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The Aix Group is a think tank where Israeli, Palestinian and international pooi@ssand
academics identify economic recommendations in order to promote win-win outimmes
Palestinians and Israelis.

The Group believes that there is nothing more important than working with a clear vis
Therefore, in 2003, the Group agreed on two basic principles that remain central to its
discussions to this day. The first principleaserse engineeringwherein the sides first agree

on where they want to go, i.e. on the contours of a permanent agreement, and then decide how to
reach that end. The second basic principle is the importarficenwd symmetry between the

two sides in order to devise sustainable solutions. Consequently, the Aix GroupOs approach i
direct conflict with the gradualism that has characterized the politice¢gs since 1993, as well
as with unilateralism and with the many attempts to pre-empt the Twes8tation. The current
deadlock in negotiations is a direct result of these policies.

The AIX Group believes that the current political stalemate is unsuswietal is detrimental
to the prospect of a two-state solution. In this context, the Palestinian UN bid carsleed
as driven by the lack of meaningful negotiations and as an opportunity for revival of such
negotiations in a way that is in line with the two key principles mentioned abovéy, whic
constitute the essential conditions of success for the political process.

In our view, OSeptemberO should be looked upon as a crossroads: an opporturdtipreak
out of the deadlock in the path towards the Two-State solution, or else fatte risks of the
unsustainable status quo or the deterioration of a renewed conflict.

This paper analyzes three possible scenarios that may arise as af teguSeptember Process:

I Getting back on the negotiations track with a clear vision and terms of refévetioe
permanent status solution.

I Continuation of the status-quo, which would inevitably lead to economic and political
deterioration.

I Renewed conflict, expanded blockade, intensified restrictions on access and nipaeche
reduction of international aid to the Palestinian Authority (PNA).
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In recent years, the PNA has advanced remarkably in its state-institutaindpuAs
summarized in an April 2011 UN report, Ogovernmental functions are now stifiicia
functioning government of a stateO. As a very small economy, Palestattagasustainable
long-term growth only through an export-oriented growth strategy: export of geodses
(e.g. tourism), and Oexport of workersO to foreign markets that can absorb sdestingé®s
excess labor supply.

A new economic regime will free the untapped export potential of Padéne.. The free trade
agreements that the PNA has signed with main potential international tpagingrs (EU,



EFTA, Turkey, US, Canada, GAFTA) are key to sustainable, export-driven, langredestinian
economic growth.

Creating a competitive environment and making use of the unexploited patgal of
economic development of the Jordan Valley and Gaza would also support this exp
oriented growth strategy.

In addition, Palestine would need a large and stable inflow of external aidfthe coming
decade.

Our Economic Road Magnd other detailed analyses point to the huge potential for growth and
other economic advantages under a new trade regime and new economic arranvggments
Israel that would replace the Status Quo. Our proposed new economic regime gnvisage
replacement of the Quasi-Customs Union trade regime with a FreeAresdagreement (FTA)
between two independent and symmetrical economic entities, Palestineaahdltse new

regime further envisages an FTA enhanced through a wide-ranging OCoopeyat@nehtO, as
detailed below in Chapter One of this paper.

Most importantly, movement and access arrangements and security proceduresw rthgime
would be revised as to enable orderly movement of goods, businesspeople and toudsts betw
Israel, Palestine and third party countries.

Enhancing trade and economic cooperation with Israel under such new econatioics &
probably the best way for a new strong upsurge of the Palestinian economy. Gitatithguo
impediments are removed, Israel would present a large, ready markeréased Palestinian
exports.

Our in-depth analyses found that a cooperative approach under such a newoaomic

regime would generate enormous advantages for both the Palestinian and Idiae
economiesPalestinian GDP would be expected to show strong, continuous real growth over the
coming decade. Exports would be the main growth engine; and, at these high rates oiceconom
growth, the Palestinian economy would be able to absorb its 6 - 8 percent a yeaimgtabor

force, and gradually reduce unemployment from the present alarmengf eound 30 percent..

A significant part of the projected jump in Palestinian exports under the envisiewed

economic regime relates to Palestine expanding into Arab markets aiggheilucrative

markets of the Arabian Gulf. In doing so, Palestine would benefit both from its nedmipbier
GAFTA and from its access to advanced Israeli products and technologistinRalexporters
would have a unique advantageous position, compared to other Arab exporters, in penetrating
and expanding exports to the lucrative markets of the Arabian Gulf. In addition,ithe ma
obstacles that have prevented the Palestinians from benefiting fromebenafile agreements

with other potential trade partners will be eliminated; this will develop thestiahn exports to
these markets in a very short time.
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The high growth prospects of Palestine reflect the exceptionally degssed level of the
Palestinian economy at presnt, and the enormity of unutilized production capabilities. Once
the restrictive elements of the status quo are gone, these unutilized prodyzinfitiess will be

the generators of such high growth rates.

The exceptional growth potential of the depressed Palestinian economgswdemonstrated,
several times, in periods of relative political stability, and recently agairin Gaza.The

economy of Gaza rebounded in immediate response to the partial lifting ofatlekrckade

on Gaza in June 2010. Real GDP in the first quarter of 2011 was 24 percent higher than in the
first quarter of 2010, following a 15 percent real growth in 2010 (compared to 2009).

Once the economic impediments of the Status Quo are removed under the new ecoimosic reg
Palestine will be able to develop its economy along the same lines as Jordan rasedver

the last decade, when Jordan succeeded in tripling its total export reve@and its income

from Oexport of Jordanian workersO from below $5 billion in 2000 to almost $15 billion in 2010.
Furthermore, foreign direct private investments jumped more than fourfold, frome@mye of
slightly above $0.5 billion a year in the first half of the 2000s to an average of about $@x5 bill

a year in the second part of that decade.

The starting point of Palestine, in 2011-12, is much lower than that of Jordan in 2000 in all
aspects. The volume of Palestinian exports of goods and services in 2010 was belaan$1 bill
around the same level as it was in 1999. Exports are confined mostly to Isragk txpon-

Israeli markets are negligible. WorkersO remittances from Ardietsiare very low as well.

This very low starting point, combined with PalestineOs favorable compatisitien under the
new envisioned regime, would enable it to achieve higher export increasehedesinvturn,

will sustain high economic growth rates.

Nevertheless, considering the very low starting point of the Palestirwanrag, even if it

achieves these high growth goals, the Palestinian GDP per capita in 2020 ailbbiv the

2010 level of the Jordanian GDP per capita, and Palestine will still be among thet poaioe
economies.

The Palestinian economy is overridden by manifold and complex weaknessesl
vulnerabilities that have developed and accumulated over the last four and alf decades,
and which are woven into the political Status QuoThese weaknesses include extreme
dependencies on Israel and external economic support; under-developed econortnicctofies
constraints related to the economic regime and restrictive arrangenignisrael; and an array
of physical constraints, including access and movement restrictions.

These weaknesses, vulnerabilities and inter-connected demographic, laketrandrsocial
challenges are structured into the Status Quo, woven into the political séadardaeflected in
all aspects of Palestinian economic and social life. The following twom&amemonstrate the
impact of these weaknesses.

The first example relates to external tradeThe present trade regime combines with other
Israeli restrictions tgravely constrain Palestinian exportsHence Palestine has developed a




huge structural trade deficit which, in turn, has greatly increased Palestinian dependency
on external sources for financing this gross trade deficit.
I
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The second example relates to purchasing power and standard of living. Palestinian

economic integration with the Israeli market is reflected in price lsugitar or close to those

of Israel, while Palestinian wages are much lower than those in Israel.

As a result, the real purchasing power of Palestinian households is much lower than tiz¢ nomi
level shown in national accounts and household income statistics. The impact of tiges éinka
price levels is dramatidnternational comparison shows that Palestinian GDP per capita,

when adjusted to local purchasing power, is far lower than that of neighboring Arab

countries, and is only slightly higher than that of countries as poor as Sudan or Yemen.
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Given the depth and magnitude of these weaknesses and constraints, economic growth in
the West Bank and Gaza (WB&G) in the last two decades has been extremely volatile and
erratic. Economic growth was most strongly influenced by Israeli access and movement
restrictions. The fragility and unsustainability of Palestinian growth under the Status Quo
conditions has been repeatedly stressed by various parties and observers. The World Bank, for
example, warned in April 2011 that “growth does not appear sustainable. It reflects recovery
from the very low base reached during the second intifada and is primarily donor-driven”.
Analyzing the components of the recent economic growth reveals its fragility and limited nature.
Private consumption in the West Bank grew by 80 percent between 2005 and 2009, while
government consumption grew by 136 percent and investment in buildings (mainly for
residential use) increased by 120 percent. On the other hand, non-building investments,
reflecting investment in the economy’s production capacity, were, in 2008 and 2009, even lower
than in 2005. The high growth in consumption and in residential construction was reflected in a
huge increase in the West Bank’s external trade deficit. The gap between the West Bank’s exports
of goods and services and its imports almost doubled between 2005 and 2009, from $1.6 billion
in 2005 to $2.8 billion in 2009
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The Status Quo is maintained by very generous international aid. This aid finances the
social security net as well as vital government services. Moreover, the Status Quo was able
to be maintained in recent years only due to a steep increase in external aid.

Even so, the present pattern, in which the external aid is used almost exclusively to finance
recurrent expenses and social security needs, can’t be maintained for long.

As emphasized in the PNA’s plan for 2011 — 2013, the PNA must shift a larger part of these huge
inflows of external aid from recurrent expenses to development. Otherwise, the PNA will not be
able to achieve sustainable growth and its dependence on external aid will not diminish.

This shift is not possible under the Status Quo economic regime, and can be achieved only by
replacing the Status Quo with a new economic regime, which, in turn, can be achieved only
through renewing the political process.
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More and more economic data indicates that the West Bank’s economic recovery from the
low economic activity of the intifada is nearing its end.

GDP growth has been leveling down in the West Bank since mid-2010, while labor market
surveys indicate a rise in unemployment.

At the same time, the PNA is faced with a steep decrease in international aid. The monthly
average of external aid to the PNA for recurrent budget support and for development combined,
fell by more than two thirds from its peak in 2008 to its low point in the second quarter of 2011
(from $165 million per month in 2008 to $50 million per month in the second quarter of 2011).



Chart 3: External Budget Support to the PNA Budget: 2008 — 2011, Monthly Average "
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This sharp decline in external aid poses a serious threat to the fis@aid financial stability
of the PNA and, if not solved, may develop into a major crisis.

"#$%&'()*&$S+*,- . $*($./.#$'0$1'2*3*&/2$4#3#5*'5/3* '(_$
Considering the fragility of the Status Quo, the combination of continuegolitical impasse
and mounting economic pressures would probably lead to its collapse. This turn, would
put the stability of the PNA at risk, and may even lead to its disintegratiarPolitical
deterioration would probably inflame renewed conflict. Trade and labor flihsignificantly
decline, and the whole of the Palestinian economy may deteriorate to a Gazétsyion.

As shown abovénternational aid is the mainstay which upholds the Status Quo, andst
continuous flow is vital for sustaining long-term economic developent.

International economic support to the PNA is politically-motivated.The international
community has regarded its economic aid as one of the pillars of the Isatedithian peace
process. However, given the growing internal economic pressures on the main il@ors
highly probable that the steep decrease in the volume of aid in 2010 B 2011 will not be reversed
unless the international community feels that the peace process is revivititptathére are
realistic prospects of moving towards a political solution.

Falling external aid and the other structured economic weaknesses of tB&atus Quo put
the economic and social stability of the West Bank at imminent risk, asig already well
into a dangerous fiscal and financial crisis. Economic and social risks witicrease if the



political impasse triggers stricter Israeli restrictions on movement and access or delays in
the transfer of Palestinian tax revenues collected by Israel. In this case, one may expect a
much higher risk of social unrest, which may quickly accelerate to violent confrontation
with Israeli security forces.

Our analysis shows that the Status Quo would eventually lead to economic and political
deterioration. Such deterioration entails a high risk of intensified conflict, expanded blockade,
stricter access and movement restrictions, and in certain circumshaagesen result in a

reduction in international aid.

In fact, with the exception of a reduction in international aid, this ‘“worst case scenario”

took place in Gaza in 2007-2010. Therefore, this paper presents an analysis of that Ocase studyO
in order to better understand the possible outcomes and implications should such developments
engulf the West Bank as well.

