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Publication Standards at the
Palestine Economic Policy Research Institute-MAS

The Palestine Economic Policy Research Institute -MAS- engages in the
publication of applied research papers and studies related to the Institute’s
program in the area of economics and social science and conducted by full
or part time researchers.

The Institute abides by the following standards and procedures to ensure
the high quality of its research publications:

1. The approved research project should be conducted or supervised by
a specialist senior researcher. The research must not have been
published previously or submitted for publication elsewhere.

2. The terms of reference of the study are approved by an internal
MAS scientific committee (consisting of senior researchers) to
ensure accurate goals, appropriate use of scientific methodology and
procedures and the timetable for completion.

3. The internal scientific committee supervises the work of the
researcher or team of researchers through periodic progress reports.

4. The initial draft of the study is reviewed by the scientific committee
for objective content-related amendments to be added to the second
draft.

5. The second draft is then submitted for evaluation in accordance with

the terms of reference to two or three external academic experts
specializing in the subject. Provided that there is a positive
evaluation by at least two experts, the researcher is asked to review
the study taking into consideration the objective recommendations
of these experts.

6.  The study is presented for discussion at a public workshop attended
by academics, researchers, and representatives from public and
private sector institutions related to the subject of the research.

7.  Comments and feedback from the workshop are incorporated into
the study and the final draft is reviewed by the scientific committee
to ensure that the necessary amendments have been made. The study
is then edited.

8.  Research papers written in English are translated into Arabic and
published in both languages. An executive summary in English is
attached to research papers written in Arabic.
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Abstract

Trade between the WBGS and Israel has always played an important role
in integrating the two economies. Since its occupation of the WBGS in
1967, Israel has utilized trade as a measure to restructure the Palestinian
economy towards more dependency on Israel to serve the interests of
Israeli economy. Israeli measures started by cutting off the economic and
trade links between the WBGS and the rest of the world. Therefore, the
vast majority of Palestinian trade was limited to or through Israel. “Open
bridges” policy has been applied since 1967 until now to let out very little
trade. However, this was a very limited channel and always was restricted
by Israeli measures. Israeli control over the WBGS trade was extremely
tight to the extent that 95% of its imports came from or through Israel and
94% of its exports were destined to or through Israel.

Israeli monopoly over the WBGS trade was even made worse by flooding
the Palestinian markets with cheap and subsidised Israeli products. This
led to the weakening and in certain cases destroying the relationship
between production and consumption as well as between supply and
demand within the WBGS and consequently increased their dependency
on the Israeli economy.

Since the initiation of peace process in 1993, GDP constituted 80% of
GNP compared to 98% in the early 1970s. Private consumption accounted
for 110% of GDP. Nearly one third of the Palestinian labour force worked
in Israel. By signing the declaration of principles (DOP) in September
1993, as well as later agreements, there were certain indications pointing
towards an improved environment. It was anticipated from DOP and
bilateral agreements that significant changes, particularly in terms of more
favourable policies will take into account the interests of the Palestinian
economy to reduce the dependency of the Palestinian economy on Israel.
Also, it was expected from favourable policies to boost growth and set the
basis for long-term sustainable development.

Unlike initial expectations, economic and trade indicators over the past
five years (1995-2000) show that very limited changes have taken place in
the Palestinian economy. The Palestinian economy has continued with the
same characteristics as those that persisted during the years of occupation,
1968-1994. The transitional period did not result in any reduction of the
dependency of the Palestinian economy on the Israeli economy. On the
contrary, we can say that it has strengthened and deepened this



dependency to a large extent, particularly through foreign trade and labour
mobility. Also, the Palestinians are still dependent on VAT collected by
the Israelis to finance the public budget.

The paper aims to analyse the determinants of the performance and the
functioning of the Palestinian foreign trade during the transitional period,
1995-2000. Meanwhile, the study will attempt to differentiate between
those factors that are attributed to the objective factors like (1) restrictive
measures and stipulations of the transitional period’s agreements, (2)
Israeli violations in implementing the agreements and (3) lack of neutral
international arbitrage to judge the implementation of the agreements and
subjective factors like those that could be attributed to the lack of a
Palestinian clear and realistic economic vision. This has eventually led to
the inability of the Palestinians to benefit from the bilateral agreements to
reach positive outcomes in relation to the Palestinian economy. However,
this paper realises that utilizing appropriate instruments will not
necessarily lead to creating structural changes in the Palestinian economy.
Such kind of changes are mainly restricted by the impediments imposed by
Isracli Military occupation. Nevertheless, this study suggests that
Palestinian side was able to manipulate few options provided by the
agreements, particularly those related to finance and trade. The obstacles
facing the Palestinian economy during the transitional period can be
summarized as follows:

1. Israel continued controlling Palestinian trade through restricting
merchandise and service trade flows between the WBGS and abroad.
Also, other restrictions imposed on labour, mobility and trade within
the WBGS. Consequently that measure has restricted the ability of the
Palestinian National Authority to apply any trade policy and prevented
it from pursuing an independent policy in terms of imports, exports
and local production.

