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1. Introduction

The Aix Group is a unique study group that has lzezive for seven years. The
Group started its work in July 2002 following a s$ean that took place in Aix-en-
Provence — hence its name — in order to bring hegdsraeli and Palestinian
perspectives on economic questions related todyitarmanent arrangements
between the two sides, and to create a forum falyaimg different scenarios and
propositions. The Group is comprised of IsraelleB#nian and international
economists, policy-makers, members of economicrozgéions, and individuals from
the academic and business spheres. Official obsefiom both the Israeli and the
Palestinian side have met and shared their thowgttishe Group, and have
incorporated some of the Group’s ideas into thelicges. Within the deteriorating
political circumstances in the region, the Aix Godwas continuously served as one of
the only economic forums where members of the tvecsides can meet and continue

rational discussions related to common concerns.

In 2003, the Group agreed on a basic concept whitkains central in our
discussions to this day. We came to the concluianone of the errors committed
and followed by the two sides since 1993, wherQbk process started, has been to
base the peace process on “gradualism”. The rigigtfarward, in our opinion, is to
adopt what we have calledr@verse engineering” approach (see the “Economic
Road Map”, 2004). In “reverse engineering”, theesifirst agree on where they want
to go, i.e. on the contours of a permanent agreerand then decide how to reach
that end. Gradualism, on the other hand, takefotie of an incremental approach,

moving one step at a time with no agreement oryen discussion of, the end result.

The concept of reverse engineering was developg@ddopted by the Aix Group
through a long process of discussion and dialogithin this concept, we have
reached two main understandings which lie at tlzetla# the work we have done.
The first one is the understanding tetoutstanding issues between the two sides
should be agreed upon first and at one time; theipermanent agreement will
constitute an historical compromise on all outstagdssues. Delaying agreement on
any issue would mean leaving the contract incora@et open to attacks and will



negatively affect the reconciliation process betwie two sides and exacerbate
mistrust. Hence, it is extremely important tha fimal outcome of any negotiations
be comprehensive, final and clear and that grasimdhie used only as a tool for
smooth implementation. Any steps to be taken shbelgart of the reverse
engineering concept, whereby the final outcomeall known and a series of steps

are devised to ensure that the final outcome igaed.

The second understanding we reached is that aftthest importance of symmetry in
the solution to the Israeli-Palestinian conflictian the future economic relations
between the two sides. This symmetry is alreadyiamm the generally accepted
solution to the conflict, namely “two states foratyweoples”, but the current situation
is one of sharp asymmetry between the two sidés/ge® occupied and occupier,
between one side that has long gained independentene side that still yearns for
it. We need to strive to reach greater symmetrwben the two sides, in order to
reach a situation where two independent statesideby side, engaged in many
different ways, but with neither state exercisingtcol over the other. We are of
course fully aware of the large economic, militaagd political gaps between the two
peoples, and we know that no peace agreementlimiinate these gaps overnight.
However, formal symmetry in such an agreement anba process of reaching it, are
crucial to its success. If the much stronger sidetry to dictate its conditions to the

other side, the agreement might not be reacheglen if reached, might not survive.

As a consequence of its basic positions - revemgeering, the need to address all
issues, and the strong need for symmetry - theGkoup’s approach is in direct
conflict with the gradualism that has characterittezipolitical process since 1993, as
well as with unilateralism and with the many attésnp pre-empt the "Two State”
solution. In our Economic Road Map (2004) and idiadnal documents, we agreed
upon and defined the basic requirements needdtidgrgermanent existence of two
viable states, Palestine and Israel. Moreover,rasudt of its many discussions the
Group rejected the view that economic developmeuldcpave the way to a political
process or be a substitute for such a process.Batity over more than forty years
and a strong set of arguments prove the futilitthef approach.



The calls to substitute a permanent political atwhemic agreement with "economic
measures only" that will supposedly produce praspetere raised by Israeli policy
makers immediately after the 1967 war. Dayan, $haeli defence minister, was the
better known among them, but from time to time threpeat this argument.
However, in order to bring real new path of devetept to the Palestinian economy
and make the convergence of standards of livinggdxen the two economies a real
possibility, some basic requirements are needecdmnthose requirements are: the
need for stable and predicted macro environmemijrmeous exchanges of goods and
factors of production between the economies; coatthn of the financial and
monetary spheres etc. These requirements, analyzent Economic Road Map,
cannot be addressed unless the sides will reaehio the conflict. Hence, the calls
for "economics first" measures are at best naivejarse, are hiding the desire to
avoid the difficult historical political compromidkat is necessary in order to achieve

the change we aspire.

Concerning the final economic agreement, we basamalysis of future relations
between Palestinian and Israeli economies on theept of economic sovereignty,
implemented in two independent states with sepgedgraphies, independent
policies, full control over their territories androers, and cooperation between them.
This is in full accordance with the principle ofnsmetry. We believe that Palestinian
and Israeli interests would be best served by a Frade Area (FTA) arrangement
that enables each customs authority to be a padribe other side without losing its
basic independence. Israeli and Palestinian baal#rol agencies could also manage
borders and border crossings to ensure the enfertteoh the agreed-upon trade
regime between the two sides. Special attentionpaasin our discussions to the
need to ensure Palestinian labour flow into IsrArlagreement on such labour flows
is vital to the future well being of the Palestimsaand for a smooth implementation of

the peace agreement.

Steps have been taken by both sides that haveedree¢mingly irreversible “facts on
the ground.” Examples include the expansion ofesatnts, the closing of Jerusalem
to the West Bank, the separation fence-wall, thke &t acceptance of the EC-PLO

interim association agreement by Israel, and mangroneasures. In order to realize

the critical concepts of reverse engineering amdrsgtry, it is of the utmost



importance that we create the necessary meanstwestinat these facts are

reversible.