The bottom line of this analysis is that, if not for the outstanding aid effort aitdraational
community directly to the population of Gaza and indirectly through the PNAO$ suiploert

channel, the economic meltdown in Gaza would have been much more disastrous, and Gaza
would have faced a major humanitarian crisis.

The current political stalemate is highly dangerous, as it entails an explosive combination

of political frustration and social resentment. If not attended to, this situation may develop
into a major political and economic crisis that may even entail the fall or disatitn of the
PNA and a new round of major violent confrontations between Israel and Palestine.
Against the ominous background of the Status Quo and the risks it entails, it is vital to

make the right choice and seize the opportunity of a new ‘“‘September Process’ for going
back to negotiations with a clear understanding of the permanent status, as suggested in this
paper. In addition to avoiding the immediate risk of political and economic deternothere is
an urgent need to replace the Status Quo economic regime in order to shift a lagfaiga
inflows from the financing of recurrent expenses and social security neelds,elopment
projects. This can only be achieved as part of renewed political process. Gazeig for
enabling the required change in the mix of international aid uses from recupenses and
social security to economic development. Under the present political situation atattise 1o
economic regime, most of the external aid, even if maintained at the high lexetof years,
will continue to be diverted to the pressing recurrent and social needs of Gaza.

Since the old US-controlled track of the Peace Process is at a dead end, the ‘““September
Process” is probably the best opportunity for a revival of the political process.

Furthermore, looking from a wider perspective at the fundamental chéwegegjion is
undergoing, a new strategic threat must be added to the equation when analyzskg the
entailed in continuing the Status QRecent socio-political developments in the Arab world
pose a clear threat of bringing other Arab countries into the vicious circle of Israeli —
Palestinian violence if the situation should deteriorate. The strong reaction in Egypt to the last
round of relatively low-intensity violent clashes between Israel and Ge&agust 2011,
indicates how powerful and influential this new factor can be.
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Since 2002, the Aix Group has been one of the only forums for dialogue and cooperation where
Israelis and Palestinians have continued to meet and engage in rational discussion of the future
relations between the two sides. The Group identifies economic aspects of the conflict and makes
economic recommendations in order to promote win-win outcomes for Palestinians and Israelis.

Building sustainable peace between Israelis and Palestinians requires sound economic
arrangements; policy-makers have not given sufficient importance to the economic aspects. The
Aix Group has provided comprehensive economic studies that assist in the important task of
informing decision makers about this issue. In particular, the findings serve to provide key
decision makers within the region and internationally with a solid basis for facilitating political
decisions regarding final status issues. Importantly, the information presented by the Aix Group
takes into account Palestinian, Israeli, and international perspectives, ensuring that the research
and analysis is as impartial as possible.
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It is of utmost importance to work with a clear vision of one’s direction and ultimate target.
Therefore, in 2003, the Group agreed on the following basic principles, which remain central in
its discussions to this day: reverse engineering and the need for symmetry.

The first principle is reverse engineeringThe Group came to the conclusion that one of the
fatal mistakes committed by the two sides at the start of the Oslo process in 1993, and followed
since then, was to base the peace process on “gradualism” without a clear vision of where the
peace process is heading. The right way forward, in the Group's opinion, is to adopt what the
Group has called a “reverse engineering” approach. In this approach, the sides first agree on
where they want to go, i.e. on the contours of a permanent agreement, and then decide how to
reach that end. Gradualism, on the other hand, is an incremental approach, moving one step at a
time with no agreement on or even discussion of the end result. We believe that a feasible
agreement is two states based on the 1967 borders, drawn so that the two states will have
continuity, and with Jerusalem as the capital of Palestine and Israel.

All outstanding issues between the two sides should be agreed upiost fand at one time;
thus the permanent agreement will constitute a historical compromise on all outstanding issues.
Delaying agreement on any issue would mean leaving the contract incomplete and open to
attacks and will negatively affect the reconciliation process between the two sides and exacerbate
mistrust. Hence, it is extremely important that the final outcome of any negotiations be
comprehensive, final and clear and that gradualism be used only as a tool for smooth
implementation. Any steps to be taken should be part of the reverse engineering congept
whereby the final outcome is well known and a series of steps are dsd to ensure that the
final outcome is achieved.

The second principle is the importance of formal symmetry between ¢htwo sidesn order
to devise sustainable solutions. Symmetry implies that two independent states will be able to
coexist and engage with each other without exercising control over one anothiBie Aix




Group is well aware of the large political, military and economic gaps betthe two sides, and
the fact that no peace agreement will eliminate these. However, formalesgymn the peace
agreement, and the process to reach it, are essential.

In addition, the Group rejects the view that economic development could pave the way to a
political process or be a substitute for such a process. Both reality over mo4® tfesars and a
strong set of arguments prove the futility of this approach. Hence, the cdésdoomics first”
measures are at best nasve, or worse, are hiding the desire to avoid the ligfmutial political
compromise that is necessary in order to achieve the change to which we aspire.

Concerning the final economic agreemenive base our analysis of future relations between the
Palestinian and Israeli economies on the concept of economic sovereignty, iniptemewo
independent states with separate geographies, independent policies, full contitwéiove
territories and borders, and cooperation between them. This is in full accorddntteewit

principle of symmetry. We believe that Palestinian and Israeli insanesild be best served by a
Free Trade Area (FTA) arrangement that enables each customstathoe a partner to the

other side without losing its basic independence. Unfortunately, the deviation fisen the
principles to date has led nowhere, has made things more and more complicated, and has
contributed to a large extent to the failure of the peace process.

"#SUYH & HO)* + *+*- (., ([, 0* L (#+2345*%6#* 7T#+/8.92% .. +([*+*
. <"%+%#*".8=%3.4>*.(*?+9345*%6#* @ 3. 2. * A*YE # B X4 [ *
[#%o#(3.(+%3.4

:6#*C+8#,%343+4*DE*'3/0*+4*.$$.(%=43% F*A. (*(#<4 DR+ 9#*4#5.%3+%3.4,

The current political stalemate is unsustainable, and is detrimental to thecpaispévo-state
solution, especially as it is accompanied by unilateral actions creatisgoin the ground that
make revival of the peace process almost impossible.

The continuous expansion of settlements, including in East Jerusalem; the closmgaléde

to the West Bank; the blockade of Gaza; the separation wall\barrieesthetions on access
and movement; the non-recognition of trade agreements between the Palestingaity*and
third parties -- all these are elements of the entrenchment of occupdiemtinain the rolling
back of occupation that was the main aim of the peace process, meant to be a predude to t
peaceful coexistence of two sovereign states.

The current deadlock in negotiations is a direct result of these policies on the grounchand of t
Israeli governmentOs refusal to commit to the main principles of thepeaess and previous
agreements. This situation is undermining the Two-State solution. In this ¢conéeRalestinian
UN bid can be considered as an opportunity for breaking out of the current deadlock.

The Palestinian UN bid is in line with the two key principles mentioned above: reverse
engineering and symmetry between the sides. The recognition ofriRaéest state based on
1967 borders with East Jerusalem as its capital, and its admission in the UN,s&itVerhe
Two-State solution and will clarify the end game. Any resumption of néigoisashould be
based on these borders and a total freeze of all policies that do not respectréigrstaretory
of the State of Palestine. Negotiations will then be between two internbtice@ignized states,
thus securing formal symmetry. That symmetry must be complemented inyetimational
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community's involvement in countering the imbalance of powers on the ground, based on this
new political and legal reality.

Since its establishment, the Aix Group has consistently appealed for tiotegthanvolvement

and has included representatives from the international community. From the ioatnat
conference in Madrid to the establishment of the Quartet and the adoption of its Roadraap, it
clear that third party involvement was key and should be intensified, not diminished. The
Palestinian move in the UN brings the question of Palestine back to the most prominent
international forum, going from an asymmetric bilateral process thanadded increasing

Israeli unilateralism, to a multilateral process able to push both partiesl¢oley their
commitments and previous agreements.

The peace process has been undermined by a lack of accountability and disredpediifags.
The September deadline represents both a national and international commitiegtsit
2009, the Palestinian government launched its two-year plan entitled, OPaEstime -
occupation, Establishing the StateO. This state-building program was suppthid b
international community and was successfully implemented by the Palesiihéa as
acknowledged by the Ad Hoc Liaison Committee (AHLC) meeting held in &gsies April 13,
2011. The Chair's summary welcomed Othe assessment of the World Banl &mel itie UN
that the PNA is above the threshold for a functioning state in the key sectorsitheg,sind
that Palestinian institutions compare favorably with those in establistiesiGta successful
state-building process must yield a State.

The September deadline is also a result of the timeframe decided by thet @uareace
negotiations. These negotiations have stopped due to the Israeli refusadséitement
activity. The current Israeli government continues to refuse a two-statms based on 1967
borders, with Jerusalem as capital of two states. In 1999, at the end of the intiexiintipe
international community refused to accept its responsibilities and left tiesga find a

solution to the political deadlock on their own. Following the failure of the Camp Dé#kad ta
the political situation led to the outbreak of the Second Intifada. Since then, alhiitteal
initiatives, including the Taba agreement, the Road Map, and pushing the two sides towards
negotiations, have unfortunately led nowhere. The international community must negsaddr
the political situation through positive steps in line with the terms of referétice peace
process and of the Two-State solution. UN recognition and admission of the Stasthe
based on 1967 borders is in line with the Two-State solution and should therefore be fully
supported.

Moreover, the September deadline is also a result of President Obama's stieetiNat

General Assembly in September 2010, calling for Palestine as a new noérfiteetUN in 2011.
Since then, South-Soudan has joined the concert of nations without preconditions and despite
less readiness for assuming the duties of statehood. The US has been unable lsrasifise

clear commitment to the parameters and policies of peace. On the cohe @i is pleading

for a return to gradualism and asymmetry, as well as a different@beaah and timeframe for

TR R R
2Meeting of the Ad Hoc Liaison Committee, Brussé& April 2011, ChairOs summ#ry
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final status negotiations with no agreement on the end game, all recipes ferdaifnoven by
two decades of such negotiations.

The current situation is one of sharp asymmetry between the two sides, betorgeadand
occupier, between one side that has long since gained independence and one sidgetiaiss

for it. UN recognition and admission will help to address this situation poltiaat legally;
however, while an important condition for a new paradigm in the political processoit is

enough on its own to substantially change the situation on the ground. It must be accompanied
by a substantial upgrade in international efforts to translate this reoognto a reality on the
ground.

September could be a unique opportunity to recognize and agree upon the final goals and the
basic principles of the peace process. It is an opening for the whole wordddoire where the
peace process is heading based on international laws and the agreed-upon @nttiges
resolutions, so as to preserve the Two-State solution.

There are those who argue that if Palestine obtains recognition and memivetis@iUN in
September based on 1967 borders, Palestinians would be encouraged to give up negotiations
with Israel. This claim totally misinterprets the rationale behind @lissnian act. On the
contrary, the recognition of the State of Palestine and its admission to theléNosilirage the
sides to go to negotiations based on internationally-recognized terms ehcefénat will enable

a meaningful and credible process in a limited timeframe.

The Israelis should be wise enough to change their position and look at UN recognition as a
declaration of principles towards resuming negotiations and ending the cdrfédhreats will
only make the current situation worse and more complicated, widening the gapnbibisvereo
sides. This is not of benefit for either side, or for the prospect of peace in the region.

The following chapters analyze the economic implications of the Septembesoifdte
Palestinians obtain UN recognition as a state based on the 1967 borders. Consequettitly, we
analyze three scenarios that may arise:

Going back to negotiations with a clear vision of and terms of reference fommrnséatus.
Continuation of the status-quo, which would most probably lead to economic and political
deterioration.

The worst-case scenario of renewed conflict, expanded blockade, increaseiaact

movement restrictions, and reduction of international &id.
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Going back to negotiations with a clear vision of and terms of reference fommernssatus will
make it possible to achieve concrete steps in implementing Palestinian develsipategies,
and will allow for immediate interventions to address the fundamental weakonéfises
Palestinian economy. At the same time, it will make use of Palestinian eicastoengths and
comparative advantages to build a competitive environment that will form the bedrack for
viable Palestinian economy.