2. The Paris Economic Protocol obliged the Palestinian side to adhere to
Israeli customs and regulations that are set in the first place to serve
the interests of the Israeli economy. This has led to the increase in the
prices of essential inputs of production, as well as Palestinian
production particularly that relied on imported inputs. The increases in
costs of production have weakened the competitive advantage of the
Palestinian products internally and abroad. This will prevent
Palestinian products from enjoying access granted by the agreements
signed between the Palestinian National Authority and other countries
particularly Jordan, Egypt and EU. On the other hand, the customs
union with Israel has harmed the competitive advantage of the



Palestinian products, particularly when Israel liberalised its trade in
particular areas as part of fulfilling its promises to the World Trade
Organisation without coordination with the Palestinian side. In fact,
those Israeli measures and arrangements left the Palestinian products
without any protection or anticipated support.

3. Israel violates the bilateral agreements with the Palestinian side
through the continuation of applying its policies in terms of the
absence of an international arbitrage. Israeli violations to the
agreements could be outlined as follows:

a. Closure policies and their impact in terms of restricting internal
and external trade. Initial indications suggest that the cost of
production rose by 30%. As a result, the competitive advantage
of the Palestinian products in local and foreign markets has been
deteriorated. Closures also led to disruptions in exports and loss
in external markets.

b. The separation between the WBGS and Jerusalem as well as
between the towns and villages within these areas has brought out
the inefficiency and imperfections to the Palestinian markets.

The paper also addresses a number of obstacles concerning the inability of
the Palestinian side to deal with certain economic policies, which could be
summarised as follows:

1. The inability of the Palestinian side to benefit from the limited margins
provided in the Paris Economic Protocol, particularly those related to
lower the VAT imposed on local production.

2. Monopolizing the importation of certain basic goods and commodities
such as petroleum products, and cement. These measures, applied by
the PNA, have increased prices, which rose costs of local production
and limiting the competitive advantage of Palestinian products in the
external markets.

3. Palestinian National Authority should apply specific policies to fill the
gap between supply and demand to stimulate economic development
in the WBGS. The Palestinian Authority did not pursue policies aimed
to support local production; through providing major inputs at low
prices such as for fuel, electricity and water. There was also a lack of
policies aimed at restructuring the economic sectors to accommodate
the changes in the Israeli economy, particularly trade liberalisation.
Palestinian budget was mainly focused on current expenditures in the
form of employees’ salaries that is basically directed to consumption
expenditures. Additionally, government capital expenditures relied



heavily on international aid, mainly used for purchasing imports. Also
policies and legislation encouraging private investment did not focus
on investment in products that encourage exports and discourage
imports. All of these factors have weakened the link between income
and supply and increased the gap between income and demand, which
was mainly met through imports. As a result, while the proportion of
merchandise exports to merchandise imports does not exceed 25%, the
percentage of trade deficit to GDP approximates 50% greater than its
counterparts in Jordan and Israel.

4. The Palestinian National Authority relied heavily on employment in
the public sector to curb unemployment in the WBGS. The Palestinian
Authority also depended heavily on exporting the over supply of
labour into the Israeli economy which narrows the ability of the
Palestinian economy to boost its absorptive capacity but enables Israel
to exploit cheap Palestinian labour in improving its competitive
advantage in foreign markets.

5. Palestinian fiscal policies relied on customs revenues in the form of
VAT collected by Israel to finance current expenditures. These
policies push the Palestinian Authority to focus on its trade and fiscal
policies to reduce the fiscal leakages through encouraging trade
agencies and direct import.

The paper attempts to assess the options available to policy makers
through looking into three different scenarios:

The first scenario: It assumes that the current situation will prevail, where
Israeli restrictions remains, through violation of the agreements with the
Palestinian Authority. The limited manoeuvring space for the Palestinians
also has become prevalent. This scenario reflects the performance of the
trade sector in the transitional period between the years 1995-2000. In fact,
it has become obvious that the performance of the economy during the
transitional period has been evaluated to be similar to that under direct
occupation period between 1968-1994.

