Chapter 1 
A forthcoming book on the economic policy for a separate Palestinian state. The book is edited by Nu'man Kanafani, a Palestinian economist based in Copenhagen, and myself, and will be published in August by Routledge (London).
Introduction

David Cobham and Nu’man Kanafani

This book sets out to offer an economic analysis based upon a clear political vision. It assumes a political settlement to the Palestinian-Israeli conflict which will lead to the establishment of an independent and sovereign Palestinian state. The book proceeds from this starting point to ask how resources can best be utilised, policies designed and institutions organised in this state to bring about substantial and sustainable improvements in the living standards of its inhabitants. 

Economic visions with respect to the resolution of the Palestinian-Israeli conflict have gone through three phases.
 The first, and probably the least known, came in the context of the UN General Assembly Resolution no 181 of 1947, the so-called Partition Resolution, which recommended a two state solution with an economic union. The main economic concerns of the Resolution were with the issues of trade and currencies, two of the issues which figured so prominently later in the years after the Oslo Accords (the so-called Oslo period, ca. 1994-2000). The UN Resolution envisaged the creation of separate Arab and Jewish states with defined borders, with the city of Jerusalem under a special international regime. The two states would establish an Economic Union which would involve a full customs union, a system of currencies with a common foreign exchange rate, and joint economic development initiatives in areas such as irrigation, energy and transport. Subject to the joint currencies system, each state could operate its own central bank, control its own fiscal and credit policy, grant import licences and conduct international financial operations. At the head of the Economic Union would be a Joint Economic Board (JEB) consisting of three members from each state and three foreign members appointed by the Economic and Social Council of the UN. The JEB would be in charge of collecting revenues from customs and other services and would allocate between 5% and 10% to the city of Jerusalem. The rest would be allocated equitably between the two states with ‘the objective of maintaining a sufficient and suitable level of government and social services in each state’. However, the share of either state would not exceed its contribution to the revenues by more than a specified amount in any year. The principle by which the revenue was distributed could be revised by the JEB after five years on the basis of equity. Furthermore, the Resolution stressed that the two states would bind themselves to implement the decisions of the JEB, and that in the event of refusal, the JEB might decide to withhold an appropriate share of the customs revenues due to the reluctant state. 

The Partition Resolution was, of course, never applied: the state of Israel was established in 1948 on a much larger land area than that envisaged in the resolution, the West Bank was incorporated with Transjordan into the new state of Jordan, and the Gaza Strip came to be administered by Egypt. In the following two decades hardly any serious Palestine-specific economic work was done except for some sporadic studies of a historical nature (eg Sayigh, 1967). After 1967, when the West Bank and Gaza Strip (WBGS) came under Israeli occupation, a few economic studies and surveys of living conditions in the ‘Areas’ were made, mainly in order to facilitate their administration by the occupying power. However, some Palestinian and Israeli scholars made notable contributions, eg Ben-Shahar et al (1971), Hilal (1975). 

Economic discussion revived towards the late 1970s in conjunction with the political debate within the Palestine Liberation Organisation (PLO) which called for the acceptance of a two state solution to the conflict rather than a single state covering historic Palestine. The economic debate concentrated specifically on whether a Palestinian state in the WBGS would have enough resources to support political independence, that is, would be economically viable. An early contribution to the debate came from Vivian Bull (1975), who defined economic viability in terms of the availability of economic resources which would allow sustainable economic growth and increase in social welfare, sufficient to secure a minimum degree of social and political stability. She considered federation of the West Bank with Israel or federation with Jordan, and concluded that federation with Israel was economically viable but politically unviable, while federation with Jordan was the opposite. The best solution for the West Bank, according to Bull, was for it to become a semi-independent ‘region’; and if free trade and free labour movement were secured between this zone and Israel then it would be viable with an annual growth rate of 8%. To achieve this growth, investment should be concentrated on irrigation and improvement of labour skills.  

Ward (1977) took the view that viability would require at least the restoration of the pre-1967 GNP growth rate of 6-8% in the West Bank, and suggested that this would be possible if there was a peaceful settlement and a restoration of the pre-1967 productive sectors (including the 3,700 industrial firms in the West Bank). He argued that the required increase in the investment rate (from the pre-1967 rate of 15% of GDP to 20% ) would be feasible in the context of a peaceful settlement. He identified the obstacles to viability in three other factors: access to markets, the budget deficit and the balance of payments deficit. However, he claimed that if the political settlement secured access to the Israeli markets and to the earnings from tourism in Jerusalem then a Palestinian entity on the West Bank would be economically viable. 