The failure so far to agree to and successfullyjément the “Two State” formula is
due in part to the fact that since 1993, the dide® avoided serious discussion of the
permanent stage; then at Camp David in 2000, thiégdfto reach an agreement. But
whereas many concluded after the failure at CampdXaat it is altogether
impossible to reach an agreement, we concludedttisatnpossible to give up on
reaching one. Thus we thought, and still thinkf thapite of the painful failure in
2000 and the painful consequences of that faitheetwo sides should resume

meaningful negotiations that will lead to a pernrdrsettlement of the conflict.

We believe that the power imbalance between thestdes is partially responsible
for the long delay in resuming meaningful negotias. Another example of the
consequences of this imbalance is the recent éaituachieve a permanent agreement
in 2008, in the Annapolis process, contrary todbelarations in November 2007 that
such an agreement was the aim of the process.mgpment agreement will be
possible and stable only if it is based on symmiesityveen the two sides in important
dimensions concerning sovereignty, in spite ofaegmmetry in power they face
currently; therefore, in order to reach such aregrent, the current imbalance in
power must be addressed. Both the internationahwamity and regional players
could play an important role in achieving a balaotpower and in bridging the gap
in confidence between the sides. We outline belmwecessary first steps to be
taken, based on the reverse engineering concephasen of the power imbalance
between the two sides that has contributed todiheré to achieve a breakthrough.
The road to peace can be taken only if it is aca@mga by a continuous effort to
treat both sides more symmetrically. This is thielialy essence of the “Two State”

solution.



2. Between “One” and “Two”

The Israeli-Palestinian conflict is not a purelgriterial war, as some have argued
especially since 1967. It is not only a conflicbabthe future of the West Bank and
Gaza or merely the result of disagreements abaughuor political rights. It is a

conflict between two people over one land.

Any imagined agreement between the two sides caoheeptualized in terms of two
possible schemes: a) a “Two State” scheme, i.aithgion of the land into two states
and two sovereign economic entities; or b) a “Oteg€eS solution, i.e. the
establishment of a single political and economiityrOf course, if no agreement is
achieved, the current status quo, i.e. the contirmegupation and conflict, will

prevail with all the negative consequences. Algiolsraeli policy since 1967 has
repudiated both the “Two State” and the “One Statd{tions, it has changed
character and formulations from time to time, agehRalestinian positions. Sadly, the
two peoples are deeply divided within themselvetodke “One” vs. “Two”

solutions; some on each side reject both. We @avliew below the two basic
possibilities for an agreement and ask how anyréubermanent agreement can
address the core "trio" of issues -- borders, deus, and the 1948 refugees -- as well

as other key issues like independence, securitypessperity.

The assumption that the Aix Group made and thataminue to hold is that the
conflict is one where there are two peoples wititimate claims. Some think that it
was not always so; that in the past, the conflact bne side that was "right" and
hence legitimate, and another that was "wrong"ibegitimate. We will not address
those views concerning the past here. However, wieegsay that today the two sides
have "legitimate claims”, we have to define thdsents carefully. Moreover, if we
seek consistency and symmetry, and we do, we loas@ntvince the reader that those
claims, which are both individual and collectivenature and which seem to some to
be contradictory, can be addressed in a compradoeitsecen the two sides -- in an
agreement that the sides can accept as a resadlatiba conflict. That is, we will
argue that the conflict can be resolved in an hisdbcompromise that will address
what each side sees as its minimal necessary canchghich a clear majority on

each side will support.



In reality, there are critical asymmetries betwtdentwo sides to the conflict: Israel is
an independent state and the Palestinians do metihdependence; Israel is the
occupying power and the Palestinians are the oedupinere are also clear
differences in the current strength of each sidanilitary capabilities and economic
development. Yet the resolution to the conflict tiva discuss is based on symmetry

between the two sides.

The preliminary assumption that there are todaylagdimate sides with legitimate
claims is negated by some Israelis and Palestirf@e/ell as by others). There are
Israelis who deny the collective and even individights of Palestinians. There are
Palestinians who deny the collective and even iddad rights of Israelis. We will
identify these two camps of denial by their attéud a political agreement: they
reject a permanent, final, political agreement wiit@ other side. Usually they reject
such an agreement because they deny the legitiofabg other side’s claims; hence
they are commonly known as rejectionists, rejecéingend to the conflict via a
political compromise. We will add below a few mafeservations concerning the
strong rejectionist camps on both sides that deeyedgitimate rights and even
existence of the other side, and how they haveenited the failures to achieve an
agreement over the years. Their role may help pde@xwhy gradualism as well as

"economics first" failed as policies.

We will analyze the two frameworks for an histoficampromise, the “One State”
and “Two State” solutions. Both are feasible impiple in our case and in similar
conflicts where two legitimate sides fight over degitory. However, we will argue
that the two alternatives are very different inlitgathe “Two State” solution is
capable of answering the legitimate claims of the $ides and hencerisalistic; the
“One State” solution leaves some legitimate claimanswered and is not, in our
view, a realistic alternative. We often hear tinat tTwo State” solution is wishful
thinking and no longer a practical alternative. tN&agree and would like to argue
that sometimes, the inconceivable and imaginargimes conceivable and real. This
always was and continues to be the optimist’s Nde.are optimists. It can happen.



Demographics and Geography

Let us first remind the reader of some of the bhstorical demographic facts in the
contested land that too many tend to forget. Inaasory Palestine (Palestine in
Arabic, Eretz Yisrael in Hebrew, as the land betwt® River and the Sea is known
to the two sides), demographical changes were dracharing the British mandate

times:

Table 1: Jewish and Arab Population in Mandatory Péestine

Year Jews Arabs
1922 84,000 680,000
1931 175,000 860,000
1935 322,000 940,000
1939 432,000 1,040,000
1947 610,000 1,325,000

Source: Metzer (1998).

Of the 1,325,000 Arabs living in Mandatory Palestin 1947, about 625,000 stayed
in their place of residence in 1949. Of this numié&0,000 stayed in Israel, 400,000
stayed in the West Bank and 75,000 stayed in Gaea lap 1). Around 700,000
who lived in areas that became Israel after the81@dr did not stay where they had

resided in 1947 and by 1949 became refugees.



