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In World War II, thanks mainly to its strategic location and produc-
tive advantages and partly to the unequivocal support of the Jewish com-
munity for the Allied cause, Palestine was instrumental in the Allied mili-
tary, logistic, and economic efforts in the Middle East. This role was the
foremost factor shaping the scale and composition of economic activity in
Palestine following the war-induced changes in its prewar attributes.

In this paper we document and examine, at both the aggregate and the
industry level, the major developments in Palestine’s World War II econ-
omy. In doing so, we will distinguish, whenever relevant and possible, be-
tween the Jewish and Arab communities and between the differential effects
of the war on their economies. .

The Macroeconomic Picture

PREWAR BACKGROUND., The economic record of Palestine in the 1930s was
a very mixed one. In the first half of the decade it experienced the
most vigorous growth of the entire mandatory period, with real domestic
product growing at 16.9 percent annually during 1929-1935, never rising
less than 7 percent in any single year. But in the second half, the economy
went through the most severe of the interwar depressions: domestic product
declined at an average yearly rate of 2.6 percent, and its level in 1939 was
only 90 percent of that of 1935 in constant prices (see Table 4.1}. .
This cyclical profile was quite different from that of the western econ-
omies. As shown in Table 4.1, the growth phase in Palestine roughly coin-
cided with the trough of the Great Depression in the United States and with

’

Table 4.1. Average annual percentage rates ‘of change of real product: _um_mmm:m‘
the United Kingdom, and the United States 1928-1947

. . Gross
Net domestic product national product
Jewish Arab Total S oo

economy economy Palestine UK CUSA

Years (1) 2 3 4) (5)
1928-1935 24.4 1.0 - 16.9 1.8 -1.6
1935--1939 —-4.4 —-0.6 —~2.6 25 54
1939-1945 11.2 8.9 10.1 2.4 92
1945-1947 12.5 12.5 . 12.5 . ~2.9 6.5

Sources: Colamns 1, 2, and 3: Jacob Metzer-dand Oded Kaplan, The Jewish and Arab

Economies in Mandatory Palestine: Product, Employment and Growth (in Hebrew) (Jerusa- -
lem: The Maurice Falk Institute for Economic Research in Israel, 1990), 138-39, 142, 145,

150, 154. Column 4: Angus Maddison, Phases of Capitalist Development (Oxford and New
York: Oxford Univ. Press, 1982), 175. Column 5: Bureau of the Census, Historical Statistics of
the United States: Colonial Times to 1970, vol. 1 (Washington, D.C.: Government Printing
Office, 1975), 226--27.
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the sharp siowdown in the United Kingdom, while at the time of Palestine’s
‘depression, ‘in the second half of the decade, the western economies were
already on their way to recovery.

At first glance this may look like a lagged response to the world
depression, but careful examination has shown that the major factors shap-
ing Palestine’s interwar economic fluctuations (as well as its secular growth)

" were local and “Jewish-specific.” Most prominent were the volume and

pattern of Jewish immigration and capital import, the intensity of the Jew-
ish—Arab conflict and its implications for internal security, the budgetary
policy of the mandatory government and fluctuations in crop vields {note
that agriculture generated about 20 percent of the country’s domestic prod-
uct-during the mandate period).*

‘Because the modern Jewish community played the role of an eco-
nomic “leading sector” in Palestine, the pattern of Jewish immigration and
capital inflows was probably the most instrumental factor shaping the pro-
‘file- of economic activity, not only in the Jewish community but in the
country as a whole. The mass of immigration, which more than doubled
the size of the Jewish population (from 175,000 at the end of 1931 to
384,000 by the end of 1936), and the accompanying capital influx® provided
an impetus for accelerated investment in construction and in other indus-
tries (such as citriculture, manufacturing, banking, commerce, and profes-
sional services), for the intensification of Jewish~Arab trade, and, conse-
quently, for fast growth in the first half of the decade.

The large immigration waves of the 1930s may have been partly moti-
vated by the depressed state of the European economies at the time, but in
the maih ‘they were a reaction to the intensified anti-Semitic push factor
from Eastern Europe and, starting in 1933, from Nazi Germany. It thus
‘could bé argued that in certain respects the factors leading to World War 11
had already started to affect the economy of Palestine as early as the mid-
1930s. .

The 1935 downturn phase, which turned into a full-blown four-year
depression in 1936, was also primarily “Palestine-specific” in cause and
nature. In the mid-1930s difficulties arose in gainfully absorbing the ex-
traordinary inflow- of immigrants, reflecting both frictional problems of
adjustinent-and a continuous decline in the amount of imported capital per
immigrant (from about £790 in 1930 to £163 in 1935).%

These absorption difficulties were aggravated in 1936 by poor crops,
overinvestment in citrus groves, and disruption of economic activity caused
by the Arab general sirike in the spring of that year and by subsequent
violent incidents that undermined internal security for the following three
years. o S

Arab discontent, encouraged and supported by Italy, was not, in it-
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self, detached from Jewish immigration. It was partly a reaction to:the
growing weight of the Jewish population in Palestine, from'about 17 per-
cent in 1931 to 28 percent in 1936 —about the time when the Jewish econ-
omy surpassed the Arab economy in product terms--and to 30 percent in
1939.5

The declining path of output during 1936--39 was wonoEvana 3 a
sharp rise in unemployment. In the Jewish community, where unemploy-
ment was virtually nonexistent in 1933—34, it reached 5 percent of the labor
force in 1936 and climbed to about 8 percent in 193%.% Although no compa-
rable data are available for the Arab sector; it seems reasonable to assume,
given the decline -in output, that unemployment among Arabs also. was
increasing at the same time. This sizable unemployment created a substan-
tial reservoir of unutilized resources on the. eve of the wat. In this respect,
conditions in Palestine were similar to those in Great Britain and in the
United States, which were still suffering from high unemployment..

A highly significant factor in the case of Palestine, however, was the
large labor-supply component of the latest new immigrants, whose earning
capacity was much more human capital-intensive than that of the immi-
grants who had arrived in the 1920s. Of the 50,000 Jewish earners who
immigrated to Palestine during 1932-39, 15 percent were. professionals
(half of them were medical doctors and engineers) and only 13 percent were
unskilled workers, whereas among the 54,000 earners who immigrated dur-
ing 1919-31 only 8 percent were professionals and 16 percent had no
skills.” Many of the professional and highly skilled newcomers were unable
to find employment in their original occupations and thus could only con-
tribute to Palestine’s potential productive capacity. This potential could
only be realized if the opportunity for these newcomers to gainfully utilize
their professiondlskills were to arise. This was, indeed, the case during the
war, as we will see below.