LA#14C(8&#J*&11 &1 (#*G(I"#99&*F&1(26(%"&(A#9& 1 RTH2*6 (

Palestinian long-term development planning has to address a very wide sp#atreaknesses
and challenges, which have been developed and accumulated over the last four and a half
decades. These weaknesses include extreme dependencies on Isradeveidped economic
infrastructure; acute demographic and labor-market challenges;galigaknesses and
vulnerabilities; constraints related to the economic regime and restactarggements with
Israel; access and movement restrictions; special development chafieoges the
rehabilitation and economic recovery of Gaza and absorption of Palestinian istantemany
more.

These manifold weaknesses and vulnerabilities of the Palestinian economy, whiithtecars
impassable barrier to sustainable long-term economic growth, are didcusketail in the next
chapter, OThe Unsustainability of the Status QuoO.

M&.#'I#/9&('&1494&*C&(%2(&C2*2.4C(1"2CJ1

In spite of these weaknesses, the Palestinian economy and society haveqbevemprisingly
resilient to economic shocks, even of the magnitude of the harsh measures andimtyaor
circumstances of the Second Intifada.

This resilience can be attributed to the combination of the following three ¢teysfa

First, the Palestinian Authority continued its orderly operation, maintaining the regular
delivery of basic public services to the population and paying the monthly salateesweéliing
workforce. In 2002, this workforce represented 26 percent of total employment iresMie st
Bank and Gaza (WB&G), and 40 percent of all domestic wages. Thus, PNA wages were
instrumental in supporting the livelihood of the population at large and in injecting vital
purchasing power into the market, which made the difference between survival ofridérdgyvi
domestic private sector and a far more dramatic collapse.

Second, donor supportwhich doubled in the Intifada period compared to its pre-Intifada level,
to an annual level of around $1 billion. Donor budgetary support was the primary source for the
regular payment of PA salaries; other forms of donor support played a major fioEncing a
widespread social security net, cushioning the impact of the economic shockgopulation

in general.

Third, Palestinian society remained cohesive, resilient, and functionai spite of the

prolonged violence, curfew, and closures. Widespread lending and sharing apcgfahather
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informal social safety nets, in addition to donor support, compensated for the stesp afecli
household incomes.

The combination of these three factors enabled Palestinian society to absartvixedise
economic shocks and high levels of unemployment that might have torn the social falssc in le
resilient societied.

Careful analysis of the basic characteristics of the Palestiotaromy indicates promising

potential for rapid, sustainable long-term economic growth under a new growth-supportive

economic regime, as detailed below.

This rapid development potential stems from a combination of the following fégtors:

First, the Palestinian economy is very smalhbout 3 percent of the Israeli economy and one-

quarter of JordanOs (measured by the size of the GDP). Developmentally, ¢nésais

advantage: (a) from a macro-economic point of view, it is easier and quicker to tieange

course of a small boat than a giant ship; and (b) the small size of the econonmyecbowith the

small geographical size of the West Bank and Gaza enable developmentsplanmek at the

rehabilitation and development of the Palestinian economy as a medium-scaialregi

development project. This conceptual observation implies that a set of sudoesdioit

sectorial projects can make a great difference. These projectsvamasgrowth engines and

employment generators for the Palestinian economy at large.

This observation is especially applicable to Gaza; a set of well-choseriaextid local projects

could uplift the tiny Gaza economy, and put it on a sustainable high growth path.

Second, Palestine has an ample and highly-educated workforce, and unuseddarction

capabilities. Once economic recovery begins, the basic resilience of the Palestinian economy

would be reflected in a speedy mobilization of ample, unused production capabiljtssné

300 thousand unemployed working-age persons ready to accept new work opportunities; plus

some 50 thousand new entrants a year into the workforce; (b) an extremely higkageroé

unused production capacity in industry, construction, and in other branches of the economy.

Third, Palestine has close ties with the large and advanced Israeli econamy

These ties were formalized under the Paris Protocol (Annex IV of the Qmerent), the legal

framework that governs Palestinian D Israeli economic and traden®lathe agreement

formulates a quasi-customs union (unified Ocustoms envelopeO) betweentihmRPaled

Israeli markets, with the original aim of promoting Palestinian economgaj@nent through

the following basic principles:

I Free movement of goods between the two markets (Palestinian and Vgitheli} tariff and
non-tariff barriers. .

I The adoption of a joint/unified tariff list while giving the Palestinian Autliydhie right to
determine duties and standards requirements for a list of basic/stsgnodities known
as lists A-1, A-2 and B The purpose of these lists was twofold: to allow Palestinian traders

R H R R R R R R R

3 IMF, West Bank and Gaza: Economic PerformanceRefdrm Under Conflict Conditions, September 2003, p
11; World Bank West Bank and Gaza Office, West Bami Gaza Update AprilBJune 2003 (Jerusalem: World
Bank, AprilbJune 2003), p. 3.

“ Based on the authorsO detailed analysis in Penésr@or Peace and PalTrade, The Untapped Pdtdd¢ieember
2006, p. 74-75.

® Duties are applied on lists A-1, A-2 and B, howestandards requirements are applied on list Adl/2.
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to do business with Arab and Islamic markets without interference fi@®f) as well as to
provide the Palestinian Authority with flexibility to meet some basic ntaréeds in specific
strategic and construction commodities.

I The concept of revenue sharing, whereby Israeli customs (while still imkcohéxternal
borders for the West Bank and the Gaza Strip) would clear goods importect&yniRal
traders on behalf of Palestinian customs (based on the unified customs envelope) and then
transfer this money to the PNA on a regular basis.

The original aim of the Paris Protocol failed to materialize under the Ratysand economic
integration with Israel has impeded the development of the WB&G domestic economy

Nevertheless, under a new growth-supportive economic regime, close econatimngalith
Israel, would turn, , into an important asset for Palestinian development prospects.

The relatively giant Israeli economy provides huge economic growth oppa@suioitithe PNA
through the following: (a) Israel is an immediate, ready market fostitaén exports and for
sub-contracting to Israeli industries; (b) the PNA would export labor seradsrael, albeit to a
much lower extent than in pre-Intifada times; (c) Israel is a readyoasef technical know-
how, production infrastructure, and marketing channels; and (d) partnerships aéth Isr
companies would enable Palestinian businesses access to various developmé&napbjec
export-oriented joint-ventures directed at other markets.

Fourth, the PNA would have free access to Arab markets in addition to other large trading
partners:

Palestinian external trade with partners other than Israel was atngshighest priority for
the PNA, which led the PNA to sign many trade agreements with potentiaptrdders. These
agreements, as mentioned above, are one of the main strengths of the Palestinianawdnom
will be a major driving force in developing the Palestinian economy.

Going back to negotiations with a clear vision forward will demolish many clyabathat are
locking the potential provided by these agreements. The following are briefsignmf these
free trade agreements:

Greater Arab Free Trade Area (GAFTA)

GAFTA is a first step towards achieving an Arab common market by 2020. 18duatries are
members in GAFTA: Jordan, Morocco, Kuwait, United Arab Emirates, Bahraidj Seabia,
Oman, Qatar, Syria, Lebanon, Iraq, Egypt, Palestine, Tunisia, Libya, Swhaenand Algeria.
As of January 1st, 2005, the agreement reached full trade liberalization of goods theofug|
exemption of customs duties and charges. Arab countries are curreifyedrig negotiations to
liberalize services and investments among them.

The Interim Association Agreement (IAA) with the European Union

This agreement, which emanates from the Barcelona ProcessO "Union falitaganean”,
was signed in February1997. It aims at providing duty-free access sfifaleindustrial goods
and some agricultural goods into the European Union, as well as European goods into the
Palestinian market. The IAA is considered one of the most important agredarehe

HH R R R R AR

® The Oslo Agreement and the Paris Protocol reqaisgsecial permits for the import of goods fromntoies that
do not have diplomatic relations with Israel, wiitle exception of what is on the lists.

"The agreement states that the Israeli side willitae trade coming in from Israeli ports, butttdlenby and
Rafah should be under Palestinian control and twer@ayments on Rafah and Allenby should be tdthe
directly.
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Palestinian economy because of the potential it provides through a duty-free, geota-fr
treatment for Palestinian export of industrial goods and agricultural pradubes EU market..
In the 9" Union for the Mediterranean Trade Ministerial Conference, Brusdeléotember
2010, Ministers endorsed a package of measures to facilitate trade ahRalgsbducts with
other Euro-Mediterranean partners on a bilateral and regional basis.

The Interim Agreement with the European Free Trade Associatioi-TRA)

This agreement was signed with the EFTA States - Iceland, Lieahteridbrway, and
Switzerland - on November 30, 1998 and entered into force on July 1, 1999. The agreement
provides for free trade in industrial products as well as fish and marine produtitsrirore,
separate bilateral agricultural agreements were also signexk ageements are part of the
tools for the creation of the free trade zone.

The Interim Association Agreement with Turkey

The objective of this agreement is to increase and enhance economic cooperatgne&ment

includes a gradual phasing out of all the obstacles and restrictions on traddsnigcluding
agricultural products, in addition to promotion of trade and cooperation between theiparties
the markets of third countries. The parties shall gradually establishteafleearea between
them.

Palermo protocol

In March 2009, Palestine endorsed the Palermo protocol. This protocol allows for thegrincipl
of diagonal accumulation of origin so that partiesO industrial sectors caisénexgorts to all
markets covered by Palermo Protocol, especially EU markets. Other snadtetled are
Algeria, Egypt, Israel, Jordan, Lebanon, Morocco, Syria, Tunisia, PaldasgneEA / EFTA
countries (Iceland, Norway, Switzerland and Liechtenstein), Romania, ByltfaiFaroe
Islands and Turkey.

Agadir Agreement:

In 2009, the Palestinian cabinet decided to join the Agadir agreement. fh tmeom for the
Mediterranean Trade Ministerial Conference, parties to the Agadeefnent (Morocco, Egypt,
Jordan, Tunisia) promised to conclude procedures for the accession of the Pakastituety
to the agreement by early 2011.

Other Free Trade Agreements and Arrangements

Other free trade arrangements are the ones reached with the US and Canadéeasian of

their free trade agreements with Israel. These agreements glbteqen the door for the
Palestinian exporter into the large US and Canadian markets.

Considering the similarity between the PNA and Jordan in their basic rebaisesehe rapid
development of Jordanian regional and other exports is an indication of Palestinian export
potential. Moreover, the combination of this asset with Palestinian accessetoddvanced
technology and production capabilities can place Palestinian exporters in@npafsit
comparative advantage in Arab and other markets.

Fifth, exceptionally large international economic supportThe international donor
community is ready to generously support viable Palestinian economic rehiabikiad
development program as soon as political and security conditions allow it.

Historical review of Palestinian economic performance reveals rabiargrowth whenever the
political situation allowed. This strength was manifested in the early 1990s, 1999, and in
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2008-2010, all periods of relative political stability and relatively easedigerstrictions.
Nevertheless, historical experience shows that all these instanceisgobves were short-term

and ultimately failed because of the impassable barrier of structuredeseakrof the Status

Quo. The same course of events is unfolding in 2011, as the high-growth of 2008-2010, in the
West Bank, seems to be coming to an end (see detailed analysis in Chapted Theee,
Crossroads of SeptemberO).

In order to enable long-term sustainable growth based on these strengths angeslvanta
Palestine would need to replace the present economic regime with a new gnopdgtisg one,
as proposed below.

Since its establishment, the PNA, with the support of the international economyrked w
extensively to build the institutions needed for statehood. Between the detegisttat@tion on
the ground since the year 2000 and the failure of the peace process, many ofdreseszt
lost or weakened.

With the 2009 launch of the 13th Palestinian GovernmentOs program, OEnding the Occupation,
Establishing the StateO, the PNA outlined a state-building vision. This visiorddgfategic

priorities for each ministry and agency to implement, with the overall abuilafing the

institutions of a state over a two-year period. The program of the 13th Governmeatimaedf

on the belief that hard Obottom upO work will clear the path towards the establighheent
independent and sovereign State of Palestine.

