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Development Under Adversity?

Executive Summary

This report analyzes some key strategic choices facing the emerging
Palestinian economy in the short and medium term. The report reviews
economic developments since the 1993 signing of the Declaration of
Principles on Interim Self-Government Arrangements (Declaration of
Principles or Oslo Agreement), identifies the underlying structural assets
and liabilities of the economy, and explores options that would allow the
economy to capitalize on its potential assets and reduce the negative impact
of its areas of weakness.

Since the signing of the Oslo Agreement, the economic situation has
continued to deteriorate. The decline in household incomes, a sharp
increase in unemployment, and the general broadening of poverty pose
serious challenges for economic sustainability. Given the loss of jobs
abroad, the most pressing economic challenges are to remove some of the
constraints facing domestic production. Ultimately, an advantageous
resolution of political uncertainties—control of borders, access to natural
resources, and management of territory—is necessary for the economy to
embark on a path of strong and sustained growth. But there are policies
that can be implemented immediately which would generate noticeable
economic improvements in the short and medium terms.

The report outlines three specific areas of policy change that can foster
stabilization and encourage growth in the Palestinian economy in spite of
existing political difficulties: (i) freeing the access to external markets, the
opening of new trade channels to the world, and diversifying away from
disproportionate reliance on Israel in trade and delivery of services; (ii)
creating a governance system with an efficient civil service, minimal fiscal
deficits and suitable tools for stabilizing the economy; and (iii) taking
advantage of a dynamic private sector and resourceful non-governmental
organizations (NGOs) in the delivery of health, education, welfare, and
infrastructure services.

The donor community can help greatly in implementing such a development

framework with support for investment projects, especially those that
facilitate free and diversified access to outside markets; support the move
toward a lean and efficient governance system,; and encourage all the
parties to overcome the obstacles to development.
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A.

RECENT ECONOMIC RECORD:
FRUSTRATED DEVELOPMENT AND AN ECONOMY
INCREASINGLY BELOW ITS POTENTIAL

The Palestinian economy is increasingly less able to sustain jobs and incomes for its

people. In contrast to the initial rosy economic scenarios that were projected early in the
peace process and despite the assistance of the international donor community, the
standard of living has continued to fall in the midst of massive unemployment and rising

poverty.

The central story of the West Bank and Gaza Strip (WBGS) economy in the past few
years is one of deterioration, even though positive developments have also occurred since 1993
with the transfer of some areas of authority to the Palestinian Authority (PA). Positive
developments include the setup of a functioning civil service that has managed to collect taxes
and deliver services in various fields such as health, education, and public utilities, along with
efforts to develop and enforce the legal system. In response to removal of the regulatory
restrictions, the banking system has managed to grow rapidly and collect a substantial amount of
deposits within a few years.

But the overall deterioration is reflected in lower income levels, greater unemployment,
and increased poverty (Figure 1). It is difficult to trace the exact transformations of the economy
because macroeconomic data are not available for the period 1995-97. However, the newly
established Palestinian Central Bureau of Statistics (PCBS) has collected data at the household
level that allows us to trace economic outcomes. Based on analysis of the Palestinian
Expenditure Consumption Survey that was carried out in 12 rounds over the period October
1995-September 1996 on 4,800 households, the average per capita consumption expenditure in
the WBGS was $1,431 annually (81,519 in the West Bank and $1,214 in Gaza Strip) during the
last three months of 1995. In comparison to private consumption expenditure obtained from
Israeli national accounts, real per capita average expenditure in the 1995-1996 survey period is
about 15 percent below its average for the years 1992-1993. The post-Oslo period of border
closures comes on the heels of large negative shocks generated by the Intifada after 1988 and the
Gulf War in 1990-1991; as a result, real per capita expenditure has continued to deteriorate over
more than a decade, and is now at its lowest level for any year since 1980.

High and Increasing Levels of Poverty. Given a poverty level of $650 per capita
annually (less than $2 per day), approximately one-fifth of the WBGS population was poor at the
end of 1995. The incidence of poverty is greater in Gaza Strip, where more than 36.3 percent of
the population was poor at the end of 1995. Since 1995, the situation seems to have deteriorated
considerably with harsher labor market conditions having a direct impact on poverty.

Executive Summary < page 2



The profile of poverty reveals the nature of hardship. An average family with a regularly
employed person at the going wage rate should be able to avoid poverty. The high incidence of
poverty is rooted in rising unemployment and the repeated and severe shocks from border
closures. The closures prevent workers from reaching their jobs and inhibit private sector
expansion and job creation. Poverty is more widespread among those living in refugee camps.
The refugee camp rate of poverty at the end of 1995 was 31 percent compared to 17 percent for
urban and rural households. Refugee camp households rely on labor earnings as the major
source of livelihood, and thus, are more severely affected by labor market shocks and downturns.

Figure 1. Collaspe of Living Standards in the WBGS
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Sources: Chapter 1 and based on PCBS data.

Excessively High and Widely Fluctuating Unemployment Rates. The hope of the
official actors in the peace era was that domestic job creation by an export-oriented private sector
would expand domestic employment fast, transforming the Palestinian economy from labor-
exporting to commodity-exporting. However, political factors in the post-Oslo period have
suffocated export-oriented private sector development. When closure policy is implemented,
Palestinians workers, businessmen, and merchandise can be delayed suddenly and for long
periods at the border.

Palestinian employment in Israel has continuously declined since 1992 in response to the
permit and closure policies. At the same time, employment of non-Palestinian foreigners from
South Asian and East European countries in Israel has increased substantially (Figure 2). While
this substitution has reduced the impact of the loss of Palestinian workers to Israeli employers,
overall employment opportunities have not expanded over such a short-time period to create jobs
for the displaced workers. As a result, unemployment has increased to very high levels, and
Palestinian employment opportunities in Israel have been permanently reduced.
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According to the two labor force sample surveys, the PCBS estimates that the rate of
unemployment was 18.2 percent in September-October 1995 and 28.4 percent in April-May
1996. Given the strict definition of unemployment used by the PCBS and in the absence of any
unemployment insurance, these rates are extremely high. Even with such a strict definition, the
unemployment rate in the WBGS is higher than all 57 economies analyzed in the World Bank’s
World Development Report 1995.

Figure 2. Substitution of Palestinian Workers
with Foreign Workers in Israel
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Sources: Israeli Central Bureau of Statistics (ICBS) for Palestinian employment up to 1994, and PCBS for 1995-1996 Palestinian employment.
Number of foreign workers refers to permits issued and is obtained from the Israeli Ministry of Labor.

Out of roughly one-half million workers in the labor force, 92,000 were unemployed in
September-October 1995 and 149,000 in the April-May 1996. Notably, the magnitude of
unemployment fluctuates widely over a short-time period. Various PCBS surveys indicate that,
on average, approximately 20 percent of the labor force is unemployed during “normal” periods.
However, this rate suddenly jumps to 30 percent during border closures when Palestinian
workers are prevented from reaching their jobs in Israel. In the Gaza Strip, these rates are even
higher during periods of border closure.

A high rate of unemployment is usually associated with substantial underemployment of
labor resources. To assess the quantitative underutilization of labor, we constructed an index of
the average weekly hours worked by the average person in the labor force. The index captures
both open unemployment and underemployment of the existing labor force. Due to the
predominance of part-time jobs and the disruptions caused by closures, curfews, and strikes, the
index turns out to be much more revealing than the straight unemployment figures. This index is
set at 100 for 1980 (corresponding to 43.3 hours in the West Bank and 43.7 hours in Gaza Strip).
Figure 3 illustrates the decline in average hours worked for the 1980-1996 period. The economy
was operating close to full employment in the early 1980s, exporting workers to Israel and the
Gulf countries. Then, an unstable environment during the Intifada led to a drop of the index to
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72 in 1988, implying that 28 percent of existing labor force potential was not utilized. The index
improved in the early 1990s but then dropped unambiguously over 1992-1996. By spring 1996,
only 63 percent of the West Bank and a mere 55 percent of Gaza Strip’s available labor force
potential was utilized.

Figure 3. Index of Average Weekly Hours

of the Labor Force
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Note: Index for 1980 is set to 100. Average weekly hours of labor force in 1980 was 43.3 in the West Bank and 43.7 in Gaza Strip.
Sources: 1980-1994 data are based on ICBS; 1994 data were not collected in Gaza Strip; and 1995-1996 data refer to fall
and spring of these years, respectively, and are based on PCBS.

