to communities with energent need".
Describing the effect of the Israeli closure of March 1993, and
the concurrent |oss of Palestinian incone she states that
"one nonth into closure, UNRWA was pl anning four energency food
distributions in Gaza Strip, one every two nonths, for
96, 000 refugee famlies and 30,000 non-refugee famlies for a
total of 480,000 famly rations". Requests from refugees and
non-refugees ali ke for food, cash aid, and enpl oynent exceed t he
energency's capacity to provide thent. See: Roy, Sara,

and
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"Separation or integration: closure and the econom c future of
the Gaza Strip revisited" The Mddle East Journal, vol. 48,
No. 1, Wnter 1994, pp. 12-30. "Unenpl oynent was cited at around
25 per cent (out of a | abour force of some 350,000) in early 1994
by sone international sources". See: "Devel opnents in the
econony ..." (TD/B/41(1)/3), op. cit., p. 14.

10. The total consunption of electricity per capita in the OPT
is just one tenth of that of Israel and alnobst one third of
Jordan. In the West Bank, around 50 per cent of villages (wth
38.5 per cent of the total rural popul ati on) does not have water
di stribution systens. See: UNCTAD "Public Uilities in the
West Bank and Gaza Strip" (UNCTAD/ ECDC/ SEU 2), Chapter 111. The
Wrld Bank mssion to the OPT described the services of basic
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GoP

| t | ndustry.

g- rate of growh in GDP.
i- rate of growth in I.

Accordingly, we can wite:

Q = Q . exp(q

| ¢ lo . exp(i

t).
t).

To doubl e i ndustry's share in GP in t years, the follow ng
emer ges:

(1:/Q) = 2(1d/ Q) or
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certain year, and t her ef or e, repr esent an
underestimation by at | east the nunber of people who do
not return to the Palestinian territory during the
year;

(1i) Wen the census was taken, a significant proportion of
the population was not present because of the war.
Except for a very limted nunber of peopl e who returned
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under the "fam |y reunion” arrangenent, the majority of
the "absent" population has not yet been allowed to
return; and,

(ti1) The popul ation of east Jerusalem and the surrounding
villages is not accounted for inthe Israeli statistics
as a result of the annexation of the areas by Israel in
1967.

136. It is assumed that as of 1996, Pal estinians from outside
the territory will be added to the de facto resident popul ation
at a rate declining gradually from 3 per cent per annum of
resident population to 1.5 per cent by the year 2010. These
rates yield an average annual flow of net emgration of sone
40,000 in the case of the Wst Bank, and 27,000 in the case of
the Gaza Strip. Thus, by the year 2010, 600,000 Pal estini ans
woul d have returned to the West Bank, and anot her 400, 000 woul d
have cone back to the Gaza Strip, constituting together a total

returnee population of 1 mllion. It is also assuned that the
returni ng popul ation will have the same age structure, fertility
and nortality features as the resident population. It is

inmportant to note here that the population estinmates of table
| V-2 are based on Israel CBS popul ation estimates of 1990, which
is believed by nost Pal estinian sources to have a downward bi as
of between 300 to 500 thousand. This inplies that UNCTAD s
estimates of population for the period 1993-2010 (including
returnees) is a conservative one. For various estimtes of the

popul ati on see: "Popul ati on and denographi ¢ devel opnent in the
West Bank and Gaza Strip until 1990" (UNCTAD ECDC/ SEU/ 1), table
1.1, p. 57, and "Prospects ..." (UNCTAD ECDC/ SEU/ 6), op. cit.

137. This section draws on an unpublished report prepared for
UNCTAD by Rami Abdul - Hadi, 1992.

138. These figures are taken from "Paper presented by the
Eur opean Comnmi ssion to the refugees working group to the Mddle
East peace process", 1995.

139. These figures are based on the assunption that the average
househol d size is six and the average cost of a residential unit
i s between $40, 000- 60, 000 including residential infrastructure.
I n an unpubl i shed paper entitled "Reparations and rehabilitation
of Pal estinian refugees”, Ruth Klinov estimates the cost of
resettlement of all canp dwellers in the West Bank and Gaza Strip
to be around $1.2 billion. Her |ower estimate i s based, however,
on a |l arge average household size (7.5), and very snmall average
cost per residential unit ($2,000). In a forthcom ng publication
by FAFO, Elia Zurick reports, based on a survey conducted in the
fall of 1995, that average famly size is 5.9 and average
househol d size is 6.6. The Wrld Bank m ssion reports, that in
1993, the | east expensive housing unit in the West Bank sold for
about $45, 000, in "Developing ...", op. cit., vol. 5, para. 7.12,
p. 94.
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. This figure is a rough estinmate based on taking certain
per cent age of the stock.
needed in order to arrive at accurate figures.

. For

) See:
[1;

I bid.,
I bi d.

. In the West Bank,
have recei ved form

a detailed

"The Pal estinian financia

Wirl d Bank, "Developing ...

p. 85.

bi d.,

Bank and Gaza Strip,

I nvestigation of

1967-1990",

. "Devel opnents in the services

A conprehensive survey of housing is

_ _ the services sector,
reference is made to "Devel opnents in the services sector in the

, op.

sect or

cit.

" , Op
, vol.

