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The Impact of Employment in Israel on the Palestiran Labor Force

Haggay Etkes
Abstract

This study provides circumstantial evidence forithpact of permits for employment
in Israel on the Palestinian labor force in the YWank during the laténtifada
period and its aftermath (2005-2008). The studyzat a unique dataset that merges
data from the Palestinian Labor Force Survey wstadli administrative data on
permits for employment in Israel. The study quaedifthe increase in Palestinian
employment in the Israeli and Palestinian econorares the decrease in Palestinian
unemployment, as well as the drop in the retursctmoling which coincided with an
increase in the number of permits issued. Theadtseeflect the short-run benefits
for the un-skilled Palestinian labor force as wadl the adverse long-run effects of

Palestinian employment in Israel on human captaealmulation.
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Introduction

This study provides circumstantial evidence forithpact of permits for employment
in Israel on the Palestinian labor force in the YBamk during the late Intifada period
and its aftermath (2005-08). Specifically, it exaes the impact of changes in the
number of permits granted on employment, unemploymabor force participation,
and return to schooling among Palestinians residindpe West Bank. Employment
permits became particularly important during theosel intifada when the entry of
Palestinians into Israel was restricted and empéymn Israel without a permit
became even more difficult then previously. Thisaisbreak from the relations
between lIsraeli and West Bank labor markets, whigvailed until the outbreak of
the second intifada in late 2000, when more thdwrdred thousand Palestinians
were employed in Israel, often without a permit.

It is important therefore to evaluate the impactsoéeli permit policy on the
Palestinian labor force using reliable measureisenfds in both the Palestinian labor
force and in Israeli policy. The main source ofadatsed in this study is the
Palestinian Labor Force Survey (LFS) which is caed by the Palestinian Central
Bureau of Statistics. This database is merged isitheli administrative data of the
employment permits of Palestinian workers in th@dd economy. The merging of
the two databases makes it possible to analyzertpact of Israeli permit policy, as
revealed in the Israeli administrative data, onRlaestinian labor force, based on the
Palestinian LFS.

The empirical analysis focuses on the 20-45 yedale population, which
includes the vast majority of Palestinian workdrsis population includes both 30—
45 year-old married males wigmalify for an employment permit in Israel (excluding
the settlements) and other males (i.e. 20-29 yielsrar unmarried 30-45 year-olds)
who do not qualifybut nonetheless may have been indirectly affelotethe increase
in the number of permits. The former group will diarbe referred to agualified and
the latter group asnqualified

The main findings of the study indicate that anréase in the number of
permits is correlated with a reduction in unempleyin and an increase in
employment in the Israeli economy amongalified workers, The majority of
gualified Palestinians who started working in the Israelinreeoy with permits had

previously been unemployed, and a minority switchiech employment in the West



Bank to employment in IsraélThe increase in the number of permits is also
correlated with a limited increase in the employtrarunqualifiedPalestinians in the
Israeli economy possibly because of a networkirigcef Finally, we found evidence
that the increase in employment permits contributethe erosion of the return to
schooling and raised the wages of unskilled wotkeven in the internal West Bank
market. A quantification of the results appearthimconcluding section.

The analysis of Israeli permit policy takes int@@ant the Israeli institutional
and geographical set-up by distinguishing betweermps for working in Israel
(including East Jerusalem) as defined by Isra&li land permits for employment in
Israeli settlements and industrial zones in the ofsthe West Bank (herein: the
settlements). Each type of permit is granted agngrib different criteria and within a
different legal framework. We focused on the impafcemployment permits in Israel
proper. Notably, the permit regime is irrelevant falestinians who live in East
Jerusalem (which was annexed in 1967) and can watkin Israel without
restriction; therefore, the analysis excludes tale$flinian governorate of Jerusalem.
In short, unlike some studies of the West Bank lalmarket which overlook the
Israeli institutional set-up, this study focusestba implications of the employment-
permits in Israel proper on the Palestinian resglehthe West Bank according to the
Israeli administrative definitions.

This paper follows the empirical literature on timteraction between the
Palestinian and Israeli labor markets, which staitsi Angrist (1995 and 1996)’'s
analysis of the decline in the return to schoolingng the 1980s when the supply of
educated Palestinians increased, and the Isramlanig for Palestinian labor during
the first intifada. A number of studies that follesv Angrist examined the impact of
the second intifada on Palestinian unemploymenpl@yment and wages. Miaari and
Sauer (2006) found that closure of the West Bartkaaignificant adverse impact on
Palestinian employment even when account was tak#re effect of foreign workers
in Israel’* Mansour (2010) interpreted changes in Palestieraployment in Israel as
labor supply shocks and found that the increasthensupply of both skilled (more
than 12 years of schooling) and unskilled workerthe territories primarily affected

mainly the wages of unskilled workers, and hadttée limpact on wages of skilled.

! It may be that people who previously had permitthark they will get permits are unwilling to take
lower paying jobs. Thus they wait to get new pesraitd then go from being unemployed to employed
in Israel.

2 Aranki (2004) presented similar findings but diat take into account foreign workers.



This paper also adopts Mansour’'s approach by difteating between skilled and
unskilled workers.

The relationship between terror attacks in Israel #ghe Palestinian labor
market (2000-2006) was explored by Benmelech e(28l09). They found that an
attempted suicide bombing was on average followedrbincrease of 5.3 percentage
points in unemployment, a reduction in wages by antiran 20 percent and a
reduction in employment in Israel by 6.7 percentagi@ts among the residents of the
suicide bomber's governorate. Presumably, theser lafarket outcomes were the
result of Israeli anti-terror measures. On the ottend, a forthcoming study of the
World Bank "finds little evidence that variations closure intensity are correlated
with variations in labor market indicators suchuasleremployment™

This paper looks into the impact of the Israelinpieipolicy, which was shaped
mainly by the attempts to prevent terrorist attamikdsraeli civilians and by political-
diplomatic concerns. Hence, it is directly relatedhe abovementioned studies of the
Palestinian labor market during the second intifdtaliffers from those studies in
that it directly measures the impact of Israelir(p€) policy on the Palestinian labor
force, rather than using data on closures colletigdhe UN or data on suicide
bombings. This study also takes into account thaels institutional set-up by
excluding Jerusalem and using the qualificatiomsgitting a permit. Finally, unlike
the above studies that focus on the most turbydenbd of the second intifada (i.e.
2000-05), we examine the post intifada period (208% when the level of violence
had already declined.

The paper is structured as follows: Section Il dbss the main features of
the Palestinian labor force in the West Bank asdddévelopment during the period
1999-2008. Section Il briefly reviews permit pglicSection IV describes the LFS
data used in the study and Section V presents #ile empirical strategy. Section VII
and Section VIII analyze the impact of permit pglian employment and on the
return to schooling, respectively. Section IX caggls and discusses policy
implications. Appendix A describes the permits éonployment in the settlements,
and Appendix B presents the main empirical resiteified for unskilled and skilled

males.

3 http://go.worldbank.org/OQPDBFECQ0




Il. The Palestinian Labor Force in the West Bank (999-2008)

In 2008, the Palestinian labor force in the WeshiBacluded about 400
thousand Palestinian males. One of the most ndlieeaharacteristics of the
Palestinian labor force is the participation in te&parate labor markets: the internal
Palestinian market, which employs the majority aleBtinians, and the Israeli
market, which includes both Israel (proper) and lraeli settlements in the West
Bank. Perhaps the most important distinction betweeese two markets is in the
impact of the Palestinian-Israeli conflict: Whileetinternal Palestinian labor market
is affected by ups and downs in the intensity af tonflict, the very access of
Palestinian workers to the Israeli labor marketightly restricted following terror
attacks in Israel and is influenced by the politisdguation in general. A good
example is the two-thirds decline in the numberPalestinians employed in the

Israeli market following the outbreak of the secamfada (in October 2000).