The plan was welcomed by the Ad Hoc Liaison Committee (AHLC) in Septe2fb@rand was
supported by the Quartet with the intention of building the institutions of a Palestiata in
two years. The target set by the parties in September 2010 for seekiggtiated framework
agreement on permanent status within one year became the PNA's tarfataateletion of
institutional readiness for statehood. It was crucially important for tiestiahn Authority that
the state-building and political processes be brought into alignment by Sepg&hber

Since the program was launched in August 2009, the PNA has been systemagcajthening
its institutions and performance in the fields of governance, social develomTembmy,
infrastructure, and fiscal responsibility. It has also been strengthendhipcreasing public
confidence in justice and rule of law institutions; enabling private sectocéehmic growth
and sustained provision of social services that exceed regional standardsnificergiy
enhancing external aid effectiveness.

In his introduction of the PNA's report to the AHLC on April 13th, 2011, Prime Minstgabay
stated, "I believe that our governing institutions have now reached a high staidinéseO. The
PNA's achievements are in line with the conclusions of the UN report to the AtdLOih the
limited territory under its control and within the constraints on the ground imposed by
unresolved political issues, the PNA has accelerated progress in improving itsgevid
functions. In six areas where the UN is most engaged, governmental functiongvanefficient
for a functioning government of a stateO. This reaffirms the World Basg€dsment in
September 2010, noted by the Quartet, that Oif the PNA maintains its currentgrecéoin
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institution-building and delivery of public services, it is well positioned for ttebéshment of

a state at any point in the near future. This is a significant achieveméeryg &osn the
commitment of the PA and strong donor backifig.O

The same UN report also concludes that Odespite the progress achieved;ahstkaints to the
existence and successful functioning of the institutions of a potential Statkestife arise
primarily grom the persistence of occupation and the unresolved issues in thePksiestinian
conflictO.
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In spite of the achievements of the 2009-2011 program, the PNA still lacks the enviranchent

basic economic setting that enables sustainable economic development: themebources

and pre-conditions needed to develop a prosperous private sector; to develop human resources as
the growth engine of a knowledge-based economy; and to enhance export-driven growth based

on producing goods and providing services with high added value and competitive advantage.

The Palestinian National Plan 2011-2013 (PNP) was drafted with the aim afigabtldse key
strategic objectives, combined with continued efforts to support the state buildimdpag
including redressing inequities, investing in rural development, and addressstamts to
access. The policy framework focuses specifically on improved servicergeineeased
economic interdependence, improved infrastructure, and effective and accopukdicle
institutions. The PNP, therefore, reflects the PNAOs continued commitnreptduing state
institutions and government functiotfs.
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Considering the weaknesses and vulnerabilities presented above, the PNA develwategnt s
points to the following main challenges that need to be addressed in order to enablgbéeista
long-term economic development:

First, addressing the extreme dependence on Isragliversifying trade and other economic
relations through the opening and development of new markets, and boosting exports in a
manner that will enhance independence from the Israeli economy.

Second, enhancing the competitiveness of Palestinian companiBse challenge lies in the
fact that the Palestinian economy is based mairlyneall and medium businesses that lack
many competitive factors.

Third, integration of the different development strategieshat have been applied to various
economic sectors, the financial sector, etc.

Fourth, effective comprehensive horizontal and vertical policiethat support restructuring
and diversification of trade and less dependency on international aid.

HHHH R SR

8 OFFICE OF THE UNITED NATIONS SPECIAL COORDINATORIR THE MIDDLE EAST PEACE
PROCESS, PALESTINIAN STATE-BUILDINGA DECISIVE PERIOD, Ad Hoc Liaison Committee Meefin
Brussels, 13 April 201

% ibid#

®The Palestinian National Plan 2011-2013 (RNP)



These strategies would enable the PNA to address the manifold weakness@&alefdtir@an
economy, including:

Weak and small Palestinian local market;

Difficulty of movement of goods within Palestinian cities;

Low confidence in investment in Palestine;

Need to upgrade the existing institutions so that they are capable of runovegegn state
and a viable Palestinian economy;

I Low capital structure and difficulty of acquiring the latest technology;

I Loss of Gaza market due to the blockade;

I Structural deficiencies in the process of infrastructure building and devehp

|

|

Random and irregular market environment;

Weak competitive advantage of Palestinian products due to the high transaction tosts tha

result from the Israeli measures on the ground;

Budget of PNA depends on international aid,;

Migration of capital due to political instability;

Migration of youth due to weak job market;

Lack of Israeli recognition of trade agreements signed by the PA.

the PNAQs efforts to overcome the difficulties and challenges watg mélacted in the
national objectives within the National Plan of th& Government © OPalestine, Ending the
Occupation, Establishing the StateO, and in the Palestinian National Plan 2011-2013 (PNP)
Consequently, the PNA's policies were directed towards diversifyingtidéde trade, creating a
competitive business environment, and strengthening competitiveness to migschent and
compete locally and internationally while building on the Palestinian comparatiaatades.

As per this positive scenario, the PNA could start immediately implemetgisggategy and
benefit from the vast potential provided by its trade agreements to diveasiéyand to find
alternative markets for Palestinian goods and services. This would fealesénian
dependency on trade with the Israeli markets (or exporting via Isragh)aadse the
competitiveness of the economy in general and productive sectors in particubarjrsdi
consideration that Israel strategically will remain, for strietonomic reasons, a major trade
partner. It will then be possible for the PNA to move from interim agreenwehith association
agreements with the EU, Turkey and EFTA countries

Moreover, Palestinians will control formulation and implementation of the neededagolici
towards developing a competitive business and investment environment in Paledtiegame
competitive with other business environments in the region.

Building on the Palestinian comparative advantages will put the PNA in a more dov@peti
position for attracting investment locally and internationally. Thesend@lyas come in part from
the different Palestinian regions, especially economic development of tha Yatidy.
Development of the Valley will play an active role in the Palestinian esicn@covery and
development. In general terms, an immediate transfer of Area C to theviRldpen it to
widespread development of the stone and marble, agricultural, and constructia sector



Designing integrated programs for all economic sectors in parallel an@impetnentary
manner is a key to development of a viable Palestinian economy.
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As a very small economy, Palestine can attain sustainable long-terti grdwthrough an
export-oriented growth strategy: export of goods, services (e.g. tourism), gudt©ex
workersO to foreign markets that can absorb some of PalestineOs excasgbo

As detailed below, a new economic regime with Israel is the key for sals@export-driven,
long-term Palestinian economic growth. In addition, Palestine would need arargeable
inflow of external aid for the coming decade.

The analysis below relates to the three most important fields of Paleskteamaéeconomic
relations. First, economic relations with Israel; and then, the two othereatais of Palestinian
economic relations: the international donors, and the Arab world.
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As detailed in Chapter Two below, OThe Unsustainability of the Status QuoO ehie curr
framework of trade and economic relations between the PNA and Israeixi®©ban imperfect
customs union and Israeli unilateralism. Key elements of the Paris Protoaii, wdre
formulated to guarantee Palestinian economic interests, have not beendantptErand in the
wake of the Intifada, a new set of harsh access and movement restrictiaudeaso all of
these overwhelming structural weaknesses of the present Palesma@ndconomic regime.
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Detailed analyses of the diverse and interrelated elements of Pateglifsraeli economic
relations point to the huge potential for growth and other economic advantages underaa@ew t
regime and economic arrangements with Israel, which would replace the Staffis Quo

The most promising new regime envisages replacement of the present Quasisduision

trade regime with a Free Trade Area agreement (FTA), namelyrdetjyreatment of mutually
originating goods and services, between two independent and equal economic esigséacP

and Israel. The recommended new economic regime further envisages thaAthil Be

enhanced through a OCooperation AgreementO, which will include components likeicnoperat
on health, tax, standardization, competition and bank supervision authorities, harmonization and
recognition of product standards and professional qualifications of service psowider

institutional arrangements such as joint committees and dispute settlement.

The Israeli B Palestinian FTA can be designed to encourage agreerttettigavparties like
QIZ*%style arrangements with the US, the EU and other markets; special areats)ém

#The discussion below is based on several previmuksavhich included in depth analysis of thesediextmainly
The AIX Group, Economic Road Map, January 20047 Rale and the Peres Center for Peace, The Untapped
Potential, December 2006; and PIBF and NIR, Fufis@nomic Relations between the Palestinian anélisra
Economies, December 2007; as well as the Palestyueernment assessments in PNA, Palestinian Dewvielot
Plan for 2011 B 2013, April 2017
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export-oriented free zones; special economic development zones (in the Jordan Valley or in
Gaza); and special-status industrial estates.

For Palestine, the new regime would include the freedom to benefit from preferential trade
agreements that Israel is not party to, such as the Greater Arab Free Trade Area (GAFTA) or the
Agadir Group (Egypt, Jordan, Tunis and Morocco). The new economic regime will include
negotiated arrangements on sectors like agriculture or tourism, and on issues like the use of
shared water resources, the environment, transportation, impediments to exchange of services,
etc. Most importantly, under the new envisioned regime, movement and access arrangements and
security procedures would be revised to enable orderly movement of goods, businesspeople and
tourists between Israel, Palestine and third party countries, under stable political and security
situation inside Palestine and between Palestine and Israel. The envisaged new economic regime
also assumes actively encouraging Israeli and Palestinian governmental policies towards
business cooperation and Israeli investments in Palestine®*

Enhanced trade and economic cooperation with Israel under such new economic relations is
probably the best way for a new strong upsurge of the Palestinian economy. Once the Status Quo
impediments are removed, Israel would present a large, ready market for increased Palestinian
exports, including promising niche markets such as the Israeli Arab market, and retail border
trade. The Palestinian access to Israeli technological know-how and advanced industrial
infrastructure and products would give Palestinian exporters a solid competitive advantage in
regional markets, and cooperation with Israel would give Palestinian producers access to Western
markets by using Israeli marketing platforms and by supplying semi-finished products and sub-
contracting to Israeli exporters. Cooperation with Israel would also boost the development of
various Palestinian service-sectors, such as tourism, transportation, etc.

"#3%&'%()'%*+).-$.)$%&)/*01-)"#+-*)2$-31*45)601)!  7+%+8'7)
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As explained above, Palestinian sustainable long-term economic growth must be export-driven.
A large part of the projected jump in Palestinian exports under the recommended new economic
regime relates to Palestine expanding into Arab markets, especially the lucrative markets of the
Arabian Gulf. In doing so, Palestine would benefit both from its membership in GAFTA and
from its access to Israeli advanced products and technologies. This would provide Palestinian
exporters with a unique advantageous position, compared to other Arab exporters, in penetrating
and expanding exports to the lucrative markets of the Arabian Gulf.

Arab markets, and mainly the Arabian Gulf market, have greatly expanded over the last decade.
The combined GDP of the Arab World is estimated at $2.4 trillion in 2011, the equivalent of the
United Kingdom or Brazil, the sixth and seventh largest economies in the World. The GCC
economic bloc, comprising Saudi Arabia and the other five Arabian Gulf countries (Kuwait, the
United Arab Emirates, Bahrain, Qatar, and Oman), with a combined GDP of about $1.4 trillion in
2011, is the equivalent of the world’s eleventh largest economy, Russia.

R
B Aix Group, Economic Road Map, 2004, p. 13-27; PIBF and NIR, Future Economic Relations Between the
Palestinian and Israeli Economies, December 2007, p. 10, 42 — 45, 49.#

I"#



"#3%&' (&) Yo#t+& $H#-&./0&!*1 2#$348 %*&5*$+4 & 6IBUITBRER
(S trillions, current prices)

16

14

12 -

10 -

n II.IIIIL

China Japan  Germany France Arab Brazil Russia
World

IMF estimates for 2011

Arab imports of goods and services, increased by 250 percent from 2003 to 2011. In comparison,
the global import volume increased by only 130 percent in the same period. The liomOE shar
Arab imports, 55 percent of all Arab imports in 2011, is concentrated in the GCC countries.
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ran is included in the figures for Oother ArabrtdesO because of technical IMF definitions. gther non-Arab
Middle East countries, Turkey and Israel, are edetl
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Our in-depth analyses of possible alternative economic and trade regirResefsiine found that
a cooperative approach, under a Free Trade Area Agreement withvisralel generate
enormous advantages for both the Palestinian and the Israeli economies. Thisvioojzhbe
particularly high on certain sectors and subsectors such as tourism, fruitshlesgeiae oil,
garments, ITC, and othets

The high growth rates projected under this scenario reflect the exceptuem@igssed level of
the Palestinian economy at present, and the enormity of unutilized production dapalfilitce
the restrictive elements of the Status Quo are gone and the growth-inducingteleiniee new
economic regime are in place, these unutilized production capabilities \whk lgeenerators of
such high growth rates.