Map 1: Areas in Sq Km
Israel Pre-1967 Borders (the "Green Line") the WestBank and Gaza



The geographical facts in 1949 can be seen in Mdjhéd area between the River and
the Sea is around 28,000 sq km. Of this area, R1sg&km were within the Green
Line and under Israeli control before 1967; 5,9@%ewvithin the West Bank and 365
were in Gaza. In 1949 the 700,000 refugees livedlbksvs:

in the West Bank 300,000 [75% increase in the [adjmun]

in Gaza 150,000 [200% increase in the population]

in Jordan (and other locations) 250,000.

Demographic tendencies after the 1967 war candiselTable 2:

Table 2: Jewish and Arab Population
(in thousands)

Israel West Bank and Gaza
Jews  Arabs Jews Arabs
1967 2,400 350 -- 1,000
1987 3,400 700 250 1,400
2007 5,000 1,200 450 3,800

Source: ICBS & PCBS and authors’ calculations.

Thus by 2007, due to many demographic changeqdpelation in the contested
land and around it was comprised of:
5 million Israeli Jews within the Green line
3.8 million Palestinians (refugees and non-refupeethe West Bank and
Gaza
1.2 million Palestinians in Israel
0.5 million Israeli Jews beyond the Green line.
Thus, about 5.5 million Israeli Jews and almostilion Palestinian Arabs live in the
area between the Jordan River and the MediterraBeanAbout 4 million

Palestinians (3 million of them Palestinian refug)deve outside Mandatory Palestine.



Map 2: Israeli Jews and Palestinians in 2007 (in rtions)



Basic Economic Data

Since 1967, the Palestinian economy in the WeskBad Gaza has had less than 5%

in GDP compared with the Israeli economy. The teon®mies have differed in their

stages of development, occupational structuresisini@dl organizations,

dependencies, etc. Changes in relative standatldsmf since 1967 are presented in

Table 4. Although we will not discuss these issue®, it is important to note that the

performance of the Palestinian economy since 1@87keen determined to a large

extent by Israeli decisions concerning its tradgme, openness towards the Israeli

economy and towards the Rest of the World, andtaeli-imposed restrictions on

internal entrepreneurships.

Table 3: Economic Data 1967 — 2007
(million 1994 $)
(Average per year)

Israel Palestine
West Bank  Gaza
Years GDP GDP GDP
1968-72 19,900 520 200
1994-96 74,900 2330 1040
2001-05 83,400 2590 1170

Table 4: Economic Data 1967 — 2007

Total
(as % of Israel)

3.6

4.5
4.5

Gaza

GNP-PC (as %

of Israel's)
375 9%
1,089 13%

(in dollars)
Israel Palestine
West Bank
Year GNP-PC GNP-PC(as %
of Israel's)
196& 4,373 551 13%
1993 8,194 2,073 25%
1995/6° 16,420 1,510 9%
2005/6 18,580 1,230 7%

2 Data for the years 1968 & 1993 in 1986 dollarsirse: ICBS.

% Data for the years 1995/6 and 2005/6 in currerads)isources ICBS and PCBS.



3. The Political Models

Palestinians and Israelis fight over core issuehb s$ self determination, sovereignty,
independence, collective identity, future prospeaitd security, but also about
individual rights and claims to land, property guastice. As we have already stated,
there is a basic asymmetry between the two sidésese areas, including that the
Jews in Israel have achieved self determinationsavereignty while the Palestinians
have not. In a conflict where two legitimate sifight over sovereignty -- over
control over their own lives, hopefully exerciseshtbcratically through their
representatives -- they can in principle agreen® @ two models:

o One State

o Two States
Of course some hybrids are possible, but we wilifoon these two options that
cover the major differences. We will discuss theomf a political perspective and,

briefly, from an economic perspective, which issleemmon but vitally important.

What is a political “One State” agreement when tegitimate sides fight over land

and other issues?

o Itis an agreement to run the polity in the corgedaind so that the
territory will not be divided geographically and that a power sharing
scheme will be agreed to. Politically, the sidesusth find mechanisms
that will guarantee the individual rights of allchalso a scheme that
will address the collective aspirations of the siaes, including
independence, security and prosperity. The agresmesuld have to
address the present balance of power but alsolpessianges in the
balance of power. Specific internal issues suaticasomic policy,
civilian affairs, education, health, and securitydrnally and towards
the outside world) should all be addressed. Claadye will be no
internal borders, hence also no economic bordadsireere will be an

agreed upon, unified economic policy.

What is a political “Two State” agreement when eutly two legitimate sides fight

over land and other issues?



o Itis an agreement to run the polity in the corstédaind so that the
territory will be divided geographically and a pavedaring scheme
will be agreed to. In principle each side will iraplent its sovereignty
in its area of control. Again, politically the s&lehould find
mechanisms that will guarantee the individual sghitall and also a
scheme that will address the collective rightsheftiwo sides. They
will have to address the present balance of powealso possible
changes in the balance of power. Specific intgpoéty issues such as
economics, civilian affairs, education, health, aedurity (internally
and towards the outside world) should all be ad@r@sBut in this case
some of the decisions can be separated and pug inainds of the two

sides.

We would like to describe in more detail the “Twiat®” agreement that we still
believe is feasible. It will answer the desireshef two sides to have sovereignty or
self determination and address their core “legitex@aims” concerning land,
Jerusalem, the Refugees, and Security, and it dlooete economic conditions for

prosperity.

