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Abstract 

This thesis consists of four independent chapters, each of which takes a distinct 

approach to exploring the monetary and exchange rate arrangement bridging the 

Palestinian and the Israeli economies. 

In light of the distinctive attribute of ‘shekelisation’ - that the anchor currency is, above 

all, the national currency of one’s political rival – the first chapter aims at characterising 

shekelisation as both an economic phenomenon and a political process, and at providing a 

comprehensive assessment of its implications. To do so, the analysis accounts for the 

conceptual roots and analytical tools of the heterodox critique to the dominant theory of 

money. 

The second chapter combines monetary and political economics, for evaluating the 

convenience of shekelisation in a small open economy with sticky prices and subjected to 

economic sanctions in the output-inflation space. Noticeably, the cardinal contribution of 

this chapter is theoretical, in that it aims at extending the conventional New Keynesian 

analysis of exchange rate policy as to include the role of political contention between the 

currency area’s members. 

In spite of the paucity of the data, the subsequent chapter is dedicated to the empirical 

assessment of the theoretical model’s findings. The Vector Error Correction model and 

other empirical exercises confirm the hypotheses that shekelisation is not an optimal 

solution for the economy of the territories occupied by Israel in 1967, in that it does not 

serve as an absorber of real fluctuations nor as a strong catalyst of inflation stability, while 

translating political crises into economic downturns.  

Finally, the last chapter makes use of Bayesian game theory modelling techniques to 

provide an alternative and plainly political perspective on the failure of the economic 

peace process, as well as to unveil conditions that will favour its compliance, even in 

presence of adverse political circumstances. 
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Preamble 

Although it is widely acknowledged that the economic prosperity of Palestinians is 

critical to the strengthening of peace in the Middle East, ironically no promising outcome 

has been ever realised. Taking into consideration that Palestinians have been striving with 

persistence and perseverance to build a full sovereign and independent state, academia 

should assume its responsibility to investigate key issues related to this quest. The 

research presented here arises indeed from the exigency to understand the root causes of 

the economic stall in the remaining West Bank and Gaza Strip, and to build momentum 

towards the achievement of sustainable policies for the future.  

Under current circumstances - i.e. the predominance of a traditional subsistence sector, 

a strong reliance on trade and foreign demand for labour, the use of foreign currencies 

combined to the lack of a national currency and, perhaps more fundamental, a long-lasting 

military occupation of land and other resources - the Palestinian economy of the West 

Bank and Gaza Strip is highly exposed to shocks of external origin, and also presents many 

characteristics of a war-torn system. In particular, it is subjected to a variety of economic 

restrictions imposed by Israel since the First Intifada in 1987, and substantially intensified 

after the second uprising started in 2000. Within the multiform Israeli occupation policy, 

the system of border and route closures1 is perhaps the most emblematic, because it can 

severely inhibit the movement of workers and trade within the West Bank and Gaza as 

well as with Israel and the rest of the world. 

In spite of such intense external exposure, the formal recognition of the Israeli currency 

as legal tender in Palestine - so-called shekelisation - was seemingly expected to foster 

economic and political integration within the currency area, as well as to bring about the 

advantages of the Israeli developed financial market; eventually sustaining the 
                                                           
1 ” Citing security considerations, Israel restricts Palestinian movement within the oPt, including between the 
Gaza Strip and West Bank, through a combination of physical obstacles (such as the Barrier and checkpoints) 
and bureaucratic constraints (particularly permits and the designation of areas as restricted or closed).” 
(OCHA oPt, Fragmented Lives: Humanitarian Overview 2016, May 2017, p. 2) 
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convergence of the small, low-income client economy towards the advanced anchor, and 

creating a positive environment conducive to political conciliation between the parties 

involved (see Chapter 2, Paragraph 3.3). As a result of these beliefs, and given the absence 

of a national currency, academia and policy circles alike have long since abandoned the 

study of monetary policy to explain the actual and increasing divergence between the 

Palestinian and the Israeli economy, as deemed peripheral to more urgent political issues 

(see Chapter 1, Introduction). Alternatively, existing literature on this topic is often 

centred around economic issues whilst ignoring the underlying, yet influential, political 

dimension.  

By contrast, the present dissertation speculates over the centrality of monetary and 

exchange rate policies in determining the current state and architecture of the Palestinian 

economy, not only in purely macroeconomic terms but also in light of the fundamental 

power structure at play in the region. If, as supposed, shekelisation represents one of the 

economic pillars of the Israeli occupation policy in Palestine, then, understanding its 

causes and consequences is crucial to the advancement of justice between Israelis and 

Palestinians. To the best of my knowledge, this study is the first to investigate the 

economics of the Israeli-Palestinian exchange rate system at such a profound level of 

detail. 

************************************ 

A short list of ambiguities shall be clarified to give some context to the remainder of 

this thesis. To begin with, the author’s position concerning the final status of the Israeli 

occupation in Palestine, while asserting the absolute urgency to demand and work 

towards the end of it, considers that a choice between the establishment of an 

independent Palestinian state in the West Bank and Gaza Strip (two-state solution) as 

opposed to a single Israeli-Palestinian supranational entity (one-state solution) is not of 

primary importance yet. It follows that studying the feasibility of alternative currency 
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arrangements for the future is beyond the scope of this thesis, given that optimality of a 

certain regime must develop along with the de jure status of the economy. Instead, this 

work focuses on the economic, political and social fabrics that have been bonding the ruler 

and the ruled side since the start of the occupation until today. Regardless of the final 

resolution, the recognition of Palestinians’ rights – including economic matters - entails 

first and foremost the acceptance of their own separate identity as well as the 

transformation of the Israeli self-narrative, “whose discursive hegemony and images have 

silenced Palestinian history”.2  

The issues discussed in this dissertation should, therefore, necessarily be examined 

within a national paradigm: a country-to-country (i.e., Israel-to-Palestine) quasi-

symmetric framework, with two independent authorities with separate geographies, full 

responsibility over their jurisdiction, and non-cooperation between them3 - along with the 

fundamental idea that each party equally deserves the currency regime that best meets its 

needs for both economic development and political sovereignty. In fact, the fundamental 

concept underlying this piece of research is the one of economic sovereignty, which 

undoubtedly constitutes a cardinal point to understand the Israeli-Palestinian power 

imbalance, along with military coercion and cultural hegemony. 

 With these premises, the term ‘Palestinian economy’ will define hereafter the economy 

in the areas occupied by Israel in 1967 (i.e. the West Bank and East Jerusalem - excluding 

Israeli settlements - and the Gaza Strip). On a different note, the use of terms such as 

Palestine, occupied Palestinian Territories (oPT), and West Bank and Gaza Strip (WBGS) is 

not interchangeable; rather, it depends on the context and the point in time to which it 

                                                           
2 Jamal, A. (2000). The Palestinians in the Israeli Peace Discourse: a Conditional Partnership, Journal of Palestine 

Studies, 3(1): 36-51. 
3 These basic assumptions follow from the realist tradition in international political economy theory that can 

be synthesised as follows. Above all, nation-states are sovereign and unitary actors; they are in competition 

with one another as determined by their relative levels of power, and they are the highest order actors in 

international affairs, such that no supranational or international authority capable of regulating their 

interaction exists. As such, a state acts as a rational autonomous agent in pursuit of its own self-interest with 

the goal to maintain its own security, sovereignty, and survival. 

https://en.wikipedia.org/wiki/Rationality
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refers. Note that the name ‘Palestine’ can commonly be interpreted as the entire territory 

of the former British Mandate, which today also incorporates Israel. In 2011 Mahmoud 

Abbas said to the United Nations: "We agreed to establish the State of Palestine on only 22% 

of the territory of historical Palestine - on all the Palestinian Territory occupied by Israel 

in 1967.” Therefore, the term ‘Palestine’ has become today the official short-form 

reference for the State of Palestine. However, paraphrasing Farsakh (2016), this 

classification allows confining the larger Palestine to the parts of the West Bank and Gaza 

(more to the former than the latter), with no defined (self-determined) borders, remaining 

under the control of the Palestinian Authority. As a partial remedy to this, this thesis will 

adopt the terms ‘remaining West Bank and Gaza Strip’ or ‘occupied Palestinian Territories’ 

to designate the region under the Palestinian Authority’s jurisdiction; ‘Palestine’ will be 

used, instead, in the historical sense. 

 

 

 

 

 

 

 

 

https://en.wikipedia.org/wiki/Palestine_(region)
https://en.wikipedia.org/wiki/British_Mandate_for_Palestine
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“When one country is invited to unite with another, the ignorant, star-struck 

politician may accept in haste; the young, beloved of fine ideas, may celebrate, 

and the venal or mad politician may view it as a favour, and glorify it in servile 

speech. However, he who feels deep concern for his country, and is cautious 

and vigilant, need investigate the natures both of the people extending the 

invitation and of that receiving it, and state, whether by reason of their 

backgrounds and shared customs they are pre-disposed to work as one, and 

whether the fearsome aspects of the former are likely to grow in the union it 

seeks, and endanger the latter. He must enquire as to the political forces of the 

people extending the invitation, and the interests at that moment of its parties 

and men, and any man who reaches a decision without such an investigation, 

who desires union without knowledge, who recommends it in empty speech or 

because he is dazzled, or who defends it out of scant feeling for his native land, 

will damage the Americas.” (Marti, J. 1891, New York: The Illustrated Review) 
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I. Introduction 

Palestine’s shekelisation was largely expected to foster economic and political 

integration within the currency area, and to sustain the convergence of the small, 

underdeveloped client economy towards the advanced anchor, ultimately bolstering a 

positive environment conducive to political conciliation between the parties involved – 

the Israelis and the Palestinians. This perspective was clearly adopted by authors aligned 

to the Washington Consensus, who indeed claimed shekelisation in Palestine would 

achieve all desired objective of an optimal monetary policy. 

“…although monetary policy and national currencies present perhaps the most 

visible day-to-day evidence of economic relations between separate economies, 

the current arrangement… achieves the objectives of any monetary policy: 

financial stability, convertibility, low interest rates, access to foreign financial 

centers, and trade transactions efficiency.” (World Bank, 2002, p.13). 

As a result, academia and policy circles alike have long since abandoned the currency 

debate as deemed peripheral to more urgent political issues, or utterly irrelevant in 

explaining the growing economic divergence between the occupied Palestinian Territories 

(oPT) and Israel.  

As a matter of fact, most of the research conducted in the field of Palestinian economic 

development deals with shekelisation only as a cosmetic piece of a bigger puzzle (among 

others Aix Group, 2015; Naqib, 2003; UNCTAD, 1996; 2009). A small set of empirical 

studies looks into the Palestinian monetary system directly, but only focuses on the 

viability of a future independent currency (notably, in the direction of trade), rather than 

on the critical assessment of the monetary association to Israel, political rival and 

economic hegemon (see for example Sadeh, 1997; Erickson Von Allmen and Fischer, 2001; 

Cobham, 2004; Beidas and Kandil, 2005; Armstrong et al., 2007; Karnoviz et al., 2010; 

Wazir et al., 2011). In other words, the use of the Israeli national currency is usually 

treated as a background fact, while the association between political aims and monetary 
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tools is generally overlooked, albeit manifestly acknowledged. In this respect, Arnon and 

Spivak (1995) were among the first scholars to suggest the existence of a problem in this 

sphere: 

“Clearly, the monetary union is the outcome of war and occupation and not of 

free negotiations. Hence, its optimality to the West Bank and Gaza is suspected.” 

(Arnon and Spivak, 1995, p. 1) 

Notably, for one reason or the other, the supposed benefits of currency substitution 

have been far from being a tangible social fact. The economic activity of the remaining 

West Bank and Gaza Strip (thereafter, rWBGS) is stagnant at best, on the brink of collapse 

at worst (World Bank, 2017; Kanafani, 2018). And it can be acknowledged in no uncertain 

words that this poor result is caused by a system of trade, labour, monetary, and fiscal 

restrictions, that was imposed by the Israeli government in consultation with the Military 

Governorate at the start of the occupation in 1967, and that has fundamentally sustained 

the colonisation process of Palestine all the way through today. 

1.1. Problem Specification and Research Objectives  

As a continuation to the existing strand of literature, the main objective of this study is 

to provide a comprehensive characterisation of shekelisation as economic phenomenon 

and political process; that is to say, an exhaustive assessment of its origins, evolution and 

implications, with the ultimate purpose of questioning its continued viability, while also 

providing more solid and socially sustainable accounts for future economic policy-making. 

In other words, this work speculates over the centrality of monetary and exchange rate 

policies in determining the current state and architecture of the Palestinian economy, not 

only in purely economic terms but also in light of the underlying asymmetric power 

structure at play in the region. On the whole, this essay does not present major new 

empirical work but it surveys previous contributions deeply, it also provides some fresh 

geo-historical reading of the issue of exchange rate choice in presence of political fragility 
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and external vulnerability, with reference to anecdotal evidence and numerical details 

from Palestine and elsewhere. 

Pitfalls of atomistic modelling techniques and strictly economic calculus as well as the 

need for an inclusive and multidisciplinary perspective are easily revealed “in contexts in 

which interstate strategic interaction is likely to be important, such as where national 

government policies depend on the responses of other governments… Perhaps more than 

any other economic area, national exchange rate policies depend on those of other nations.” 

(Broz and Frieden, 2001, p. 335)  

“The economic development of the West Bank can serve to illustrate in detail 

how social, political and economic factors are always interwoven, which means 

that the subject cannot be studied in a strictly economic context. It is therefore 

important to relate economic data to political conditions and to the social 

environment; conversely, political decisions and factors have to be made 

transparent in the way they affect the economic structure” (Pasch, 1992, p. 13) 

As a matter of fact, being the Israeli shekel the most perceivable and pervasive symbol 

that normalises foreign rule in the oPT, it undeniably carries a strong political meaning. In 

another study of the Palestinian monetary system, Erickson von Allmen and Fischer (2001) 

effectively summarise the complexity of currency policy: 

“A local currency can have significance that transcends its traditional roles as a 

unit of account, medium of exchange, and store of value; it can also be a 

national symbol, carrying cultural, political and historical significance. At the 

same time, a currency has important implications, and the decision to introduce 

a currency, like any other major economic policy decision, should take into 

account its welfare implications.” (p. 112) 

It seems, therefore, relevant to initially approach the subject from a complementary 

direction that is historically and empirically appropriate to the nature of the shekelisation 

phenomenon. With these preliminaries out of the way, the next section reviews a series of 

principles extrapolated from an alternative theoretical vision of money, and a 
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methodological critique to the neoclassical monetary theory. From there, it outlines a 

consistent analytical paradigm around which a comprehensive inquiry can be developed, 

systematised and formalised – as to reveal generally neglected, yet essential, dimensions 

of currency policy. The main body of the study, then, relates the analytical categories to 

the particular experience of Palestine’s shekelisation, eventually commenting on the 

current situation, its wisdom and likely future course. 

II. The Nature of Money 

2.1 A Critique to the Dominant Theory of Money 

The sole function attached to money by classical theory is to measure the relative 

prices of the various goods as it was a numeraire. In the long run, real output, employment 

and economic growth are solely determined by the exogenous factors of technology and 

preferences: a widespread belief commonly known as the “classical dichotomy”. Therefore, 

based upon the assumption of the neutrality of money, mainstream economics is 

grounded on the idea of a real-exchange (or monetary) economy that uses money as 

another good that simplifies exchanges, yet more efficient than barter (Hayes, 2012). 

Today, there is little doubt that the Metalist approach (Wray, 2014) - or Mengerian theory, 

if named after the founder of the Austrian School - that views money as a means of 

exchange with no long run influence on the economy, “has assembled the more illustrious 

collection of economists and has expressed his analysis in the most formal and elegant 

terms” (Goodhart, 1998, p. 408). 

Thus, if the origin of money is thought of as driven by the private sector evolution 

towards economic efficiency, it follows that the foundation of currency unions across 

differing geographical areas shall be analogously analysed in terms of micro-level 

transaction costs and macro-level adjustment costs (Ingram, 2004). Certainly, a 

substantial number of monetary policy prescriptions – such as shekelisation and currency 
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substitution - have followed straight from the mainstream version that views money as 

essentially aimed at maximising individual utilities from transactions. 

However, among the reasons for discord upon the dominant paradigm on monetary 

regimes is the tendency to focus on a relatively narrow criterion of macroeconomic 

stability, based on a value-free simplification of social welfare - and, thus, of national 

government policy. Whereas this strand of theorists is able to formalise the problem using 

a sophisticated mechanistic view of the economy, it neglects institutional conditions and 

historical empiricism that may have determined the value of money and, so, the 

emergence of international monetary associations:  

“…that ignores the ‘political economy’ factors that made currency areas 

coincident with countries in the first place, and hence, likely to overlook the 

crucial political economy factors that will determine the success, or failure, of 

such unions.” (Goodhart, 1998, p. 420) 

In other words, Metalists have completely ignored the idea of a state that guarantees 

legal significance to fiat money (Knapp, 1924), and they have impoverished the weight of 

political struggles in constructing the social value of money (Ingham, 2004). As a result, 

 “These normative economic arguments about the welfare effects of 

dollarization are in and for themselves almost certainly irrelevant to explaining 

actual policy choices - the social welfare implications of economic policies are 

notoriously poor predictors of the probability of their adoption. (…) Like all 

economic policies, dollarization is a political decision” (Frieden, 2003, p. 305) 

An alternative theory – born in The State Theory of Money of Georg Friedrich Knapp 

and The Credit Theory of Money of Alfred Mitchell-Innes - argues, instead, that money is 

legal in nature, and its value derives from complex practices that include debt, power and 

class relationships (Zeliner, 1989).  

“At the core of Ingham’s conception of the nature of money is an understanding 

that money arises from a legally enforceable contractual relationship between a 

debtor and a creditor, whether the debtor is voluntary, as in the case of a bank 

https://en.wikipedia.org/wiki/Georg_Friedrich_Knapp


 

 

26 

loan, or involuntary, as in the case of taxation. The unit of account in which the 

contract is denominated is not arbitrary in the manner that mainstream 

economics suggests, that any standardisable good may act as counter or 

numeraire, e.g. burgers or chocolate bars.” (Hayes, 2012, p.32). 

In particular, Ingham (2004) explains, this conceptualisation argues that the state has 

generally played a central role in providing power to the coins: regardless of the metal 

they are made of, the state promises to accept a certain currency in the settlement of debt, 

namely taxes and obligations. The value of money depends on the confidence the state can 

create with regard to its ability to extract parts of the national product through taxation, in 

order to repay its debt by serving its obligations. In this sense, the creation and value of 

money are the enacted outcome of social and political conflicts between the state, its 

creditors, and the taxpayers; hence, money has not spontaneously evolved from systems 

of barter to become a medium of exchange, as claimed by classical theory, but from the 

authority of the governing body. In order to tax people and to require payment in the 

currency of its choice, the state needs authority and ultimately the power of coercion. It 

follows that different monies have varied degrees of acceptability, which suggests a 

hierarchical ordering of debts (Wray, 1990). On the other side, when settling debts, all 

economic agents must necessarily deliver a third party’s IOU, except the sovereign agent 

who can deliver its own IOU - and so, the state is the only agent required to use its own 

IOU in the settlement of its own debt (Wray, 2003, p. 146).  

In contrast with the classical theory, the state theory of tax-driven paper money, or 

Chartalism, has received the support of a sizeable number of scholars in disciplines such 

as anthropology, history, and sociology; from Knapp and Innes’ earliest developments, it 

has been later promoted through Schumpeter, Keynes, and Lerner, on to exponents of the 

Modern Money Theory - Minsky, Ingham, and Goodhart. The latter for instance writes,  

“If we should reject the first model, in favour of the second, this would suggest a 

reconsideration of the issues that the latter arise. Against the mainstream 
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theory of exogenous money… the alternative one would claim that the spatial 

determination of separate currencies has almost nothing to do with such 

economic costs minimisation and almost everything to do with considerations 

of history, institutions, and political sovereignty.” (Goodhart, 1998, p. 409) 

In this framework, the notion of ‘change’ – defined as the relation between economic 

system and the passage of calendar time – must be assumed as another crucial point from 

which to observe phenomena, 

“…through the notions of hysteresis and path dependence, as well as a systems 

view of the economy set in a social and ecological environment. It seeks to be a 

realistic view of the evolution and metamorphosis of economic systems, 

recognizing that change is ongoing and, therefore, principles are always in the 

process of revision and reassessment in light of new evidence and 

developments.” (O’Hara, 2007, p. 35)   

Similarly,  

“The Post-Keynesian theory of decision-making under uncertainty insists the 

economy be viewed as a social process unfolding, step by step, in a sequential 

fashion. This is quite unlike the world-view associated with mainstream, 

neoclassical economics. The latter analyses the economy by assuming that 

consumer preferences, producer technologies, and social institutions are given, 

and can be related to economic outcomes by means of stable structural 

relations or “laws” of economic behaviour” (Setterfield, 2003) 

Evidently, each theory gives different answers to the basic questions about money and 

monetary unions – that is to say, those concerned with classifying its historical origins, 

with determining how it gets and maintains (or loses) its value, and with valuing the 

accomplishment of its functions. 

2.2 An Alternative Analytical Framework 

The discussion now turns to the specific analytical categories chosen to conceptualise 

the question of shekelisation from the alternative perspective on money already outlined, 
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with the objective to endogenise the influence of political preferences, cultural fabric, and 

social traditions in the past, current and prospective monetary decisions of Palestine, 

while eschewing equilibrium analysis and methodological individualism. Three sections – 

on origins, evolution, and implications - are therefore considered relevant to this purpose. 

The analysis begins by explicitly examining the particular and contextual experiences 

that led to the formation and reformation of shekelisation in Palestine: while classical 

economic analysis would unfold with displaying the innovative use of money as a medium 

of exchange, I would rather pay special attention to how uneven power distribution 

among currency area’s members (states and economic classes) has affected their decision-

making. If attention is diverted away from individual utility calculation and holding that 

transaction-cost reducing market forces are of secondary importance, historical records 

play a critical role in shedding light on the social nature of money and its derivatives 

(Wray, 2004, p. 225). Studying the historical specificity sets the basis to a due definition of 

the phenomenon under consideration as it appears today, but it also goes along with 

describing how economic policy making has eventually been influenced by the intellectual 

stimulus of their time, and on the preconceptions of scientific circles – this will be clarified 

in “The Battle of Ideas” paragraph. 

Subsequently, the second part of the analysis describes how economic decisions have 

evolved over time. The orthodox view of a market free of social relationships is replaced 

here by an account of human agency and government intervention, in support of a certain 

money or monetary union. In this respect, the section called “Cumulative and Circular 

Causation” draws on evolutionary political economy notions, to explore the endogenous 

role of human networks, social norms, and institutional setting in determining the 

functional reproduction of the Israeli currency in the oPT. The final paragraph explores 

the competitive advantage of the Israeli currency relatively to other legal tenders. 

Lastly, the chapter assesses some of the most relevant implications that directly derive 

from the Palestinian monetary system. In “Currency Composition”, shekelisation is first 
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examined upon the standard functions of money. Then, the analysis is also extended to 

study issues of international monetary politics: if the Chartalist theory recognises that 

money is never neutral and that, therefore, it cannot be studied in isolation from the 

powers of the state, then monetary unions must represent a debt relation between 

members. In the section titled “Power and Conflict”, the ultimate purpose is finding out if 

and how shekelisation has been employed to alter power relations - and therefore 

whether it is amplifying or smoothing issues of supremacy between participating nations.  

III. A Political Economy Analysis of Shekelisation 

3.1 The Origins of Shekelisation 

3.1.1 Historical Records 

With the creation of the State of Israel in 1948, Palestine was forcefully divided, with 

the Hashemite Kingdom of Jordan taking over the West Bank and East Jerusalem, and the 

Egyptian army taking control of the Gaza Strip: similarly, the Palestinian Pound4 was 

replaced by the Jordanian currency in the West Bank after 1950 and the Egyptian currency 

in Gaza Strip after 1951. In Israel, the coins issued by the Palestine Currency Board 

remained legal tender until September 15, 1948. Beyond these dates, the coins were 

demonetised, the Palestine Currency Board was liquidated and its remaining assets were 

transferred to Barclays Bank, which served for any redemption of Palestine currency that 

would take place. 

During the 1967 Six-Day war, Israel captured the rest of Palestine from Jordan and 

Egypt, and began a policy of Israeli settlements. Soon afterwards, Israeli military 

authorities were entrusted with power to encourage the use of the Israeli lira as the 

medium of exchange in the captured area. Measures included the curtailment of trade 

flows with the rest of the world, along with a wide range of other banking and monetary 

                                                           
4
 The Palestinian Pound was the currency used in Palestine under the British civil administration. It had 

been issued by the Palestinian Currency Board since 1927 at par value with the pound sterling. 
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regulations enacted by the so-called "Examiner of Banks". 

“On June 8, 1967, only three days after the outbreak of the Six Day War, and 

immediately after the occupation of the West Bank, the Israeli Military 

Commander issued Military Order No.7, in which he effected the following: a) 

Closure of all banks and credit institutions in the West Bank; b) Prohibition of 

any kind of transaction by any of the banks and financial institutions, and c) 

Prohibition of transactions, contracts or negotiations with outside banks and 

institutions. (…) The banks’ accounts were frozen, their documents removed 

and their cash transferred to deposits accounts in the banks’ names at the Bank 

of Israel.” (Pasch, 1992, p. 16) 

Upon the closure of the Arab banks in the occupied territories, the Israeli currency was 

declared legal tender in the territories: while the Jordanian dinar was also allowed to 

continue circulating in the West Bank, the Egyptian pound was declared illegal, thus 

leaving the Israeli pound as the only official currency in the Gaza Strip. 

Unlike other experiences - among others, countries in the former Soviet Union, Ecuador, 

and El Salvador - the foreign currency was neither replacing an inconvertible, 

irremediably weak local currency (in fact, both the Jordanian Dinar and the Egyptian 

Pound were steadily pegged to the US Dollar); nor it was renown to be strong and credible 

(the state of Israel was relatively new and still unstable). Noticeably, the original decision 

to abandon the Palestinian national currency was not made by an independent 

government weighing social costs and benefits based on standard economic models 

(Arnon and Spivak, 1995). Shekelisation5 was, instead, the inevitable economic outcome of 

a political process driven by coercive and military rules rather than market forces, 

imposed by Israel and its international supporters. More generally, “all economic decisions 

of utmost importance to the Palestinians were made by the Israeli government. However 

                                                           
5 Although the original currency imposed by Israel in the Palestinian territories occupied in 1967 was the 

Israeli Lira (not the Shekel), the phenomenon under study can be still generally denoted as “shekelisation”. In 

fact, the Israeli lira was the currency of the State of Israel from August 1948 until February 1980, when it was 

replaced with the Old Israeli shekel. The New Israeli Shekel (NIS) has been the legal tender since January 1986. 
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public discussion in Israel concerning these decisions was restricted.” (Arnon, 1997, p. 1) 

Eventually, in the aftermath of the First Intifada in 1994, the Government of Israel (GoI) 

and the Palestine Liberation Organization (PLO) signed the Paris Protocol (PP), that 

formalises economic relations in trade, labour, fiscal and monetary policy. In the PP, the 

New Israeli Shekel (NIS) was mutually recognised as legal tender in the area governed by 

the Palestinian Authority. 

“The new Israeli shequel will be one of the circulating currencies in the West 

Bank and Gaza and legally serve there as means of payment for all purposes 

including official transactions.” (Article IV, PP) 

To signify a new era, the title of the PP itself stressed the existence of two equal parties, 

“who may sometimes have different interests and priorities” (Arnon and Weinblatt, 2001, 

p. 296). In effect, the Protocol explicitly affirmed Palestinian economic rights that had 

been previously unacknowledged, “such as the right to impose direct taxes and renew 

direct Palestinian trade with Arab countries… for the first time since 1967” (UNCTAD, 

2014, p. 7). However, in contrast to the mainstream portrayal of the peace process, the 

recognition of the PLO as official negotiating partner was just a last minute concession to 

convince the Palestinian delegation signing the Oslo I Accord (or Declaration of Principles, 

DoP) in the first place (Haddad, 2016). Beyond the façade of fair diplomacy, representing 

the first of Israel’s few concessions in the document, 

“…the process assumed the character of Israel negotiating with itself, with the 

Palestinian presence in negotiations and even ultimately on the ground, 

functioning in many cases as merely symbolic.” (Haddad, 2016, p. 98) 

By the same token, the PLO delegation that was invited to the Paris negotiation table by 

the French Foreign Ministry consisted of 46 people versus the 366 components of the 

Israeli delegation (interview with Dr Samir Abdullah, 2015).6 

                                                           
6  Dr Abdullah was a member of the Palestinian delegation negotiating the Paris Protocol and is currently 
Director of Research at the Palestine Economic Policy Research Institute (MAS), based in Ramallah. 
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“When in 1993 the Israeli and Palestinian delegations met in Paris to formulate 

the Economic Protocol of the Oslo Agreement, the Israeli side came well 

prepared… The committee’s recommendation guided the Israeli side in the 

negotiations that led to the formulation of the PP. On the other hand, to the best 

of our knowledge, no parallel work of that kind was available on the Palestinian 

side. (…) The economic arrangements set out in the Protocol reflected Israel’s 

demand that no borders – economic or otherwise – be determined… Thus, the 

agreement was not necessarily the outcome of an economic analysis of 

alternative arrangements but rather the upshot of political decisions to put off 

the need to agree on the demarcation of borders.” (Arnon and Weinblatt, 2001, 

p. 295 – emphasis added) 

In this context, as Levin (2007) reports, although the Palestinians demanded for a 

national currency of their own, the use of the shekel was seen by the GoI as a cardinal 

element of the entire interim economic system; and so the PLO was not in a favourable 

position to challenge it, if willing to accept the good lot of agreements (Arnon and 

Weinblatt, 2001).  

While Panic (1992) emphasises that dollarising decisions are sovereign and voluntary 

such that each country maintains the right to withdraw, it should be noted that the PP not 

only explicitly forced Palestinians to accept the NIS as a means of payment for any 

bilateral transaction (Article IV – PP, 1994), but even debarred the PA from issuing its own 

currency, during the interim period at least.7 8 Money creation and monetary sovereignty 

were postponed to the permanent stage of the negotiations, due to its symbolic expression 

of independence. As a result of this long, tortuous process, the whole historical Palestine 

today shares the same currency under the exclusive supervision of the Bank of Israel (BoI). 

Furthermore, the use of NIS in the rWBGS is official but not unrivalled, since upon the Six 

Day War the Jordanian Dinar (JOD) was allowed to continue serving as legal tender in the 

                                                           
7 The interim period was designed as a 5 years horizon starting in 1994 and leading to the end of the 
permanent status negotiations. 
8 The PA is planning the launch of a digital currency to circumvent current restrictions (The New Arab, 2017) 
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West Bank under official IMF’s conversion rates.9 Then, in January 1995, another 

economic agreement was signed with Jordan that corroborated the use of the Jordanian 

currency in the post-Oslo set-up.10  

“Any circulating currency, including the NIS, shall be accepted by the 

Palestinian Authority and by all its institutions, local authorities and banks, 

when offered as means of payment for any transaction” (Article IV, PP) 

3.1.2 Definition of the Phenomenon 

There is an unresolved confusion in the terminology used within the field of hard pegs 

that needs to be addressed from first principles if one is to specify the Palestinian 

monetary and exchange rate system – that is being called here shekelisation. Studying the 

historical specificity sets the basis to a due definition of the phenomenon under 

consideration, as it appears today. 

The term ‘dollarisation’ embraces different phenomena: from partial and illegal use of 

foreign currency alongside a national currency to full and official approval as the main or 

sole replacement (Schuler, 2005). In general, dollarisation is the situation where a foreign 

currency (often, but not necessarily, the United States Dollar, USD) domestically serves 

some of the conventional functions attached to money, most notably as a medium of 

exchange, unit of account, and storage of value. ‘Currency substitution’ denotes the case in 

which foreign currency-denominated monetary assets circulate in the economy to 

facilitate transactions, whereas ‘asset substitution’ occurs when foreign currency deposits 

are held in domestic banks as a store of value (Feige et al., 2002). Specifically, while 

currency substitution spontaneously arises in inflation-prone countries - where 

hyperinflationary environments stimulate the shift to foreign currency to safeguard value, 

                                                           
9 The Eqvptian pound, however, was declared illeqal and qradually withdrawn from circulation, thus leavinq 
the Israeli pound as the only leqal tender in the Gaza Strip. (UNCTAD, p.36) 
10 Article I of the General Cooperation Agreement between the Hashemite Kingdom of Jordan and the PA 
(Amman, 1995) states “The Jordanian dinar will remain a currency, besides other currencies used in the PNA 
territory and as legal tender of payment for all purposes including official transactions. The PNA, its 
establishments, local authorities and banks accept the JOD as a legal tender of payment in any transaction.” In 
other words, the Paris and Amman agreements oblige the PA to accept both NIS and JOD, the two major 
convertible currencies, in addition to USD and to Euro (that comes least in the form of European aid).  
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asset substitution originates from risk and arbitrage considerations (Mizen and Pentecost, 

1996; Bogetic, 2000). Yet, the important element that is common to all the aforementioned 

variations is asymmetry, in that such unions are constituted by a leading country which 

acts as a nominal anchor to a smaller, more volatile, client economy that is excluded from 

the monetary decision-making process (Schuler, 2005). In contrast to currency unification, 

which implies some degree of parity and sharing among partners, dollarisation 

phenomena are fundamentally associated to a hierarchical relationship with no necessary 

compensation or sharing in decision-making. 

Following these lines, one can conveniently think of shekelisation as a form of full 

currency substitution, in which the NIS is largely and officially employed for daily 

transactions in the whole historical Palestine while exclusively controlled by the Bank of 

Israel. At the same time, shekelisation can also be distinguished from any other existing 

case of currency substitution for at least a couple of reasons: one is the ambiguous legal 

status of Palestinian statehood, and the other is the political relationship the PA has woven 

with Israel, which is the occupying power as well as the anchor country. 

To begin with, supplementing Edwards and Magendzo (2003), countries that use a 

foreign currency as legal tender generally correspond to either tiny independent nations 

(like Panama), or to city-states fully integrated into their neighbours’ economies (i.e., 

Monaco, Lichtenstein and Andorra), to autonomous regions within a national entity (such 

as Puerto Rico and the Hawaii in the US) or yet to Non-Self Governing Territories 

(Gibraltar, the Falkland Islands, and other British Overseas Territories).11 It must be noted 

that the rWBGS considerably embodies typical characteristics of the aforementioned 

categories – notably, tiny sovereignty and great external dependency (Cohen, 1993): 

during the Six-Day war of 1967, Israel used military means to invade the WBGS that until 

then had been under the jurisdiction of Jordan and Egypt respectively, and it has been 

                                                           
11 In the UN Charter, a N.S.G.T. is defined as a territory “whose people have not yet attained a full measure of 

self-government”, available at www.un.org/en/decolonization/nonselfgovterritories.shtml [Accessed on 18 

April, 2018]. 
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maintaining partial control of them until today. Yet, the rWBGS could not be associated to 

any of the previous categories. It is not the result of a secessionist or decolonising process 

from the anchor country, that could somehow justify the incumbent currency as 

consequence of historical inertia, in that the Palestinian territories have never been part of 

Israel (unlike the Turkish Kurdistan, or South Ossetia and Abkhazia in Georgia). As a 

matter of fact, the rWBGS represents a well-defined political entity that is consistently 

demanding full international recognition and that is legitimately striving for the end of 

foreign rule. In fact, the Israel occupation of the Palestinian territories has never been 

consented by international law, and Palestine is a de jure sovereign state that was self-

declared in November 1988 by the PLO claiming authority over the WBGS. The State of 

Palestine was granted a non-member observer state status; and, as of today, 137 out of the 

193 member states of the UN have recognised it.12 However, “Palestine remains 

committed to obtaining full UN membership – taking its natural place in the international 

community, among the community of nations” (Permanent Observer Mission of the State 

of Palestine at the UN, 2018).13 In spite of being engaged in a low-intensity battle for 

independence, Palestine’s legal status as a quasi-state14 gives the PA full responsibilities of 

economic governance: this ambiguity is at the origins of this research problem.  

The second distinctive feature of Palestine’s shekelisation is that the occupying power 

has also taken on the role of nominal anchor, and therefore currency substitution coexists 

with political rivalry between the anchor and the client country. Thus, in the Palestinian 

case, the asymmetric institutional commitment is further aggravated by the restrictive 

occupation policy imposed on the client by the anchor. If the whole gamut of exchange rate 

regimes is viewed as a line that connects hard pegs (currency boards and monetary unions) 

                                                           
12Source: Permanent Observer Mission of the State of Palestine at the UN (online), available at 

www.palestineun.org [Accessed on 18 April, 2018]. 
13 Ibid. 
14 In the Jacksonian sense, these are states that possess juridical recognition by sovereign states and, thus, the 

right to enter in relations with them, but they lack other criteria, such as the internal capability to sustain the 

rights and welfare of its citizens (Jackson, 1980). 



 

 

36 

to pure floats (central bank independence and inflation targeting), with a variety of 

intermediate arrangements in between (bands, crawls), then shekelisation can be 

positioned at the extreme of fixed regimes. In contrast to the case of interest, suffice is to 

say that any other quasi-state with no national currency conveniently uses the currency of 

the country that exercises no market restriction. For instance, Northern Cyprus has 

adopted its closest ally’s currency, the Turkish lira, suggesting that potential 

disagreements relative to its political status do not interfere with the monetary relations 

between anchor and client. Accordingly, South Ossetia and Abkhazia have unilaterally 

declared their independence from Georgia and use instead the Russian ruble. In the 

Sahrawi Arab Democratic Republic - that claims independence from Morocco over the 

territory of Western Sahara - the Moroccan dirham, albeit legal tender, is rejected in 

favour of the local Sahrawi peseta and the Algerian dinar. Cuba stopped accepting US 

Dollars as legal tender in 2004. All these circumstances make the Palestinian monetary 

and exchange rate system unique.  

3.1.3 The Battle of Ideas 

In determining those very few cases of long-standing currency substitution prior to the 

1990s, historical processes and political relations have been more influential criteria than 

ambiguous economic caveats. Newly independent nations reasonably sought to 

decolonise their government functions and decisions from former rulers. In this regard, 

the oldest and most notorious instance is provided by Panama, which adopted the USD as 

legal tender in the wake of independence from Colombia in 1904 (Yeyati, 2003).  

Following the rise of Keynesian economics and the OCA theorisation, however, 

monetary unions were promoted as a quick-fix strategy to maintain or guarantee full 

integration – both economic and political - with the anchor country or the other union 

members. The CFA Franc Zone in 1945, the Eastern Caribbean Currency Union in 1965, 

the South African Monetary Area in 1977, and, lastly, the European Monetary Union in 

https://en.wikipedia.org/wiki/Western_Sahara
https://en.wikipedia.org/wiki/Legal_tender
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1999 are all outcomes resulting from this wave of thought. On these lines, also the 

theoretical foundation of the Israeli economic strategy in the territories occupied in 1967, 

including the use of money, was largely inspired by policy proposals advanced by 

Mundellian open economics. The economic system that was unilaterally established in the 

aftermath of the Six Day war aimed at creating an optimal currency area with free factors 

mobility (trade and labour) as a compensation mechanism to cope against the lack of 

country-specific monetary policy (for a deeper study on this system, see Arnon and 

Spivak, 1998; Arnon and Weinblatt, 2001; Naqib, 2003).  