Figure I: Male Workers Aged 20-45 in the West Banlkby Location of
Employment (1999-2008)
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The majority of the Palestinian labor force is eoyeld in the internal West
Bank market, which is characterized by diversityyipes of jobs, both in the private
and public sectors. On the other hand, Palestinratie Israeli economy are typically
employed in manual labor jobs in construction, @agture and other industries.
Therefore, while the internal Palestinian marketharacterized by jobs suitable for



both skilled (13 years or more of schooling) andkilied Palestinians, the Israel
market offers jobs that are suitable mainly for killed workers. Therefore, the
closure of the Israeli labor market to Palestiriavor following the outbreak of the
intifada (in October 2000) primarily affected urkEd males: the rate of
unemployment among the unskilled male populdtismared from about 5 percent
prior to the intifada to about 30 percent duringuhbile unemployment among skilled
males remained relatively low throughout the decade

Figure II: Unemployment Rate among Palestinian Male Aged 20-45 in the
West Bank (1999-2008)

on

40%

35% —e— Skilled

—=— Unskilled

Ry S

30%

25%

20%

15%

10%
5% -

A T SN E U YA N CHAF SN A U NAF S RE R N E SR

1999|2000|2001 2002 2003|2004 200520062007 2008|2009

Share of Unemployed out of 20-45 y.o. Male Populati

Source Calculation based on the PLFS.

Notes 1) Excluding the Jerusalem governorate.
2) The unemployment rate calculated for all 21yd&r-old males, rather than just
those participating in the labor force, as is thgecin the conventional calculation.
3) Skilled workers have more than 12 years of slihg, and unskilled workers have
less than 13 years of schooling.

Wages also differ between skilled and unskilled enalorkers and the
difference is influenced by the employment in I&réethe West Bank, the wages of
skilled Palestinians were higher than those of iileskPalestinians throughout the
period. Indeed, the wage gap between skilled arskilled workers was modest in
1999-2000 because of the large-scale employmenmnskilled workers in Israel,
which limited the supply of unskilled within the [Bstinian economy. However, when

unemployment among unskilled workers soared folhgathe drop in employment in

* This rate is not identical to the standard unemplent rate which is the ratio of unemployed toltota
participants in the labor force (both employed andmployed).



Israel and the Palestinian private sector weakesetthe intifada escalated (in 2001—
02), the nominal wages of unskilled males declibgdnore than 30 percent and as a
result the skill premium in the West Bank rose. (glaur 2010).

In contrast, the wages of Palestinian workers m Idraeli economy were
similar or even higher than those of skilled Paheshs employed in the West Bank.
Therefore, an increase in the share of workerdénlsraeli economy allows more
unskilled Palestinians to earn high wages and & hegel of employment in the

Israeli economy eroded the skill premium in the Y\Bamnk.

Figure IlI: Monthly Wages of Male Employees Aged 245 in the West Bank by
Level of Skill and Location of Employment (1999-208)
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The impact of employment in Israel on the skillmprem is evident in the
correlation between the proportion of workers ie thraeli economy and the wage
ratio between skilled and unskilled males (2005-G9yure IV-A presents a clear
negative correlation between the share of Palestiniorkers in the Israeli economy
and the wage ratio of skilled and unskilled workeegardless the place of
employment. An increase of 10 percentage pointsarshare of the Palestinians from
a given governorate employed in the Israeli econa@aryesponds to a drop of 21
percentage points in the wage ratio of skillednskilled workers in that governorate.
The skill premium is almost completely eroded, skilled and unskilled wages are

equal, when about 28 percent of males are employéuke Israeli economy. Such a



situation, i.e. a high rate of employment in Israetl a low skill premium, prevailed

on the eve of the first and secandfadas.

Figure IV: Skilled/Unskilled Monthly Wage Ratio and The Share of Males
Employed in the Israeli Economy (2005-2009)

A: Employees in Israel and in the West Bank B: Employees in the West Bank Only
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Source Calculations based on the PLFS.
Notes 1) Each data point represents a governorate particular quarter.
2) Excludes the Jerusalem governorate.
3) The red line designates parity between wagskithéd and unskilled employees.

To certain extent the result presented in FiguréA\f$ technical for much of
the erosion in the wage premium is caused by teogaoyed in the Israeli economy.
The data presented in Figure VI-B avoids the abmemtioned technical result by
excluding the workers in the Israeli economy. Ykée tnegative impact of the
employment in the Israeli economy on the skill pam seems to play eole even
inside the West BanKhis result suggests that the employment in sheeli economy
affected the wage schedule inside the West Bank e¥en the number of employees
in Israel was limited as in the years 2005-9. Timpdct of employment in Israel,
specifically the number of permits issued for wagkiin Israel, on the return to
schooling is further analyzed in Section VIII.

In sum, the above macro analysis demonstrategthployment in Israel is an
important source of livelihood for unskilled Pale&ns since it offers additional
well-paid jobs. Hence, an increase in Palestinimpleyment in Israel erodes the
return to schooling by raising the wages and reducinemployment mainly among
unskilled Palestinians. However, it increases thl@erability of unskilled workers to

the ups and downs of the Israeli-Palestinian comnfli



lll. — Employment Permits: The Institutional Set Up

The entry of Palestinian labor into the Israeli kesrbegan soon after the 1967 war
and grew to include one-third of employed Paleatiaion the eve of the first intifada
(1987) and one-quarter on the eve of the secomfddat (2000). This was a result of
the Israeli open border policy and the wage gapsden the affluent Israeli economy
and the underdeveloped Palestinian economy. THisypwas later modified during
the 1990s by imposing certain limitations on Pakeh access to Israel and was
fundamentally altered through the strict regulatminPalestinian entry into Israel
following the outbreak of the second Intifada (ep8&mber 2000). The most evident
manifestations of this policy were the barrier bby Israel during the waning years
of the second intifada and the permit policy whrelgulated Palestinian entry into
Israel through Israeli check-points and the barrier

The issuing of employment permits has played a majte in the Israel
regulation of Palestinian employment in the Israebnomy in recent years. There are
two types of employment permits: permits for wotkimside Israel (including East
Jerusalem) and permits for working in the Israettlsments in the West Bank. These
permits are subject to different laws and are g@atccording to different criteria.
This study focuses on the first type of permit, f@ employment in Israel while
permits for employment in the settlements are @secbntrol variables in some of the
estimations and are described in Appendix A.

Permits for employment in Israel are granted toetalians who pass a
security check and meet certain age and persoatlsstriteria which presumably
reduce the likelihood of their participation in st attacks against Israelis. The
process of issuing an employment permit for a $jggootential Palestinian employee
typically begins with a request made by an Israeiployer to Matash the authority
that issues the permits in Isrdélhe request is typically approved if the empldyas
not violated relevant Israeli labor regulations #rttie relevant quota is not yet filled.
This quota is set by the Israeli government foreaicthe various industries in Israel
(construction, agriculture, etc.).

The permit to work in Israel enables the workeretder Israel at various
checkpoints and to travel inside Israel. The pemmissued for either 3 or 6 months

and is typically renewed. Israeli employers areunegl to report days and hours

> Employment permits in Israel are issued by Matasfich is part of the Ministry of the Interior,
while employment permits for the West Bank areaskhy the Civil Administration.
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worked and wages paid each month and to pay tgession, social security and
other compulsory deductions to Matash, the authotitat administers the
employment of non-Israeli workers in Israel. Matéisén issues a wage slip and sees
to the transfer of taxes and other deductions & Rhlestinian Authority and the
relevant pension funds. The data from these wage will be used here as a measure
of permits utilized by Palestinian workeérs.

At the height of the intifada (during the periodd2804), the main criteria for
issuing an employment permit required that an indial be married with children
and over the age 35. The age criterion was relaxe&tD05 and a large number of
permits were issued to 30-35 year-old Palestiradites that. By 2007 the binding age
limit was in practice 30 (Figure V)Therefore, the analysis of the impact of permits
to work in Israel will distinguish betweegualified Palestinians, who were married

and over 30 andnqualifiedPalestinians who were never married or under 30.