1. Border Closure and Permit Policies

The permit and closure policies that Israel has implemented since 1993 constitute a
major new constraint and challenge to economic development of the WBGS. Economic
losses from the resulting interruptions to labor and trade flows with Israel have been very
large, and have contributed substantially to a reduction in the standard of living, and an
increase in unemployment and poverty.

Since 1993, security checkpoints have been created along borders separating Israel and
East Jerusalem from the remaining West Bank (RWB) and Gaza Strip. Permits are required by
all Palestinians who cross these borders, whether to work in, travel to, or move through Israel
and East Jerusalem. The border checkpoints have considerably slowed the mobility of goods and
people and have increased transaction costs. Israel has closed various borders—between the
West Bank and Gaza Strip, between the West Bank or Gaza Strip and Israel or the rest of the
world, and between various cities of the West Bank—for varying lengths of time. These policies
have been particularly costly to the Palestinian economy given its deep integration with the
Israeli economy since the 1967 occupation.
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o Permanently more costly transactions at the border with Israel. The erection of border
controls in 1993 and introduction of the permit system for Palestinians substantially
restricted and increased the cost of mobility of Palestinian workers and goods across
borders with Israel, increasing delivery costs, interrupting the production process, and
increasing production and operation costs. During the three decades of occupation, the
WBGS developed economic structures based largely on open labor and goods markets.
The initial situation in 1992, before the imposition of the permit policy, reflects these
economic structures: one-third of the labor force was employed in Israel, 90 percent of
imports came from or through Israel, and 80 percent of exports went to or through Israel.
Given these conditions, the sudden and sharp reversal of “openness” and the
accompanying very high transaction costs have had a major negative impact on the
economy.

e Permit policy: sharp deterioration in employment in Israel. The number of permits
issued by Israel to Palestinians has declined and workers have often been unable to use
these permits during periods of border closure. As a result, Palestinian employment in
Israel declined from an annual average of 116,000 in 1992 to 28,100 in 1996. The Israeli
economy has been adjusting by importing workers from East European and South Asian
countries in such numbers as to substantially replace Palestinian workers. This could
imply a permanent loss of employment opportunities in Israel even if the political
situation permits a larger number of Palestinians to seek such employment. Palestinian
earnings from work in Israel collapsed from an estimated 25 percent of GNP in 1992 to 8
percent in 1995, and to 6 percent in 1996 (Figure 4).

Figure 4. Evolution of the Percentage of Palestinian
Labor Force Employed in Israel and Net Worker
Remittances as Percentage of GNP
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o Unpredictable border closure policy. The shocks from the border closure policy have
occurred with increasing frequency (Figure 5) and of uncertain duration, causing
additional loss of labor income, increased unemployment, declining sales and
profitability, loss of perishable goods and services, and creating incentives to adjust
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toward lower value-added activities. Officially, these closures are related to security
concerns, but their economic cost, both direct and indirect, is devastating, thereby
potentially creating a bigger security threat in the future. Farmers who converted large
land areas to higher value products (i.e., strawberries and carnations in Gaza Strip for
Israeli and European markets) were hit hard during border closures due to spoilage. They
are now converting back their production to lower-value crops that are in higher demand
domestically or more easily stored. Firms that export—to Israel, the West Bank, the
Gaza Strip, Jordan, or the rest of the world—or rely on imported inputs, face reduced
production and find it hard to survive in the confines of a minuscule market.
Infrastructure projects and large investments that require imported inputs have been
severely slowed down. Recently, there has been an escalation in the use of closures for
political motives. In August 1997, following the explosion of two suicide bombs in
Jerusalem, Israel resorted not only to labor and goods closures, but also withheld tax
clearances due to the PA, making a return to “normality” contingent on certain political
conditions. The PA responded by banning the import of certain “non-essential” goods
from Israel (the WBGS is the second largest export market for Israeli goods after the
United States (UY)).

Figure 5. Increasing Incidence of Border Closure
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Source: Based on data in Chapter 3.

The economic cost of decreased and interrupted mobility of workers and goods is a
concept difficult to define precisely, and even more difficult to estimate empirically. Our
estimate takes into account the loss of labor income as a result of reduced Palestinian
employment in Israel and builds in a very rough measure of the indirect impact through lower
spending levels of households, and the costs to businesses from interruptions in the flow of
exports and imports at the border. The combined cost of the permit and border closure policies is
estimated at about $850 million in 1995 and $1 billion in 1996 (in 1995 prices and compared
with the situation prevailing in 1992) (Box 1). Over the period 1993-1996, total costs of permit
and border closure policies are estimated at about $2.8 billion, about the size of one year’s GDP,
and nearly twice the sum of disbursed donor aid over the same period.
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Box 1. Cost of Border Closure and Permit Policies

The estimated losses to the WBGS economy arise from (i) the direct loss of income by Palestinian workers
in Israel; (ii) the indirect impact of reduced expenditure on total production and income through the
multiplier effect; and (iii) the disruption to trade leading to long-term losses in export markets and
interruptionsto the flow of imports, thereby disrupting domestic productionand supply.

The most immediate macroeconomic impact of closure is the loss of earnings of Palestinians working in
Israel, which is counted in the aggregate demand under "foreign income from abroad." The depressive
wider impact of this income loss depends on the extent to which households smooth their consumption over
time, which depends on their perception of how transitory or permanent the income loss is. This analysis
assumes that consumption adjusts by half as much as the income loss. The reduction in consumption
expenditure depresses aggregate demand (production and income), an effect that is known as the multiplier
effect of the initial reduction in expenditure. Based on previous analysis of Palestinian consumption
behavior and aggregate demand, the multiplier size is taken to be 3 in this exercise.

In addition to the direct and indirect impact of income losses of those working in Israel, the Palestinian
economy suffers from trade disruptions, which could lead to loss of export markets and disruption in the
domestic supply of goods and services linked to imports. Limitationof information and data make it
difficult to estimate the losses resulting from trade. For purposes of this estimation, it is assumed that such
losses equal 10 percent of the value of exports and 5 percent of the value of imports during the period of
closure. The magnitude of economic losses from closure depends on the benchmark against which the
economy is compared. Here, we estimate loss relative to a situation characterized by the labor and trade
flows prevailing in 1992, prior to the imposition of permit and border closure policies. Computation of the
cost of closure is shown in the table below.

Total Cost of Border Closure and Permit Policies
(1993-1996)
Rest of West Bank Gaza Strip
1993 1994 1995 1996 | 1993 1994 1995 1996
GNP (in $ millions at 1995 prices) 32266 3,124.1 29269 2951.2| 1,168.3 1,120.0 1,189.7 1,152.8
Closure days/year 17 58 84 132 26 76 102 138
% days under closure 0.047 0.159 0.230 0362 0.071 0.208 0.279 0.378
Losses ($ millions at 1995 prices)
Closure & Permit Policies 137.4 337.8  434.1 500.9 1464  351.8 4129 456.1
Losses (% of GNP)
Closure & Permit Policies 43 10.8 14.8 18.2 12.5 314 34.7 39.6

Source: Authors’ computation,see Chapter 3 for details.
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2. Larger Public Sector and Lower Private Sector Activity

Despite early emphasis in the peace process on the importance of export-oriented private
sector growth, the recent record demonstrates a weakening role of the private sector.
The establishment of PA institutions and pressures to solve the high unemployment
problem through public sector employment have resulted in a rapid expansion of the
public sector.

The private sector has sustained the greatest losses from the labor and trade cut-offs as a
result of permit and closure policies. Even with a significantly expanded financial and banking
sector, the private sector as a whole has declined. Private investment has slowed down and
domestic production and export have not fully offset the drop in employment in Israel. This
unfavorable development was largely related to the atmosphere of uncertainty created by the
closures. Businesses have been hurt by the general reduction in aggregate demand and the
increased difficulty in trade and finance. Closures have not only depressed overall investment,
but have also led to a reduction in the overall efficiency of investment as production activity
becomes increasingly autarkic, using local inputs to produce goods for the local market.

At the same time, the public sector has grown dramatically, with growth dominated by
hiring personnel rather than investing in infrastructure projects. Government recurrent
expenditures nearly tripled between 1993 and 1996, jumping from $258 million to $779 million.
The number of civil servants more than tripled, from 22,000 to 75,000 over the same period.

Yet, infrastructure investment amounted to less than $70 million per year, i.e., less than 2 percent
of GDP per year, which'was much less than originally anticipated. On average, developing
countries invest 4 percent of GDP in infrastructure, with a high of 6 to 8 percent of GDP in the
rapidly growing economies of East Asia. Clearly, the present levels are low by international
standards and, if not stepped up, will severely constrain future economic growth. The pressure to
hire may be understandable given the massive unemployment situation, but it is also
unsustainable and could generate a low-paid and inefficient public sector that risks becoming a
burden on the economy for years to come. By placing little in public investment and
simultaneously supporting a larger-than-needed civil service in the midst of a weakened private
sector, this strategy not only fails to invest in the future, but also taxes future growth.