The mid 1980s marked the first step of the Bank of Israel on the road to independence: 

following the triple-digit inflation the Israeli economy suffered in 1984-85, the Economic 

Stabilisation Program and the No Printing Law eventually prohibited the GoI from asking 

the central bank to finance its budget. These policy developments were undertaken 

within the context of the time-inconsistency paradigm (Barro and Gordon, 1983 – more 

on this in Chapter 2), which introduced the idea that the provision of an independent, 

firm nominal anchor could infer credibility, thus reducing interest rates and the 

inflationary costs of moving to low-unemployment equilibrium (Dellas and Tavlas, 2009). 

On the wake of this modern class of economic thoughts, John Williamson provided the 

economic and policy-making circles with a blueprint for economic development in lower 

income countries (Williamson, 1990). The Washington Consensus, a structural 

adjustment programme recommended to Latin American countries, represented “an 

intellectual convergence” of ideas on development economics advocated by the US 

government, international financial institutions and leading think tanks based in 

Washington and Western Europe, and justified on the grounds of the New Neoclassical 

Synthesis (Williamson, 2000).15 The wide consensus among economists and central 

                                                           
15 The term Washington Consensus was coined by John Williamson to encapsulate a set of neoliberal policies 

such as: public expenditure redirection, taxation reform, interest rate liberalisation, trade liberalisation, 

liberalisation of foreign direct investment, privatisation of state owned enterprise, deregulation of the 

economy, and securing of property rights.  
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bankers also reassured that monetary policy – specifically in developing countries - 

should be primarily concerned with preserving currencies’ value, prudent exchange rate 

management and fiscal discipline. Eichengreen (1994) is generally regarded the first 

author to present the notion that, in a world of highly mobile capital, intermediate 

exchange-rate regimes are susceptible to speculative attacks so that the only viable 

options are the corner solutions of floating rates and hard pegs. What had started as a 

mostly intellectual proposition was progressively realised in many countries, following 

the succession of capital account-driven currency crises in several emerging-market 

economies in the second half 1990s.16 For instance, the choices made in 1991 by 

Argentina and afterwards by Ecuador and El Salvador were not motivated by a desire to 

reinforce integration, but rather to quickly restore monetary and financial credibility with 

the help of an internationally strong currency. Over the past few decades, countries with 

high capital mobility have tended to shift away from pegged-but-adjustable exchange rate 

regimes (or soft pegs) in favour of corners solutions (hard pegs and freely floating rates) 

(Eichengreen, 1994; Obstfield and Rogoff, 1995). In particular, currency board and full 

dollarisation have been recommended to lower income countries, which are typically 

characterised by weak institutions unable to commit to firm monetary rules, like the 

rWBGS. On these lines, Calvo and Reinhart (2002) write: 

 “A point to remember in the debate over whether dollarization is appropriate 

for emerging markets is that these economies are still ‘emerging.’ They are 

setting policy in a world in which their own financial markets remain 

underdeveloped, their trade is invoiced predominantly in dollars, their 

corporate and financial institutions have a limited ability to hedge exchange 

rate risk, and their governments, more often than not, lack credibility. Exchange 

rate movements are costly in this environment. If policymakers take a hard 

look at the options for exchange rate regimes in emerging economies, they may 

                                                           
16 See Summers, 2000; Fischer, 2001; Calvo, 2001; Dornbusch, 2001; Hausmann, 1999; Edwards and 

Magendzo, 2003. 
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find that floating regimes may be more of an illusion and that fixed rates - 

particularly, full dollarization - might emerge as a sensible choice for some 

countries.” (Calvo and Reinhart, 2002, p. 9) 

Edwards (2001) conveys a rather moderate position on the basis of limited historical 

evidence:  

“Advocating dollarization is like recommending a new drug that has been 

subject to very limited clinical trials. (…) In terms of this medical analogy, a 

physician may still prescribe the untried drug to a terminally ill patient, but 

would not prescribe it to a rather healthy individual who has access to other 

treatment options.” (Edwards, 2001, p. 13) 

Although the origins of shekelisation are undeniably political, its establishment and 

later reformation have been strongly justified on the grounds of subsequent generations 

of mainstream economic theory, which at different times prescribed the same monetary 

policy remedy to cure different urgencies. In the conclusive words of Studart (2001): 

“The proposal of full dollarization is deeply anchored in the belief that this 

extreme step can at one strike make it possible to speed up commercial 

integration (by reducing transaction costs and exchange rate uncertainty), and 

financial integration, to enhance financial deepening, to augment the capacity 

to absorb shocks, to make inflation and interest rates converge to that of the 

anchor, and to reduce domestic financial instability. “ (Studart, 2001, p. 657)  

3.2 The Evolution of Shekelisation 

3.2.1 Cumulative and Circular Causation 

In the aftermath of the June 1967 war and the occupation of the WBGS, shekelisation 

came along broader institutional building and wider market integration plans. Pushed by 

both economic and political interests,17 the GoI conveniently viewed the newly occupied 

                                                           
17 Early Israeli economic policy towards the occupied territories was contested between opposite arguments 

and factions. The side led by the then Defence Minister Moshe Dayan believed that economic development and 

better living conditions would replace the Palestinian desire for political rights. The committee chaired by 

renowned Professor of economics Michael Bruno, on the other hand, recommended protecting the Israel 
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territories as a captive market, and strategically played towards this vision: the border 

between the WBGS and Israel completely disappeared for Palestinian workers, while 

Palestinian produces could be sold in Israel to the extent that Israeli farmers remained 

competitive. In other words, regional economic “integration” was the result of a calculated 

strategy by the GoI that involved trade and labour flows in the first place. As Arnon (2007) 

argues: 

“…since 1967 Israeli policy was directed at preventing the ‘Two’, i.e. the 

division of the land into two states and two economic (and political) 

sovereign entities while also negating the ‘One’, i.e. the establishment of a 

single political and economic entity.” (p. 4) “The results were, in fact, only 

partial integration as a system of both visible and hidden restrictions played 

an important role in shaping the new economic regime in the area now under 

Israeli control.” (p. 5) 

Arnon and Spivak (1995) assessed the desirability of a monetary union using the 

criteria of the OCA literature, on the basis of trade and labour mobility, and of the degree 

of the resemblance of the shocks to the economies. Based on past circumstances, their 

findings indicate that Israel, the West Bank and the Gaza Strip were closely integrated. In 

other words, the occupation-induced unilateral integration of the rWBGS within Israel 

endogenously made the monetary union an Optimal Currency Area (OCA) in the 

Mundellian sense, given bilateral trade and labour flows were facilitated by the single 

currency, while also serving as balance of payment adjustment mechanisms: income 

generated from work in Israel covered a large part of the trade deficit in the balance of 

payments, while also dramatically contributing to increases standard of living. 

In exploring how shekelisation has evolved over time, an important premise to begin 

with is that money has the characteristics of a network good, whose utility progressively 

increases with the number of users: in this sense, the Israeli occupation policies, by strictly 

                                                                                                                                                                          
labour market from the territories as long as the Israeli economy was under recession. Then, the economic 

recovery of 1968-9 supported and required economic integration (see Arnon, 2007). 
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imposing trade and labour ties with the occupied territories, have made the adoption of 

the shekel necessary, to the extent that economic agents in the rWBGS would incur a cost 

if pricing in a currency other than NIS (i.e., currency conversion and foreign exchange risk 

exposure). Inversely, the introduction of a single currency, by eliminating exchange rate 

risk, is per se likely to encourage further exchanges among currency members, which in 

turn may result in increased harmonisation of their business cycles (see also Rose, 2000; 

and Dellas and Tavlas, 2009). Therefore, the introduction of the Israeli lira in the West 

Bank and Gaza Strip, imposed upon the closure of the Arab banks in 1967, has itself 

facilitated and invigorated the trade and labour channels between Israel and Palestine. 

Harris (1988) was among the first academics to note that the financial and monetary 

systems of the WBGS had adaptively developed within the political economic constraints 

of the occupation. He writes: 

“The dominant characteristic of the monetary and financial system is that it is 

accommodating. It has developed to finance the existing structure of the 

Palestinian economy; therefore it accommodates the patterns of trade and 

production that have arisen under occupation.” (Harris, 1988) 

In sum, the monetary union has strengthened - and, conversely, it has been 

strengthened by - other bilateral economic interactions, creating a self-reinforcing 

network or circular causation mechanism. Shekelisation, customs union and labour 

mobility have all supported and reinforced each other, as key aspects of the socioeconomic 

structure of the Israeli occupation in the Palestinian territories.  

As mentioned in the historical analysis above, the use of the shekel in the occupied 

Palestinian territories was already normalised in the wake of the first Intifada, and as such 

it was just validated by the formal word of the Paris Protocol: from de facto to de jure 

shekelisation. This is in line to what Feige et al. (2002) observe with regards to Panama, 

Ecuador, El Salvador and Guatemala:  
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“When network externalities in the use of foreign currencies become 

sufficiently large, countries may decide to officially dollarize their economies, 

foregoing the flexibility of domestic monetary management in exchange for 

greater financial stability and an enhanced ability to attract foreign investment.” 

(Feige et al., 2002, p. 4) 

The official acceptance of the Israeli shekel as legal tender in 1994 can be viewed as a 

normal prosecution of the previous pattern. As a matter of fact, most Palestinian tradables 

have continued to be NIS-denominated because they are originated in, or destined to, 

Israel or other countries through Israeli companies or entry points.18 More specifically, all 

official transactions between Israel and its occupied territories must be made in shekels 

(Article IV – PP, 1994). Furthermore, about 12% - representing more than 100,000 - of 

Palestinian workers are currently legally employed either in Israel or in Israeli settlements 

within the occupied Palestinian territory (PCBS, 2017) - with an estimated additional 

15,000-20,000 who work illegally without permits (Shehadeh, 2018). In this scenario - 

despite the Palestinian uprising and rejection of the Israeli rule, the creation of the 

Palestinian Monetary Authority (PMA) and the progressive development of a domestic 

banking sector - the persistence of the Israeli currency as medium of exchange in the post-

1994 system has been inevitable. Davidson (2002) believes legal tender laws only ensure 

which currency will be “universally acceptable, in the eyes of the court, in the discharge of 

contractual obligations”.  

Evidently, shekelisation has been inextricably linked to the long-term economic 

intersections with Israel in other dimensions of policy, the most important of which have 

been trade and labour. It follows that the use of the Israeli currency in oPT has 

progressively and increasingly forged the social terrain and the institutional setting at its 

                                                           
18 In 2016, trade with Israel constituted around 83% of the Palestinian territories’ exports and about 58% of 

imports (PCBS, 2017). Israel’s share of total Palestinian exports could be even higher due to purchases by 

Israeli citizens from settlements in the West Bank. 
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own favour. For this reason, one can talk of the endogeneity or cumulative causation of 

shekelisation.  

3.2.2 The Role of the State  

In general, the Washington Consensus relies upon the laissez faire assumption, which 

opposes public interventions in economic affairs beyond the minimum necessary to allow 

the enterprise system to operate according to its own law.19 As originally rationalised by 

Friedman (1962), “the wider the range of activities covered by the market, the fewer are 

the issues on which explicitly political decisions are required, and hence on which it is 

necessary to achieve agreement.” However, it would be misguiding to think the 

Washington Consensus’ set of prescriptions be enforceable by autonomous adjustment. 

Already in a latecomer contribution to the Optimal Currency Area theorisation, Mintz 

(1970) asserted that the most important factor for forming (symmetric) currency areas is 

the political willingness of the central authorities. An important argument to understand 

the evolution of a currency is that, in order for fiat money to work in the society, it must be 

backed by an authoritative and credible state’s promise to accept it (Ingham, 2004). 

Similarly, the role of the political apparatus is central in the effort of building a free market 

economy. This is well described by Alfredo Saad Filho and partly reported below: 

“Despite the libertarian streak associated with these theories, even the most 

ardent supporter of freedom of the individual in general, and through the 

market in particular, agrees that these freedoms can be guaranteed only 

through state provision of, and coercion for, a core set of functions and 

institutions. These range from fiscal and monetary policies to law and order 

and property rights, and includes military intervention to secure the “market 

economy” when this becomes necessary. Not surprisingly, then, Washington 

Consensus policies are often associated with authoritarianism…” (Saad Filho, 

                                                           
19 For a survey of how neoliberal ideas have penetrated the Palestinian developmental policy paradigm, see 

Hanieh (2008), Samara (2001), Nakhleh (2011), and Haddad (2016). 
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2010, p. 4)  

This pattern resembles the political influence played by IMF in Latin America during 

the 1980s: 

“In a capital-scarce world, then, the IMF became a sort of global capitalist 

planner. By this I mean that the Fund (1) tried to solve the collective action 

problem and enforce the collective self-interest of the banks, and (2) used its 

new leverage to determine the macroeconomic policy of almost all of Latin 

America.” (Pastor, 1989, p. 91). 

The same role, albeit in a smaller scale, was played by Germany in view of establishing 

the European monetary union before political unity: the German so-called ordoliberalism 

aimed at achieving nominal convergence of the prospective member states through a solid 

legal and institutional framework, to guarantee a successful economic union while 

preserving Germany’s hegemony (De Grauwe, 1994; Dardot and Laval, 2013; Ryner, 2015). 

 “Different to neoliberalism, ordoliberalism is more open to forms of state 

intervention, following the model of a social market economy (capitalism 

combined with a social policy) (…) New instruments and mechanisms both at 

European and intergovernmental level have created economic rules in the 

Eurozone, changing the structure and functioning of the currency union.” (del 

Carmen, 2015) 

Although the use of the Israeli currency had already evolved into a social habit, it was in 

this context that Palestine’s shekelisation was discussed again at the 1994 Paris 

negotiation table. Similarly to aforementioned cases, although in the Palestinian context - 

where no proper state apparatus is present and national institutions are weak - 

neoliberalism finds in principle a fertile ground (see Haddad, 2016, p. 36), and the free 

market condition is not satisfied in the standard libertarian sense. Specifically, during the 

entire period going from 1967 to today, the GoI has been exercising the coercive power in 

the oPT - through imposing its own economic, not only military, hegemony - and therefore 

guaranteeing the Israeli national currency as legal tender. Under the on-going occupation 
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policy, shekelisation still features a heavy unilateral intromission of the anchor country in 

the client’s affairs, in the form of regulations, public policies, and economic sanctions. This 

paradox is well expressed by Khalidi and Samour (2011):  

“Without an independent central bank, the PA has no means to reduce interest 

rates and inflation or to set a competitive currency exchange rate in support of 

export-led economic growth - measures that a conventional neoliberal program 

would prescribe.” (Khalidi and Samour, 2011, p. 12) 

It seems that the legal acts and social existence of a single sovereign government in a 

particular geographical domain have served to weave an optimal currency area, whereas 

had there been several authorities in that geographical domain, the same integration 

would not necessarily happen.  

3.2.3 Market Forces and Currency Competition  

So far, the chapter has illustrated the political and ideological roots at the basis of the 

shekelisation process. However, a multi-currency system may be excessively costly for a 

nation: from the theory of currency competition, one should expect that one currency 

would gradually dominate and even out-compete the others through economies of scale.  

Figure 1.1 Check clearances by currency, 1996 – 2017, USD million.  Source: PMA, 2018.20 

                                                           
20 No official data is available for the years before 1996, when the banking system was almost negligible. 
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Figure 1.2 Credit facilities by currency, 1996 – 2017, USD million. Source: PMA, 2018 

Figure 1.3 Deposit facilities by currency, 1996 – 2017, USD million. Source: PMA, 2018 

Which role, if any, have market forces (in terms of currencies’ transaction costs, 

relative stability and yield) covered in strengthening shekelisation over time? In the 

absence of a national currency, the impossibility of keeping track of issued currency 

makes it difficult to estimate money supply and, hence, to measure each participating 
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currency’s share with precision.21 However, a simple look at the data shows that these 

forces are already in motion in the rWBGS.  

In fact, beyond acknowledging the unchallenged primacy of NIS as means of payment 

(see Figure 1.1 on check clearances by currency), Figure 1.2 and 1.3 show different trends 

within the domestic banking sector over the years 1996-2017. Since the income of most 

households and firms in the rWBGS is shekel-denominated, one should expect them to 

prefer bank services denominated in the same currency. Contradictorily, the Palestinian 

people of the WBGS have always resorted in the use of the dinar and, more recently, the 

dollar. The former continues to be employed as a saving currency, due to historical inertia 

and family ties between Palestinians across the Jordan river, although transactions 

between Jordan and the rWBGS accounted to less than 3% of total trade volume in 2016 

(PCBS, 2017).  

At the same time, in view of its international position, the USD has progressively 

covered the unit of account and store of value functions, until granting the largest share of 

both deposits and lending facilities – with a higher asset market share in the Gaza Strip. In 

spite of the relative advantage of both lending and borrowing facilities granted in USD 

over other currencies, in several occasions the growth rate of NIS share has accelerated at 

the expense of the USD and to a lesser extent the JOD. In specific, NIS share of credit 

facilities to total credit facilities rose from 29% in 2014 to 40% in 2017; correspondingly, 

the USD credit share diminished from 58% to 45% (see Figure 1.2). As for customer 

deposits, NIS share grew from 14% in 2006 to 33% in 2017, almost overtaking the USD 

share, which diminished from 55% to 37% during the same period (see Figure 1.3).  

Palestinian financial shekelisation must be considered and carefully interpreted within 

the wider context of international finance and the balance of payment, as the Palestinian 

banking activity remains exposed to fluctuations of currencies’ value and holdings. For 

                                                           
21 Currency in circulation is estimated by Wazir et al (2011) using different approaches, based either on the 

money supply of Jordan or Israel: estimated currency in circulation for 2008 ranges from as low as 271 USD 

millions to 1765 USD millions. 
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instance, movements in the exchange rate of the dollar against the shekel (and likewise 

the dinar against the shekel) inevitably impacts the financial system and the PA budget, 

which receives international grants in dollars and euros, and pays salaries in shekel (PMA, 

several publications). Apart from the foreign exchange risk, economic agents may prefer to 

hold a currency relative to another on the basis of the bond spread (difference in countries’ 

interest rate), but also simply because of balance of payments’ currency surpluses. 

 (i) Exchange Rates: After decades of “strong dollar policy” by the US Federal Reserve, 

in 2003 the dollar (and consequently, the dinar because of a fixed USD/JOD exchange rate) 

has started to depreciate worldwide as the US debt grew (Bivens, 2003). Afterwards, the 

US dollar weakening against the growing strength of the Israeli shekel has been 

intensifying since 2007.  

The extraordinary upward pressure on the NIS has been driven, on one side, by the 

Federal Reserve programme of quantitative easing following the financial crisis and, on 

the other, by speculators betting on the Israeli currency. Although the BoI had declared 

NIS as de jure floating in 2005 (after 8 years of de-facto floating), and also despite the 

crawling band had been formally abolished, in 2008 it intervened in the foreign-exchange 

market with large and regular purchases of USD, in order to "to combat dysfunction in the 

FX market" – that was, the massive appreciation of the NIS (Binyamini et al., 2008). In 

spite of such routine purchases, the BoI publicly renewed its consistent commitment to 

inflation targeting, along with the secondary target of supporting employment, through 

fighting against the negative impact of the NIS evaluation on the exporting sector. Despite 

the efforts, the Israeli currency recorded a new low at 3.6 USD/NIS in 2017 (BoI, 2018). 

According to the latest Financial Stability Reports (PMA, 2014; 2016), persistent shekel 

appreciation against the dollar has significantly reflected on both borrowing and lending 

decisions in these currencies, generally discouraging demand for the US dollar items 

relatively to the Israeli shekel. In effect, demand for NIS-denominated financial items has 

started to increase around the same time. The BoI has recently reinforced its 
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accommodative monetary policy in the exchange market, in an effort to stem the shekel’s 

strength. 22
  The effect on currency competition of this later move has yet to be seen, but 

preferences are expected to shift away from shekels. As a matter of fact, BoI’s monetary 

easing had already taken place in the first half of 2004, and indicators are such that NIS 

share in all financial items of the rWBGS consistently decreased in the aftermath (see 

Figure 1.2 and 1.3).  

 (ii) Interest Rates: Evidently, also the interest rates charged by banks in the rWBGS 

on private credit and deposit facilities may influence the structure of bank money. By 

analysing data published by the PMA on average interest rates charged by local bank 

branches for the three currencies, it turns out that interest rates on JOD deposits have 

been consistently higher than the other two currencies since 2007 (see Figure 1.4). 

Furthermore, Figure 1.5 shows that interest rates on NIS loans in the rWBGS are the 

highest, and have been slightly decreasing only recently. Observing these figures, one 

should intuitively expect Palestinians in the WBGS to deposit JOD, while borrowing USD 

(or JOD). By contrast, Figure 1.2 and 1.3 clearly show a general tendency towards dollars - 

and shekels, secondarily - regardless of any contingency.  

Going more in depth, observing each item’s time series separately, it emerges that the 

USD has uncontestably maintained primacy over the NIS in the less liquid items, i.e., time 

deposits and leases (PMA, 2018), as well as in any financial item in Gaza; on the other side, 

West Bank residents’ demand for NIS-denominated savings accounts (overcoming the USD) 

and loans has accelerated since 2014. From the analysis of domestic rates, one can 

conclude that considerations regarding currency yields on financial instruments have not 

been influential in determining the public’s currency preferences; Sabri et al. (2012) 

similarly found that people hesitate to transfer their deposits into another currency, even 

if the interest rate of their income’s currency is declining:  

“The interest rate is not a critical factor in selecting a currency for savings 

                                                           
22 In January, the Bank of Israel intervened in the foreign exchange market, buying $1.8 billion (Globesl, 2018). 
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and deposits in banks… as found by the financial analysis, which shows 

week or no correlation between changes in interest rates and changes in 

values of deposits in banks.” (Sabri et al., 2017, p. 2)  

Figure 1.4 Annual average interest rates on deposit facilities by currency, 2001 – 2017. 

Source: PMA, 2018 

Figure 1.5 Quarterly average interest rates on credit facilities by currency, 2012 (I) – 2017(IV). 

Source: PMA, 2018. 
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Another implication which is worth of attention is that high domestic lending rates, 

relative to the anchor, signal that one of the most important benefits attributed to a 

dollarised regime – namely, lower interest rates to encourage investments – has not 

occurred in this case, probably due to high country risk, a weak legal environment, but 

also to the fact that banks in the rWBGS do not usually deal with the BoI or the Federal 

Reserve for currency exchanges, and so their activity is not directly affected by changes in 

official interest rates. 23 

(iii) Balance of Payment: In the absence of a national currency, the effective money 

supply is largely determined by the balance of payment and by informal transfers 

(Briegman, 1974; Meron, 1983). The growth of NIS in the financial sector, while signalling 

the strength of shekelisation, can ultimately be explained in the context of the 

accumulated NIS surplus that has been hoarding in the WB on several occasions since 

2007 (see last section of this chapter). 

3.3 The Implications of Shekelisation 

3.3.1The Functions of Money 

“The monetary and financial system of the West Bank is characterised by its 

adaptability. It has developed to serve the local economy under the continuing 

constraints of occupation, using each legal tender according to its designation.” 

(Pasch, 1992, p.79) 

In an economy with several currencies allowed, it may not be obvious which one 

constitutes the main source of interest. Overall, it emerges that shekelisation is neither 

complete nor willingly accepted by the public yet - in spite of the imposed elevation of the 

Israeli currency as main legal tender, along with the aforementioned economic 

contingencies (namely, the currency appreciation and surplus) encouraging the use of NIS. 

By far, the Israeli shekel has not been able to serve all basic functions of money in the 

                                                           
23 This result is also suggested by Sarsour (2010), who empirically shows the existence of a significant but low 

pass-through of Israeli policy rates onto Palestinian interest rates. 
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rWBGS: seemingly, while it is being challenged as storage of value and unit of account, it 

has increasingly dominated as medium of exchange in the rWBGS. In different words, 

Palestinians have consistently refused the shekel as a long-term commitment (unless 

global developments favour the Israeli economy), while accepting its short-term utility.  

The “10 agorat” debate and the “Free Palestine” campaign are material demonstrations 

of Palestinians refusing the oppressor’s currency. The former phenomenon relates to 

Palestinians boycotting the ten agorat shekel coin – widely used in Israel still today - after 

the belief that its obverse design shows a map of the Greater Israel, the Zionist 

expansionist aim in the Middle East (Tamman, 2012). The absence of such a fundamental 

coin heavily impacts on inflation and fair pricing: currency is once again unable to provide 

an appropriate standard for account in the Palestinian economy. The second episode 

happened in 2011, when two Palestinians on social media started encouraging people to 

write “Free Palestine” on Israeli currency bills (Oster, 2011). Upon hearing about the 

currency-marking demonstrations, the Palestinian Banking Society quickly countered the 

protest by informing their clients that banks i9n the rWBGS would refuse marked bills due 

to the likelihood that Israeli banks would not accept them as legitimate money. The 

response of the Palestinian bankers is indicative of the fact that the Israeli occupation still 

represents the dominant force of legitimacy of the shekel, and that it has been successful 

in interweaving many interests to its favour. A recent phenomenon related to the use of 

currency to exhibit national power refers the so-called Temple Coin which, albeit not 

being used as legal tender, bears US President Donald Trump's face; it is minted by an 

Israeli organisation to honour the move of the American embassy to Jerusalem (Alaraby, 

2018).24 

To further simplify comprehension of the Palestinian multi-currency system, it is 

convenient to think of the Israeli shekel as the predominant domestic currency that 

facilitates most of the daily transactions, whereas other monies that largely cover the 

                                                           
24 Full article available at https://www.alaraby.co.uk/ [Accessed on 14 May, 2018] 

https://www.alaraby.co.uk/
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storage of value function can be viewed as cases of partial dollarisation or asset 

substitution. Partial dollarisation is the microeconomic solution to a portfolio choice 

problem that occurs in case assets denominated in the domestic currency (supposedly, 

NIS) hold indefinite reserve value: as uncertainty grows, so does the demand for foreign 

currency-denominated assets (JOD, or USD). Although NIS usage has been increasing 

relative to storage of value purposes, this element can still be ignored according to the 

definition of IMF (1999), which sets the case for asset substitution when more than 30% 

of the financial liabilities are denominated in foreign currency. This multicurrency system, 

in which full currency substitution is combined to asset substitution, eventually 

demonstrates that the Israeli currency is not credible in the political sense.  

3.3.2 Balance of Power  

In the study of shekelisation, questions of geopolitics and monetary hegemony figure 

prominently. The dominant schools of economics dealing with international monetary 

theory generally emphasise macroeconomic interdependence, but neglect instead political 

matters. Following alternative lines, a small number of theoretical works exist that focus 

on how an expansion of a currency’s domain is expected to affect the balance of payment 

as much as it translates into power redistribution, providing the anchor or leading 

economy in the union with a potential means of coercion in case of intra-union conflict 

(see Kirshner, 1995; 2003; Cohen, 1997; Broz and Frieden, 2001; Frieden, 2016).  

 To start with, one fundamental argument that comes out of the international political 

economy discourse on money is the fact that a nation with no access to the resources 

needed to purchase vital goods and services is clearly vulnerable in political terms; while 

the other side, the anchor that expands its currency domain, gains economic and political 

power. In this respect, Benjamin Cohen writes: 

“A national monetary monopoly draws a clear economic boundary between the 

state and the rest of the world, promoting political authority. The more 
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effectively a government is able to enforce its monopoly within its own 

territorial frontiers, the better it will be able to insulate itself from outside 

influence or constraint in formulating and implementing policy.” (Cohen, 2003) 

The implication for countries in conflict is so straightforward that no country 

concerned with its sovereignty shall ignore “the enhanced ability a national money gives 

governments to avoid dependence on some other provenance for this most critical of all 

economic resources”. (Cohen, 2006, p. 19) Similarly, Li (2003) looks at the anchor-

currency choice as a function of bilateral diplomatic relations, revealing that a country is 

biased toward pegging to its ally, relative to either pegging to a non-ally or choosing the 

flexible regime. Alliances increase the attractiveness of pegging to one’s ally, because 

security ties can reduce concerns over relative gains, motivate active collaboration by the 

anchor-currency ally to defend the regime, and signal to the currency market the 

durability of the regime. By the same token, the optimality of Palestine’s shekelisation is 

likely to be distorted by diplomatic relations between users. Arnon and Spivak (1995) 

write about this as follows: 

 “Although our findings suggest that the Israeli shekel is more appropriate on 

pure economic terms, politically it would be less favorable. (…) However, we 

expect that important political considerations will require an alternative 

monetary arrangement, possibly a currency board with the U.S. dollars or 

another currency, as the reserve currency.” (Arnon and Spivak, 1995, p. 18) 

A subtle reference to Palestine’s ‘monetary entrapment’, or Israel’s use of monetary 

sovereignty to exercise political influence, is offered in Naqib (2003): 

“Obviously, a relation between two neighbouring countries in which measures 

taken by one can cause the other to lose overnight the income of one-third of 

the labour force, and interrupt quite a substantial portion of its imports and 

exports, is simply untenable. Since Oslo, occupation policy has changed from a 

colonial paradigm to economic occupation: so shekelisation has probably been 

more important in this second phase.” (Naqib, 2003, p. 510) 
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The conclusive question of the chapter deals with whether and how Israel has been 

taking advantage of its role as a monetary anchor in order to gain political leverage. In 

other words, is shekelisation representing an instrument for Israel to distress, 

intentionally or not, the Palestinian economy? 

i) Currency’s Indirect Network Effects In principle, the adoption of a single currency, 

bringing transaction costs down and the bilateral exchange rate risk to zero, is expected to 

expand the volume of transfers within the currency area – in terms of goods and services, 

labour, and capital investment.  

In the particular case analysed herein, however, the combined effect of the occupation 

policy – through imposition of unbalanced relations first and economic sanctions later
25  - 

has allowed Israeli industrial and agricultural products to unilaterally gain market access 

in the whole territory of the WBGS at Israel’s own convenience. Although, on one side, the 

direct contribution of the rWBGS market to the total value of Israeli GDP is negligible (it 

accounts to about 0.8 percent to 1.2 percent of business sector product according to BoI, 

2012), the economic policies dictated under occupation have instead completely distorted 

the integration process of the small economy, resulting in the rWBGS deindustrialisation, 

its confinement to producing agricultural goods and textiles, and the emigration of a 

sizeable segment of the labour force.26 

“The policies practised by Israel since the start of occupation, which increased 

in intensity and aggressiveness in the mid-1970s, have bolstered the effects of 

polarization and diminished the spread effects.“ (Naqib, 2003, p. 504) 

“In the hypothetical case of an economic environment free of controls… one 

could rather have expected at least part of the adjustment to take place through 

capital movements from Israel to the West Bank and Gaza and through trade in 

                                                           
25 Israeli occupation measures are varied and complex. They include the expropriation of Palestinian land, 
water and other resources and the construction of Jewish settlements in the West Bank, the dismantling of 
Palestinian institutions, the Israeli veto on new Palestinian investments, and other policies have led to the 
subjugation of the West Bank’s economy to the objectives of the Israeli authorities. 
26 Examining in detail the complex interplay of restrictive forces put in place by the GoI to cause the lack of 
development in the rWBGS is out of the scope of this chapter. See Roy (1999) for a full account of this topic. 
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goods (labor – intensive goods exports from the Palestinian economy and more 

capital-intensive goods imports from Israel. However much of the adjustment 

occurred through labour movements to Israel, reflecting an unbalanced 

economic interdependence with Israel.” (Arnon and Gottlieb, 1993, p. 7) 

The skewed economic structure cultivated by the Israeli occupation “…is manifested in 

three disequilibria, namely a trade deficit in the balance of payments, a savings deficit 

(national investment in excess of national savings) and a government budget deficit.” 

(UNCTAD, 2017, p. 1) Ultimately, payments imbalances combined to the absence of a 

national currency have resulted in a structural external dependence on labour income 

generated in Israel and Gulf countries, as well as on international aid and different sources 

of public debt. Moreover, behind the PA’s inability to finance the recurrent deficit 

sustainably – that means, domestic or foreign borrowing within acceptable terms - it lies 

its incapacity to make independent decisions about the national economy, as it is 

commonly observed in dependency paradigms between a high-income, highly 

industrialised economy and a low-income, less developed one. 

In this context, not only currency substitution has enhanced intra-region trade and 

labour exchanges by fostering a unilateral (rather than mutual) economic dependence, but 

the lack of a national currency has also constrained the PA’s room for fiscal manoeuvres. 

ii) Currency’s Indirect Network Benefits on Sanctions Effectiveness Besides 

encouraging a pattern of structural unilateral dependency, shekelisation has also 

progressively strengthened the effectiveness of the Israeli sanctions towards Palestinians.  

In the aftermath of the first Intifada and the Oslo process, a new regime of “restricted 

integration” was carried on for security concerns: basically, economic sanctions started to 

be applied by the GoI, in the form of border closures especially, to punish Palestinian 

groups’ non-alignment by limiting economic interactions with the rWBGS: while trade 

flows were maintained in favour of Israeli producers and consumers, labour flows could 

be repeatedly and consistently limited as Israeli firms had already attracted low-skilled 
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workers from other parts of the world during the Intifada block. Notably, restrictions on 

Palestinian work in Israel had a substantively negative effect on income precisely because 

restrictions were applied on the aforementioned channels of bilateral interactions the 

rWBGS economy is necessarily grounded on.  

By encouraging bilateral exchanges and making them systematic, the use of a common 

currency is also (intentionally or not) preparing the ground for economic sanctions to hit 

the fundamental pillars of the Palestinian economy. Another argument that proves the 

political role of shekelisation is the following: given the endogeneity of shekelisation and 

the sustained role of the shekel in the rWBGS, Israeli financial or monetary sanctions are 

then directed against the most fundamental of Palestinian means of payment, and so are 

more credible. The increased credibility of Israel’s threat of sanctions in the context of 

monetary hegemony is in line with Eyler (2007)’s words: “if the sender lacks the 

hegemony to affect the target’s economy, sanctions will be less credible as tools of 

statecraft”.  

iii) Currency as a Direct Means of Coercion Cross-border utilisation of one’s own 

currency to enlarge network benefits – and, so, the credibility of any type of sanctions - 

and to increase asymmetry is a manifest fact, but monetary power may even provide the 

anchor country with a direct means for coercing others. Linking monetary relations to 

states’ foreign policy objectives was a major focus of Jonathan Kirshner’s 1995 study 

“Currency and Coercion”. In his theoretical discussion, Kirshner (1995) defines currency 

manipulation as “any attempt of influencing the value, stability, or other attributes of a 

specific currency”, and judges it as both the most cost effective and accessible for the agent. 

Therefore, 

“International monetary power exists when one state’s behaviour changes 

because of its monetary relationship with another state. In defining monetary 

power in this fashion we are adopting a particular view of causality. (…) Plainly 

governments can and sometimes do seek to gain leverage by linking monetary 
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behaviour to other matters (…)” (Andrews, 2006, p. 9)  

In this respect, this subsection explores whether sanctions have ever been perpetrated 

in the form of direct currency pressure. A notorious example of this tool is provided by the 

US versus UK monetary warfare during the 1956 Suez Crisis, when the US Federal Reserve 

sold British pounds to induce the United Kingdom and France to accept a cease-fire and 

withdraw from Egypt (Klug and Smith, 1999). 

Israel’s intentional use of currency policy as a tool to enact its hegemony depends on 

how vital the client economy is felt to be to the dominant country’s political or economic 

interests. In effect, the Israeli economy is too large with respect to the Palestinian one, 

which implies it would be unreasonable for the Israeli policy-makers to intentionally 

manipulate their highly influential and notoriously credible monetary instruments, with 

the specific purpose of depressing a tiny economy like the one of the rWBGS. In favour of 

this argument, it must also be noted that no BoI research division exists to investigate 

monetary policy issues in the occupied territories, while apposite research is done on the 

counterpart’s fiscal issues (from the interview to Dr Haggay Etkes).27 In effect, the BoI’s 

monetary policy is supposedly independent of the government’s political will, and it is 

exclusively aimed at targeting the foreign exchange market to stabilise Israel’s effective 

exchange rate, with a particularly attentive eye towards the relative value of the dollar in 

the last decade.  

The fact the BoI does not use its most fundamental monetary tools (interest and 

exchange rates) to influence the money supply and demand – shortages and surpluses - in 

the occupied territories does not mean the GoI cannot do it at all. As a matter of fact, it is 

possible to identify a series of financial measures - unrelated to the central bank of Israel 

but still associated to the expansion of the Israeli currency domain and its political 

ambitions - that the GoI has purposely used in several circumstances in order to punish 

the PA, by further constraining Palestinian public finances or domestic activity. To begin 

                                                           
27 Interview held in October 2015. Dr Etkes Haggay is economist at the research Department of the BoI.  
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with, Harris (1988) talks about an extreme form of ‘financial repression’ to describe how 

Israeli authorities closed all Arab banks in the wake of the occupation, and then diverted 

the rWBGS credit to Israeli financial intermediaries at their own interest.  

A different type of pressure has occurred in several occasions since 2007, and it has 

been generated through the banking sector and, particularly, the control over cash 

liquidity. The first case happened in mid-2007, after Hamas seized control of the Gaza 

Strip whereas Israel and the United States declared it a “hostile territory”, leaving the 

Israeli commercial banks appointed by the GoI to hold correspondence relationships with 

all banks in the rWBGS - namely Bank Hapoalim and Discount Bank,28 open to potential 

litigation (Wazir et al., 2011).29 As a matter of fact, despite the anaemic Gazan economy 

depends on a steady supply of shekels to sustain the current account deficit and pay public 

sector’s wages, Bank Hapoalim and Discount Bank decided to fully suspend check 

clearance and all transfers. The media (Haaretz, JPost, and The Times of Israel, among 

others)30 portrayed the problem as it stemmed exclusively from the two commercial 

banks bearing the whole legal risk of this service; therefore, as it could be solved by simply 

shifting accountability from the two appointed banks onto the state.31 From a different 

perspective, however, the Gazan cash dilemma can look more as a political issue: by 

claiming Gaza as a hostile entity, the US and the Israeli government shifted the risk of 

liability on correspondent banks that facilitate currency services on behalf of the BoI, 

                                                           
28 Palestinian banks have no direct access to the shekel clearing house, so must buy costly services from Israeli 

correspondent banks. The GoI gave Israel Discount Bank and Bank Hapoalim (Israel’s largest commercial 

bank) exclusive rights to provide financial services to Palestinian banks. 
29 In particular, Israeli sources (Haaretz, JPost, The Times of Israel, among others) reported on alleged 

accusations of money laundering executed by the PA to finance Hamas militias. 
30 1) Elis, N. (2016). No Protection for Israeli Banks with PA Ties in Terrorism Lawsuits, available at 

www.jpost.com [Accessed on 23rd May, 2018]; 2) Staff, T. (2017). Israel Grants Local Banks Immunity from 

Terror Financing Lawsuits, available at www.thetimesofisrael.com [Accessed on 23rd May, 2018]; 3) Rabid, B. 

(2017) Amid Fears of PA Collapse, Israeli Banks Given Immunity for Deals With Palestinian Banks, available at 

www.haaretz.com [Accessed on 23rd May, 2018]; 
31 Security forces raised concerns that removing the services the Israeli banks provide would send the 

Palestinian economy into chaos and lead to political unrest. In early 2017, Israeli authorities granted the banks 

immunity to the banks operating in Israel on engagement with banks operating in Palestine, covering the 

period of the next two years, from potential lawsuits involving cases of terror financing. Another proposed 

solution was providing services through the state-owned Postal Bank. 

http://www.jpost.com/
http://www.thetimesofisrael.com/
http://www.haaretz.com/
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prompting their decision to halt the system of transfers. The refusal enacted by Israeli 

banks is even more surprising in light of the international recognition of the strong steps 

taken by the PMA and the Palestinian banks to ensure full compliance with international 

standards and conventions on anti-money laundering (Wazir et al., 2011). 