In considering Palestine’s Eo&uosé capacity on Eo eve of the war,
one should also take into account the buildup of the country’s Emnmm:dn-
ture and industrial capital. Two major projects were particularty important.
One was the government-constructed deep-water harbor in Haifa, which
was completed in 1933. It was severely criticized while under construction
as an extravagance, but proved invaluable during the war, serving as a
major Allied naval base in the eastern Mediterranean and as a major mari-
time trade center for the entire Middle East. The second major project
combined the oil pipeline laid down by foreign investors between Mosul (in
Iraq) and Haifa and the British-owned oil refineries at Haifa. The comple-
tion of the latter in 1939 rendered - Palestine and neighboring countries
virtually independent of sea-borne fuel supplies and assured the uninter-
rupted provision of fuel for production purposes during the war.
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THE WARTIME ECONOMY. The predominant effect of the war on aggregate

economic activity in Palestine was to restore prosperity and growih.
Notwithstanding the disruption of maritime trade, the severance of sea-
borne citrus export, and other disturbances that made for continued eco-
nomic decline in the first year of the wat, the average annual growth rate
for the entire war period was a high 10.1 percent. As shown in Table 4.1,
this resembled (and even slightly exceeded) the growth rate of the booming
American war economy and was substantially r_mwow than the British war-
time economic expansion. :

‘In the growth-resumption process, ::mEu_Saa resources became
fully utilized; with unemployment in the Jewish community falling sharply
from- 12.6 percent of the labor force in 1940 (this high rate reflected the
frictional problems of adjustment to wartime conditions in its first year) to
a negligible 2 percent for the rest of thie war years.® Although most of the
reduction in unemployment was caused by new war-generated demand for
Palestine’s products (to- be discussed below), part of it was due to the
relatively large number of -Jewish volunteers to the- British army: about
27,000 Palestinian Jews had served in the army by 1945 (the number of
Arab volunteers did fiot exceed 12,500) or about 10 percent of the overall

‘Jewish labor force —a very substantial proportion considering the fact that

there was nio conscription in Palestine. In Great Britain, for example, the
share of the labor force mobilized (including conscripts) was 21.4 percent.’

An interesting feature of Palestine’s wartime growth record was the
relatively small difference between Jewish and Arab growth rates (11.2 and
2.9 percent, _..nmﬁnnnﬁg compared with the substantial gap between the
two sectors in the prosperity phase of the 1930s (see Table 4.1). These
changes in relativé growth performance may be partly due to the fact that

‘the fast growth during 1929-1935 was facilitated primarily by Jewish immi-

gration and capital import, whose direct effect was to stimulate the Jewish
economy, i:n_,amm their contribution to economic growth in the Arab econ-
Oy was mnoouns The _Evnﬂﬁ for the wartime boom, on the other hand,
was provided mainly by exogenous developments that contributed directly,
albeit differentially, to the level and growth of economic activity in both
national communities. .

Of major weight in this respect were the rising demand of the British

. E.& Allied armed forces in the Middle East for locally produced goods and
-services, the expanding mideastern market for Palestine’s exports, and the

growing domestic- production of import substitutes. These developments
were largely fostered by the British dual strategic response to the fall of
France and Italy’s entry into the war (June 1940), which was to turn the
Middle East into a major supply center for the Allied forces in the area and
to make the region as economically self-sufficient as possible. The purpose
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of this strategy was threefold: Logistically, it sought. to. _.mnr._nn the.depend-
ence of the army and the economies in the region on the: &mucuﬁa HS&:Q..
ranean trade routes and on the limited shipping space available. Economi-
cally, it was directed at easing the demand both for nonsteriing nﬁﬂmnﬁmm
and for British resources. And politically, the aim of the mﬁ.mﬁmmw was to
provide a stable supply of consumption goods for the population of .S,.n..
eastern countries and thus assure contentment and stability behind the Al-
lied lines. :

Coordination of mzn.u:am in m._o region was nm_.bon out by the Cairo-
based Middle East Supply Center, established by the British in May 1 941 (in
April 1942 it became a joint British—American operation). The center allo-
cated shipping space for civilian cargo and scon became a major organ for
regulating ‘and coordinating production and distribution within and be-
tween the countries under British control in the Middle East. Besides the
regional coordinating activities of the supply center, the mandatory govern-
ment of Palestine resorted to typical wartime measures of quantity regula-
tion and price controls, supported by rationing and subsidization, to assure
the overall provision of necessities (particularly imported foodstuffs) and to
maintain some distributional equity within the country.'®

Of all the exogenous output-increasing factors in Palestine, %n de-
mand of the British army for goods and services seems to have been quanti-
tatively the most important one.. Seme relevant figures are provided in
Table 4.2, which shows that the ratio of military purchases to Palestine’s
domestic product (column 4) increased from almost 9 percent in 1939 to a

Table 4.2. Net domestic product, q:m_:mﬁﬁ purchases, and total Palestine’s export,

1939-1945 .
Millions of pounds ) Ratio (%)

in current prices Military Military - _ Total

Military Total purchases . purchases -export

NDP purchases exports* to NDP . to exports to NDP
Year () (2) 3) (4} 3) (6}
1939 30.3 2.6 8.4 8.6 " 31.0 271.8
1940 38.8 8.5 14.2 21.9 - 599 36.6
1941 54.6 20.7 213 379 75.8 50.0
1942 9247 254 38.3 26.8 - 66.3 © 404
1943 122.7 315 45.8 25.7 . 63.3 - 406
1944 133.6 25.0 46.8 187 . - 534 . 350
1945 155.3 24.3 47.4 15.6 51.3 30.5

Soutces: Column 1: Jacob Metzer and Oded Kaplan, The Jewish n:& .nwnw Economies in
Mandaiory Palestine: Product, Employment and Growth (in Hebrew) (Jerusalem: The
Maurice Falk Institute for Economic Research in Israel, 1990), 142, 154. Column 2: .mn.n.t,.m.
ment to Survey of Palestine (Jerusalem: The Government Printer, 1947), 109. Column 3:
1939-1944: A Survey of Palestine, vol. E EoEmm._nE The Government Printer, E&Q 1296—
1301; 1945: Supplement fo .mnz.m.x 65. - .