( UNCTAD/ ECDC/ SEU/ 7) .

cit.,
3, p.

only 6 out of 58 practising accountants
certificates either fromlsrae
The rest are allowed to practise on the basis of m nim
p. 49.

or abroad.
one year

. (UNCTAD/ ECDC/ SEU/ 7) ,

, Op. Cit,

: Many Pal estinians who live in Europe and North America

training. |
146

vol. 1, p. 76.
147. 1bid.
148. | bid.
149

t heir | and.
150. For

rel ated services

in

a detailed account of
i nposed on the tourismindustry,
the Pal estinian

occupati on” (UNCTAD/ RDP/ SEU 7), chapter
presents a picture of

how i nport ant

changed during the occupati on.

see:

spending their

vacat i

ons in

restrictions and regul ations
"The tourism sector
territory under
The follow ng table
branches of

and

| sraeli

the industry

Year Travel Agents Tour Cui des Tour Buses
Pal esti ni an iI srael Pal estini an I sraeli gﬁl estini I sraeli
1967 47 35 206 N. A 20 N. A
1992 36 436 70 4,30 108 1,100
0
Sour ce: Wrld Bank, "Devel oping " op. cit., wvol.
para. 1.60, p. 45.
151. 1Ibid., para. 1.56, p. 44.
152. Ibid.

3,
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153. "The tourismsector..." (UNCTAD/ RDP/ SEU/ 7), op. cit.
154. See: "Environnent ..." (UNCTAD/ ECDC/ SEU/ 8), op. cit.

155. This subsection is based on a section of a report prepared
for UNCTAD by Khawl a Shakhshir Sabri, 1992 (unpubli shed).

156. Worl d Bank, "Energency assistance", op. cit., p. 84.

157. The plan identifies 29 programme areas in which health
services mght be inproved. It estimates that by the year 2002
the resultant health care cost woul d range between 6.3 and 11.2
per cent of GDP, depending on the real rate of econom c grow h.

158. The projected rates of growh in per capita electricity
consunption for the periods 1995-2000 and 2001-2010, are based
on the average rate of growmh in per capita electricity
consunption observed in the West Bank during the |ast decade,
i.e. 5.4 per cent and the expected increase in economc
activities as specified inthe two alternative scenarios for the
two periods. This section draws on unpublished reports prepared
for UNCTAD by Saneer Abu Ei sheh on prospects for devel opnent of
Pal estinian public utilities, 1992.
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Table I1-1. The resource gap, 1987-1993
1987 1989 1991 1993
(Per cent age)
| mport surplus a/ 54 59 51 43
I nvest ment surplus b/ 11 7 12 15
GDP/ GNP 72 67 74 81
(1990 U. S. dollars)

GDP per capita 1 336.0 1 070.4 715. 3 1 035.9
GNP per capita 1 856.2 1 549.5 965. 1 1 275.5

Source: Calculated fromestimtes by UNCTAD secretariat in "Prospects for
sust ai ned devel opnent of the Pal estinian econony in the West Bank and Gaza Strip:
a quantitative framework" (UNCTAD ECDC/ SEU 6) .

a/l Defined as (lnmports - Exports)/ G\P.
b/ Defined as (lnvestrment - National saving)/G\P.
Table 11-2. The | abour market inbal ance, 1992-1994
1992 1993 1994

Labour force (thousands) 317 329 370
Unenpl oynment (% a/ 38 30 31
Enpl oynment in |srael b/
(% of total enployed) 36 27 26

Source: Calculated from"Report of the Director General, Appendix". ILO

82nd Sessi on,

1995, and esti mtes of UNCTAD secretariat.

al This rate is cal culated assuning no work in Israel.

b/ This assumes maxi mum enpl oynent

in Israel.
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Table 11-3. The sectoral inbalance, 1992-1993
Conpar ative sectoral shares of GDP
(Per cent age)
Pal esti ni an Jor dan Egypt | srae
territory
Agricul ture 5 6 18 2
| ndustry 9 27 30 22
Construction 13 7 NA 10
Servi ces 53 59 52 65
Sources: - The figures for the Palestinian territory are calcul ated as an
average of two years to snooth the olive cycle. They are based
on estinmates of the UNCTAD secretariat for the years 1992-1993.
- The figures for Jordan, Egypt and Israel are in current prices
for 1991. They are taken from Wrld Bank, Peace and the
Jordani an Econony, 1994, table 1.2, p. 10.
- Data for Jordan are for 1991, taken from UNCTAD Handbook of
Internati onal Trade and Devel opnent Statistics, 1994.
Note: NA - classified with other sectors.
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Table I1-4. Baseline scenario, 1995-2010

Labour mar ket inbal ance

1995 2000 2005 2010
Labour force 369 436 516 600
(t housands)
Unenpl oynent (% 32 38 44 50
Enpl oynment in |srael 30 28 26 25
(% of total enploynent)
(ii) Resource gap
1995 2000 2005 2010
| mport surplus a/ 37 36 35 33
(% of GNP)
I nvest nent surplus b/ 16 15 15 13
(% of GNP)
GDP/ G\P 78 79 80 80
(iii) Per capita product c/
1995 2000 2005 2010
GDP per capita 749 753 760 711
GNP per capita 950 949 953 964

Source: (i) Calculated from "Prospects for sustained devel opnment of the
Pal estinian econony in the Wrld Bank and Gaza Strip: a
qguantitative framewor k", (UNCTAD/ ECDC/ SEU 6), table 3/4, p. 38.
(ii) and (iii) Calculated fromestimtes of UNCTAD secretari at.
a/l Inport surplus = Inports - exports.

b/ Investnment surplus = Investnent - savings.

c/ Per capita values are in US$ 1990.
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Table I1-5. Baseline variant scenario, 1995-2010
(i) Labour narket inbal ance
1995 2000 2005 2010
Labour force 387 482 599 733
(t housands)
Unenpl oynent (% 20 26 33 39
Enpl oynment in |srael 24 24 19 18
(% of total enploynent)
(ii) Resource gap
1995 2000 2005 2010
| mport surplus a/ 35 35 35 35
(t housands)
I nvest nent surplus b/ 18 20 21 22
(% of GNP)
GDP/ GNP (% 83 87 86 87
(iii) Per capita product c/
1995 2000 2005 2010
GDP per capita 1 095 1 223 1 246 1 290
GNP per capita 1 331 1 440 1 446 1 477

Sour ces:

(i) Calculated from "Prospects for
Pal estinian econony in

sust ai ned devel opnent

of

the Wrld Bank and Gaza Strip:
quantitative framework", (UNCTAD) ECDC/ SEU 6), tabl e 3/6, p. 44.