Later events show the political responsibility of the GoI more evidently. For instance, 

since 2007 shekel notes and coins have arrived to the Gaza Strip via armoured convoys 

from the West Bank; even under such circumstances, “the Israeli military has repeatedly 

refused to allow timely and sufficient transfers of shekel currency from the Palestinian 

banks in the WB to their branches in Gaza" (Wazir et al., 2011).  

By contrast, since 2009 the West Bank banking sector has been suffering from high 

liquidity surpluses in shekel, due to Israeli imposed barriers to transfers, yet in violation of 

mutual agreements. In fact, according to Article IV of the PP, the PMA will have the right to 

convert at the BoI excess NIS received from banks operating under its jurisdiction into 

foreign currency, in which the BoI trades in the domestic inter-bank market, up to the 

amounts determined each period by the Palestinian balance of payment, including goods 

and labour services; on a similar note, the PP provides no ceiling with regards to the 

amount of shekels to be deposited at the BoI. Nonetheless, following an inner cabinet 

resolution in 2014, in the wake of the PA reconciliation with Hamas, the government of 

Israel imposed banking restrictions on the banks in the rWB, with the specific purpose of 

aborting the reconciliation efforts and the resulting national unity government. As 

reported by Bassok and Bar-Eli (2014), one of the Israeli ministers said during the 

meeting: “They are relying on us to continue subsidizing them.” Punitive actions against 

banks operating in the rWB involved, among other measures, cutting down the deposit 

ceiling with Israeli banks, which entailed refusal of the Israeli banking system to receive 

NIS surplus accumulated by banks operating in Palestine (PMA, 2014). 

 “Israel has never before barred Palestinian banks from depositing funds in 

Israel. Former Bank of Israel Governor Stanley Fischer was careful to maintain 
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correct relations with the PMA and worked to insulate relations with the 

authority from political or diplomatic policy… The Bank of Israel and the 

Finance Ministry declined to comment for this report. (Bassok and Bar-Eli, 

2014) 

The liquidity-associated risks that result from this policy are many. First, given the 

Palestinian banks in the West Bank are now overflowing with shekels, they will need to 

stop accepting deposits in this currency. The evidence suggests that, in spite of an 

expected fall in interest rates associated to both lending and deposit NIS-denominated 

items, surprisingly rWBGS demand for the latter has been steadily increasing (this clearly 

suggests that shekelisation is strong as never before, and difficult to uproot in spite of 

inefficiencies). Secondly, Palestinian businesses are forced to look for intermediaries to 

transfer the cash to their Israeli suppliers, causing not only the creation of a black and 

inefficient market, but also a dangerous security situation (PMA, 2014). Thirdly and most 

importantly, big amounts of currency surplus trapped into Palestinian banks’ safes mean 

unproductive money. Instead, the rWBGS trapped liquidity represents a direct profit to 

Israel, given the BoI sells its currency abroad without paying back net seignorage 

revenues, and then it does not accept it back in any form (deposits, currency conversion, 

or governments bonds) from the PMA. 

************************************ 

Undoubtedly, the situation portrayed above is uncommon in the world of central 

banking and monetary unions: by repeatedly preventing the return of shekels to the BoI, 

the state has refused to validate its own currency as a means of debt. Some useful lessons 

on the dangerous link between politics and currency relations are provided by history.32  

As a matter of fact, few cases of dollarisation have been observed historically, and the 

clearest evidence is provided by Panama - a country that has been using the US dollar as 

                                                           
32 For additional examples of currency manipulation or monetary warfare, refer to Kirshner (1995). 
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legal tender since 1904, and that analogously to the oPT underwent episodes of political 

crises with its nominal anchor. In 1988, as part of its campaign of opposition to the regime 

of General Manuel Noriega, the US government led by Reagan both froze Panamanian bank 

deposits in the US banks and cut off the supply of new paper currency to Panama. 

Goldfajin and Olivares (2000) assert that dollarisation made the case for disruption worse 

and that the resulting liquidity shortage in Panama contributed directly to the subsequent 

weakening of the Noriega government and eventually its removal in 1990. In general, 

however, Panama’s experience illustrates how a dollarised country has been successful in 

withstanding its own anchor country’s adversity without incurring in real economic 

downturns. In this respect, Edwards (2001) also reminds: “Panama has been able to run 

large fiscal deficits by accumulating a large stock of debt, and by maintaining a very special 

relationship with the IMF.” Nevertheless, it is not so obvious that international financial 

institutions would be willing to accommodate the requests of dollarising economies in 

trouble if they do not play the same geopolitical role as Panama; and, therefore, hard pegs, 

by further constraining the policy space of vulnerable economies, have the potential to 

convey political turmoil into economic crises.  

A similar case of the exploitation of monetary dependence, Kirshner (1995) reminds 

the sterling system during World War II, with the United Kingdom extracting seigniorage 

by combining its reserve-currency role with strong exchange control of sterling balances. 

Comparative experience is instructive in understanding the exceptionality of this 

single case. As it is the case for the US toward Latin America’s countries, Israel’s colonial 

objective has always been clear in the eyes of Palestinians. Pasch (1992)’s words could 

not be contradicted yet: 

“Israeli economic objectives are varied and complex. They include the 

expropriation of Palestinian land, water and other resources and the 

construction of Jewish settlements in the West Bank. The exploitation of cheap 

Palestinian labour, the annexation of east Jerusalem, the opening up of the West 
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bank market to Israeli industrial and agricultural products, the dismantling of 

Palestinian institutions, the Israeli veto on new Palestinian investments, and 

other policies have led to the subjugation of the West Bank’s economy to the 

objectives of the Israeli authorities” (Pasch, 1992) 

However, in contrast with the American experience in which the US has ruled out any 

assistance to dollarisers (Frieden, 2003), the GoI has explicitly encouraged, and 

committed to favour, circulation of its currency - for instance, by impeding the PLO and PA 

to issue a national currency without its own approval (Article IV, PP). Notwithstanding its 

explicit willingness to form an economic zone – therefore, raising typical cooperation 

issues, the GoI has then been acting in opposition to the PP since its inception. On the 

other hand, it is also true that the GoI has always prevented a definite collapse of the PA, 

always pushing the Palestinian economy to the edge but not beyond. It must be noted, in 

this regard, that the end of shekelisation would make it even harder to prevent PA money 

laundering and all other aforementioned dynamics in the interest of Israel.  

In essence, the risk of restraints over the Palestinian banking system is evident in the 

nature of the relationship between that system and its Israeli counterpart. In purely legal 

terms, Israel made a commitment following the Oslo Accords to provide the Palestinian 

economy of the WBGS with its currency services, given it was unwilling to allow a foreign 

entity to print currency: Israel must serve as the clearinghouse for the Palestinian 

economy because Israel’s shekel is the primary currency used in the Palestinian territories. 

Of course, allowing coins and notes into Gaza means that part of it can reach Hamas or 

Fatah militias, more or less directly. Whether the political circumstances and the 

diplomatic relations between the GoI and Palestinian leaders have changed with respect to 

the early 1990s, is a fact that should never affect the enforcement of such an essential 

service. One can conclude, indeed, that financial repression would not have been as potent 

without the Israeli currency playing this foremost role in the rWBGS.  
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3.3.3 The Way Out  

In view of the idiosyncratic features of the Israeli currency area, it is interesting to see 

how alternative expositions on the determinants of monetary decisions lead to different 

outcomes in the monetary policy space available to a national government. 

The decision to abandon discretion over monetary policy is generally advertised as 

irrevocable, in order to provide credibility and firmness to the system. Thence, a currency 

share above 60% is theoretically considered irreversible due to its network effects: at 

high rates of currency share, the benefits of using the same currency exceed the benefits 

of changing the system (Feige et al., 2002). In Palestine, the entrenchment of ordoliberal 

economic policies under occupation, political ambitions and social utility has helped 

building the present scenario, to the point where alternative monetary systems would be 

simply detached of reality: the dollar, the euro or even an independent Palestinian 

currency could not sustain the economy of the rWBGS under trade, labour and fiscal 

impediments as they exist today.33
 The cost of using a currency other than the NIS as 

medium of exchange would reverse on Palestinians more than on Israelis, as long as the 

GoI will hold the power of coercion, and be able to impose its own economic rules and 

legal tender. Supposedly, this is the reason why shekelisation is still in place: the 

opportunity cost of shifting to another currency is too high. 

From another perspective, the elements revealed in the previous sections further 

imply that Palestine’s shekelisation keeps to be sustained by political will and occupation-

induced social norms, rather than by market forces; and that the NIS will therefore 

continue to prevail - as means of payment, at least - as long as trade and labour ties with 

Israel remain significant. In fact, it is legitimate to posit that Palestinian exchanges of 

goods and labour occurs mostly with Israel not only because of Israeli firms’ competitive 

advantage and their geographical proximity to the Palestinian counterparties, that indeed 

                                                           
33 The same arguments apply to the proposal of establishing a local community currency in the West Bank and 
Gaza separately. 
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minimises transportation costs, but also in light of the long-standing commercial relations 

interwoven in the context of the occupation policy and the custom union favoured by the 

single currency. With this respect, Naqib (2003) writes, 

“Immediately, after occupation in 1967, Israel imposed on the West Bank and 

Gaza Strip a custom union arrangement that increased tariffs approximately 

fourfold (German–Arab Chamber of Commerce, 1995, p. 57). Naturally, this 

drastic change, along with the many non-tariff barriers applied by Israel, 

resulted in a huge trade diversion away from neighbouring Arab countries and 

the rest of the world toward the Israeli market, raising the cost of capital and 

intermediate goods to Palestinian producers that effectively wipedout their 

competitive edge in foreign markets.” (p. 503) 

This consideration brings to the gravity model developed by Cobham in 2004, which 

finds that in absence of imposed economic – including monetary - integration, Palestinian 

trade and labour flows would be likely to divert to Arab countries and Europe.34 35 

The hypothesis that shekelisation be sustained by the political authority of the GoI – 

that is, its essence - is also in line with the State Theory of Money highlighted earlier in the 

chapter: is there a way for economic agents to refuse the sovereign’s money?  

“The answer is no, because as long as there is someone in the economy who is 

required to pay taxes denominated in the state currency, that money will 

always be accepted.” (Arestis and Sawyer, 2008, p.76) 

In this perspective, what is also crucial is the international financial actors’ lack of 

confidence in the PMA to commit and be capable to maintain the stability and 

convertibility of a national currency. As cumulative causation would lead one to expect, 

while shekelisation has strengthened the dependence on Israel, the embryonic Palestinian 

                                                           
34 Cobham (2004) employs a gravity model to identify the probable trade patterns of the future Palestinian 

state, and finds that the largest share of trade is likely to be with the European Union, rather than with Israel. 
35 The PA signed Free Trade agreements with Jordan (1995), Egypt (1997), the EU (1997), the USA (1997), the 

GAFTA (1997), and Turkey (2004). However, Israeli restrictions on movement of goods and discrimination 

against Palestinian products in the Israeli points of access have resulted in a minimal utilisation of extra-

regional agreement (UNCTAD, 2012). 
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institutions still find themselves in the process of enforcing their jurisdiction. It results 

that the important issue is credibility of the regime. 

“An introduction of a Palestinian currency would stand the greatest chance of 

success if it were under a currency board arrangement, and if the introduction 

followed reforms to significantly strengthen fiscal management and bank 

supervision.” (Erickson von Allmen and Fischer, 2001, p. 127) 

Prolonged instability and external dependence have progressively become structural, 

generating further dependence to the point that today neoliberal policy proposals, such as 

shekelisation, seem unavoidable. However, recognising that these phenomena ultimately 

are political processes implies that the sense of irreversibility does not necessarily signify 

that the current monetary order is the only available solution for the economy of the 

rWBGS, or the best one. 36 

“One corollary is that unless appropriate changes are introduced the systems 

cannot provide the financial basis for the development of an autonomous 

Palestinian economy” (Harris, 1988) 

IV. Concluding Remarks 

This chapter has attempted to disentangle the complex and subtle interplay between 

Israeli-Palestinian currency relations and politics, by using an alternative tradition in 

monetary theory that helps highlighting all distinct spheres of reality that are relevant for 

understanding policy dilemmas of this type. The notions of sovereignty and taxation were 

used to decipher Palestine’s shekelisation as a creature of political power in contrast with 

the Metallist story that stresses instead the importance of market forces. The main 

argument elaborated throughout the chapter is that shekelisation is intrinsically and 

inevitably associated to the political circumstances that surrounded its emergence and 

later evolution: this consideration, in turn, insinuates that a strong political dimension 

                                                           
36 As clarified in the Preamble, the whole discussion s based on the premise that the rWBGS has first to achieve 
sovereignty and the end of foreign occupation, regardless of the permanent solution. 



 

 

67 

underlies the use of the shekel in Palestine. Finally, this chapter has allegedly tried to 

dismantle this mechanism, with the utlimate purpose of disrupting the widespread 

normalisation that uncritically accepts Palestine’s shekelisation even in the presence of 

the Israeli occupation in Palestine. 

The historical analysis suggests that the original decision to shekelise and abandon the 

Palestinian pound was not based on the rational calculus of strictly economic costs and 

benefits implicit in orthodox analyses. Rather, Palestine’s shekelisation has been sustained 

over time by political ideology and occupation-induced social norms, rather than by 

market forces; such that the use of the Israeli shekel will continue to prevail between 

Palestinians in the rWBGS - as means of payment, at least - as long as trade and labour ties 

with Israel remain significant. This also implies that, in absence of imposed economic 

integration, Palestinian trade flows would be likely to divert towards Arab countries and 

Europe, on the basis of existing trade agreements that have been inhibited under 

occupation. 

The study of shekelisation has found that - with stringent exchange rate and monetary 

policies - the burden of balance of payment adjustment results principally in the 

incapacity of national authorities to govern independently, generating economic 

dependency and progressive asymmetry with respect to Israel. Prolonged instability and 

external dependence became structural to the point that shekelisation, today seems 

unavoidable.  

The analysis has eventually revealed that shekelisation has never been an effective 

instrument in smoothing the region’s issues of power asymmetry. The political strife has 

been erratically increasing, and surely it has drawn upon other sectors of economic life 

more than currency policy. However, although the use of monetary policy has not been 

directly instrumental to the GoI’s political aims, the banking system developed around the 

NIS in the rWBGS has been used at Israel’s own convenience for general financial 

repression of Palestinians and occasional punishment of the PA. In this regard, one can 
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plausibly claim that shekelisation has reinforced the occupation-induced economic 

integration as well as the financial sanctions’ credibility, both before and after the Paris 

Protocol; and that Israeli economic hegemony would be weaker had shekelisation not 

been placed at the untouchable core of the Israeli economic programme. On a different 

line, the chapter has found that the supremacy of Israeli political interests over economic 

rules has repeatedly eroded the viability of the shekel currency in the Palestinian territory.  

To conclude, the Israeli currency is viable in the Palestinian economy of the WBGS as 

far as Israel maintains occupation-driven economic ties with the rWBGS, as well as its 

neutral duties of anchor – due to the abuse of currency policy for unilateral political 

interests be likely to disrupt the whole system. The future of shekelisation depends on 

Israel’s capability to maintain the subtle balance between political hegemony and 

monetary policy independence. This also implies that the continued, unilaterally 

submissive adoption of the shekel as domestic currency, representing a crucial part in the 

whole system of economic control set up by Israel, is a harsh blow to Israeli-Palestinian 

economic peace: by providing Israel with a further economic tool for its own political 

convenience, it weakens the chances of a horizontal union as a platform for possibly 

bringing in a common monetary unit and fairer terms in peace negotiations. 
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“Although there are countless maladies that are forever causing the decline of 

kingdoms, princedoms, and republics, the following four (in my judgment) are 

the most serious: civil discord, a high death rate, sterility of the soil, and the 

debasement of coinage. The first three are so obvious that everybody 

recognizes the damage they cause; but the fourth one, which has to do with 

money, is noticed by only a few very thoughtful people, since it does not 

operate all at once and at a single blow, but gradually overthrows governments, 

and in a hidden, insidious way.” (Copernicus, 1525, On the Minting of Money) 
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I. Introduction 

While the nature and evolution of shekelisation suggest that considerations of 

economic efficiency have never been of primary importance in shaping policies so far, its 

endurance shall be justified on the basis of solid economic arguments able to guarantee its 

sustainability, or even optimality, in the rWBGS economic system. In order to assess the 

desirability of Palestine’s shekelisation, this chapter emphasises the role of the exchange 

rate as an instrument of macroeconomic stabilisation in small and open economies with 

sticky prices and subject to strong external vulnerability, as it is indeed the case of the 

economy of the rWBGS.  

The Old and New Keynesian schools of economic thought, among which the most vocal 

discussants and advocates of hard pegs can be found, assert that policymakers should 

basically weigh two elements against each other in assessing alternative regimes. Early 

research on stabilisation policy in open economies basically argued that an extremely rigid 

exchange rate regime is desirable when the gains from trade and financial integration 

exceed the costs of abandoning the exchange rate as an instrument to hedge against 

macroeconomic uncertainty (Mongelli, 2002), while more recent debates in academic and 

policy circles have stressed the credibility benefits associated with the irrevocable 

elimination of discretionary monetary policy shocks (Alesina and Barro, 2001).  

In the context of Palestinian monetary policy making, the trade-off between the 

flexibility of discretion and the credibility of rules is manifest: despite a domestic currency 

managed with discretion could alleviate output and employment volatility due to external 

exposure, it would possibly come at the expense of a higher rate of inflation, as the 

relatively young Palestinian Monetary Authority (PMA) may find a stable monetary rule 

hard to sustain (Erickson von Allmen and Fischer, 2001; Beidas and Kandil, 2005). 

Monetary policy is generally assumed to be better equipped for nominal phenomena, 

while fiscal policy deals with real developments. However, considering the space for fiscal 

https://en.wikipedia.org/wiki/Economic_stability
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manoeuvres available to Palestinian policy-makers is extremely constrained eventually 

makes monetary policy effectiveness particularly decisive, such that the real target of 

monetary authority shall be higher than usual. 

         1.1 Problem Specification and Research Objectives  

In virtue of the unique characteristics of shekelisation - that an asymmetric currency 

union coexists with political antagonism between the anchor and the client – the present 

chapter assumes a New Keynesian economy for evaluating the convenience of an 

asymmetric currency union from the point of view of the country that delegates its 

monetary sovereignty to its political rival. In doing so, a standard 3-equation model (IS-

PC-MP) is borrowed from the New Keynesian literature and extended to an open economy 

context, as to account for unilateral sanctions imposed by the anchor on the client 

economy. The fundamental policy question arising from this analysis is how to design the 

optimal exchange rate regime with the purpose of reducing inflation, without losing an 

instrument to counterbalance real disturbances, yet taking into serious consideration the 

impact of the anchor’s restrictions on the client economy. Noticeably, Eyler (2007) 

reminds: “The fact that these policies [monetary and fiscal] can actually help reduce 

sanction effects could be a major step forward in sanction research.”  

To these ends, the present chapter addresses the following questions: 

a. Is currency substitution the most appropriate exchange rate regime in a small open 

economy subject to economic sanctions in terms of business cycle stabilisation?  

b. Is currency substitution the most appropriate exchange rate regime in a small open 

economy subject to economic sanctions in terms of reducing excess nominal volatility?  

c. How does the presence of economic sanctions change the optimality conditions with 

respect to the conventional paradigm? How does political rivalry between client and 

anchor differ from the type client-third country in terms of currency substitution? 
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Noticeably, the main goal of this chapter is theoretical, in that it aims at extending the 

conventional ‘Flexibility versus Credibility’ framework, to examine the well-known, albeit 

never resolved, dilemma of fixed versus flexible exchange rate regimes, as to include the 

role of political contention between anchor and client. In this model, a crucial role is 

played by the exchange rate regime, the channels of shock transmission, and the 

symmetry of shocks between a leader/anchor and a follower/client economy; while it is 

also important to note that posing qualitative questions - such as the role of economic 

sanctions - is new in the macroeconomic literature on currency regimes and, hence, it 

constitutes the central contribution of this work.  

The rest of this chapter is organised as follows. Section II presents the main arguments 

for investigating exchange rate regimes, as disputed by subsequent generations of 

macroeconomic theory. Successively, Section III extends a New Keynesian 3-equation 

model to clarify the trade-off involved in the choice of the optimal exchange rate rule in 

small, open economies with sticky prices and subjected to random disturbances and 

economic sanctions. By way of conclusion, the chapter discusses the outcomes for real and 

nominal volatility under each rule, and then extrapolates a series of optimality conditions 

that will lay the foundations to the empirical assessment of the Israeli-Palestinian 

currency area, as a lead-in to Chapter 3.  

II. Theoretical Literature on Exchange Rate Regimes 

Given the heterogeneity and controversy characterising the long-standing theoretical 

literature on exchange rates, first challenge of this research is how to analytically 

approach the question of shekelisation. The following survey selectively focuses on those 

schools of macroeconomic thought that have developed the most relevant models of 

exchange rate policy, and among which the most tenacious supporters of hard pegs can be 

found: namely, the Neoclassical Optimum Currency Area (OCA) theory and the New 

Keynesian framework on flexibility versus credibility. Both perspectives, although very 
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different, stem from the same dominant view of the nature and evolution of money, as 

emerging from the private sector in an attempt to minimise transaction costs of making 

exchanges for trading: money is essentially the numéraire in which the values of all other 

commodities can be expressed. 

The following outline begins by tracing the development of the 1960s’ OCA theory, one 

of the pioneering studies and certainly the most renowned contribution in the debate of 

monetary unions, which clearly represents the spatial/geographic facet of the dominating 

theory of money (Goodhart, 1998). The Mundellian theory of optimum currency areas, in 

fact, measures the benefits of having a single currency over a region, in terms of 

transaction cost minimisation, against the costs of foregoing national monetary policy in 

terms of balance of payments adjustment to accommodate output volatility.  

The second generation of analytical work on the subject took place in the early 1990s, 

and aimed at fulfilling the unfinished and out-dated agenda of the OCA school (Dellas and 

Tavlas, 2009). Although largely criticised, the classical OCA theory has in fact been revived 

in a modern, dynamic version, which still stands at the front of academic research and, 

therefore, cannot be ignored in this context either. The latest policy analysis has been 

undertaken within the context of the New Keynesian paradigm, which represents a shift in 

emphasis toward the monetary side of the economy (ibid.). In other words, whilst the OCA 

theory remarks that sovereign exchange rate controls may prove useful in presence of 

market imperfections to restore equilibrium, later developments underlie that loose 

monetary policy may also generate inflationary pressures and unnecessary volatility. The 

key novelty introduced by the modern class of thought is that what had been identified as 

a major cost of currency unification - namely, the loss of the ability to use a country-

specific monetary policy - turns out to be an advantage for some countries: as a matter of 

fact, the disappearance of the money issuing function and the provision of a foreign, firm 

nominal anchor can infer credibility, thus reducing interest rates and the unemployment 

costs of moving to low-inflation equilibrium.  
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For the sake of clarity, relevant advancements in economic thinking, related to 

exchange rate decisions of governments, are articulated below.  

2.1 Optimum Currency Area Theory 

For many years, much of the macroeconomic analysis and assessment of moving to a 

single currency has been undertaken within the context of the influential Mundell-Fleming 

open economy model, based on the fundamentally incorrect classical principle that the 

money supply is exogenously determined and that the policy instrument available to the 

central bank is the monetary base. Within this context, a triad of influential papers - 

Mundell (1961), McKinnon (1963), and Kenen (1969) - analysed the effectiveness of inter-

regional adjustment within countries and, thus, identified the characteristics that potential 

members of a single-currency area should ideally possess before foregoing autonomous 

monetary policies. The OCA theory clearly reflects a period in history characterised inter 

alia by the Bretton Woods’s fixed (but adjustable) exchange rates, impediments on capital 

flows, low inflation, and progressively increasing trade.37  

OCA theory builds on the idea that a country’s cost of forgoing monetary independence 

is a function of market imperfections, and deduces a set of microeconomic and structural 

criteria that could in effect reduce the need for the exchange rate instrument – valuable 

surveys of these contributions are found in Mongelli (2002), Broz (2005), and De Grauwe 

(2007). The first set of characteristics relates to the economic ties between union 

members. For instance, an independent monetary policy will be relatively less important 

the higher the degree of mobility of factors of production within the currency region 

(Mundell, 1961), or the flexibility of factors’ prices (Friedman, 1953).38  In these 

circumstances, any unilateral attempt to stimulate (contract) one country’s activity will 

                                                           
37  Horvath and Komarek (2002) show that the OCA theory is strongly rooted in Old Keynesianism, and suffers 

from some of its typical “theoretical controversies such as downward sloping and stable Phillips curve in the 

long run.”  
38 Although Friedman is reknown as one of the main contributors to the school of Monetarism, he accepted 

Keynesian economics in his early contributions. 
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lead to an inflow (outflow) of labour and capital, diluting the policy’s impact. Analogous 

dynamics supposedly occur in presence of high trade openness (McKinnon, 1963), or fiscal 

compensation arrangements (Kenen, 1969). The second set of factors determining the cost 

of surrendering monetary independence relates to the nature of the shocks hitting the 

home economy. For example, if two economies have identical structures and face similar 

external conditions, their business cycles are likely to be synchronised, and therefore 

there will be no reason to pursue different adjustment policies (Kenen, 1969). By the same 

token, whenever participating nations display diversified economies with a diversified 

export and import baskets, the impact of sector-specific shocks will be diluted across 

diverse industries, reducing the need for changes in the terms of trade via the nominal 

exchange rate (ibid.). Also, when inflation differential between members of the currency 

area are stable and low over time, terms of trade shocks will be less likely (Fleming, 1971). 

All in all, fixity is recommended whenever the idiosyncratic characteristics of the client 

country and its economic bondage with the anchor, as well as with the rest of the world, 

allow the economy to absorb the benefits of relinquishing any exchange rate control more 

than the costs. However, it must be noted that only some small commodity-producing 

economy is likely to match as good partner in a currency union with a leading economy; 

and that, even if all requirements are met, they still refer to a symmetric monetary union 

(not to asymmetric unions like currency substitution). 

2.2 Modern View on Optimal Exchange Rate Regimes 

The breakdown of the Bretton Woods system, the period of high inflation in the 1970s 

and 1980s, along with capital liberalisation and greater openness to global markets led to 

the emergence of a new consensus about monetary policy. Later on, the successful 

experiences of hard pegs, such as Ecuador and Argentina, despite they did not qualify to 

the OCA framework, along with the discussion on the European Monetary Union revived 

interest in the classical OCA theory as an active area of study with large potential for 
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advancement (Bayoumi and Eichengreen, 1992, Goodhart, 1995; Edwards and Magendzo, 

2003). Developments in the international monetary scene, in effect, came along 

developments in macroeconomic theory:  

The difference between traditional and modern view is that, whereas the original 

framework was seeking to identify the characteristics that an economy should possess 

prior to joining a monetary union (i.e., ex ante), the modern view has evidenced that 

potential benefits may result from participation in a monetary union (i.e., ex post), 

showing that some of them may also be met subsequent to the unification.  

Several elements are treated by the “new” theory of optimum currency areas (De 

Grauwe, 2007), as explored in this section: the endogeneity vs. specialisation hypothesis of 

optimum currency areas, nature, correlation and variation of shocks, effectiveness of 

exchange rate adjustments, labour market institutions, synchronisation of business cycles 

and political factors, credibility of monetary policy. Relevant surveys are offered in 

Mongelli (2002), Frankel (2003), Broz (2005). 

2.2.1 Endogeneity of Optimal Currency Area Criteria 

Frankel and Rose (1997) were the first to apply the Lucas critique to the OCA theory, 

asserting that some parameters such as openness and income correlation are not 

irrevocably fixed, but instead they can change over time. The introduction of a single 

currency, by eliminating exchange-rate risk, is likely to encourage trade among currency 

members, which in turn may result in increased harmonisation of their business cycles 

(see also Rose, 2000; and Dellas and Tavlas, 2009). Ultimately, the convergence of 

business cycles creates a fertile environment for policy integration of the currency area. 

Mongelli (2002) points out that the endogeneity of OCA paradigm should be interpreted in 

a broader sense, as to include the whole set of favourable OCA properties that are equally 

indispensable to sustain monetary unification. For instance, the endogenous integration of 

goods and labour market means lower information costs and higher price transparency, 
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reducing market segmentation and encouraging competition and technological flows 

across the area (see also De Grauwe and Mongelli, 2004). By contrast, Bayoumi and 

Eichengreen (1992) and Krugman (1993) found that an alternative ‘backwash’ scenario 

might as well arise from intensive trade whenever the currency members tend to 

specialise in the production of those goods in which they have a comparative advantage, 

with the disappearance of many industries in the small country, its confinement to 

producing low-skill goods, and the emigration of a sizeable segment of its labour force to 

the neighbouring economy and elsewhere. This polarisation effect in turn spurs more 

asynchronous business cycles.  

2.2.2 ‘Flexibility versus Credibility’ Models 

In contrast to the early open economy models, in which monetary unions were 

motivated by a desire to foster economic integration, academic research in the 1980s 

developed the idea that pegging to a foreign central bank would import monetary 

credibility - defined as the ability of central banks to rigorously follow a certain course of 

action. By working from the assumption that excess money supply is the main source of 

inflation, the main argument of this strand of literature sustains that inflationary bias 

arises because of policymakers’ incentive to expand aggregate demand above equilibrium, 

reneging on the low inflation commitment along the short-run Phillips curve. The 

revolutionary work by Kydland and Prescott (1977) highlighted the fact that such high 

inflation could persist without allowing the government to achieve its unfeasible 

employment targets. Barro and Gordon (1983) elaborated this theory further, with the 

aim of highlighting the deviation from the rule in models with the rational expectations of 

pragmatic actors: as long as the value of the currency can be adjusted more frequently 

than prices, the private sector will rationally settle its prices at a preventively higher level, 

and any successive pronouncement that the monetary authority will not abuse of its 
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discretionary power would not be credible for standard dynamic inconsistency reasons.39 

While exchange rate controls come at an inflation cost, credible policymaking implies a 

binding monetary rule that anchors private expectations to a certain outcome, thus 

reducing inflation (ibid.). In sum, the dominant theory of exchange rates has built on the 

principle that credibility can be obtained by making central banks independent from any 

expansionary political pressure, and fully committed to price stability. In this view, 

provided that a reliable anchor exists in the envisaged geographical domain, fixing the 

exchange rate becomes an automatic source of credibility if and only if the exchange rate 

and the regulation of money supply are no longer under control of the political and 

monetary authorities, but they derive from the anchor. However, based on the Barro - 

Gordon model,40 monetary authorities should not only announce an inflation target, but 

they should actively preclude any possibility of deviating from this commitment in spite of 

adverse circumstances. 

Following credibility-based theories, numerous authors have argued that low-income 

and transition countries, with inflation history or propensity, should adopt hard pegs as a 

way to immediately gain a reputation of honouring promises (Giavazzi and Giovannini, 

1989; Dornbusch, 2001; among others).  

“Monetary unions and hard pegs are said to provide commitment to low 

inflation, changing agents’ inflation expectations so that the output and 

employment costs of attaining a low-inflation equilibrium are reduced." (Dellas 

and Tavlas 2009, p. 27) 

Currency boards or currency substitution are mechanism available to a government 

that decides to “tie its hands”, by delegating its monetary sovereignty to another country’s 

conservative central bank (Giavazzi and Giovannini, 1989; Alesina and Barro, 2001). The 

                                                           
39 Dynamic or time-inconsistency issues arise when a decision-maker's preferences change over time such that 

they can become inconsistent to the policy taken in another point in time.  
40 Velasco (1996) presents a survey on the sustainability of fixed exchange rates considering a dynamic 

version of the Barro and Gordon framework, and Benigno and Missale (2004) present an open economy 

version of the Barro and Gordon model.  
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solution to the problem is what Frankel has called “credibility in a bottle” in his 1999’s 

paper on dollarisation. In the extreme case of currency substitution, this prescription 

equals to make the national monetary policy impracticable, rather than factually credible. 

“Many countries necessitate the internal discipline and institutions that can 

provide a firm domestic commitment to a monetary policy that is dedicated to 

price stability. (…) If an inflation-prone country adopts the currency of a 

credible anchor, it eliminates the inflation-bias problem of discretionary 

monetary policy that was emphasized by Barro and Gordon (1983).” (Alesina 

and Barro, 2001, p. 382) 

Gandolfo (1992) was perhaps the first to note that, despite inflation similarity is not a 

necessary precondition for joining a currency union – as claimed by Fleming (1971) 

instead, currency unification shall lead to inflation convergence. On another end, Stiglitz 

(1998) outlines the disadvantages of fighting inflation when rates are lower than 40%:  

“Below that level, however, there is little evidence that inflation is costly… 

Minimising or avoiding major economic contractions should be one of the most 

important goals of policy.” (Stiglitz, 1998, p. 7) 

Besides the pioneering papers of Kydland and Prescott (1977), Barro and Gordon 

(1983), and Rogoff (1985), many others illustrated aspects related to the trade-off 

between the credibility of rules and the flexibility of discretion. For instance, Calvo and 

Reinhart (2002) emphasise that emerging economies have commonly exhibited a “fear to 

float”,41 and that if a country is unable to use monetary policy as an instrument of cyclical 

adjusting, the costs of giving up monetary independence will be not significantly perceived. 

Then, Alesina, Barro and Tenreyero (2002) argue that the loss is lower the higher the 

common shocks between client and anchor. But Melitz (1991) points out that if countries 

                                                           
41 This behaviour usually refers to countries that experience negligible exchange rate movements at the 

expense of a relatively high variability in reserves and interest rates, even though the monetary authorities 

have no official commitment to maintaining the parity. Due to the adverse effect on balance sheets (Calvo and 

Reinhart, 2002) or to the presence of relatively good institutions (Alesina and Wagner, 2006), some countries 

prefer to avoid the consequences of devaluations.  
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are confronted with identical shocks, they might still need different policy responses to 

such shocks due to differences in their initial economic positions. In this sense, currency 

unions are also believed to make the response to monetary shock (money reaction) similar 

across participating countries (Peersman and Smets, 2001). 

2.2.3 New Keynesian Theory 

Academic research on exchange rate policy has been further developing over the 1990s, 

strongly inspired by the novel desire to question the IS/LM model, and to discard the 

assumption that the central bank controls the money supply. According to this view, the 

central bank determines the price at which it supplies money, such that its decision affects 

the amount of money circulating in the economy, which is then endogenous (Taylor, 1993). 

This and further innovations in economic modelling, such as the formalisation of price 

stickiness and the admission of imperfect competitive markets, set the origin of the New 

Keynesian Phillips curve, which lays the foundation of the IS-PC-MP model (Carlin and 

Soskice, 2014). The 3-equation New Keynesian model derives the best response monetary 

rule in the output-inflation space and, by introducing short-run price stickiness, it 

emphasises the short-run active role of monetary policy to influence real variables (after 

Old Keynesians), yet keeping with the long-run classical dichotomy (after New Classicals). 

In simple words, New Keynesian theorists claim that under the assumption that nominal 

wages and/or prices are temporarily inflexible, quantities adjust in response to monetary 

shocks, such that interest and exchange rates affect demand (through the IS curve), which 

in turn determines inflation (through the Phillips curve).  

The New Keynesian paradigm is a useful baseline model for, at least, a trinity of reasons. 

First, it is by now generally accepted as the workhorse of modern monetary economics, 

and elaborated by most central banks and research institutes for investigating specific 

policy issues. Second, the tenets behind New Keynesian theory perfectly fit with the study 

of an economy’s need for monetary credibility. As a matter of fact, the typical New 
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Keynesian accent on forward-looking behaviour in the inflation process – inspired by the 

works of Friedman (1968) and Lucas (1972) - introduces a short-run role for monetary 

policy: if private agents’ expectations are important determinants of inflation, the 

monetary rule must be systematic and transparent, in order to anchor future expectations. 

Third - as mentioned in Chapter 1’s “Battle of Ideas” - its rise in academia just anticipated 

Israeli-Palestinian economic negotiations in Paris, therefore providing the background 

economic rationale to the consequent, yet ineluctable, Paris agreement on shekelisation. In 

fact, it is worth noticing that the credibility gains claimed by these theorists are 

supposedly achieved in spite of the political conflict between union members. The 

monetary and financial credibility, resulting from anchoring national monetary 

sovereignty to a conservative independent central bank, may eventually reinforce the 

economic position of the target through improvements in financial markets, given the 

constraints on goods and workers’ mobility.  

Thence, the analysis of exchange rate policy in the presence of political enmity that 

follows is most conveniently made through expanding the canonical ‘Flexibility versus 

Credibility’ framework, by opening up the policy decision to consider the effect of 

unilateral economic sanctions. 

III. The IS-PC-MP Model in Open Economy 

Drawing on the New Keynesian literature, a highly stylised 3-equation model formalises a 

monetary authority’s alleged trade-off between output growth and inflation target, when 

choosing the optimal exchange rate policy rule, in an open economy with sticky prices.42 

For a proper taxonomy of the open economy, the effects of international goods markets 

                                                           
42 The model proposed here is a small-scale canonical model with no explicit micro-foundation, which yet 

provides a stylised representation of the key aggregates in the economy whilst capturing the essence of the 

transmission mechanisms of monetary policy. Analogous approaches are adopted by a number of authors: 

Persson and Tabellini (1990), Devarajan and Rodrik (1992), Lohmann (1992), Frankel (1995), Edwards 

(1999), and Alesina and Stella (2010). For the micro-foundations underlying the aggregates, the reader can 

refer to Takhtamanova (2008). 
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and international financial markets on the domestic economy have to be taken into 

account. Thus, following Alesina and Stella (2010), consider a system of three countries: (i) 

the home country is a Small Open Economy (SOE), thus exposed to foreign conditions but 

unable to affect them, whilst also in search of the most appropriate exchange rate 

arrangement; (ii) the second country - denoted by superscript symbol * - is an advanced 

high-income economy as well as the SOE’s main economic partner and potential nominal 

anchor;43 and (iii) the Rest of the World is accounted for to treat the exchange rate as 

referring to a reserve currency or to a basket of other currencies. 

The Problem of the Monetary Authority Let us assume the short run44
 problem of 

the monetary authority (or social planner), who aims at minimising a welfare loss function 

defined over a monetary (inflation) and a real (output growth) dimension, by choosing the 

best exchange rate rule. The monetary authority’s objective function Le is expressed in 

terms of the nominal exchange rate e, in quadratic-loss form after von Neumann-

Morgenstern utility theorem,45 assuming it is continuously differentiable and strictly 

downward convex in its arguments: 

         
 

 
    

     
 ]46          (1) 

The control over the exchange rate is supposedly the planner’s only policy instrument to 

achieve the two objectives of monetary policy: the first term of the right-hand side 

(      ̂) is the inflation gap, expressed as the difference between actual inflation and 

                                                           
43 In fact, it is realistic to posit that in the event a SOE decides to anchor its currency to a stronger one, it will 

choose its main economic partner. 
44 A detailed characterisation of the short-run is employed,  in which the short-run is the period characterised 

by rigid prices and the end of it is marked by the attainment of the short-run equilibrium on the aggregate 

demand curve (IS-MP intersects with Phillips curve). 
45  The von Neumann-Morgenstern utility theorem shows that a rational decision-maker faced with 

probabilistic outcomes of different choices behaves as if she is maximising the expected value of her objective 

function.  
46 The loss function implies that society is better off when inflation and output growth are stable and close to 

targets. It corresponds to reduce uncertainty and guarantee macroeconomic stabilisation, in an imperfect 

world where risks cannot be insured as a result of incompleteness of financial market and mean/variance 

preferences.  