Figure V: Permits for Employment in Israel by the Age of the Employee in an
Average Month (2005-8)
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The current study focuses on post-intifada peridd05—08) during which
there were Israeli restrictions on the illegal graf Palestinians into Israel and as a
result permits became voluble during this periodhe Tnumber of permits for

® Lax enforcement of labor laws probably allows tég@ncies between actual and reported net wages
and working days. In other words, the wage and daysork in the data reflect Israeli policy regardi
employment in Israel in general and employment agsgtinians in particular; however, they do not
necessarily reflect actual wages and working dage Appendix I).

" During the 2000s, a small minority of permits torlin Israel were granted to Palestinians under 30
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employment in Israel increased from about 12 thoedsa an average month in 2005
to more than 20 thousand in 2007 and about 25 #@maliduring the first half of 2008.
The increase in the number of permitted workeevident in the upward shift of the
age profile in Figure V. The expansion, howevers g no mean continuous and the
number of permits fluctuated in 2005 and 2006 feilg few terror attacks in Israel,
while in 2007 and early 2008 there was a gradudisa@ady expansion in the number
of permits. Therefore, most of the results herewm driven by the volatility in late
2005 and early 2006. The ratio of employment peyrtotthe population of 30-45
year-old males by governorate (Figure VI) shows ¢batrast between the earlier
more volatile period (2005-06) and the subsequemérstable period (2007-08).

Figure VI: Ratio of Permits to Palestinian males Agd 30-45 by Governorate
(2005-2008Q2)
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Source Calculations based on the LFS and Matash data.

Figures VI and VIl also depict the regional vawatiin permits to work in
Israel: some governorates, such as Jericho, Janth,Nablus had a low ratio of
permits to qualified males, while western and seuthgovernorates (Tul Karm,
Qalgilia, Salfit Hebron, and Bethlehem) had relalyvhigh ratios. As a result, the
large fluctuations in the number of permits in 2006 had a potentially larger impact
on the regional labor force in western and soutlggvernorates with high permit
ratios as compared to those with low ratios. Indeedch of the variation in permits
utilized in the statistical estimations hereinnsthe early period in the western and

southern governorates.
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Figure VII: Ratio of Permits to Males Aged 30-45 byGovernorate
2005 /11 2006 /11 2007 /1
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Note: This map reflects the PA's definition of govetes, which are also used here. The
governorate of Jerusalem is excluded since Palmstiresidents of East Jerusalem do not
need permits to work in Israel.

IV. The Primary Data Source: The Palestinian LaborForce Survey

One of the unique features of the current studigesmerging of the Palestinian Labor
Force Survey (LFS) with Israeli permit data. Thiakes it possible to analyze the
impact of Israeli permit policy on various outcomasthe Palestinian labor market
such as unemployment, employment in general andintdystry, and wages. The
permit data and the process of its generation @sertbed above; this section focuses
on the LFS data.

The Palestinian Labor Force Survey has been coeductgularly by the
Palestinian Central Bureau of Statistics since rfid-1990s. The Survey samples
more than 90 thousand individuals every year. Ldbore characteristics, i.e. labor
force participation, employment, unemployment,,dtdlow both the ILO definitions
and the more "relaxed" Palestinian definitions. &halysis here will use the former.

The LFS surveys are a rotating panel, whereby aétmld is sampled for two
consecutive quarters, temporarily drops out of shenple for two quarters, then
reenters the sample for an additional two quadedsthen permanently drops out. For
instance, some households were sampled in the decahthird quarters of both 2005

and 2006. The empirical analysis below uses tmsptiag method in order to track

13



individuals across time and examines the labor statkansitions of individuals
between two consecutive years for the same quaelgr, the transition from
unemployment to employment between the third quaft@005 and the third quarter
of 2006. Although this method avoids any quartasepsonal effects, it suffers from
attrition due to households either moving to aeatdht location or individuals that
exit their original househofd.

It should be noted that changes are made in pértiseoLFS questionnaire
from time to time and therefore there are phenonteatican be analyzed for some
years but not for others. For instance, only fag trears 2006—08 does the LFS
indicate whether workers in Israel and the Isragtilements had permits.

The Palestinian LFS defines the individual's goeeate according to the
Palestinian administrative definitioRdVe merge the Palestinian LFS data with the
Israeli permit data using a mapping of the pernotdar's residence onto the
Palestinian governorates. Since the Palestiniaergovates significantly differ in the
size of their population, we normalized the numdifgpermits in each governorate by
dividing it by the number of 30-45 year-old males the relevant quarter, as
estimated from the LFS (Figure VII).

We restricted the sample to 20-45 year-old Palestimales since they
comprise the majority of the West Bank labor for€éarthermore, older workers are
less likely to be employed in the manual labor jdbat typically characterize
Palestinian employment in the Israeli economy. \I¢e axcluded the governorate of
Jerusalem from the sample since the majority ofretdents hold Israeli identity

cards and do not need a permit to work in Israel.

V. Empirical Methods

The empirical analysis of the impact of permits feorking in Israel on the

Palestinian labor force is based on the individeaél LFS data, which is matched
with governorate-level Israeli administrative dafehe individuals' labor market
outcomes are typically represented by dummy vasglihat reflect employment
status (unemployed, employed, etc.) or transitions the employment status. The

main explanatory variables are as follows:

8 Table IV below demonstrates that using two conseeujuarters, rather than the same quarter in
consecutive years yields statistically weaker testience, this study uses one year gaps.
° See Figure VII.
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e permitg, : the ratio of permit holders in governoragat timet to the number of
30-45 year-old males residing in the governorateis Tstatistic reflects the
proportion of permit holders in the local Palestmpopulation who meet the age
criterion for receiving a permit.

e qualify ;; and unqualified ;; : dummy variables that designate whether or not an
individual i was met the personal criteria at timhéo receive a permit for
employment in Israel. These variables are compléangf?

The explanatory variables make it possible to esdtnthe change of the
probability of a certain outcome fajualified (30—45 year-old and married) males and
unqualified (other) males, which coincided with an increasethe number of
employment permits. The estimations include bofflea¢ed cross-section estimations
and panel estimations that track individuals owveret Formally, the cross section
estimations are based on the following specificatio
Yig.= 1 Qualify;;- permitsy+ £, - Unqualified; ; - permitsy; + f5- Qualify;+ p -Xj+ +2

MOt

where Yig: is @ dummy outcome variable (employment, unemploymetc.) for

individuali residing in governoratg at timet; permitsy;, qualify;; and unqualified;

are as defined above; iXis a vector of personal characteristics includigg,aage
squared, years of schooling and type of area ofleese (urban, rural, or refugee
camp); andd; are time dummies for years and quarters. A pasitiv(s,) indicates
that the probability of outcomeY,g; increased with the number of permits for
employment in Israel granted qoalified (unqualified males.

Hence,$, primarily reflects the direct impact of Israelirpet policy on the
population that wagualifiedto receive a permit, whilg, reflects its indirect impact
on the population that was not qualified. Chanti@isthis indirect impact primarily
include kinship networks, and markets, and in sartases also replacement of
workers who switched to employment in Israel

The panel estimations were used to analyze thsiti@ms in the location and
status of employment using the repeated obsensatibrihe same individual in the

LFS in consecutive years for the same quarter. Etimsparison avoids the seasonal

1% Qualify ; =1-unqualified; ,
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effect, which is assumed to be similar in the compajuarterd! The specification of
the panel analysis is similar to the above crossiese specification:
Zi o= f1- Qualify; -4 permitsq+ f- - Unqualified; - 4 permitsg + fz - Qualify;;
+p X+ Zy e Oeteiy
where 4 permitg; is the difference between the normalized numbepeasimits in
periodt and in the parallel quarter in the previous yealqumalify; ; , unqualified; X+
and d; are defined as above. The outcome varialdlg { designates various
transitions between employment statuses and/otidmcaFor instance, we examine
the correlation between changes in the number ohipge in governorate and the
probability of a male from that governorate switihhis place of employment from
the West Bank to Israel, from unemployment to erymplent in Israel*

The main advantage of the panel analysis over d¢ipeated cross—section
analysis is that the most of the personal charattes, i.e. human and social capital,
tastes, location, etc., do not change within a .y&aus, changes in employment
characteristics are likely to be related to tramsithanges, such as the number of
permits granted in one's area of residence. Omtier hand, some individuals were
not tracked during consecutive yedtsThis attrition casts doubt on the external
validity of the panel estimates since they likeliffer from selection bias. In other
words, the panel estimates do not necessarily cteflee changes among the
population that dropped out of the panel analy$iserefore, the repeated cross-
section and the panel analysis complement one ancatiie former is based on a
representative sample though it does not accountefidain personal characteristics,
while the latter avoids the biases due to unaceaulifdr constant personal features,
though it is prone to selection bias.