Growth in the public sector was made possible with access to two new sources of funds:
donor aid and tax clearance. Over 1994-1996, $1.5 billion in donor aid was disbursed, mainly
channeled through the public sector. Of these funds, $450 million was allocated for budgetary
and transitional support of the PA. The tax-revenue clearance on cross-border transactions
amounted to $25 million in 1994, $267 million in 1995, and $423 million in 1996 (over 60
percent of total revenues in 1996). In the past, these taxes paid by Palestinians leaked to the
Israeli treasury. This anomaly was partially corrected in the 1994 Protocol of Economic
Relations (Economic Protocol or Paris Protocol). Several types of taxes paid by Palestinians, but
currently collected by Israel, are now remitted to the PA—in particular, the value-added tax
(VAT) on goods consumed in the WBGS, and income taxes on income earned in Israel.
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These large transformations are best illustrated by the changing composition of the labor
force (Figure 6). The share of employment in Israel has been cut from one-third of the
Palestinian labor force in 1992 to less than 10 percent in 1996. As a result of building the PA
institutions (including the police force) and partly in response to unemployment pressures, the
public sector employment share of the labor force has more than doubled, increasing from 6
percent in 1992 to 13.5 percent in 1996. Depressed levels of private sector activity have led to a
reduction in the private sector’s employment share in the labor force. Despite the growth in
public sector employment, the inability of the private sector to create jobs needed by those
prevented from working in Israel and new entrants into the labor force has resulted in
skyrocketing unemployment.
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Figure 6. Changes in the Composition of Labor Force:
1992 and 1996
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Sources: 1992 data based on ICBS; 1996 data based on PCBS labor force survey in April-May 1996.

3. Liabilities Depressing the Palestinian Economy

In addition to the negative shocks of permit and closure policies, the Palestinian economy
must grapple with important structural weaknesses related to a history of occupation and
a future ridden with uncertainties. In particular, the under-development of the physical
infrastructure keeps labor productivity down; and the uncertainty related to the
continuing conflict with Israel over land and sovereignty further depresses private
activity. The Economic Protocol has reduced—but not eliminated—the fiscal leakage
through a system of clearance of VAT and excise taxes, after Israel deducts a 3 percent
administrative fee.

Legacy of a Long Occupation. Domestic production in the WBGS has been weak, and
the economy generally relied on exporting its workers to Israel and the Gulf countries during the
1970s and 1980s. The number of Palestinian workers employed in the WBGS in the mid-1980s
was at the same level a decade and half earlier, despite rapid increases in the size of the labor
force over the period. Structural weaknesses in the Palestinian economy arose from four key
factors that remain serious constraints to future growth and job creation.
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Asymmetric market relations with Israel. Manual labor and manufacturers had fairly free
access to Israel, as did skilled labor elsewhere; but the expansion of agriculture and
manufacturing were restricted. All goods had limited access to much of the region due to
restrictions on trade with Jordan, practical difficulties in trading through Israel, and
inadequate infrastructure. There were no restrictions on imports from Israel; but for
imports from the rest of the world, the economy operated under the Israeli trade regime
that was extremely protectionist until the mid-1980s.

Expansion of the private sector, particularly medium and large firms, has been held back
by regulatory restrictions (especially investment approvals required by the Israeli Civil
Administration), an uncertain legal and tax framework, and political risks. The formal
financial system was literally shut down until it reopened in 1993. These conditions have
caused a bias toward the export of labor.

Fiscal compression and institutional under-development have led to the under-provision
of public goods. Spending on public goods has been low due to low tax receipts, a close-
to-balanced budget practice by the Israeli Civil Administration and municipalities, and
the inability of utilities to borrow to invest (in contrast to international practice). Public
sector revenues were low at 16 percent of GDP—partly because a portion of Palestinian
tax payments, perhaps as much as 10 percent of GDP, accrued to the Israeli treasury.

Restrictions on access to natural resources. Administrative limitations on surface and
aquifer water harvesting have meant stagnation in water usage for Palestinian agriculture.
During the 1980s and early 1990s, agricultural production was also hampered by the loss
of land to settlements and to urbanization in the Jordan Valley—traditionally and
currently irrigated lands. The lack of clear zoning regulations and public land utilization
policy has created a barrier to industrial expansion.

The Infrastructure Gap. Compared to other countries at similar levels of income, the

provision of infrastructure services is seriously deficient in the WBGS (Table 1) due to years of
neglect and under-investment.

Transport. Virtually all the major roads were constructed before 1967 and have received
minimal or no maintenance. International transportation (ports and airports) are entirely
under Israeli control.

Electricity. Per capita supply is significantly lower than for other countries in the region.
Supply is almost entirely supplied by the Israel Electric Company and there are very large
system losses as the assets have been allowed to depreciate.

Telecommunications. There are just over three fixed phones for every 100 persons and
one mobile phone for 100 persons. All neighboring countries, including Egypt, have a
higher phone penetration ratio.
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e Water. Water consumption per head is much lower than in neighboring countries, and
water quality has been deteriorating. With depleting aquifers, sea water seepage in the
Gaza Strip has rendered the water brackish. Water supply is substantially dependent
upon the Israeli company, Mekoroth.

e Sanitation. Only 25 percent of households are connected to sewerage networks.

Collection, treatment, and disposal of sewage are growing problems. The networks,
where they exist, are under great strain and a major health hazard.

Table 1. Comparing Infrastructure Services in the WBGS’

Electric
Per Electric power Households Number Meters of

capita supply system with of phones | paved roads

Population income (kw per losses sanitation (per 100 (per 100

Country (million) (US $) 100 people) (%) (%) people) people)
Egypt 55.0 650 21.0 14.0 50 43 59
Jordan 3.9 1,120 25.0 19.0 100 7.0 170
WBGS 2.4 1,450 13.0 30.0 23 2 80
Lebanon 4.0 2,500 32.0 N.A. N.A. 9.3 N.A.
Syria 13.0 2,800 30.0 N.A. 63 4.1 180
Israel 5.1 13,500 82.0 4.0 100 37.1 266
Mauritius 1.1 2700 33 14 100 9.6 190
LMICs** 1152.6 1,620 21.5 12.4 -- 7.9 --
OECD - 19,710 82.6 73 -- 45.1 --

* Data are for the years 1992-1994.
** Lower middle income countries.

Sources: World Bank (1994c¢): International Yearbooks of Telecommunications Statistics, Electricity Statistics; Road Statistics; KPMG report
on telecommunications, and internal World Bank reports.

Increased Uncertainty in the Interim Period. 1t is difficult to do business in the

WBGS. Instead of the regulatory restrictions that stifled investment under occupation, a
multidimensional uncertainty seems to be discouraging private investors in the current phase.

e Unclear responsibilities. The transitional arrangement has created an awkward mismatch

between responsibility and authority for the PA. The PA has taken over important
legislative and administrative responsibilities, but overall security and foreign relations
are entirely under Israeli control. While the PA can license a business in the West Bank
or Gaza Strip, it is Israel that largely controls the movement of goods and people,
including workers and managers.

o Territorial fragmentation. In the transitional period, the WBGS has been cut into a

number of separate economic units, breaking up an already small domestic market into
even smaller ones. Transport between the northern and southern parts of the West Bank
is seriously hampered by the Jerusalem bottleneck. The Gaza Strip and the West Bank
are almost completely disassociated because of lack of safe passage. When internal
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closure is applied, each of the West Bank urban centers is cut off from other urban as well
as neighboring rural communities.

e Elusive permanent settlement. The Palestinian-Israeli agreements provide no definitive
solutions to the separation of the WBGS and Israel. In fact, the PA and Israel hold
widely different views, with uneven powers to implement such views, on these issues.
There is also a wide gap between the call for economic cooperation as articulated in some
official Israeli declarations and in the Oslo II Agreement on the one hand, and the actions
taken on the ground which have hindered economic development in the WBGS on the
other. As aresult, at this stage, nobody can convincingly tell a prospective foreign
investor under which foreign trade, foreign exchange, and monetary regime he/she would
be operating in the future; how easy it would be to export to J ordan, the Gulf, the
European Union (EU), the US or Israel; how much Israeli competition he/she would be
exposed to on the domestic market; and whether the WBGS will have its own currency
and foreign exchange regulations. These are vital concerns for all new investors,
particularly for export industries where the WBGS has the best chance to attract foreign
direct investment.

e PA’s attitude vis-a-vis the private sector. Experience has been mixed so far. In spite of
recent practices that raise doubts about the PA’s attitude vis-a-vis the private sector, such
as permitting state monopolies and government delivery of private services, official
declarations and documents as well as a number of practices favor free trade and private-
sector oriented policies.