 

 

92 

its zero target, while the second term represents the output gap, namely, the difference 

between the output growth and its target (      ̂).47 It is reasonable to assume that 

the bliss point  ̂ is strictly positive – this is, in fact, the source of the time-inconsistency 

problem that may occur when policymakers have an incentive to inflate the economy, 

because the labour market is distorted by taxes or by labour unions which keep real wages 

above the market clearing level (Barro and Gordon, 1983). Both deviations are squared in 

order to accumulate negative and positive values as well as to emphasise larger deviations, 

while allowing the loss to never go negative.48 Minimum welfare loss is attained when 

inflation and output hit their target levels, such that    ̂ and y =  ̂.  

Finally, parameter   indicates the relative importance attached by the monetary 

authority to the real target with respect to the other objective of monetary policy, inflation 

targeting; and it is assumed to be:      . In other words, the convex formulation of 

the loss function along with the availability of a unique policy instrument implies that the 

policymaker desires to stabilise output to some extent, at the cost of destabilising inflation. 

Observing Figure 2.1, one can note that this formulation produces a set of loss ellipses 

centred on the bliss point ( ̂  ̂), which will be (i) vertically-oriented for the monetary 

authority with higher aversion to inflation (  < 1), or (ii) horizontally-oriented in case of 

higher aversion to unemployment (  > 1), or eventually (iii) perfect circles if the same 

weight is placed on output and inflation deviations      .  In the extreme cases: 

  {
                    

 

 
    

  

         
 

 
    

    
  

          (2) 

                                                           
47 The zero-target assumes that the best that monetary policy can do to support long-term growth of the 

economy is to maintain price stability. For authors such as Feldstein (1997), price stability involves a long-run 

inflation rate of zero, whereas Mishkin (2001) argues against a target of zero inflation on the grounds that it 

invites financial instability and pronounced contractions in the real economy resulting from periods of 

deflation. Hence, Mishkin agrees with Alan Greenspan’s definition of price stability as a “rate of inflation that is 

sufficiently low for households and businesses not to have to take it into account in making everyday 

decisions” (2001), and suggests that, in practice, any rate of inflation between 0 and 3 percent would satisfy 

this definition. 
48 The negative side of this formulation is that it equalises under- to over-shooting of targets, although their 

distinct impact.  
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All variables represented in the model are expressed in log differences.49 

Figure 2.1 The monetary authority’s preferences   in the output-inflation space 

Timing The model solution depends on the sequence in which decisions are taken. 

First, assume rational and forward-looking firms determine prices and nominal wages 

before observing the course of the economy and less frequently than the monetary 

authority can choose the exchange rate.50 Therefore, in order to maintain their relative 

profit stable, price-setters must anticipate both nominal and real disturbances without 

actually observing any of them. The expectations behaviour is summarised by the pricing 

equation that follows:  

                        (3)  

                                                           
49 Lower-case Roman letters are first differences in natural logarithms. Logarithmic transformations are 

preferred for many reasons. First, it converts a product into a sum of variables, which is easier to deal. Second, 

a logarithmic transformation is strictly monotonic in the sense that all properties of the original function are 

retained. Third, the log difference of a variable also approximates the growth rate of that variable. 
50 Calvo (1983)’s original formulation assumes that in each period, only a fraction of imperfectly competitive 

firms, randomly chosen, can reset their selling prices.  
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where      is the expected exchange rate, and   consists of random shocks to aggregate 

demand, and it is assumed by the public to be normally distributed with zero mean and 

strictly positive but finite variance, such that     iid (0,     . Thus, rewriting (3): 

                    (3a) 

The monetary authority, on the other hand, sets the actual exchange rate after 

observing both prices and shocks. This multiple-stage timing (see Figure 2.2), along with 

staggered prices, provides policy-makers with the possibility to temporary determine the 

real exchange rate and affect aggregate demand conditions by managing e. As long as the 

central bank can re-optimise each time, additional periods are irrelevant. 

Figure 2.2 The sequence of events  

Modelling Economic Sanctions The most salient feature of this research is to allow 

the model for explicit treatment of political antagonism between the anchor and the client 

into the standard 3-equation open economy model, with the purpose of analysing the 

optimality of the exchange rate choice in the presence of uneven and conflicting anchor-

client political relations. In order to express this political dimension in purely economic 

terms, this study makes use of the concept of sanction, defined herein as a country’s 

discriminatory policy choice to transmit welfare-reducing, ‘beggar-thy-neighbour’ 
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spillover effects of some kind to a target (Eyler, 2007; Hufbauer, 2007). 51 Some research 

on the subject is presented first to justify the model’s criteria. 

Looking at the tiny strain of applied literature on the subject, Israeli policy restrictions 

are often overlooked - see the CGE developed by Astrup and Dessus (2001), then improved 

into a dynamic general equilibrium model (Astrup and Dessus, 2005). Botta and Vaggi 

(2002) build on the alternative Post Keynesian tradition and incorporate political 

restrictions as iceberg costs, which represent a fixed share of Palestinian output that is 

irremediably lost due to these restrictions and so reduce the quantity of output Palestinian 

firms actually bring to market.52 Furthermore, UNCTAD (2006) builds a macroeconomic 

model to simulate the Palestinian economy and treat sanctions as border closure days that 

determine the level of Palestinian employment and participation rate, international trade, 

and investment. Similarly, Eltalla and Hens (2009) simulate a general equilibrium model 

for Palestine, in which they also treat sanctions as additional barriers to trade that 

increase the costs of supplying goods to the domestic and foreign markets as well as of 

importing:  

“The restrictions… limit producers’ access to imported inputs needed to 

maintain the capital stock or to produce goods, and block their access to local 

and international markets. Loss in income due to the restrictions constrains 

output from the demand side; uncertainty and the higher cost of imported 

inputs constrain output from the supply side.” (Eltalla and Hens, 2009, 

paragraph 3) 

                                                           
51 For instance, an export sanctions reduces revenue specific to the sender’s production, an import sanction 

reduces the supply of good originating from the target only, and limited to the proportion destined to the 

sender. In the financial sphere, credit sanctions reduce the amount of borrowing or lending originating from 

the sender, if it is the target’s net creditor, while debit sanctions reduce income flows from the sender to the 

target for past borrowing.  
52 Iceberg transport costs are one of the main ingredients of modern trade and economic geography models: 

transport costs are modelled by assuming that a fraction of the goods shipped “melts in transit”. They were 

introduced by Samuelson in 1954 and later developed by Krugman. 
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On the whole, it seems that the short run economic effects of unpredictable sanctions 

include not only the disruption of trade, but also lost earnings by rWBGS workers in Israel, 

while the long-run prospects of closures creates an environment of uncertainty.  

In a more general framework, Alesina and Stella (2010) envisage a way of modelling the 

impact of crises in exchange rate ‘rule versus discretion’ decisions: 

 “We can think of the former [crisis] as a situation in which the environment 

summarised by the shock   turns extremely negative, that is a very low 

probability event with a large and negative realization of; a war, or, more 

interestingly given recent events, of a major financial crisis. An alternative way 

of thinking of a crisis is an increase in the variance of the shock". (Alesina and 

Stella, 2010, p. 10)  

Combining the aforementioned approaches, restrictions are represented in the 

extended 3-equation model as unanticipated shocks that depress both aggregate demand 

(i.e., lower disposable income, government spending, and exports), and supply (i.e., 

increased costs of raw materials and intermediate goods for production). Notably,  this 

representation still provides lower-bound estimates of the total impact of Israeli 

sanctions, given the latter do not only use closures of trade and labour flows, but also 

impact on the administrative, legal, educational – among others - spheres of the rWBGS 

society. 

Therefore, let   be a random variable that measures economic sanctions, which by 

definition are adverse demand and supply shocks of varying magnitude to the target, such 

that they carry extra variance with no correspondence to actual economic conditions.  

z    iid ( ,   
       with  cov(   u*) = cov(z  u) = 0    (4) 

The New Keynesian Phillips Curve under Sanctions In this open economy subjected 

to economic sanctions, the risk-averse social planner minimises Le with respect to e, given 

the supply and demand constraints described in equations (5) and (6).  
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                          (5) 

 (5) is a variant of the New Keynesian Phillips Curve which defines domestic inflation over 

the change in domestic price-setting ( ), and in imported goods’ prices - where the latter 

consists of aggregate demand conditions ( ), on imported inflation or tradables’ prices 

(  ), and on increased input costs due to sanctions ( ). While the cost-push component of 

inflation (    ) is derived from Gordon’s triangle model of inflation (1984, 2013), such 

formulation of the Phillips Curve remains New Keynesian in spirit given that domestic 

inflation still depends (i) on price-setters rational expectations (Calvo, 1983), and (ii) on 

demand conditions, i.e. changes in the nominal exchange rate.53 Finally, the slope 

parameter of the Phillips curve ( ) is a function of the underlying model’s parameters, 

including the relative weight of tradables in the consumer basket.54 

The IS Curve under Sanctions Secondly, the IS curve below is a log linearisation of the 

Euler equation that describes the intertemporal allocation of consumption of agents in the 

economy. 

    ̅                   (6) 

Equation (6) relates the rate of growth of output demand to nominal (   ) and real ( ) 

factors. The first term on the right-hand side  ̅ represents the exogenous or “natural” rate 

of output growth at full employment of resources (for simplicity  ̅   , and so  ̅   ̂). The 

second term (   ) stands for the aggregate demand component conditioned by the real 

exchange rate (i.e., terms-of-trade shocks), which means that output expands (contracts) 

as a consequence of nominal changes, while price expectations remain fixed. Lastly, the 

stochastic component of aggregate demand ( ) is interpreted as to capture the SOE 

assumption, and so it consists of idiosyncratic shocks ( ), as well as of shocks (  ) and 

                                                           
53 Consistently to New Keynesianism, inflation is described as a demand-pull, exclusively monetary process. No 

role is given to inertial inflation, despite sticky prices are assumed in the short term. 
54 The hypothesis that the slope of the short-run Phillips curve is positively related to trade openness is 

suggested by open economy models incorporating short-run price stickiness, for example Romer (1993).  
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sanctions ( ) originating in the foreign economy, and passed on the domestic economy 

through channels of international business cycle transmission (  ), as in equation (7).55  

Following this logic, the real AD shock   and the IS curve (6) become respectively: 

         
       where     iid [ ,      

        
                (7) 

                
       where               (6a) 

In particular, let    be such that:  

(i) the channel has a pro-cyclical effect that stimulates the two countries’ business cycle 

synchronisation – therefore,    > 0. For instance, an adverse shock to the foreign country 

will reduce demand for domestic labour and goods, thereby decreasing aggregate demand 

at home;56 and, 

(ii) the size of the channel is increasing in the degree of exchange rate fixity between the 

countries ( ) - this assumption is in line with the endogenous OCA theory and evidence, as 

explained in Section 2.2.1. In light of the fact that sanctions are also transmitted to 

domestic aggregate demand through the channels of international business cycle 

transmission, their effect is increasing in the degree of exchange rate rigidity ( ), too (see 

previous chapter’s Section 4.7). Stated differently, the adoption of a hard peg, by 

amplifying the trade and labour channels of transmission of foreign conditions onto the 

target economy (  ), empowers the anchor that is willing to send economic sanctions 

(barriers to trade and labour). 

                                                           
55 The Israeli and Palestinian economies accordingly form a suitable small-large country pair. Also, this 

simplification is justified by the fact that economic relations between the rWBGS and third countries are 

negligible because heavily limited by Israeli occupation policies. 
56 The empirical literature on the determinants of business cycle synchronisation so far has identified that 

most of leader-follower economic interaction generally occurs through trade and financial openness (Frankel 

and Rose, 1997); where the latter is related to the effects of the foreign interest rate on the level of capital flows 

of the associated country. However, since financial markets are not sufficiently developed in low income areas 

like the rWBGS, it is more meaningful to account for workers’ remittances as a channel of business cycle 

transmission (Barajas, 2012).  
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This system of equations includes the main tenets of New Keynesian macroeconomics, 

in that it describes an equilibrium configuration toward which the economy will return 

following any short-term disturbance in aggregate demand. Exchange rate policy is 

neutral on the supply-determined long run, but effective in the short run under the sticky 

prices assumption. 

3.1 Solving the Model  

At this point, a number of possible exchange rate policy rules (r) are proposed to close 

the system: (i) FLEX: flexible exchange rate, or managed float, (ii) SR: simple and non-

contingent rule, (iii) CR: commitment to a contingent rule, and (iv) CS: adopting the 

leader’s currency, or currency substitution. On the whole, the monetary authority goal is 

to find an exchange rate regime that buffers real shocks, while also preventing the rise of 

excessive nominal volatility. 

Symbol Meaning 

Lr Social loss 

y Output growth 

   Inflation 

ϕ Monetary authority preference on real target 

p Domestic prices 

ε Aggregate demand shock 

u, u*
 Domestic aggregate demand shock, Foreign aggregate demand shock 

z Economic sanctions 

σ2 Shock’s variance 

r Degree of exchange rate rigidity 

e Nominal exchange rate 
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μ Degree of openness 

    
Procyclical channels of bilateral business cycle transmission, whose extent 
depends on the degree of exchange rate regime rigidity (r) 

  
 Exchange rate shooting  

Table 2.1 Legend of symbols 

(i) Floating Exchange Rate:                         

Solving the model under a flexible regime implies that the choice of the exchange rate is 

endogenous. The policymaker discretionarily determines the value of e that minimises 

nominal and real volatility as in (1). Moreover, having observed both the price-setting and 

the shock ε, she selects an exchange rate that is contingent on the realised value of y and  . 

Minimising this expression through the substitution method – rearranging the constraints 

(5) and (6) in (1) - one can rewrite the objective function: 

        
 

 
                                

       ̂        (1a) 

Solving for e yields:57 

          ̂              
         

      
   

      
  

          (8) 

where                                        

First, one can interpret parameter    as being the exchange rate shooting to aggregate 

demand conditions, which is positively related to the planner’s weight on real target (Ф), 

and decreasing in the economy’s degree of openness (μ). Second, given the parameters 

involved in the equation for an optimal exchange rate are positive by definition, it is 

                                                           
57       is calculated as the value that minimises the loss function in (1), using the Lagrangian multiplier. The 

derivative ∂L/∂e takes value zero at the constrained minimum of the function. The optimal value of exchange 

rate results from calculating the derivative using the chain rule, setting the resulting expression equal to zero, 

and solving for e. 
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possible to extract the following comparative statics by looking at the partial derivatives of 

each variable of interest.  

         ̂⁄                      (9) 

An expansionary strategy is associated to a temporary boost attained through exchange 

rate devaluation; and,  

                                (10) 

The policymaker reacts to real AD shocks of any origin by compensatory exchange rate 

movements. For instance, an adverse shock is met by currency devaluation: when 

domestic prices are sticky, and thus change at best slowly in response to shocks, a 

devaluation of the exchange rate is necessary, given it reduces the price of tradable 

goods at precisely the moment that demand for them has fallen and, therefore, partially 

offsets the effect of the negative shock – assuming the Marshall Lerner condition holds 

(Krugman et al., 2011). 

           
   

                (11) 

 If the weight on the real target is high enough (such that     , then expected 

inflation is accommodated by a devaluation to combat trade imbalances. Otherwise, in 

case inflation targeting is the primary goal (such that     , then an increase in home 

prices will be corresponded by an evaluation to keep inflation down.58 This result is a 

novelty with respect to other similar papers, like Devarajan and Rodrik (1991). 

           
         

               (12) 

 The net response of the exchange rate in the wake of economic sanctions is also 

ambiguous. This is due to the fact that an adverse AD shock causes the exchange rate to 

lose value, while the opposite occurs if the adverse effect on AS dominates. 

                                                           
58 An evaluation tends to cause lower inflation because (i) import prices are cheaper and export prices more 

expensive; (ii) lower AD leads to lower demand-pull inflation. 
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Under rational expectations, domestic price-setters take into account the social 

planner’s behaviour, as captured by equation (3). By plugging       into (3a) and then 

taking expectations, one derives: 

                =             ̂                  (13) 

Equation (13) says that setting higher targets of growth generates domestic inflation, 

because informed price-setters want to protect themselves against currency depreciations 

that erode their relative prices. Therefore, they set an inflationary mark-up (  

          ̂  < 1) that gives the inflation-averse policymaker (   ) a disincentive to 

stimulate output in absence of disturbances. In contrast, the mark-up is inexistent in case 

the monetary authority cares only about inflation, not being tempted by temporary boosts 

(   ). Noticeably, the second component of expected inflation under flexible rates is 

negative, due to price-setters expecting exchange rate evaluation (devaluation) in response 

to increased (decreased) prices of tradables. 

After substituting (13) into (8), one can calculate the equilibrium exchange rate given 

expectations, with resulting growth (14) and inflation (15):  

                   ̂                             
         

        (8a) 

                             
           

             (14) 

Discretionary policy allows the economy to alter the real exchange rate in the face of 

unanticipated disturbances, and hence to smooth output. For any value of   and  , the 

multiplier         attached to the real AD shocks in (14) must be a value comprised 

between 0 and 1, which means that cyclical fluctuations under this regime are partly 

absorbed due to the exchange rate shooting (  ). As a consequence, expected output 

growth is stable:              
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             ̂                                     (15) 

On the cost side, inflation is above target on average – such that, E(               ̂ - 

and consistently volatile. Actual and expected inflation are higher the higher the weight on 

the real target in the loss function  , and the larger the target rate of output  ̂. The public 

understands the incentive of the policymakers to achieve a higher employment target, by 

devaluing the currency, and so set higher prices. This type of Phillips curve dilemma means 

that the more inflation-averse central bank, which presents a set of relatively flat 

indifference curves (horizontal in the extreme case,     – see Figure 2.1), will be 

prepared to sacrifice a larger fall in output.   

The effect of sanctions in unambiguous in both cases: it depresses growth while 

increasing inflation. 

(ii) Simple and Non-Contingent Rule:     =                  0 

The simple rule, which corresponds to pegging the value of the domestic currency to a 

nominal anchor (such as the US dollar or a basket of foreign currencies), is such that: 

            =      0           (11) 

Nevertheless, in the event the market participants expect the simple rule and keep 

domestic prices unchanged, the planner has an incentive to deviate from it cheating on 

public expectations, and to choose instead an exchange rate contingent on realised 

economic conditions. 59  

A policy rule that credibly commits the monetary authority to the pre-announced 

inflation path would solve the time-consistency problem: two popular mechanisms are 

examined below.  

                                                           
59 The associated cost of cheating is given by the fact that for a certain number of periods price-setters will not 

believe the monetary authority follow the rule in spite of public proclaims, and the economy will then revert to 

the discretionary equilibrium. “The enforcement is namely the difference in utility between a certain number 

of periods of discretion instead of the rule” (Alesina and Stella, 2010). The simple rule is thus unsustainable in 

a multi-period structure (Kydland and Prescott, 1977; and Barro and Gordon, 1983).  
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(iii) Contingent Rule:     =                 

The contingent rule refers to a very independent monetary authority with no incentive to 

boost output growth through monetary policy instruments, such that it sets  ̂     . 

Thus, the time-consistency problem posed by the continual temptation to deviate is 

eliminated (Alesina and Stella, 2010). Nevertheless, this regime allows a rich exchange 

rate reaction to random shocks. 

                              
       

    z      (12) 

                                 
         

           (13) 

                                       (14)  

The gain of this regime is that average inflation achieves the zero-target, whereas both 

nominal and real volatility remain at the level of the flexible regime. 

(iv) Currency Substitution:     =    
   

Assume, now, that the monetary authority announces it will adopt the currency of its 

main economic partner, and doing so it fully and irrevocably delegates its monetary policy 

to the anchor’s conservative central banker who is known60 to follow a contingent rule of 

the form presented in (12).61 It must be noted that the anchor is neither a SOE nor a price-

taker, and that its objective function does not aim to the welfare of the country of interest. 

Therefore, by adopting the anchor currency, the monetary authority accepts the foreign 

exchange rate rule (   
 ): 

    =    
                     

            (15) 

                                                           
60 The analogy with the Bank of Israel, in this case, is appropriate. The NIS is in fact ruled by a floating regime, 

in which the BoI is fully committed to inflation targeting (BoI, 2007) 
61 Note the analogy and the difference with a simple exchange rate rule. The choice of abandoning the simple 

rule and returning to flexibility is much less costly, institutionally, than abandoning a currency union. So, 

currency substitution is a potential solution to the time-consistency problem, in that it prevents the monetary 

authority to override the rule. 
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The exchange rate shooting under currency substitution (15) completely ignores domestic 

shocks (u) and sanctions (z), and only responds to foreign aggregate demand shocks (  ) 

and imports’ prices (   ). Assuming for convenience that the latter coincides with the 

imports’ prices of the domestic country (      ),62 the resulting inflation and output 

growth rates at equilibrium will be: 

        
              such that             (16) 

     (      
                 such that                 

   (17) 

In (17), domestic output growth depends on foreign country’s disturbances as in the 

previous cases, with the difference that these can be now partly absorbed through the 

anchor’s exchange rate shooting (  
 ). The exchange rate introduces a countercyclical 

interaction between business cycles: for instance, positive shocks in the anchor country 

result in both a contraction of domestic output through the exchange rate channel (  
 ), 

and an expansion (through pro-cyclical effects on trade and labour (   ); the final effect 

will depend on which channel prevails. The anchor country, on the other side, remains 

completely unaffected by the currency union.  

3.2 Welfare Comparison 

By assumption, the optimal exchange rate rule is the one that minimises the social loss 

function, defined over the variance of output growth and inflation, conditional on 

information available at the beginning of the short run, when neither the AD shock nor 

prices are determined yet. The policymaker faces a choice: it may either follow a 

discretionary policy (FLEX), managing the optimal exchange rate at every period, or it may 

adopt the currency of its main economic partner (CS) - while a simple or a contingent rule 

of inflation targeting are assumed to be unsustainable, given no central bank independence 

                                                           
62 Israel and the rWBGS form a custom union, which means a common external tariff, excluding a list of goods 

as specified in the Paris Protocol; 



 

 

106 

or credibility, for time inconsistency reasons. As a result, the choice is portrayed quite 

simplistically as between a completely fixed exchange rate regime and a fully flexible one, 

as in Table 2.2 below. 

 Inflation (π) Output (y) 

FLEX 
       ̂                                 

                                   
  

CS     
       (      

               

Table 2.2 Equilibrium outcomes under alternative policy regimes 

To begin with, it can be observed below that while the equilibrium exchange rate under 

flexibility reacts to sanctions (8a), in the alternative case of currency substitution (14) the 

exchange rate policy is independent on domestic circumstances. 

                   ̂                             
         

        (8a) 

    =    
                     

             (18) 

Maintaining the OCA-endogeneity assumption - that            - as well as holding all 

parameters of interest as comprised in the interval [0, 1], the optimality of a given regime 

depends on a series of conditions derived from equations (19, 20, 27, 28). The following 

paragraphs focus on the real and the nominal volatility separately, with the purpose to 

examine how each objective of the monetary authority varies depending on the regime.  

3.2.1 Conditions for Optimal Real Volatility  

The output growth variance under both regimes with economic sanctions is presented 

below:   

  
              

 [        
                                 

 ]  (19) 
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     (20) 

Under both regimes, output growth volatility is determined by domestic and foreign 

shocks’ variance, including the impact of economic sanctions; however, all components are 

channelled differently, depending on the exchange rate regime. The comparative statics 

below put in evidence, through a series of lemmas, how the exchange rate solves its 

function of output stabiliser against real shocks, under alternative regimes.  

Lemma 1 A flexible exchange rate always absorbs domestic AD disturbances better than a 

fixed exchange rate under currency substitution. 

   
                  

  =                    (21) 

Under flexibility, AD shocks of any source are partially absorbed by the exchange rate 

counter-effect. In fact, whatever the value of the underlying parameters, the multiplier 

term under flexibility is always positive and comprised in the interval [0, 1]. In other 

words, floating exchange rates allow absorbing domestic real shocks through a tailored 

exchange rate policy. The exchange rate cushion effect against all sources of real shocks is 

increasing in the weight on real target and decreasing in the degree of openness.  

   
                       (22) 

Domestic shocks are not mitigated by exchange rate policy under currency substitution. 

Lemma 2 The exchange rate under currency substitution is able to smooth foreign AD 

shocks better than flexible rates if and only if the imported countercyclical exchange rate 

policy is able to effectively offset the pro-cyclical international transmission of business cycle. 

   
                   

       
          (23) 
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The flexible regime absorbs foreign innovations through a factor comprised in the 

interval [0, 1], that is lower than the buffer against domestic real shocks. The larger the 

international shock transmission through trade and labour flows, the higher the real 

volatility from foreign sources. 

   
                  

              (24) 

The same type of adjustment under currency substitution depends, instead, on the 

relative value of the counter-cyclical cushion (  
 ) imported from the anchor, with respect 

to the pro-cyclical channels of business cycle transmission (   ). In line with the renowned 

Mundell-Fleming model, floats are still the most effective choice to contrast real shocks. 

However, the impact of foreign shocks on the client economy may be low, even close to 

zero, if the anchor’s exchange rate cushion is effective domestically (i.e.,   
  approaching 

   ); the impact will be strong otherwise.  

Lemma 3 The exchange rate under currency substitution is able to smooth real volatility 

better than floating rates if and only if the client country imports a counter-cyclical policy 

from the anchor.  

   
                              

        (25) 

It can be verified with simple algebra that the flexible regime absorbs covariance 

between domestic and foreign disturbances through a factor comprised in the interval [0, 

1]: that is, for any relative value of the transmission channels, the covariance term always 

impacts positively on real volatility under a flexible regime. Thus, the higher the covariance 

between cycles, the higher the real loss. 

   
                 =        

            (26) 
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The whole effect of the covariance depends on the effectiveness of   
  relative to the 

other channels of transmission    , and on which channel dominates. The joint effect of the 

two channels can be equal to zero (whenever the exchange rate effect perfectly 

counterbalances the transmitted foreign disturbance:     =   ),63 or it can be positive (in 

case the pro-cyclical channels dominate:     >   ) or negative (whenever the 

contractionary effect of the exchange rate channel prevails:     <   ). Therefore, the 

mechanism necessary to minimise covariance under currency substitution occurs if one of 

the following conditions is fulfilled:  

a)                        : shocks’ covariance is positive, provided that the 

dominant transmission occurs through the exchange rate shooting, and so it is 

countercyclical; or, 

b)                        : business cycles are out of phase - such that the 

covariance terms enter negatively in equation (19), but trade and labour flows 

dominate the exchange rate effect - such that the joint effect of business cycle 

transmission is pro-cyclical.  

3.2.2 Conditions for Optimal Nominal Volatility  

Modelling inflation as both a monetary and a real phenomenon implies that the 

equilibrium inflation rate is affected not only by demand growth in excess of the natural 

growth rate, but also by supply shocks. Therefore, in the presence of sanctions, each 

regime produces inflation volatility as follows: 

  
        =     

 [        
                                 

     (27) 

  
      =      

       
            (28) 

                                                           
63 The first case corresponds to an automatic and complete mechanism of adjustment in place under currency 

substitution. 
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Lemma 4 In a small open economy, currency substitution is the most effective regime to 

minimise nominal volatility in spite of economic sanctions. 

By comparing equations (27, 28) above, nominal volatility appears to be higher under a 

flexible regime. However, it should also be observed that the discrepancy across regimes 

diminishes with a negative covariance between foreign and domestic shocks: a negative 

correlation between the business cycles of the two countries helps offsetting the demand-

pull inflationary pressure that comes from both sides. 

Lemma 5 Under currency substitution, in presence of economic sanctions, inflation and 

inflation volatility are expected to be permanently higher than the anchor’s rate. 

Modelling sanctions as unexpected adverse shocks to both aggregate demand and 

aggregate supply implies that they generate inflationary pressures, which are positively 

associated to the home economy’s degree of openness ( ), regardless of the underlying 

regime. Therefore, one can conclude that, in contrast to the canonical beliefs behind the 

case for currency substitution, price stability does not converge towards the anchor in a 

world with economic sanctions. In fact, the difference between the client and the anchor’s 

inflation is positive and related to sanctions:  

                       (29) 

Lemma 6 With exclusive respect to the domestic response to economic sanctions, 

exchange rate flexibility is preferred to currency substitution whenever the OCA endogeneity 

assumption holds. 

The model suggests that economic sanctions act as an additional external source of real 

and nominal variability, which is nonetheless independent from the economic 

disturbances (the covariance term is indeed unchanged).  

On the real side, the model has found that the negative effect of economic sanctions on 

output differs across regimes:                            , and             . 
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So, flexibility is preferred in terms of real output growth, whenever:  

                                              (30) 

Or, in terms of volatility: 

   
           

     
         

           
               

   (31) 

While the flexible regime can smooth the real impact of sanctions depending on the 

weight given by the monetary authority to the real target, under currency substitution the 

real effect of economic sanctions is not mitigated to any extent, and it can go as far as the 

channels of international business cycle transmission allow.  

On the nominal side, given the inflationary effect of economic sanctions (          

            ; and           ), one can state that flexibility is preferred in terms of 

nominal stability, whenever: 

                                     < 1     (32) 

   
          

 ⁄     
        

 ⁄       
                  (33) 

Thus, the impact of sanctions, expressed in terms of   
 , on nominal volatility is higher 

under currency substitution if   
              - which is often the case if parameters 

are, as supposed, comprised in the interval [0, 1].  

Finally, adding up real and nominal effects of sanctions, it follows that flexibility 

minimises the macroeconomic loss derived from economic sanctions whenever the OCA 

endogeneity assumption holds. In mathematical terms:  

             

  
 

         

  
                     (34) 
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IV. Concluding Remarks 

Shekelisation is defined as an asymmetric currency union that coexists with an 

unbalanced power structure and political antagonism between the anchor and the client. 

The theoretical justification for such a loss of monetary sovereignty stands still in the 

modern macroeconomic literature, whereas the presence of political antagonism is a 

challenge not yet satisfactorily confronted by the profession. This research aimed to 

contribute to the debate over the optimal exchange rate regime by examining theoretically 

the macroeconomic implications of a New Keynesian economy adopting a foreign currency, 

in the presence of political antagonism with the anchor country.  

In the simple language of conventional Flexibility versus Credibility models (this 

chapter has referred to the works of Persson and Tabellini, 1990; Devarajan and Rodrik, 

1992; Lohmann, 1992; Frankel, 1995; Edwards, 1999; and Alesina and Stella, 2010), 

currency substitution is recommended in terms of increased financial credibility at the 

expense of business cycle flexibility: when nominal shocks (i.e., debt monetisation, high 

inflation) are significant, hard pegs are represented as the ultimate solution to price 

stability, in such a way that the gain compensates the increase in the short-run real 

volatility loss.  

The proposed highly stylised theoretical model can be distinguished from extant 

literature for having incorporated one particular dimension of international politics 

between the anchor and the client, and it ultimately identified a series of optimality 

conditions that account for this usually neglected issue. By doing so, the chapter reached a 

few important analytical conclusions on the choice of the most appropriate regime under 

these particular circumstances. 

The first distinctive finding relates to currency substitution as a real stabiliser. Lemma 1, 

2 and 3, while confirming the general belief (see the Mundell-Fleming or the AA-DD model) 

that provides no flexibility against real shocks, also assert that it can eventually offer an 



 

 

113 

optimal source of real stability to the extent that the client imports the core economy’s 

countercyclical exchange rate policy as much as it assimilates the foreign shock – and in 

the presence of symmetry between foreign and domestic disturbances. This occurs 

because the anchor monetary authority responds to its own business cycle variation only.  

By contrast, whenever the shocks affecting the associated economy are asymmetric 

with respect to those affecting the core economy, shekelisation will be preferred only if the 

pro-cyclical channels of international business cycle transmission dominate the exchange 

rate effect. All in all, the optimal condition for currency substitution remains the existence 

of a countercyclical transmission between the client and its anchor, which basically means 

either (i) to face common shocks with the associated economy, whenever the home 

country is sufficiently responsive to the anchor’s exchange rate policy, or (ii) asymmetric 

shocks otherwise. The intuition is presented by Carrera et al. (2000) as follows: if both 

countries were in recession when their cycles are synchronised, and the pro-cyclical 

channels dominate the exchange rate channel                                       

   - the fall in domestic exports and employment (due to reduced foreign demand) would 

accentuate domestic recession. In this case, currency substitution implies relinquishing an 

instrument to reduce real volatility. In contrast, if the foreign economy is expanding while 

the domestic one is in recession                          and still pro-cyclical channels 

have a larger size        - the increase in the foreign demand for goods and labourers 

could smooth domestic recession, and viceversa. However, in case of asymmetric shocks 

and a stronger exchange rate channel – that means              along with        - 

the countercyclical policy imported from the foreign monetary authority would only 

increase the downturn at home, such that currency substitution would imply losing the 

possibility of using a domestic tool either to practice countercyclical (expansive, in this 

case) policies or to compensate for the change (decrease, in this case) in the foreign 

exchange rate. 
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What effect has shekelisation on sanctions’ effectiveness – and, so, on the maintenance 

of unbalanced power distribution? Sanctions’ impact on macroeconomic volatility is 

always positive but the difference across regimes is ambiguous. On the real side of the 

economy, the occurrence of sanctions may render currency substitution even less 

sustainable: the real effect of economic sanctions is not mitigated to any extent in the 

absence of a national currency, and it can go as far as the channels of international 

business cycle transmission allow – assuming OCA endogeneity (         ) holds. A 

flexible regime is, in turn, more attractive in case of sanctions the higher the exchange rate 

policy effectiveness in the presence of a national currency (  ) and, so, the higher the 

weight given by the monetary authority to the real target (Lemma 4).64 With respect to 

nominal volatility - given sanctions act as adverse aggregate supply shocks, too, which 

generate inflationary pressures – flexible exchange rates provide a better stabiliser to 

increasing prices if the channels of international transmission are not too large, such that 

             .  

While flexibility is conventionally preferred in terms of real stability and fixity is 

preferred in terms of nominal stability, the occurrence of economic sanctions may change 

the optimality conditions by making flexibility more attractive than usual. In a sanction-

augmented world, flexible rates are better stabilisers whenever the ‘endogeneity’ 

assumption (         ) holds (Lemma 6), and covariance between business cycles is 

negative (Lemma 3). In light of the fact that sanctions are real shocks transmitted to 

domestic aggregate demand through the channels of international business cycle 

transmission, their effect is increasing in the degree of exchange rate rigidity (r). Stated 

differently, the adoption of a hard peg, by amplifying the channels of transmission of 

foreign conditions onto the target economy (  ), empowers the anchor that is willing to 

send economic sanctions. 

                                                           
64

             ; 
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Another important conclusion stemming from Lemma 6 is that political rivalry 

between client and anchor strongly differ from the type ‘client-third country’ – in terms of 

currency substitution desirability – because of the ‘OCA endogeneity’ assumption 

(         ). If one maintains that exchange rate fixity encourages bilateral interactions, 

then economic sanctions towards these bilateral channels will be stronger.  

Possibly the main result from the analytical model is that the nominal gain is not as big 

in the presence of unilateral economic sanctions as it would be otherwise (Lemma 5): 

domestic inflation and inflation volatility are expected to be permanently higher than the 

anchor’s rate. While in the conventional New Keynesian paradigm, inflation is a monetary 

phenomenon, and as such it could be effectively controlled through changes in the 

exchange rate, in the present extended version inflation is also the result of supply shocks 

that include economic sanctions; thus, neither a hard peg can be completely effective as a 

nominal anchor. This result is also in line with Aisen and Veiga (2006), who analyse a 

panel of 100 countries with GMM methodology and find that political instability and lack 

of economic freedom65 leads to higher inflation. The latter consideration implies that the 

net benefit from credibility-related gains minus flexibility-related costs is now lower than 

under standard circumstances. In spite of this, currency substitution must be still 

preferred in terms of nominal stability. 

The final answer to the relative desirability of shekelisation depends on the weight 

attached by the domestic monetary authority to the real target in her objective function. If 

the weight is high enough – meaning real shocks are the majority in the domestic economy, 

then real volatility loss will be perceived as relevant and unsustainable. Contrarily, 

whenever the real target is relatively less important than price stability, shekelisation will 

be optimal, regardless of the presence of sanctions. Assuming the significance of real 

shocks and sanctions in the Palestinian economy, it is likely that smoothing business 

                                                           
65 Aisen and Veiga (2006) associate “economic freedom with smaller governments, stronger legal structure and 

security of property rights, access to sound money, greater freedom to exchange with foreigners, and more 

flexible regulations of credit, labour and business”. (ibid.) 
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cycles through exchange rate be the primary interest for the monetary authority that 

wants to sustain both full employment and price stability. 

This study is deemed relevant in that it has stressed how political enmity within an 

asymmetric currency union may affect its members’ exchange rate policy decisions. 

Accordingly, it suggests taking qualitative factors into account in the determination of the 

present and future set of related policy choices. Policymakers in the rWBGS and likewise 

countries should be aware that it is essential to reform institutions with all influential 

variables considered, in a way that is deeply grounded in reality to create viable 

mechanisms conducive to short-run macroeconomic stability and long-run growth. These 

puzzling results, in fact, shall take the researcher to the following step, conceivably, a 

model to relate the exchange rate regime to long run economic growth. Another important 

item in the agenda for future research should allow the monetary authority’s exchange rate 

decision to be repeated and, particularly, to be possibly switching across periods. Less 

discrete set-ups and repeated interactions give rise to issues of credibility and reputation 

(see Kydland and Prescott, 1977; and Barro and Gordon, 1983), but they may also generate 

richer result. Now, the question is whether shekelisation is actually the best solution to the 

economy of the rWBGS, that is, if the inflation benefit has been large enough to offset real 

costs. 



 

 

117 

References 

Alesina, A. and Barro, R. (2001). Dollarization. American Economic Review 91(2): 381-385. 

-- (2002). Currency Unions. Quarterly Journal of Economics 117: 409-436. 

-- and Stella, A.  (2010). The Politics of Monetary Policy. NBER Working Paper 15856. 

-- Barro, R. and Tenreyro, S. (2002). Optimal Currency Areas. NBER Macroeconomics 

Annual 17: 301-345. 

Arnon, A. and Spivak, A. (1995). Monetary Integration between the Israeli, Jordanian and 

Palestinian Economies, BenGurion University of the Negev, Discussion Paper 95(11). 

Astrup, C. and Dessus, S., (2001). Trade Options for the Palestinian Economy: Some Orders 

of Magnitude, MENA and Economic Development Group, World Bank. 

--, S., (2005). Exporting Goods or Exporting Labor? Long-term implications for the 

Palestinian economy, Review of Middle East Economics and Finance 3(1): 39-61. 

Barro, R. and Gordon, D. (1983). Rules, Discretion and Reputation in a Model of Monetary 

Policy, Journal of Monetary Economics 12(1): 101-121. 

Bayoumi, T. and Eichengreen, B. (1992). Shocking Aspects of European Monetary 

Unification, NBER Working Paper 3949. 

Beidas, S. and Kandil, M. (2005). Setting the Stage for a National Currency in the West Bank 

and Gaza: The Choice of Exchange Rate Regime. IMF Working Paper 05/70. 

Broz, T. (2005). The Theory of Optimum Currency Areas: a Literature Review, Institute of 

Economics, Zagreb. 

Calvo, G. (1983). Staggered Prices in a Utility-Maximizing Framework, Journal of Monetary 

Economics, Elsevier, 12(3): 383-398. 

-- (2001). Fixing for your life, University Library of Munich, MPRA Paper 13873. 

-- (2002). Fear of Floating, Quarterly Journal of Economics 107: 379-408. 

-- and Reinhart, C. (2001). “Reflections on Dollarization” in Currency Unions, edited by A. 

Alesina and R. Barro, Stanford: Hoover Institute Press: 39-47. 

https://ideas.repec.org/s/pra/mprapa.html


 

 

118 

Carline, W. and Soskice, D. (2014). Macroeconomics: Imperfections, Institutions, and Policies, 

Oxford Press. 