(ii) and (iii) Calculated fromesti nates of UNCTAD secretari at.
a/l Inport surplus = Inports - exports.
b/ Investnment surplus = Investnent - savings.

c/ Per capita values are in US$ 1990.
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Table I'11-1. Alternative scenario (wthout population return), 1995-2010
(i) Labour narket inbal ance
1995 2000 2005 2010
Popul ati on (thousands) 2 034 2 793 3 677 4 636
Labour force 423 606 854 1 127
(t housands)
Unenpl oynent (% 19 9 10 3
Enpl oynment in |srael 30 17 12 9
(% of total enploynent)
(ii) Resource gap
1995 2000 2005 2010
| mport surplus a/ 35 49 40 22
(% of GNP)
I nvest nent surplus b/ 20 39 29 17
(% of GNP)
Net transfer/GDP 8 30 19 4
(iii) Per capita product c/
1995 2000 2005 2010
GDP/ G\P 84 90 93 94
GDP per capita 1 203 1 630 1 865 2 273
GNP per capita 1 424 1 810 2 016 2 406

Sour ces:

(i)

p. 68.

(i)

a/ Defined as (lnports -
b/ Defined as (Ilnvestnent -

Cal cul ated from "Prospects for
Pal esti ni an
a quantitative

in
f ranmewor k",

econony

Exports)/ CDP
Savi ng) / G\P.

c/ Per capita values are in US$ 1990.

( UNCTAD/ ECDC/ SEUI 6) ,

sust ai ned devel opnent
the Wrld Bank and Gaza Strip:

of

t he

table 4/5,

and (iii) Calculated fromesti nates of UNCTAD secretari at.
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Table I111-2. Alternative scenario (with population return), 1995-2010
(i) Labour narket inbal ance
1995 2000 2005 2010
Popul ati on (thousands) 2 034 2 407 2 820 3 253
Labour force (thousands) 423 525 653 798
Unenpl oynent (% 19 9 5 2
Enpl oynment in |srael 30 20 16 12
(% of total enploynent)
(ii) Resource gap
1995 2000 2005 2010
I nport surplus a/ 35 44 33 26
(% of GNP)
I nvest nent surplus b/ 20 32 24 92
(% of GNP)
Net transfer/ CGDP 8 22 11 4
(iii) Per capita production c/
1995 2000 2005 2010
GDP/ GNP (%9 84 89 90 92
GDP per capita 1 230 1 603 1 827 2 244
GNP per capita 1 424 1 811 2 020 2 429

Sour ces:

(i) Calculated from "Prospects for

Pal estinian econony in the Wrld Bank and Gaza Strip:

sust ai ned devel opnment of

t he
a

quantitative framework", (UNCTAD) ECDC/ SEU/ 6), table 5/1, p. 76.

(ii) and (iii) Calculated fromesti nates of UNCTAD secretari at.

Table 111-3.

a/ Defined as (lnports -
b/ Defined as (Ilnvestnent -
c/ Per capita values are in US$ 1990.

Proposed tax schedul e for personal

Exports)/ GDP.
Savi ngs) / GN\P.

i ncone
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Taxabl e i nconme a/ Rat e Accurrul at ed Aver age tax
(U.S. dollars) (per cent) tax val ue ratio
0 - 2 000 0 0 0
2 000 - 5 000 5 150 3
5 000 - 10 000 10 650 6.5
10 000 - 20 000 20 2 650 13.3
20 000 - 50 000 25 10 150 20. 3
50 000 - above 30
Source: Based on a study prepared for UNCTAD by Dr. N dal Sabri, 1992
al Taxable incone is calculated after the following deductions:
(i) %$1,000 for non-working wife; (ii) $500 per child or dependent up to 5;
(iii) medical expenses in excess of $1,000 annually; (iv) inflation allowance
(v) other paid |ocal inconme taxes.
Table I11-4. Proposed tax schedul e for business incone
Busi ness entities Taxabl e i ncone Rat e
(U.S. dollars) (per cent age)
Partnerships (with linited 0 - 25 000 20
liability)
25 000 - 50 000 25
50 000 - above 30
Private corporation 0 - 50 000 25
50 000 - above 30
Publ i c corporation 0 - 100 000 25
100 000 - above 30
Busi ness owned by non-profit firns 100 000 - above 20
Fi nancial institutions 100 000 - above 40
Source: Based on a study prepared for UNCTAD by Dr. N dal Sabri, 1992
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Table I11-5. A consolidated Pal estinian central governnment budget for 1996
(mllions constant 1990 U.S. doll ars)

Tot al Per cent of GDP
Total expenditure 669 23
Current expenditure 483
Devel opnent expenditure 216
(Potential) (Probabl e)
Tot al Per cent Tot al Per cent
of GDP of GDP
Total revenue 435 14 227 7
Di rect taxes 109 57
I ndirect taxes 175 91
Non-tax revenue 151 97
Deficit 264 9 472 16

Source: UNCTAD secretariat estinmates.