It is should be stressed that different units aeduin the various statistical
sources and this affects the interpretation oftingirical results. The basic unit in the
administrative data is themonthly wage slipwhile the basic unit in the LFS is an
individual's labor activity during the wegkior to the PCBS interview. Hence, two
Palestinians who worked in Israel for two weeksmpenth during a given quarter, are

recorded as two utilized permits but are captureel dne worker who worked full

1t does not, however, avoid the bi-annual seastyraf the olive industry, which plays an important
role in local rural production.

2 The inclusion of a variable "becoming qualifietiiat is switching from unqualified to qualified ddi
not yield meaningful results.

13 The attrition rate of individuals who were surveyad the first year and did not appear in the data
in the nest year during the years 2005-08 is abqércent.
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month in the LFS. Therefore, the coefficient of thermits variable in the above
regressions, when they are regressed on Palesgiaramtted employment in Israel, is
likely to be lower than unity even in an optimaliestion.

Additional discrepancies between the Palestinianesudata and the Israeli
administrative data may result from misreportingotoby Palestinian survey takers,
errors in the Israeli administrative data or eriiorghe processing and merging of the
two datasets. Another discrepancy relates to gpbgral definitions: the Palestinian
data bundles together employment in Israel and @mnpént in the Israeli settlements
in the West Bank, while the data on permits reteremployment in Israel only.
Therefore, a permit holder who switched from empient in the settlements to
employment in Israeli is captured in the permitadgdt not in the LFS data. The next
section begins by testing whether these discrepansignificantly affect the

estimation

VI. Empirical Results

This section providescircumstantial evidencefor the effect of permits for

employment in Israel, which is one of the main $oosed by Israel to regulate the
employment of Palestinians inside Israel, on theinmabor outcomes at the
governorate level. In other words, we examine hawntigpation in the labor force,

employment in Israel and in the West Bank, and yleyment of Palestinian male
residents of a West bank governorate changed whemamber of employment-

permits in Israel for Palestinians residing in $slaél governorate increased.

We begin by verifying that the number of permitarged to Palestinians is
indeed reflected by the data for employment inelses measured by the Palestinian
Labor Force Survey. Establishing that the Israeimimistrative data and the
Palestinian survey data are consistent — desptallove mentioned discrepancies —
is crucial to validating the following empirical @gsis. Figure VIII documents that
the number of permits for employment in Israel {yrdnd the total employment of
30-45 y.o. males in Israel and the settlementsrdowy to the PLFS are correlated
specifically in the period of this study (2005-200B addition, the permits and the
employment in the Israeli econonwith permit according to the PLFS are also

increasing together for the period data for thietadre available.
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Figure VIII: Permits and Employment of Males Aged 3-45
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Sources Calculations based on Matash (permits) data afGRemployed).
Notes excludes the governorate of Jerusalem.

We also use the regression analysis to establahethployment in the Israel
economy, as measured by the Labor Force Surveyalhctreflects the employment
permits granted by Israel at the governorate lethed,basic unit of analysis in this
study (Table I, Columns i-iv). The estimation oktbase specifications with and
without FE demonstrates that employment of quaiineales in Israeli economy is
indeed positively correlated with the number of npgs issued, though not for
unqualified males. The statistical significance tbé FE estimation is somewhat
higher than the OLS estimates, although the staldit is low in both cases.

Columns iii and iv demonstrate that, as expectbd, germits variable is
strongly correlated with employment of unskilledrikers, while the correlations with
employment of skilled workers is limited and statislly insignificant. Columns v
and vi show that controlling for whether the pesniétre for employment in the
settlements or employment in Israel neither chanipes estimates of the base
specification, nor does it improve overall explamatpower. Therefore, we do not
control for permits for employment in the settlertsenvhen we explore the impact of
the employment in Israel on the labor force chamstics hereirt?

The low magnitude of the coefficient in the variosgecifications, which

varies around 0.5 and significantly lower than ynig attributed to the discrepancies

1 Inclusion of these controls did not significantltea the estimates in the other regressions.
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mentioned above and primarily to the fact that thbor market outcome data
(working in Israel or the settlements accordinghe LFS) refers to a given week
while the explanatory variable (i.e. number of pgsjhrefers to a given month and the
fact that the number of employment permits reflestgployment only in Israel and
the LFS data also includes the settlements.

Table I: Employment in the Israeli Economy — CrossSection
(Males Aged 20-45, 2005-2008/Q2)

P Controlling for
Base Specification Settlements-Permits
F.E. F.E.
OLS FE. Unskilled Skilled OLS FE.
[ ii iii v Vv vi
Qualify i - 0.644 0.500 0.541 0.238 0.554 0.509
Permits 4, (0.378)* | (0.146)*** | (0.168)*** | (0.162) (0.342) | (0.161)***
Unqualified 0.064 -0.033 -0.132 0.223 -0.014 -0.024
it* Permitsg, | (0.292) (0.198) (0.220) (0.167) (0.028) (0.193)
Qualify i, -0.021 -0.021 -0.025 -0.001 -0.020 -0.021
(0.125) (0.011) | (0.012)** (0.013) (0.124) (0.011)
Settlements- 0.299 0.072
Permits 4, (0.389) (0.293)
Schooling -0.008 -0.007 -0.002 -0.011 -0.008 -0.007
(0.001)*** | (0.001)*** | (0.001) | (0.002)*** | (0.001)*** | (0.001)***
Age*10? 0.093 0.157 -0.391 1.145 0.001 0.157
(0.245) (0.245) (0.357) | (0.249)*** | (0.002) (0.245)
Age?*107 -0.026 0.029 0.048 0.158 -0.006 0.029
(0.037) (0.036) (0.053) | (0.037)*** | (0.036) (0.036)
Ever 0.046 0.043 0.049 0.043 0.046 0.043
married (0.008)*** | (0.008)*** | (0.009)*** | (0.008)*** | (0.008)*** | (0.008)***
Govgg)rate N Y Y Y N Y
F-Test /i 8.12 8.98 13.71 0.01 8.12 8.95
= fs [0.008]*** | [0.006]*** | [0.001]*** [0.941] | [0.008]*** | [0.006]***
R* 0.05 0.05 0.04 0.03 0.05 0.05
N 53,805 53,805 39,366 14,439 53,805 53,805
Notes * 10%, **5%, *** 1% significance
e s.e. are clustered by governorate in parenthesedus for the F-test in brackets.
e Permitsy; is the ratio of Palestinian holders of permit éamployment in Israel in
governoratey at timet over the number of males aged 30-44 in the govateor
e Settlements-Permits is the ratio of Palestinian holders of permit éonployment in
Israeli settlements in governoraet timet over the number of males aged 20-45 in
the governorate.
¢ Qualify (andUnqualified are dummy variables for individuals who (do nedfisfy
the personal criteria for getting a permit (marréedl older than 30 years).
e Skilled (Unskilled) are males with more than 1&§l¢han 13) years of schooling.