Carrera, J., Feliz, M. and Panico, D. (2000). How Does Dollarization Affect Real Volatility and 

Country Risk?, Economica XLVI (2). 

Dellas, H. and Tavlas, G. (2009). A Optimum Currency Area Odissey, Bank of Greece, 

Economic Research Department. 

De Grauwe, P. (2007). The Economics of Monetary Union (eleventh edition), New York: 

Oxford University Press. 

-- and Mongelli, F. (2004). Endogeneities of Optimum Currency Areas: What Brings 

Countries Sharing a Single Currency Closer Together? ECB Working Paper 468. 

Devarajan, S. and Rodrik, D. (1992). Do the benefits of fixed exchange rates outweigh their 

costs? The Franc Zone in Africa, World Bank, Policy Research Working Paper Series 777. 

Dornbusch, R. (2001). Fewer Monies, Better Monies, American Economic Review 91(2): 

238-242. 

Edwards, S. (1999). “The Choice of Exchange Rate Regime in Developing and Middle 

Income Countries”, in Changes in Exchange Rates in Rapidly Development Countries: 

Theory, Practice, and Policy Issues, edited by T. Ito and A. Krueger, NBER-EASE 7: 9-28. 

Chicago: University of Chicago Press. 

-- (2001a). Dollarization and economic performance: an empirical investigation. Cambridge: 

NBER, Working Paper 8274. 

-- (2001b). Dollarization: Myths and Realities, Journal of Policy Modeling 23(3): 249-65. 

-- and Magendzo, I. (2003). Dollarization and Economic Performance: what do we Really 

Know? International Journal of Finance and Economics 8(4): 351-363. 

Eyler, R. (2007). Economic sanctions (first edition), New York: Palgrave Macmillan. 

Feldstein, M. (1997). EMU and International Conflict, Foreign Affairs 76(6): 60-73. 

Fleming, J. M. (1971). On Exchange Rate Unification, The Economic Journal 81: 467-488. 

Frankel, J. (1999). No Single Currency Regime is Right for All Countries or at All Times. NBER 



 

 

119 

Working Paper 7338. 

-- (2003). Experience of and Lessons from Exchange Rate Regime in Emerging Economies. 

NBER Working Paper 10032. 

Frankel, J. and Rose, A. (1997). The Endogeneity of the Optimum Currency Area Criteria, 

NBER Working Papers 5700. 

Friedman, M. (1953). “The Methodology of Positive Economics”, in Essays in positive 

economics, edited by M. Friedman. Chicago: University of Chicago Press, 3-43. 

-- (1968). The Role of Monetary Policy. American Economic Review 58(1): 1-17. 

Kenen, P. (1969). “The Theory of Optimum Currency Areas: An Eclectic View,” in Monetary 

Problems of the International Economy, edited by R. Mundell and A. Swoboda, Chicago: 

The University of Chicago Press. 

Krugman, P. and Taylor, L. (1978). Contractionary Effects of Devaluation, Journal of 

International Economics (8): 445-56. 

-- (1993). Geography and Trade. Cambridge, US: The MIT Press. 

-- Obstfeld, M. and Melitz, M. (2011). International Macroeconomics: Theory and Policy 

(ninth edition). London: Pearson Education. 

Kydland, F. and Prescott, E. (1977). Rules Rather than Discretion: The Inconsistency of 

Optimal Plans, Journal of Political Economy 85(3): 473-491. 

Gandolfo, G. (1992). “Monetary Unions”, in The New Palgrave Dictionary of Money and 

Finance, edited by P. Newman, M. Milgate, and J. Eatwell, London: Macmillan, 765-770. 

Ghosh, A., Gulde, A., Ostry, J. and Wolf, H. (1997). Does the Nominal Exchange Rate Matter? 

NBER Working Paper 5874. 

Giavazzi, F. and Giovannini, A. (1989). Monetary Policy Interactions under Managed 

Exchange Rate, Economica 56(222): 199. 

Goodhart, C. (1995). European Monetary Integration. European Economic Review 40: 

1083-1090. 

-- (1998). Two Concepts of Money, European Journal of Political Economy 14(3):  407-432. 

https://ideas.repec.org/s/nbr/nberwo.html
https://www.sciencedirect.com/science/journal/01762680


 

 

120 

Gordon, R. J. (1984). Supply Shocks and Monetary Policy Revisited, American Economic 

Review 74(2): 38-43. 

-- (2013). The Phillips Curve is Alive and Well: Inflation and the NAIRU during the Slow 

Recovery, NBER Working Paper 19390. 

Haussman, R. and Powell A. (1999). Dollarization: Issues of Implementation. Manuscript, 

BID. 

Hufbauer, G. (2007). Economic sanctions reconsidered, Washington, DC: Peterson Institute 

for International Economics. 

Horva th, R. and Koma rek, L. (2002). Optimum Currency Area Theory: an Approach for 

Thinking about Monetary Integration, Warwick Economic Research Papers 647. 

Levy-Yeyati, E. and Sturzenegger, F. (2001). Exchange Rates Regimes and Economic 

Performance, IMF Staff Paper 47. 

Lohmann, S. (1992). Optimal Commitment in Monetary Policy: Credibility versus Flexibility. 

American Economic Review 82(1): 273-286. 

Lucas, R. (1972). Expectations and the Neutrality of Money. Journal of Economic Theory 4: 

103-124. 

McKinnon, R. (1963). Optimum Currency Area. American Economic Review: 717-725. 

Melitz, J. (1991). A Suggested Reformulation of the Theory of Optimal Currency Areas, CEPR 

Discussion Paper 590.  

Mishkin, F. (2001). “Inflation Targeting”, in An Encyclopedia of Macroeconomics, edited by 

B. Vane and H. Vine, London: Edward Elgar. 

Mongelli F. (2002). New Views on the Optimum Currency Area Theory: What is EMU Telling 

Us? ECB Working Paper 138. 

Mundell, R. (1961). A Theory of Optimum Currency Areas, American Economic Review: 

657-665. 

Obstfeld, M. and Rogoff, K. (1995). The Mirage of Fixed Exchange Rates, Journal of 

Economic Perspectives 9(4): 73-96. 



 

 

121 

Paris Protocol on Economic Relations between the Government of Israel and the P.L.O. 

representing the Palestinian people (29 April 1994), in Gaza-Jericho Agreement Annex 

IV. Jerusalem: Israel Ministry of Foreign Affairs. 

Persson, T. and Tabellini, G. (1990). Macroeconomic Policy, Credibility and Politics (first 

edition), Amsterdam: Overseas Publishing Association. 

Peersman, G. and Smets, F. (2001). The Monetary Transmission Mechanism In The Euro 

Area: More Evidence From VAR Analysis, ECB Working Paper 91. 

Rogoff, K. (1985). The Optimal Degree of Commitment to an Intermediate Monetary Target, 

Quarterly Journal of Economics 100(4). 

Rose, A. (2000). One Money, One Market? The Effects of Common Currencies on International 

Trade, Economic Policy 15(30): 7–46. 

Taylor, J. (1993). Discretion Versus Policy Rules in Practice, Carnegie-Rochester Conference 

Series on Public Policy 39: 195-214. 

Takhtamanova, Y. (2008). Understanding Changes in Exchange Rate Pass-Through, Federal 

Reserve Bank of San Francisco, Working Paper 2008-13. 

https://books.google.co.uk/books?hl=en&lr=&id=GhVCUpg_WnoC&oi=fnd&pg=PR7&dq=Persson+and+Tabellini+(1990),&ots=Hq7IPwE_dF&sig=0N6rwQpf6IoCOWMikkee5rOF4FU


 

 

122 

Chapter 3 

 

 

Assessing Shekelisation: 

Empirical Evidence  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



 

 

123 

I. Introduction 

Is shekelisation the best exchange rate regime choice for the economy of the rWBGS in 

the output-inflation space? In order to gauge in empirical detail the macroeconomic 

performance of the rWBGS economy under shekelisation, this chapter employs 

econometric techniques to examine the nature of Palestinian business cycle fluctuations 

and inflation volatility in relation to its anchor, main economic partner, and political rival, 

Israel. To do so, the empirical analysis will test the tenets derived from the analytical 

model developed in the previous chapter. In particular, it will be examined whether the 

Palestinian economy of the WBGS under currency substitution has realised any gain in 

terms of real and nominal stability.  

Applied literature on Palestine’s shekelisation is not extensive, and data problems are 

the biggest obstacle for empirical research in the field. As in other low-income countries, 

most of the series related to the economy of the rWBGS are short and contain many 

structural breaks, making it hard to apply advanced statistical techniques. As a 

consequence of data issues, (i) most of the existing research related to Palestinian 

monetary policy relies on narrative, multidisciplinary analysis with no more than simple 

formal modelling; 66 and (ii) Palestine is regularly overlooked by comparative and panel 

studies on the topic (see Section II). Herein, in spite of the paucity of data, a robust 

econometric analysis is developed to address some important questions over the role of 

the exchange rate in absorbing macroeconomic volatility. In this respect, this research’s 

fundamental contribution is the empirical treatment of a currency area that has received 

little attention in the literature because of the tendency to focus on Latin America and 

Europe.  

The reminder of the chapter is as follows. Table 3.1 in the following page outlines the 

theoretical statements, with associated empirical objectives. In the first section, the 

                                                           
66 See Erickson Von Allmen and Fischer, 2001; Cobham, 2004; Armstrong et al., 2007; Karnovitz et al., 2010; 

Wazir et al., 2011.  Quantitative studies are presented in Section 2.1.  
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detailed description of the intricate data cleaning process will be reported. After that, a 

Vector Error Correction (VEC) model will be estimated to address the sources of output 

gap variability – Lemma 1 to 3 - and the significance of Israeli restrictions in the economy 

of the rWBGS – Lemma 6. The second part of the chapter will employ descriptive statistics 

of time series data to test the optimality conditions related to the nominal side of the 

rWBGS’ macroeconomy – Lemma 4 and 5. In conclusion, results from the empirical model 

will be interpreted through the political economy perspective that characterises the 

research as a whole, in order to evaluate the performance of a shekelised regime as shocks’ 

absorber and credibility source in the Palestinian economy of the rWBGS. 

 Lemma Objective 

 

1 

 

 

A flexible exchange rate always absorbs 

domestic shocks better than currency 

substitution. 

To estimate the contribution of Israeli 

relative to domestic shocks on the 

Palestinian output growth variance. 

2 

Currency substitution absorbs foreign 

shocks better than flexible rates, only if the 

imported exchange rate policy is able to 

offset the shock transmission. 

To study whether bilateral transmission is 

dominated by the exchange rate, the trade 

or the labour channel.    

 

3 

 

Currency substitution absorbs real volatility 

better than flexible rates, only if the client 

imports a counter-cyclical policy from the 

anchor. 

To calculate the contemporaneous 

Pearson coefficients of correlation 

between Palestinian and Israeli business 

cycles. 

4 
In a SOE, currency substitution is the most 

effective regime to minimise inflation 

volatility in spite of economic sanctions. 

Comparing the Palestinian CPI inflation 

rates with similar and neighbouring 

countries. 

5 

In presence of economic sanctions, 

domestic inflation is expected to be 

permanently higher and more volatile than 

the anchor’s rate. 

Comparing the Palestinian and Israeli CPI 

inflation rates, volatilities, and their cross-

correlation. Estimation of the Phillips 

Curve. 

6 

Flexibility is preferred in response to 

economic sanctions, if OCA endogeneity 

mechanisms are in place. 

To evaluate the significance of Israeli 

restrictions on Palestinian output growth 

and inflation volatility. 

Table 3.1 Theoretical lemmas and empirical objectives 
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II. Empirical Literature on Exchange Rate Regimes 

Empirical literature on the assessment of hard pegs, in general, and currency 

substitution, in particular, is extensive and a comprehensive review falls outside the scope 

of this chapter. However, there is a number of authors who conducted comprehensive 

multi-country studies, to investigate the historical record of several exchange rate regimes 

based on their impact on output growth and inflation, therefore adopting this research’s 

point of view. However, empirical analysis found it difficult to identify the exchange rate 

regime’s influence on macroeconomic performance, and so to make generalisations. 

In general, one set of studies showed that fixed exchange rate regimes achieve lower 

and more stable inflation compared to floating regimes, at the expenses of real 

macroeconomic objectives such as fiscal balance, competitiveness, and growth. In 

particular, Edwards (2001), Levy-Yeyati and Sturzenegger (2001), and Coudert and 

Dubert (2004) reach these conclusions for developing countries. On similar lines, Edwards 

and Magendzo (2003)’s results suggest that both inflation and growth have been 

significantly lower in dollarised nations than in non-dollarised ones, but that 

macroeconomic volatility is not significantly different across dollarised and non-dollarised 

economies. Analogously, Edwards and Levy-Yeyati (2003) conclude that the inability of 

rigid regimes to absorb such shocks translates, in practice, into lower growth. Conversely, 

De Grauwe and Schnabl (2005)’s analysis on South Eastern and Central Europe reveals a 

significant impact of fixed exchange rates on low inflation as well as a highly significant 

positive impact of exchange stability on growth. Another strand of applied literature has 

reported lower correlation between pegged regimes and per capita output growth (among 

others, Ghosh et al. 1997, 2002; Petreski, 2009; Klein and Shambaugh, 2013). For instance, 

Husain et al. (2005) suggest that, in poorer developing countries with little exposure to 

international flows of capital, fixed pegs offer some anti-inflation credibility gain and 
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ensure more durable regimes, without increased risk of crisis and without compromising 

growth.  

The proposition that pegs provide an inflation advantage is another uncertain 

empirical fact. As exposure to international capital flows increases, a larger fraction of the 

monetary aggregates needs to be backed to maintain the peg. Hence, small and open 

economies are less likely to be able to import credibility. As a result of this, Tornell and 

Velasco (2000) argue that no exchange rate system can ultimately act as a substitute for 

sound macroeconomic policies.  

2.1 Extant Literature on the Palestinian Monetary System 

As already mentioned in the introduction, few empirical studies exist in the scientific 

literature that examine the monetary or exchange rate system of the rWBGS. Arnon and 

Spivak (1995) assess the desirability of a monetary union between the rWBGS, Israel and 

Jordan on the basis of the OCA criteria, particularly trade and labour mobility, and the 

degree of the resemblance of the shocks to the economies. Their findings indicate that 

Israel and the rWBGS were closely integrated, whereas economic integration between the 

rWBGS and Jordan was much weaker. Based on past circumstances, related to the pre-Oslo 

period, shekelisation would be warranted. However, economic restrictions were initially 

imposed by Israel in 1993, and they have then progressively increased in frequency and 

strength, therefore preventing OCA criteria to propagate endogenously as before: trade 

and labour integration, albeit facilitated by one common currency, have been continuously 

hindered by Israeli border restrictions. As a result, Arnon and Spivak (1995)’s findings 

cannot be easily applied to the present. 

Similarly, Sadeh (1997) conducts a series of empirical tests on the basis of the factor 

mobility and shock similarity, in order to study whether any exchange rate cooperation 

scheme across countries in the Middle East is feasible. He finds that the Middle East, as 

well as separate regions within it, does not form any OCA. However, he concludes that 
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exchange rate arrangement between Israel and its neighbours is potentially functional, 

because:  

“Israel is the only country which has both a significantly bigger economy which 

can be gracious to its potential partners, and a political interest in stabilising 

social and political conditions in them.” (Sadeh, 1997, p. 825) 

Remaining in the area of the OCA theory, Beidas and Kandil (2005)’s paper 

econometrically shows the susceptibility of the Palestinian economy in the face of major 

external and domestic shocks. While they find some short-term flexibility in nominal 

magnitudes, it is unclear whether wages and prices can absorb structural shocks. 

Moreover, a substantial degree of downward wage rigidity persists despite soaring 

unemployment rates. More recently, Sarsour (2010) has used both VEC and OLS 

techniques to investigate the channels through which external or internal monetary policy 

shocks affect economic activity and inflation in Palestine. His results reveal a low pass-

through of Israeli policy rates onto domestic interest rates (as already explained in 

Chapter 1). In spite of the low transmission effect, Sarsour’s econometric analysis also 

shows a significant and persistent negative effect of NIS domestic lending rate onto 

domestic real GDP, that is, however, substantially lower than the influences of USD and 

JOD domestic lending rates. 

III. The Data Issue 

A major challenge of this research has been the collection of consistent time series 

referring to the Palestinian economy. In point of fact, the change in administration 

resulting from the 1993’s Oslo Accords had a great impact on the data collection in the 

rWBGS: while in the pre-Oslo period statistical collection was under responsibility of the 

Israeli Central Bureau of Statistics (ICBS), in the post-Oslo data has been managed by the 

Palestinian Central Bureau of Statistics (PCBS). The aim of this section is to harmonise the 

two series into a single dataset, in which the ICBS series recapture the later PCBS series by 
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taking advantage of a few overlapping observations corresponding to the years of 

transition, 1993-1995. 

An integrated database of the Palestinian economy already exists; it was developed in 

2000 by UNCTAD, and made available to several international agencies as well as 

Palestinian public institutions for research purposes – nevertheless, none of the latter has 

never made consistent use of it, with an explicit preference for data collected directly by 

Palestinian relevant bodies in most recent times. However, UNCTAD dataset remains 

strictly confidential and, therefore, this work relies on an independent work of data 

collection based upon an approximate replication of the primary data transformation 

reported in the user’s guide to UNCTAD’s database (UNCTAD, 2003).  

The construction of the database for this study has made use of published data by 

Israeli, Palestinian and several international organisations: information has been collected 

from either official or confidential files, recent or out-of-print publications, hard papers 

and interviews conducted in the West Bank, East Jerusalem, and Israel in the autumn of 

2015.67 The dataset is distinguished on territorial base, covering the Palestinian territory 

as a whole (rWBGS), West Bank and Gaza separately, as well as Israel. After collection of 

the data, it was necessary to harmonise the whole dataset to the PCBS series in order to 

produce a unique set of macroeconomic data going from the beginning of the Israeli 

occupation in 1968 until 2016. It was not possible to include year 2017, due to 

unavailability of some variables at the time of publication. 

A major obstacle in the construction of continuous series covering both periods is to 

handle the differences in methodologies and definitions between the ICBS and the PCBS. 

The database used in this study preserves the qualities of the primary data with whatever 

limitations they may have. 

                                                           
67 Main locations for these sources were: Hebrew University of Jerusalem Library, National Library of Israel, 

Central Bureau of Statistics of Israel (ICBS), Palestinian Economic Research Institute (MAS), Palestinian Central 

Bureau of Statistics (PCBS), Birzeit University, Bank of Israel (BoI). 
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Some discussion on the reliability of ICBS and PCBS data is presented in the next 

paragraph, which also summarises essential information on the definition of variables; the 

sources, consistency and availability of Palestinian macroeconomic data; and the 

explanation of the processes implemented to derive the final time series - whenever the 

original series have been transformed. The compiled final dataset before adjustment 

includes N = 48 annual observations of the variables of interest for the period 1968-2016; 

therefore, special attention is devoted to the small-sample properties of estimators. 

3.1 The Original Dataset 

Israeli Central Bureau of Statistics ICBS, which has acted as Israel’s official statistical 

agency since 1948, was entrusted data collection in the occupied areas a few weeks after 

the start of the military occupation: since 1967 and until 1994, ICBS regularly covered the 

so-called “Judea, Samaria and Gaza areas”. ICBS was not the only Israeli institution 

collecting data related to the occupied territories at that time, but it remains the main 

source for historical macroeconomic data. 68 ICBS publications used for this work are:69
 

- Judea Samaria and the Gaza Area Statistics, 1968-1993; 

- Statistical Abstract of Israel (SAI), several volumes from number 19, 1968 to 1996; 

- Quarterly statistics of the Administered Territories, several volumes; 

- National Accounts of Judea, Samaria and Gaza Area, 1968-1986. 

Time-series published in the aforementioned issues have been compared and completed, 

when necessary, with few other pre-Oslo statistical publications available at the Jewish 

Library of Jerusalem or from UN sources of restricted use – among others, Bergman, 1974; 

Meron, 1983; The Armand Hammer Fund for Economic Cooperation in the Middle East, 

1989; IMF, 1994; and UNCTAD, Several Volumes. 

                                                           
68 Also, BoI, Civil Administration Department of Interior, Jerusalem Institute for Israel Studies, West Bank 

Database Project): some of these alternative studies were published regularly, while others were kept 

confidential. Behind being particularly difficult to find, these other statistical reports mainly focused on 

different areas of research.  
69 All ICBS publications are available in both English and Hebrew. 
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Despite these statistics do not provide a fully reliable basis for assessment, as they are 

often incomplete and potentially biased by occupation policies and purpose,70 they remain 

useful indicators of trends and changes. Due to the relative consistency of definitions and 

methods used, as well as the large time coverage, ICBS publications have been extensively 

used during the past decades as the major source of Palestinian statistics by researchers 

and policy-makers with diverse political affiliations.  

Some of the drawbacks related to ICBS data are identified below:71 

 Population. North Sinai is included in the Gaza Area up to 1981, when it went back to 

Egypt. Also, ICBS does not take Jericho into account in the last three quarters of 1994.  

 Employment. The minimum requirement to be defined ‘employed’ by ICBS as well as by 

PCBS favours overestimation of employed people with respect to ILO standards. According 

to both Israeli and Palestinian statistical guidelines reported in the ICBS’ SAI and PCBS’ 

Labour Force Survey, the employed person has worked at least one hour over the 

reference period, in any work or gainful activity. On a different note, it shall be noted 

Gazan labour force has not been able to access Israel and Israeli settlements since 2006.  

 Currency Translation Exposure. The Israeli currency is used as a measure of value in all 

ICBS accounts. The denomination of the Israeli currency was changed twice during this 

time horizon, accompanied by its continuous depreciation against the dollar. This poses 

some problems to constant prices estimates in periods of sharp price rises. For example, 

after the change from Israeli pound to shekel in 1980, many figures for late 1970s were 

rounded up with inevitable lack of accuracy.  

 Intifada. Since the process of data collection conducted after the breakout of the first 

Intifada has been subject to numerous logistical problems, due to curfews, strikes, and 

transportation blockades, many estimates relative to this period are based on partial data: 

                                                           
70 Researchers who have questioned the reliability of estimates of Palestinian national accounts generally 

contend that economic data reported is used by Israel for its own purposes (Bregman, 1974; Pasch, 1992). 
71 These notes are elaborated following aforementioned empirical references: particularly UNCTAD-APP (1996, 

2003) and the Statistical Abstract of Israel’s explanatory notes. 
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import and export of goods and services from Israel, private consumption of goods and 

services from Israel, payments to employees from West Bank working in Israel. 

 Trade. Data on the extent of the trade between Israel and rWBGS results from a gross 

evaluation based on a sample enumeration of transfers of goods through the official 

transit points; it does not include the purchases of goods and services by individuals. 

Trade with Israel was covered only at the main passages (this methodology is known as 

'belt survey'), ignoring all other routes that link the two sides (Arnon et al., 1997).  

 Revision of Estimates. Many estimates have been revised, so that some observations 

happen to change from one publication to the next, for no explicit reason. In this case, 

figures from the latest available corrected version of the series are employed. 

 Missing observations. Missing entries are compiled through the World Bank (1993)’s 

Special Report. Some others are taken from IMF’s or UNCTAD unpublished internal papers. 

Comparison has also been made with data from the BoI’s research department (Bergman, 

1974; Meron, 1983). 

Palestinian Central Bureau of Statistics PCBS is the official statistical and research 

institute of the State of Palestine based in Ramallah. As for the macroeconomic dataset 

related to the post-Oslo period, which have been fully managed by the PCBS since 1996, 

some inconsistency supposedly exists with respect to the years of transition (1994-1995). 

In this and other cases when there is no coherence between online tables and published 

reports,72 fieldworkers suggest relying on the latter. Also, this dataset has been integrated 

with “Palestine Economic Policy Research Institute – MAS (1997- 2017). Economic and 

Social Monitor.” 

3.2 Data Transformation  

ICBS estimates are available in Israeli currency (IL or NIS), at both current and constant 

prices (albeit at different base years due to periodical rescaling), while PCBS data is 

                                                           
72 Main PCBS publications employed here are: a) Labour Force Survey, b) Annual Report, and c) National 

Accounts. 
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reported in USD, at current and constant prices, too. Both sources present a two-year 

moving average seasonal adjustment based on olive crops (large crops one year and small 

crops the next year).  

To start with, the table below shows the series of interest (see Section 4.1 for the choice 

of variables to be included in the model) according to sources’ availability in each period. 

In general, the data transformation methodology - carefully reported below in order to 

make replication easy - attempts to harmonise available data to a final set at constant 

2015 prices, by employing the underlying variables’ real growth rates while ignoring the 

levels.  

Time GDP Exports to Israel Employment in Israel CPI 

1968 

1993 

 

ICBS   

IL, NIS 

1986 prices 

 

ICBS 

IL, NIS 

current prices 

ICBS 

units 

 

ICBS 

WB&GS separately  

1976 prices 

1994 

2016 

 

PCBS   

USD  

current prices 

 

PCBS   

USD  

current prices 

PCBS 

percentage  

 

PCBS 

2000, 2004, and 

2010 prices  

1972 

2014 
 

 

UNCTAD 

USD 

2004 prices 

UNCTAD 

units 
 

Table 3.2 Data availability according to sources, time periods, data characteristics 

As for the Palestinian output (    ), the first step consists in extrapolating the growth 

rate from the ICBS series at fixed prices (  ), as in (36): 

   
           

       
          (1968-1993];    (36) 
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Then, the real growth rate is applied to the first observation of the PCBS series 

expressed at the price level of year 2015 (       
    ). Following this process, the growth 

rate is applied backwards, up to the first period of interest (t = 1968). 

    
           

    (    )      (1968-1993];      (37) 

With regards to the data for Palestinian exports to Israel, the observation related to    

2015 of the PCBS dataset at current prices (     ) is taken as point of departure to create 

the series at 2015 prices (  
    ). Starting from      , the real growth rate of export in real 

terms (  ) is applied forward (38) and backward (38a).  

     
          (       )          (38) 

  
         

    (    )       (1968-2014);      (38a) 

The real growth rate of Palestinian exports to Israel is derived from ICBS’ SAI (1968-1972), 

from UNCTAD database (1968-2014), and from PCBS’ publications (2014-2016). Since 

ICBS and PCBS only provide export estimates at current values, they were previously 

deflated to 2015 values, using the Palestinian CPI.  

Data over Palestinian labour supply in Israel - measured in number of workers - was 

also provided by UNCTAD with respect to the 1972-2014 horizon. In order to complete the 

time series, earlier observations (   1968-1972) are taken from ICBS’ SAI. Instead, as for 

the last observations (           ), I used the most recent PCBS Labour Force Surveys, 

which publish percentages of Palestinians employed in Israel as a share of the total 

employment. Firstly, I calculate the number of employees in the share (                 ), 

and, secondly, I derive the growth rate of Palestinian employment in Israel             ) 

and I add it to the last observation of the UNCTAD dataset (     ). 

Finally, all data are verified on the basis of historical trends, as well as compared to 

overlapping observations and other sources’ estimates where possible. Remarkably, all 
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the aforementioned procedures take advantage of underlying changes across time, with 

the purpose of generating comparable series at constant 2015 values. Similar procedures 

are employed over the Palestinian CPI and the Israeli GDP. The final dataset is available in 

Appendix A. 

IV. A Structural Analysis of Output Fluctuations 

The Structural Vector Autoregressive (VAR) and Vector Error Correction (VEC) 

approaches have gained popularity in the economic literature since Sims (1980), as a tool 

for structural inference and policy analysis to assess the response of economic variables to 

various disturbances, with a particular focus on international transmission mechanisms.73 

Therefore, using these methodological tools to verify the lemmas in question seems the 

most obvious way to proceed.  

A VAR is a system of dynamic linear equations where each variable is regressed on its 

own lags as well as on past values of the other variables in the system; as such, each 

equation contains the same set of endogenous variables. Formally, the multivariate 

generalisation is: 

                                  
74

        (39) 

In equation (39),    is a (k × 1) vector of endogenous variables, and    denotes a zero-

mean, unconditionally homoscedastic, and serially uncorrelated error term. Usually, there 

are no a priori restrictions on the structural errors’ covariance, which is normalised such 

that        
      .

75
 Equivalently, the model can be written: 

                          (40) 

                                                           
73 See Sarsour (2010), Duma (2011), Alvarez-Plata and Garcí a-Herrero (2007). 
74 The vector of deterministic trends has been suppressed for notational convenience. 
75 This means, first, that there are as many structural shocks as variables in the model. Second, structural 

shocks by definition are mutually uncorrelated, which implies that Σu is diagonal. Third, the variance of all 

structural shocks is normalised to unity. Normalization does not involve a loss of generality as long as the 

diagonal elements 0 remain unrestricted. 
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where B(L) is a pth degree non-singular matrix polynomial in the lag operator L, such that: 

                               (41) 

In order to allow estimation of the structural model, one first needs to derive its 

reduced-form representation. This involves expressing    as a function of its lagged values 

by assuming it is a covariance stationary vector. By multiplying both sides of the structural 

VAR representation (39) by   
    the VAR system becomes: 

                            where      
    ;       (42) 

Or, compactly – and assuming the reduced form error    is white noise:  

              where                       ; 
76  (43) 

Standard estimation methods, like OLS, allow obtaining consistent estimates of the 

reduced-form parameters   , errors   , and of their positive definite covariance matrix 

      
     . 

4.1 Choice of Variables  

The choice of the variables to be included in the model is inspired by the previous 

chapter’s analytical model (given the IS relation must be estimated), as well as by several 

empirical studies that investigate business cycle transmission mechanisms in Palestine and 

elsewhere. Since VAR/VEC are small-scale models - and given the small number of 

observations available - vector    shall necessary include a parsimonious number of 

variables: k = 4. In particular, three variables are selected to represent the ‘leader-follower’ 

channels of transmission:  

(i)      - Real Exchange Rate 

                                                           
76 C(0) = IK denotes the autoregressive lag order polynomial matrix that inherits B(L) restrictions. 
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It is the official exchange rate USD/NIS as published by the Bank of Israel (annual 

average), divided by the Palestinian CPI. This measure is chosen to estimate the 

exchange rate channel in the IS relation. 

(ii)    - Palestinian Exports to Israel (at 2015 USD thousand) 

It refers to the value (excluding the Value Added Tax) of the whole Palestinian goods 

and services that are exported to Israel, and via Israel to third countries. This variable 

measures the bilateral trade channel. 

(iii)    - Palestinian Labour Supply in Israel (number of individuals)  

It indicates the number of rWBGS residents who were employed in Israel or in Israeli 

settlements. This measure also includes illegal workers, who are employed in Israel 

with no permit. This variable is included to represent the bilateral labour channel.  

In fact, the empirical literature on the determinants of business cycle synchronisation 

so far has identified that most of leader-follower economic interaction generally occurs 

through trade and financial openness (Frankel and Rose, 1997); however, since financial 

markets are not sufficiently developed in lower income areas, it seems more meaningful to 

account for workers’ remittances as a channel of business cycle transmission (Barajas, 

2012). Incorporating the key role played by remittances in stimulating domestic demand is 

proven adequate in the context under consideration here. In fact, whilst capital flows 

between the rWBGS and Israel are negligible, Israeli economic conditions are transmitted 

to the rWBGS mainly through the current account, given that Israel accounts for most of 

rWBGS trade, and labour income, since it employs a large number of rWBGS workers.77  

(iv)     - Palestinian Gross Domestic Product (at 2015 USD thousand) 

Palestinian real output is included as a measure of domestic activity.  

                                                           
77 “The Palestinian economy is not only constrained by the limited access to foreign capital markets, but it also 

lacks a well-functioning domestic capital market. (…) In an economic environment free of controls, it is not 

obvious that income gaps between such different economies should have been narrowed mainly through 

labour flows. Part of the adjustment could have taken place through capital movements and trade in goods. 

However much of the adjustment occurred through labour movements to Israel, reflecting an unbalanced 

economic interdependence with Israel.” (Arnon and Gottlieb, 1993, p. 1) 
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(v)          – Israeli Palestinian border closure (number of days in a year)  

It represents Israeli economic sanctions on the rWBGS economy. This series (reported 

in Table A1 in the Appendix) combines data from UNCTAD (2006, p. 20) for the years 

1969-2002 and B’Tselem for the years 2000-2016.  

4.2 Data Analysis 

The next step is to examine the structure of the data. To begin with, a natural log 

transformation is used as part of the exploratory data analysis in order to manage data 

that ranges over diverse orders of magnitude. The log-level sample data is examined 

starting from Figure 3.1. The summary statistics that describe the intrinsic characteristics 

of the underlying variables (in levels) are reported in Table 3.3. 

Figure 3.1 Time series plots, 1969-2016 
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Mean  8755.713 222.942 70851.2 5.604 

Median  6910.489 76.401 71225 6.306 

Maximum  21778.90 811.492 130301 11.596 

Minimum  1138.319 6.972 9000 0.861 

Table 3.3 Descriptive statistics of original series, 1969-2016 

Figure 3.1 evidences that real variables (                 ) have been moving 

together throughout the time span considered, although some exceptions can be 

highlighted. Real indicators over the period 1969-2016 in the rWBGS (       ,   ) have 

been characterised by high volatility, as measured by the ratio of the standard deviation 

over the average. GDP (in terms of log difference) reaches a record of 1.314 volatility, with 

mean 0.079 in the pre-Oslo period (1969-1993); and 1.7 volatility, with mean 0.045 in the 

post-Oslo period (1994-2016) - values comparable to the most volatile economies of Latin 

America. High volatility also renders difficult the calculation of an average growth rate 

able to represent the fact that GDP in the rWBGS went into several distinct episodes over 

time, often marked by politically tense periods. For instance, it is particularly visible the 

general economic improvement in the 1997-2000 between the Oslo process and the 

Second Intiìfada, as well as it is clear that the closure policy repeatedly imposed by Israel 

since 1991 decreased opportunities for exports of Palestinian labour and goods. The 

outbreak of the second Intifada in late 2000 finally fractured the dynamics of economic 

recovery, demonstrating once again the negative impact of sanctions on economic growth. 

Additionally, in support of t-plots, the correlations among pairs of real variables are 

large and significant in many cases: the Pearson coefficient of correlation between 

employment in Israel    ) and economic activity (      in the pre-Oslo period (1969-

1993) significantly reaches 0.737, while the correlation between exports to Israel (    and 
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economic activity (      measures 0.969. However, the correlation coefficient between 

domestic activity and employment in Israel is not significant in the later time horizon 

(1994-2016). This result can be interpreted as a signal that the trade channel has always 

dominated economic activity in the rWBGS, with labour getting less influential in recent 

times. As a consequence, there is relatively little indication of nonlinearities – which is 

generally uncommon in aggregate time series like real GDP and its components – as well 

as seasonality, especially as data is sampled annually. Instead, there is indication of 

deterministic trends, meaning that real indicators tend to increase over time.  

Eventually, with regards to the real exchange rate      ), following several years of 

double-digit depreciation rates in the late 1970s and early 1980s, the Israeli shekel has 

been relatively stable, due to the 1985’s inflation targeting and the wider Economic 

Stabilisation Plan. 

Furthermore, the t-plot in Figure 3.1 displays a dramatic increase in employment 

opportunities for Palestinians in Israel in the aftermath of the Israeli occupation in the 

WBGS started in 1967 (see Figure 3.1 as well as Table A1); therefore, the econometric 

analysis will be bounded to the period 1975-2016 (N = 42) in order to avoid any bias 

related to this variable (  )’s early evolution.  

4.3 Testing for Stationarity  

All variables need to be stationary in order to avoid the spurious correlation problem 

associated with unit roots, resulting in a t-statistics highly significant and a high   , 

although there is no relation between the variables. In order to determine whether the 

data could have been generated by stationary stochastic processes (that is, with time 

invariant first and second moments), this study uses the Augmented Dickey Fuller (ADF) 

unit root test, and the non-parametric Phillips-Perron (PP) unit root test.78 Another test is 

                                                           
78 Contrarily to the ADF, the PP test does not require to assume a specific form for the serial correlation of the 

data and the correct number of lags under the null. However, the PP test only requires a “bandwidth” 
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the Kwiatkowski, Phillips, Schmidt, and Shin (KPSS) test: it is a confirmatory unit root test 

that is helpful if there is a priori knowledge suggesting I(0) as a reasonable maintained 

hypothesis. However, as Perron (1989) points out, conventional unit root tests are biased 

toward a false unit root null when the series are trend stationary with a structural break. 

To this purpose, the modified ADF (mADF) unit root test allows for levels and trends that 

differ across a single break date. Results from all tests are shown in the table below. Also, 

note that, in performing the ADF, the SIC was used to select the degree of augmentation. 

Before choosing the most appropriate test specification, every time-series is regressed on 

a time variable to check for significance of its intercept and trend component. All variables 

are presented in log-levels. 

Variable c t ADF PP KPSS mADF 

     yes yes I(1) I(I) I(2) I(I) 

   yes yes I(1) I(1) I(1) I(0) 

   yes no I(1) I(1) I(1) I(1) 

     no no I(1) I(1) I(1) I(1) 

Table 3.4 Unit root tests at 1% significance level, 1975-2016 

4.4 Testing for Cointegration  

Once variables are classified as integrated of order 1, it is possible to set up models that 

evidence stationary relations among non-stationary variables, and that make standard 

inference possible. Following Engle & Granger (1987), a situation of special interest arises 

if some or all of the series in the system are driven by a common stochastic trend – also 

called, cointegrating relationship.  

                                                                                                                                                                          
parameter selection (as part of the construction of the Newey-West covariance estimator) that creates finite 

sample problems analogous to those associated to the lag length selection issue in applying the ADF test.  
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Let    denote a (     ) vector of I(1) time series, then    is cointegrated if there exists 

a (     ) vector β such that                 ∼ I(0). The linear combination     is often 

motivated by economic theory and referred to as a long-run equilibrium relationship 

(Engel and Granger, 1987). The intuition is that the time series of type I(1), which are tied 

by a long-run equilibrium relationship, cannot drift too far apart because economic forces 

will act to restore the equilibrium relationship.  

The Johansen test is the most conventional tool to check whether the linear 

combination of multiple integrated variables provides a residual that is stationary, but it 

relies on asymptotic properties, making the results unreliable if the sample size is small (N 

< 60), as in this case. In such unfavourable situations, Pesaran and Smith (1998) suggest 

obtaining the long-run parameters through an Auto Regressive Distributed Lags 

(ARDL)/Bounds Testing methodology.  

ARDL models are linear time series models in which both the dependent and 

independent variables are related across contemporaneous and lagged values. In 

particular, if    is the dependent variable - herein,     
 
- and {  } is a (     ) vector of 

explanatory variables - s.t.                 - a general ARDL (       ) model is:  

          ∑        
 
    ∑ ∑          

  

   
   

 
         (45) 

where    is a random disturbance term, which is assumed to be serially uncorrelated and 

homoscedastic;   is a constant, and   ,     and     are the coefficients associated with, 

respectively, a linear trend t, p lags of   , and    lags of the k regressors      for j = 1, … k. 

ARDL popularity stems particularly from the fact that cointegration of non-stationary 

variables is equivalent to a Conditional Error Correction (CEC) process, and the ARDL 

model has indeed a re-parameterization in unrestricted CEC form, which can serve to test 

the existence of a long-run relationship. By subtracting     , and        on each side of the 

equation, it results: 
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           ∑         
 
    ∑ ∑           

  

   
 
                      

                         (46) 

The difference from traditional CEC models is that the error correction term in (46) is 

replaced with the terms     , and       , and that their coefficients are not restricted. 