Table I11-6. Prospects for Pal estinian trade, 1995-2010
(mllions constant 1990 U. S. dollars)

1995 2000 2005 2010
Agriculture exports 153 210 153 237
Agriculture inports 157 246 156 2
I ndustrial exports 281 313 282 366
I ndustrial inports 800 981 782 1 146
Mer chandi se trade - 374 - 704 - 483 - 792
bal ance
Trade deficit as 20 16 17 4
percent age of G\P

Source: From an unpublished report prepared for UNCTAD in 1992 by
Mahnmoud el -Jafari on prospects for Pal estinian nerchandi se trade.
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Table 1V-1. Conparison of sectoral conposition of GDP, 1966 and 1987-1993
$005Po "= 1006 aday - &0y 0050a004 - Ay0e0U0 B "= Ay0e0U0 PO
KT 50poU6Peb |, Oy0eOUD “~ GPAAOLOSY D G0y 0ypadat
TTkRY Tkk, T OUPaPAUND UPYasdeU00 " “kk '~
"yos0 “xB O~
AUgUUYY 5720 v - “K
£auvosep R R I . IS
ApadseYUsUDa - o - eA
200y 0U06 -~ v v - s
Sour ces: - Ant oi ne Mansour, "The West Bank econony”. |In The
Pal esti nian econony, G T. Abed (ed.), 1988, Routl edge,
London.
- Cal cul ated from UNCTAD secretariat estimates.
- M Syrquin, "Patterns of structural change". In
H Chenery and T.N. Srinirasan (eds.), Handbook of
devel opnent _econom cs, vol. 1, (North Holland, 1988),
p. 247.
- M Todaro, Economi c devel oprment, (Longman, 1994), p. 37.
al Services include construction.
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Table I'V-2. Production, enploynment and productivity in
t he Pal estini an econony, selected years
1975 1980 1991
(mllion per (mllion per (mllion per
const ant cent const ant cent const ant cent
1990 US$) 1990 US$) 1990 US$)

GoP 610. 4 100.0 785 100.0 1094.0 100.0
Agriculture 180.9 29.6 301.7 38.4 370.0 33.8
| ndustry 49.9 8.2 53.4 6.8 96.0 8.8
Construction 94.0 15.4 108. 5 13.8 135.0 12.3
Servi ces 285.6 46. 8 321. 4 40.9 493.0 45.0

t housands per t housands per t housands per
cent cent cent
Enpl oyment 138.0 100.0 146. 7 100.0 179. 7 100.0
Agricul ture 60.9 44. 1 52.0 37.0 49.7 27.7
| ndustry 27.8 20.1 33.8 24.0 29.6 16.5
Construction 13.5 9.8 18.0 12.8 20.5 11.4
Servi ces 35.8 26.0 36.9 26.2 79.9 44.5
(const ant per (const ant per (const ant per
1990 US$) cent 1990 US$) cent 1990 US$) cent
GDP/ 4 423.2 100.0 5 579.2 100.0 6 388.4 100.0
enpl oynent
Agriculture 2 970.4 67. 2 5 802.0 104.0 7 444.7 116.5
| ndustry 1 795.0 40. 6 1 579.3 28.3 3 243.2 50. 8
Construction 6 963.0 157. 4 6 027.8 108.0 6 553.4 102. 6
Servi ces 7 977.7 180. 4 10 075.2 180. 6 6 170.2 96. 6
Sources: Calculated fromthe foll owi ng sources:

- UNCTAD secretari at,
Maj or

- "Prospects for sustained devel oprent of the Pal estinian
econony in the West Bank and Gaza Strip:
franmewor k", (UNCTAD ECDC/ SEU 6) ,

- Wor |l d Bank,

table 31, p. 165,

vol .

p. 169.

unpubl i shed constant price series of
Econoni ¢ Aggregates 1987-1992.

a quantitative
table 1/1, p. 17.

"Devel opi ng the occupied territories",

table 33, p. 167, and table 35,
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Table I'V-3. Estinmation of popul ati on and expected demand for
housi ng arising from new househol ds fornation
and returnees, 1996-2010
Year Popul ati on (thousands) Units of new houses
1996 2 166 20 340
1997 2 307 21 662
1998 2 457 23 070
1999 2 616 24 569
2000 2 786 26 164
2001 2 481 11 835
2002 2 560 12 214
2003 2 642 12 605
2004 2 727 13 008
2005 2 814 13 418
2006 2 896 12 533
2007 2 980 12 920
2008 3 066 13 294
2009 3 155 13 680
2010 3 246 14 077
Source: Calculated in an unpublished report prepared for UNCTAD

secretariat by Dr. Rami Abdel Hadi on prospects for devel opnent
and housing in the Wst Bank and Gaza Strip,

1992.

of construction
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Table 1V-5. Contribution of the services sector to GDP, (selected years)
(As percentage of GDP at factor cost)
Year Public and Conmunity Transport, trade and other
services a/ servi ces
1968 19.2 36.3
1975 15.6 30.2
1983 17.5 32.9
1987 12.6 37.6
Source: "Selected national account series of the occupied Pal estinian
territory, 1968, 1987", (UNCTAD/ RDP/ SEU 6).
a/ Including water and electricity.