These unutilized production capacities include 300,000 working age people who are either
formally unemployed or have never looked for work and who would readily join the laber for
once work opportunities open; high unused production capacity in industry and construction; and
the de-developed economic infrastructure.

The exceptional growth potential of the depressed Palestinian economy was demonstrated,
several times, in periods of relative political stability, and recently again, in Gaza. As an
immediate response to the partial lifting of Israeli blockade on Gaza ir20@fethe economy
of Gaza rebounded. Real GDP in the first quarter of 2011 was 24 percent higher thdinsh the
guarter of 2010, following a 15 percent real growth in 2010 (compared to 2009). These
macroeconomic indications have been substantiated by business activity dadiy. & §azaOs
business sector reaction to the partial lifting of the Israeli blockade foanduwbrage sales
increased by 31 percent from June 2010 to March 2011, and reported capacity utilization in
industry grew from 34 to 42 percefft

In spite of its impressive size, this upsurge represents no more than a fraGemadis
economic growth potential. Though the partial relaxation of Israelictstrs on GazaOs trade
has allowed the number of import trucks entering Gaza to almost double compared to thei
number before June 2010, the average number of trucks passing between Israel and Gaza in the
early months of 2011 was still less than 20 percent of the volume of freight movemelets toee
support Onormal economic activityO in G&Fhe same study of GazaOs business sector found
that business activity is still greatly constrained, mainly as a consegoktie unreliable

supply of electricity, the unpredictable availability of raw mateaald extremely limited access
to export market® Hence, the new envisioned economic regime of FTA Plus Cooperation
WU R R R R R A

15 As per the analysis of Ocooperative agreemen@risc€=TA plus cooperative economic arrangementB)BF

and NIR, ibid, p. 9; indirect impact included. Tdetailed analysis & calculation method is preseimeshnex 2 of
the sourcet

6 pCBS, Preliminary Estimates of Quarterly Natiohetounts for the First Quarter of 2011, June 2@114;

IMF, April 13, 2011, p. 3; Office of the Quartet itesentative, PalTrade and PFI Report, Trackirgnges in Key
Industrial Sectors in Gaza Following the PartiadiBg of Israeli Restrictions in June 2010, Secondridl of

Results, March 2011, p. 218.

7160 trucks per day, on average, compared to Q0e0Zruckloads per day needed for normal econawtigity.

See detailed analysis on this point in: The Pemdeat for Peace, OGaza Strip Crossings: Israéi¢oin a

Broader Perspective: A Summary and Analysis of$tialen-Israeli Roundtables, June 2011, p. 9-138b
18 Office of the Quartet Representative, PalTradeRiridreport, March 2011, p#1
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Agreement with Israel is expected to generate very high real growthimahe coming few
years, by integrating these unutilized production capabilities into Palasticoaomic activity.

The new economic regime will enable release the growth potential in aamgke of export-
oriented branches of the economy which have not been able to realize their grontialpote
under the Status Quo. The following two examples will suffice for demomsfithis point:
tourism and export-oriented agriculture.

The tourism sectorhas shown a modest recovery in recent years, as a result of partetioalax
of Israeli restrictions on access and movement in the West Bank. Nessilitalemains very
small, accounting for only 1.5 percent of the West BankOs GDP. This tiripwtiont of tourism
to the Palestinian economy is in striking contrast to the great potential sfiffakes a tourism
destination, and in comparison to neighboring countries like Jordan and even Syria (until the
latest uprising there).

Under the envisioned new economic regime, the high growth potential of the tourismsic
be released, as a result of the following changes: movement restrictiolushe replaced by
free and orderly movement of tourists in Palestine and between PalestisesahidPlalestine
would become a safe and independent tourist destination; the average lengthraf stay a
spending of visitors would show an increase; travel destinations and points of interiest
diversify beyond the strong dependency today on the Christian market; thenRalégtrism
infrastructure would be rehabilitated and developed; and cooperation with thettarasin
sector would enhance worldwide marketing of a broader OHoly LandO product.

As noted, the removal of Israeli restrictions would enable the Palestiniasnidndustry to tap
non-Christian markets (business and conferences, tour packages for Jordan and uslypt, M
pilgrimage and visiting friends and relatives or leisure travel), and tanltine large private
investments required for building a tourism infrastructure that would enalelstiRalto become
an attractive tourism destination for millions of tourists.

Export-oriented agriculture is another branch that has been almost non-existent under the
Status Quo. Its huge potential is apparent, however, from the most successfstalmal
beginnings in Gaza, as well as the success of this branch in Jordan and Egypt. Under the ne
economic regime, the largely one-sided agricultural trade betweenritabrsd Israel (namely,
Palestinian imports of agricultural products and inputs many times higher tleatirifan
exports) would both increase substantially and become much more balanced. A wedsf rang
mutually advantageous export-oriented agricultural and agro-industry busingsesetould

be set in motion, in fields like high-value vegetable, flower and fruit exports to Eurepe
other markets.

The new economic regime would also enable Palestine (and Israel) to benegixfvort of
high-value Palestinian agricultural products to Arab markets, based on dshesaticed
technologies and input$

19 See detailed guantitative analysis and forecaBtBfr and NIR, ibid, p. 52, 55; PCBS, Hotel ActwBurvey,
First Quarter 2011,
2 see detailed quantitative analysis and foreca@tBf and NIR, ibid, p. 57
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The macroeconomic framework of the new Palestinian National Development Plan for 2011-
2013 is based on a scenario assuming continued removal of obstacles to access and movement
and removal of the blockade on Gaza, while all other elements of the Status Quo remain in place.
Though these assumptions imply an economic environment that is less encouraging for economic
development than the FTA Plus Cooperation Agreement regime, the plan forecasts an increasing
path of real growth, from 9 percent in 2011 to 12 percent in 2013. Furthermore, the plan includes
the possibility of a more positive scenario, if sovereignty is attained. In this case, the plan
forecasts more aggressive growth of the Palestinian economy, as “the West Bank and the Gaza
Strip economies can be reintegrated, international trade can flourish, significant private sector
investment can be unlocked, and long-delayed large-scale public investment projects can be
launched”.'"®
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The high GDP growth and the fast growth in the other main economic indicators, forecasted
under the new economic regime, reflect recovery of lost economic potential over the last two and
a half decades, since the First Intifada. Furthermore, even if the Palestinian economy achieves
exceptionally high growth of 10-11 percent, on average, over the coming decade, the Palestinian
GDP per capita in 2020 will be far below the 2010 level of the Jordanian GDP per capita, and
Palestine will still be among the poorest Arab economies.

The extremely low economic starting point of Palestine, in the aftermath of the Second Intifada,
is described in detail in Chapter Two below, “The Unsustainability of the Status Quo”.

An illustrative snapshot of this situation is provided through comparing the Palestinian Gross
National Income (GNI) per capita to the Middle East and North Africa (MENA) regional
average. In 1999-2000, the Palestinian GNI per capita was at the same level as the MENA
average (which is heavily weighted with oil-rich countries). It was slightly below the Jordanian
GNI per capita, almost twice as large as that of Syria, and 4-5 times larger than the poorest Arab
countries, like Sudan and Yemen. By 2006, the Palestinian GNI per capita was just under 45
percent of the MENA average, less than 40 percent of Jordan’s GNI per capita, and only two-
thirds of the Syrian GNI per capita. Moreover, the PNA dropped much closer to the poorest Arab
countries, as the PNA GNI per capita was only 50 percent higher than that of Sudan or Yemen. In
Gaza, GNI per capita was already below that of Yemen and Sudan% The comparative picture for
2010 is not better, as shown in Chapter Two below.

>./0&?2&4&+@'[$/4A@0&0"#$0&2.)&P('+..'H#) 2/$&/$™/0.

Jordan is a most relevant case for evaluating the Palestine’s economic growth potential. Palestine
is quite similar to Jordan in its basic resource base. It also enjoys quite similar favorable trade
arrangements with major trade partners.

R H R R R R R
2z PNA, Palestinian Development Plan for 2011 — 2013, April 2011, p. 64 #
2 Comparisons based on the World Bank’s World Development Indicators seriest
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The main difference between the PNA and Jordan, alas, is that the PNA lacky, stabiiity,

free movement, and access to the markets. Once these disadvantages are removednavder t
economic regime, Palestine will be able to develop its economy on the same lioetaashas

over the last decade. Moreover, PalestineOs better access to thedskaglisnaeli

technologies, etc., put it in an advantageous position compared to Jordan. All in all, an export-
oriented growth strategy, which the envisioned new economic regime would enabecieex

to work for Palestine at least as well as it has worked for Jordan over thectagt.de

Export of goods and services has been JordanOs most important growth engine.

Jordanian exports of goods to Arab markets grew fivefold between 2000 and 2010, from only
$600 million to $3 billion, and exports to the US (under the preferred QIZ and the FTA
agreements) grew from negligible volumes in the 1990s to around $1 billion a yeasécdhe
half of the 2000s. Total exports grew fourfold, from $1.5 billion in 2000 to $6 billion in 2010.

Chart 6: Jordan — Domestic Exports of Goods by Main Markets
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Total export of services, primarily tourism, transportation and logistcaices, grew more than
threefold, from $1.6 billion in 2000 to $5.2 billion in 2010, with Arab markets contributing most
of this growth. In addition, remittances of Jordanian workers abroad, mostly fedbaA Gulf
countries, doubled, from above $1.5 billion in 2000 to above $3 billion in 2010. All in all, Jordan
succeeded in tripling its total export revenue, plus its income from Oexport ofidorda

workersO, in a decade, from below $5 billion in 2000 to almost $15 billion in 2010. Furthermore,
foreign direct private investments (again, mainly from the Arabian Gulfp@ad more than

fourfold, from an average of slightly above $0.5 billion a year in the first half &a@es, to an
average of about $2.5 billion a year in the second part of that d&cade

R H R R R R R
2 Central Bank of Jordan, Monthly Statistical BulieBalance of Payment, Tables 31 and 32. 20000B @as a
period of a great leap forward for the Jordaniaznemy. The continuous fast growth paused at theo€2608#
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The starting point of Palestine, in 2011-12, is much lower than that of Jordan in 2000 in all
aspects. The volume of Palestinian exports of goods and services in 2010 is below $1 billion,
around the same level as it was in 1999. Exports are confined mostly to Israegxpbites to
non-Israeli markets are negligible. WorkersO remittances from Arkletiare very low as well.
This very low starting point, combined with PalestineOs favorable compatisiien under the
new envisioned regime, would enable it to achieve higher export increasehefesinvturn,

will sustain high economic growth rates, as per the forecasts mentioned above.
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The PNA has enjoyed most generous international support from its early dags, imhthas

been among the top world recipients of international support per capita for thiéedastyears.

The most important donors are the US and EU, which accounted for almost half ofrall aid i
2009, and the UN, through UNRWA and other aid arms. The rest of the international aid comes
from over 40 major donors (states and international organizations), and many doradkes,

which channel aid through about 1,500 NGOs estimated to be active in PHlestine

"#S@#6#' &=0#+)$&($.+)#.+-).&+-'$-. @3$ABBCS?$HEEB

International aid started Ifi* 4, with the advent of the PNA, at a level of around $500 million

per year, and remained around this level through the second half of the 1990s, until the outbreak
of the Second Intifada in September 260Blost of the aid in 1994 was in form of budget

support, for the financing of the PNAOs recurrent expenses. Beginning in 1995, howeser, as t
fiscal situation of the PNA showed impressive improvement and its current defiain to

rapidly decrease, the share of budget support decreased, and most interndttortaka?NA

took the form of development assistance, as well as humanitarian aid through non-ppudgetar
channels, such as UNRWAQs education and health activities, direct finarfoody arid other
elements of the social safety network, and a multitude of other non-governrebetalativities

and development projects. In 1998 and 1999, the PNA succeeded in fully covering its recurrent
expenses from its own fiscal sources, and the PNAQOs international aid waballseftr
development expendés

With the outbreak of the Intifada in 2000, the international donors shifted their budgetary aid
from development expenses to financing of the PNAOs recurrent deficitigrifieantly
increasing their non-budgetary aid, financing the growing reliefsetthe Palestinian
population. By 2005, overall international aid was estimated at close to $1 billion, &f whic
about $350 million was budgetary support covering part of the PNAOs recurrentTdeficitst
was non-budgetary support, mainly for social seclitity

B HHHH

whereas Jordan was negatively affected by the gestmmomic crisis. The growth in exports to Aralicies,
however, has continued in 2009 b 2#10.