The second scenario: This scenario assumes that the Palestinian National
Authority applies economic and trade policies that are expected to improve
the performance of the local economy and limit it’s vulnerability to wards
the external shocks. The result of this scenario could be achieved through:

1. Applying economic policies to stimulate economic development and
increasing the absorptive capacity of the local economy. It is expected
that those polices will reduce the dependence of the Palestinian
economy on Israel.



2. Applying an investment strategy to strengthen the productive capacity
of the local economy especially in sectors that have a comparative
advantage. Investment in those sectors could also be encouraged from
expertise in other regional countries.

3. Increasing local production to replace imports with local products,
even if it leads to increasing imports in the short run in terms of
production factors.

4. Restructuring the economy through linking the factors that encourage
development especially of income and production and balancing the
relationship between investments, supply and demand within the
economy.

In order for the Palestinians to benefit from these policies and strategies,
the second scenario assumes that the Palestinian side should identify their
manoeuvring space and search for mechanisms to apply the following
economic and trade policies, amongst these mechanisms:

1. Abolishing trade and non-trade restrictions on production, exports and
imports of raw materials to reduce cost of production.

2. Utilizing provisions granted in the agreements to set customs duties
and purchase taxes that serve Palestinian interests. It is anticipated that
designing and applying new trade policies in the WBGS will take into
account consumer welfare as well as protecting the Palestinian markets
from being flooded by Israeli goods and products.

3. Encouraging exports to Arab markets through the privileges and
special agreements with these countries as part of the Palestinian side
joining the Arab Free Trade Area.

Accordingly, the Free Arab Trade Area allows each country to specify the
privileges and exemptions offered to other countries. Palestine can import
raw materials and inputs of production exempted from taxes and tariffs
from other Arab countries, while maintaining customs duties on
manufactured products in order to protect local production for a certain
period.

The impact of Israeli monetary policy on the Palestinian trade could be
controlled and adjusted through certain arrangements between the
Palestinian territories and Israel. In fact, while monetary transactions
between the WBGS and Israel amount to over 5% of Israel’s GDP, they
approximate 110% of the Palestinian GDP. Consequently, the Palestinian
side could benefit from the seigniorage of the use of Israeli currency in the
WBGS. Those monetary benefits can be directed to support producers and



Palestinian importers instead of keeping importing final products
intermediate goods and inputs of productions from or through Israel. This
trend usually increases when the value of the Israeli sheckel is depreciated
with respect to US dollars.

Fiscal policy should focus on providing support and protection to local
production for certain period. This policy could be applied through
restricting imports of final products on one hand, and encouraging imports
of raw materials and intermediate goods on the other. This policy should
also encourage exports of final products. A reduction in restrictions, and
non-trade barriers should take place to encourage trade. Fiscal policy
should also aim to increase the contribution of the budget in financing the
capital expenditures in order to encourage investment especially in the
private sector and to restructure the relationship between investment, local
production and exports.

Despite the fact that expected results from this scenario are minimal,
applying the policies suggested above would set up the grounds for
restructuring the performance and the functioning of the economy.

The third scenario is based on the assumption that (1) the Palestinian
economy will be independent, (2) the Palestinian National Authority will
exercise full control over its boarders and resources and (3) Palestinian
State will be free in applying appropriate policies to rehabilitate the
Palestinian economy. However, this scenario will adhere to the following
considerations:

1. Although Israeli control over Palestinian trade will cease, the
merchandise and service trade flows and labour and persons mobility
between the Palestinian territories and the rest of the world, including
Israel, will be subject to arrangements between these countries and
the Palestinian state.

2. Future economic and trade relations between the state of Palestine
and Israel will be based on reciprocity and mutual interests.
Palestinian side could apply policies that encourage import
substitution and export promotion accompanied by a number of
monetary and fiscal policies. Also, the ability of the Palestinian state
in pursuing protective policies will be very limited. Furthermore, the
state of Palestine is called to evaluate its policies in terms of relying
on customs duties to finance the budget and protecting local
production.



3. Increase dependency on foreign aid in restructuring the Palestinian
economy and rehabilitating the economy should be reduced in the
long run. The Palestinian National Authority should also improve its
efficiency to manage public investment particularly in infrastructure
and public utilities.

The most important outcomes of this scenario would release the
Palestinian economy from the containment of by Israeli policies and
measures. This also should lead to the restructuring of the economy and
would balance the relationships between production and consumption, as
well as supply and demand in the products, inputs, labour markets and
providing the basis for a sustainable development and growth.