.>= exported goods and services including oil E.oanna and military purchases.
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wartime peak of 38 um-.moa in 1941. The ratio subsequently declined but did
not fall below 25 percent until 1944; even by the end of the war, it was 15

. percent.

Sales to the British armed forces were also the largest component of
Palestine’s export during the war, reaching 76 percent of the value of all
goods and services exported. in 1941 —the year when the country’s export
reached its relative peak—and an average of 59 percent in the remaining
war years without falling below 50 percent of total export in any single year.
Moreover, the volume of goods and services sold to the army, which in
balance-of-payments terms is recorded- as “invisible export,” more than
compensated for the deficit in merchandise trade that the country contin-
ued to maintain during the war, turning the prewar current-account deficit

. into a substantial wartime surplus,

This structural change in Palestine’s foreign trade position is shown in
Table 4.3, which provides summary figures for the country’s balance of
payments during 1936-1946. It also shows (column 9) that the current-
account surplus, combined with the continuing inflow of capital and trans-
fers, made for a substantial accumulation of foreign exchange reserves
during the war. The buildup of reserves was, on the one hand, an indication
of the ability to meet the rising demand for export that facilitated Pales-
tine’s wartime economic growth; on the other hand, it reflected the fact that
the war-related constraints on trade and international capital flows and the
regulation and _..mm.oi:m of foreigh exchange and import volumes imposed
by the British government prevented Palestine from increasing its import.

Most of the accumulated foreign exchange was held during the war as
frozen sterling reserves, in London, by the Palestine Currency Board (the
statutory body appointed by the British government to issue Palestine’s fiat
currency at a one-to-one sterling exchange rate) and by Palestine banks.
This mechanism provided for an immediate conversion of foreign exchange
into domestic money. For example, goods and services sold to the British
army in Palestine were paid for in newly created Palestine pounds against
which the sterling account of thé Currency Board in London was credited.

The automatic one-to-one convertibility made for close correspond-
ence between the accumulation of sterling reserves (about £108 miilion
between 1933 and 1945) and the increase in the quantity of money in Pales-
tine (about £98 million during the same period). This monetary expansion,

- which meant an almost sevenfold rise in the money supply in the course of

the war years, fueled the country’s sharp wartime inflation, in which the
price level {measured in terms of a cost-of-living index for the Jewish comm-
munity) almost tripled between 1938 and 1945.1* Such a price hike was in
sharp contrast with the stable (even slightly declining) prices of the interwar
period and evoked institutional measures to coniain its effects. Note, par-
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Table 4.3. Palestine’s balance of payments, 19361946 (thousands of pounds)
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All
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2+ @

(4)
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~[(5) + (8]

Total
Government ®) + ()
N (8 %

Private
(6)

1)+ @
(5)

Others
(3)
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Military
4]

Year

:::::::::::

iiiiiii

Sources: Columns 1, 3, 6, and 7: 1936-1944: A Survey of Palestine, vol. It (Jerusalem: The Government Printer, 1946), 1296~1301; 1945

1938: Survey of Palestine, 1296—

1946: Supplement to Survey of Palestine (Jerusalem: The Government Printer, 1947), 64-65. Column 2: 1936-

1301; 1939-1946: Supplement to Survey, 108,
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“ticularly, the cost-of-living escalator clause incorporated into wage con- _

tracts as early as 1942, making wartime Palestine one of the early examples
of wage indexation.

The war inflation in Hu&aﬂEn was similar in magnitude to Emﬁ of the
neighboring mideastern countries, who seem to have encountered a similar
problem of accumulated reserves that could not be used to finance rising
imports. But it was substantially higher than the price rise in the economies
of the western Allies. In the Unitéd States, the consumer price index rose by
only 50 percent over the entire war period; in the United Kingdom, the total

_inflation was even lower and did not exceed 30 percent.’?

At the root of these moderate rates lay the relative success of the
American and -British governments in restraining the potential wartime
monetary expansion (in neither the United States nor Britain did the money
supply increase more than 3.5-fold during the war). They were able to do so
by relying heavily on domestic borrowing as a means of financing the war
demand. In Palestine, on the other hand, attempts to raise the outstanding
public debt during the war failed. In view of the uncertainty about the

. political future of the country and the ongoing inflation, the public appar-

ently had very little interest in buying government bonds at their quoted
price. Alternative means, such as offers of gold for sale, also proved unsuc-
cessful in curbing inflation, as were the fiscal noﬁnmm. including an income
tax newly established in 1941.'

Another factor that has often been cited to explain the high inflation
rate in Palestine was the {presumed) relative ineffectiveness of price control
measures.'* However, one should not view the success in administratively
controlling prices over an extended period of time as independent of the
rate of monetary expansion. Moreover, the appreciable growth of real bal-
ances in Palestine at 15 percent annually between 1938 and 1945 (in the
United States the comparable rate of growth was also around 15 percent per
annum) implies a state of substantially suppressed inflation— at least with
regard to the recorded price rise—and casts some doubt on the quantitative
significance of this criticism.

The substantial rise in real balances and in other financijal assets,'®
despite rapid inflation, was in part a reflection of the war<imposed supply
constraints. They prevented consumers from turning much of their rising
wariime incomes into consumption, particularly of housing (see the &mncm-
sion wn_oéu and other durables.

We can thus summarize the macroeconomic record of Palestine in

- 'World War II as one -of remarkable recovery from the prewar slump to fast

growth,. fostered by British, regional, and domestic war-related demand
and facilitated by the country’s large and growing productive capacity. This
economic upturn, however, was achieved at the price of ‘high inflation,
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caused by a.combination of external factors and mao_.ﬁmu..noumﬁ&am.. which
prevented the mandatory government from carrying through .an.effective
policy of monetary restraint. S

_E_:m:._m_ Structure and 1m1c.._=m:nm

The. Emw._.m_mﬁon increase m.un_ noﬂvoﬂﬂou.& nrmumam in the %Emna

for Palestine’s domestic product, besides their scale effects discussed
above, caused some allocational shifts between and within industries. In
this section we elaborate on these shifts, first by looking at the pattern of
change in the overall industrial structure, and then by separately examining
the wartime developments in key industries and sectors. .