One has to remember that we have some experiencerting the possible
economic regime for the future, although no expeewith an agreed-upon
permanent economic regime. After the 1967 warglanailaterally imposed an
economic regime based on the integration modek ‘&iate — one economy”. It did so
without taking into account the Palestinian intesek 1994, following and as part of
the Oslo process and the recognition that therénaresides to the conflict, the
imposed regime was modified a little and receivezldfficial approval of the
government of Israel and the PLO. The economiceageat signed in May 1994,
known as the Paris Protocol, assumed no interndel®, Israeli control over the
external borders (the customs envelope) and Isramtiopoly over trade policy. This
agreement reflects to a large degree the basicrasymybetween the two sides,
which was one of the reasons for its failure. Theament also enabled continued
Palestinian labor in Israel but gave Israel a wetdt for security reasons, which led to

today’s situation where almost no Palestinians vilorisrael. Economists who



negotiated the economic aspects of the Oslo agmsmepported integration and
rejected borders. Thus, they supported, economjdakl “One State” and rejected the
“Two”. The arguments they made were very similathimse used by supporters of
integration processes in other places, including-RA and Globalization. Of course,

these arguments reflected the enormous asymmeprywer between the two sides.

The economic consequences of Oslo were very digaomp The conflict continued
and the economy was another of its victims. Byttéginning of the current century
many economists -- Israeli, Palestinian and thoma the international community --
had adopted a very different approach from th&slb and the Paris Protocol. They
reconsidered the arguments for and against integrahd came to the conclusion
that from an economic point of view there are goeabons to support two economic
sovereigns, two sets of trade policies, and reguiatconcerning labour flows

between Palestine and Israel. The work of the Aigup was part of this change.

The main reason for this change was the realizafiahintegration exacerbates the
control of the strong side over the weak. Relat@mesnever purely economic; they
involve much politics. A lack of borders createsitaation wherein the strong side
increases its control by mustering its politicallitary and economic superiority to
create conditions that strengthen itself and wedlkermther side. The fact that the
policy of integration was implemented in the Ostogess as an interim solution was
used as a justification to maintain and even irsgdhe basic asymmetry between the
two sides. This is one of the reasons why the Aieup came to the conclusion that
the right way forward is to adopt a “reverse engim&y” approach.

We next outline the political and economic implioas of a “Two State” permanent
agreement concerning:
o Borders
Jerusalem
Refugees

Security

o O O O

Economics



Borders and contiguitythe partition of the contested land should beexarless
along the 1967 borders. These borders are chosdrecause they are sacred, but
because they provide a reference that has becareptable. In other words, neither
Palestinians nor Israelis will agree to less; ppstitaey will agree to swap some
minor areas. Critical questions are: will the bosdee real ones; that is to say, will
they exist on the ground? Will people be able tssthem and to do so easily? Will
there be economic borders for trade, for labowr?étVe in the Aix Group have
concluded that the answers to all these questiomsl@ be positive. As mentioned
above, the Group outlined in the Economic Road k2804) the basic economic
elements of a possible agreement based on “TwesStaherein two sovereign sides
have control over economic decisions, includingticdrover their territory and
borders. We recommended a Free Trade Area (FTAneegnd regulated labor flows
between the sides, and also discussed the finaarwiamonetary aspects of an

agreement.

Jerusalentan be viewed as part of the borders issue, iabout which the two
sides are more sensitive. In the Aix Group, weyaral the possibilities for Jerusalem
within the “Two States” formula. In our preferrealion, the two states will first
establish their capitals in Jerusalem and the wwilldecognize both capitals.
Second, economic difficulties must be addressedrélare in principle three
possibilities that are consistent, again in therabg with a “Two State” agreement.
One possibility is that the political border thatides the city will be an actual fence
and the city will be physically divided. Anothergsibility is that the city will remain
physically open but physically separated from &t of the two states to avoid
smuggling. The third possibility is to limit the @p area to a small area in the city,
such as the Old City. Our analysis of the variopisoms revealed that none is ideal

and all have pros and cons.

The Aix Group also analyzed various other finanaira economic arrangements that
are required in order to deal with existing diffices and to divide Jerusalem. Some
of the existing issues angre-emptive measures like creating and expandiaglis
settlements and neighbourhoods within East Jenusatel house demolitions in East
Jerusalem that cause migration of Jerusalemitesredutside Jerusalem, or outside

Palestine all together. Another harmful measuredeas the closing of all Palestinian



institutions in Jerusalem, thereby reducing sogatgiand control of Palestinians and
creating de-facto Israeli control in an attempiteduce the Palestinian claim on the
city. Such behaviour has even affected the righBatestinians living in Jerusalem,
reducing them to second or third class citizend,&iminating any sovereign claims

of Palestinians to East Jerusalem.

RefugeesThe contradictory claims concerning refugees radkis probably the most
difficult issue between the two sides. The Aix s assumes that future agreements
and the achievement of a practical solution wilblased on two tenets: choices made
by the individual refugees themselves and an ageaebetween the representatives
of the two sides. A mechanism has been proposadhieve compatible results
between the individuals and their representati&sdor the refugees’ choices, they
themselves will assess what is best for them alicoose between alternative
locations for residency, as explained in the Chrparameters. The process of
choosing will be done individually, in a well-orgaed procedure supervised by the
International Agency for the Palestinian Refugdd®R), an international
administration created for this purpose. The Aix@r proposes that the individuals
will choose more than one alternative and rankr thiorities. A timeframe for this

process will be agreed upon.

The IAPR will be responsible for implementing amesgl-upon mechanism to ensure
that the final decisions satisfy the wishes ofréfegees as much as possible and are
in line with the overall agreements to be signetivben the representatives of the two
sides, and possibly also with the relevant hoshtieas and other countries.
The IAPR will also supervise the various arrangetsieanechanisms and programs
that will address the following four critical togic

Resettlement/Repatriation, or what we describe sams as

Relocation programs

Rehabilitation programs

Claims concerning properties

Compensation for refugehood



A long-term resolution of the Palestinian refugesue should be based on all relevant
UN resolutions, including GA Res. 194, while recagmg that a literal application of
this Resolution is no longer possible given thessanitial changes on the ground. As
in the Clinton parameters, the parties would agineethe measures recommended
implement resolution 194. The Aix Group considée the right of return to their
homeland, even in a modified and limited sensegttuay with the other measures
discussed in the Aix Group’s 2007 paper on thegeds, should be an essential

component of closure to this issue

The magnitude of the financial dimensions of areadrupon resolution for the
refugees is very significant; we estimate it asveenUS$55 billion and US$85
billion over the period of implementation. The financidlreates are explained in the
2007 text; one has to remember that resettlinglagiiog/rehabilitating around four
and half million people and settling 60 year-oldigis on many lost properties is an

enormous task.