Moreover, Pesaran et al. (2001) offer five alternative interpretations of the CEC model, 

distinguished by whether and how deterministic terms (       ) integrate into the 

model. After obtaining the optimal lag orders p and   ,79 the ARDL model is estimated by 

OLS. OLS estimators of the short-run parameters are N-consistent and asymptotically 

normal. The corresponding estimators of the long-run parameters are super-consistent if 

the regressors are I(1) – which is in fact the current assumption - and asymptotically 

normal irrespectively of the order of integration.  

Test  Null Hypothesis Probabilities 

Lagrange Multiplier  
 

No Serial Correlation  F(2, 33) 0.537 

Chi-Square(2) 0.478 

Durbin Watson Stat  No Serial Correlation 1.759 

Breusch-Pagan-Godfrey  Homoskedasticity F(4, 35) 0.076 

Chi-Square(4) 0.078 

Chi-Square(4) 0.027 

Harvey  Homoskedasticity F(4, 35) 0.082 

Chi-Square(4) 0.084 

Chi-Square(4) 0.183 

Table 3.5 Tests on ARDL (1, 0, 0, 0) residuals  

At this stage, the Lagrange Multiplier (LM) test80 is run to test the null hypothesis that 

the errors are serially independent, against the alternative hypothesis that the errors are 

                                                           
79 The final choice of the maximum lags for the variables in the model is based on maintaining the key 

assumption that errors are serially independent. 
80 If there are lagged dependent variables on the right-hand side, the Durbin-Watson statistics is no longer 

valid. 
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either AR( ) or MA( ), where             . To reinforce the LM test, the Durbin 

Watson statistics is close to 2. Homoscedasticity of the ARDL residuals is checked with the 

Breusch-Pagan-Godfrey and the Harvey tests - all findings are reported in Table 3.6. 

Subsequently, an F-test is performed over the null hypothesis,             , that is 

the absence of a long-run equilibrium relationship between the variables, against the 

alternative hypothesis that H0 is not true. A rejection of the null implies the presence of a 

long-run relationship. Pesaran et al. (2001) supply upper and lower bounds on the critical 

values for the asymptotic distribution of the F-statistic – where bounds depend on the 

number of regressors (k) their order of integration (d) and the deterministic model 

components (       ). In any case, the lower bound values assume that all variables in 

{  } are purely I(0) while the upper bound values assume that {  } are all purely I(1) 

(Pesaran et al., 2001). 

However, Narayan (2005) argues that asymptotic critical values presented in Pesaran 

et al. (2001) are derived from a large sample (N = 1000) and, in order to improve 

inferential reliability under most finite samples, he calculates critical values for N   (30, 

80). The Pantula Principle was then used to select the appropriate specification of the 

model: starting from the most restrictive Case I (including no trend and no drift) to the 

least restrictive Case IV (including both a restricted trend and a restricted drift), it 

suggests to stop when the null hypothesis of no cointegration cannot be rejected for the 

first time. Since Narayan (2005) does not provide critical values for the most unrestricted 

case of no intercept and no trend, the Pantula exercise here starts from Case II (Restricted 

intercept and no trend). The lower and upper bounds for the F statistic at the 1% 

significance level from Narayan (2005), when k = 3 and N = 40, are     = [4.31, 5.54].  

Following the previous analysis of stationarity, one can assume that regressors in {  } 

are in fact all I(1). F-value from the Bounds Test (assuming Case II model) is 19.01, which 

is higher than any bound. Thereby, the result is clear-cut: as the value of the F-statistic 

exceeds the upper bound at the 1% significance level, there is evidence of a long-run 
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relationship between the four time-series, and the null hypothesis of no co-integration is 

rejected. According to Bannerjee et al. (2003) as cited in Gebrehiwot (2014), a highly 

significant and negative error correction term will further confirm the existence of a stable 

long-run relationship and sustainable convergence to equilibrium. The error correction 

term in the ARDL (1, 0, 0, 0) output is negative (CointEq  = -1,31) and highly significant (p-

value = 0.000). The concept of cointegration in the selected time series is intuitively 

suggested by the t-plot of Figure 3.1 as well. The model converges to a steady state: 

variables in a system may fluctuate in the short run but they are expected to return to 

their long-run equilibrium.  

Given integration and cointegration were found, the long run equation can now be 

estimated with the assumption that no variable contains more than one unit root and the 

first difference of each variable is stationary. 

4.5 Vector Error Correction Model 

If there is evidence of cointegration among non-stationary series, it is useful to employ 

specific parameterisations that, unlike the VAR form, support the analysis of the 

cointegration structure. In fact, according to the Granger representation theorem, if there 

are r < k vectors of cointegration, the VAR can be re-expressed in first differences with the 

inclusion of the r independent error correction mechanisms that establish the long run 

relationship between the variables (Engle and Granger, 1987). The resulting model, 

known as the Vector Error Correction Model (VECM), basically restricts the long-run 

behaviour of the endogenous variables to converge to their cointegrating relationships 

while allowing for short-run adjustment dynamics. In the reduced form VAR( ) in 

equation (47), the         vector of endogenous variables    is assumed to be cointegrated 

of order 1, whilst     must be I(0); as such, the reduced form VECM      with r 

cointegrating vectors results after taking first differences: 
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           with   
    ∑   

   
      and j = 1, … , p; (47) 

Or,                       with          ∑   
    

            and j = 1, …, p;     (48) 

  
  are (     ) vectors of parameters accumulated in      , which measure transitory 

effects; whereas                  is a (     ) matrix which can take different values: 

(i) if Rank( ) = 0, then there is no cointegration, and non-stationarity of I(1) type vanishes 

by taking differences – so, the VEC equation will be equivalent to a k-variable unrestricted 

VAR; (ii) if   has full rank, Rank( ) = k, then endogenous variables cannot be integrated 

but are stationary; and (iii) if   has reduced rank - such that Rank( ) = r with 0 < r < k, 

then it is the case for cointegration. 

Let      , such that Rank( ) = min [Rank(α), Rank(β)]; where α and β are (     ) 

matrices with full column rank,  . The columns of β contain the k cointegrating vectors or 

long run parameters; and the columns of the loading matrix α contain the r adjustment 

vectors to long run equilibrium values. In long run equilibrium,        . However, if 

variables deviate from the long run equilibrium, the error correction term will be nonzero 

and each variable adjusts to partially restore the equilibrium relation. The cointegrating 

rank of the system is the number of such common trends, or the number of cointegrating 

relationships. 

4.6 Exogeneity and Other Identifying Restrictions  

Equation (47) represents a structural form, which can only be estimated if identifying 

restrictions are imposed. The matrices α and β are not unique, and thus there are many 

possible α and β matrices that contain the cointegrating relations or linear 

transformations of them: without such restrictions only the product     can be estimated 

consistently. Some non-sample information is required to identify cointegrating relations 

uniquely.  
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First of all, this model is based on the assumption that the domestic market is a small 

and open economy, which means that domestic shocks cannot affect the external variables 

either contemporaneously or with lags. This is identical to assuming that the domestic 

block of variables does not influence, in Granger terms,81 the external variables. Therefore, 

the exogeneity restriction needs to be modelled by restricting the parameters relative to 

exogenous variables, such that the latter are only influenced by their own lagged values.82
 

For simplicity the VECM can be expressed in matrix bivariate form where    stands for the 

block of domestic variables, which is associated to   , a vector of structural shocks of 

domestic origins, such that             ; while            represents the block of 

foreign variables, and    is a vector of structural shocks of external origin.83 As usual, low 

case letters denote the log-difference of the underlying variable. The nominal exchange 

rate adjusted for the domestic price level is treated as endogenous for obvious reasons. As 

for the other terms, the assumption of the trade and labour channels’ exogeneity is 

substantially applied - the SOE assumption is reasonably used as a rationale for these 

countries being price takers in the world markets. Thus,    is block-exogenous to   , if and 

only if (i)     , and (ii)          for any lag. 

However, the exogeneity assumption is not the only key of the identifying strategy. Also, 

as discussed by Johansen (1995), if there are r =1 cointegrating equations, then at least     

restrictions are required to identify the free parameters in β. Johansen proposed a default 

identification scheme that has become the conventional method of identifying models in 

the absence of theoretically justified restrictions, where: 

                                                           
81 The Granger Causality statistical hypothesis test determines whether lagged values of one variable helps to 

predict another variable. 
82 An important feature in VECMs is that all the variables in the system are endogenous. When the system is 

out of long-run equilibrium, all variables interact with each other to move the system back to equilibrium. Each 

variable can be affected by lagged values of all endogenous variables as well as by the error correction term. 
83 EViews reports asymptotic standard errors for the estimated cointegrating parameters only if the proposed 

restrictions identify the cointegrating vectors. 
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  [   
      

] = [

 
  

  

]     where        is a               matrix;  (49) 

In the case where there is a single cointegrating relation, it is possible to identify the 

vector by a single restriction and often this is the imposition of a single unit coefficient. 

However, normalisation requires some care in choosing the order of the variables. In 

practice, an inappropriate order of the variables can lead to major distortions; the reason 

is that there may be a cointegrating relation only between a subset of variables in a given 

system. Ideally, the order should be chosen such that economically interpretable 

cointegrating relations result when the normalisation restrictions are imposed, so it would 

make no sense to normalise a cointegrating vector on weakly exogenous or potentially 

stationary variables. EViews10 reports that the LR statistic to test the binding restrictions 

(   ) is significant at 1% critical value. Now, given the restrictions just specified, the 

dynamics of the variables can be described by a system of the form:  

[
   
   

]     [  
 
] [   

      
]  [

  - 
  - 

]  [
      

    
] [

   - 
   - 

]     Closur t  [   
  

]    (50) 

4.7 Optimal Lag Length  

Enders (2008) suggests to implement a VAR in levels, and then to use the selected lag 

order p-1 for use in the final VECM.  Despite several methods for lag length selection have 

been proposed in the literature, such as information criteria, sequential testing is chosen 

in this study due to the limited number of observations. Such procedure starts with 

estimation of the largest VAR model, and then proceeds reducing sequentially the lag 

order of the model, paying attention to the significance of the coefficients in each version 

of the model. Any particular lagged value of one of the variables is retained in the 

regression if it is significant according to a t-test and if, jointly with the lagged values of the 

variable, it adds explanatory power to the model according to an F-test. Also, one can how 

restricted the model shall be using the Likelihood Ratio (LR) test. Another fundamental 
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argument to validate hypotheses testing is that the lag length ought to be set such that the 

VAR residuals are free of autocorrelation – to be checked through the Portmanteau and 

the LM tests for autocorrelation - even if this implies longer lags than suggested by the 

information criteria. In this case for example, all information criteria agreed on 1 lag, but 2 

were eventually included so as to eliminate serial correlation from the residuals. The 

estimated VAR(2) model (1975-2016) is also dynamically stable - see Figure 3.2. This 

means that a VECM(1), or lag interval equal to 0, is to be run. 

Figure 3.2 VAR(2) AR roots 

Considering the relatively small sample available for this exercise, a parsimonious 

model is more appropriate in order to preserve degrees of freedom. Greater numbers of 

lag orders are preferred when dynamic forecasts for long periods ahead are conducted. 

The final model includes a deterministic term (c) but no linear trend (since data is 

differenced, the constant itself implies a linear time trend in both the levels and the 

cointegrating equation), and one exogenous variable (        ) such that the final form of 

the VECM(1) with one only vector of cointegration is: 
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          (                            )  ∑   

   

   

                      

                         (51) 

At this point, after having determined the specification for the autoregressive model in 

an error correction representation that best adapts to the joint data generation process, 

the chapter proceeds evaluating the long run relationship and obtaining impulse response 

functions and the variance decomposition. 

4.8 Estimation Output  

Estimation of a VEC model is carried out in two steps. First, the cointegrating relations 

are estimated through the Johansen (1988) methodology, following the conventional test. 

Then, the error correction terms are constructed from the estimated cointegrating 

relations, and a VAR in first differences is estimated with the error correction terms as 

regressors. In the VEC system as a whole, there are three parameters of interest:  

        - The estimate of the long-run coefficient β of the     variable in the     

cointegrating equation.  

The upper part of Table 3.6 shows B estimates from which the long-run cointegrating 

vector can be extrapolated - with t-values in parentheses that indicate a 95% confidence 

level if higher than 2 in absolute values - as follows: 

                               84         (52) 

                                    

where low case letter define the log-differences, and so the growth rates, of the underlying 

variables. 

                                                           
84 By setting the vector to zero it is possible to reformulate the cointegrating vector as a long-run equation; in 

this case, the coefficients in the vector are the reverse of the equation normalised on GDPt. Alternatively, 

normalising on -1, coefficients in the cointegrating vector will be the same as those in the long-run equation. 
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        - The adjustment coefficient of the     cointegrating equation in the     

equation of the VECM.  

Estimates of the error correction terms are denoted by the terms         , and shown in 

the second part of Table 3.6. Apart from the exogenous variables, the adjustment 

coefficients are both significant, negative and lower than 1 in absolute values (e.g., 

                          ). This characteristic ensures stability to the equilibrium 

convergence of the system.  

         - The short-run coefficient of the     differenced regressor in the     

equation of the VEC, calculated in the second step VAR in first differences.  

Noticeably, the estimate of the coefficient relative to the exogenous variable, which 

represents the effect of economic sanctions on the business cycle, is negative although 

statistically insignificant              (-0.27). 
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Table 3.6 VECM(1) estimation output 
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4.9 Residual Diagnosis 

In the following subsection, it is examined whether the block exogenous VEC 

specification with one lag and one cointegrating relation can satisfactorily represent the 

system of variables under consideration. The VECM is usually estimated through single 

equation methods like OLS, which is consistent and also efficient given the Gauss-Markov 

assumptions hold. Therefore, all the OLS assumptions on the residuals of the estimated 

causal VEC model – namely, homoscedasticity, no serial correlation, normality, and not 

high multicollinearity - need to be satisfied. It is also relevant to investigate the stability of 

the estimated VEC parameters over time. 

Test  Null Hypothesis Probabilities 

    

White test  Homoskedasticity p-value 0.17 

Portmanteau test  No Serial Correlation 

Lag 2 

p-value 0.04 

Table 3.7 Tests on VECM(1) residuals 

With regards to the diagnostics of the model residuals, see Table 3.7. White 

heteroskedasticity test is conducted first: the White test chi-square test statistic equals 

292.18, with corresponding p-value of 0.17 that indicates that the null hypothesis of 

homoscedasticity cannot be rejected at 10% significance level. As for the residual 

autocorrelation test, the Portmanteau test’s null hypothesis of no autocorrelation of the 

residuals cannot be rejected up to lag length p = 2 at 1% significance level.  

Finally, it is important to improve the interpretability of model coefficients and to 

address the issue of outliers by ensuring that the variables are normally distributed: Table 

3.8 suggests no clear evidence against the null hypothesis of normally distributed 

residuals, at conventional levels.  
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Table 3.8 Normality test on VECM(1) residuals 

With respect to the dynamic stability of the model, the estimated VEC with r 

cointegrating relations is stable if     roots are equal to unity and the remaining roots 

have modulus less than one and lie inside the unit circle. The stability of the model is 

tested by calculating the inverse roots of characteristic AR polynomial using EViews10 -  

see Figure 3.3. 

The analysis has shown that VEC specification imposes 3 unit roots and the remaining 

roots have modulus less than one. Since there are four variables in the model and one 

cointegrating relation, the existence of three unit roots shows that the system is stable.  
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Figure 3.3 VECM(1) AR roots 

4.10 Impulse Responses and Forecast Error Variance Decomposition  

Once a statistically satisfactory model for the data generating process of a set of time 

series has been constructed, the next step in applied VAR/VEC modelling is to establish 

the Impulse Response Functions (IRFs) and the Forecast Error Variance Decomposition 

(FEVD).  

Generally speaking, IRFs give the response of one variable to a one standard deviation 

change in another variable, to trace out the response over time of endogenous variables to 

the effects of their own shocks, as well as, to other related shocks in an underlying system 

of equations. The dynamic responses of domestic output growth to the structural shocks 

are displayed in the next figures. In particular, Figure 3.4 shows that the real exchange 

rate has an irrelevant effect on GDPt, while the trade and labour channels have a positive 

and higher impact. While intensities are different, procyclical shocks have permanent 

effects. 

-1.5

-1.0

-0.5

0.0

0.5

1.0

1.5

-1.5 -1.0 -0.5 0.0 0.5 1.0 1.5

Inverse Roots of AR Characteristic Polynomial



 

 

155 

-.1

.0

.1

.2

.3

.4

.5

.6

1 2 3 4 5 6 7 8 9 10

Accumulated Response of DLOG(GDP) to DLOG(X)

-.1

.0

.1

.2

.3

.4

.5

.6

1 2 3 4 5 6 7 8 9 10

Accumulated Response of DLOG(GDP) to DLOG(L)

-.1

.0

.1

.2

.3

.4

.5

.6

1 2 3 4 5 6 7 8 9 10

Accumulated Response of DLOG(GDP) to DLOG(RER)

-.1

.0

.1

.2

.3

.4

.5

.6

1 2 3 4 5 6 7 8 9 10

Accumulated Response of DLOG(GDP) to DLOG(GDP)

Accumulated Response to Cholesky One S.D. Innovations

 

Figure 3.4 Impulse Response Functions of GDPt 
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Figure 3.5 Forecast Error Variance Decomposition of GDPt 
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The FEVD, instead, estimates the relative importance of external versus internal shocks, 

as well as of trade versus exchange rate channels. If one channel has a very small 

magnitude in relationship to the economy under study, shocks coming through it will have 

only moderate effects on the cycle. Figure 3.5 shows that the results from the variance 

decomposition of Palestinian real output are similar to those coming from the analysis of 

the IRFs. It derives that external shocks determined by trade and labour flows with Israel 

explain most of rWBGS output growth variability, as expected by the SOE assumption. Also, 

the difference in explicative power between trade and labour channels increases in the 

long run, when the latter explains almost 50% of the output growth variance.  

The response of economic activity to a real exchange rate adjustment is not substantial, 

suggesting that depreciation would not improve trade flows and resource balance. This is 

probably associated to a low price elasticity of import demand, export demand, and export 

supply. In this respect, Sarsour (2010) reports that: 

 “High Israeli prices increase Palestinian imports. This is quite surprising and 

may be due to the fact that Palestinian imports are inelastic to the Israeli price 

level because most imported goods are essential goods with no substitutes, 

(energy resources, oil, food ingredients etc.). Therefore, increasing the Israeli 

price level increases the value of imports and not the volume.” (Sarsour, 2010, 

p. 23) 

These two results already suggest that currency substitution is not optimal in terms of 

the first condition, because – while foreign AD shocks dominate on the output growth 

variance – the countercyclical exchange rate policy is not able to offset the pro-cyclical 

transmission. The final result on Lemma 3 will now depend on the sign of the coefficient of 

correlation between the cycles of Palestine and Israel.  

4.11 Synchronisation of Business Cycles 

The business cycle, defined as the variation of output around its trend, is an empirical 

phenomenon, whose measure will typically be conditioned on the statistical approach 
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employed to separate the stationary (cycle) from the non-stationary (trend) component of 

the observed output series. For this reason, this study presents four alternative de-

trending techniques, and compares their respective cross-correlation coefficients,85 in 

order to get the whole picture over the potential degree of any statistical relationship 

between the Israeli and the rWBGS business cycles. 

a) First difference of the GDP log-series. A frequently used method for transforming 

integrated series to stationary time series is to take the first difference of the logarithm of 

the series, which eventually gives to the output growth rate. Also, it can be noted that 

differencing attenuates the low frequencies and amplifies higher frequencies.  

b) Subtracting the linear trend from the data. Roughly speaking, this method assumes a 

linear trend in the time series, and subtracts that trend out by running a linear regression 

of GDP series on the time variable. 

c) The Hodrick-Prescott (HP) singlevariate filter. The HP filter is a low-pass filter in 

that it allows fluctuations that last less than a certain number of years to pass the filter, 

and prevents longer-lasting fluctuations from passing. Suitable choices of the penalty 

parameter λ (λ equal to 100 is applied arbitrarily for annual frequency) allow focusing on 

fluctuations that are commonly considered the average life of a business cycle.  

d) The Christiano and Fitzgerald (2003) random walk filter. It is a band-pass filter, 

where cycles in a “band” - given by a lower and an upper bound specified in units of the 

data frequency - are extracted, and the remaining cycles are filtered out.86 Unlike the 

Baxter and King (1999) band-pass filter, CF uses the whole time series to detect each data 

point in the cycle. Christiano and Fitzgerald designed this filter for working on a larger 

class of time series than the BK filter, converging to the optimal filter in the long run. For 

                                                           
85 The covariance measure is standardised to a unitless number called the Pearson correlation coefficient, 

which in probability is a measure of dependence between two variables, derived through scaling the 

covariance by the product of the two standard deviations of the variables.  
86 The HP filter may be viewed as a special case of a band-pass filter, which in this case approximately 

corresponds to bands: 2, 30. 
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this reason, and given the correlation coefficient between the CF and BP filter is > 0.9, then 

only the Christiano-Fitzgerald methodology is included in this study, with maximum filter 

of 8 years.  

Table 3.9 Business cycles correlation matrix 

As shown in Table 3.9, cross-correlation between business cycles differs among 

alternative de-trending methods. Overall, the contemporaneous correlation coefficient 

between the business cycles of Israel and the rWBGS is positive for the period under 

analysis (1970-2016), but the only significant results are (i) the one relative to HP-filtered 

business cycles, where                            and (ii) the one relative to the 

business cycle derived from a linear trend, where                                   

V. Inflation Convergence 

This paragraph only provides an informal inspection over the behaviour of prices, 

coupled with their rates of change, between the currency area members and other 

relevant countries; the purpose is to understand whether Lemmas 4 and 5 (the optimality 
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conditions associated to the inflation performance of the exchange rate regime), are 

grounded in the reality of the rWBGS economy.  

With regards to Palestinian inflation (   , as for the rest of economic data, the PCBS 

began issuing the monthly Consumer Price Index (CPI) only in 1996, so older data is 

retrieved from the ICBS’s SAI collection. As for the CPI series of Israel (  
 ) and other 

countries of interest, the annual average at base year 2010, as published by the World 

Bank’s World Development Indicators, is selected.  

Discussing Lemma 4. To begin with, Lemma 4 states that currency substitution is the 

most effective regime in a SOE in terms of minimum inflation and inflation volatility, and 

that this is true in spite of the imposition of economic sanctions by the anchor onto the 

client.  

In order to examine the credibility of this sentence, let’s observe the Palestinian CPI 

inflation rate in comparison with neighbouring countries that have withheld their own 

national currency under different regimes: 

 For instance, Jordan has always exhibited a relatively low inflation - one digit 

inflation since 1981 with an average over the period (2000 – 2017) equal to 3.33%: 

remarkably, a fixed exchange rate with the US dollar holds since then.  

 Inflation in Egypt was never too low: it has averaged     points between 1996 and 

2017. However, prices in Egypt started to increase consistently after the free float was 

introduced in January 2003.  

 Syria has experienced a relatively low inflation ( ̅         
     

      ) until the civil 

war has driven prices out of control; in effect, the Syrian central bank did never let the 

exchange rate to float for more than one year (Klein and Shambaugh, 2008, p. 77).  

 Inflation in Lebanon has lowered and stabilised after the end of the civil war in the 

early 1990s; by looking at the short time series available, it seems that recent inflation has 
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been contained, supposedly as a result of the established peg to the US dollar: 

 ̅         
             .  

 In Turkey, inflation has been contained since 2004, as a consequence of a strict 

inflation-targeting regime, which continues still today; in spite of the Turkish central 

bank’s credibility, inflation has averaged 8,58% in the time span 2004-2017.  

These numbers show a net distinction between low rates of inflation in Jordan, Syria, 

Lebanon – SOEs that adopted a fixed regime - and higher rates in Egypt and Turkey – SOEs 

whose exchange rate has been floating instead. Palestinian inflation rate in the most 

recent period (2000-2016) has averaged       - which is in fact a value close to 

neighbouring Levant countries that have fixed the value of their currency. Observing 

inflation pattern in the Levant also sheds light on the disastrous effects of warfare on 

increasing prices, as well as on the impossibility to maintain the peg in order to finance 

public expenses through money supply. In contrast to other experiences in the region, it 

seems that inflation in the rWBGS has remained relatively low – and, so, stable - in spite of 

frequent border closures and political instability that have characterised the 

aforementioned period. 

Discussing Lemma 5. On the other side, Lemma 5 states that, despite currency 

substitution represents the optimal choice in terms of nominal stability, it does not 

effectively reach the anchor economy’s rate of inflation and inflation volatility in the 

presence of economic sanctions.  

The empirical relevance of this statement is therefore analysed by comparing inflation 

rates between the two currency area members, with respect to their mean ( ̅), and 

variance (  
 ), focusing on three different time horizons in the interval 1973-2017. A 

measure of the degree of association         is also provided to give an indication of how 

close are price movements across the area.  
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During the 1970s, the Israeli currency experienced frequent devaluations against 

foreign currencies, and this negative trend culminated in the early 1980s. Similarly, visual 

inspection of Figure 3.6 reveals that years 1984 - 1985 contain a structural break, with 

1982 marking the beginning of the accelerated inflation associated to the Lebanon war 

and the so-called Bank Stock Crisis. As a result of the 1985 Economic Stabilisation Plan, 

hyperinflation was contained and the New Shekel was introduced. Correlation between 

annual average inflation rates in Israel and the rWBGS in the whole period under 

consideration (1973-2017) is almost perfect:                    0.99. 

Figure 3.6 Annual CPI inflation in the rWBGS and Israel, 1973-2017 

The next figure offers a closer look at the aftermath of the BoI’s Economic Stabilisation 

Plan and inflation targeting in the horizon 1987-2017. This new sample of data on annual 

inflation rates suggests that (i) over the whole period, average inflation in the rWBGS 

( ̅               ) has been approximately the same as in Israel ( ̅         
       ); 

and that (ii) price movements in the two countries are still almost perfectly 

correlated:                         

https://en.wikipedia.org/wiki/Devaluation
https://en.wikipedia.org/wiki/Hyperinflation
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Figure 3.7 Annual CPI inflation in the rWBGS and Israel after NIS introduction, 1987-2017 

Finally, using monthly data and focusing on most recent times (from February 1996 to 

December 2016), it is observed that since the 1994’s Oslo Accords, average inflation in the 

rWBGS ( ̅              ) has been substantively higher than in Israel ( ̅         
  

     ); while the Pearson correlation coefficient between the rWBGS and Israel is much 

lower than in previous cases:           0.35.   

All in all, this simple evidence suggests that Lemma 4 and 5 are satisfied. First, inflation 

in the rWBGS has maintained at low rates relatively to neighbouring countries in the 

Middle East; therefore, shekelisation seems a good device to minimise inflation in spite of 

the presence of political-driven supply and demand shortages that hit the region. 

Secondly, given that inflation and price volatility in the rWBGS are similar to Israeli values 

in the long run, but they have been substantially higher in the most recent period, one 

might conclude that shekelisation is not able to guarantee inflation convergence within the 

currency area.  

Looking at the aforementioned data, one could also suppose that inflation divergence in 

the post-Oslo period be influenced by the political tension and restrictive measure that 
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have characterised this period. Of course, such a strong conclusion require a structural, 

robust analysis. For instance, it would be useful to estimate the Palestinian Phillips curve – 

as theoretically modelled in Chapter 2 – in order to provide full empirical support to this 

argument. As for now, this question remains open. 

VI. Concluding Remarks 

This chapter made use of available macroeconomic time series to investigate the 

convenience of shekelisation in the output-inflation space of the rWBGS economy, from 

the point of view of Palestinian policymakers (namely, the PMA). Empirical literature on 

the topic is fragmented and inconclusive, while no study exists that provides such a 

comprehensive macroeconomic assessment of Palestine’s shekelised regime.  

As a premise, it should be acknowledged that current results should be taken with 

caution. First, data constraints usually imply that systems suffer from insufficient degrees 

of freedom and thus lack robustness. However, all necessary tests for robustness and 

statistical inference were solidly undertaken, and so it is believed that this study – by 

pointing out that the difference across results is stronger than the uncertainty of the data - 

sheds some light on the economic grounds of shekelisation. Secondly, being a single case 

study, there must be no pretence of claiming that this specific instance can be generalised 

across a wider range of experiences, even if it resembles in any way a “typical” sanctions 

episode.  

If the six lemmas – or optimality conditions – proposed in the previous chapter’s 

analytical model were met by the empirical analysis, then this would imply shekelisation 

is desirable as an exchange rate policy for macroeconomic stability; or, alternatively, the 

Palestinian case for official currency substitution in the presence of internal conflict would 

be suboptimal with respect to available alternatives. 

First of all, the analysis over real volatility developed through the VECM uncovered 

evidence that is not at all supportive of the case for shekelisation. To start with, 
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determinants of GDP growth in the rWBGS show a strong pervasiveness of Israel relatively 

to domestic shocks.  Furthermore, as a result of the occupation policies imposed by Israel 

on the rWBGS – that triggered, in turn, a heavy reliance on external conditions together 

with the inelasticity of import and export demand, it is found that domestic growth 

fluctuates more as a result of Israeli terms of trade and labour market shocks’ than of the 

real exchange rate. In this respect, Hamed (2000) finds that the lack of monetary 

discretion becomes a constraint to economic growth only if the latter is financed by local 

resources, which is not the case in the rWBGS: Palestinian economic growth has been 

inhibited by political uncertainty rather than insufficient liquidity. Furthermore, according 

to Beidas and Kandil (2005), high dependency on imports may favour a firm regime that 

be able to minimise the effects of terms of trade shocks on inflation; at the same time, a 

fixed regime could adversely affect competitiveness in case of a consistent appreciation of 

the anchor currency – as it was indeed observed with the value of the shekel against the 

dollar. On the same lines, the AIX Group’s latest report recommends the currency of the 

new Palestinian state adopt a flexible regime from early stages: 

“…a flexible exchange rate policy would moderate the currency’s appreciation 

and maintain export competitiveness. It would also be able to respond to the 

occurrence of adverse external conditions (crop failure, disruption of external 

trade), allowing the exchange rate to depreciate, without a sharp downward 

adjustment in nominal wages.” (AIX Group, 2015, p. 176) 

Finally, the correlation analysis revealed that the Israeli and the Palestinian business 

cycles are positively and significantly associated: a result that was hypothetically 

expected, given the level of unilateral dependence that sustains the economy of the 

occupied territories.  

Now, it is known that (i) foreign shocks dominate, (ii) the exchange rate channel is of 

little importance, and that (iii) cycles are correlated. In other words, the counter-cyclical 

policy that the foreign central bank could be performing against a certain shock would not 
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be imported as much as the volatility amplifying effect of the trade and labour channels. 

Following Lemma 1 to 3, in this case, currency substitution implies resigning a policy 

instrument (such as a sovereign control over the exchange rate) to facilitate the 

adjustment of relative wages and prices when most necessary. Notably, evidence on 

business cycles’ synchronisation evokes Arnon and Spivak (1995)’s results.87 In effect, an 

important argument in favour of the client country deciding to forego its national currency 

policy comes from the OCA endogeneity criteria, or the notion that trade and labour 

mobility with an external country is undeniably facilitated when using the same currency. 

In the case of Palestine, it seems true that economic integration has intensified due to the 

shared use of the Israeli currency, although the imposition of certain asymmetric rules has 

developed a Palestinian structural dependence at the benefit of Israel. 

Moreover, the model has found that the contribution of Israeli restrictions on the 

Palestinian business cycle is negative, although this result is not statistically significant. 

The response of Palestinian economic activity to Israeli closures may be interpreted in 

light of Lemma 6: the single currency, while encouraging bilateral interactions in trade 

and labour, makes sanctions more effective than ever, thus amplifying unequal power 

distribution in favour of Israel. . This also implies that the selected currency system is a 

conduit to convert political crises (or economic sanctions interpreted as real adverse 

shocks) into economic crises. In the current political context, a monetary policy 

autonomous from Israel can be more of an asset than a liability. This result remarks the 

distinction between the ‘client-anchor’ political antagonism (like the rWBGS versus Israel, 

or Panama versus the United States) and the type ‘client-third country’ (such as the case of 

North Cyprus versus Cyprus) – see Chapter 1 for more on this. 

With respect to the second part of the empirical analysis (Section V), one needs to 

acknowledge that nominal volatility and actual inflation have been contained in the 

                                                           
87 However, in contrast to this work, they established that based on OCA theory “the (imposed) monetary union 
between Israel and the Palestinian economy was warranted.” 
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rWBGS under shekelisation: in fact, Palestinian inflation rate has been consistently low 

and stable with respect to the other Levant small open economies considered for 

comparison. Nevertheless, it is also true that Palestinian inflation is higher and more 

volatile than Israel’s: supposedly, the current regime could not mediate the inflationary 

pressure caused by the administrative and economic restrictions that were imposed by 

Israel during periods of political tension. In addition, the partial gain in lower inflation rate 

and volatility is further offset by lower GDP growth relatively to Israel, which results in a 

much lower real income.  

In the end, despite the paucity of data, our highly stylised calculations suggest that 

shekelisation has been a bad bargain for Palestinians in terms of pure macroeconomic 

stability: all in all, the inflation benefit (measured by the differential with Israel and other 

Arab countries) does not appear to have been large enough to offset the costs on the 

output side. Currency unions are designed with the purpose of eliminating exchange rate 

risk and insulating monetary policy from political pressures. However, in the Palestinian 

case it seems that the exchange rate regime is actually echoing real shocks, while not being 

able to completely avoid excessive nominal variability.  

Under “reasonable” output-inflation trade-offs, it is plausible to think that the 

Palestinian economy would have been better off having the flexibility to adjust to external 

shocks. This conclusion requires an important caveat: the assumption that the PMA would 

follow the appropriate exchange rate policy in response to real shocks, had it had the 

freedom to do so. This is perhaps a doubtful supposition, especially considering the PA 

suffers from high debt and deficit ratios that make its need for credible monetary rules 

particularly real, so that a flexible regime would possibly bring only inflation, with no 

output benefits. However, by grounding the choice of an exchange rate on the assumed 

fragility of policymakers does not seem very appropriate either.  

Hopefully, as a consequence of the continued efforts undertaken by the PCBS and other 

statistical agencies, further developments in data availability and accuracy will allow for 
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better applied research. Notably, the dataset compiled for the purpose of this study opens 

up new frontiers for empirical research on the rWBGS macroeconomy. Future research 

shall move towards understanding how monetary policy – in the West Bank and the Gaza 

Strip, separately - can effectively help absorbing temporary shocks and endemic 

uncertainty, either through an automatic stabiliser or well-defined rules, going a step 

further from the discrete choice between fixed and floating rates. It would also be 

interesting to explore the long run capacity of the Palestinian economy. 
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Appendix 

t                             

1969 0,00035 1138,319 10.086 9000 0,00033 0 

1970 0,00035 1295,646 11.883 20600 0,00034 0 

1971 0,00037 1455,507 18.526 34000 0,00039 0 

1972 0,00042 1690,374 23.357 52400 0,00048 0 

1973 0,00042 2035,323 25.311 61300 0,00049 0 

1974 0,00044 1958,868 28.711 68700 0,00050 0 

1975 0,00063 2512,595 27.990 66300 0,00051 0 

1976 0,00079 2541,037 26.392 64900 0,00052 0 

1977 0,00105 2999,181 24.131 63000 0,00055 0 

1978 0,00174 2968,961 31.224 68200 0,00059 0 

1979 0,00254 3406,759 43.153 74100 0,00067 0 

1980 0,00512 3353,711 39.726 75100 0,00097 0 

1981 0,01142 3926,993 43.140 75800 0,00154 0 

1982 0,02427 3695,994 34.913 79100 0,00271 0 

1983 0,05623 4043,589 33.516 87800 0,00585 0 

1984 0,29321 3894,878 64.046 90300 0,02528 0 

1985 1,17886 4101,988 67.932 89200 0,10486 0 

1986 1,48940 4075,215 47.670 94500 0,15710 0 

1987 1,59378 5050,946 34.828 108900 0,17756 0 

1988 1,61745 4921,329 68.038 108900 0,19011 0 

1989 1,92027 4928,924 71.704 104800 0,22091 0 

1990 2,021 4960,723 102.025 107600 0,24949 0 

1991 2,29183 6122,905 81.099 97600 0,27807 40 
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1992 2,47808 5877,486 142.279 115600 0,31677 0 

1993 2,83991 7698,073 194.296 83700 0,33840 25 

1994 3,01342 8625,583 200.659 73750 0,36886 80 

1995 3,01108 9270,799 252.424 67554 0,40590 100 

1996 3,19475 9343,571 316.623 60489 0,49483 140 

1997 3,465 10692,523 338.129 82251 0,52985 85 

1998 3,80975 12327,699 392.353 119133 0,55942 45 

1999 4,15358 13433,521 297.209 130301 0,59043 20 

2000 4,06758 13687,047 244.933 90442 0,60696 73 

2001 4,2195 11660,181 284.007 41416 0,61438 244 

2002 4,73633 10354,489 313.227 26472 0,64946 125 

2003 4,51242 11696,231 371.110 30903 0,67805 178 

2004 4,48325 12447,251 366.484 28089 0,69842 163 

2005 4,50258 13790,335 443.967 37409 0,72711 132 

2006 4,44242 12738,840 540.662 35647 0,75505 122 

2007 4,08467 13087,941 568.785 42014 0,76909 34 

2008 3,56792 14006,637 562.666 46611 0,84515 52 

2009 3,92725 15214,574 772.336 49330 0,86842 55 

2010 3,73183 16424,691 737.975 47723 0,90098 44 

2011 3,5815 18177,910 811.492 54400 0,92691 31 

2012 3,84383 19840,417 803.626 64600 0,95267 11 

2013 3,60075 20119,765 764.366 85413 0,96909 7 

2014 3,59283 20026,704 25.311 89013 0,98848 29 

2015 3,88773 20873,3 28.711 93617 1,00000 2 

2016 3,8406 21778,9 27.990 102880 0,99783 16 

 

Table A1 Final dataset 
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The final dataset includes raw data for the period 1969-2016 of: (i) nominal exchange rate 

USD/NIS (  ), Consumer Price Index in Palestine (    ), Palestinian Exports to Israel (  ), 

Palestinian Employment in Israel (  ), Palestinian and Israeli Real Gross Domestic Product 

(    ,     
 ), and number of border closure days (        ). 
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Chapter 4 

 

 

Beyond the Handshake:  

a Game Theoretic Approach to  

Compliance Issues in Asymmetric Conflicts 
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Economics is the continuation of politics by other means
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I. Introduction 

Despite the 1994 Paris Protocol remains to this day the reference arrangement for 

regulation of the economic relations between Israel and Palestine, it has never assisted the 

economy of the region properly, since its correct application has been stalling in light of 

extremist fringes’ interposition - including two Intifadas, the siege of the Gaza Strip, and 

the expansion of Israeli settlements in the West Bank.  

This chapter does not intend to count the episodes of violence or to identify the culprit; 

in fact, it is acknowledged that both parties have incurred in violent, including terrorist, 

offenses against the other for competing reasons. Although official negotiators may 

envision some sort of acceptable compromise and cooperate, acts of violence are likely to 

hail from one or the other side of the unsatisfied civil society, nullifying any agreement 

previously achieved while eventually worsening successive prospects. A Jewish settler, for 

instance, may attack Arab civilians in the West Bank, or a Palestinian young boy might stab 

an Israeli soldier in Jerusalem. Bloom (2004) talks of such endemic spiral of rage between 

Israelis and Palestinians as “an unending causal loop”; Reuveny (1999) as a “cycle of 

violence”; Kass and O’ Neill (1997) as a “deadly embrace”. In the absence of a binding 

enforcer, international disputes are difficult to solve even if cooperation is everyone's first 

choice. Instead, non-verifiable information leads to lack of trust and to defensive non-

cooperative attitudes.  