THE INDUSTRIAL MIX OF PRODUCT _OZ AND EMPLOYMENT. The structural

changes in production are summarized in Table h 4, which presents
the. distribution of domestic product by industry in mmf ected prewar. and
World War I years for the entire ooﬁzQ and mo_. the twb national sectors

Table 4.4. Industrial composition of net domestic product in current prices,
Co selected years, 1935-1945 (percent)

1935 1939 m,w#u . .- . 1945
Jewish economy ' ’ : C
Agriculture 111 . .83 7.0 10.7
Manufacturing 19.7 T 242 295 331
Construction L 15.0 : 39 74 . 60
Services 542 e 62.2 56.4 50.2
Total 100.0 100.0 100.0 100.0
Arab economy .
Agriculture 30.0 30.1 364 389
Manufacturing 9.7 : 10.8 111 10.3
Construction 5.2 . 1.3 4.8 . 2.4
-Services 35.1 57.8 47.7 484
Total 100.0 100.0 100.0 100.0
Total Palestine . -
Agricuiture 19.3 18.9 ’ -~ 195 o225
Manufacturing . 154 18.2 25.6 . 235
Consimction 10.8 2.7 6.2 4.5
Services 54.2 60.2 52.7 . 49.5
Total .. 100.00 100.0 100.0 -  100.0

Sources: Jacob Metzer and Oded Kaplan, The Jewish and Arab Economies in Mandatory

Palestine: Product, ma.&owaman and Growth (in Hebrew) (Jernsalem: The Maurice Falk -

Institute for Economic Research in Israel, 1990), 88<90, 138-39, 142, 145, 150, 154
*Rounded value.
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separately. At'the all-Palestine level the major wartime developments were
an acceleration of the secular rise in the product share of manufacturing,
which reached almost a quarter of the country’s domestic E.on_cnﬁ in 1945,

and a reversal of the prewar decline in the proportion of agriculture (from
18.9 percent of domestic product in 1939 to 22.5 percent by the end of the
war). The rising weight of both manufacturing and agriculture in produc-
tion should not be surprising; any traditionally food-importing country
such as Palestine would have had to become more self-sufficient in food
supply, and at the same time to respond to the rise in the war-generated
demand for manufactured goods (Great Britain itself is another case in
point).’ These effects were intensified in Palestine by the need to use do-
mestic production to substitute for the declining import of both manufac-
tured and agricultural goods, and by the rising demand in the Middle East
for its own industrial products.

When broken down by national community, the vmﬁm_ﬁ of industrial
structure reveals a “division of labor” between the Jewish and the Arab
sectors that tends to fall along typical “dualistic” lines. As shown in Table
4.4, the Jewish sector was predominantly responsible for the rising product
share of manufacturing both before and during the war—an expected out-
come, given the Jewish advantage in industrial capital, know-how, and
skills. The Arab sector was the major contributor to the small rise in the
share of agriculture.

The compositional change in employment differed somewhat from
that in the industrial product mix. As reported in Table 4.5, the country-
wide rise in the share of employment in manufacturing during the war was
even higher than production (from 13.4 percent of total employment in
1939 to 17.8 percent in 1945). But the employment share of agriculture, on
the other hand, continued its long-term decline dropping from 44.4 percent
on the eve of the war to 37.5 percent by its end. Consequently, relative

- labor productivity, which declined slightly in manufacturing during the war

(from 1.36 in 1939 to 1.32 in 1945), grew substantially in agriculture: it was
0.43 in 1939 and 0.60 in 1945.

The increase in agricultural labor productivity, which was brought
about by an expansion-of ‘the area cultivated (see the discussion below),
investments in intensification of production, and a rise in total factor pro-
ductivity, was particularly prominent in the Jewish sector. Jewish agricul-
tural employment declined both relatively and absolutely during the war,
while in the Arab sector the decline in the employment relative share of
agriculture was, accompanied by an absolute increase in the number of
employed people from 163,000 in 1939 to 175,00C in 1945.

A comparative examination of the structural changes of employment
by Em_._mﬁ_, over the entire prewar decade and war years reveals some addi-
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Table 4.5. Industrial distribution -of e.:._._s‘_do:n i 1931,.1939, and 1945

(percent)
ku_ 1939 ' 1945
) (2) 3)
In the Jewish economy* : : . :
Agriculture 26.0 222 13.1
Manufacturing 20.1 22.8 30.8
Construction 83 3.0 4.6
Services 45.6 52.0 51.5
Total’ 100.0 100.0 100.0
Total* {thousands) 70.0 174.1 237.0
In the Arab economy*
Agriculture 63.2 58.2 54.
Manufacturing 8.1 7.5 -8
Construction 2.3 14 - 5.
Services 26.4 329 at.
Total 100.0 - 100.0 100
Total* (thousands) 220.0 280.0 335
Tota! Palestine
Agriculture 54.2 . 44.4 37.5
Manufacturing 11.0 13.4 17.8
Construction 38 2.0 : 49
Services 310 40.2 39.8
Total 100.0 _ 100.0 1000

Source: Jacob Metzer and Oded Kaplan, The Jewish and Arab mgmmaiam in Mandatory

Palestine: Product, m.iﬁa.im:u and Growth (in Hebrew). (Jerusalem: The Maurice Falk
Institute for Economic Research in Israel, 1990), 112, 115-16, 149, 153.