Table 1V-6. Contribution of the services sector to enploynent,
sel ected years (percentage of total enployed)

Year 1968 1978 1988
Conmuni ty and soci al services 12.2 13.2 11. 4
Trade, restaurants and hotel s 14. 8 12.9 13. 7
Transport, storage and 5.8 5.2 5.5
conmuni cati on

O hers a/ 6.0 4.7 5.6

Sources: UNCTAD "Sel ected statistical series on the bal ance of
paynments, foreign trade, population, |abour force and enpl oynent of the

occupi ed Palestinian territory (Wst Bank and Gaza Strip),
( UNCTAD/ DSDY SEU/ 1) ;

(Jerusal em 1990).

al
per sonal

and | CBS,

Statistical

Abstract of

| srael

Includes electricity and water as well
servi ces.

as financial,

1968-1987",

busi ness, and
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Table I'V-7. Forecast of water consunption for the Wst Bank
and Gaza Strip, 1995-2010

(mllions of cubic neters)

Scenari os 1995 2000 2005 2010
Wt hout popul ation 73.8 101.1 137.6 183.8
return
Wth popul ation 73.8 117.3 179.4 261.9
return

Source: An unpublished report prepared for UNCTAD by
Saneer A. Abu-Ei sheh, 1992, on prospects for devel opnent of public
utilities in the West Bank and Gaza Strip.

Table 1V-8. A forecast of future electricity consunption for the
West Bank and Gaza Strip, 1995-2010

(mllion kilowatt/hour)

Scenari os 1995 2000 2005 2010
Wt hout popul ation 1 267 2 203 3 619 5 855
return
Wth popul ation 1 267 2 774 5 825 11 548
return

Source: An unpublished report prepared for UNCTAD by
Saneer A. Abu-Ei sheh, 1992, on prospects for devel opnent of public
utilities in the West Bank and Gaza Strip.
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Appendi x (11-1)
| NCOVE DI STRI BUTI ON AND REG ONAL DI SPARI TY
The followi ng section briefly describes the distribution of famly
i ncome, while the subsequent section is devoted to the difference between the

econoni ¢ perfornmance of the West Bank and Gaza Strip.

A Distribution of incone

There is no recent study on the distribution of personal incomes in the
West Bank and Gaza Strip, but, according to a study reporting the findings of
a survey carried out in the sumer of 1985, the distribution of incone is
characterized by marked inequality and the spread of poverty. ! Tables (A1)
and (A-2) summarize the findings of the study. The inequitable distribution
of incone is apparent fromthe fact that alnost half of the popul ation
receives around 22 per cent of total income, whereas 2 per cent of the
popul ati on accounts for 48.73 per cent of inconme. Table (A-2) classifies
al nrost hal f (48.73 per cent) of the households as poor. This percentage is
nmuch hi gher than the estimates in a Wrld Bank study for the region of the
M ddl e East and North Africa (31 per cent). 2 The difference, however, should
not be taken to inply that the extent of poverty is greater in the Pal estinian
territory than the region. The difference could be explained by the fact that
the poverty line used by the Wrld Bank study is considerably | ower than that
used by Abu Shukr. ® None the less, it is useful to conpare the two, since
they contrast |ocal and gl obal standards. |In part, a higher poverty |line used
by | ocal researchers is an indication of high expectations, and it magnifies
the inequitable distribution of incone.

The principal cause of the inequality is unenployment. More than half of
the unenpl oyed are located in the | ower inconme and poverty groups. Another
cause is the low rate of |abour force participation, which reflects a very
young popul ation and a |low fenal e participation rate. Qher contributory
factors include a poor distribution of wealth (in particular land), |arge
fam |y size and the absence of a central authority which pursues
redi stribution policies and/or social welfare programmes.
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Table A-1. Size distribution of income in the Wst Bank
and Gaza Strip (1985)

Percentage of famlies Per cent age of | ncone
48. 73 21.98
74.91 45. 95
93. 49 76. 89
97.88 89.78
99.98 99. 88
100. 00 100. 00

Source: Abu Shukr "Distribtution of incone in the occupied territory,
and its social inpact". Paper prepared for the workshop on incone
distribution and its social inpact in Jordan, Anman, Septenber, 1988.

Table A-2. Distribution of famly income in the Wst Bank
and Gaza (1985)

| ncone G oup Per centage of Tota
Fam lies with nonthly incone JD601- and 2.11
above
Famlies with nmonthly incone JD401-600 4. 39
Fam lies with nmonthly incone JD201-400 18. 58
Famlies with nmonthly incone JD101-201 26.18
Famlies with nonthly incone bel ow JD101 48. 73

Source: Abu Shukr "Distribution of income in the occupied territory, and
its social inmpact". Paper prepared for the workshop on incone distribution
and its social inmpact in Jordan, Aman, Septenber, 1988.

Most observers believe that this situation has worsened with the spread
of unenpl oynent resulting fromthe Israeli closure of borders since 1993.
According to a recent study, only half the Pal estinians enployed in |srae
in 1992 were still working in 1993. * Two thirds of those who | ost enpl oynent
in Israel expressed a desire for more work. Less than one fourth of those who
| ost enploynent in Israel have found new enployment in the donestic narket.
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B. Disparity in econom c performance between the West Bank and Gaza Strip

The disparity between the West Bank and Gaza Strip pervades all econonic
activities. Colum (1) of table (A-2) shows that between 1970 and 1990, GDP
per capita in the Wst Bank was al ways hi gher than that of the Gaza Strip.

Tabl e A-3. Conparison of donmestic |abour productivity in
the West Bank and Gaza Strip a/

Year (1) Ratio of CGDP (2) Ratio of GDP (3)
per capita b/ per worker c/ (1)/(2)
1970 1.25 1.05 1.19
1975 1.38 1.12 1.23
1980 1.46 1.15 1.27
1987 1.89 1.37 1.38
1990 2.19 1.70 1.29
1991 2.03 1.64 1.24

Sources: Calculated from"Prospects for sustai ned devel opnment of the
Pal esti ni an econony in the West Bank and Gaza Strip: a quantitative
framewor k", (UNCTADY ECDC/ SEU/ 6), table 1/1, p. 17; and Hansnam et al.,
"Securing peace in the Mddle East", Harward University, 1993, table 3.3.,
p. 75.

al In this table Palestinians working in |Israel are excluded.

b/ This is CGDP per capita of the West Bank over that in the
Gaza Strip.

c/ This is CGDP per worker of the West Bank over that in the
Gaza Strip.