2 The Portland Trust, REDUCING AID DEPENDENCY IN TRELESTINIAN TERRITORY, Economic Feature
May 2011, p. #

% The Portland Trust, ibid, p. 2 #

%6 The PNA Ministry of Finance, Review of 2010 budBetformance, February 2011, p. 12; IMF WB&G Report
April 2011, p. 2%

%" The Portland Trust, ibid, p. 2, 3; IMF WB&G Repdvtarch 2007, p. 0
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Since 2006, total international aid has steeply increased, growing to over $1.5 milR0vi
then jumping to about $2.5 billion in 2008, and peaking at $3 billion in 2009. Budgetary aid
grew almost fivefold, to almost $2 billion in 2008 and 2009, mostly for financing the necurre
deficit. Non-budgetary support doubled to around $1 billion in $8@6this magnitude,
external aid represented close to half of Palestinian GDP; it was alsoreadbsuurce of
finance for the PNA budget, covering above 40 percent of recurrent governnratihgpe
2009!

The critical role of international aid in sustaining Palestine’s long-term
development over the coming decade

Though the Palestinian Development Plan for 2011-2013 (PDP) predicts continued decline in the
PNAOs need for budget support aid, total international aid to the PNAOs budgetadould ne
continue at the same high level of $1.5-2 billion per year in order to finance the public
development plans required to support the envisioned rapid economic gtowth.

Considering the non-budgetary social relief and project aid of about $1 billion, iralestild

need a stable flow of international aid at the total magnitude of $2.5-3 billiom foy¢ae

coming decade, in order to support and sustain its economic recovery and development plans,
while also providing the social safety net required for securing scaialitst

HHHHHHH R R SRR
2 The Portland Trust, ibid, p. 2#3

29 PNA, Palestinian Development Plan for 2011 B 28p8) 2011, p. 13
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The basic properties of the Palestinian economy were shaped during the periect ddieli
rule. These characteristics were formally crystallized unddstaeli B Palestinian economic
agreement (the Paris Protocol) of 1994, and have dominated Palestinian economic @etelopm
ever since. Moreover, the Palestinian economy has been faced, from the indébper
Palestinian self-rule, with a set of overwhelming challenges and obstiaesgraphic,
political, economic regime issues, and more, over and above the structural wedkoestes
period of Israeli rule. Then, in the wake of the Second Intifada, a new layesbfdtaess and
movement restrictions was added.

These weaknesses, vulnerabilities and interconnected economic and so&abekadre
structured in the Status Quo and woven into the political stalemate; they havedigpead
severely disrupted Palestinian economic activity and impeded Palestinian ecgnowtih.

)"&(&>+.+=1>(3&B#>4(+5(%"&(</#&31(:1'&>%('03&(%&'1

The economic regime that evolved during the formative period of Israeli dite¢fl®67D1993)
had two distinctive characteristics: one-sided economic integration, and a dcyabpol
economic welfare and under-development.

The basic aspects of the Israeli policy of one-sided integration weré&eedoy the World Bank

as follows: export of Palestinian manual, unskilled labor to Israel (skilled Vads either

directed to the Gulf or remained unemployed); and trade conducted predomindntbraet, as
exports faced barriers or prohibitive costs in going anywhere else; th@iercgas agricultural
goods, which were directed to and through Jds8#maddition, the Israeli policy of under-
development produced an economy with low capital formation, low capital-labor ratios, and low
labor productivity, which had a long-term negative effect on the production cdpatahd
performance of the Palestinian econdthy.

These policies were mirrored in the development of a series of structukalesseas in the
Palestinian economy that crippled its productive capacity and rendered itedytveinerable to
external economic and political shocks. The major structural imbalancesstortiatis of the
Palestinian economy, as of 1993, were summarized by the World Bank as follomesa\({)
dependence on employment in Israel; (2) an unusually low degree of indusiniajig2t a trade

B A R R R R R

%0 world Bank, Developing the Occupied Territoriest livestment in Peace (Washington, D.C.: World Bank
1993), Vol. 2: The Economy, p. 27.

%1 The World Bank study of 1993 estimated the rati?/®&&G public sector development expenditure to the
GDP, in the Israeli-rule period, at less than drigdtof the worldwide average for developing coigsrand

less than a quarter of that in Jordan (data foe#rly 1990s); World Bank, Developing the Occupied
Territories, Vol. 2, p. 34D35.
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structure heavily dominated by trading links with Israel, and with a larde tieficit; and (4)
inadequacies in the provision of public infrastructure and sertfices

The Israeli-Palestinian Protocol on Economic Relations, known as the ParissRmetscsigned
in April 1994 with the aim of administering Palestinian D Israeli econonaitare$hips for a
transitional period of five years, and was expected to be replaced by a pdrstatus
agreement. However, with the absence of such a permanent status agreemeangdmeants
formalized in the Paris Protocol have continued to govern Palestinian D Isyaeéc
relations since 1994. Basically, the economic arrangements embedded in theoRzods P
reflect the extension of the major elements of the economic regime ofabk-tale period. It
formalized the integration of the Palestinian economy with the largel istaaomy and
preserved the quasi-customs-union trade regime between the two economiesné&tagym
union was preserved, and continued access of Palestinian labor to Israel was*allowe

In effect, dependency on external sources continued, and even deepened, undaeaR akdéti
rule. On the one hand, the PNA registered commendable achievements such asgheteeat
wide network of international trade agreements (detailed in Chapter One abake)boilding
of a functioning public administration and fiscal systems. On the other hand, theratruct
weaknesses of the Palestinian economy, combined with the restrictive ecoegimie under
the Paris Protocol as applied on the ground and with other restrictive Israelispoésidted in
the continuation of the major economic trends of the Israeli-rule period.

Despite its significant potential, the network of international trade agm&s did not benefit the
Palestinian economy as expected. Since signing the Paris Protocohdsraaplemented
unilateral measures and continuously violated some of the ProtocolOs articlddriss
Palestinian needs and interests. It is imperative to note that the ParislRsatodonger
functioning as agreed, and is missing the spirit of mutuality that was bailt iwhen it was first
signed.

Israeli non-recognition of most of the PNAQs international trade agreesnamishier serious
impediment to these agreementsO full realization, as is the matrix lofsra@ment and access
restrictions which lead to sky-rocketing transaction costs that sgvedeice Palestinian
competitiveness. Other impediments include: complete closure of the Gazang&trnal
closures in the West Bank; the Separation Wall\Barrier; non-impletitentd the safe passage

*> World Bank, Developing the Occupied Territorieg, oit., Vol. 1: Overview, p. 5

33 Gaza-Jericho Agreement Annex IV - Economic Pratd2® Apr 1994; Israel, Ministry of Foreign Affajrs
http://www.mfa.gov.il/MFA/Peace+Process/Guide+to+the+Peace+Process/Gaza-Jericho+Agreement+Annex+IV+-
+Economic+Protoco.htm

The protocol included certain provisions meantignificantly mend the one-sided nature of IsraeligBtinian
economic relations from the Israelile period, such as allowing free Palestinian exjmothe Israeli market (exce
for certain agricultural products), or allowing fawme Palestinian export diversification with Acauntries. Ornhe
ground, however, no significant change was notiegdept for the successful implementation of a rapism for
VAT and other indirect tax collection by Israel, ialhbecame a cornerstone of the PNAOs fiscal syseenWorld
Bank West Bank and Gaza Office, Lolgrm Policy Options for the Palestinian Economyydalem: World Ban
July 2002), p. 1, 5D6, 15; Arie Arnon et al., ap, p. 7.
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between the West Bank and the Gaza Strip; Israeli control of border csoasththe
implementation of internal commercial crossings between the West Bdrikrael in
contravention of the Paris Protocol; movement restrictions on Palestinians indidue \Jaliey
area of the West Bank; impediments to the movement of the trade and business cpinmunit
Jerusalem; impediments to obtaining visas for investors; Israeli nomigeogf Palestinian
Certification of Standards and Sanitary and Phytosanitary compliares] ren-recognition of
Kosher certification; impediments on Customs clearance, tax offsettohglisomimination
against Palestinian Trade; and the Israeli commitment to not sellifalegnports in Israel.

Another obstacle arises as a direct result of these many impedimemalakignian Authority
and the Palestinian private sector are forced to prioritize survival over deegloginategies.
This explains the lack of a Palestinian national strategy to develop trade thxpogis € date,
even though such a strategy was highlighted in all of the PA's plans and estdtagivery
complicated to think of any Palestinian strategy that could diversify tratidevelop
Palestinian exports without the removal of all of these impediments.

In the first period of Palestinian self-rule, from 1994 to 2000, total domestic expenditur
surpassed domestic production (the GDP) by between 55 and 65 percent of GDP. From 2001 to
2006, as workersO income from Israel diminished, international donorsO aid regdaited it
principal external economic source of the Palestinian economy. Total contribuéirteofal

sources retained its long-term share, the equivalent of around 50 percentff GDP

This huge structural economic imbalance was also mirrored in singigawntic deficits in the
balance of payment and the PNAOs budget, in addition to the dependence on Israel for the
collection of a large part of PNAQOs fiscal revenue. The latent thraét ofitical aspect of
Palestinian economic dependence on Israel materialized after the outhileaiSetond

Intifada, and again in 2006. Prolonged Israeli withdrawal of Palestinian tanues/eontributed
to the special severity of the Palestinian economic crisis in 200192002, and again in 2006.
The neglect of infrastructure development for two and a half decades uadéridge was
followed by continued public under-investment after the advent of the PNA. The rasudt w
poor level of economic infrastructure that deteriorated further as a consequéredexdp fall

in investment in infrastructure during the Second Intifada.

The economic arrangements as formalized in the Paris Protocol, and even more so as
implemented on the ground, left control over a large part of the economic poliaygnadis in
Israeli hands. The quasi-customs-union trade regime subjected Palestieraald¢rade to
Israeli trade policies, customs and duty tariffs, and trade agreemenis pbiiees and
arrangements, which have naturally been tailored by Israel to benditadbk economy, are not
compatible with Palestinian interests and, in many cases, are cleashtiast with Palestinian
economic interests. The monetary union with Israel, and the use of theSbesead| as the
Palestinian legal tender, has restricted the PNAOs use of monetaryquidi. The arrangement
for VAT and other indirect tax collection by Israel for the PNA, leftdbia control of the lionOs
share of the PNAOs tax revenues, and restricted the PNAOs ability tocgpiglicy measures.

!$ PCBS, National Account Statistits.




Creating a competitive enabling environment requires the ability to foeraat apply the
needed policies. The most important pillars of creating an enabling completisvesss
environment in Palestine are: 1) Creating a competitive legal and mrgutaimework; and 2)
Providing the proper infrastructure.

The PNA has exerted a significant amount of effort on creating a legal anatoegfiamework
(yet to be completed) for a competitive enabling business environment. Unfelgudaspite
these efforts, the most important factors for an enabling business environmueoiitied
stability and the ability to implement policies, especially policiésted to foreign investments
and policies that require border controls. Consequently, creating a competliag
environment is not feasible if it is impossible to implement the policies needetiieve it.

Moreover, creating the required physical and non-physical infrastructureding
transportation, telecommunication, energtg., is not possible under the status quo. Improving
and developing commercial roads is not possible since most of these roads and other
infrastructure projects either pass through or are located in Area C. 60tpdritee West Bank
is designated as Area C, an area in which Israel has full civil andmniiontrol. Even areas
accessible to Palestinians are under the jurisdiction of the IsraelAG@mihistration for
planning and permit purposes. In 70 percent of Area C, Palestinian building is/datlv@lden;
in the remaining 30 percent, construction is theoretically possible but gettidopgudikermits is
practically impossible. Palestinians can build freely only on 1 percent of ABemn@st of which
is already built over. Re-operating Gaza Airport, building the port, the constroftan airport
in the West Bank and/or the creation of logistic support centers at borddrsrafere beyond
the power of the Palestinians. It is fully controlled by Israel, and theconktructed Gaza
Airport has been destroyeut

On top of all these weaknesses and challenges came the harsh Isrexionssbn movement of
goods and people that were introduced in the early years of the Intifadanidesees
developed into a multi-faceted system that cut through the web of Palestinian ecliieomi
raised the costs of business transactions and marketing, and disrupted the pitydietaded
for the orderly conduct of business.