Security Security within a “Two State” agreement will bieutmost importance. If

the rejectionists continue the conflict after thrgplementation of an agreement, the
two sides will be put to a critical test. The fawt the Palestinian state will have
control over its land and borders will force thées to cooperate on security matters.
The challenge for the two sides will be enormohs;dtability of the agreements as
well as the actual conditions for economic proggenill depend on the success of
providing security to the two sides. Clearly, oosjiive convergence scenarios are

dependent on such occurrences.

Economic Regimdn the "Two State" agreement, each state willdcm its own
economic policies and will have full control ovés borders but will cooperate on
many issues, including economics. They will havede agreement - we recommend
an FTA - as well as understandings on other aspécisoperation in the areas of
labor, infrastructure, money and finance, etc. Maognomists who follow the

Israeli- Palestinian conflict, including those framternational organizations like the
World Bank, agree that such arrangements will gt@the best conditions for
economic development and for long-term convergémstandards of living.

Economists remember that the Paris Protocol, wivichi the only past agreement



between the two sides on economic matters and &Irttoat assumed economic
integration, failed. We think that for both poldicand economic reasons, these two
very different economies can prosper together drihey agree on political borders
and if they benefit from the economic borders betwihem.

Table 5 summarizes the political and economic tbffiees between a “One State” and
a “Two State” agreement, under the strong assumpiat there are two sides with

legitimate claims.

1" #
$ %!

4. Paving the Path to a “Two State” agreement

The issues which need to be addressed in thedgraement are all well known and
have been addressed by many already, includingdix Group. Below is an
analysis of how these issues are related to themusituation, and how these issues



should be treated in the short-to-medium term deoto avoid pre-emption and to
ensure working with reverse engineering towardaa agreement. These issues

include:

1. The Separation Wall has eaten up a very largegbdine West Bank, including
agricultural areas; has cut the West Bank into aflei Bantustans; and has
increased transaction costs. It is importantatitito facilitate movement of
goods and people through the passages in the Whihwhe West Bank and to
secure access to agricultural lands beyond the,\&llvell as to start moving the

Wall to ensure that it is set on the 1967 borders.

2. All issues of movement and access, like clpggkts and un-facilitative border
crossings, are extremely harmful economically hay tmake trade much costlier.
Trade facilitation measures should be undertakgyuéwmantee that movement of
goods and people is done in a facilitated fashibdeaensuring that security

requirements are met.

3. The current situation that prevents trade betwbe West Bank and Gaza and
closes the Gaza Strip to all external trade isteramportant issue. It destroys
the first rule of thumb in the “Two State” solutiamamely that the West Bank and
the Gaza Strip should be one unit whose integhall e maintained both
politically and economically. This also includée tisraeli refusal to establish the
land link between the two parts of the future Palean state.

4. In addition to negatively affecting movementaccess, Israeli actions have
affected a very significant part of the Palestiniaisraeli trade, as well as trade
with other parties. Therefore, one of the majsués to be addressed in the build-
up to the process of state-building is the divaraifon of trade for Palestinians
and the potential diversification of trade roufeisis should reduce the
dependency of the Palestinian economy on the Iské@n or on Israeli market
and terminal access. Palestinian membership énnational trade and trade
facilitation organizations such as the World Custdbnganization, the World
Trade Organization, the World Tourism Organizatamg the Organisation for

Economic Co-operation and Development should biétéded by the



international community and agreed to by Israarigter to bring the Palestinian

trade regime into the international arena accortbngternational rules.

It is important to pause to highlight the followipgints:

Negotiations unto themselves are not an end buyilgiemnmeans to reaching the
required compromise from both sides, thereby legathe possibility for both sides to
get some benefit and satisfaction from the procHEss.peace process should not be
perceived as an end in itself, but rather as agzothat will eventually lead to an
actual peace agreement accepted by each sideyyhereating a win — win situation

rather than a zero sum game.

It seems that the current negotiations have bemming in a closed circle, with little
by way of potential agreement, due to the fact ithatnot clear or agreed to by all
parties what the outcome or end result will berewerse engineering is being done.
A framework agreement which sets out the paraméei@n extended agreement
should be reached in order to guarantee that tigoomy negotiations are guided in

body and spirit by the end results.

The settlement enterprise is both illegal and hatnais it pre-empts the capacity of
the Palestinian state to naturally expand and toonéinuous and contiguous. The
settlements tend to intersect the West Bank, aedent work necessary for creation
of infrastructure such as electric grids, water evatls networks and
telecommunications networks, as well as housingretdral expansion of Palestinian
cities and residential areas. It is imperative thiael take the first steps of freezing

the expansion of all settlements, and then protedémantle them.