However, the most comprehensive and perceptive contribution came from Tuma and Darin-Drabkin (1978). Unlike earlier works, this study covered the Gaza Strip as well as the West Bank and took into account the return of the refugees to the WBGS (1.3 million returnees over five years). The authors distinguish between two sets of conditions for viability: subjective conditions, connected with people’s feelings of national identity and their readiness to defend and improve it, and objective conditions related to the characteristics of the economy and its factors of production. They assumed the presence of the former and proceeded to suggest that the objective conditions for economic viability could be assessed in terms of three criteria: the availability of a minimum ratio of land to labour, the availability of a certain amount of water for industry and agriculture, and the presence of a minimum level of human skills (technology). After reviewing the potential resources that would be available to the new state they formulated the central question as, what are the necessary conditions that would allow the population of the future Palestinian state to achieve a certain level of income ($800 per capita income), and are these conditions likely to be fulfilled? In quantitative terms they attempted to estimate the necessary increases in labour productivity and in investment that would be needed to achieve the target, taking into account the housing of the returnees, the sectoral allocation of the labour force and the availability of land and water. They concluded that with a labour productivity increase of 10% per annum and investment of some $8.5bn over five years, the target per capita income could be achieved. Palestine was, therefore, viable because it would have the capacity to achieve productivity and income levels which were comparable to those of other countries in the region. They stressed, however, that the support of the international community would be decisive, and that the human factor
 of the Palestinian people would play the most important role in achieving this viability.
 

The third phase started in the very early 1990s just before the signing of the first document of the Oslo Accords, the Declaration of Principles, in 1993. The Madrid Conference triggered a new and positive political mood which suggested that a political settlement might be attainable. The PLO, which at that time had its headquarters in Tunis, rushed to design a National Development Programme 1994-2000,
 and the World Bank was asked to prepare a comprehensive survey of the WBGS economy and its development needs. The result was six volumes of pioneering work (World Bank, 1993) on the basis of which an Emergency Assistance Programme for the WBGS was designed.
 The World Bank study concluded that ‘assuming a “good policy,” a growth rate in excess of 3 percent in per capita incomes is sustainable [in the WBGS], with a total rise in incomes on the order of 40 percent in a decade, provided the phaseout from the Israeli labour market is managed in a “smooth” fashion and provided there are adequate external public and private capital inflows (about $2,500 million during the five-year transition period)’ (volume 1:15). A number of other studies were also carried out in this early period, notably those which came to be published in Fischer et al (1993). 

The breakthrough came in 1994 with the Economic Protocol (Paris Protocol, PP) which formed part of the Oslo Accords and defined the temporary economic arrangements between the emerging Palestinian Authority (PA) and Israel. The literature in the following few years concentrated on analysing and criticising the PP on the one hand, and discussing how these arrangements could be developed in the final settlement which was supposed to be in place by the end of the decade, on the other. More specifically, economic analysis in this phase concentrated on three broad issues: whether the WBGS would be better off with a trade arrangement with Israel other than the modified customs union specified in the PP; whether the WBGS should have its own currency and central bank in place of the Palestinian Monetary Authority set up under the PP, whose responsibilities were limited mainly to banking supervision; and finally the advantages and disadvantages of different levels of labour flow from the Palestinian areas into Israel. As an extension of the first issue, questions of regional cooperation, both with respect to trade and large infrastructural projects, also received considerable attention. Generally speaking, the bulk of the economic literature produced during this short, but almost euphoric, period advocated more integration between the WBGS and Israeli economies, or at least called for their future relationship to be based on some modified version of the PP. One of the few exceptions to this general trend was the volume produced by Arie Arnon and his colleagues on the Palestinian economy (Arnon et al, 1997), which looked backwards to the effects of occupation and forwards to the possibility and importance of establishing an independent state. 