The main cause of the rise in the cost of business transactions has been the slaagimcr
transportation costs. Palestinian exporters, importers, and suppliers to thedidedlmve
faced a jump in truck transport costs as a result of longer travel distanceshapdrtrames, as
well as more rapid depreciation of truck value due to poor quality and dirt roads. Ralestini
exporters and importers have had to use much more expensive Israeli truckznensshi
leaving or coming into the West Band Gaza through Israel. On top of thessiexces
transportation costs, Palestinian exporters and importers have faced sallestaaticosts in
Israeli sea and air ports, in comparison to Israeli importers or exporters.

Furthermore, the PNA is not allowed to develop and take advantage of most of the Wé&st Bank
natural resources. As noted above, some 60 percent of the West Bank, definedcassAueder

full Israeli control; this includes most of the Palestinian Jordan Valleghakithe only
sparsely-populated part of Palestine that is large enough to support laggeasicelal
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development plans. Another outstanding example, among many others, is the stone quarry
industry, by far the most important export industry of the West Bank. ThetlsvgesBank

stone quarries are in Israeli hands, depriving the PNA of a large part aptre revenues of the
West Bank.

The PNA is severely restricted in developing most of the other natural resoftithe West
Bank as well. Most infrastructure services, such as electricity and sugigly, are in Israel
hands. The development of road infrastructure, communications, etc., as well agtionst
industrial or agricultural development out of the confines of existing cities andesl| is
blocked or restricted, in many cases, by Irael

The Jordan Valley has the potential to play a vital role in the Palestinian écaroovery and
development. It is a unique area that offers opportunities in nearly all majwmic sectors.
The Jordan Valley has comparative advantages in the fields of agricuturent, transportation
and logistics, and potential for industrial and agribusiness development as well. Matemve
Jordan Valley is the only large region of Palestine that is not densely pdpilageefore, only
the Jordan Valley can support the substantial urban development, including newetessary
to sustain large-scale absorption of population growth.

At the same time, the Jordan Valley is under absolute Israeli controldladtssit from the rest
of the West Bank.

The Japanese Corridor for Peace and Prosperity Initiative is a camxaatple of the de-
development in Jordan Valley under the Status Quo. This project promotes economic
development in the Jordan Valley, with the aim of contributing to the agro-industy. sect
Nearly six years have passed since the declaration of this initiative, atydtinese years since
the feasibility study for this project was prepared by the Japanese. Evehexctintinuous
commitment by Japan to support and finance this initiative in general and thendgstrigl
Park in the Jordan Valley in particular, still nothing of this initiative has bepleimented on the
ground, despite an Israeli commitment to move this project forward.

The Palestinian arena has always been characterized by basiclpotadaility, which has

intensified over the last two decades. On the external front, the unsolved caitfilistrael,

rooted in strong feelings of political frustration, is always ready to .drufite mid-1980s, the

political frustration fused with rising Odepth currentsO of social discogrétimg the First

Intifada in December 1987. From this point on, the West Bank and Gaza has constantly been on
the verge of violent explosion, suffering recurrent waves of violence in varygngeseof

intensity, with short recesses of relative calm and stability. The ecom@t@rioration and

human degradation, which have deepened in the years of the Second Intifada, haversttkngthe
the destabilizing forces of political and social frustration.

The Palestinian demographic challenge stems from the extremely higal gabwth rate of the
Palestinian population. The Total Fertility Rate (TFR = the average numiez births per
woman during her fertility period) in the WB&G was 6 births per woman in 1997. Though

HHHH R
% See, for example, the detailed analysis in Woddlg the Economic Effects of Restricted Accessand.in the
West Bank, November 21, 20@8.

I"#



Palestinian TFR has significantly decreased over the 2000s, to 4.2 births per woman in 2010, it is
still among the highest in the Arab world.*

Consequently, the Palestinian population is among the youngest in the Arab world: 62 percent is
under the age of 24, of which 41 percent is under the age of 14.>” This young population needs
adequate education and healthcare; and as they reach maturity in ever larger numbers, they
demand proper housing and appropriate work opportunities. The number of young Palestinians
entering the labor force becomes larger and larger each year. From 2001 to 2005, the working
age population grew by about 70-75 thousand per annum; this number has grown to almost 100
thousand per year in the early 2010s, and will increase to about 120 thousand per year in the
2020s.%!

Another factor that may intensify the pressure on the labor market is labor force participation.
The Palestinian labor force participation rate has been traditionally low, reflecting a very low
participation rate among women. In 2000, only 41.5 percent of the working age population was
employed or actively searching for work. The rate of participation has remained around this rate
through the 2000s, except for a temporary decline in the early years of the Intifada, as many
ceased searching for work and dropped out of the labor force. Even at this low rate of labor
force participation, the Palestinian labor force has grown at a rate of about 5 percent a year since
2003.%° This low participation rate is expected to increase in coming years, reflecting a large
latent demand for work opportunities by the young, frustrated Palestinian work-age population. A
quantitative analysis of latent Palestinian labor market trends shows that, under conditions of
relative stability and economic recovery, the magnitude of Palestinian “hidden unemployment,”
in conjunction with the fast-growing numbers of youngsters entering the labor market every year,
may generate annual growth of about 8 percent in the labor force.*

Hence, the Palestinian economy needs to more than double the number of available jobs over this
decade. The number of employed persons must rise from about 750,000 in 2010 to about 1.5
million in 2020, merely to contain Palestinian unemployment around the alarming rate of recent
years of 30 percent.”' The number of new jobs needed in order to bring unemployment in 2020
back to the pre-Intifada rates of 10 to 12 percent, is close to 1 million; namely, about 100,000
new jobs per year, compared to an average of about 30,000 new jobs per year which were created
from 2003 to 2010.

** PCBS, Demographic and Social Survey of the Palestinian Population (in Arabic), July 2011, p. 16.

The TFR of Egypt, for example, was 3 births, in 2010 (Population Reference Bureau. World Population Data Sheet,
2010)

37 PCBS, Demographic and Social Survey, ibid, p. 14-15.

* Based on the present size of the 0-4, 5-9, 10-14, and 15-19 age groups; see PCBS, ibid, p. 15.

¥ World Bank, The Palestinian Economy and the Prospects of its Recovery, March 2006, p. 9; PCBS, Palestinian
Labor Force Survey, Annual Report 2010, April 2011, p. 57

%0 peres Center for Peace and PalTrade, The Untapped Potential (2006), p. 77; analysis based on of PCBS,
Palestinian Labor Force Survey, 2010.

41!According to the relaxed definition of unemployment, including “despaired persons” who ceased actively
searching for work. The unemployment rate under the stricter ILO definition is around 25 percent.
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The complex set of constraints, as detailed above, reflects negatively aokeyné and
societal aspects. Two examples will suffice for demonstrating the iropdese constraints: the
impact on Palestinian exports, and the impact on Palestinian purchasing power.
I"#3%&'("()$*+.-&%.

Under the customs-union trade regime, combined with other Israeli resisic$rael has
become practically the sole market for Palestinian exports, as exporeetadsiged between
88 to 90 percent of total Palestinian exports (of goods) over the 2000s.

As a very small economy, Palestine can generate sustainable longdertim @nly through
exports. Therefore, these constraints on Palestinian exports to non-Isréetisrhave a very
grave effect on economic development prospects. Moreover, considering theasignific
impediments on Palestinian exports to Israel, Palestinian exports to thiet sr@ constrained
toa$**As a result, the rapid economic growth of recent years was reflectestéep increase in
Palestinian imports, while exports showed only modest increase, and the tradsutggc
upwards accordingly (see Chart 1 above, in the Executive Sum)nary).

1/-01"%'(2)+,3%-. #

The economic integration with the Israeli market is reflected in pricgd similar to Israel
prices for most consumption products, which are either imported from Israel, impwoeght
Israel, or produced locally using Israeli inputs. However, as Palestiaigesvare much lower
than in Israel, the purchasing power of Palestinian households is much lower thahloniegy
Arab countries.

As a result, the real purchasing power of Palestinian households is much lower than tia¢ nomi
level shown in national accounts and household income statistics. The impact of tiges éinka
price levels is dramati¢nternational comparison shows that Palestinian GDP per capita,
when adjusted to local purchasing power, is far lower than that of neighborg Arab
countries, and is only slightly higher than that of countries as poor as Sudan ¥emen(see
Chart 2 above, in the Executive Summary).
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Given the depth and magnitude of these weaknesses and constraints, economic growth in the
West Bank and Gaza in the last two decades has been extremely volatil@tndteras most
strongly influenced by Israeli access and movement restrictions. Thidelmav shows the high

real growth rates in the relatively relaxed period of 1997 B 1999, and the steehééany

years of the Intifada (2000 B 2002). An upward correction came in 2003 B 2005, mainly in Gaza,
where Israeli restrictions were relatively easier in thosesy@ae data for 2006 B 2009 shows

the strong impact of the much stricter measures on Gaza since the adkeridafias

government in 2006, and the takeover of Gaza by Hamas in 2007; and to the high growth in the
West Bank under the Fayyad governments.

R R
2 pCBS, Foreign Trade Statistics, 2009, publisheccha011, Table 1 p. 39; previous issues cover88H D 2008
datai#t
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A deeper look into the components and related macro-economic factors of the West Bank reveals
the fragility and limited nature of its recent economic growth. Private consumption in the West
Bank jumped 80 percent between 2005 and 2009 ($, current prices), while government
consumption grew by as much as 136 percent. Another component that registered equally strong
growth is investment in buildings, which increased by 120 percent, mainly reflecting an increase
in construction for residential uses. According to a recent PCBS residential survey, the number of
residential units in the West Bank and Gaza increased by 21 percent from 2007 to 2010, and the
total number of new residential units built over this period was as large as 150,000. On the other
hand, non-building investments, reflecting investment in the economy’s production capacity,
were, in 2008 and 2009, even lower than in 2005.

The high growth in consumption and in residential construction was reflected in a huge increase
in the West Bank’s external trade deficit. The gap between West Bank’s exports of goods and
services and its imports almost doubled between 2005 and 2009, from $1.6 billion in 2005 to
$2.8 billion in 2009.*

The steep increase in the trade deficit and in consumption and residential construction was
enabled by an equally steep increase in external aid.

"#$%&""(&)*&+$%.-.(&)(/0112($(-"+"..&.) (. )(%3"(43$5 (

More and more economic data indicate that the momentum of West Bank’s recent economic
recovery from the low economic activity of the Intifada and from the partial easing of Israeli
access and movement restrictions is nearing its end. GDP growth has been leveling down since
mid-2010, and preliminary estimates of the West Bank GDP for the first quarter of 2011 indicate

4 PCBS, National Accounts Statistics; the Portland Trust, Palestinian Economic Bulletin, May 2011, p. 2
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decelerated growth even in sectors such as construction or trade, which ledPtgeo@ih in
recent yea®'%

Slower economic activity was reflected in decreasing work opportunities esleérated

unemployment in the second half of 2010. According to the PCBSO labor force survey for 2010,
the unemployment rate in the West Bank remained unchanged for 2010 as a whole, compared to
2009, after decreasing significantly in 2009. A recent labor survey for tbedskalf of 2010,

published by UNRWA, indicated an increase in unemployment in the second half of 2010,
compared to the first half of 2010 and the second half of 2009, and the PCBSO labor force survey
for the first quarter of 2011 reflects continuation of the same trend in*2011

At the same time, the PNA is faced with a substantial decrease in the floeroétional aid,

which seriously threatens its financial stability; if not solved, it may devieto a major crisis

in 2011.