*Arabs employed by Jews are inciuded in employment figures: om the Jewish economy and
excluded from those of the Arab economy.

tional noticeable differences between the Jewish and Arab economies. In
the Jewish economy, except for the relative decline in construction during
the second half of the 1930s, the-major occupational changes-—the shift
from- agriculture, and to some extent from services, to manufacturing—
were concentrated in the war vears, reflecting the rapid wartime industrial-
ization in the Jewish economy (elaborated on below). In the Arab economy,
on the other hand, the relative shift from agriculture to services during the
war continued a secular-trend of exodus, primarily from self-employment
in agriculture, which had started in the early 1930s.'” Before the war major
employment-absorbing service bratiches were transportation and trade.
During the war, however, it was primarily governmental war-related public
works and military consiruction and maintenance (all classified in Table 4.5
as “services”) that absorbed the excess supply from declining peacetime
industries such as citrus (in which about 20,000 Arab laborers were engaged

b wbbwia
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in the late prewar years) and maritime trade (which had provided employ-
ment for about 3,000 Arab dockworkers on the eve of the war)."®

INTRAINDUSTRY CHANGES

Agriculture, Agriculture in Palestine had to adjust to two substantial

war-generated developments. The major one was the sharp reduction
in citrus exports. UE.Em the first two years of the war these exports de-
clined from 15 million cases in 1938—39 to a mere 170,000 cases in 1940-41;
even the partial revival in the following years could only increase the vol-
ume of exports up to 2.75 million cases by 1944-45. Correspondingly, the
countrywide share of citrus in agricultural output sank from 37 percent in
1939 to about 5 percent by the last war season of 1944-45. The drop was

: vmanﬁmaq severe in the Jewish sector, where ciirus crops accounted for 63

Humnnnbm of agricultural output on the eve of thie war, whereas in the Arab
economy they constituted only 21 ﬁonnmua of output.*?

Compared to the virtual collapse in production, the decline in the
citrus planted area was only 20 percent —from 300,000 dunams in 1939 to
240,000 dunams in 1945.2* This relatively mild reduction can be explained
by two factors: One is the large fixed-cost component coupled with the long
gestation period of six to seven years of investments in citrus groves. The
second; related, factor was the reluctance of planters to reallocate their
citrus ‘grove areas to alternative uses, based on the expectation that the
crisis ‘would pass. This expectation was reinforced by governmental subsi-
dized loans aimed at assisting citrus farmers to survive the crisis.

“The- second wartime development that domiestic agricuiture had to
cope with was the reduction in agricultural imports. Before the war Pales-

' tine depended heavily on imported food. No less than 41 percent of domes-

tic food consumption in 1939 was imported. The import share declined to
30 percent in 194344, whereas total domestic food consumption increased
by about 8 percent in volume terms over this four-year period.*

What we observe happening is the development of partly complemen-
tary allocative m&_umnunam the decline in citrus exports freed agricultural
inputs, whereas the need for a domestic substitute for reduced food imports
{as well as the rising food sales to the British army and to the neighboring
countries) increased the demand for these inputs. Indeed, for the country as
a whole, the wartime increase in noncitrus agricultural production {by
about one-third in volume terms) compensated for the sharp decline in
citrus production, leaving the total volume of agricultural output roughly
unchanged by the end.of the war.??

The increase in agricultural produce oGﬁ. than citrus in the Jewish
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sector was achjeved partly by expanding the land area under cultivation.
Total tilled. area in the Jewish economy expanded by. about .26. percent
during the war (from 595,000 dunams in 1939 to 750,000 dunams in 1945),
with land allocated to noncitrus crops rising by 45 percent. The fastest
expansion occurred in the area of intensive cultivation of irrigated field
crops and vegetables. It more than doubled during the war, accelerating a
trend that had already-started in the late 1930s with the decline (following
the Arab strike of 1936) of Jewish purchases of Arab produce.**

) The volume of the noncitrus output of J ewish agriculture about dou-
bled during the war. Particularly noticeable (as shown in Table 4. 6) was the
rise in the production of potatoes, milk, fruit, and the newly introduced
cultivation of fish raised in artificial voE...m. This remarkable E.oﬁ: was
facilitated by a combination of. factors: the above-mentioned land expan-
sion, intensification of production, spread of irrigation, and technological
improvements, all of which made for a rise of 70-80 percent in the produc-
tivity of labor, whose input in noncitrus Jewish agriculture increased by
only 20-30 percent during the war.2s.

- The growth of output in Arab agriculture-in vﬂ.omuﬁmmo terms was far
more. moderate: noncitrus production increased by about.20 percent in
volume terms and quite uniformly. across various Eomc‘mﬂm (see Table 4.,6).
However, since on the eve of the war the Arab sector produced more than
three-quarters of Palestine’s (noncitrus) agricultural output, this 20 percent
growth made for 72 percent of the absolute wartime increase in agricultural
output in the country as a whole.?® Unlike the Jewish economy, however,
the growth of output in Arab agriculture came about with essentially no
land expansion;?® this implies that it was primarily the result of intensifica-
tion, rising labor/land ratios, and probably increasing productivity as well.

?

Table 4.6. Wartime agricultural output (volume indexes)
Jews - ] Arabs
(Average 1938-39 = 100) (Average 193539 = 100)

. . Average 1944—45 Average 194244
Grains 130.0 113.0
Potatoes . © 7330 147.1
Vegetables 146.7 : . 113.3
Fruit {noncitrus) . * 195.6 100.0
Olives — 125.0
Fish (grown in ponds) 3,600.0 -

Meat and pouliry 161.0 121.7
Milk 202.6 115.0
Eggs 146.4 T 144.0

Source: David Horowitz, The Economy of Palestine and Its Development, 2nd ed. (Tel
Aviv: Mosad Bialik, 1948), 211-212 (in Hebrew).
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Manufacturing.. A most prominent development of Palestine’s war

-economy was the growth of EuanmmoﬁE.Em. which became a major
source of supply for the Allied forces (second only to Egypt) and the civil-
ian population in the Middle East.?” The wartime growth of this industry,
although widespread, was very unevenly distributed between the two na-
tional sectors. Arab manufacturing, which produced about 27 percent of
the country’s- industrial product on the eve of the war, grew by only 42
percent during the war, compared with the 65 percent growth of total Arab
domestic product. Moreover, most of the Arab industrial expansion was
concentrated in. traditional, small-scale and cottage-type industries, and
only a-small segment of it. involved structural changes such as modern
mechanization -of some of its textile production.*®

The scale and nature of Jewish industrial expansion, which domi-
nated the development of manufacturing in the country as a whole during
the war, was quite different. Industrial employment doubled between 1939
and 1945, whereas total Jewish employment had increased by only a third.
Similarly, the product of Jewish manufacturing grew by 133 percent
{thereby raising its share in the country’s overall manufacturing product
from 73 percent on the eve of the war to 82 percent by its close), an increase
substantially larger than the 96 percent rate of total domestic product in the
Jewish economy between 1939 and 1945.2°

Jewish comparative advantage in the production of manufactured

- goods stemmmed from several interrelated factors: the existing industrial

overhead -and equipment, a good portion.of which was imported from
Nazi-controlled central Europe as an agreed-upon means of transferring
Jewish capital to Palestine; the scientific and technical ._.um-.mms.cnﬂc_.m of the
Jewish institutions of research and higher learning; and the professional,

‘highly skilled and motivated people, many of whom, having immigrated to

Palestine from central Europe in the 1930s, were insirumental in developing
the country’s technical and scientific potential. These complementary fac-
tors, which were largely underutilized before the war, combined with the
large reserve of low-skilled unemployed laborers, provided the foundation
for a modern, fast-growing, and diversified manufacturing industry in re-

. sponse to the war-related demand.