By the mid 1990s it was already becoming clear that economic progress in the WBGS was being hampered by the lack of implementation of the letter and spirit of the PP at least as much as by its design. And with the increasing tension and political turmoil the Israeli government intensified its use of the policy of ‘closure’, ie. physical siege of the occupied areas which effectively prevented the movement of labour and goods not only to and from the West Bank and Gaza but also within each of them. It was therefore natural for economic research to focus on the economic and social crisis which resulted from the closure policies. A landmark work in this field was the volume published by the Palestine Economic Policy Research Institute (MAS) and the World Bank in 1999, entitled Development under Adversity (Diwan and Shaban, 1999). The interlinkages between security issues, the political setting and political will in general, and economic performance became even more obvious, and efforts to design ‘closure-free’ (i.e. politics-free) arrangements which would secure a smooth flow of goods and labour were unsuccessful.. As the policy of physical siege intensified and became the norm rather than the exception during the second intifada (which started in September 2000) efforts were concentrated on how to implement emergency aid programmes to mitigate the effects of drastic increases in unemployment and poverty.
 

This short exposition makes clear that economic work in this phase was closely associated with, and restricted by, the concurrent state of the political process. More particularly, the constraints embedded in the Oslo Accords and the uncertainties about the final status agreement have led most of the literature to concentrate on short-term crisis management.
 The implicit, if not explicit, assumption that the new Palestinian entity would have a ‘special’ but as yet undefined relationship with Israel has discouraged work on more detailed economic analyses of policies for the future state. We think that the events of the last three years have gone a long way towards undermining the idea of, or perhaps even the possibility for, a ‘special’ relationship between Israel and Palestine of the kind assumed in previous research. It seems imperative now that borders and sovereignty must be clearly and unambiguously delineated and much less porous than previously assumed. This will have significant implications for the type of economic arrangements, institutions and policies appropriate to the new state. This book therefore starts from the position that a new economic analysis based on a revised framework of clear separation between the Israeli and Palestinian economies is needed. Research should address from that starting point the question of what institutions, policies and trade and other relationships, both with Israel and with other countries, would be optimal for Palestine. The new state may decide that close economic cooperation with Israel is desirable, but this must be a free choice made on the basis of its own interests and aspirations.

More specifically, we take as our starting-point a hypothetical scenario for the political settlement defined by the following three principles: i) an independent Palestinian state will be established in the WBGS, with borders essentially the same as those which existed between 1948 and 1967; ii) the Palestinian state will be a fully sovereign state with control of its own borders, natural resources, economic policy and international relations; and iii) the core of the Palestinian refugee problem will find a solution within the geographic borders of the new state. 

It might be argued that constructing a book on the basis of an assumed political settlement is merely an ‘academic’ exercise. On the contrary, we believe that there is a longstanding and widespread consensus, in Israel, Palestine and internationally, behind a consensus that the three principles identified above constitute the only solution to the Palestinian-Israeli conflict that offers the prospect of a lasting peace. The events of the last decade have only underlined the impossibility of any solution which does not incorporate all of these elements. So, although our starting point is a political scenario which is hypothetical in the current circumstances, it is arguably the only route for a lasting and dignified solution to the conflict. This book should also be looked upon as a modest contribution towards the realisation of that solution. 

While much of the literature of the preceding period dwelt on the distortions to the WBGS economy created by the ‘forced integration’ to which it was subjected, or on the adverse economic effects of ‘closures’, this book is forward-looking and focused more clearly on economic policy and institutional reform. It assumes a political framework which we think is appropriate to the circumstances in which an eventual Palestinian state is likely to come into existence. It abstracts from the political uncertainties which overshadowed much of the earlier work in order to prioritise economic issues. Finally, in order to broaden the perspective of the book and to strengthen its focus on economics rather than politics, we deliberately invited economists who were experts, not on Palestine but on the relevant areas of economics, to contribute papers or to act as discussants.   

Outline of the book

The political framework specified above provides the point of departure for the economic analysis. The first three papers in the book examine the core areas of economic policy: trade, money and fiscal policy. Sébastien Dessus and Elizabeth Ruppert Bulmer present a dynamic computable general equilibrium model on which they simulate the effects on the WBGS economy of different trade regimes, under different assumptions about the magnitude of transactions costs, on the one hand, and labour flows to Israel, on the other. While the ranking of the various regimes varies with the other assumptions, notably on labour flow, they find that, while the transaction costs and labour flows assumptions make a difference to the ranking, the non-discriminatory trade regime performs best in most cases. Christopher Adam and Christian Friis Bach in their comment interrogate both the model and the results; they also provide a useful comparative perspective on the Southern African Customs Union. 