The panel analysis (Table Il line 7) also confirtiat the Israeli permit

policy is indeed reflected in the PLFS; the estasatf the correlations between first

19



differences between years (e.g. 2007/Q2 vs. 20066QRermits and the probability
of starting to work in the Israeli economy are venyilar to the above OLS and FE
estimates (Table IY The assertion that Israel’s permit policy is reféel in the
Palestinian LFS is further supported by the analysi the probability of starting
working in the Israeli economy with a permit evémough due to data limitations
these estimations refer to a shorter period (THbliee 8).'°

To conclude, Figure VIII and the above regressidesonstrate that the
number of permits granted is positively and sigaifitly correlated with the
probability of employment in the Israeli economygtcross-section analysis) or
starting to work in the Israeli economy (the paarehlysis) by West Bank Palestinian,
whose age and marital status meet the criteriabfing issued a permit. The
correlations are larger for unskilled Palestiniahge to the nature of Palestinian
employment in Israel. These results validate tisaadl’s permit policy is indeed
reflected in Palestinian labor force surveys.

The PLFS allows us to look at the past activity Z007) of the Palestinians
who were employed in the Israeli economy with pé&srm 2008. Table 1l documents
that the majority of the 2008-pernmit-holders wenaployed in Israel in 2007 either
with a permit (45 percent) or without one (10 pet¥eln addition, more than one-
fifth (22 percent) of the 2008-permit-holders, oone than a half of the new workers
in the Israeli economy, were not employed (unemguiogr out of LF) in 2007. This
highlights the importance of employment in Isra@ increasing male employment
rate, which in 2007 were 18.3 and 45.6 percent.tl@nother hand, a somewhat
smaller share (20 percent) of the 2008-permitsérsldor slightly less than a half of
the new comers to the Israeli economy, were emplay¢he Palestinian economy in
2007. About half of these switchers from the Palest to the Israeli economy

switched from the Palestinian construction industry

15 The estimates in the first difference between taesecutive quarters (e.g. 2007/Q2 vs. 2007/Q1)
are smaller and statistically insignificant mokely because of seasonal effects that are not i&ptu
by dummy variables (see Table B-IlI).

! The correlation in cross-section analysis betwlerpermits and employment in Isragth permit

is positive, yet statistically insignificant.
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Table II: Permit Holders Employed in Israel and Setlements in 2008 by
Employment Status in 2007 (Males Aged 20-45)

All Industries | Construction Agriculture

524 170 71
Out of Labor Force 506 3% 6%
Unemployed 1,771 1,206 126

17% 22% 11%

Employed in the WB — All 1,997 984 323
Industries 20% 18% 27%

Employed in the WB — 984 984 0

Construction 10% 18% 0%
Employed in Israel with 4,764 2,570 562
Permits 47% 46% 48%
Employed in Israel without 1113 614 94
Permits 11% 11% 8%

Total 10,169 5,544 1,176

100% 100% 100%

Source: PLFS.
Note: This table presents Palestinian males whe weployed in Israel and the
settlements with a permits in 2008 and were samplése same quarter in 2007.

The greater share of Palestinians who switched fromemployment to
employment in Israel is also reflected in the regi@n analysis. Table Il (lines 10-
11) documents that an increase of a 100 permitsci®d with an increase of 25
switches of qualified Palestinians from unemploym@nemployment in the Israel
economy, but only of 19 switches from employmentha Palestinian to the Israeli
economy. Notably, these latter switches might hinthkee production inside the
Palestinian economy by raising local productiontgbsWe conjecture that this
hazard increased in the recent years as the nusnfggoyment permits increased and
the West Bank male employment rate increased froid in 2007 to 57.7 percent in
2010.

In view of the switch from employment in the Wesdr® to employment in
Israel, one can ask to what extent the increageeimits affected total employment
inside the West Bank. The cross section estimdfiable Il line 4) suggests that the
increase in the number of permits coincided withramease in the local employment

of unskilled Palestinians who did not qualify forparmit. On the other hand, the

I Interestingly, all of the permit holders who switchfrom employment in the West Bank to
employment in the construction industry in Israarevemployed in construction in the West Bank
during the previous year, where presumably thewiaed the relevant skills. However, a larger
proportion of Palestinian workers in the Israelnstuction industry were not employed in 2007 &nd i
is plausible that their construction-specific skidroded.
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panel estimation (Table Il line 12) suggests azting and contradictory result
according to which the increase in the number ofmgs coincided with an increase
in the number of qualified Palestinians who staxt@dking in the West Bank. These
contradictory results preclude us from pointing @re short run impact of
employment in Israel on the employment inside tresiBank.

We also evaluate the overall effect of the incraasemployment permits on
total unemployment and on the employment of WestkBaalestinians regardless of
where they work (Israel or the West Bank), whichpignarily manifested among
gualified males. The probabilities of a Palestintzing employed and starting to
work are positively correlated with number of pesmand the first difference of the
number of permits (Table Ill lines 1 and 5, respety). The correlation is relatively
high and significant only for qualified males andrdly significant for unqualified
males in the cross-section estimations. Notably,dbefficients are larger than those
estimated for the probability of working in Israeld the settlements (Table Il lines 3
and 7). One possible explanation is a weak mudtiffect for employment in Israel
on total Palestinian employment. Yet, this explemmats only partly supported by the
correlations between employment in the West Barktha number of permits (Table
lll lines 4 and 12). Another plausible explanatienthe improvement in overall
security situation which brought about both inceeasthe number of permits and an
increase in economic activity in the West Bank.

Finally, we examine the correlation between the lpemof permits and
unemployment in the West Bank. Both the panel edtons and the cross section
estimations (Table Il lines 2 and 6, respectivalyygest that unemployment dropped
when the number of permits increased. The effedst@ be particularly large for
unskilled qualified males and there is little ewide that the increase in permits had
an impact on unqualified or unskilled males (comeptable B-1 and B-II in the
appendix). However, the cross section correlat®onat significant, probably due to
changes in labor force participatith.

18 Estimation of the effect of the increase in pernuts labor force participation did not yield
meaningful results. Results are available fromathi#hor upon request.
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Table IlI: Main Empirical Results of Granting 100 E mployment Permits in
(Males aged 20-45, 2005-2008/Q2)

f1 Qualified | S, Unqualified F-Test R2
(aged 30-45) | (aged 20-30) | f1=ps
[ i i iv
Levels: Cross-Section AnalysigN=53,805)
1 | Employed 0.860 0.569 1.89 011
(0.290)*** (0.3222)* (0.181)
2 | Unemployed -0.605 -0.338 6.49 0.03
(0.297)* (0.305) (0.021)* |
3 | - Employed in the Israeli economy 0.500 -0.033 8.98 0.05
(including Settlements) (0.146)*** (0.198) [0.006]***
4 | - Employed in the Palestinian economy 0.357 0.586 1.23 0.08
(0.290) (0.229)* [0.27]
Transitions: Panel Analysis(N=18,333)
5 | Started working 0.603 0.253 2.83 0.01
(0.164)%** (0.239) (0.104) |
6 | From unemployment to employment 0.419 0.061 3.66 0.01
(0.107)*** (0.180) (0.07)*
7 | Started working in the Israeli Economy 0.449 0.099 8.53 0.02
(0.138)* (0.079) [0.007]***
8 | - Started working in the Israeli Economy 0.402 0.061 8.52 0.02
with a permitt (0.103)*** (0.074) | [0.007]** | =
9 | - Started working in the Israeli Economy 0.193 0.135 0.36 0.02
without a permit (0.101)* (0.008) [0.555]
10 | - From unemployment to employment in 0.250 0.029 7.74 0.01
the Israeli economy (0.085)*** (0.030) [0.001]***
11 | - From employment in the WB to 0.186 0.039 7.37 0.01
employment in the Israeli economy (0.074)** (0.047) [0.014]**
12 | Started working in the Palestinian 0.483 0.132 2.74 0.01
Economy (0.212)** (0.185) [0.11] '

Notes * 10%, **5%, *** 1% significance. Robust SE in gmtheses clustered by governorate.

The estimates are derived from FE regressions ambdadd up.

t Data on employment with and without permits iaikable since 2006. N=38,296.