5.0n Some Weaknesses in the “One State” Solution

Let us explain briefly why at this stage a “OnetStagreement cannot, in our view,

address the legitimate claims of the two sides.
In a "One State" agreement there are no satisfaatswers to Jewish-Israeli
claims for self determination and independence.
The question of Jewish collective rights becomesgensevere in a "One State"
framework with a resolution of the refugees’ prablél'he conflict between
the return of the refugees to Israel and the Jelsisteli desire to maintain
collective identity, self determination and sovgray, even in an Israeli state
that has a Palestinian national minority but whbeemajority are Jews, is
clearly the focus of many of the disagreementssTha common ground
exists today for a “One State” agreement that earive the support of a
majority of Israelis.
There are no satisfactory answers concerning sgcparticularly in the face
of a strong rejectionist presence, and there arsatisfactory answers to the
economic questions. “One State” leaves securitiierhands of one sovereign
while there are those who do not recognize theexie and rights of the two
sides. This cannot be considered an answer t@gitnhate claim of most
Jews in Israel to an agreement that will providetiieir safe existence and the
safeguarding of their collective rights.
Legitimate Palestinian claims for self determinatimcluding independence
and control over various aspects of life, cannaca®vered in a “One State”
framework; certainly not in the near future whee Balestinians are a
minority.
As long as a very strong minority, maybe even aonitgj on the two sides of
the conflict (or on one side), rejects the "OndeStarrangement, violence will
likely continue. There will be constant conflict fine foreseeable future
between the two populations within the one staayell as conflict about
power positions and allocation of resources. Thleis that the political

environment will be unsustainable, which may eveadlto a civil war.



The coexistence within one state of two peoplesylo€h one is much richer and
much more developed economically than the othdkjduce strong asymmetry in
political power between the two communities. Thil further amplify the economic
gaps between them, mainly through control overdad a result, the “One State”
solution would undoubtedly lead to further tensiand animosity between the two

peoples and will not constitute a solution at all.

7. Why has the “Two States” solution failed so far?

There are several arguments raised against thehdeawvo states are possible and

desirable, arguing that this model is not -- anas any more -- an answetr:

Reality is Irreversible. This argument claims tihad impossible to change the
geographic-demographic reality that we describexaland reach a two state
agreement that is practical and viable. But in\oew reality is reversible,
depending on the political power on each side. &leenothing on the ground

that contradicts the ability to reach an agreemamartition.

The Israeli side will not agree to the contourshaf two states described
above. More specifically, the Israeli side willeef the borders, the agreement
in Jerusalem and maybe even the agreement onftlgees. But this
argument is faced with a number of counter argumeénitst, whatever Israeli
support for the “Two States” solution may be, Ifragpport for the “One
State” solution is much smaller. Second, Isragdpsut for the “Two States”
solution, despite the territorial cost, is quitgrsficant. Support in Israel for
pulling out unilaterally from 90% of the West Bawks overwhelming just
two years ago. This signals that Israeli attachrteettte West Bank is not the
real obstacle. The Israeli public seems to be meady for a compromise
even on Jerusalem if the deal is perceived as@useone which the other side
would stick to and accept as a closure to the mpéind if the international

community, including the U.S., supports it.



If we do not accept these standard arguments aghsSTwo State” solution, we
are left with the question of why it has failedfan We have two basic answers to
this question. One is related to symmetry and therads related to cooperation

between rejectionists on both sides.

We have already mentioned that there is signifiegohomic, military, and
political asymmetry between the two sides, mainihwespect to international
support. This tempted the Israeli negotiators &zlhean agreement that would
reflect this asymmetry to some extent (even beybadasic asymmetry of
partitioning the country in shares of 77% and 23Vhus the Israeli negotiators
tried to reach long-term Israeli control over tloedan Valley, which is of critical
importance to the Palestinians as a main agri@llarea. Israeli negotiators also
tried to maintain elements of control over Paleatirmovements between the
West Bank and Gaza, despite the impingement orsfitaén sovereignty. There

are many more examples of Israeli attempts to oetefthe existing asymmetry.

The other explanation for the failure to achieveagreement so far is tacit
collaboration between rejectionists. The conflicbetween two groups but the
developments are determined by (at least) fourden two camps who reject a
compromise and two who are ready to accept it. Mk tthat the supporters of
“One State” have no real answer to the fact thextetlare indeed four camps in the
region, and two of them reject the collective rggbt the other side. This is part of
our explanation for the collapse of Oslo.

Israelis and Palestinians have not agreed so fafTovo State” formula. The

PLO agreed in principle in 1988, but there wereagisvopen questions about

the refugees in a two state agreement. There wasstbng opposition among

Palestinians and Israelis to the "Two State" idea.

The two sides to the potential agreement optedradualism and left too

many ends open. The supporters of “Two State” wesdenated the power of

the two rejectionist fronts.



Taking into account the historical aspects thatight the conflict to where it is

today, we believe that the “Two State” solution,lelin deep trouble, is more
practical than the “One State” solution and hasebgolitical chances. The “One
State” solution cannot address the fact that taeFenow, always have been, and will
continue to be those who deny the other side'sislarhus, there is no way to agree
on a consistent one-state framework that will gote@ security to the two sides.

An agreement must not be vulnerable to politicalnges, and must provide answers
to the basic fear that the other side will chang&iew or elect a rejectionist faction.
Thus, a call for a two state solution with relaljvepen borders between the states is

the only realistic alternative.

The next question is whether such a solution arstasic legitimate rights. The most
difficult issue is the refugees’ demand to returihte specific locations from which
their ancestors left. If the refugees will agreeetiwrn to their homeland but not to
their original villages, and if the Israelis wilt@ept the rights of the other side and
agree to a full withdrawal, we will be able to tdst above arguments. It calls for a
major change in Israel. It calls for a major chaimgPalestine. It will enable two
sovereign political entities to coexist. As a résiilan agreement, a clear
understanding will be established as to who “bedtitg each entity as far as
citizenship, residency and property rights are eomed. It will also become clear
what if any restrictions will exist on movementspafrsons, goods and services,
and/or capital between the two states, and whétieee will be any restrictions on
property ownership. However, as stated in the ¢chtotory “rationale and
assumptions” statement by the Aix Group, develogminrecent years make the
issue of “pre-emption” (i.e. the establishmentfaicts on the grounds”) in terms of
settlement expansion and major changes in topogaptontours in the West Bank
and in the greater Jerusalem region, a major destathe “Two States” option. If
and when this option collapses, it will call fothimking the options for both
Palestinians and Israelis within the country ashale; on the basis of common
citizenship or bi-national citizenship. We don'tibee that this is an option for the

foreseeable future.