The difference in GDP per capita is generated by two factors: the
di fferences in output per worker (productivity), and the differences in the
rate of participation of the I abour force. To identify the relative
i mportance of these two factors, CGDP per worker in the West Bank is divided by
that of the Gaza Strip. This gives colum (2) which is a neasure of the
relative productivity of the two regions. It shows that |abour productivity
in the West Bank has al ways been higher than that of the Gaza Strip. To
obtain a nmeasure of the relative inportance of the participation rate, CDP per
capita has to be purged fromthe influence of differences in productivity.
Accordingly, GDP per capita in the West Bank is divided by that of the
Gaza Strip while answering that the respective productivities of |abour are
equal . This is equivalent to dividing colum (1) by colum (2), which
provi des a nmeasure of the relative difference in GDP per capita between the
two regions due to factors other than differences in the productivity of
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| abour. % For instance, in 1991 the Wst Bank's GDP per capita woul d have been
24 per cent higher than that of Gaza if the productivity in both had been
equal. Since the actual GDP per capita in the West Bank in that year was nore
than twi ce the size of Gaza, the difference in productivity seens to be very

| arge, and constitutes a nmore inportant factor in explaining the regiona
disparity than the different |abour force participation rates.

Table (A-4). Total |abour productivity in the West Bank and Gaza Strip

Year (1) Ratio of G\P (2) Ratio of QG\P (3)
per capita a/ per worker b/ (1)/(2)
1973 1.26 0. 97 1.30
1975 1.26 1.10 1.13
1980 1.23 1.13 1.64
1987 1.40 1.22 1.15
1990 1.80 1.50 1.20
1991 1.75 1.59 1.10

Sources: Calculated from"Prospects for sustained devel opnment of the
Pal esti nian econony in the West Bank and Gaza Strip: a quantitative
framewor k", (UNCTADY ECDC/ SEU/ 6), table 1/1, p. 17; and L. Hansnam et al.,
"Securing peace in the Mddle East", Harward University, 1993, table 3.3,
p. 75.

al This is GNP per capita in the West Bank over that in the
Gaza Strip.

b/ This is GNP per worker in the West Bank over that in the Gaza Strip.

These differences do not translate into differences in standard of I|iving
bet ween the West Bank and the Gaza Strip. GNP per capita is a nore
appropriate neasure of living standards and table (A-4) replicates the
calcul ations of table (A-3), using GNP instead of GDP, and total enploynent
(domestic enpl oynent and enpl oynent in Israel) instead of donestic enpl oynent.
This gives a much better picture of the productivity of |abour in the
Gaza Strip relative to that of the Wst Bank, because the productivity neasure
is an average of |abour working in the domestic market and that working in

Israel. This raises an inportant question concerning the large difference in
donestic productivity between the West Bank and Gaza Strip. |t cannot be
expl ained by differences in investnent between the two regions. |In fact, the

ratio of total investnent (private and public) to GDP was higher in Gaza than
in the Wst Bank over the whole period. ® The disparity m ght be expl ai ned
partly by the fact that the share of industry in GDP is larger in the

Gaza Strip than it is in the West Bank, and productivity in the industrial
sector is extremely lowrelative to other sectors (see table (I1V-2). A better
infrastructure in the West Bank m ght be another factor
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Notes to endix 11-1

1. Abu Shukr, A., "Distribution of inconme in the occupied
territory and its social inpact. Paper prepared for the workshop
"Incone distribution and its social inpact in Jordan”, Anman,
Sept enber 1988.

2. World Bank, Wrld Devel opnent Report. 1990: Poverty, New
York: Oxford University Press, 1990.

3. The World Bank study establishes two global poverty
standards. Any person with an inconme in 1985 purchasing power
parity (ppp) dollar below $275 was categorized as "extrenely
poor" and those bel ow $370 were cl assified as "poor". According
to these criteria, 31 per cent of the population of the Mddle
East and North Africa were classified as poor and 21 per cent
as extrenely poor. The percentages for South Asia were
61 per cent and 20 per cent, respectively. The two poverty |lines
are difficult to conpare. The Wrld Bank's is expressed in ppp
dol l ars of individual incone per year ($370), while that of Abu
Shukr's is in JD of household inconme per nonth (JD100). The
latter figure is equivalent to an individual inconme of US$ 51 per
year, assum ng that the average household size is 6, and using
t he average exchange rate for the year 1985, which was US$ 1 =
JD0.39. Wile this figure is considerably nore than $370, the
di fference woul d be even nore pronounced i f the $512 i s expressed
in ppp dollars. This is not possible, however, since no
estimates of PPPs exist for the Palestinian territory. Using the
conversion of the JDw Il increase it substantially, while using
t he conversion of the Israeli Shekel will increase it slightly.

4. Geir Ovensen "Responding to changes: trends in Palestinian
househol d econony”, FAFO report 186, Gsl o FAFO, 1993.

5. Let: G- GP

- popul ation

- Labour force
enpl oynent

- West Bank

N P Z T
1

- Gaza Strip

Then we can wite GDP per capita for the West Bank and the Gaza
Strip as:

(G/ P1)
(G/ P2)

[(G/ N . (Nt/ La). (Li/ P)] (1)
[(G/Ne). (Ne/ L2). (La/ P2)] (2)

Columm (1) inthe table is calculated by dividing (1) by (2)
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to get:

get:

get:

6.