David Cobham identifies the exchange rate regimes operated in comparable economies, reviews estimates of the possible seigniorage benefits from a new Palestinian currency and the results of gravity models on the prospects for Palestinian trade, and assesses the suitability of various possible anchor currencies. He then argues for the introduction of a new currency, initially under a currency board with a peg to the Israeli shekel but later moving to a peg to the euro, with at least some scope for discretionary monetary policy. Chris Allsopp in his comment is more sceptical about the near term establishment of both currency and currency board, and emphasises the importance of institutional development. 

Christopher Adam, David Cobham and Nu’man Kanafani investigate the budgetary experience of the PA so far, discuss the constraints on the use of fiscal policy in the new state and examine the range of structural challenges which fiscal policy will have to confront, from reconstruction and development to demographic changes and immigration. They argue that the constraints arising from the fiscal structure (eg high dependence on indirect taxes and customs duties) and from the likely monetary arrangements mean that fiscal policy will have to be relatively conservative. The fiscal challenges are not insuperable but the reforms, which the PA has already initiated, will need to be taken further. Adel Zagha in his comment asks some pertinent questions about the allocation of public expenditure, argues for a comprehensive policy to control population growth and for improvements in the administrative capacity of the tax authorities. He stresses the need for democratic tax reform and for public expenditure to be diverted towards basic social services and development needs.

The next three chapters discuss the financial sector, corporate governance and pensions. Osama Hamed examines the development of the banks and other financial institutions since the opening up of this sector in 1994, including the Palestinian Stock Exchange and informal financial mechanisms. He identifies the key developments that are needed to underpin the growth of a financial sector which will be able to make a strong contribution to economic growth and stability, notably land registration to improve the availability of collateral, improved banking supervision (with appropriate arrangements for branches of Jordanian banks), the possible contribution of venture capital, and the need to facilitate operation of the informal financial sector. Andy Mullineux brings the experience of other developing and, particularly, transition countries to bear on these issues in his comment, arguing that banks will continue to be the main source of finance, questioning the role for venture capital, and emphasising the need for good banking supervision and regulation. 

Khaled Islaih and Clare Woodcraft discuss the need for improvements in company law and corporate governance. They examine the existing legal framework and current draft legislation in the WBGS, on the one hand, and the operational reality that Palestinian firms face, on the other, and they offer a brief case study of the Palestinian IT sector. They then present concrete proposals for company law designed to introduce into Palestine the best modern practices for both foreign companies investing there and domestic companies. Oren Sussman articulates the important qualification that the separation of ownership and control, which is fundamental to modern company law in the Anglo-Saxon world, applies to only a small percentage of Palestinian firms, so that the introduction of the Anglo-Saxon framework in the new Palestinian state might not be optimal. 

Edward Sayre and Jennifer Olmsted consider the distribution of poverty and the need for improvements in the social safety net in Palestine, with particular reference to gender, employment conditions, labour legislation and the importance of the informal sector. Arguing that the most important reform needed is the introduction of a pension scheme, they review previous proposals for pension schemes in the WBGS, and put forward – with detailed quantitative projections of the likely pension benefits – a novel scheme for pension provision which combines universal and work-based elements. Felix FitzRoy argues for a system of unemployment benefits as well as pensions, while Radwan Shaban in his comment focuses on the poverty-alleviation aspects of the pension scheme proposed. 

The next four papers address a more varied range of topics. Chris Jensen-Butler and Eduardo Anselmo de Castro contribute a paper on the overall strategy for economic development which emphasises the importance of spatial structures and economies of localisation and agglomeration and pays particular attention to the existing refugee camps in the WBGS. They go on to argue that economic strategy should be based on the identification of potential clusters and that policy should be designed to develop them. They suggest that the new Palestinian state has good possibilities of developing comparative advantage in the modern knowledge-based global economy, and they emphasise certain characteristics of the refugee camps and (unconventionally) of Gaza. Leila Farsakh in her comment expresses some doubts about the resettlement of refugees in Gaza, argues that there is a great potential for development of dynamic clusters in West Bank cities, and emphasises the importance of the territorial issues in any future settlement. She also notes that there are intricate connections between Israeli settlements in the WBGS and the local economy.