This is also the place to clarify that there isimiod option. Business as usual and a

continuation of the occupation and the conflicirathese last years are not possible



for a long period of time. In the last years, eiups of violence have become more
frequent and the future looks bleak. A continuisgatation and intensification of the
conflict will lead to great economic damages; twemkening and, at some point, a
collapse of the existing peace agreements with Egyg Jordan; and to greater harm
to both Palestinians and Israelis. This spiralihgiolence will lead at some point to

outside intervention. This is therefore, in ourwj@ot a serious option at all.

Time is running out for a “Two State” arrangeméhthis idea is not accepted and
implemented relatively soon, the two sides will @&w consider an alternative
political economy, and the “One State” alternatime the basis of common
citizenship and equality before the law, will inasengly be placed on the agenda.
Such an agenda will require detailed new thinkibgud many of the elements
discussed today; but if the vision of “Two Statetimbles, it will become the only

alternative to the current conditions of continoedupation.

The passage of time makes the resumption of mefahimggotiations even more
difficult, since two serious problems challengeagneement: one is that of a strong
opposition and terror campaign against a politi¢alo State” agreement, based on
the negation of the existence and rights of Isaael the Jewish collective; the second
is that of “pre-emption”, i.e. a process of cregtiacts on the ground through
sustained settlement expansion. These processebjra with the physical
transformation of land in the occupied Palestin@mitory, create conditions which
undermine and supersede an agreement based omgfe&sovereignty for both
sides.

6. What can be done Immediately

Within the Big Picture, there are a number of isstirat need to be addressed in order
to ensure that the spirits of reverse engineenttjad symmetry are maintained in the
implementation of the long-term resolution to beeggl upon by the parties, while
ensuring that the end result is in itself guarashi@®a viable and sustainable
agreement. These areas will be addressed by aanwhbadditional papers which

will be produced by the Aix Group to compliment tBig Picture.



The Territorial Link

From the onset of the Oslo agreement, Palestieiadry (the West Bank and the
Gaza Strip) was considered to be one geograplpicktical and economic unit within
the agreement. Although the letter of the agreememnitained this concept, which is a
necessary component for the viability of the Palest state, the implementation was
less than diligent in this area, which is consideyee of the most important parts of

the Oslo agreement and any future agreements.

The failure to implement the rudimentary territbtiak of the safe passage agreement
was due to the demands placed by the Israeli sidkeoprovision of permits for the
movement of both people and goods to and from test\Bank (WB) to the Gaza
Strip (GS). The movement of people from one sidb® Palestinian territory to the
other was time restricted; for example, individuaten the West Bank were given
short-term permits to go to Gaza, after which tkay was considered illegal. This is
not the type of arrangement that enhances andesnthe territorial integrity of the
future Palestinian state. The movement of goodsalso highly restricted between
the WB and GS, thereby negatively affecting thes?rotocol’s clear concept of one
market even though the existence of the semi-custorion guarantees that this
movement would not cause any harm to either thesBalan or Israeli markets.
These issues demonstrate how lack of symmetry eamiplified by the abuse of
these imbalances in power and can make things battixe two peoples much worse
than they used to be.

The Jordan Valley

The Jordan Valley is the most important area witheanWest Bank for the natural
growth of the population, as well as the “Breadk&di’sof the West Bank, with its
highly fertile land and varied seasonal weatheddmns. The Valley is the area
necessary for Palestinian population expansioraaisdrption, as well as the
agricultural land necessary for a growing populaaod for the export potential of
agri-business. The Valley also provides the oabl unutilized land within the West
Bank, with potential for expansion and new develeptrwhether in agriculture,

construction, tourism, energy and infrastructurendustry.



Currently, the Jordan Valley is the most restricdesh for both movement and access,
as well as for residential, agricultural and waights within the West Bank. With

few exceptions, the Palestinian population is unédblbenefit from the area. In order
to ensure the viability and sustainability of thure Palestinian state, the Jordan
Valley needs to be opened to the Palestinian ptpolanmediately in order to

ensure the potential for economic developmentHferRalestinian state in the future.
The Aix Group paper on the Jordan Valley will paiinsight to the importance and
potential of the Valley, and the way forward, usihg reverse engineering
methodology in order to identify immediate, shartianedium term actions in this

area, and to eliminate pre-emptive actions to preaecess to the Jordan Valley.

In the Jordan Valley measures that will changdétsievelopment should be
implemented immediately, making the movement inditea and into and out of it
easy. Agriculture should be allowed as well as pilagn and implementation of

tourism projects.

Refugees

The refugee issue is a core problem which mustdesased on several levels in
order to arrive at a lasting end to the conflithe Aix Group has already addressed
the economic overview of the refugee problem irvimes publications. Additional
work has been done by the Group in order to fatdithe implementation of any
agreement which is reached between the sides msthie. The paper on refugees
will contain structural and functional descriptiasfsthe mechanisms on the national
and international levels which would implement thigeement. The paper will also
highlight the roles and responsibilities of eachya the implementation, including
the role of the international community and thetlomsintries in the establishment

and operation of the International Agency for tladeBtinian Refugees.

The IAPR should be structured already now; planming the creation of this institute
should not be delayed.

Union for the Mediterranean



As a result of the signing of the Oslo agreemehiclkvopened the door for the
potential creation of an area of stability and peogy in the southern Mediterranean,
the European Union launched the Barcelona procEss. Barcelona endeavor
assumed that the peace process will work towasitgviag the Palestinian/Arab —
Israeli conflict, with potential benefits for thatee region. But the standstill of the
peace process, the non-implementation of signeskaggnts, and even the non-
recognition of the EC-PLO Interim Association Agmeent all worked to slowly push
the Barcelona concept into oblivion. The Uniontfee Med Initiative, an advanced
step in the implementation of the Barcelona condegltls benefits of great potential
for all the partners in the southern Med and the &d requires proper resolution of
the Arab-Israeli conflict. In order to realize thaion, serious steps and initiatives
must be taken by the European partner in ordengare the basic premise upon
which this partnership is built: a peaceful resoluto the Arab — Israeli conflict and
especially the central conflict of Palestine. Plager on the Union of the Med will
address specific initiatives which need to be utadken by all parties and especially
by the EU in order to ensure that an equitableeaageat between Israelis and
Palestinians is reached so that the Union can dmeseful. If an agreement is not
reached between the parties, it will mean the mization of the utility of the Union
and a serious threat to the Euro-Med Partnership.