The largest single customer of manufactured mooam. certainly in the
first four years of the war, was the British army. Its direct purchases, ac-
cording to some conservative estimates, constituted no less that 36 percent -

-of total output produced by the Jewish manufacturing industry in 1943 and

was probably much the same in the preceding war years.**
.The assortment of goods sold to the British army and Allied mo_.nmm in

~ the Middle East was very Eﬁnm_mnn. Besides large numbers of “traditional”
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goods such as footwear (over a million pairs of boots were produced for the
Allied forces by the Jewish leather industry), a variety of new products was
developed and produced in the course of the war in a number of industrial
branches. In the food and textile industries, for example, these included
canned and processed food products, camouflage nets, inflatable rubber
belts and gloves, and silk for parachutes.

Particularly innovative and responsive to the war needs, :os.medn.
were the.metal, machinery, and chemical industries. They delivered, among
other things, no less than 3 miilion antitank mines (produced by machines
originally designed for the production of floor tiles); 6 million 2-gallon

containers; a similar number of dry-cell batteries; 25,000 accumulators;

spare parts for machines, tanks, trucks, and ships (including :wo complete
minesweepers built in Tel Aviv); electrical equipment of all kinds; and a
variety of optical and precision instruments. In addition, various chemi-
cals, medical instruments, vaccines, and other pharmaceutical products
were produced as part of the medical services and: supplies provided to the
British army by Jewish hospitals and medical research institutions in Pales-
tine.*

The story of the war-caused developments in Jewish manufacturing
would not be complete without mentioning the diamond Smm«&g which,
apart from a few tiny workshops, was virtually nonexistent in Palestine
before the war. In the 1930s, about 90 percent of the global diamond cut-
ting and polishing was performed in Belgium, Holland, and Germany, with
Antwerp by far the largest center of the industry. Around 80 percent of the
output was marketed in the United States and most of the rest in India.
With the occupation of the Low Countries by Germany in May 1940, the
established diamond industry was cut off from its markets and from its
sources of supply. Outside Europe, a surging market for gemstones, in-
duced by prosperity and inflation, was soon added to the war production
demand for industrial diamonds. Alternative production centers therefore
developed in New York, Palestine, South Africa, and Brazil, with the first
two mainly run by Jewish refugees from Bélgium.

In mid-1943, 33 diamond-cutting plants in Palestine were oﬁw_ouazm
about 3,500 workers (about 8 percent of the labor force engaged in Jewish

' manufacturing), twice as many as in the United States. Practically all the
workers had to be trained from scratch, and the machinery had to be
constructed locally. Because of the development of efficient training and
prodiiction methods, the Palestine diamond industry competed successfully
in the world market and, besides providing the region with industrial dia-
monds, exported about 80 percent of its gem output to the United States

and most of the remainder to Canada and India, thus establishing itself as a_

major production center on a global scale.*?

‘4 FECONOMIC ASPECTS OF PALESTINE - 75

- Construction. The wartime activity in the construction industry was
characterized by an intensive military buildup and expansion of stra-

tegic public works.3? These trends had begun already in 1936=37, induced
by the Arab revolt of 1936 (which was supported by Italy), by the threat to
the Suez Canal and to other British imperial interests in the Middle East

implied by the Italian takeover of Ethiopia, and by the imminence of a

major military confrontation. In the three vears preceding the war several
army camps were built in Palestine, a barbed-wire fence was constructed
along the country’s northern border, and a program of building roads was.
launched by the mandatory government that doubled Eo country’s all-
weather road system: between 1938 and 1940,

By mid-1940 the Allied forces in the Middle East numbered 90,000, of
which about 30 percent were stationed in Palestine. In the following two
years these forces grew more than threefold, substantially raising the de-
mand for camps, housing; air-ratd shelters, and fortifications. There were
two major ‘waves of military construction during the war, the first in the
summer of 1941 when Palestine was the forward base for operations in
Syria, and the second in mid-1942, following Rommel’s advance in the
Noith African desert.

In realizing their military construction plans the British relied heavily
on local resources that consisted, in addition to raw materials and equip-
merit, of both Arab and Jewish unskilled labor, and primarily Jewish

-skilled contractors, surveyors, foremen, managers, engineers, and archi-

tects. This professional ¢ore and the accompanying technical equipment of
local constriction. firms were used. by the British in the Middle East for
construction projects all over the region: in. m«dm. Lebanon, Iran, Iraq, and
Bahrein.

- This intensive activity was in part directly undertaken by the manda-
tory government and the British army, but most of it was farmed out to
independent contractors, mostly Jewish companies. Particularly active in

‘the field was Sollel Boneh, the contracting firm of the Histadrut (The

Jewish Federation of Labor in Palestine), which undertook a good part of
the British wartime construction projects both in Palestine and abroad.

. Part of the story of the upsurge in wartime public construction is
revealed by the industry’s output figures. They show a 5.8-fold increase of
total constriiction output in’ constant prices between the depressed year of
1939-and 1945. This revival was large enough to raise the 1945 output level
35 percent above that of 1935—the peak year of activity in the industry
during the entire interwar period.** Note, however, that these figures are
only a lower-bound estimate of the growth performance of the indusiry

‘during the war; because they do not include public construction directly

undertaken by government agencies of ail kinds and not farmed out to
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contracting firms, which, as noted, was recorded in the disaggregate em-
ployment and output statistics as part of the services indusiry. -

" . .Moreover, the wartime expansion of military and other public con-
struction projects was certainly larger than the all-industry figures might
indicate, because part of the activity initiated by the government and by the
army made up for the-decline in the private construction of housing. The
reduction in civilian housing construction was particularly sharp in the first
four years of the war; during 1942-1943 it practically came to-a complete
halt, following the prohibition imposed by the government on the civilian
use of building materials except for the construction of air-raid shelters. A
severe housing shortage ensued, particularly in the urban areas, which led
to rent control, “key-money” arrangements (as an alternative to the alloca-
tive and distributive mechanism of market-determined rents), and residen-
tial overcrowding. An impressionistic view of the evidence suggests that.in
World War II Palestine, residential services exhibited more than any other
goods and:services (with the possible exception of transpertation) the short-
age and dislocation -attributes typical of war economies.