4. Structural Assets

The Palestinian economy is operating way below its potential. It has some important
assets which are only partially utilized in the current circumstances. In the right
environment and with the right mix of strategies and policies, it could thrive and become
a leader in the region.

e The people. The WBGS has a high-quality human resource base, as implied by the
average years of schooling of the adult population (Table 2). There is no shortage of
entrepreneurial talent or professional skills. The private sector is highly resourceful with
a demonstrated ability to operate under challenging conditions.

e Financial capital. There are plenty of private capital resources ready to be invested in the
WBGS if the business environment and policy framework are conducive. The emergent
banking industry attracted deposits in excess of $1.7 billion by the end of 1996, much of
which is yet to be invested domestically. Many of the successful businessmen in the
Arab world are of Palestinian origin, who have already demonstrated great interest in
investing in the WBGS.
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Social capital. There is a vibrant and well-organized civil society. Many institutions
were formed during occupation to deliver public services, which were not adequately
provided by the Israeli Civil Administration. NGOs, universities, and hospitals have
played a major role in delivering services in health, education, agriculture, and welfare
aid to poor families.

Table 2. General Development Indicators

West Gaza WBGS

Bank’ Strip Total
Male life expectancy 70 70 70
Female life expectancy 73.5 73.5 1335
Average years of schooling for 15+ years 8.0 83 8.1
Literacy rate for 15+ years (%) 83.4 84.9 83.9
Female literacy rate 15+ years (%) 733 78.7 76.4
Male enrollment rate for 6-15 years (%) 91 89 90
Female enrollment rate for 6-15 years 92 90 91
Infant mortality rate (per 1000) in 1995 25 32 28
Infant mortality rate (per 1000) in 1980 50 59 54
Child mortality rate (per 1000) in 1995 32 41 36
Child mortality rate (per 1000) in 1980 67 81 73
Total fertility rate (children per woman) 5.61 7.44 6.24
Family size 6.7 7.81 7.06
Refugees (% of total) 27.0 . 64.0 40.0
Female-headed households (%) 7.8 6.3 7.0

* Figures for the West Bank in this table do not include Jerusalem.
Source: Extracted and computed from various tables in PCBS (1996a).

International networks. Successful Palestinian entrepreneurs in Europe and the US can
help the Palestinian economy through networks and international contacts, whether for
markets, expertise, technical know-how, or capital. The expatriate Palestinian
community will be key in developing the tourist and construction sectors (Box 2).

Culture. The unique religious and cultural heritage of the WBGS offers the potential for
developing into an important tourism center. The tourism industry was the mainstay of
the West Bank economy in 1967. Since then, it has suffered serious setbacks due to the
unsettled political and security situation. With peace and the normalization of relations in
the region, tourism and related industries can become a major source of foreign demand
for Palestinian labor services, especially if cooperative arrangements can be developed
with neighboring countries to promote tourism on a regional basis.
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Box 2. Palestinian Diaspora

Diaspora Palestinians are estimated to number 4.5 million—nearly twice the population of the WBGS.
There are an additional 0.8 million Palestinian citizens in Israel. Two waves of refugees and these
refugees’ descendants largely constitute the Diaspora Palestinian community. The first wave occurred in
1948 with the establishment of the state of Israel, and the second with the 1967 occupation of the WBGS.
While there are large concentrations of Diaspora Palestinians in Jordan, Lebanon, and Syria, the
community is widespread, extending to Europe, North and South America, and Australia.

The Diaspora Palestinian community has come to be recognized for its entrepreneurial and hard-working
ethics as well as its leadership, managerial, and specialized skills in business, banking, engineering,
medicine, and government planning. Expatriate Palestinian entrepreneurs include a wealthy elite that
forms an international network operating out of such centers as London, Athens, Cyprus, Riyadh, Qatar,
Amman, Brooklyn, Detroit, and Boston.

Estimates of this wealthy elite’s combined assets are between $40 and $80 billion. The elders of the
overseas community, now mostly in their 60s and 70s, command the greatest personal wealth, much of it
built on petrodollars in the Gulf region and on construction and property development in Europe and the
United States. The younger expatriates, mostly in their 40s and 50s, include a large number of highly
educated professionals, such as academics, doctors, engineers, and managers, who hold top positions in
corporations and are prominent in banking, both in Europe and in the Middle East.

Well before the beginning of the peace process, wealthy Palestinian expatriates were channeling funds
into the WBGS. A lot of the funds went to educational and humanitarian activities, such as contributions
to universities and hospitals. The biggest conduit for private aid was the Geneva-based Welfare
Association with more than 100 of the richest Diaspora Palestinian businessmen as members.

Source: Abu-Ghaida (1996).

e Newcomer’s advantage. As Palestinian economic management is a newcomer to the
world of development policy, it can learn from the mistakes of others in policy
formulation and implementation. This should save the economy setbacks from the failed
policies adopted by other developing countries, such as expanding public sector
employment to reduce unemployment, using price controls to keep the prices of food
items low to urban consumers, or using state agencies to deliver private goods.

e East-West link. Given the geographic location of the WBGS and Palestinian experience
in trading with both the Israeli and Arab economies, it could become a significant transit
point for future trade within the region. The free trade agreements (FTAs) signed with
the EU and the US should also make the WBGS an attractive economy to set up export-
oriented industries.

o No debts, good tax system. Unlike most other developing economies, the Palestinian
economy has not had to deal with the burden of a crushing external debt. It has
succeeded in establishing a fiscal base that is relatively large by regional and even
international standards (20 percent of GDP in revenues). Sound macroeconomic
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conditions can, however, be swiftly lost by imprudent policies, especially if the public
sector expands excessively as a way of reducing the unemployment problem.

e International sympathy. Given the strong international interest in resolving the
Palestinian-Israeli conflict, there are good prospects for attracting international official
assistance to help overcome infrastructural bottlenecks and deficiencies. While much of
the aid disbursed so far has gone toward ameliorating deteriorating conditions in the
short-term, the international community would most likely continue to support long-term
infrastructural needs in the interest of improving overall conditions.

In view of these strong structural assets, the Palestinian economy has been operating
below its potential. This can be illustrated by comparing its levels of skills and income with
other countries. Figure 7 shows for 102 countries how increasing educational levels are
associated with higher levels of income. The average level of schooling years of the WBGS
adult population is 8.1 years in 1995. Given the average relation between schooling and per
capita income, one would expect a per capita GNP level of a little more than $10,000, adjusted
for purchasing power parity (PPP). Given very conservative PPP adjustment factors, the
Palestinian economy is operating at one-third to (at most) one-half of its potential, considering its
stock of human capital.

Figure 7. Per Capita GNP Increases with Education Level:
102 Countries in 1990, but WBGS Income Level
Is Far Below Potential
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Note: WBGS average years of adult schooling was 8.1 years in 1995.
Source: Data from Barro and Lee (1996).

The implications of this substantial underutilization of human resources and, more
generally, of many of its main assets is clear. Given the right environment and the right policy,
the economy could generate substantial growth rates within a short-time period, without pushing
against the constraint of labor quantity or quality. The removal of regulatory constraints, the
establishment of supporting institutions and infrastructure, and reduced uncertainty should,
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therefore, help generate a significant supply response. Free from the legacy of high debits,
inefficient public enterprises, or a revenue base that is too small given needed public
expenditures, public policy can focus on creating the framework conducive for development.

B.

STRATEGIC CHOICES FACING
THE PALESTINIAN ECONOMY

A reorientation of the Palestinian economy is needed to sustain jobs and incomes during the
current period of political instability, and to lay the basis for a take-off when a political solution
emerges. To make an impact, three strategic concerns will need to be addressed simultaneously:
how to diversify external economic relations and depend less on goods and services provided by
Israel; how to set-up a good system of governance that can ally fiscal responsibility, efficiency,
and compassion; and how to utilize existing social capital to help deliver core public services
more effectively, including health, education, welfare, and infrastructure.

1. Economic Structure and International Relations

The WBGS is heavily dependent on Israel for infrastructure services and trade.
Diversifying the sources of services, through internal development and creating the
ability to purchase them from other countries in the region, will permit cheaper and more
reliable services in the long term. Certain internal investments, especially in trade
infrastructure, may make sense in light of the diversification motive even when they
appear sub-optimal when viewed by themselves. The trade regime must also be adjusted
to allow for more diversified international trade relations. The benefits of diversification
will occur not only to the WBGS but also to Israel in increased stability and security.