(G/ G). (P P1) (3)

Colum (2) is calculated by dividing (G/N) by (G/N) to

(G/ Q). (Ne/ Nu) (4)
Finally, colum (3) is calculated by dividing (3) by (4) to

(Ni/ P1) . (P2/ No) or
(Ni/ P1) . (Ne/ P2),

which is the ratio of the rate of enploynent in the West
Bank and Gaza. Note that this ratio is what one gets if one
di vi de GDP per capita in the West Bank (1) by GDP per capita
in Gaza (2) provided it is assunmed that (G/N) = (G/N),
that is if it is assumed that productivity in the
two regions is equal. Then, colum (3) in the table shows
the relative differences in GDP per capita due to factors
other than productivity (differences in |labour force
participation rate due to denographi c and cultural factors).

For the years considered in the tables the ratio of

investnment to GDP in the two regions was as foll ows:

Year West Gaza
Bank Strip
1972 . 20 .24
1975 .20 .33
1980 .32 .34
1987 . 30 . 35
1990 .29 .51
1991 .30 .51
Sour ce: "Prospects for sustained devel opnent of

Pal estinian econony in the \West Bank and Gaza Strip
quantitative framework", (UNCTAD/ ECDC/ SEU/ 6), table 1/1, p. 17.

t he
a
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Appendi x (111-1)
MONEY SUPPLY AND MONETARY PCLI CY I N THE TRANSI TI ON PERI OD

Thi s Appendi x presents a quantitative franme of the nechani sm by which
nmoney supply is deternined in the transition period, given the constraints of
t he nonetary arrangenents agreed upon between the Pal estinian Authority and
I srael on the one hand and the Pal estinian Authority and Jordan on the other
The frame is used to explore sonme inportant issues in the nonetary sector

The foll owi ng section presents the synbols to be enployed in the franeg,
and the Bal ance Sheet of the PMA, deriving the equations for the nonetary base
(hi gh powered noney), and the noney nultiplier. The third section explores
the effects of changes in the noney supply over which the PMA has no control
as well as of changes which can be initiated by the PNA The | ast section
presents a bal ance sheet of a typical commercial bank, and outlines the
probl em of currency m smatching created by the double currency standard (both
the Israeli Shekel and the Jordanian Dinar are |legal tender during the
transition period).

A Synbol s

A Pal esti nian Monetary Authority (PMA)

B Conmrer ci al banks operating in the West Bank and Gaza Strip

C Currency

E The exchange rate, the anmount of Israeli Shekels which are equivalent to

one Jordani an Di nar
FR Foreign reserves held by the PMVA
€D The Pal estinian National Authority Deposits held by the PNVA
I | sraeli Sheke
I A I sraeli Shekel held by the PVA
| BC I sraeli Shekel held by commercial banks
IBR  Shekels held as required reserves with the PMA by conmerci al banks
IFR  Shekels held as free reserves by comerci al banks
IC Israeli currency in the Pal estinian system
| BL Loans of commercial banks in Israeli Shekels
IDD  Denand deposits of conmercial banks - Shekel accounts
IOD Oher deposits of commercial banks - Shekel accounts
| QL O her liabilities of conmrercial banks - Shekel accounts

I P I sraeli Shekel held by the Pal estinian public

ir The required ratio of reserves to demand deposits - Sheke
accounts = | BRI DD

J Jor dani an Di nar

JA Jordani an Dinars held by the PVA
JBR Jordanian Dinars held as required reserves with the PVMA by conmercia

banks
JFR  Jordanian Dinars held as free reserves by conmercial banks
JC Jordani an currency in the Pal estinian system

JBL Loans of commercial banks in Jordani an Dinars

JDD Demand deposits of conmercial banks - Dinar accounts
JOD  Other deposits of comercial banks - Dinar accounts
JOL Qher liabilities of conmercial banks - Dinar accounts
JP Jordani an Dinar held by the Pal estinian public
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The required ratio of reserves to demand deposits - Dinar
accounts = JBR/JDD

—
-

LA Loans extended by PNA

WH Monet ary base (hi gh powered noney)

WM The noney mul tiplier

M5 Money supply

NwW Net worth of a commercial bank

QA O her assets of the PVA

a Qher liabilities of the PVA

ONA O her net assets of the PMVA

SAM  Securities issued by the Palestinian Finance Mnistry and held by
t he PVA

SAB  Securities issued by the Palestinian Finance Mnistry and held by
conmer ci al banks

0 Proportion of currency held in D nars

(p =

a Proportion of total Jordanian currency held by the public

a =

b Proportion of total Shekels held by the public

B =

y =

B. The nonetary base and the noney multiplier

By using the above list of synbols, the Bal ance Sheet of the PMA can be
set out as follows:

Bal ance Sheet of the PNA

Asset s Liabilities
FR | BR, JBR
A JA GD

LA a

SAM
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The Bal ance Sheet can be witten as the following identity:

(1)

Using the definition of the nonetary base as the sum of currency held by the
public and reserves of commercial banks held at the PMA, and using the narrow
definition of noney supply as the sum of currency held by the public and the
demand deposits of commercial banks, the following identities energe:

(2)

(3)

both expressed in ternms of Jordanian Dinars. The assunption is made that
banks hold no excess (free) reserves. At any nonent of time, the total anount
of Jordanian Dinars and Israeli Shekels in the Pal estinian systemis a
constant C, expressed in terns of Jordanian Dinar. Thus, it can be witten

(4)

It is assunmed that there is automatic currency convertibility in the system

and that at any nonment of tine is held in Dinars and in

Shekel s.  Assumi ng to be a function of the expected exchange rate, ,

so it can wite , Wth , Which inplies that noney
hol ders will increase their holding of D nars when they expect a depreciation
in the val ue of the Shekels.