The Euro-Med partnership issue is of strong relegadn our discussion, as it reveals
the importance of symmetry for outside involvemiarpiromoting a solution to the
conflict. In the same way that a solution to thaftiot can succeed only if it tries to
preserve a minimal degree of symmetry betweenvtbesitdes, an outside
intervention in solving the conflict can succeedyahit treats the two sides
symmetrically. In other words foreigners are regdito be honest brokers for their
support to be accepted; if not, the situation detteriorate further. This holds with

respect to the U.S. and the European Union.

8. Summary and Conclusion
A feasible agreement on two states will have taesklthe difficult trio oBorders,

Jerusalem and Refugeedt will also have to deal with the question ofépemption”



and the long-term impact of creating “facts ongheund”. A positive conclusion that
addresses the minimum and necessary requiremetite tfo sides will most

probably look like the following:

The borders between the two states will be drawthabthe two states will
have continuity; the land will be divided 77% td?2®ased on the 1967
borders, allowing for agreed and limited swapsaotd along the “Green
Line”; arrangements satisfying contiguity betweesw& and the West Bank
will guarantee the free flow of people and goodthimiboth Israel and
Palestine so that travel between Gaza and the Béedt will not entail

crossing a border.

Jerusalem will be the capital of both Israel antk§tae. Two options for
Jerusalem's borders can be thought of:
a. An *“open” Jerusalem, necessitating the creatiomooflers around
Jerusalem, or the part of the city that remaineftp

b. A border that will bisect Jerusalem.

An agreed, just and fair solution to the 1948 reugroblem will address both
the individual claims and the collective considenas of the two sides and
provide a way to reconcile the two. On the one h#mel Palestinian refugees
will be able to choose a permanent place of resigiesn the other hand, the
implementation of these decisions will be agreebiytoand subject to the
sovereignty of, all the countries that will be atfed, including Palestine and

Israel.

Programs for the refugees will address ResettleiRepatriation, or what we
describe sometimes as Relocation, as well as Réhabn. A substantial
compensation scheme for the refugees will be agrped. The process will end the
status of refugehood and turn all refugees iniaagits, with the agreement and

cooperation of the refugees themselves.



If the two peoples want self-determination, normgaad prosperity, they should head
towards an historical compromise. By supportinghsai¢package” as the outline of
an agreement, the international community can @sribute to the beginning of a

new path in our troubled region.

We suggest that the economic part of the new agreeshould include clear key
principles. First, it is imperative to agree tha sovereign authority of each party,
within internationally recognized borders, includles right to conduct internal and
external economic affairs, including the operatol administration of that party’s
economic borders, autonomously but in cooperatitn @ne another. Hence, the
parties must reciprocally recognize each othendspendent customs territories and
make this recognition the foundation for their emmic and trade relations. Second,
economic relations shall be guided by the concefteoperation in both trade and
labor, as well as in infrastructure, R & D, etcu$hhe parties can establish the rules
and arrangements which will regulate the tradeoiodg and services, and the flows of

labor and investment.

The Aix Group efforts were not academic in the awitmeaning of the word. They
did not abstract from the current situation anahdbreflect a visionary’s detached
exercise. We present very realistic and practitatraatives that rely on our ability to
understand that there is more than one point of.vide area between the River and
the Sea contains today two peoples who deserverbiitey deserve independence,
security and prosperity. The economic dimension begecondary to the political
one, but economic performance is not secondatkieleconomic agreements fail to
provide the necessary conditions for real develoypntbe political agreement will

also fail.

We believe that so far, an historical compromismglthe lines described in this
document has offered a realistic solution to thesmian-Israeli conflict; but this
vision is not carved in stone and will eventualfvé to yield to changes in the reality

of conditions on the ground.

The current widespread pessimism seems to chokmgiayive that dares to think

about a permanent arrangement and to presenteaxnatlve to the continuation of the



violent conflict. We should not surrender to thegmists and should not accept their
verdict of 40 more years of death and sufferingweieer, the Aix Group is aware of
the fact that continued rejectionists' efforts lo@ bne hand and pre-emption on the
other hand will eventually undermine the two-s&dition on which our efforts are
based. Any reasonable solution therefore wouldiregureasonable timeline in

which preemptive changes on the ground will beated null and void, by a binding

mutual agreement.

Time is running out for a two state arrangemenhi idea is not accepted and
implemented relatively soon, the two sides will @&y consider an alternative

political economy. The “One State” alternative, l@lproposed and defended until
recently by a minority among both sides, is todayigmg ground due to the very
conditions that undermine the possibility of temiial compromise. The Aix Group is
convinced that if bold steps are not taken in tinection of rapid implementation of a
territorial solution, then an alternative visionarsfe state for both people, on the basis
of common citizenship and equality before the lawil,increasingly be placed on the
agenda. Such an agenda will require detailed nawitig about many of the

elements of this document; but if the vision of 6tatates” crumbles, it will become

the only alternative to the current conditions @fttnued occupation.

The Aix Group believes that the economic analysithe ERM and in the papers
presented below lays the groundwork for optimigitare developments for both
Israel and Palestine. The related concepts of bpeasters, cooperation between two
sovereign states, and interdependencies, combirikat@nditions of stability and
wide political support for the new arrangement$oth sides, could lead us out of

this dark period and into a better future.