VIII. The Impact of Employment Permits on Return to Schooling

Another feature of the Palestinian labor markdhesrelatively low economic return

to schooling (estimated herein to 4.2 percent) emgarison to the return other

economiesKlabbi et al., 2008; Trostel et al. 200Besearch has shown that the return to

schooling plays an important role in economic depmient. Rosenzweig (2010)

surveyed the literature on the role of schooling@@nomic development, including

the evidence that schooling enhances productivity that schooling increases when

the return to schooling rises. Cohen and Soto (R08% well as Ciccone and

Papaioannou (2009), provide empirical evidenceterpositive impact of schooling
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on economic growth from an international perspectivurthermore, growth theory
links an increase in the return to schooling todamographic transition that typically
heralds the switch to a modern growth regime (Bectdaeser and Murphy, 2009;
Galor and Weil, 2000).

There are a few plausible reasons for the low netarschooling in the West
Bank. For instance, cheap schooling, such as tbhbsidized by UNRAW for
refugees, may increase the demand for schoolingalfemnative explanation is that
barriers to economic development limit the demamdskilled workers out side the
public and NGO sector. This section explores the titat employment in Israel and
specifically employment permitted and regulatedidrgel, plays in determining the
return to schooling in the West Bank. Employment Israel in low-skilled
occupations may lower the return to schooling, lbthctly since unskilled workers
earn higher wages in Israel, and indirectly by oiy the supply of unskilled
workers within the West Bank and thus increasingirttwages. Notably, the
employment in Israel may also indirectly increase wages of unskilled inside the
Palestinian economy, and thus reducing the abdityPalestinian employers to
compete and accumulate physical capital and futtmefering the long-run growth of
the Palestinian economy.

We estimate the relations between employment-psrmamnd return to
schooling using a Mincer equation augmented byrabie for the number of permits
issued to residents in the worker's governoratenatized by the number of adult
males and an interaction variable between the naethnumber of employment
permits and schooling. Formally, we estimate thieyong regression:

wageg f1- schooling; + - permits 4+ f3- schooling, - permits g + y -Xit
+ X Oty

wherewageg, is the log of the monthly wagschooling;; is the years of schooling of
individuali at timet, andpermitsg, is the number of permit holders in governomged
time t normalized by the number of 20-45 year-old mafeshe governorate. In
addition, we include a vector of personal charaties X;; (age, dummies for
residence in a rural area or refugee camp, eWwell as time dummied. The base
specification, which does not include number ofnpés and the interaction term, is
similar to the Mincer equation. Two other specificas, which include the number of

permits and the interaction term between permits schooling with and without

24



governorate fixed effects, allow us to evaluatedffect of changes in the number of
employment permits on return to schooling.

We also estimate panel specifications using theyeae differences in wages,
the one-year difference in the number of permitsl &ne interaction between
schooling and the one-year difference in the numbkrpermits. The panel
specifications allow us to determine whether thgavachedules of individuals were
affected by the change in the number of permitsyochanges in the composition of
workers, which could drive the results in the répdaross-section analysis.

The equation was estimated for the full sample ctviincluded Palestinians
employed both in the West Bank and in Israel, awdafsub-sample which included
only those employed in the West Bank. The full-seempsults provide evidence for
both the direct and indirect effects of the numbkpermits while the sub-sample
results capture only the indirect effect. In botstireations, the samples were
restricted to males aged 20-45, which was meamiioce selection bias as a result of
retirement in the late 40s or early 50s while stitluding most of an individual's
earning years.

The results indicate that between 2005Q1 and 2008@2increase in the
number of permitted employees in Israel reducedehen to schooling both directly
and indirectly. The estimation of the base speaiiior, which does not include the
permits variable, for the full sample indicatestttiee return to schooling is a rather
low 4.2 percent (Table IV, Column i). When the nwnlof permits and the
interaction between the number of permits and ye&rschooling are added to the
estimation, an increase in employment in Israeliced the return to schooling such
that an increase of 10 percentage points in thebeuwf permits issued to male 25—
45 year-olds reduces the return to schooling byp@réentage points. The base return
to schooling is due to the increase in the wagasarskers with less than 11 years of
schooling®, as reflected in the large, positive and signiftozpefficient of the permits
variable f§ ,). Notably, the panel estimations suggest thatwilage schedules of
individuals changed in similar directions, and ttre drop in the return to schooling

is not merely a result of the composition of emplesy.

¥ The estimations suggest that increase in the nuofoeermits had practically zero effect on wages
for those with 11 years of schooling (11].8~/ S 4| in column iii).
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Table IV: Return to Schooling and Employment Permis in Israel
Full Sample: Working in the Palestinian and in thelsraeli Economy;
(Males aged 20-45, 2005-2008/Q2); Dependent variabLog (monthly wage)

oLSs OLS F.E. One year One year
Difference | Diff. — F.E.
I i iii iv Vv
Schooling;; 0.042 0.058 0.058 0.004 0.005
(0.004)*** (0.006)*** (0.006)*** (0.003) (0.003)
Schooling; * -0.071 -0.078 -0.048 -0.050
Permits 4, (0.018)*** (0.020)*** (0.025)* (0.025)*
Permits 4, 1.026 0.887 0.432 0.482
(0.276)*** (0.352)** (0.320) (0.347)
Age 0.068 0.067 0.068 -0.001 -0.001
(0.009)*** (0.009)*** (0.009)*** (0.006) (0.006)
Age’*107° -0.788 -0.767 -0.791 -0.040 -0.035
(0.128)*** (0.125)*** (0.130)*** (0.086) (0.081)
Rural 0.042 0.048 0.020 0.011 0.009
(0.029) (0.030) (0.028) (0.014) (0.015)
Refugee -0.113 -0.095 -0.103 -0.015 -0.015
(0.039)** (0.042)** (0.037)** (0.022) (0.020)
Governorate N N Y N Y
F.E.
N 20,885 20,885 20,885 6,384 6,384
R® 0.12 0.13 0.15 0.005 0.01
Notes * 10%, **5%, *** 1% significance
e s.e. are clustered by governorate in parentheses.
e Schooling; is the years of schooling of individuah periodt; Permitsy; is the ratio
of permits to number of 20-45 y.o0. males in goveaisy in periodt.
¢ Coefficients for dummies for type of locality (rlireefugee camp), years age
quarters, and governorates are not reported.

The estimated return to schooling in the internasWBank labor market
(Table V) is about 5.6 percent and is significatmigher than in the above estimation
using the full sample (4.6 percent) for it includbse better-paid unskilled workers
employed in Israel. The estimation results proxadendication of the indirect impact
of the increase in the number of permits, whictuoed the labor supply in the West
Bank, on the return to schooling in the Palestimaonomy. Thus, although adding
the permits variable and the interaction betweemjie and schooling raises the base
return to schooling to about 6.6 percent yet areise in the number of employment
permits reduces the overall return to educatiortably, the estimated effect of an
increase in employment permits on the return teoaslhg in the West Bank labor
market is lower than for the full sample. This ansistent with the interpretation that

the sub-sample estimation reflects only the indimapact of permits on the wages of
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unskilled workers via a reduction in the supplyuoiskilled labor in the Palestinian
economy.

Table V: Return to Schooling and Employment Permitgn Israel
Full Sample: Working in the Palestinian economy (oly);
(Males aged 20-45, 2005-2008/Q2); Dependent variabLog (monthly wage)

oLSs OLS F.E. One year One year
Difference | Diff. — F.E.
i i iii iv Vv
Schooling;; 0.056 0.067 0.065 0.008 0.008
(0.004)*** (0.006)*** (0.006)*** (0.003)** (0.003)**
Schooling;* -0.052 -0.046 -0.037 -0.038
Permits 4, (0.017)** (0.019)** (0.018)* (0.017)*
Permits 4 0.696 0.413 0.223 0.241
(0.296)** (0.348) (0.226) (0.232)
Age 0.069 0.069 0.066 0.005 0.004
(0.008)*** (0.008)*** (0.009)*** (0.006) (0.006)
Age’*107 -0.812 -0.801 -0.766 -0.133 -0.124
(0.109)*** (0.106)*** (0.125)*** (0.092) (0.091)
Rural 0.004 0.006 -0.005 -0.030 -0.027
(0.026) (0.026) (0.025) (0.014)* (0.014)*
Refugee -0.087 -0.079 -0.080 -0.014 -0.014
(0.043)* (0.045) (0.037)* (0.022) (0.022)
Governorate N N Y N Y
F.E.
N 16,603 16,603 16,603 5,309 5,309
R’ 0.18 0.19 0.21 0.01 0.01
Notes * 10%, **5%, *** 1% significance
e s.e. are clustered by governorate in parentheses.
e Schooling; is the years of schooling of individuah periodt; Permitsy; is the ratio
of permits to number of 20-45 y.o. males in goveait®y in periodt.
e Coefficients for dummies for type of locality (rlireefugee camp), years age
quarters, and governorates are not reported.