For an economy as small as the WBGS, the development of strong linkages with external
markets is essential for economic survival. Yet, as a result of high transaction costs at the border,
trade has fallen dramatically in the past few years. Macroeconomic data have not been collected
scientifically since 1994, but rough estimates made by the International Monetary Fund (IMF),
the World Bank, and the Palestinian Ministry of Finance reveal that merchandise exports were
nearly cut in half between 1992 and 1996, from 11 to 6 percent of GDP, and imports fell from 46
to 38 percent of GDP.

Any development strategy will therefore need to be built on better trade infrastructure and
improved trade agreements. Access to outside markets must become more secure and the border
must operate efficiently. The success of any trade strategy will depend on diversification
(making trade less dependent on any one source) and on widening access to new markets in Arab
countries, in Israel, in the industrialized countries, and in the emerging Asian and Eastern
European countries.
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Admittedly, both the infrastructure for trade (i.e., port, airport, bridges, roads) and the
trade regime (i.e., customs unions, free-trade area, non-discriminatory regime) can be only
partially improved within the bounds of the existing agreements with Israel. The economic
agreement itself is in force during the five-year transitional period. and economic relations
beyond that will be defined after the permanent status issues are resolved. Therefore, an
important aspect of the discussion is whether a change in the economic agreement itself should
be pursued before then to improve outcomes during the transition.

Free Access: Moving People and Goods. Trade and tourism are likely to become
dominant economic activities in the future: the relatively small size of the economy makes it
heavily dependent on international commerce, and the deep historical and religious significance
of the region makes it a major tourist attraction. As a consequence, the free movement of goods
and people is essential, and this requires a political agreement and expanded investment in
transportation infrastructure. Such investment includes a network of roads, efficient land, sea,
and air links, and border infrastructure. The need to diversify trading routes and enhance
competition among service providers is underscored by the likelihood that closures will continue.

Whatever trade regime ultimately emerges, expanded options for trade, the movement of
people, and new transportation linkages are required to and from the rest of the world, as well as
within Gaza Strip, within the West Bank, and between the Gaza Strip and the West Bank. At
present, all movement in and out of the WBGS to the rest of the world must take place through
ports of entry located in Israel, Jordan and Egypt. Over 90 percent of Palestinian trade passes
through the Israeli ports. Under the Oslo II Agreement, “equal treatment” was to be accorded to
Palestinian exporters and importers at these points of entry and exit. In practice, besides the port
fees, goods from or to the WBGS are typically subject to stringent security checks and long
delays at border crossings.

Besides direct routes to the outside world (such as a port and airport in Gaza Strip (Box
3)), the crossover points through Egypt and Jordan could be used to expand options for trade.
However, these routes are in a state of disrepair and lack access roads and supporting
infrastructure. The rehabilitation of these crossover points, i.e., Karameh bridge, Damiah bridge,
or Rafah crossing, present immediate lower-cost options. Investments in border administration
and infrastructure must also be made.

Direct access to outside markets from Palestinian areas of control will provide increased
options to traders, business people, tourists, and internationally mobile workers, and hence
reduce the uncertainty of access from the WBGS to the outside world. Two projects under active
preparation are a port and an airport in the Gaza Strip. In the past, there has been some concern
that the port and airport require large investments and hence may not be economically justified
for a small economy. Most small economies the size of WBGS typically do have their own port
and airport because they have no other choice. It has been argued that it would be better for the
WBGS to use the highly developed facilities in Israel. That argument loses force, however, in
view of the serious uncertainties associated with using Israeli facilities even under normal
conditions, and especially at times of border closure. Direct international access from Gaza Strip
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and the West Bank, consequently, has an important “option value.” If a free economic zone 1s to
be created, direct access to a port is undoubtedly essential. To Israel, the benefits occur in the
form of reduced expenditures on security checks of goods and people moving through Ben
Gurion, Ashdod, and Haifa.

Box 3. The Gaza Port and Airport

The Gaza port is to be located five kilometers south of the Gaza City border. According to the PA, the
plan is to provide international access to traders all over the WBGS and to industrial estates in the
immediate vicinity and, possibly, establish a free trade zone for the assembly of light manufactured
goods.

In the first phase, a 600-meter berth in deep water plus a petroleum products berth are planned. The
berths and the harbor basin would be protected by a 700-meter long and 11-meter deep breakwater. At
the end of the first phase, the port would be able to receive small container vessels with a maximum size
of 15,000 deadweight tonnage (DWT). Port equipment is expected to be elementary, including mobile
cranes. A multipurpose container terminal with the ability to handle much larger vessels would be
constructed in the second phase. In the third phase, the breakwater would be expanded and a new
multipurpose terminal will be constructed in the center of the harbor basin to handle even larger vessels
(50,000 to 70,000 DWT). Upon completion of the third phase, the port would be able to function as a
major transshipment facility.

Costs for the first phase are expected to be about $60 million for the port and $40 million for supporting
land development, equipment, and rail facilities for cargo movement. Various European donors have
indicated an interest in financing this phase. Operations are likely to be undertaken through a
management contract.

In contrast to the proposed Gaza port, construction of the physical infrastructure for a new airport at the
southeastern edge of the Gaza Strip is largely completed. The airport includes terminal buildings and a
runway capable of accommodating Boeing 747-400 long-haul jets. Funding for this work, which cost
about $20 million, was made available mainly by Egyptian commercial banks. However, operation of
the airport continues to be delayed pending approval by the Israeli authorities, who have cited security
concerns. Such concerns have also been cited in delaying the clearance to import essential equipment for
airport operation as well as three aircraft which have been provided by donor countries as part of their
assistance programs.

Source: Mody (1996).

Trade Policy Options. To a large extent, the Palestinian trade regime has already been
anchored by the FTAs signed with the EU and the US in 1996. But in the short to medium term,
the rules for trading with Israel remain crucial. Indeed, while a major reorientation in trade
should occur over time, any sharp cut in trade with Israel would have large short-run costs, as
recent experience with permit and closure policies illustrates. Therefore, it is better if
diversification is based on a strategy of expansion rather than restriction.
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The Economic Protocol signed in 1994 in Paris between the PLO and Israel regularized
the existing trade relation and improved some of its aspects. First, there is no customs border
between the WBGS and Israel. Subject to Israeli quality standards, trade between the WBGS
and Israel is mostly free (the only exceptions are five agricultural goods with quotas until 1999).
Second, customs revenues and VAT, raised on goods coming from third countries are partially
returned to the Palestinians. The VAT operates on a destination basis, i.e., the VAT on imports
from Israel is remitted by the Israeli treasury to the PA. Third, trade relations with third
countries—tariffs, standards, quotas—are largely determined by Israeli policies, albeit with some
limited exemptions.

The choice of an optimal trade relationship with Israel is complicated by the uncertain
political outlook. In a peaceful environment, there would be large gains to free trade with Israel,
but this arrangement has devastating negative impact under repeated closures.

e Under ideal border conditions, free trade with Israel seems very much in the interest of
the Palestinian economy. In spite of several disadvantages, its major attraction for
Palestinian producers is that the Israeli tariff structure is particularly protectionist in
sectors where the Palestinians have a strong export potential: agriculture and labor-
intensive manufacturing (i.e., shoes, garment, furniture).

o But while trade preferences accorded by Israel under free trade are valuable on paper,
their value is negligible under repeated closures since agricultural exports are highly
perishable and industrial subcontracting requires a high degree of predictability.

Indeed, under the current arrangement, the Palestinian economy is not taking advantage
of the theoretical opportunities offered by free trade. Agriculture is shifting back from high-
value crops (i.e., strawberries and flowers) to less valuable but also less perishable and less risky
ones (i.e., potatoes and onions). Gazan firms specializing in subcontracting have cut their
business in half over 1995. In 1996, total exports to Israel were estimated at $200 million. By
some estimates, the figure could have been $600 million in the absence of closures. But at the
same time, the preferences accorded by the Palestinians to Israel involve real costs. A system
with zero tariffs for all imports, for example, would allow Palestinian importers to purchase
goods from third parties at prices cheaper than from Israel. However, giving up a preferential
trade agreement with Israel, and with it the preferential treatment for Palestinian exports, would
be extremely costly in the short to medium term. It would impose on Palestinian exports to
Israel (80 percent of total WBGS exports) the high levels of protection that Israel applies to third
countries.