“Because there are no institutions or authorities that can make and enforce 

international laws, the policies of cooperation that will bring mutual rewards if 

others cooperate may bring disaster if they do not.” (Jervis, 1978, p. 167) 

As a result, 24 years after the signature of the PP, the hopes that Palestinians could 

eventually achieve a just and lasting self-determination, including over economic matters, 

have not materialised yet, posing a serious menace to regional stability. As a matter of fact, 

the crucial problems of the Palestinian economy - among others: high level of 
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unemployment, trade deficits, and a heavy dependence on workers’ remittances as well as 

on foreign aid for the funding of public finance - are today, in 2017, very similar to those 

that existed in the aftermath of the first Intifada when the PP was signed (Arnon and 

Bamya, 2015).  

Unless stakeholders accept the absurd premise that parties get positive net benefits 

from the status quo or that the only possible solution to the Israeli-Palestinian question is 

mutual annihilation, logic tells us that there must exist some alternative that would make 

both sides better off. This research intends to show that a better outcome for both 

countries exists after dismantling the bitter mechanism of reciprocal vengeance. This 

subject is of particular relevance today, when the economic shape of the oPT is 

increasingly deteriorating, and negotiations are called upon with a certain urgency. Before 

the next impasse in the peace talks prevents any other chance of resolving the conflict by 

means of diplomacy, this vicious compliance issue shall be untangled in the scientific 

literature and promptly addressed in the diplomatic arena.   

1.1 Problem Specification and Research Objectives  

With these premises, the present work investigates the implementation issues arising 

during the Israeli-Palestinian economic cooperation process through the lenses of political 

economy, which is adopted here in terms of both arguments and methodology. If, on one 

side, this chapter aims to explore the inability of the two parties to reach a stable and 

sustainable framework that could sustain peace (particularly, economic peace), the other 

purpose is to enrich further the game theoretic tradition of conflict management and 

compliance issues, by developing a more appropriate analytical framework for organising 

and making sense of irresolute antagonisms of this sort.  

With the presumption of rationality, this paper develops a 3-player Bayesian game of 

incomplete information between two opposite sides (one is the ruling regime and the 
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other is the ruled civil society)88 that depicts the implementation phase of the economic 

cooperation process between Israel and Palestine. By explicitly modelling both the intra-

national (within each opposite side) and international dynamics (between opposite sides) 

of a meta-game, in both the short and the long term, a Perfect Bayesian Equilibrium (PBE) 

is derived in which multilateral cooperation is possible.  

Ultimately, game theory can help provide novel policy insights about how the conflict 

can be better resolved, which would be unavailable to alternative methodologies. The 

model, indeed, intends to characterise the most effective strategy for compliance under 

the assumptions made, as well as to identify the price of peace and to prove it is cheaper 

than the cost of conflict. In this context, it may be useful to answer questions such as: is it 

ever rational for the ruling regime and for its challengers to play strategies that result in 

escalating non-compliance? And, what pre-emptive measures can be taken at the 

negotiation table to cushion against the impact of compliance crises? The last goal is 

normative in that it employs the modern tools from the theory of games to derive 

empirically testable hypotheses that will shed new light over the Israeli-Palestinian 

economic peace process. In this regard, the model will assess the latest strategic moves 

observed in the region. 

To these purposes, an inductive approach is adopted to develop the game theoretic 

model, which builds on the post-Oslo interactions between Israel and Palestine. This 

period includes some attributes of Palestinian independence and Israeli awareness that 

did not exist previously, and, therefore, it is the best period in history from which to draw 

inferences. First of all, in 1993 the GoI and the PLO started to reorganise their relative 

power in the oPT through the Oslo Accords I, and II. The Israeli-Palestinian conflict was 

reframed as one between two equal national groups, which recognised the political rights 

                                                           
88 The dominant approach to the topic of political violence usually designates the actors involved in a way that 

implicitly address their political roles: for instance, legitimate ‘governments’ are often opposed to ‘spoilers’. In 

this work, the abuse of terms is prevented by employing words as ‘challenger’, ‘insurgent’, ‘dissenter’, and 

‘rejectionist’. The opposition is defined as a hegemon, ruling or incumbent regime; while ‘aggrieved population’ 

(Bueno de Mesquita, 2005) is used as synonym of underlying ‘civil society’. 
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of one another.89 Moreover, as evidenced by Grinberg (1994), the Intifada generated a 

process of democratisation of the Palestinian politics characterised by new forms of 

dialogue between the leaderships and the electorate90 - a process that obviously could not 

consolidate in the absence of an independent, clearly organised state structure; in effect, it 

is not a coincidence if it was in the Oslo era that Hamas and likewise radical groups rose. 

Secondly, as noted by Farsakh (2016), in the shadow of the Oslo peace process, structural 

macroeconomic changes occurred in the pattern of supply and demand of Palestine. In 

particular, the new-born PA inflated the public sector by including ministries and a police 

force, and people begun to harbour an urge for a sovereign economic empowerment 

consistently to the newly-founded Palestinian state. For all these reasons, the mainstream 

Palestinian academic discourse abandoned the colonial paradigm, whereas cooperation 

became the new order of the day (Farsakh, 2016). Last, as reported by Dugan and 

Chenoweth (2012, p. 603), “Scholars typically describe the First Intifada, the Oslo Lull, and 

the Second Intifada as distinct periods in which the Israeli government adopted fairly 

uniform approaches to managing the terror environment.” In conclusion, the empirical 

dynamics under study were not in place before the 1990s. Restricting the scope of the 

analysis by evidencing a few relevant arguments based on this period allows one to build a 

tractable but still realistic model. Although the model derives inductively from a 

systematic analysis of the Palestinian economic impasse, it will hopefully be of some use to 

other analogous issues. 

The rest of this chapter is organised as follows. A short historical background will be 

provided first to contextualise the case study and to argue over the failure of the 

Palestinian economic regime. The subsequent section will review the relevant literature 

                                                           
89 Prior to 1993 Israel refused to recognise the political authority of the PLO and considered it a terror 

organisation (Terror Prevention Ordinance, 1986). In its refusal to implicitly or explicitly deal with the PLO, 

Israel was trying to create options for solving the Palestinian problem, which did not include direct 

negotiations with any Palestinian representative. 
90 The first elections in the OPT took place on 20 January 1996. Palestinians of the WBGS, including East 

Jerusalem, expressed popular preference for both the President and the legislative body of the PA (the 

Palestinian Legislative Council). 
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on political economy models characterising the role of extremist factions in cooperation 

processes. Section IV will analytically synthesise the strategic interplay between and 

within Israel and Palestine and, in many respects, it will set the scene for the game 

theoretical model that follows. Finally, the last paragraphs will summarise the model’s 

intuitions and conclude the study with related policy recommendations. 

II. Historical Background 

2.1 Economic Peace for Israel and Palestine 

The Palestinian economy has been functioning under very exceptional circumstances 

since the outset of the Israeli occupation following 1967’s Six Day war. Since then, the GoI 

has determined the economic fundamentals of the administered areas - namely, the terms 

of trade, labour, fiscal and monetary policy – in pursue of its own political interests.91 The 

first Intifada (1987-1993) shivered the Israeli conviction that the economic regime 

imposed on Palestinian people would satisfy their economic demands;92 as a surprising 

and unprecedented event, in the 1990s representatives of both sides started direct 

bilateral negotiations that yielded the DoP. The document, that marked the beginning of 

the peace process between Israelis and Palestinians, was intended to cover a five-year 

transition period by the end of which an exhaustive accord between the two conflicting 

parties had to be reached. As already reported in Chapter 1, the PP was also drafted in 

order to formally regulate the Israeli-Palestinian economic relations during this interim 

period, an element essential to the advancement of the final peace process.  

“The two parties view the economic domain as one of the cornerstones in their 

                                                           
91 According to Grinberg (1993, 2007), the military control over the OPT has reflected the economic interests 

of Israel’s elites. This was clear when the IDF acted in the administered areas in order (i) to maintain a captive 

market for Israeli goods, while blocking cheaper Palestinian goods to be imported in Israel; (ii) to provide a 

reliable supply of cheap and non-unionised labour for Israeli employers; and (iii) to discourage any form of 

popular resistance.  
92 Although the first Intifada did not break out for purely economic reasons, its popularity was intensified by 

the economic descent experienced in the OPT. Eventually, it also induced an economic crisis in Israel, until 

Israeli authorities had no other alternative but to upgrade the existing economic model (Grinberg, 2007). 
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mutual relations with a view to enhance their interests in the achievement of a 

just, last and comprehensive peace. Both parties shall cooperate in order to 

establish a sound economic base for these relations, which will be governed in 

various economic spheres by the principles of mutual respect of each other’s 

economic interests, reciprocity, equity and fairness.” (Preamble, PP) 

Notwithstanding it had been celebrated as a cornerstone in the process of nation-

building and economic progress, the PP was dishonoured quickly by both sides: the 

Palestinians driven by the rejectionist stance of anti-diplomatic factions such as Hamas 

and Islamic Jihad, the Israelis by the fanatic politics of the religious right. In effect, a wave 

of terror was incepted during Paris negotiations to undermine what the so-called Non-

State political Actors (NSAs)93 viewed as a humiliating and misguided peace process.94 

Since then, in response to the political crises that have characterised the majority of the 

interim period and afterwards, Israel has decided to suspend the agreement and, for the 

sake of its security, to maintain control over the fundamental tools of economic policy-

making.95 In other words, the prospect and unpredictability of security measures 

concerning the state of the economy created an environment of uncertainty and risk, 

which has progressively normalised and become the ordinary, rather than the 

emergency, state of the world. According to this view, the on-going military occupation 

has partially turned into economic control exerted by Israel to distress and exhaust 

Palestinians’ ability to defend themselves; this can be defined as economic occupation or  

“occupation 2.0” (Diamond, 2014). 

                                                           
93 “An individual or organization that has significant political influence but is not allied to any particular 

country or state.” (Oxford Dictionaries, 2017) 
94 Particularly, Hamas and Islamic Jihad regularly used suicide bombings in Israel’s crowded spaces: the Beit 

Lid massacre and the Dizengoff Centre massacre were among the most brutal (Boyle Mahle, 2004). 
95 Several types of economic restrictions are used by Israel to sanction the PA or to prevent violence. According 

to a report by UNCTAD (2016) Israeli “restrictions on the movement of people and goods; systematic erosion 

and destruction of the productive base; losses of land, water and other natural resources” are some of the main 

factors for the underdeveloped state of the Palestinian economy. Moreover, “in 2015, Israel withheld 

Palestinian fiscal revenue for four months, donor aid declined and Israeli settlements continued to expand into 

the Occupied Palestinian Territory, while poverty and unemployment remained high,” according to the report. 

These measures add to the separation of the OPT from the global market, together with the disaggregation of 

the internal market, and the siege on Gaza. 
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2.2 Contending Narratives of Failure 

Unlike negotiations over territorial domains, further diplomatic efforts on economic 

matters have never taken place after Oslo. As a point of fact, the PP still remains the 

reference economic arrangement between Israel and Palestine and, so, continues to be at 

the centre of academic critique. Scholars have advanced a number of explanations for the 

inability of the negotiators to reach a fair and sustainable regional economic system.96 

The main limit attributed to the PP is its transitional nature. The deal was indeed 

designed for an interim period of five years, anticipating, then, that a permanent status 

agreement - during which Palestinians could have formed their own institutions and build 

capacity to manage their economic affairs - would be reached in due time. The failure of 

negotiations on a final agreement led to the de facto extension of the PP far beyond the 

period it was designed for; over time, its provisions have inevitably become inadequate to 

promptly serve social needs (Arnon and Weinblatt, 2001).97 From this angle, it is worthy 

to mention Prof Arie Arnon and the AIX Group’s economists, who provide among the most 

comprehensive economic critiques of the post-Oslo era. These authors rise above pure 

economic considerations and make strong political claims. They basically assert that the 

uneven balance of power between the two parties has reflected, through asymmetric 

negotiations, into the structural weaknesses of the Protocol. In Paris, negotiators 

formalised the de facto economic regime that had come into existence during the period of 

direct Israeli military control. As a matter of fact, the custom union persisted but, after 

1994, it was supplemented by Israel’s security measures: the asymmetric control exerted 

by Israel over trade barriers, labour flows, fiscal and monetary policy prevents the PA to 

pursue autonomous economic goals. Thence, the system became more effective than ever 

in controlling the movement of Palestinian people, goods and capital (World Bank, 2002; 

                                                           
96 See Arnon and Weinblatt (2001), Naqib (2003), Grinberg (2007), Kubursi and Naqib (2008), Khalid and 

Taghdisi- Rad (2009); for the list of proposed modifications to PP: Aix Group (2013). 
97 For a deep analysis of the negotiations pattern and the reasons leading to its failure, see Korobkin and Zasloff 

(2005).  
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Khalid and Taghdisi-Rad, 2009). The PP is, therefore, internally flawed and its provisions 

generate an unstable long-term equilibrium. This school mainly relies on prescriptive 

models, arguing that the removal of anomalies and asymmetries inherent to the current 

regime is a prerequisite for any serious and genuine improvement of the economic 

infrastructure that, in turn, would promote and support a durable peace. Arnon et al. are 

basically establishing the minimum level of economic concessions that would make 

Palestinians happy to follow the diplomatic way.98 

Furthermore, another determinant of the failure of the PP has been identified in that it 

is not legally binding: it lacks a credible mechanism of punishment for not respecting the 

word of the deal - such as a third party or supranational intervention (Kleiman, 1996; 

World Bank, 2006). Driven by their self-optimizing behaviour, the contractors have been 

allowed to ignore the PP, partially or completely, with impunity.99 In other terms, the 

implementation of the PP, or the lack of it, has always been driven by arbitrary political 

choices. Israelis and Palestinians each tend to see themselves as victims that merely react 

to attacks initiated by an implacably hostile foe bent on their destruction. As evidenced by 

Naqib (2003), on one side, the Israeli government accuses the PA for the deterioration of 

Palestinian economy: the failure of the PA to prevent Palestinian militant organisations 

from launching violent attacks against Israelis has indeed led the Gol to disregard the rule 

of the Protocol. The current “de-development strategy” – using Roy (1999)’s popular 

definition - played by Israel in the rWBGS has invariably been justified by the security 

concern, that is the belief that relaxation of the Israeli–Palestinian border would enable 

acts of terror and that, if Palestinians were able to acquire wealth, this could be used for 

weapons and lobbying against Israel. On the other hand, even if the PA occasionally 

                                                           
98 This critical value will be referred to as k* in the game theoretic model that follows. 
99 To ensure proper implementation the Paris Protocol created a forum to resolve disputes called the Joint 

Economic Committee (JEC). The JEC is meant to “follow up the implementation of this Protocol and to decide 

on problems related to it that may arise from time to time” [Paris Protocol, Art. III]. To this day, no enforcement 

mechanism exists to make sure that its rulings are convened. 
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condemns the brutality of terrorism, it usually points to the pattern of economic 

deprivation enacted by the GoI as the real culprit behind hostilities.100  

While recognising most of the arguments made above, one shall also be aware of the 

injustices inherent in the underlying power relations. The PP, according to this further 

school of thought, is “a poorly designed document that was implemented miserably” (Al-

Botmeh and Kanafani, 2006). Thus, the perspective endorsed here not only embraces the 

idea that the PP was structurally doomed from the outset, but it also explores how political 

dynamics have affected its correct execution.  

III. A Game Theory Literature Review  

As a result of such a prolonged, irresolute peace process started in the 1990s, there 

have been quite a few academic attempts to explain the persistence of the Israel-Palestine 

crisis and to suggest solutions. Game theorists, although never substituting for policy 

analysis, have provided original ways of interpreting the behaviour of the parties involved. 

The present work builds on a variety of models in the game theoretic literature that deal 

with terrorism paradigms from different but complementary positions. Contests between 

the government and its challengers traditionally depicted in the literature can be over the 

distribution of rents (Kirk, 1983), the fate of hostages (Lapan and Sandler, 1988; Selten, 

1988), the securing of concessions (Bueno de Mesquita, 2005a; Kydd and Walter, 2002), 

or the effectiveness of countermeasures (Enders and Sandler, 1993). A selection of works 

is reported in what follows. 

To begin with, de Figuereido and Weingast (1998) defined conditions that favour and 

stop patterns of violence between a dominant in-group and an out-group, where the latter 

                                                           
100 In September 2015, Palestinian President Abbas gave a speech before the UN General Assembly, where he 

explicitly declared: “As long as Israel refuses to commit to the agreements signed with us (…), they leave us no 

choice but to insist that we will not remain the only ones committed to the implementation of these 

agreements.” (Mahmoud Abbas speech to the UN General Assembly in New York, 30 September 2015) 
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consists of moderates and radicals. In the first stage of the meta-game, radicals decide 

whether or not to attack the in-group, which has the effect of imposing costs on the target 

group. The in-group, then, decides whether or not to attempt to suppress the radicals, 

which has some chance of ending all future terrorism, and which will certainly radicalise 

the moderates. de Figuereido and Weingast (1998)’s assumptions allow political violence 

– including the in-group counteraction - to influence the relative popularity of the two out-

group blocs and, therefore, to raise the stake in the subsequent, bargaining game with the 

in-group. Political violence can either work as a bargaining leverage towards certain 

outcome; or, alternatively, it can trigger an endless cycle of violence between radicals and 

a government in equilibrium. The meta-game is finally solved using the concept of Sub-

Game Perfection.101 

Also, Bueno de Mesquita typically employs the aforementioned assumption that the 

government has to deal with two strategic actors from the opposition, in order to allow for 

increasing militancy dynamics; whereas other authors (such as Lapan and Sandler, 1993) 

treat the rebel organisation as a unitary actor with an uncertain strength. Moreover, while 

de Figuereido and Weingast (1998) provide the depiction of a pre-negotiation setting, 

Bueno de Mesquita (2003) focuses on the commitment problem that follows negotiations. 

In particular, he explicitly models how moderates can withhold valuable support to the 

government’s counteraction, in case the latter does not comply with the agreed 

concessions. Similarly, the government tends to retain concessions if the population does 

not cooperate in counterterror. In this variation of the Nash bargaining, (i) the increase in 

militancy that follows concessions is due to the fact that only moderates accept 

concessions, leaving the opposition under the control of extremists; (ii) the probability of 

the government succeeding in counteraction improves following concessions, due to the 

                                                           
101 “Every actor is assumed to maximize his expected utility at every node, given the other players’ strategy, 

and the equilibria derived for the overall game must also be equilibria in every proper sub-game.” (de 

Figuereido and Weingast, 1998, p.13) 
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help of moderates. Hence, they conclude, conflicts in which concessions are made are 

more violent but shorter, and the existence of two different groups of thinking is a 

disadvantage for the radicals in the negotiation process (see, also, Wieviorka, 1988). 

With some novelty, Kidd and Walter (2002) present the most explanatory game-

theoretic model featuring the Palestinian peace process. They analyse violence as a 

problem of trust between a target government and a moderate opposition group with 

hidden types (strong or weak, trustworthy or not), with regard to complying with a 

previously negotiated deal. Kydd and Walter (2002) explore how extremists can 

undermine the level of trust between the other opposite groups, and sabotage the 

agreement. Their model successfully illustrates why a small group of rejectionists, such as 

Hamas, is often able to convince a majority of peace-seeking individuals to return to 

conflicts they typically prefer to avoid. Kydd and Walter (2002) and Bueno de Mesquita 

(2005c) both focus on government uncertainty about the type of rebel group they are 

facing, about the moderates with whom they are negotiating, and about whether they are 

willing but also able to curtail extremist violence following concessions.  

Moreover, Cowan (2004) introduces the idea of both Israel and Palestine facing a game 

with several potential opponents, rather than just each other. He claims there are multiple 

internal conflicts about how to deal with a common enemy. As a consequence, one can 

identify numerous sub-games being played simultaneously (e.g., Israel versus the PA, 

Israeli moderates versus Israeli extremists, the PA versus Hamas, GoI versus Hamas, the 

PA versus Israeli extremists), each of which constrains the actors from settling the larger 

GoI versus PA game. For instance, Palestinian parties that undertake diplomatic relations 

face the risk of losing support from the most radical constituencies; and the same may 

happen in Israel.  

Interestingly, Bhattacharya et al. (2004) advocate an application of the dynamic fuzzy 

game paradigm on negotiation studies. In generalised terms, a dynamic game at time t is a 

particular interaction ensemble with well-defined rules and roles for the players, which 
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remain in place in that period. However, the negotiation space is open to modifications as 

negotiations progress and views are updated, that implies the payoff matrix is dynamic 

but nevertheless remains fuzzy due to vague understanding of the exact stakes. Through 

this formalisation, Bhattacharya et al. (2004) stress the typical situation of 

“interpretational ambiguity” that occurs when none of the players knows exactly what to 

expect from the others or what the other players expect from them.  

Moving on from credibility problems, the counterterror or ‘deterrence dilemma’ has 

been also dealt with in the extant academic production. In Bueno de Mesquita (2005b), 

radicalisation results either from the economic damage caused by counterterror 

operations - which lowers the opportunity cost of mobilization - or by the way in which 

such operations change the population’s level of trust towards the government. On the 

other side, optimal counterterrorist operations make terror attacks more costly, therefore 

decreasing terrorism immediately. Bueno de Mesquita and Dickson (2007) explicitly 

distinguish between different kinds of counterterrorism: (i) indiscriminate tactics that are 

relatively inexpensive but impose negative economic externalities on a mass of “terrorist 

sympathisers”, and (ii) discriminate tactics that are relatively expensive but impose fewer 

externalities on the rest of the population.  

While all authors presented so far use evidence from the Israeli-Palestinian conflict to 

support their findings, another branch of the game theory literature on the subject 

maintains a wider focus. For instance, Alt et al. (1988) develop a game over the popular 

theory of hegemonic stability, in which the hegemon depends on punishment of non-

cooperative behaviour but, since the latter comes with a cost, it must be optimised and 

cannot be used indiscriminately. They represent hegemony by modelling asymmetry of 

size between the parties, in the form of information advantage and of the ability to inflict 

costs on others. Also, they introduce new situational features of international relations, 

such as bluffing, reputation and learning, by modelling a repeated interaction with 

incomplete information, which is solved by Bayesian equilibrium. Lapan and Sandler 
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(1992) combine a signalling methodology to the counterterror paradigm. In particular, on 

the same lines as Overgaard (1994), they argue that the act of violence signals how strong 

is the adversary to the government; however, they unrealistically presume that resources 

in the hand of the government’s opposition cannot increase over time. This work is based 

on a multi-period signalling game where actions played in the first period are used to 

assess the opponents’ type in the second round. The PBE is employed as a solution 

concept. The social optimum in all these cases is based on the assumption that terrorists 

are rational and their actions depend on the costs and benefits of the negotiation process. 

In an earlier attempt, Lapan and Sandler (1988) showed that, in a non-negotiation 

framework between a government and a terrorist group to solve the case of hostage 

taking, government’s victory hinges on not to concede terrorist demands. Another useful 

hint on the effectiveness of government counterterrorism comes from Siqueira and 

Sandler (2007), who explicitly account for the competition between terrorists and 

governments for gaining public support, or “the grassroots” as they call it. In specific, they 

view the problem of the government as an expenditure trade-off between counterterror 

policies - which increase security - and the provision of public goods - which fosters the 

electoral constituency.  

  IV. A New Set of Stylised Facts  

In the dispute considered here, the condition for agreement is that all Palestinians lay 

down arms or Israel will not, in turn, guarantee the desired concessions. Notably, 

enforcement of negotiated deals is problematic because each side of the bargain fears that, 

albeit it may ensure its own word, the other side will not, catapulting one back to status 

quo on disadvantageous terms. For instance, in a ‘land-for-peace’ framework, the GoI must 

irrevocably conform to the agreement prior to the PA; and, therefore, from the regime’s 

perspective, the compliance issue consists in having to guarantee security before 

surrendering any concession. The first assumption introduced here, in order to abstract 
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from such a structural risk of unilateral non-compliance, is that the model has to refer 

exclusively to agreements of the type ‘economics-for-peace’. Such framework is preferred 

because economic concessions, unlike territorial ones, may be flexibly managed: the GoI 

can either reward the partner that has ensured cooperation by surrendering concessions 

or to retain them at any point in time and punish defiance. Technically, the model foresees 

the last mover’s advantage. 

Looking back at the existing literature on compliance, trust or deterrence, each stage is 

modelled separately and the ultimate enforcement is usually emphasised because it leads 

to more comprehensible game-theoretic analysis, a tool used to develop theories of civil 

war duration and termination.  For instance, existing literature on civil war with very few 

exceptions is formalised around a state and a rebel group. (example) Along similar lines, 

many studies of the Israel–Palestine conflict have conceptualised a two-party 

phenomenon treating each side of the conflict as a single actor (see, for example, Goldstein 

et al., 2001). By contrast, Fearon (1998) distinguishes between three stages in 

international cooperation processes - regardless of the dispute’s underlying domain:  

a) Early negotiation phase, during which representatives of the conflicting parties 

choose whether to reach a settlement;  

b) Internal ratification phase, in which the international treaty must be accepted by 

respective domestic civil societies; and  

c) Final enforcement phase, during which contractors – constrained by the internal 

decision - choose whether to execute the agreed-upon terms or not, depending on their 

expectations of what other players will do.  

Following these lines, the present work moves a step forward by incorporating the 

intra-national level of decision-making into the analysis of the Israeli-Palestinian 

economic peace process (Argument 1 - Enlarging the enforcement problem).  A two-level 

analysis of each country follows, with the purpose of representing all relevant actors, both 

included and excluded from the negotiation table. 
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4.1  On Palestine 

Even if, in terms of political agency, the PLO has been recognised by Israel and the USA 

as “the sole legitimate representative of Palestinian people”, one can question whether it 

has the internal capacity to impose its authority on the ground. Some fact about the deep 

schism in the Palestinian body politic may be helpful in order to explore this central issue.  

To begin with, in the wake of the Oslo process (1993-95) – that, strongly encouraged by 

outside actors, created the PA to govern specified areas within the WBGS, the PLO has 

been corroding in domestic politics, struggling with the PA over diplomatic representation, 

and progressively becoming a political “shell company” that lacks operational capabilities 

but yet retains the official authority to sign agreements pertaining to Palestinian national 

interests that go beyond borders. 102  Secondly, unlike many other struggles for autonomy, 

the Palestinian polity has not emerged as a state-like, vertical system; instead, many 

distinct political movements operate within and without the PLO umbrella. Although 

Palestinian movements all aim at the representation of national interests versus Israel’s 

pretences, they are inspired by clashing perspectives - particularly over the Oslo 

agreement, the idea of a two-state solution, and whether to embrace a diplomatic rather 

than a military vision of defence (Clauset et al., 2007). Therefore, they are said to coexist in 

membership rivalry. Thirdly, it must be remarked that nor the PLO or the PA meet a very 

basic condition of sovereignty, that is the monopoly over the legitimate use of force; in 

fact, the Israeli Defence Forces (IDF) routinely conducts raids and strikes into areas 

officially under Palestinian jurisdiction, while multiple rebel groups of Palestinians, with 

                                                           
102 Both the Gaza-Jericho Agreement (1994) and the Interim Agreement (1995) stipulate that the PLO will 

represent the PA in negotiations with Israel. The PLO signed all subsequent documents of the political process 

- see the Protocol Concerning the Redeployment in Hebron (1997), the Wye River Memorandum (1998), and 

the Sharm el Sheikh Memorandum (1999). Prior to the PLO elections (in January 2006), Fatah controlled the 

PA as well as the PLO. Throughout the years, Hamas has contested Fatah leadership of the PLO and attempted 

to take control over the PLO in order to lead the Palestinian national movement based on Islamic-nationalist 

ideology. Hamas refused to recognise the PA, as it was created in accordance with Israel. Following the death of 

Arafat, Hamas decided to join the PA and participate in elections for the legislative council. Following its 

electoral victory, Hamas formed the PA government under its own leadership. 

http://www.reut-institute.org/en/Publication.aspx?PublicationId=544
http://www.reut-institute.org/en/Publication.aspx?PublicationId=565
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varying degrees of connection to official bodies, may prolific in anarchy and operate 

independently in areas officially under the control of the PA.  

“Without a well-armed and organised security force, the PA can never establish 

control over rejectionist groups. To further complicate matters, Israeli military 

operations aimed at degrading Palestinians’ ability to attack Israelis have 

severely degraded the PA’s security apparatus, which the Israelis at times have 

considered complicit in such attacks.” (Korobkin and Zasloff, 2005, p. 34) 

According to Korobkin and Zasloff (2005), two issues may arise from institutional 

vacuum: (i) the problem of the agent who pursues her own rent-seeking goals rather than 

those of the principal; and (ii) the problem of the minority able to block an agreement 

favoured by the majority. The former may arise in case of a political representation gap, 

when the bargain outcome is lower than civil society’s reservation point. Here, let us 

assume a gap exists between the agent’s and the principal’s utility. This can imply either 

that negotiators actually choose a particular deal in contrast with popular preferences, or 

that they want to strike a bad deal so that peace cannot be achieved. The second point 

refers to the veto minority that may arise as a consequence to imposed supranational 

decisions, when the societal force has incentives to constrain the authority of the official 

representatives. The latter point suggests what is also reported by Grinberg (2010), that 

the institutional vacuum has resulted not only in increased fragmentation of the 

Palestinian political platform but also in widespread contestation of the PLO decision-

making at international level. In effect, there appears to be relatively good historic 

evidence for this sort of interplay between the two movements that have dominated 

Palestinian politics in the last three decades. In light of its indulgent attitude,103 Fatah has 

                                                           
103 Since the 1990s, there has been a debate within the PLO – in which Fatah has the biggest weight - as to 

whether to continue or to halt violent resistance activities against Israel. In practice, political terrorism has 

never been fully banned, as witnessed by Fatah’s military wing, the al-Aqsa Martyrs’ Brigade. As a matter of 

fact, although Fatah has generally accommodated the diplomatic discourse since the start of the second 

Intifada, it has also launched attacks against civilians and promoted armed resistance, in competition with the 

Islamic movements disjointed from the PLO – such as Hamas, the Islamic Jihad, linked to Hezbollah in Lebanon, 

and the Popular Front for the Liberation of Palestine, driven by a Marxist orientation. It is reasonable to say 
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managed to lead the PLO for the last decades, but its involvement in the failure of the Oslo 

Accords, its responsibility in providing inefficient security and social services, and its 

demonstrated corruption have undermined its consensus base. Hamas has, in effect, 

successfully capitalised on Fatah’s shortcomings, denouncing the Fatah-lead PA of 

pursuing its own elitist interests and preserving the occupation regime by making it more 

tolerable to citizens.  

Even though the state of the economy may not be the only reason for challenging the 

regime in power, it matters to the extent that people’s minimum demand for social 

services is not satisfied by the public sector, creating a vacuum for NSAs to fill. Economic 

satisfaction is indeed considered here the pivotal variable that incites or weakens the 

attack against the hegemon, contributing to determine the future of cooperation as 

opposite to conflict.  

Moreover, through its violent struggle, Hamas has constantly built up the public 

perception of strong opposition to Israel’s incursions into Palestinian sovereignty (Bloom, 

2004). In this respect, inter-group competition for popular consensus “does not 

necessarily involve democratic elections in which the faction that wins a majority gains 

power; competition might, for instance, also take the form of direct conflict between the 

factions.” (Bueno de Mesquita and Dickson, 2007, p. 369), but in general it must be 

considered crucial for the success of one or the other faction. 

In essence, the lack of economic security and institutional cohesiveness encourages 

civil mobilisation towards anti-diplomatic NSAs, who fill the empty space of social 

protection, building the constituency needed to “legitimately” interfere in the political 

process. This dynamics makes it virtually impossible for the stateless country to commit 

credibly to international agreements: the ruled side’s internal politics may result in 

disaggregation and inconsistency on the international arena (Argument 2 - Political 

agency problem and contestation).  

                                                                                                                                                                          
that Palestinian insurgency cut across parties. 
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A New Problem of Trust This argument implies a critique to the literature on trust 

that inherently treats the weak part of asymmetric disputes as potentially unreliable, 

therefore focusing on the problem of the regime who is assumed to be uninformed about 

the true nature of its counterpart’s officials (see Kydd and Walter, 2002). 

Untrustworthiness refers to the aggrieved civil society’s representatives (the PLO, in the 

case analysed herein) who are unwilling or unable to commit. Taking a step back, the 

general feeling at the basis of authorship and diplomacy so far has been that, if peace must 

be reached, it is usually terrorist politics of the weaker side that must adjust to the 

requests dictated by the incumbent regime; given power imbalances, the other way 

around is indeed inadmissible. Even today, Palestinian leaders are pressured to return to 

talks, despite their slim bargaining power and chance of success.104 However, the idea that 

Palestinian politics do not matter - which equals to ignore the demands of one side of the 

conflict and to accommodate requests of the hegemon completely, in a sort of cosmetic 

bilateral negotiation process – is not necessarily a good move for the regime’s own 

interests. 

In ordinary trust problems, official representatives are responsible for the 

implementation of the agreement regardless of any other element that may break in the 

game. However, given Argument 1 and Argument 2 are public information – implying the 

regime surely knows it is confronting a weak adversary with no definite institutional 

apparatus - it would be illogical to model an enforcement game of this type. However, the 

regime cannot access its counterpart’s internal game and it only communicates with its 

counterpart’s representatives, such that it is unable to collect reliable information about 

NSAs’ resources, funds and supporters; in a few words, the political agency gap within the 

ruled civil society. A different type of information is available to the regime (Argument 3 – 

A different type of asymmetric information).  

                                                           
104 For instance, the US government has recently announced the creation of a team to organise a peace plan for 

Israel and Palestine. This decision coexists with the US embassy move to Jerusalem in December 2017 (The 

Times of Israel, 2018). 
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4.1.1 The Challenge 

“Insurgency is about the interplay of power, politics and violence. (…) Internal 

political violence begins with a crisis of legitimacy and a breakdown in the 

social compact that binds people together. It involves a struggle between a non-

ruling group and the incumbent authorities, in which the former consciously 

uses violence and political means to destroy, change or preserve some aspects 

of politics.” (Kass and O’ Neill, 1997, p. 3) 

In presence of the agency gap expressed in Argument 2, NSAs interfere to raise the 

voice of the civil society unrepresented in the bargaining space. Rephrasing Gurr (1970), 

when traditional politics cannot be accessed, NSAs look outside the system for alternative 

solutions that can call hegemonic power into question and achieve policy goals - from non-

violent to extremely violent actions of resistance.  

“Terrorism should be considered as terrorist politics. That is, it should be 

viewed as an alternative form of political communication. (…) Moreover, 

terrorist politics as a theoretical framework allows students of terrorism to 

strategically and critically analyse terrorism from a much more interesting and 

revealing angle. Terrorism is a means (like voting and protesting) to an end. 

(…) Terrorist politics as an alternative form of political communication is 

certainly not the most civil form of political participation, but it nevertheless 

gets publicity, and has potential payoffs.” (Bradley, 2008, p. 20) 

With respect to whom attempts to sabotage any deal, the regime that experiences 

violence commonly deducts that the perpetrators nurture intractable political objectives, 

and it preventively closes the bargaining space even if the insurgents’ true interests are 

not mutually exclusive (Abrahms, 2008).105 As a result, insurgents are usually condemned 

to signal their requests to the regime out of the political platform (Murshed, 2010; Pape, 

2003). Hence, although political violence is described as an “alternative form of political 

                                                           
105 When Hamas was established, it defined its mission as the liberation of Palestinians and cessation of Israeli 

aggression against them. That is to say, its goal is not the destruction of Israel, as is commonly asserted by the 

international public opinion (Zuhur, 2008). 
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communication” (Bradley, 2008, p. 2), challengers are rather poor communicators given 

their methods are often misinterpreted.  

The pure compliance issue arises whenever rejectionist factions excluded from official 

talks may resort to violence “not simply because it instils fear in target populations, but 

because it causes governments and individuals to respond in ways that aid the terrorists’ 

cause” (Kydd and Walter, 2006, p. 50). Existing literature on deterrence distinguishes 

between short and long term goals of political violence (see Pape, 2003; Bloom, 2005; 

Abrahms, 2008; Cronin, 2009). Although violence does not directly translate into political 

ends (Abrahms, 2008), the strategic logic behind these actions is based on progression of 

the less important, but immediately effective, tactical goals.106  The latter can be 

categorised in the following points: i) to acquire consensus, by signalling an effective 

alternative to mainstream politics; ii) to inflict costs on the incumbent regime (Mishal and 

Sela, 2006); iii) to gain bargaining leverage in the game against the regime by breaking its 

hegemonic stability (Jaeger and Paserman, 2008); and, iv) to sabotage any accord that may 

degrade political requests. In the latter sense, signalling lack of commitment provides a 

strong alibi to the regime for not cooperating further; and, consequently, if the status quo 

remains unsatisfying, doubts exacerbate within the ruled civil society on whether the 

regime will ever accommodate its needs (Kydd and Walter, 2002).  

Thus, although most challengers appear irrational from a strictly economic 

perspective due to the fact that their behaviour may not facilitate the achievement of the 

desired level of concessions (“strategic goals” - see, for example, Berrebi and Klor, 2004), 

they shall be treated as fully rational economic actors whose actions convey certain 

political messages (“tactical goals”) as a product of a complex decision-making 

(Argument 4 – ‘Complex rationality’). From this perspective, the challenge must be 

                                                           
106 Often, individual militants do not perceive how distant and unlikely the achievement of broader outcomes 

is. According to Grinberg (1994), such extremists, incited by short-term achievements, assume that there is a 

concrete chance that in the future their nation will overcome the target government, and be able to impose on 

it their unilateral conditions. 
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considered an explicit political signal rather than just a security threat to be deterred. 

4.2 On Israel  

In the strategic game, Israel is represented in the form of an incumbent regime. The 

asymmetric nature of the Israeli-Palestinian conflict (Argument 5 – ‘Size Advantage of the 

Hegemon’) – where there is a hegemon, unitary, ruling regime versus a fragmented, 

instable counterpart that is subjected to the norms and policies of the other - is modelled 

through a series of features, namely:  

a) The last mover’s advantage is up to the regime; 

b) The challenger can be defeated but never defeat; and  

c) The regime’s tactics can influence the motivation and capabilities of the civil society, 

which are, in turn, crucial determinants of the level of violence. 

With respect to intra-state decision-making, also Israel’s polity contains radical, 

rejectionist elements that might try to prevent the national government to sign an 

agreement. In effect, the Israeli society does not usually exhibit a unified position towards 

the Palestinian counterpart, and non-cooperative behaviour may result from highly 

politicised groups such as Zionist settlers and far right-wing movements.107  The GoI, 

acting as hegemonic regime, is thought to be able to concertedly represent its domestic 

factions and internally negotiate with them (Rowley and Webb, 2007). For all these 

reasons, the present work considers Palestine as not analogous to a state (see, again, 

Argument 2), in opposition with Israel that for the sake of simplification is assumed to be a 

unitary body able to control, and take responsibility for, its domestic agitators. In other 

words, given the asymmetry, the regime shall be viewed as the principal actor responsible 

for triggering peace, and whenever its actions result in non-cooperative behaviour, it 

constitutes an affront to the peace process and an indictment to its own credibility as 

negotiating partner. 

                                                           
107 Such as My Israel, The Jewish Home, Jewish National Front, and Eretz Yisrael Shelanu, among other Zionist 

parties. 
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Nevertheless, it is conceivable that an Israeli minority blocks an agreement via 

political means. In spite of the GoI legitimacy to rule, no party commands the majority of 

the Israeli parliament, the Knesset. Paraphrasing Barari (2004), the proportional 

representation of the Israeli parliament, with a low threshold for parties to be elected, 

reflects a society internally marked by political, social, ethnic, and religious divisions.  