Assuming, for the noment that is constant, the follow ng can be

witten

(5)
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Assumi ng t hat is the proportion of total Jordanian currency held by the

public, so

which inplies

(6)
wher e
Simlarly, let represent the proportion of total Shekels held by the
public, so
whi ch together yield
(7)

wher e

Substituting (6) and (7) into (5) results in
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whi ch can be witten

(8)

wher e
From the definition of , it can be witten

(9)
Substituting (8) and (9) into (2) and (3) the nonetary base, , and the

noney supply, MS, can be witten as

(10)
(11)
Di vi di ng each equation by SO
(10)°
(11)°
Dividing (11)" by (10)', allows the follow ng to emerge:
(12)

C. Changes in the nonetary base

The noney supply could vary as a result of changes in the noney
nmul tiplier or changes in the nonetary base. Conmencing with changes in the
latter, nonetary base can be witten fromequation (1) as

Since the PVA has no direct control over FR, | A and JA, what is left as
variabl es under its control is governnent deposits, |loans and the securities
it holds for the Mnistry of Finance. |In particular, governnent deposits (CGD)
could be used as an instrunment to effect changes in the nonetary base, and
consequently the noney supply. This could be accommpdated if the PNA uses the
two deposits policy, according to which the PVMA places part of the PNA account
wi th comercial banks, so that charges on these accounts are translated
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automatically into changes in its bal ance sheet and therefore changes of the
nonetary base. The use of |oans and securities is constrained to a great
extent by the PMA's |imted capacity to create reserves and currency to

sati sfy the denmand of commercial banks and the public. For instance, an
increase in loans to comrercial banks will increase the nonetary base, but,
ultimately, the increased loans will give rise to an increased denand for
currency. |If the PVA cannot neet this increased denmand, it has to borrow
either fromthe Central Bank of I|srael or Jordan (dependi ng on which currency
is demanded). This borrowing will increase external debt.

The nonetary base in this system of double currency standard systemw ||
al so be sensitive to changes in the expected exchange rate. This can be

denonstrated by substituting into equation (10).
wher e . By taking the partial derivative of with respect
to the follow ng is obtained.
Thus . Since and and
, then i mpl ying , and the nmonetary base increases

as a result of a depreciation of the Israeli Shekel if Palestinians hold a
hi gher proportion of their Israeli nmoney in the formof currency than they do
wi t h Jordani an noney.

D. Changes in the noney multiplier

The stock of noney could also be altered by changes in the noney
multiplier. The nmoney nultiplier is given by equation (12) as

Taking the partial derivative of MMwith respect to (jr) and (ir) the
foll owing is obtained,
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which represent the traditional results of the inpact of the required reserve
rati os on the noney nultiplier

O nore inportance, is the analysis of the reaction of the noney
multiplier to changes in the expected exchange rate. Taking the partia

derivative of with respect to yi el ds,
Si nce , We can wite,

(i) if
(ii) if i f
(iii) if i f

Result (i) inplies that if the public and the banks treat the two
currencies in the sane nmanner, they are in effect one currency, and the
exchange rate does not matter. Result (ii) inplies that if the public treats
the two currencies in the same manner, but the banks treat themdifferently,
then a depreciation could increase (decrease) the nonetary nultiplier if the
banks' reserve ratio on Shekel accounts is nore (less) than in D nar account.
Result (iii) inplies that if the banks treat the two currencies in the sane
fashion, and the public treats themdifferently, then a depreciation of the
Shekel could increase (decrease) the noney nultiplier if the proportion of
Jordani an noney held in currency is greater (snaller) than the correspondi ng
proportion for Israeli noney.

E. Maturity transformation and the problem of currency m smat ching

In reality, the inpact of changes in the expected exchange rate on the
nonetary base and on the noney nultiplier, is stronger than that inplied in
the quantitative frame el aborated above. This is because banks usually carry
hi gher reserves than that legally required, in the formof excess or free
reserves (in the quantitative frame it is assunmed that free reserves are zero
i.e. IFR=JFR =0). The amount of these funds are usually nodelled as a
function of the interest rate, and risk paranmeters. |In this case, the
exchange rate is also inportant. Suppose that the Israeli Shekel is expected
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to be devalued. Then, in order to avoid a | oss, banks will not be eager to
use Shekels deposits as loans, instead if they keep themat all it will be as
free reserves. This reduces the supply of nobney.

The connection between the expected changes in the exchange rate and the
anmount of free reserves in the banking system highlights the nore serious and
debilitating problem of double currency standard. It underm nes the
capability of the commrercial banks to performone of their inportant
functions, nanely, the transformation of maturity. This is easily
denonstrated by considering the typical bal ance sheet of a commercial bank

Bal ance Sheet
of
A Commer ci al Bank

Asset s Liabilities
| BC, JBC | DD, JDD

| BR, JBR | 0D, JOD

| FR, JFR la, Ja

| BL, JBL

SAB NW

Typically, savers want to save in short-terminstrunents so as to preserve
liquidity. By contrast, borrowers often prefer to acquire long-termloans in
order to finance their investment projects. Accordingly, it is nost likely
that 10D and JOD will be demanded in shorter-terminstruments than |BL

and JBL. In other words, banks permit savers to save "short" and investors to
borrow "l ong" by carrying their assets in longer-termmaturities than their
liabilities. |In the double currency standard, however, banks find it hard to

performthis function of maturity transformation. The reason is that in doing
so they run the risk of ending with liabilities denonm nated in the appreciated
currency, and assets denom nated in the depreciated currency. This risk is
likely to induce banks to shy away from extending |ong-termloans to

i nvestors, and concentrate instead on short-run conmercial |oans. This
behaviour is detrinental to investnent and grow h.