The choice of an optimal trade relation with Israel should thus be partially dictated by
expectations about the frequency of future closures. Unless new ways are found to isolate
security issues from the passage of goods and people between the WBGS and Israel, a more
independent trade relation may be preferable from a Palestinian economic point of view.
Improvement within the current agreement would be boosted by increased Israeli cooperation on
issues such as improved revenue-sharing systems, a more fluid border, increased trade
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independence with neighboring countries (in terms of longer lists of allowable goods and larger
quantities), and larger labor flows. The alternative of renegotiating the agreement would be more
attractive, however, if the current situation does not improve.

In the context of this difficult dilemma, is a FTA with Israel which falls short of an
agreement on third-country relations (i.e., a customs union) a good intermediate solution? Such
a strategy would maintain open trading relations with Israel, but would potentially avoid the
protectionist aspects of Israel's trade regime, especially in regional trade. Taxes that now leak to
Israel could be collected at the (new) custom border. A strategy of free trade with third parties
would improve the bargaining position of Palestinian trade negotiators, perhaps resulting in more
efficient operations at the border with Isracl. However, several other problems must be dealt
with for the FTA solution to become attractive (i.e., the low value added of Palestinian industry
and geographical separation of the West Bank and Gaza Strip).

One possibility worth investigating seriously is to turn the Gaza Strip into a free trade
zone (and the West Bank as soon as the border situation allows it). This would send a strong
signal to the world that Gaza is open for business, and government is out of the business of trade.
Together with its large and relatively skilled labor force, such an initiative would make the
Palestinian economy very attractive as an export platform to the US and EU. Because almost no
custom revenue is presently collected on manufactured imports, there would be little effect on
fiscal revenues.

2. An Efficient and Compassionate State

The second strategic issue concerns the evolution of the Palestinian governance system.
With its rich civil society and high level of skills, Palestinian society has the potential to
break the regional mold and jump to a modern state that is efficient and compassionate at
once. While the public sector’s track record has not been long, there are indications that
it may move toward the regional mold. Establishing a modern system of governance is
needed so that fiscal deficits are kept in check, expenditure and revenues are managed
efficiently and fairly, and the negative effect of shocks on the poor is reduced.

A Better Civil Service. The desirability of developing an efficient public sector militates
strongly in favor of curbing any further growth in recurrent expenditures and identifying cost
savings through expenditure rationalization. As a first step, it is important for policy makers to
articulate the range of services to be provided and paid by government, under its prevailing
financial constraints, based on a detailed underlying blueprint of the role of the state.

An equally important — but frequently overlooked — requirement for effective public
sector performance is having the tools to translate policy decisions into practice. Such tools
include an effective budgeting process (embedded with appropriate incentives for spending
ministries and agencies to remain within budgetary ceilings), devices for monitoring budget
execution and detecting over-runs, and an effective cash management system for processing
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payments. Despite the substantial progress in building up revenue administration, expenditure
management capacity in the PA’s Ministry of Finance has been slow to develop. By and large,
annual budgeting has thus far been viewed as a formality by the spending ministries and
agencies. Not until June 1996 was a circular issued to announce the start of the annual budget
cycle (for 1997) and to give directives for the exercise. Even the budgeting exercise for 1997
remains confined largely to ministries” and agencies’ recurrent budgets. Significantly, the
capacity for monitoring budget execution, early detection and correction of slippages, auditing,
and cash management remains limited. Although several measures to enhance expenditure
management capacity are either planned or under implementation, in many cases they occur with
outside technical assistance. These include bringing financial comptrollers in the spending
ministries and agencies under the authority of the Ministry of Finance, and consolidating the
existing multiplicity of cash management channels into a single account. There is also the need
to consolidate the accounts of PA revenues, so that they include all revenue sources, such as
petroleum excise tax revenue from Israel under the clearance system.

The incentive structure for the civil service is not presently geared toward ensuring
optimum staff performance. Only when the extent of government’s responsibilities for service
provision have been clearly spelled out will optimal organizational designs, staffing levels, and
profiles for government structures become easier to specify. There is now a serious risk that
continued recruitment at the same pace as in the recent past will threaten medium-term fiscal
stability. Even a cursory look at the PA’s present organizational structures and personnel
management policies suggests that there is much room for streamlining and greater cost-
effectiveness. Substantially better results and greater cost-effectiveness could likely be achieved
through consolidation of, or clearer distinction among, the mandates of the various ministries and
agencies.

Raising Revenues and Avoiding Fiscal Deficits. Despite grave problems in revenue
collection during the first few months of self-government in Gaza Strip and Jericho, it is
generally acknowledged that by late 1995 revenue administration had been placed on a sound
footing, with progress in capacity-building reflected in consistently higher-than-projected
revenue collection by the PA, especially via the revenue clearance mechanism provided for under
the Economic Protocol (Figure 8). But tax collection ratios, which stood at a respectable 21
percent of GDP on an annualized basis in late 1996, can still be improved. Several issues remain
unresolved or under implementation, such as the development of formal work rules and
instructions for revenue administration staff, reconnection of Gaza Strip’s revenue administration
facilities to the Israeli Civil Administration’s computerized former taxpayer records, and
strengthening the management of customs administration.

In the face of mounting donor fatigue vis-a-vis recurrent cost funding, it is unlikely that
any further grant assistance will be made available for this purpose—barring some large and
adverse political shock. While near-term prospects for increasing revenue are modest, demands
on expenditure are likely to continue to grow. Unchecked expenditure growth would risk
generating large public sector deficits and crowding out potential private investment. In the
absence of demonstrated capacity for macroeconomic management and in the present climate of
political uncertainty, prospects for foreign commercial borrowing and domestic non-bank
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borrowing are likely to be limited. This would mean forcing reliance on substantial additional
borrowing from the domestic banking system and a further build-up of payments arrears.

Figure 8. Evolution of Fiscal Revenue and Expenditure
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Sources: Annex (Table 7) and World Bank 1994-96 GDP estimates.

The concerns about the sustainability of the fiscal accounts are exacerbated by the fact

that all public expenditure needs are not fully provided for in the PA’s ongoing or planned
spending patterns. At least six areas can be cited where costly public sector intervention may be
required. \

The risk of closure-induced shocks to revenue and, to a lesser extent, expenditure is
significant. Direct losses in fiscal revenue include income tax on lost earnings in Israel,
customs, excise, and/or VAT on the difference between normal and closure-restricted
flows of goods and services imported into the Palestinian self-government areas. Indirect
(or second-round) losses include tax and possibly non-tax revenue losses stemming from
the general decline in economic activity triggered by the loss of factor income earned in
Israel and of export revenue, and by the disruptions in domestic production as a result of
interruptions in intermediate import supplies. Public expenditure is also affected by
periods of closure if desirable stabilization policies are put in place. Indeed, in the face of
continuing risks of closures, more significant reserves need to be built in the future.

Public investment expenditure will need to be funded, at least in part, from central
budgetary resources once the presently exclusive reliance on donor funding is no longer
feasible. Public funds will also be required for operating and maintenance costs. The
need for integrated recurrent and capital budgeting is acquiring greater importance as the
focus of public investment activity shifts increasingly from rehabilitation to the
construction of new infrastructure.

Presently, a large share of revenues comes from Israel in the form of tax clearances (over
60 percent in 1996). This means that the Palestinian treasury is to a large extent relying
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presently on Israeli tax collectors. Local tax-raising capacity will have to be built up to
maintain the same coverage (especially on VAT and income tax collection) if less
Palestinian workers go to Israel in the future, or if less trade transits through Israel.

e The public sector functions still to be transferred to the PA during the Interim Agreement
period are in zones B and C of the West Bank. While the recurrent expenditure increases
associated with these remaining transfers will be small, they nevertheless can be
significant.

e The paucity of quality and funding sources for municipal services provided by local
authorities may call for inter-governmental fiscal transfers over the medium term to
support service improvement and extension.

e The United Nations Relief and Works Agency (UNRWA) runs parallel systems of
education and health care for the refugee population in the WBGS and neighboring
countries. At the very least, integration of the operating costs of these systems into the
PA’s budget will arise as a serious option over the medium term.