Anne Le More considers foreign aid strategy. She discusses the rationale, scope and composition of aid to the Palestinian people in the Oslo period when the aid process was essentially donor-driven, while the PA had no clear development strategy, poor monitoring capacity and weak coordination between ministries. She then sets out the actions which the government of a new state would need to take in order to ensure ‘independence and ownership in a context of high foreign aid dependency’. Tony Killick in his comment brings a wider experience of foreign aid to bear on the issues raised by Le More, arguing that ‘dependence does not have to mean donor domination’, and discussing in detail how a Palestinian government could and should manage both aid and donors.

Arie Arnon and Nu’man Kanafani address the linked issues of compensation to the Palestinian refugees living in Jordan, Lebanon, Syria and elsewhere, and their possible resettlement in the new Palestinian state. They survey the various approaches taken in the past to the magnitude and form of compensation, and argue strongly for a forward-looking approach which relates compensation to the cost of absorbing the returnees in a viable and growing economy. They discuss how many refugees would be likely to settle in the new state. They provide macroeconomic estimates of the costs (measured in terms of the required capital inflow) of the return to the West Bank of different numbers of refugees over different time periods and under alternative assumptions about the labour flows to Israel. They also provide estimates of the costs of economic development in the Gaza Strip sufficient to ensure that living standards there converge with those in the West Bank, and discuss alternative policies for absorbing refugees, partly on the basis of Israel’s experience with immigrants. Osama Hamed in his comment emphasises the importance of personal compensation, particularly to those refugees who do not choose to settle in the new state, and the financial, but also political and symbolic, contribution which could be made by the handing over of Israeli settlements in the WBGS to the returning Palestinian refugees. Athar Hussain argues that the paper’s approach to compensation ‘makes a lot of economic sense and is not encumbered by the divisive baggage of history’, and goes on to discuss questions of who will receive and who will finance compensation, and who should be defined as a refugee.

Finally, Arie Arnon, Avia Spivak and Oren Sussman (ASS) present a model of the case for constructing a port in Gaza with strategic assets and incomplete contracts, as a way of raising broader issues about economic integration between Israel and Palestine. Previous discussion had emphasised the lower costs of the Israeli port of Ashdod, with its excess capacity. But ASS are able to show that if Israel is free to set (and reset) the price of its port services the first best solution will not be attainable. It is therefore better for both parties that a port should be built in Gaza, even if its costs are higher than those of Ashdod and it later turns out to be underutilised. They interpret their finding as showing ‘that modern economic theory does not support a priori the view that the optimal level of integration is full integration’. In his comment Jonathan Thomas looks closely at the assumptions of the model, arguing the importance of unverifiability rather than the unenforceability of contracts on sovereign states.

*********

The papers in this book were originally presented at a workshop at the University of St Andrews in August 2003, and then revised in the light of comments by discussants and others. The editors wish to record their gratitude to the UK government’s Department for International Development for funding the workshop; to Alex Cobham for acting as rapporteur at the workshop; and to John Beath and David Corner at St Andrews, Astrid Woollen at the Royal Agricultural University in Copenhagen and Birgitte Rahbek for their support.
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� What follows is not intended to be a comprehensive survey of work on the Palestinian economy. Rather, we highlight some key papers and books to illustrate how research in this area has developed, as a background to identifying the distinguishing characteristics of this book.


� Tuma and Darin-Drabkin (1978: 115) refer to the human or subjective factor as ‘the confidence of identity for the nation’, and as including 'the ability to identify reasonable expectations, to recruit resources, to assess and respond to the demand, and to pursue economic goals with enterprise and efficiency.’ 


� Another important contribution in this phase, which was not particularly concerned with the issue of viability, is the volume edited by Abed (1988).


� A summary of the PLO’s two volume economic plan can be found in Sayigh (1993).


� The World Bank study can be seen as a continuation of earlier international efforts through the UN to monitor economic conditions in the Occupied Territories, notably via UNCTAD, whose Special Unit on Palestine had been established as early as 1985 and which had produced regular surveys and studies about the economies of the Occupied Territories since then. 


� Among the important contributions in the ‘closure literature’ see the monitoring reports of UNSCO (eg 2002) and World Bank (eg 2002a, 2003).


� There are some notable exceptions to this, including UNCTAD (1996), Valdivieso et al (2001) and World Bank (2002b).
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