Total external support to the PNAOs budget grew dramatically over the 20@08350 million

a year in 2004 b 2005, to as high as $2 billion in 2008. Since then, it has significantly declined,
to $1.75 billion in 2009, and below $1.3 billion in 2040 The increase in the external support
until 2008 was generally in line with the steep rise of the PNAOs budget defigitti¢less,

even after that most generous external support, the PNA was left with unfinancad okfi

$200 B 400 million per year, which were financed mostly by borrowing from thebkntehg
system. In 2008, the PNA succeeded in generating a significant surplus, as a eesult of
exceptionally high external support level combined with containment of the budget deficit
(before external support). In 2009, however, the budget deficit rebounded (rgfieaiimy the
burden of Hamas-ruled Gaza on the PNAOs budget, as explained below), and the PNA had to
once again approach the local banking system for supplementary findhcing

R R R R R R

4 The Portland Trust, Palestinian Economic Bullelidy 2011, p. 2;PCBS, Preliminary Estimates caerly
National Accounts, First Quarter 2011, P. 13; POB&jonal Accounts, GDP by economic activity by dees?

S PCBS, Labor Force Survey for 2010, published A20il1, p. 125; UNRWA, Labor Market Briefing for the
Second Half of 2010: West Bank, June 2011, p. & Rdrtland Trust, Palestinian Economic Bulletimel@011, p.
24

“6 External support to the PNAOs budget includesosufap recurrent expenditures and for the develepnbudget.
It does not include direct supply of humanitari&htey international official aid organization or KIS, through
non-budgetary channels, or direct financing of dtgument projects by such organizations. The madaitf
external aid to the WB&G through such non-budgetdignnels, on top of the support to the PNAOs budas
estimated at around $1 billion a year at the enti@®000s #

*" The PNA Ministry of Finance, Review of 2010 budBetformance, February 2011, p. 4; IMF WB&G reports
April 2011, p. 34; September 2008, p. 19; March72@Q0 10
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From mid-2010, the flow of external aid has become more irregular, decreasing tol®f0 mil

per month in the third quarter, and then jumping to $165 million per month in the fourth quarter.
In 2011, aid flow has dived to $60 million per month in the first quarter, and as low as $50
million per month in the second quarter. The cumulative deficit after extédn&brathe first

half of 2011, was as large as $450 million, on top of the $150 million deficit of 2010. Given the
huge debt that the PNA accumulated in previous years, it is not able to borrow such large
additional amounts from the local banking system. Hence, the PNA is forced tpaghagnts

to its suppliers, accumulate more and more arrears, and even delay salamntpayite
employeed®

By the end of July 2011, on the eve of the Ramadan, the PNA could pay its 150,000 employees
only half of their previous monthOs salaries. Prime Minister Fayyad éesitribsituation as

Oone of the worst financial crises the Palestinian Authority has eveFace

HH R R R R AR

“8 Not including non-budgetary aid, humanitarianajdnternational official organization or NGOs, direct
financing of development projects by such orgaionst #

9 The PNA Ministry of Finance, Review of 2010 budBetformance, February 2011, p. 4; Monthly Replone
2011, Table 4¢

ONYT, July 27, 201#
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Bearing in mind the complex set of weaknesses and barriers to sustainable economic growth that
are woven into the Status Quo, the economic prospects for Palestine under these conditions looks
rather gloomy.

The fragility and unsustainability of growth under the Status Quo conditions has been repeatedly
stressed by various parties and observers. In a recent report, the IMF stressed that the recovery
cannot be sustained without a further easing of restrictions on movement and access. The World
Bank warned that “growth does not appear sustainable. It reflects recovery from the very low
base reached during the second intifada and is still mainly confined to the non-tradable sector
and primarily donor-driven.... Ultimately, sustainable economic growth in WB&G can only be
underpinned by a vibrant private sector. The latter will not rebound significantly while Israeli
restrictions on access to natural resources and markets remain in place; and as long as investors
are deterred by the increased cost of business associated with the closure reglmeOLS

The new Palestinian Development Plan for 2011 — 2013 points to the unsustainability of
economic development under the Status Quo conditions, as follows: “Continued impediment of
trade and investment would inhibit private sector growth, while public sector investment plans
would continue to be stalled; ...and economic growth would falter...Budgetary revenues and
external aid would be depressed. Rising une gloyment and escalating poverty would necessitate
increased expenditure on social transfers... o0

Furthermore, given the structural instability of the Status Quo, the continuation of the present
situation entails a permanent risk of sliding into political crises with devastating economic
effects, as was manifested in Gaza in 2007, or economic crises, such as the financial crisis which
the PNA is facing in 2011.

5! International Monetary Fund, STAFF REPORT FOR THE MEETING OF THE AD HOC LIAISON
COMMITTEE, Brussels, April 13, 2011, p. 3; World Bank, ECONOMIC MONITORING REPORT, April 13,
2011, p. 5.

2 PNA, Palestinian Development Plan for 2011 — 2013, April 2011, p. 65.
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The detailed analysis in Chapter Two above, shows that the Status Quo would gvieitad
economic and political deterioration. Such deterioration entails high riskensified conflict,
expanded blockade, stricter access and movement restrictions, and in cedaistamnces may
even result also in a sharp reduction of international aid. In fact, except fedtiotion of
international aid element, this kind of Oworst case scenarioO took place iim Zed722010.
Therefore, analysis of that case study would be most helpful for better andergtthe possible
outcomes and implications of such developments.
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The extreme harshness of the Israeli blockade on Gaza in the wake of Geea@s by Hamas

in June 2007, combined with GazaOs economic weaknesses, has generated &yparticular
devastating economic effect. GazaOs GDP per capita decreased b¢@jmeosent between

2005 and 2009; this put Gaza, by 2009, among the poorest Arab economies, as measured by the
GDP per capita in current prices. When adjusted to the local purchasing povebs@&i2P per

capita in 2009 was 25 percent below Mauritania, the poorest Arab economy (except for

Somalia) *®
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3 pCBS, National account Estimates for 2008 - 260€rch 2011 p. 70-72 and 90-92; IMF, World Economic
Outlook Database
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The special role of international aid in Gaza since 2007

Faced with the prospect that the economic calamity in Gaza would turn into a major
humanitarian crisis, the international donor community stepped in, infusing large awfounts
humanitarian aid, and in effect took upon themselves the role of supplying most of GazaOs
population with a basic social security net through a host of welfare-supplynisznbaBy the

end of 2007, 80 percent of GazaOs families relied on humanitarian aid from intdrdatiorsy
including provision of food aid to more than 180,000 families in Gaza, approximately 60 percent
of the populatiorPAnalysis of the PNA National Accounts Statistics reveals that the tdted va

of official donorsO aid and other direct inflows of external support to Gazaowad &t billion

per year in 2007 B 2069In addition the PNA has been paying a cumulative cost of close to $1
billion per year from its budget for the salaries of around 70,000 PA employeesainvE@z

were hired before December 2005, as well as other running costs of basic governrioestise
Gaza, such as the health and education systesiisce the PNA has not been able to collect
taxes in Gaza, and as its revenue from collecting taxes on GazaOs impodsédradeonly a

B R R R T R

* PPP = $ value accounting for local purchasing ppoa&per the Purchasing Power Parity methbd.

%5 GDP per capita estimates for Gaza and the Wesk,Baparately, were computed by the author, basédeo
sources. #

Crisis Group, RULING PALESTINE |: GAZA UNDER HAMAS\liddle East Report Nj73 B 19 March 2008, p.
3-4#

*"Computed by comparison of the Gaza GDP with thes§Risposable Income (GDI). The GDI combines théGD
with income inflows from abroad#

%8 Close to 50% of the PNAOs salary bill of USD 1ll®ib in 2010, plus a small share of non-wage resut
expenditure of USD 1.2 billion in 2010 (based onA?Nlinistry of Finance Repot, February 2011, padd Crisis
Group Report, p. 165.
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fraction of recurrent expenses, most of these expenses have also beed fiyanternational

aid, though through another channel, the donorsO Obudget supportO to the PNA. In fact, most of
the PNAQOs recurrent budget deficit, financed by donorsO budget support, has been needed to
finance public expenditure of the Hamas-controlled government in Gaza.
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All'in all, this short analysis shows that most of the international aid to iRalestirected
towards Gaza; and its steep increase, in recent years, reflects the upthegeeeds of Hamas-
ruled Gaza for humanitarian aid, on the one hand, and financing of the recurrent budggt defi
on the other hand.

If not for the international communityOs outstanding aid effort, diretly to the population of
Gaza and indirectly through the PNAOs budget support channel, the ecoriomeltdown in
Gaza would have been much more disastrous, and Gaza would have faced a major
humanitarian crisis.
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The trend of declining international aid that started in 2010, has been moving furtheraddwnw

in 2011. The monthly average of external aid to the PNA, for recurrent budget sarpptot
development combined, fell by more than two thirds from its peak in 2008 to its low point in the
second quarter of 2011 (from $165 million per month in 2008 and close to $150 million in 2009,
to slightly above $100 million per month in 2010, and $50 million in the second quarter of 2011
b see Chart 3 in the Executive Summary).




Considering the critical role of international aid in maintaining the soaatisg net and
financing vital government services, if this trend continues, it may triggeqjar fiscal and
financial crisis in a matter of months.
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As shown in detail above, international aid is the mainstay upholding the Status Quo, and its
continuous flow is vital for sustaining Palestinian long-term economic development
International economic support to the PNA is politically-motivated, as the ititerala

community has regarded its economic aid as one of the pillars of the Isaeditian peace
process. The strong political motivation explains the readiness of theatidaal community to
maintain and increase this exceptionally high level of aid for so long.

Considering the growing internal economic pressures on the main donors, itysphajiable
that the steep decrease in the volume of aid in 2010 B 2011 will not be reversed unless the
international community feels that the peace process revives and thar¢heraiatic prospects
of moving towards a political solution.

Since the old US-controlled track of the peace process is at a dead end, thali2s&pteessO
is probably the best opportunity for revival of a political process that would ehable
continuation of large-scale international aid.

In view of the inherent unsustainability and instability of the Status Quo, and the hea
economic pressures that have already accumulated in recent months, the protbaidit
breakdown of the Status Quo is now much higher, and increasing.

Against this background, the political impasse and a potential political confrontatiordahe
PNAOs UN bid, entail a high risk of rapid deterioration towards a renewed vicibei®tir
violence, which would be dangerously inflamed by steep economic decline and social
resentment.

*6%%(578'9(.&$:'3:0'.&::3':#&"0<'=#&S:">("."3#'?0: #3&(3&#$-
@&3:'/H0(5'A&-&#$'#1'3:0'205%($0$3*3(36-

Against the background of the gloomy prospects of the Status Quo and the riskssitteetail
need to make the right choice and seize the opportunity of a new OSeptembsOHaoces
departing from the Status Quo is clear. The parties must return to negstiaiih a clear
understanding of the permanent status, as per the principles suggested by tlwipix Gr
regarding a renewed economic regime, as detailed in the Introductiom @hdpter One above.

In addition to avoiding the immediate risk of political and economic deterioratios,ithan
urgent need to replace the Status Quo economic regime in order to allow pdargé aid
inflows to shift from financing recurrent expenses and social securitig nedevelopment
projects. This can be achieved only as part of renewed political process.

Gaza is a key to this shift. Under the present political situation and the StatusoQoimiec
regime, most of the external aid, even if maintained at the high level of yecest will
continue to be diverted to the pressing recurrent and social needs of Gaza.

Furthermore, looking from a wider perspective at the fundamental chéwegegion is
undergoing, a new strategic threat must be added to the equation when analyzskg the



entailed in the continuance of the Status Quo; namely, the reaction of Arakesocieti

As Arab societies have broken their decades' long silence, their reaatioihei® new-found
influence on the policies and actions of their respective governments must baetaken i
consideration. While the Arab Spring is fundamentally domestic in nature @yedasaa

response to youth unemployment, corruption, dictatorship, and human rights violations, it would
be a grave mistake to ignore the possible dynamics that may unfold in casewdddsraeli-
Palestinian violent conflict.

These new socio-political developments in the Arab world pose an imminent andhicdaaot
bringing other Arab countries into the vicious circle of Israeli B Palkastimolence. The strong
reaction in Egypt to the last round of relatively low-intensity violent clasb&seen Israel and
Gaza in August 2011 indicates how powerful and influential this new factor can be.