But besides improvements at the margin related to better institutional performance, major
increases in revenue are unlikely over the next few years, barring changes in the revenue-sharing
formulae with Israel which would require renegotiation of parts of the present Economic
Protocol. If such renegotiation were to prove politically feasible, at least two areas merit serious
attention:

e The present revenue-sharing formula for customs duties on imports, based on the
destination principle, allocates to the Palestinian treasury a share of revenue calculated on
the basis of recorded import flows that are explicitly designated for final use in
Palestinian self-government areas. Palestinian officials frequently point out the
significant leakage which occurs under this formula, which according to a recent study
amounted to 4 to 6 percent of GDP (or around $125 million) during the 1994-1996
period. The leakage is due to the high proportion of indirect imports (i.e., imports into
Israel which are sold to final users in the WBGS but which are not explicitly designated
as such at the initial point of entry).

e The second area concerns seigniorage revenue—ithe real resources appropriated by a
governing authority as it increases the money (currency) base in the economy. Because
the prevailing Interim Agreement rules out near-term issuance of a Palestinian currency,
no independent seigniorage can be generated for the Palestinian treasury. Moreover,
there is no provision for allotting a share of the seigniorage collected by Israel to the
Palestinian treasury under the present currency union arrangement. It has been estimated
that a defensible formula for sharing seigniorage on the shekel might yield some 2 to 5
percent of GDP annually in additional revenue to the PA.
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Effective Stabilization Policies. A crucial policy choice for Palestinian society concerns
the extent and manner in which closure shocks are smoothed. In the face of massive shocks,
stabilization policies can achieve very little. The effects of closure-related shocks can be
decreased significantly only if the economy becomes more diversified in its trade relations. But
given the vulnerability of the economy to external shocks, stabilization policies still need to be
developed to relieve the pain of the most vulnerable in society.

Civil service employment is not a good instrument for stabilization. In the past few
years, the expansion of public service has, to a large extent, become a means of smoothing the
negative shocks that have hit the Palestinian economy. Clearly, part of the public sector increase
stems from the phased transfer of public sector functions. A strong case can be made for some
new recruitment (on top of employees inherited from the Israeli Civil Administration) in order to
provide for enhanced delivery of public services that were widely perceived to have been sub-
standard under occupation; to fill senior staff ranks in the civil service, which under the Israeli
Civil Administration had been confined to Israelis; and to carry out functions (mainly those
relating to public order and security) for which no ready-made apparatus was bequeathed by the
Israeli Civil Administration. There is now evidence that the extra recruitment has by now
brought public sector employment to a level that should amply fulfill public sector functions
under a market economy blueprint.

Rather than relying on public sector employment, there is an important role for insurance
programs and targeted policies of stabilization to offset the most deleterious effects of transitory
shocks on the poor. The deployment of an unemployment insurance system for Palestinians
working in Israel could be considered. For long border closures, indirect effects are also
important, and so transfers/local employment schemes—more finely linked to closures—would
be preferable on welfare grounds. Export insurance schemes can also be explored, especially if
this helps bring donors into the negotiating picture with Israel.

Employment Generation Schemes. The main policy instrument to mitigate the economic
impact of closures has been the implementation of numerous employment generation schemes.
Most of these schemes, however, have been used primarily as anti-poverty programs and none
were designed specifically as built-in stabilizers. Some performed simple tasks that do not create
permanent assets, which enabled them to transfer a relatively high share of their budgets to the
poor. In particular, the Ministry of Social Affairs Assistance program, the World Bank Direct
Hire program, and the UNRWA Emergency Employment program have managed to ensure that
$1 of every $1.50 allocated has actually reached the poor. Other programs attempted to create
assets as well as help the poor, which diluted their effectiveness as an anti-poverty program.
UNRWA'’s Shelter Rehabilitation program, for example, spent $3 to $6 for each dollar received
by the poor. To serve as an effective built-in stabilizer, these programs would involve simple
tasks that can be implemented directly by local municipalities or farmed out using standard
contracts covering more than one period, which would shorten their time lags. The inputs used
should be domestically produced or easily and inexpensively stockpiled, thus making the
program less vulnerable to closure. It should also be possible to change the coverage of the
program without causing serious disruptions in its operation. Possible tasks that can be
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performed include forestation programs, soil preservation, street sign installation, access road
construction, and garbage disposal.

Unemployment Insurance for Workers in Israel. It is not prudent at the moment to set up
an unemployment insurance for all Palestinian workers since the PA does not presently have the
resources to finance it, the organizational capacity to manage it, nor the infrastructure needed to
compile the extensive and timely data it requires. However, an effective mechanism to mitigate
the economic impact of closure is to provide unemployment insurance for Palestinian workers in
Israel. Limiting this program to unemployment as a result of border closure would keep it
manageable and avoid potential moral hazard problems. This program would cover all WBGS
workers who have permits to work in Israel at the beginning of each year. Premiums collected
should be the major source of funds for the program. The program should be able to draw funds
from Israel and donors, particularly during long closures. Given the frequency of closures, it
would need to collect a relatively high premium.

Export Insurance Program. Insuring exporters against some losses resulting from border
closure helps the export-oriented sector and removes an important barrier to greater private
investment. Shipping delays due to closure cause liquidity problems as well as financial losses
resulting from damages to the exported goods. Liquidity problems and other financial troubles
caused by closure can be alleviated by an export insurance program. The program would insure
exporters against financial losses caused by the failure to ship on a timely basis due to closure or
other Israeli restrictions, by damage to the goods at the border, or even by the loss of a contract
due to delays at the border. Covered exporters prevented from shipping by Israeli restrictions
would be paid by the program on the date the shipment was supposed to take place. Setting up
an export insurance program can help to expand credit by enhancing the value of an exporter’s
balance sheet as a source of information about financial performance.

Monetary Stabilization. The potential for monetary stabilization is limited by the size of
shocks and by the absence of stabilization instruments. An independent currency would allow
the Palestinian Monetary Authority (PMA) to reduce the impact of monetary shocks emanating
from Israel or Jordan, and act as a lender of last resort. However, the issuance of an independent
currency is constrained politically by bilateral Palestinian-Israeli negotiations. It is also
economically advisable to avoid the issuance of an independent currency until after a track
record of fiscal discipline has been established, in order to improve the chances of public
acceptability of the currency. In the absence of a currency, the PMA should avoid taking any
action to limit the free circulation of the three currencies in the market (the Jordanian dinar, the
Israeli shekel, and the US dollar) since currency substitution by the private sector provides a
stabilizing element against imported monetary shocks. The PMA also needs to find mechanisms
to fulfill its function as lender of last resort in order to stabilize the banking system against any
bank run. Since the PMA cannot issue currency and does not have a credit line from the central
banks whose currencies are circulating, building monetary reserves is essential. The PMA also
needs to regulate and supervise the banks very thoroughly to ensure proper operation and to
protect deposit safety. One activist policy for the PMA to adopt is to vary the amount of
liquidity in the banking system by moving reserves in and out of the local banking system as a

Executive Summary < page 26



way to offset shocks to the economy. The implementation of this policy, however, requires
careful consideration and substantial strengthening of the PMA’s institutional capacity.

3. Taking Advantage of Social Capital and New Technologies

The third strategic dimension concerns the ability of Palestinians to take advantage of a
rich tradition of civil society and dynamic NGOs, the newcomer advantage, and new
technologies, to form effective partnerships in sectors ranging from health and education
to the provision of infrastructure.

Legal Framework. A first requisite to encourage private activity (for profit and not-for-
profit) is a transparent and independent legal system to settle disputes between private sector
agents and to protect these agents from undue government intervention in economic affairs. The
present legal environment requires significant improvement if the WBGS is to become an
attractive place for investors. Needed improvements include avoiding intervention in legal
affairs and resolving conflicts between different layers of legal codes that are on the books.
Immediate attention is also needed to secure legal protection against expropriation and
confiscation of foreign investment property, and legal guarantees that insure the repatriation of
capital and profits. The creation of special economic zones can provide an island of short-term
protection until the system is improved (Box 4). Other measures can encourage the development
of sectors that are more robust to political turmoil, i.e., housing and other types of infrastructure
with a large pent-up demand. Such measures include the registration of land and moveable
assets, designing leasing laws, and reforming the rent control laws.

Partnerships with NGOs. In education, welfare, and especially health, it would be
advantageous for the public sector to enter into partnerships with NGOs and tap into existing
managerial capacity. In commissioning NGOs to deliver health services or providing them with
charitable or tax-exempt status, it is important for the PA to develop the appropriate regulatory
framework. After all, NGOs, as special interest groups, may have a conflict of interest with the
overall public good. The challenge then is to create accountability mechanisms with a
framework that fosters both competition and the free flow of information, since effective
competition among NGOs can only be sustained by mechanisms that help the market evaluate
performance and make choices. This means that the mechanisms through which various service
providers compete must be built, e.g., procurement based on competitive bids, or client choice
and voucher systems. In addition, public disclosure of funds through client surveys,
investigative journalism, and public citizen policing are needed to ensure accountability.