It should be mentioned that the results of themestions of the impact of the
permits on the return to schooling in hourly wagerevvery similar in the OLS and
FE estimations. The estimations of in the paneimggions are statistically
insignificant. Results of these estimates are alsklupon request.

In sum, the estimation results provide evidencetlier negative effect, both
direct and indirect, of employment in Israel, sfieally permitted employment, on
the return to schooling among Palestinians in tlestvBank. Thus, increasing permits
for employment in Israel by the amount of 10 petaga points of the male 20-45
year-old population in a particular Palestinian gyoworate is expected to reduce the
return to schooling by 0.75 percent whether théviddal is employed in Israel or the

West Bank (Table V, Columns ii and iii). This resmlay hinder the accumulation of
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human capital by Palestinians. The same increaggeimits is correlated with a
reduction of the return to schooling inside theeB@hian economy by 0.5 percent by
pushing up the wages of unskilled workers. To aeratent his wage increase might
affect the profitability of Palestinians enterpasamploying unskilled labor.

IX. Conclusions and Implications

The study provides circumstantial evidence for the short-rimpact of
permits for employment in Israel on the Palestiniaoor force in the West Bank
utilizes a database that combines the PalestinagboiForce Surveys with Israeli
administrative data on employment permits at theegworate level. Merging the two
types of data makes it possible to quantify thengkea in employment status and
location (i.e. unemployed, employed in Israel, emgpd in the West Bank, etc.) and
in the return to schooling that coincided with ap@sin the number of permits.

The paper provided evidence that an increase 6Daeinployment-permits in

Israel in a West Bank governorate coincided with:

1. An increase in employment and a reduction in unemplyment among
qualified (married 30-45 year-old) unskilled malesThe cross section estimates
point that the total employment in the Palestinamd the Israeli economies
increased by 86 qualified males, and the employnmerthe Israeli economy
increased by 50 qualified mal®sThe panel estimations point that the above
increase in permits coincided with an increase®fj6alified males who started
working, of whom 42 were unemployed in the previpasod.

2. A switch of employment from the West Bank to the Iseaeli economy by about
19 qualified (30-45 year-old) males -About half of the Palestinian permit
holders who switched from employment in the Pahésti economy in 2007 to the
Israeli economy in 2008 were employed in the Piliest construction industry
and presumably had relevant experience for emplaythé industry in Israel.

3. No replacement of non-permitted workers by permittel workers: An increase
in the number of permits is positively correlatédough only weakly, with an

increase in the number of non-permitted workersleyaal in Israel. This finding

2 The reasons for the increase of merely 50 qudlifieales employed in the Israeli economy

(including the settlements) when the number of fisrin Israel (only) include different geographical
and period definitions and plausible misreportiithex in the statistical or in the administrativatal
Section V provides further details.
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seems to negate the common working-assumptiorptratitted workers replace
non-permitted workers.

4. Erosion of the return to schooling: The increase in the number of permitted
unskilled workers in Israel raises the wages okillesl Palestinians. Since this is
not accompanied with a similar wage increase fdteskPalestinians, the return
to schooling is eroded by 13 percénvhen 100 permits are granted to the above
illustrative governorate. There is also evidenceanfincrease in the wages of
unskilled workers in the internal Palestinian labmarket which might adversely
affect Palestinian employers.

Notably, unskilled Palestinians are the benefiemof any positive effects of
an increase in the number of employment permits, they will have a greater
likelihood of employment and a higher wage. Thar@o evidence that permits had
any significant effect on the employment or wagéslalled Palestinians. This is
consistent with Mansour (2010)’s finding for thelg®2000s and can be ascribed to
the manual labor jobs in which Palestinians areleyeg in Israel.

The above results point to the trade-off betweenithmediate benefits and
and long-term adverse effects of employment irelsia the Palestinian economy; an
increase in the number of work permits leads tanamediate improvement in the
employment status and wages of unskilled Palessnihough it erodes the incentive
to invest in human and possibly physical capitdijolv are the engines of modern
growth? Hence, the results of the micro-econometric aiglysing a new source of
data confirm the assumptions of Schiff (2004) arslrdp and Dessus (2005) who
highlighted the above tradeoff. In fact, Schiffioclad that employment in Israel
harms Palestinian productivity.

Schiff (2004) suggested that the Palestinian gowernt impose a fee on
employment in Israel in order to moderate the tw#ideetween short-term benefits
and long run growth. This would reduce the vergdawage premium of Palestinian
workers in Israel and thus prevent both the erosiatte return to schooling and the
upward pressure on wages inside the Palestinianoety which might reduce
profitability of Palestinian enterprises. To thetex that Palestinian labor has a

% The return to a year of schooling drops from 5.&@et when no permits are available to 5 percent
when 100 permits are granted to males in the ilitise governorate.

22 |n addition, a reduction in the return to schoolisglikely to enhance population growth at the
expense of schooling to the extent that Palestifaatility follows the standard Beckerian quantity-
quality pattern, i.e. a low return to schoolinguods parents to prefer more but less-educatedrioffsp
over fewer but better-educated ones. This arguisenbdeled by Azarnert (2011).
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certain amount of market power in the Israeli lalarket, the fee could also increase
total Palestinian revenue from employment in Israel

In contrast to Schiff's recommendation, Palestinirkers in Israel rarely
pay income tax for their reported income is tydicdlelow the taxable income
threshold in Israel (about NIS 4,700 as to 201p@ently, such income, which is
significantly higher than the average monthly wagthe Palestinian economy, would
be taxed in the Palestinian economy. This discreypas evident in the Palestinian
income tax data: in 2010 about USD 140 Million wéeied from workers in the
West Bank while merely USD 0.5 Million were colledtfrom workers in Israéf
De-facto, this situation generates tax incentives Palestinian workers to seek
employment in Israeli economy rather than in thee$taian economy as suggested
by Schiff. This tax incentive could harm both Patean employers and unskilled
Israeli employees.

Another policy tool, i.e. the age restriction ongayment in Israel — which
moderates the tradeoff between immediate benefitd lang-run harm to the
Palestinian economy — is already in place. Thiscgolvas instituted by Israel for
security reasons, but has beneficial economic sffiets. As a result of this policy,
young Palestinians are not diverted from investinhuman capitaf which will be
productive in the future while at the same timeeolBalestinians, who are less likely
to accumulate human capital, benefit from employmerisrael. In addition, Nandi
and Di Maio (2010) provided evidence that offsprinf Palestinians who are
employed in Israel were more likely to stay in sahand to delay entering the labor
market in comparison to those who ceased to wolikreel. Therefore, employment
of older Palestinians in Israel may be both beisdfia the short run and to a certain
extent even productive for human capital accumaativith little harm in the long
run.

We believe that the wise management of Palestieraployment in Israel
using tools beyond the number of permits — sucfeas, age restrictions, managed
geographic distribution — could stimulate the Piésn economy while reducing the

risks to its long-term development.

% palestinian MOF budget reports of December 201B|eT5.
http://www.pmof.ps/en/news/plugins/spaw/uploads#il 5012011 eng.html

2 Employment in Israel can divert young Palestinifosn investing in human capital both directly
due to foregone income during the years of schgadimd indirectly by reducing the lifetime return to
schooling.
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Data Sources

Palestinian Labor Force Surveys (1999-2008According the data
purchasing agreement: "The Palestinian Central&uoé Statistics granted
the researchers access to relevant data in accereath license no.
SLN20091117-07after subjecting data to processing aiming to prestne
confidentiality of individual data in accordancethvthe General Statistics
Law — 2000. The researchers are solely responfgibtee conclusions and
inferences drawn upon available data.”