Foreign Trade in Merchandise. The scale and compositional changes in
_ -Palestine’s merchandise trade with foreign countries provide a kind of
capsule summary of the above-mentioned war-caused allocational effects.
The pattern of overall export and import of goods (net of crude oil imports
and. of refined fuel exports, and excluding sales .Bfnﬁra British army-in
Palestine).is reported in Table 4.7. The picture emerginig from the data on
the volume of trade reveals a decline in both imports and exports between
1939 and 1945, mainly concentrated in the-first-year of the war.

Particularly sharp was the reduction of imports, which shrank 37
percent between 1939 and 1940; it continued low thereafter, and even as late
as 1945 it had not even.caught up with the.low level of 1940.. This pattern
reflected the supply constraints on wartime trade in general and the suspen-
sion of imports from specific sources; consider, for example, the case. of
continental Europe, which provided 40 percent of Palestine’s. imports in
1939 but only 2.4 percent in 1945.7* The demand response —induced partly
by market reaction to changing prices and partly by government directive —
of the relative decline in import-intensive civilian uses, and the rise in the
production of import substitutes, also-contributed to the decline..

On the exporis side, the pattern and extent of change during the war
was quite different. Unlike imports, the level of exports started to recover
already in 1942, and in 1945 it was almost twice as large as in 1940 and
more than 3.5 times larger than at the low point of 1941. As can be seen in
Table 4.7, the major contributing factor to the recovery of exports was the
newly established diamond industry. Its weight in total merchandise exports
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._.wv_m 4.7.. Palestine’s: import. and nxuon om moonm. ._mwol._og. AB_:E_..m of

pounds)

] . Imports® mn_uo_.m.

-Current. prices - .. 1939 prices Current prices . 1939 prices

- + R - + - +
Year (1) (2) 3 4) - 5 (6)
1939 14.6 14.6 51 5.1. 5.1 5.1
1940 1.6 - 9.2 2.3 2.8 2.3 23
1941 12.3 7.0 1.9 2.1 1.1 1.2
1942 19.7 8.4 2.8 37 1.1 1.5
1943 20.2 6.2 4.7 7.4 1.6 2.4
1944 27.9 7.9 6.8 16.1 21 32
1945 312 8.9 3.0 14.0 2.5 4.4
1946 51.7 ’ 17.9 9.4 14.9 2.8 4.5

Sources: mﬂag.a& Abstract of Palestine, Eam pp. $%6—100 and 1944/45, pp. 66-77 for
total (including oil) import and export figures 193944, for the derivation of crude oil import
data 1940-44 and oil products export data 1940-42, and for import price index 1939, 1941
44. Suppiement to Survey, pp. 42—49 for total ::n_...aﬁm oil) import and export figures 1945—
46, crude oil import 1945-46, and import price index 1945-46; p. 69 for cut diamond exports
1940-46. The Palestine Economy in the Transition Period (in Hebrew), (Tel: Aviv: The Jewish
Agency, 1946), p. 23 for oil prodict export, 1943. M. Ettinger, ed. The Yishuv Economy,
{Jerusalem: Vaad Leumi, 1947) (in Hebrew), 369-76 for oil product export, 1944-46. Szeres-
zewski, Essays, p. 68 for wholesale price index, which was used to deflate the current price
export figures and the 1940 import figures. )

‘Excluding import of crude oil and expott of oil products, and net of sales to the British
army.

*Plus sign indicates “with diamonds™; minuns sign indicates “without diamonds.”

kept rising during the war (as shown in Table 4.8) from less than 1 percent
in 1940 to more than 42 percent in 1945. Correspondingly, the share of the
United States—the major buyer of cut diamonds—in the country’s mer-
chandise exports increased from a mere 3 percent in 1939 to 34 percent in
1945, making the United Siates the single largest destination for Palestine’s
export during the war..

Instrumental as cut diamonds were in the recovery of export, one
should not fail to appreciate the H&o played by other manufactured prod-
ucts. As demonstrated in Table 4.8, these accounted for about 70 percent of
total exports in 1941 and 1942, and even the subsequent decline (reflecting
the expansion of diamond exports) did not reduce their share below 37
percent during the remaining war years. Most of the nondiamond manufac-
tured goods (excluding those sold to the British army) were exported to
neighboring mideastern countries, for which Palestine’s industrial products
provided a practical wartime substitute for the declining European supply.
Indeed, their combined share in. Palestine’s export increased from 10 per-
cent. in-1939 8 44 percent in 1943, with the recovery of some other sources
of supply _B..nn reducing it to 31 percent by the end of Hrm war.

Finally, it is vividly demonstrated in Table 4.8 that the rising export
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Table 4.8. Comjosition of Palestine’s export of goods® in current: prices (percent)

Agricultural products . Manufactured goods™ -~ Total
i ) Total . o © . Total exports
Citrus Others* {1) +.(2) Diamonds Otherss - (@) + (5 () + (6)
[8)] (2) (3) “@ 5 {6) )
1939 74.5 4.1 78.6 — 21.4 214 100.0
1940 509 - 6.0 56.9 0.9 42.2 43.1 © - 100.0
1941 1.8 16.6 18.4 10.0 716 816 100.0
1942 1.6 36 52 25.2 . 69.6 94.8 100.0
1943 4.3 2.3 6.6 35.5 579 934 - 100.0
1944 15.5 30 18.5 326 - 48.9 81.5 100.0
1945 14.8 - 5.8 206 42.3 37.1 79.4 100.0
1946 31.9 7.1 39.0 36.9 24.1 61.0 100.0

‘Sources: Statistical Abstract, 1941, p. 69; 1943, p. 99; 1944745, p. 74 for citrus export -

data 1939-44, Supplement to Survey, p. 50 for citrus export 1945-46 and p. 69 for the éxport
value.of cut diamonds. Horowitz, The Economy of Palestine, pp. 228, 278 for total manufac-
turing export; Table 7 for total export. : . : )
- *Excluding export of oil products and sales to the British army.
*Derived .as a residual by (2) = 100 — {(I) + (8)).
. *Caicuiated by subtracting diamonds from total manufacture.

share of manufactured goods roughly paralleled the declining share of cit-
rus. This implies that the capacity of Palestine’s manufacturing industry to
quickly respond to the changing conditions of the war enabled it to com-
pensate for the sharp reduction in the overseas sales of citrus and thus not
only prevent the collapse of the country’s merchandise exports but, as
shown above, bring about a real increase in it after the initial decline early
on in the war. : : E , .