Private Delivery of Infrastructure. Some of the investments required for infrastructure
could be provided by the private sector. Global trends indicate that private actors can engage in
broader fields of public interest if the proper regulatory system is in place. Such efficient
governance systems are decentralized, with an emphasis on competitively contracting out
infrastructureto private companies and non-governmentcitizen groups. The provision of public
goods is safeguarded by mechanisms that foster accountability and contested markets.
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Box 4. Industrial Estates

A series of industrial zones has been planned to help jump-start industrial development in the WBGS by
establishing closure-free movement of goods and labor in a legal and regulatory environment attractive
to potential investors. The estates would, in effect, sidestep the many obstacles that presently impede
employment, investment, exports and business transactions through the WBGS.

The Gaza Industrial Estate (GIE) is designed to be the first phase in a broader program of industrial
estate development. The GIE is the first of the export-oriented border estates, targeted primarily but not
exclusively at export markets. A German-funded project in Jenin is the second such estate. Municipal
industrial estates (with a proposed project for Nablus initially) constitute the third dimension of the
program. These municipal estates focus primarily on the domestic market, are designed to provide
facilities for small workshops in local areas, and incorporate a policy dimension to address newly
enforced municipal zoning requirements.

The GIE is a pioneer project—the first of a series of industrial zones. The total cost of the project is
estimated at $64 million, of which $34 million is expected to come from private sector investors,
including the developer (PADICO), local private sector investors, the International Finance Corporation
(IFC) and the European Investment Bank. The remaining budget of $30 million for technical assistance
and off-site infrastructure components will be covered by the donor community. When used at its full
capacity, the GIE could have 17,000 permanent jobs, with an additional 20-30,000 jobs created indirectly
for services and other manufacturing operations.

Project viability will hinge on a number of critical success factors. In particular:

o  Security and Access Agreement. The success of the zones is dependent on political and legal
agreements of a binding nature that will insulate these zones from border closures. Negotiations are
underway at the present time to formulate security procedures and agreements of access to and from
the GIE site to insure complete closure-free operation.

e The Policy Environment. Significant progress has been made recently in advancing the legal
framework and the institutional arrangements to assure transparency, efficiency, and investor
confidence. Further progress is still required in gaining legislative approval for the investment law
and the industrial and free zones law.

The first step toward private sector involvement has already taken place in the water
sector. The newly established regional water and sanitation authority in Gaza Strip awarded a
four-year management contract to an international operator through competitive bidding. In
telecommunications, a private company, Paltel, was awarded an exclusive franchise for
rebuilding and operating both the fixed and mobile phone systems in the WBGS for a 15-year
period, with a non-exclusive franchise for another 15 years. In electricity, the Palestinian
Electricity Authority (PEA) is presently negotiating the development of a power generating plant
in Gaza Strip under a 20-year build-operate-transfer contract with a private company that will
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ultimately provide 215 megawatts (Mw) of power. The principle of creating incentives for
performance is being adopted. In the Gaza Strip water supply management contract,
compensation has been tied closely to performance. In the Gaza power plant, the price paid for
electricity received will evolve according to a pre-specified formula, in the spirit of price cap
regulation. Operation and maintenance costs will be tied to a cost of living index, and the energy
cost will be tied to a world energy price index.

Besides incentives, private provision of infrastructure also requires building sufficient
regulatory capacity to ensure that societal interests are met. Where competition is effective,
service providers have the right incentives to price in a socially desirable manner. Hence,
regulation should be limited to non-price issues, such as safety and environmental protection.
Where market power exists however, a price regulatory mechanism needs to be put in place.

Beyond this, institutional innovations and mechanisms need to be conceived and put in
place for planning, regulation, project implementation, and coordination. The benefits of an
umbrella structure, such as a US-style regulatory commission are worth considering. A
commission would serve two functions. It would establish common principles of regulation across
sectors and insulate the regulatory process from political interference. Political insulation occurs as
the commissioners, appointed for fixed terms, are responsible ultimately to the legislature. Some
economies may be realized by coordinating the activities of regional electricity and water utilities.
There are likely to be economies in joint billing and collection, saving both on software
development and collection costs as well as in joint network planning, i.e., laying of pipes and
cables, and maintenance.

Leveraging Human Capital through Information Technology. An unusually high level
of human capital could be leveraged through the use of modern information technologies.
Conversely, since Palestinians do not possess any significant natural resources, the future of the
Palestinian economy will be largely determined by the capacity to construct a knowledge-based
economy. Such technologies would not only support domestic transactions, but also
international linkages. In particular, the possibility exists of developing trade in a variety of
services. The pillar of such an economy is a modern telecommunications infrastructure.
Looking ahead, the development of information technology capabilities would open up a series
of possibilities for the economy.

e AsaMiddle East financial center, it could tap into the resources of specialized
Palestinian bankers, provide a safe haven for investors, integrate regional stock markets,
and serve as a center for currency trading and clearing credit-card obligations.

¢ By encouraging information processing industries, it could exploit decreasing long-

distance telecommunications costs to enter new markets in off-shore information
processing and software engineering (as in Barbados and India).
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e As a high-skill hub for professional services, it could provide legal services, insurance,
investment banking, consulting, education, specialized medical treatment, advertising,
and software development.

e It would give a boost to the tourism sector that requires significant infrastructure,
including modern communications for hotels, resorts, and restaurants in the historic sites.

L

A SECTORAL VIEW:
POLICIES TO GENERATE GROWTH

The implications of the three principles for a sustainable economy—diversification of external
relations, an efficient and compassionate state, and capitalizing on strong social capital and new
technologies—vary across the sectors of activity. Diversification is crucial for finance, industry,
and agriculture. While good governance is important across the board, it is crucial for education.
Partnerships between the state, the private sector, and civil society are key for mobilizing
dynamic activity in health, tourism, housing, and infrastructure.

1. Private Sector Development

Substantial investment funds can be mobilized from Diaspora Palestinians and
international sources, and the WBGS could attract significant foreign investment under
the right circumstances. It is difficult to imagine a sustained private-sector boom in the
current circumstances of political turmoil and border closures. However, important
forces that depress private investment in the short term can be removed by well-crafted
policies.

Agriculture and Industry. Water is a scarce resource in the West Bank, and a very
scarce resource in Gaza Strip where the groundwater resources are over-exploited and becoming
increasingly contaminated. Present availability of renewable water resources (based on the Oslo
II Agreement) is only 115 cubic meters per capita per year—among the lowest in the world
(Table 3). While a favorable final status settlement would provide more water to the WBGS,
water resources will be extremely limited and will pose a serious constraint for the economy.
This challenge requires a re-thinking of economic growth patterns and a change in attitudes vis-
a-vis water.

One dramatic implication is that agriculture is unlikely to remain the mainstay of the
Palestinian economy in the future. Presently, WBGS agriculture uses, on average, 70 percent of
all extracted water (strikingly, in Gaza Strip, it uses 150 percent of annually renewable water
resources), and the sector contributes about 15 percent to GDP. By comparison, industry and
construction consume about 13 percent of available water resources and contribute about 25
percent to GDP. The value added per unit of water is therefore much higher in industry. Typical
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value added by irrigated agriculture in the region varies between $0.15 and $0.30 per cubic meter
of water, while value added by most industries can be as high as $30 to $50 per cubic meter of
water used. In order to have economic growth in the future, less water should go to agriculture,
and more should go to industry. But less water use in agriculture does not necessarily mean
lower agricultural outputs. Conversion of current irrigation practices to more efficient methods
could protect and consume less of the available fresh water resources. Nevertheless, given the
large share of the labor force in agriculture, the required future adjustment is considerable.

Table 3. Regional Water Resources

Resources
Country Resources Consumption cubic meters per

BCM* per year BCM per year capita per year
Israel 2.1 1.9 375
Jordan 0.8 1.0 213
Lebanon 4.8 0.8 1,200
Syria 5.3 3.3 385
WBGS . 0.2 0. 2%* 115

* billion cubic meters

** Actual Oslo II allocations (interim) are 264.5 million cubic meters (MCM) (248 MCM renewable and
16.5 MCM from Israel).

Source: World Bank (1995a).

In these circumstances, industry and services will have to play a leading role, and given
the size of the economy and the constraints on the export of labor, the focus must be on the
export of goods and services. Trade policy will have to open up new growth opportunities based
on comparative advantage. Advantages include a relatively sophisticated and hard-working labor
force; a strategic geographical position; and a relatively open economy with little industrial base
at risk, and whose revenue base does not rely on customs duties. G<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>