Employment Permits in Israel (January 2005 to Jun€008) Matash
(Ministry of the Interior).

Permits for Employment in the Settlements (Januan2005—June 2008)
Israeli MOD, Coordinator of Governoment Activitigsthe Territories
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Appendix A: Permits for Employment in Israeli Settlements and Industrial
Zones in the West Bank
The employment of Palestinians in Israeli settletmamd industrial zones in the West
Bank is regulated by a mix of Jordanian and Isrkddor laws, as well as military
regulations. Unlike the permits for employment srakl, there is no quota on
employment permits for the settlements, nor arg tubject to the abovementioned
age and personal status restrictions (e.g. beingiedaand above the age of 29).
Similarly, the Israeli employers in the settlemeats not required to submit reports
on work hours and wages to the Israeli authoritrdso in turn do not issue wage
slips, as they do for Palestinians employed irelsrBhus, we can measure Palestinian
employment in the settlements using the numbereomfs granted without taking
into consideration whether they are utilized or. iwever, the data on these permits
is less likely to reflect actual Palestinian emph@nt than the data on utilized permits
for employment in Israéf Another shortfall of the permit data for the sstiknts is
the lack of systematically recorded data on perratsemployment in the Jordan
Valley, which is therefore omitted from the anasysi

The personal characteristics of the holders ofesaéints-permits reflect the
different criteria for getting a work permits inrael and the criteria for a

employment-permit in the Settlements. Many setti@spermit holders are bachelors.

% A low utilization rate is a plausible explanatifo the gap between the number of Palestinians who
reported to the PCBS that they were employed instiiements in the previous week (about 10
thousand in 2010 Q2) and the number of permitseis$a work in the settlements (about 21 thousand
in that quarter).

32



In addition, and the age profile of holders of #stlements-permit mirrors the age-
profile of the holders of the Israel-permits: thbae of young settlements-
employment-permits holders is large, and it deslimeth age among Palestinians
older than 30 years, the effective minimum agedetting a work permit in Israel

(compare Figures V and A-l). These features sugpasthe two types of permits are
substitutes and that some permitted workers in s$eélements switched to

employment in Israel, when it was possible, propdidcause of the higher wages
paid in Israel.

Figure A-l: Distribution of Employment-Permit holde rs in the Settlements
by Age (2005-2008)
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Source Calculations based on Israeli MOD, CoordinatoGoffernoment Activities
in the Territories data.
Note: excluding permits for employment in the Jordartiésa

We generated a measure of the valid settlementagmeint permits in each
governorate and for each quarter by summing upfréetion of the quarter during
which each permit was valf§. This measure overstates the number of reported
workers since it includes permitted workers whaoptad working while the permit
was still valid. This measure is divided by the fnem of males in the relevant

governorate in order to reflect the proportion efrpit holders in the male population.

% For instance, a three-month permit that was issuedpril 1% is translated into 2/3 of a valid permit
in the second quarter and 1/3 of a valid permihathird quarter.
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The changes in the proportions of valid settlenparinits among the 20-45
year-old male population by governorate (Figurel)Ashows that employment in the
settlements was most important for the residentthefBethlehem governorate, of
whom between 7 and 13 percent held a valid pemditthe residents of the Ramallah
governorate where this proportion varied betweend 8 percent. One can assume
that it is also important for the residents of deo, whose employment in the Jordan
Valley settlements is excluded from this analysistéchnical reasons. Employment
in the settlements accounted for less 5 percetiteopopulation in other governorates.

Figure A-ll: Distribution of Valid Permits by Gover norate (2005-2008)
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Source Calculations based on Israeli MOD, CoordinatoGaivernoment Activities
in the Territories and PCBS data.

Note: excluding permits fpr employment in the Jordartiésa

It is important to note the low inter-temporal wdley in the number of valid
settlement permits during 2005-06, which is in castt to the volatility of
employment in Israel (Figure VI). This constitutesnajor obstacle in estimating the
impact of employment in the settlements on the $2alan labor force. Specifically,
the measure is highly correlated with the govenesrdixed effects and was dropped
from the FE estimations (Table Ill) due to multiceearity.
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Appendix B — Main Empirical results for Unskilled and Skilled Males

Table B-I: Main Empirical Results of Granting employment permits
(Unskilled Males aged 20-45, 2005-2008/Q2)

S1 Qualified | S, Unqualified F-Test R2
(aged 30-45) | (aged 20-30) | p1=ps
[ ii i iv
Levels: Cross-Section AnalysigN=39,366)
1 | Employed 0.890 0.491 3.27 0.05
(0.378)** (0.442) [0.082]
2 | Unemployed -0.613 -0.318 7.20 0.03
(0.297) (0.401) (0.012)** '
3 | - Employed in the Israeli economy 0.541 -0.132 13.71 0.04
(including Settlements) (0.168)*** (0.220) [0.001]***
4 | - Employed in the Palestinian economy 0.353 0.617 1.40 0.05
(0.365) (0.356)* [0.24]
Transitions: Panel Analysis(N=18,825)
5 | Started working 0.597 0.061 3.64 0.01
(0.180)*** (0.324) [0.067]* '
6 | From unemployment to employment 0.463 -0.048 4.63 0.01
(0.135)*** (0.240) [0.04]**
7 | Started working in the Israeli Economy 0.557 0.089 7.82 0.02
(0.166)*** (0.117) [0.001]*** '
8 | - Started working in the Israeli Economy 0.502 0.052 8.83 0.02
with a permit? (0.131)*** (0.081) [0.006]***
9 | - Started working in the Israeli Economy 0.239 0.102 1.26 0.02
without a permitt (0.117)* (0.112) [0.272]
10 | Started working in the Palestinian 0.442 -0.060 3.00 0.01
Economy (0.194)** (0.267) [0.09]

Notes * 10%, **5%, *** 1% significance. Robust SE in gmtheses clustered by governorate.

The estimates are derived from FE regressions ambtadd up.
t Data on employment with and without permits iaikable since 2006. N=13,335
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Table B-II: Main Empirical Results of Granting employment permits
(Skilled Males aged 20-45, 2005-2008/Q2)

1 Qualified | S, Unqualified F-Test R2
(aged 30-45) | (aged 20-30) | f1=p3
[ ii ili iv
Levels: Cross-Section AnalysigN=14,439)
1 | Employed 0.778 0.468 0.98 0.36
(0.379)* (0.396) (0.33)
2 | Unemployed -0.689 -0.283 3.22 0.02
(0.355)* (0.223) (0.083)*

3 | - Employed in the Israeli economy 0.238 0.223 0.01 0.03
(including Settlements) (0.162) (0.167) [0.941] '

4 | - Employed in the Palestinian economy 0.513 0.216 0.41 0.33
(0.379) (0.424) [0.53] '

Transitions: Panel Analysis(N=6,749)

5 | Started working 0.583 0.697 0.04 0.01
(0.393) (0.447) (0.839) |

6 | From unemployment to employment 0.221 0.275 0.02 0.01
(0.318) (0.144)* (0.88) '

7 | Started working in the Israeli Economy 0.002 0.075 0.50 0.02
(0.054) (0.077) [0.486] |

8 | - Started working in the Israeli Economy -0.025 0.122 0.02 0.01
with a permitt (0.064) (0.096) [0.134] '

9 | - Started working in the Israeli Economy -0.015 0.209 8.29 0.01
without a permit (0.067) (0.069)*** [0.008]*** '

10 | Started working in the Palestinian 0.622 0.216 0.01 0.01
Economy (0.377) (0.424) [0.92] '

Notes * 10%, **5%, *** 1% significance. Robust SE in pantheses clustered by governorate.
The estimates are derived from FE regressions ambdadd up.
t Data on employment with and without permits iaikable since 2006. N=4,998

36