Postscript \
The end of the war completes our main story; there are, however, two
-additional questions that typically arise in the context of war econo-
mies. One has to' do with the economic’ changes brought: about by the
adjustment to peace, and the other concernsthe long-run effects of the war
on the structure and operation of the economy. . R
As to the first, the “morning after” question: the two remaining years
of mandatory Palestine were, despite widespread early misgivings, a period
of continued and even accelerated growth.* Unlike the United States and
the United Kingdom, which experienced a substantial decline in their na-
tional product in the two years immediately after the war because of the
sharp reduction in the production of military goods (see Table 4.1), Pales-
tine’s domestic product (and that of each of the two national sectors) in-
creased in 1946-47 at an annual average rate of 12.7 percent, faster than
the 10.4 percent wartime average. - ‘
The postwar prosperity was partly due to the continued demand,
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- albeit-at a slightly reduced pace, of the British army for Palestine’s goods
-and services. It was maintained by the gradual nature of the down-scaling

of En military presence in the area, which was further slowed by the politi-
cal tension and security problems that required the presence of large British

forces in Palestine during the three-year period between V.E. day and the

termination of the mandate. In 1946 (the last year for which such data are
available) the British army purchased a total of £23.5 million worth of
goods and services in Palestine, only 3.3 percent less than the 1945 figure

- and 6 percent less than in 1944 (see Table 4.3). Another factor working in
_the same direction was the large expenditure for immigration, settlement,

and security of the Jewish Agency--the autonomous public sector of the
Jewish state-in-the-making —facilitated primarily by unilateral transfers
from:the United States. ,

In the main, however, Palestine’s postwar boom was generated by
vigorously renewed activity in the war-depressed citrus and private con-

‘struction industries. The first was made possible by the recovery of Euro-

pean demand for Palestine’s oranges (as shown in Table 4.8, the export
share of citrus increased from about 15 percent in 1945 to about 32 percent
in 1946), and the second by the lifting of war-imposed constraints on the

- construction of private housing, which accommodated the accumulated

and postwar demand for dwellings.

Consequently, net agricultural product increased in the J ewish econ-
omy by about. 38 percent in real terms between 1945 and 1947, and con-
struction grew at no less than 179 percent over the same period (production

‘data by industry are not available for the postwar Arab economy).* This
‘remarkable. growth and its “backward linkage” effects on other industries

more than compensated for the decline in some manufacturing branches —
notably textiles, diamonds, and metal products —caused by the decline in
military demand . for various combat-related products,. by the postwar in-
dustrial reconstruction effort in continental Europe, and by the partial

' élimination of the wartime constraints. on international trade (note in this
. regard the decrease in the export share of manufacturing from 79.4 percent

in 1945 to 61 percent in 1946 as reported in Table 4.8).

An immediate outcome of the postwar revival of international trade
was the sharp (twofold) rise in imports between 1945 and 1946 (see Table
4.7) and the restoration of the prewar pattern of a large import surplus in

‘Palestine’s balance of payments. As shown in Table 4.3, the small current

account surplus of about £3.7 million in 1945 had, by 1946, turned into a
large £20.6 million import surplus. This surplus was. financed mainly by a

‘substantial rise in unilateral transfers and capital imports and to a lesser

‘extent (about 20 percent) by a reduction in foreign exchange reserves.
Operating with :a large import surplus {which in 1946 was about 19
percent of Palestine’s domestic product) the economy could once again
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draw on a flow of resources substantially larger than its own domestic
product for investment and consumption uses. In addition, the rising im-
port and import surplus provided a partial outlet for the rapidly i increasing
agpregate demand, thus allowing the postwar expansion to be accompanied
by much lower inflation rates than the wartime boom (the cost-of-living
index in the Jewish sector, which had increased 7.5 percent in 1945, rose 5.7
percent in 1946 and only 1.3 percent in 1947).%°

As far as the long-run effects of the war are concerned, the case of
Palestine is quite complicated to analyze. Following Israel’s statehood and
the War of Independence (which, unlike World War II, was fought in
former Palestine) the country underwent tremendous changes that altered
its political, institutional, and demographic setup and introduced a sub-
stantial element of &mnoamEEQ in the history of the land. Nevertheless,
when carefully examined, one can identify in the structure and operation of
the economic system of the state of Israel some significant characteristics
that originated, or came to fruition, in the wartime economy of World War
I1. , : :
A short list of these characteristics would inciude, first and foremost,
the high degree and the instruments of government involvement in eco-
nomic life, particularly in controlling capital movements and foreign ex-
change markets and intervening in the pricing of mainly subsidized goods
and services. In addition, it would certainly include the continued infiation
and the wage indexation schemes aimed at smoothing its effects, and last,
but not least, the development of the modern manufacturing industry in
Israel, which was largely built on the foundations laid down during the
massive industrial upsurge in the Jewish economy in World War II.

In pointing to the economic _omm@ of the war, as well as in the discus-
sion in the main body of the paper, we have not established causal relation-
ships in the counterfactual sense. We have neither claimed nor tested the
possibility that World War-II was necessary for such developments as the
resumption of growth in the 1940s, the formation of a modern industrial
sector in Palestine, or the evolution of the public—-private mix in israel. It
is, indeed, highly probable, given the country’s prewar record and postwar
circumstances and needs, that alternative paths of growth, industrializa-
tion, and institutional evolution, which would have generated similar out-
comes, could have emerged in a nonwar environment.

However, in a broader, more fundamental sense it is quite possible
that the dynamics leading from the rise of Nazism in Germany to World
War II and to the destruction of European Jewry did play an indispensable
role in bringing about the basic changes in late mandatory Palestine and its
transformation into the State of Israel; these changes provided the back-
ground, framework, and drive for the economic developments of the time.
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