“Unsurprisingly, this system produces a multiplicity of parties, whose names 

and political objectives have changed bewilderingly over the (seven) decades of 

Israeli existence. As with most such parliamentary systems, the leader of the 

party with an electoral plurality typically forms a coalition government that can 

command a majority in the Knesset. These coalitions tend to be unstable, with 

governments not infrequently collapsing before their four year electoral terms 

expire.” (Rowley and Webb, 2007, p. 9)  

The inconstancy of governments’ attitudes towards the occupied territories makes it 

very difficult for the players to pre-commit to the effective enforcement of any bargain 

that may be reached. As a matter of fact, the GoI has taken profoundly different strategic 

positions over time, even transforming the conflict from a zero-sum to a mixed-motive one, 

and vice versa (see Diskin, 2003; Barari, 2004; and Newman, 2012). In an attempt to 

construct a model that accounts for the domestic influences on foreign policy, also the 

Israeli changing type of government - security-seeker versus greedy – shall be included in 

the equilibrium analysis (similar treatment is present in Kydd and Walter, 2002; Bueno de 

Mesquita, 2007) (Argument 6 – ‘The regime as dualistic unitary player’).108 

A New Problem of Deterrence While still thinking of international cooperation 

processes as consisting of multiple levels of interaction that are interrelated and equally 

fundamental, Putnam (1988) argued that international agreements eventually occur when 

                                                           
108 Both branches of realism are being considered here: (i) classical realism presents states as inherently 

aggressive and, thus, territorial expansion is constrained only by opposing powers, and (ii) offensive/defensive 

realism assumes states are obsessed with their security and status quo protection. Both definitions of state are 

realistic when applied to Israel, with the national and international public opinion being divided between these 

two interpretations. 
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the bargaining spaces of all stakeholders involved overlap.109 In this respect, Cunningham 

(2006) suggests that the presence of several, potentially competing sub-groups usually 

implies longer prospects for termination than disputes between single organisations 

operating hierarchically with a central leadership.  

“First, there is a smaller bargaining range of acceptable agreements when there 

are multiple actors with distinct preferences. Second, information asymmetries 

are more acute in multiparty conflicts. Third, each actor has incentives to hold 

out to get the best deal as the last signer.” (Cunningham, 2006, p. 875) 

Along the same lines, Fearon (2004) defines the “sons-of-the-soil war” as a civil war, 

“…that involves an insurgent band fighting on behalf of an ethnic minority on 

the periphery of a state dominated by another ethnic group; against the state’s 

military or paramilitary formations, (…); and involves either land conflict with 

migrants from the dominant group or conflict over profits and control of 

natural resources in the minority’s home area.” (Fearon, 2004, p. 283) 

Now, provided that two-party enforcements are easier to resolve than multiparty 

problems in the presence of NSAs, this research looks for ways to deter the veto players 

blocking the enforcement. The regime has two alternative options, after a minority of the 

civil society has challenged the enforcement phase of an agreement, precisely: (i) to 

commit to the agreement by surrendering the previously bargained concessions while, 

perhaps, acting against specific targets; or (ii) not to comply with the agreement, as a 

response to the other party’s defiance. The latter strategy of neglecting any concession – 

although less costly for the regime in the immediate than targeted actions - has competing 

effects: it decreases the immediate ability of challengers to practise future attacks, but it 

also acts as a collective punishment that causes collateral damage to the whole civil 

society. As a consequence of failed enforcement, the civil society may not trust the 

diplomatic way anymore, and find instead long-term incentives to support the challenge. 

                                                           
109 The bargaining space is the area between the two negotiating parties’ reservation points. Any agreement 

within this space should result in an acceptable deal for both parties. 

javascript:KB_openCtrBrWindow('glossary.php?n=Bargaining_Space','helpWindow',520,380)
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So, the simple idea at the basis of effective long-lasting deterrence is that challengers often 

cease to exist in the absence of public support. In the words of Friedman (1971), despite 

the existence of short-run cheating incentives, reciprocal cooperation can be an 

evolutionary stable outcome, to be achieved by explicitly modelling repeated interactions 

(Argument 7 – ‘Short VS long term effects of counteraction’). 

Moreover, most deterrence studies emphasise the threats one can make to raise the 

costs of a challenge, distinct from the concessions one can give in exchange for 

accommodating behaviour. For instance, Rosendorff and Sandler (2004) investigate how 

heavy counteractions of a government may lead to terrorist recruitment and diffuse 

violence. Harsh antiterrorism measures and consequent radicalisation also characterise 

the paper by de Figueiredo and Weingast (2001), whilst recruitment of operatives is 

central in Bueno de Mesquita (2005b), which addresses why terrorist operatives are 

educated and why economic downturns may augment the level of terrorism. 

In effect, deterrence has been interpreted by the GoI as to be the forceful repression of 

insurgents and the reestablishment of its own hegemonic power by military means. 

According to Frisch (2006), the Israeli strictly military strategy has succeeded in the short 

run, making the conflict manageable and bearable for Israelis, but it has far from 

eradicated Palestinian sources of violence in the long run, either militarily or politically. 

While logically defensible, this strategy has always failed to wipe out Palestinian 

insurgency completely, eventually transforming the status quo into a permanent state of 

warfare.  

Therefore, reducing the number of actors in the conflict is presented in this chapter as a 

political rather than a military challenge, as interpreted by Dugan and Chenoweth (2012): 

“Without additional conciliation, the only value offered to terrorists and their 

constituencies for disengaging from terrorism is an absence of punishment—

which is really just the status quo. Had the status quo been sufficient to avert 

terrorism, no terrorism would occur in the first place. (…) Contrarily, one 
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important contribution is demonstrating the value of offering concessions to 

Palestinian people that reward alternatives to violence. Constituencies need 

evidence that opposes terrorist propaganda rather than evidence that 

reinforces it.” (Dugan and Chenoweth, 2012, p. 618) 

In adopting such incentive-based attitude, this work considers raising the expected 

utility of supporting diplomacy through economic concessions (Argument 8 – ‘A carrot 

and a stick approach to counterinsurgency’). 

VII. The Model 

5.1 Game Structure 

To help reading the three stages of international cooperation processes within a unified 

context, a simple conceptual model is depicted in Figure 4.1, where the meta-game (outer 

black rectangle) consists of (i) the earlier bargaining game, between the Regime and Civil 

Society’s agents (blue rectangle); (ii) the subsequent internal game, where the Civil Society 

decides whether to support its political Agent or the Challenger (green rectangle); and (iii) 

the final Enforcement Game (EG, red rectangle), between the Regime and the Challenger. 

Figure 4.1 The Israeli-Palestinian meta-game 

Notably, the model rests on all the arguments that have been discussed so far, as 

summarised in Table 4.1.  
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Argument 

1 Enlarging the enforcement problem 

2 Political agency problem and contestation 

3 A different type of asymmetric information 

4 Complex rationality 

5 Size advantage of the hegemon 

6 The regime as dualistic unitary player 

7 Short VS long term effects of counteraction 

8 A carrot and a stick approach to counterinsurgency 

Table 4.1 Summary of arguments 

The model proposed here represents the enlarged EG, and it is played by three strategic 

actors: the Civil Society’s Challenger (   ), the Civil Society’s Diplomacy-supporter (   ), 

and the ruling Regime (R) – each with a finite number of types/actions/strategies that 

capture all the strategic factors that really matter. All agents must choose strategies based 

on how they anticipate others will react to their choices. Furthermore, in order to model 

the early internal competition between factions, Nature is introduced as a player that 

selects exogenously a state of the world, after which the aforementioned actors play the 

resulting game.  

The Political Agency Problem If the official representatives of the two negotiating 

parties manage to agree on a particular economic system,110 then the EG starts. Let the 

interval K = [0, 1] be the policy space, with each point in K - denoted by low case k - 

representing the terms of a particular level of economic concessions to be surrendered 

                                                           
110 One can think of the 1990s official negotiations between Israel and the PA as a generalisation of the 

alternating offers model by Rubinstein (1982) between two players with asymmetric bargaining power and 

outside options. 
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by R to CS, in exchange for an end of hostilities. The Civil Society’s utility acquired once 

concessions are delivered is k, which corresponds to a Regime’s wealth cut –k.  

Nevertheless, official signature of the agreement does not necessarily signify the 

underlying Civil Society is truly satisfied with the diplomatic achievement. The 

representation gap envisaged by Argument 2 implies that the Agent designated to 

represent the Civil Society at the negotiation table with the Regime has got incentives to 

accept a deal to her willing rather than to the principal’s. In formal terms, the political 

agency issue can be explained by saying that: (i) the Civil Society’s utility (   ) is strictly 

increasing in k; while (ii) the bargaining outcome k is stochastically related to the Agent’s 

effort at the negotiation table (e) with conditional probability    |    ,   ; and, 

conversely, (iii) the Agent’s Bernoulli utility function is such that       
      . 

However, the negotiating Agent aims not only at minimising its efforts but also at 

maximising public consensus – given        is a function of both effort and consensus, 

which in turn depends positively on k. In effect, k also enters        positively through 

the utility gained in terms of consensus. Hence, k has two opposite effects on       . 

Under these conditions, a first best outcome is unfeasible because k has greater value 

when owned by the principal rather than by the Agent:       
        

    . 

 Therefore, the first stage of the meta-game has to represent internal ratification 

dynamics within the Civil Society. To understand this point, imagine the Civil Society as 

consisting of a continuum of individuals of mass 1 (depicted in Figure 4.2), and define   
  

as every member of the Civil Society’s reservation point in the bargaining space, which is 

determined by the state of the economy, by individual minimum demand, and by 

ideological views – i.e., temperament and education – that take the form of a random 

shock. On the basis of the individual reservation point (  
 ), along with the bargain 

outcome (k), each member of the Civil Society evaluates which political strategy best 

represents her interests, deciding between: a) actively supporting a challenge to 
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diplomacy, becoming a Challenger (   ), if her individual minimum demand is not 

satisfied by the bargain (       
    ; or, b) supporting the diplomatic Agent, evolving 

into a Diplomacy-supporter (   ), whenever the individual reservation point is lower 

than agreed concessions (      
   ). That being said, the sum of all individual choices 

will result in a collective reservation point of the ruled Civil Society. Therefore, each point 

in the continuous bargaining space     
           represents a possible Civil Society 

partition between supporters of Diplomacy and supporters of the Challenger, whose 

minimum demand is non-negotiable     
    . 111 

Thus, the game starts at Node 1 (see Figure 4.3) with Nature’s lottery, that assigns a 

probability density function      
   to the continuous random variable    

 . By referring to 

Figure 4.2, the whole Civil Society is represented by the area under the density function – 

therefore, ∫ kC 
      

   kC 
   

 

 
 - while the Challenger is supported by the green area in 

the figure - ∫ kC 
      

   kC 
   

 

 
  Moreover, depending on the position of k with respect to 

the collective point    
 , the relative strength of the two factions can change drastically: for 

instance, the share of the Diplomacy-supporter is increasing in k. On these grounds, let us 

restrict the Civil Society partition to two possibilities: 

1)         CS
D
      - in this case,    

   , the relative strength of the Challenger is 

higher (as in the figure below); 

2)             CS
C
  - alternatively, if    

     the Diplomacy-supporter represents the 

bigger faction within the Civil Society. 

However, one can always set preferences as being ordered from the Agents’s lower 

reservation to the Challenger’s higher one:   
     

     
             

 

                                                           
111 Here, the random shock associated to individual ideology also rules out the extreme case of no supporters 

on one or the other faction – for instance if k = 0, there will always be some Diplomacy-supporter within the 

Civil Society. 
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Figure 4.2 The bargaining zone, reservation points, and the Civil Society partition. 

The Information System This game displays one-sided incomplete information,112 

meaning that the Challenger, being part of the Civil Society, is better informed than the 

Regime about Nature’s move. This information advantage implies that player R does not 

know the true agency gap and, when negotiating with the Civil Society’s representative 

Agent, it tends to use all its bargaining power to strike an agreement k as far as possible 

from its reservation point   
 . Due to the presence of uncertainty, the implementation 

phase of k is modelled as a Bayesian game of incomplete information. Bayesian games are 

used to analyse situations where at least one player is uncertain about the other party’s 

preferences. In the past decades, Bayesian models have been rigorously applied to various 

theoretical aspects of international relations involving uncertainty (see, among others, 

Baldwin and Clarke, 1985; Alt et al., 1988; Morrow, 1994; Powell, 1996; Bueno De 

Mesquita, 2007). 

The Problem of the Challenger After Nature’s selection and the initial partition of the 

Civil Society, the game proceeds to Node 2 where the Challenger (   ) must decide on the 

level of challenge (  ) to launch against the Regime. Unlike other models where one 

faction or the other presumably needs to gain absolute control of the Civil Society to 

pursue its respective strategy (see, for instance, Bueno de Mesquita, 2003), here the first 

period challenge positively depends on the faction’s relative support achieved across the 

Civil Society (interpreted in terms of financial or moral resources). 

                                                           
112 In a deterministic setting with complete information, the outcome of the meta-game would be easily known, 

and the interactions of the opposing players would be rather uninteresting, since a finite game of perfect 

information has a unique sub-game perfect equilibrium.  
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Thus, the best response   
  is chosen as to maximise the Challenger’s expected utility 

    , given her resource constraint (54): 

     
                                             (53) 

s.t.               ∫    
      

      
  

 
       (54) 

In particular, (53) is a function of the probabilities attached to the continuation game 

(   ) explained in (59) and (32) respectively, as well as evidenced in the normal form of 

the game in Figure 4.3. Then, the Challenger’s utility derives from tactical goals, 

represented by the challenge (  ) in each period (t = 1, 2) – which in turn corresponds to a 

cost    to the Regime. It also derives from political goals that are achieved when 

concessions k are delivered, with probabilities      . In addition,     (0, 1) is a 

weight that reduces the Challenger’s benefit from player R’s concessions k, which are 

exclusively intended for the Diplomacy-supporter.113 Finally,   represents warfare costs 

incurred as a result of the Regime’s repression, whenever the second period challenge 

occurs       .  

Equation (54) is the Challenger’s resource constraints, according to which the sum of 

her challenges to the Regime in both periods cannot exceed the support she gets from the 

Civil Society. The latter is equal to 1 (the whole mass of Civil Society), if the first period 

challenge is able to assemble further support with probability  ; or it is equal to the initial 

Nature’s draw (    ∫    
      

      
  

 
), otherwise. 

The Problem of the Regime If the first period challenge is equal to zero (     , the 

game ends and the payoffs for successful enforcement of k are distributed. If instead 

                                                           
113 If     , the Regime realistically limits concessions in the Challenger’s enclaves. This is expressed by 

assuming that a share     of these concessions are public goods, such as a grant of political autonomy, the 

benefits of which are reaped by all Civil Society members, whether or not they accept diplomacy. However, 

(       of the concessions supposedly constitute private goods that can only be accessed by Diplomacy-

supporters.  
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    , the game continues to Node 3 where player R must decide between two mutually 

exclusive options:  

(i) To Commit, and so to provide k concessions to the Civil Society as agreed, with 

probability   - leading to Node 4; or 

(ii) Not to Commit, associated to probability      ) - leading to Node 5.  

In mathematical terms,    is the set of moves available to the Regime, such that: 

    {to Commit, Not to Commit}          (55) 

Thus,    is defined as the probability the Regime will commit after the first period 

challenge: 

   = {
1,        if  R = Commit         ;
 0,                 otherwise         .

        (56) 

Additionally, uncertainty about the Regime (Argument 6) is incorporated in the model 

by setting two types of possible leadership, which will be called ‘greedy’ and ‘security-

seeker’ – indicated by subscripts G and S, respectively, for lack of better terms. These types 

are public information (every player in the game knows which kind of Regime is in power), 

and they are instrumental to parameterise difference in preferences across types. In fact, 

let us define    as the relative weight a certain type of Regime attributes to the security 

goal, such that       . Thence, the problem of the Regime is to choose the optimal action 

in the feasible set   , to minimise its loss function (57), which is defined over the trade-off 

between security         and economic concessions    :  

                       for   ,   where R = G, S;   (57) 

Long Term Game The Regime’s first period move directly affects the second period 

behaviour of the part of the Civil Society that was originally supporting diplomacy. Given 

the history of the game so far (Node 4 or 5), each individual in the share CSD maximises its 
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second period utility by choosing an action from the set   , defined in (58): namely, if 

continuing to support diplomacy (CSD, with probability  ) or the Challenger (CSC, with 

probability    ), therefore stiffening the Challenger’s level of resources in the long term. 

This, in turn, sets the rest of the game. 

    {CSD, CSC}            (58) 

Thus,   is defined as the probability the Diplomacy-supporter continue to support 

diplomacy in the second period: 

  = {
1,             if σD = CSD (Node  6, 8);
 0,             otherwise             .

        (59) 

Now, we can define the two utility functions faced at Nodes 4 and 5 as follows:  

                
   

                       (60)114 

        
   

                  (61) 

Equation (61) determines the utility of challenging as deriving from the second period 

challenge (  
   

) - which takes a higher value whenever    , minus the cost of 

consequent warfare, or Regime’s repression (    ), which is more intense whenever   

 .  Similarly to previous considerations, a parameter      (0, 1) is introduced to reduce 

   ’s benefit over tactical goals (  ) in contrast to the Challenger who fully benefit from 

  .115 Equation (60) defines the utility of supporting diplomacy as deriving from economic 

concessions (k) delivered with probability q, or otherwise from the second period 

challenge’s benefit minus the cost of warfare, which occurs with probability (   ).  

                                                           
114 The superscript p=1 indicates that the associated variable (   or w) takes a value conditional on the event 

attached to probability  . For instance, whenever     and the Diplomacy-supporter maintains her position 

instead of supporting the second period challenge, the latter will have to be lower than in the case    . The 

same is true with respect to warfare costs (w). In conclusion,  

C 
   

 C 
   

 ;       <     .   
115 In contrast, the Challenger does not fully benefit from k – see equation (35). 
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Then,   can be written as: 

  {
1,       if         
0,       otherwise.

           (59a) 

In (59a), the condition that satisfies         is: 

              
   

                (62) 

At Node 5, the only rational choice for the Civil Society that was not delivered agreed 

concessions is to mobilise with probability    . Eventually, we are able to formally 

define probability q, too. In general terms, q is the probability that the second period 

challenge is null (    ), so that the Regime will definitely commit to the agreement. 

However, it must be noted that this probability depends not only on the Diplomacy-

supporter’s decision to challenge or not in the second period – defined in (59) by 

probability  ; in fact, it also depends on whether any resource is left to the Challenger 

from the first period game. In brief, if the Challenger has got CSC resources at hand, as 

provided by Nature, but she uses only     CSC in the first period, then she will have 

further resources available to carry on the second period challenge in spite of the 

Diplomacy-supporter’s behaviour (    . Thence, 

  = {
1,         if p = 1 and C = C   
 0,                            otherwise.

         (63) 

Along with this technical characterisation, q can be interpreted in different ways: for 

instance, as the relative strength of the Diplomacy-supporter who may happen to convince 

the Challenger not to attack in the second period (    . 

Last Mover’s Advantage Finally, the last mover advantage is up to the Regime but it is 

non-strategic. It is natural to think that in the last sub-game (Nodes 7, 9, 10, 11, 12, 13), 

given the Civil Society and the Regime have already interacted, the Regime can 
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communicate with its counterpart to coordinate on a mutually beneficial outcome - 

particularly, to threaten non-compliance if CSD reverts to challenge in period 2 (Nodes 4, 

5). Thus, the Regime’s behaviour in the second period is defined over the probability it 

commits (   , such that: 

   {
1,                if C  0                
0,     otherwise                      

        (64) 

End of the Game The game can end in three ways:  

(i) Successful enforcement, after the Regime has surrendered k in period 1, and no 

challenge has resulted in the second period (     ) – Nodes 10 and 12. 

(ii) Low warfare, whenever the second period challenge is low (       ) and the 

Regime responds accordingly; and  

(iii) Intense warfare, whenever the long-term challenge is high (       ) and the 

Regime’s repression too. 

Future periods International affairs are perhaps better reduced to infinite-horizon 

rather than finite games.116 Here, a multi-period game is reduced to a 2-period problem 

since only one source of incomplete information is modelled. Because sub-game perfection 

allows solutions by backward induction, and what matters are the penultimate and last 

periods, nothing more would be learnt by adding a third period of play. 

Finally, a normal representation of the two-period meta-game is presented in Figure 

4.3. Remarkably, Nodes (1, 6-13) are not distinguished by the square because they are 

non-strategic, while the branch of the game tree that is less evident is never rational. The 

summary of the symbols used in the model is reported, for the sake of clarity, in Table 4.2 

below. 

                                                           
116 Even though a regime may end for exogenous reasons, the players have no advance warning of it. Under 

such conditions, players will behave as if they expect the game to go on forever, but discount future payoffs due 

to uncertainty. In all objective functions, the time discount factor β is assumed to be 1 for simplicity. Such 

behaviour may look very much like early period behaviour in an incomplete information game with a long but 

finite horizon. With heavier discounting, the strategies resemble last-period play in a finitely repeated game.  
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Figure 4.3 The normal form of the game 

Symbol Meaning 

Agent 

CS 

Diplomatic agent representing the Civil Society in the bargaining game 

Civil Society 

    Civil Society’s Challenger 

    Civil Society’s Diplomacy Supporter 

R = (G, S) The ruling Regime, which can be Greedy or Security-seeker 

EG Enforcement Game 

     
   Probability density function over the Civil Society’s reservation point  

0 < k < 1 Economic concessions agreed in the bargaining game 

   Reservation point in the bargaining space 

    (0, 1) 

σ 

Weight attached by actor i on her own preferences 

Set of actions feasible to a certain player 
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   Probability that the Regime commits to k in period t 

q Probability that no challenge at all is undertaken in period 2 

p Probability that CSD supports Diplomacy in period 2 

w Economic cost of warfare 

Table 4.2 Summary of notations 

5.2 Game Solutions 

Having described the model already, one can now proceed to analyse the equilibrium 

behaviour of actors, and the way in which that behaviour can be expected to change, as 

strategic opportunities vary. In order to look for the prevailing situation, a Perfect 

Bayesian Equilibrium (PBE) is characterised, which is an extension of the Nash 

equilibrium concept to games of incomplete information. The solution to such a game of 

incomplete information is a strategy and a system of beliefs over the nodes at all 

information sets such that (i) each player’s strategies specify optimal actions, given other 

players’ strategies and one’s own beliefs; and (ii) the beliefs are consistent with Bayes’ 

rule, whenever possible (Morrow, 1994). Multiple equilibria can emerge, because the 

strategy of the Regime depends on its beliefs and because the game is repeated. In most of 

the sub-games modelled but the last one, players do not coordinate, and so strategies 

condition only on payoff-relevant histories. Proceeding by backward induction, one can 

solve for PBE in pure strategies that achieve payoffs on the Pareto frontier.  

Bayes’ Rule The Challenger (   ) is completely informed about the state of the world’s 

realisation, about the Regime’s priors, and the way it updates its beliefs; but in the first 

period, she is uncertain over the future response of the Regime, and on whether the rest of 

the Civil Society (   ) will join the challenge after all. The Regime, on the other side, can 

only observe the challenge received, and constructs beliefs on the underlying nature of the 

game based on its intuitions. In other words,    is the only piece of information available 
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to the Regime regarding the extent of the agency problem; and, therefore, it serves as a 

signal for player R to update – through Bayesian learning - its posterior beliefs concerning 

the initial relative power of the Challenger, as opposed to the Diplomacy-supporter. 

Through this mechanism, the Regime also forms expectations on the probability of a 

second period challenge happening – therefore, on probability q - that indeed depends on 

the Regime’s prior beliefs concerning the Civil Society distribution around    
  as captured 

by the density function      
    Besides, the full description of the game, including the 

probabilities of the lottery, is common knowledge to all players. 

Now, define              as the expected value of second period challenge after 

the first period challenge has occurred, and according to Regime’s posterior density 

function concerning CS’ partition,       
 |   . Therefore, the expected value – that can be 

interpreted as the Regime’s level of trust towards its adversary – depends not only on the 

observed game (which informs about the resources left the Challenger), but also on the 

way in which posterior beliefs are formed.  

In effect, the Regime can interpret the first period challenge in four different ways, as 

presented by signals    in Table 4.3. To see this, let us start by defining Ω as the set of first-

period challenges such that the second period challenge is expected to be larger than 

economic concessions to be forgiven -                  . This situation is feasible by 

assuming that initial Nature’s draw      . If    , no signalling equilibrium will be 

possible, and the Regime will never commit. If    , then equilibria exist in which the 

Regime commits to k. Now, consider any possible signal     , where    and    denote 

the subsets of period 1 challenges that are as large as the signal, and such that the Regime 

has reasons to believe, under the posterior       
  , that the Challenger deployed all 

resources available, as indicated by the sign (=). Then, consider signals       where    

and    denote the subsets of period 1 challenges that are such that the Regime believes, 

under the posterior       
  , that further resources are left to be used in the long term, as 

indicated by the sign ( ). Furthermore,    and    allow the Regime to believe that the 



 
214 

agency problem, and so the support to the Challenger, is small (underline, C 
 

); while the 

opposite occurs under    and    (overline, C  ). The value of the expected second period 

challenge, conditional on the relative signal received, is also reported in the table below. 

             C 
 

               C   

      {
0                 if p = 1; 

 CSD,                .
 

 

 

      {
                if p = 1;
CS

D
     otherwise. 

             C 
 

               C   

  C   {
 (0,   

 
    )       if p = 1;

CSD ,                  otherwise.
 

 
  C   {

 (0, CSC   C )         if p = 1;
CS

D
 ,                     otherwise.

 

Table 4.3 Types of signal 

However, out of these signals that the Regime may receive, only two of them form 

signalling equilibria, and they are reported below. 

 1st Signalling Equilibrium: Never to enforce  

Let the Regime believe that       :       . This provides the Regime with the 

following information: the first period Civil Society’s support to challenge was high - 

        CS
D
     - but that all resources have been used (=). It follows that the Regime’s 

expectation over the second period is as follows: 

  C   {
                if p = 1;
CS

D
     otherwise.          (65) 

To understand the Regime’s behaviour under this system of beliefs, let us analyse its 

possibilities once the game reaches Node 3. First, if the Regime plays To Commit (    ), 

at Node 4 supporting diplomacy will be convenient to player     only if (62) holds: 

        . In this case, given the Regime believes no further challenge will occur 
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(     ), it will definitely commit at Node 10 (    ), and deliver k as agreed. 

However, in the case the Regime plays Not to Commit (    ), at Node 5 the betrayed 

Diplomacy-supporter will prefer to challenge the defiant Regime (      ), and 

conclude the game at Node 9.  

One can conclude that, if the Regime believes the initial agency problem is big - and so it 

expects the long-term challenge to be not higher than C 
D

- then the successful 

enforcement of k is definitely hindered regardless of the Regime’s type, because the 

Regime is always better off by retaining k in spite of the challenges. Finally, given the best 

response   
 , the Regime’s posteriors are correct. 

Under the belief   , such that          C  , there exist a strategy combination such as: 

  
           

            
          CS

D
               (66)  

Then, this represents a PBE. 

 2nd Signalling Equilibrium: Full Enforcement 

When the Regime believes that           CS
 

, it has little clues about the long-term 

capacity of the Challenger, defined over probabilities p and q. Under this belief, the first-

period Civil Society’s support to challenge is low, while the majority of the Civil Society 

supports diplomacy -         CS  CS
 
 . As a result, the Regime’s expectation over the 

second period is defined as follows: 

      {
 [0,   

 
-   ]          if p = 1;

CSD ,                    otherwise.
         (67) 

By means of rationality, the Regime will commit to the agreement (    ) if and only if 

this is convenient in terms of minimising its loss function. By setting          

        , one can derive the condition that makes the Regime commit in the first place: 
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k < [1  q      R  ⁄  RC 
   

               (68) 

In expression (68), the probability the Regime commits (  ) is decreasing in bargained 

concessions (k), in the cost of repression ( ), and in the probability of no long-term 

resources to challenge (q); whilst it is increasing in the long-term capacity of the 

Challenger (  ), and in the weight attached by the Regime over the security preference 

  R . With respect to the latter parameter, it is important to remember that  S >  G, and so 

the security-seeker Regime will comply more easily than the greedy type. One can express 

the Regime’s decision in terms of   : 

   = {
1              if (50) holds;
 0                   otherwise.

 

Finally, given the best response   
 , the Regime’s posteriors are correct. At this point, 

contingently to condition (62), the Diplomacy-supporter will keep her position with 

probability p. In this case, whenever the second period challenge is zero (    0 , given 

that C 
   CS

C
 and the Regime commits in the last sub-game, successful enforcement of the 

deal is allowed.  

One can conclude that, under the belief   , there exists a strategy combination as in (69): 

  
  CS

 
      

             
          = 0;               (69) 

Then, this represents a PBE. 

5.3 Implications from Equilibria 

The equilibrium solutions of the Bayesian meta-game provide several insights, and 

perhaps a couple of paradoxes, that are summed up in the following points.  

1) The Challenger’s Dominant Move First of all, it results that the Challenger has a 

dominant move on each scenario: the challenge will be either (i) intense and quick, or (ii) 

low and enduring.  
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By comparing the two equilibrium outcomes, the Challenger prefers the first signalling 

equilibrium to the second; thence, if the Challenger were capable of launching an intense 

attack, she would do it and use all available resources in the first place. Intuitively, the 

more resources and support the faction has the bigger challenge in which that faction 

wishes to engage. As a consequence of this, a null challenge, in any period, is never rational 

unless there are no resources left.  

In this context, let us remind that challenges to hegemonic stability convey not only 

welfare costs, but also important pieces of information about the relative support to 

diplomatic behaviour among the Civil Society. It is up to the Regime interpreting this 

information in order to prevent the veto minority to exercise political power substantially 

disproportionate to the people it truly represents. Therefore, this result also allows the 

Regime to identify bluffs: in fact, if the first period challenge is low, then the agency gap is 

low too. 

2) The Challenger’s Advantage and the Provocation Hypothesis The first signalling 

equilibrium demonstrates how, whenever the agency gap is big enough and support to the 

anti-diplomatic stance is high, the Challenger can use its first mover’s advantage to lead 

the game: by playing all her resources, she can provoke the Regime’s response against the 

whole Civil Society, and sabotage cooperative efforts. In the literature, this strategy is 

called the “provocation hypothesis”.  

Under this equilibrium, there exists no bargain outcome that can sustain enforcement 

of the deal, to the point that official negotiations are just a fabrication that will never be 

honoured. In the aftermath of a strong act of violence, although the expected challenge in 

the future is null, any type of Regime would paradoxically prefer not to commit as a 

collective punishment to the Civil Society that is not willing to accept the bargain in the 

first place, but also unable to threaten future costs that may deter the Regime from non-

compliance (because      ). 

3) The Power of Challenge The model also shows that a consistent threat to the ruling 
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Regime may provide the ruled side of the game with some bargaining leverage to reach its 

political aims - that is, in fact, one of the Challenger’s goals, as already discussed in Section 

4.1.2. In other words, with no threat to security, the aggrieved Civil Society would have 

little to give the Regime in exchange for desired economic concessions. On the other side, 

if the challenge to the Regime is too powerful, it will prevent the actual enforcement of the 

deal at the expenses of the Civil Society - as discussed at point 2 above. This finding is also 

in line with most of the literature on political violence (as an example, see Powell, 1982). 

4) Space for Cooperation Characterising the Civil Society as an active and strategic 

actor allows the present model to endogenise additional incentives for the Regime to 

commit for its own utility, 117 and thus gives rise to cooperation dynamics in a non-

cooperative setting that would be undefined otherwise. In effect, under the second 

signaling equilibrium, no Regime (neither the greedier type) has a dominant move on its 

actions, and patterns of conflict as against cooperation depend upon circumstances, since 

the solution to the third belief structure (  ) change as a function of parameter values.  

In principle, the Challenger’s information advantage implies that player R does not 

know the true agency gap and, when negotiating with the Civil Society’s representative 

Agent, it tends to use all its bargaining power to strike an agreement k as far as possible 

from its reservation point   
 . However, the security-seeker Regime that wants to avoid 

the ‘Never-to-Enforce’ equilibrium should allow the bargaining outcome to reduce the 

agency gap as much as possible, such that (68) is satisfied, and the opportunity cost of 

mobilisation will be higher for the Diplomacy-supporter.  

      R     R              (68) 

In (68), the space for cooperation is decreasing in the Diplomacy-supporter’s marginal 

                                                           
117 Here, the Civil Society self-optimises its decision to mobilise or not, depending on expected outcomes and 

the institutional gap. Analogous games feature a 2-player form of the type ‘Regime versus Challenger’, with the 

diplomatic faction of the civil society included as passive actor in the enforcement phase, in the sense that it is 

waiting for some resolution of the cycle of violence in order to take an operative role (e.g., Lapan and Sandler, 

1993; Kydd and Walter 2002; Bueno de Mesquita 2005a). 
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utility from the challenge (  ), and it is increasing in the Regime’s weight over security 

goal ( R). Ignoring this prediction is consistent with the mission of a greedy Regime: to 

preserve the hegemonic status quo, symbolised by k, at any cost. 

Furthermore, the second equilibrium path prescribes that the Regime’s commitment is 

a necessary but not a sufficient condition to enforce the deal, considering the existence of 

the continuation game and the possibility of a second period challenge as well as of 

intense warfare. Intuitively, all actors need to maintain conditions for compliance. In 

particular, the importance of low agency gap for future compliance must definitely be 

accounted for when choosing the Civil Society’s Agent at negotiation. 

VIII. Concluding Remarks 

Mutual offense has dominated the Palestinian question so far because of the complex 

strategic situation the parties face, with incentives for non-cooperative behaviour. This 

chapter complements to earlier works on compliance issues, by improving formal 

modelling as to include the key aspects in the enforcement of Israeli-Palestinian economic 

agreements - namely, the hegemonic side having a different type of information, the 

strategic role of the ruled civil society, explicit modelling of short and long run effects of 

government (non-military) decisions, incentive-based payoffs, mobilisation due to 

retained economic concessions, and progressive loss of trust. Under the assumptions 

made, this model has eventually revealed an alternative explanation of why Palestinian 

economic development is hostage to politics, as well as the endogenous conditions 

necessary to achieve compliance on the Pareto frontier.  

Whereas in the eyes of the international community political violence results from the 

PA’s incapacity or unwillingness to lead its jurisdiction towards a diplomatic resolution of 

its own dissatisfaction, this work asserts that such a vision is not only wrong but also 

dangerous. Being part of a treaty requires a solid political environment and strong state 

capacity to credibly anchor promises (Murshed, 2010); in contrast, Palestinian 
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institutional weakness may internally generate ambiguous behaviour and issues of trust, 

yet of a new kind. Also, by disregarding the asymmetry existing between the two sides of 

the dispute, one risks misrepresenting the most fundamental feature of the conflict. 

Ultimately, the final outcome of the meta-game is determined by the civil society’s 

political position (or ‘the agency problem’), by the type of signal sent to the incumbent 

regime, and by the regime’s counteraction. Intense warfare equilibria may be pre-

emptively avoided by favouring a substantial support to diplomacy, through guaranteeing 

a certain level of concessions in the first place, at the negotiation table. Assuming no 

renegotiations, the bargain must be chosen with caution, and the price of peace – intended 

as a share of the bargaining zone to be surrendered for full enforcement to occur - consists 

of the difference between the low k bargained by the greedy Regime and the Civil Society’s 

representative Agent with no clue or interest upon the continuation game, and the optimal 

level of concessions k defined in (68) that is acceptable for both opposite sides. The 

bargaining phase is, therefore, fundamental. 

According to this prescription, even if the PP was flawed and internally rejected from 

the outset – representing a relatively low k that triggered, indeed, immediate expressions 

of violence from the Palestinian society in the 1993-95 - it clearly reinvigorated the rest of 

population with refreshing optimism that lowered the risk of another intifada. In that 

situation, the Israeli compliance of the PP was only cosmetic because concessions were too 

valuable to Israel in the absence of a consistent threat. This situation is referred in the 

game as the solution at Node 11. 

Moreover, in order to identify the space for cooperation – therefore, by distinguishing 

the two equilibria and behave according to circumstances, the challenge must be 

considered an explicit political signal rather than just a security threat to be suppressed. 

The hegemonic regime that aims at protecting itself shall exploit the informational role of 

political violence, and choose its deterrence policies so as to fill in the dissatisfaction of the 

civil society, as well as to shift the incentive structures within societies away from the use 
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of violence. The intuition is clear and suggests that the reward is aimed at filling the 

socioeconomic vacuum, resulting from the agency structure, and consequently exploited 

by challengers. Otherwise, only military deterrence strategies can be conceived along with 

their collateral effects. In fact, it can be argued that the continued escalation in tensions 

and confrontations between the Israelis and Palestinians – i.e., the 2015’s Knife Intifada in 

the West Bank and the 2018’s Return March in the Gaza Strip - demonstrates once again 

that the Israeli policy of conflict management has significantly exacerbated the situation to 

the point where many Palestinian individuals not directly involved in politics have now 

chosen violence as a means of resistance. On the other hand, in a consequent attempt to 

gain ground against Fatah, which is growing more tenuous, history has sometimes 

observed Hamas trying to offer a more mainstream-friendly version of its vision for the 

Palestinian cause (Khoury, 2017): the impossibility to get to political ends and to renovate 

popular support may have induced occasional shifts in strategy.118   

“For example, in the years following the Oslo Accord and the creation of the 

Palestinian Authority (PA), Hamas - just as it is doing today - also shifted its 

focus onto its grassroots politics and social activities, trying to deemphasize its 

reliance on its military wing. At the time, the group attempted to reposition 

itself to increase its domestic relevancy and legitimacy in a time where armed 

struggle was particularly unpopular amongst Palestinians. However, by the end 

of the 1990s, a combination of the failed political negotiations with Israel, 

together with a decline in the popular legitimacy of the PA and the nonviolent 

route, all led Hamas to reverse this process of ‘politicization’ and invest again in 

its armed wing. In turn, this led the group to emerge from the second intifada as 

a powerful political and military alternative to Fatah.” (Berti, 2012)  

In case a comprehensive accord among all stakeholders is not possible, full 

enforcement will never be possible unless the bargaining game or the political system of 

                                                           
118 If this situation of coordinated behaviour within Palestinian political body should stabilise, the game would 

be transformed to represent competing groups as one only actor. 
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the Palestinian state is revisioned. In fact, the bargaining game will always leave some 

room to insurgent factions to dissent. Until the state of Palestine is fully built, and the 

political gap resolved, Israel must seriously account for insurgency if it wants peace.  

To conclude, the strength of diplomacy strictly depends on Israel that, as hegemon, can 

create conditions for enforcement among the social grounds. Different types of Israel 

change the equilibrium pattern and it can be affirmed that the government has an 

incentive to adopt a dovish behaviour under the offensive/defensive claims of realism. If 

today the ‘never-to-commit’ equilibrium is dominating the scene repeatedly, it may signify 

Israel finds inconvenient to sacrifice a part of its hegemony as a price for peace; and that 

Palestinian representatives have not been able or willing to diminish the agency gap – 

truly making the interests of the people. The Palestinian civil society is potentially 

opposite to violent forms of politics, although the latter may degenerate quickly if it is 

more responsive than moderate diplomacy. The Palestinian question will ultimately be 

solved through politics and economics, not war. 

The model is also amenable to extensions. The first key aspect to consider is the 

representation of the political debate internal to Israel, while another fundamental issue is 

to model the bargaining game with an explicit political agency problem,. Ultimately, it 

would be useful to test the model’s propositions econometrically. 
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