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OVERVI EW

The UNCTAD secretariat enbarked, in 1990, wupon an action-oriented
intersectoral project to: (i) examine the current econonmic and social
situation in the occupied Palestinian territory; (ii) investigate the
potential for its developnent; and, (iii) propose alternative options,
strategies and policies for its revival and growh. Parallel wth the
preparation of 25 field studies on specific sectors/issues within the scope of
this project, the secretariat also enbarked upon the preparation of a
quantitative framework ained at investigating under alternative scenarios
future growth paths of the Palestinian economy in the Wst Bank and Gaza
Strip. The relevance of such an outl ook has acquired increasing inmportance as
a result of the accord concluded between Israel and Palestine and the
energence of the Palestinian Interim Self-CGovernnent Authority.

The met hodol ogy foll owed for the preparation of the framework is based on
a macroeconom ¢ analysis of resources availability and use. G ven the paucity
of data, enphasis was placed on ascertaining, through paranmetric exercises,
the internal consi stencies anbng mmj or aggregates by, inter alia,
investigating gaps between |abour force and enploynent, savings and
i nvestments, and inports and exports. The quantitative framework thus
established uses a series of identities and functions based on the behaviour
of key variables during the 1970-1990 period to project trends for the period
1991- 2010 under different scenari os.

The data base supporting this exercise was conpiled from statistics for
the period 1970-1990 rel eased by the Israel Central Bureau of Statistics (CBS)
in three major publications. Preparing and reconciling the required historica
time series presented a nunmber of technical constraints, not all of which were
anenabl e to acceptable solution. The choice of the technique used in designing
and structuring the quantitative framework was influenced by a nunber of
factors, nanely: (a) the econony of the occupied territory was unsophisticated
and had been subject to the severe shocks of erosive forces; (b) the
statistical limtations of the historical period prevented the structuring of
a detailed approach without conpronmising its specificity and the validity of
subsequent analysis; and, (c) the resources available to wundertake the
exercise were limted

Accordingly, the franework is organized in three recursive blocks,
i nvol vi ng denmographic, |abour force and macroecononi c vari abl es.

Ihe denpgraphic bl ock: Al t hough expressed as a single equation, this
block is the npbst detailed and conprehensive part of the franework.
Wil e the avail abl e denmographic statistics are I ess than wholly reliable,
the nature of this form of analysis renders the results quite robust.
However, migration remains the nost intractable variable to deal with in
any formand is subject to many unpredictable forces which are difficult
to envisage in such an exerci se.

[he |abour-force block: This block is fairly straightforward, with the
| abour force being primarily a function of participation rates by age
sex and the age-sex structure of the population, as determined in the
denogr aphi ¢ bl ock. Some effort is nmade to provide details by econonic

sector for both |abour-force size and productivity. However, as the
scenarios were developed on the basis of derived assunptions regarding
the total |abour force productivity, the sectoral aspects of the

framework are not fully exploited.

The macroecononic bl ock: This block consists of a sinmple supply system
driven by productivity and |abour force, on the one hand, and a



straightforward set of demand equations governing the main economc
aggr egat es. The gap between the two represents excess capacity and
unenpl oyment . Exports were treated as exogenous in the first instance
determ ned by historical trends.

In the scenario analysis, the baseline scenario, which relies on a
"m ni mum policy intervention" hypothesis, addresses the question of what the
consequences would be of a continuation into the future of the trends and
behavioral patterns that prevailed in the recent past. The main results
energing from this illustrative scenario were: (i) the labour force growh
rate rapidly outpaced the growh rate of population; (ii) the dependency
structure of the econony (reflected in the ratio of GDP to GNP) renmined
prevalent; and, (iii) wunenploynent reached 50 pr cent by the end of the
projection period. The conclusion was that the baseline scenario represented
a grossly untenable socio-econom c situation. The results were not only
unacceptable but were also highly unrealistic. Indeed, given the nature of
devel opnents since Septenber 1993, both the assunptions and the results of the
scenari o have cone to appear inprobable.

In a variant to this scenario the inpact of a gradual easing of policy
constraints and disturbances in economc activity associated with the 1988-
1991 period was reflected in higher absolute levels and growth rates of nost
i ndi cators. However, these did not signify notable changes regarding key
features of the econony, nanely, its distorted and fragile structure, its
sluggi sh performance, poor interaction between key aggregates and its
inability to break with patterns and relations engendered by prolonged
occupation. Accelerated population and |abour force growh coupled wth
limted job opportunities did not aneliorate the enpl oynent gap. Despite rapid
initial increases in GDP, the saving/investment gap as well as the merchandi se
trade gap both wi dened.

A nore activist approach was called for to inprove prospects for the
econony, primarily through a careful consideration of feasible policy options
ai med at addressing the salient problens depicted under the baseline scenario
and its wvariant. Accordingly, a set of five alternative scenarios were
devel oped, moving fromthe | east desirable to the nost feasible and acceptable
scenarios from the viewpoint of growth and devel opment objectives and their
policy options. Key policy variables and variations in each were selected
followi ng a careful process of sensitivity analysis. The variables involved in
the first three alternative scenarios are exports, i mports, private
i nvestments, government consunption and investnment and net transfers from
abr oad.

Alternative |: Constrained unenploynent with net external transfers as
the instrument. As a first step in the process of addressing the major
structural problems of the Palestinian econony, the framework was focused on
an effort to reduce the enploynent/|abour force gap. Assum ng an overriding
need to address unenploynent, a target rate of maxi mum unenpl oynent was fi xed
(at 10 per cent of |abour force) and external transfers adjusted upwards so as
to nmeet that target and maintain a senblance of economic stability. As the
econony operates with the same structure, there is no adjustnent process
conceived. The increase in production and demand required to reduce
unenpl oyment to the designated level is assunmed by net transfers. Simlarly,
the growth expected in both governnment and private consunption and investnent
is dependent on external transfers. The savings-investnment gap would thus
reach 62 per cent of GNP by the year 2010. The trade gap woul d equal ly wi den,
reaching -70 per cent of GNP by the end of the period.

As such, while the scenario is sustainable froma purely technical point
of view, this is at the cost of several billions of dollars in additional



external support as of the sixth year of the projection period, reaching
US$4.5 billion by the year 2010. More inportantly, at the end of the period
the economc structure will remain essentially unchanged and will be |ess
vi abl e and nore dependent on external support. Therefore, in the absence of
serious policy nmeasures to address the structural problens and operationa
constraints, a massive inflow of wunrequited external transfers would be
required to sustain high income and consunption |evels.

Alternative I1: Intensified trade-oriented investnent programre. Under
this scenario, explicit policy options and changes in the behaviour and growth
of key variables are introduced with a view to addressing the problem of
structural transformation of the econony. These are primarily intended to
reduce the trade gap, increase production, and restructure demand away from
consunption and in favour of investnent. This general aimis translated into
the following policy neasures; accelerating private investnent in the
productive sector and encouraging its orientation towards export pronmotion and
sel ective inmport substitution, while al so expandi ng governnent consunption and
i nvestment. Obviously, the effective realization of these fundamental changes
inplies the lifting of constraints that have conme to stifle the econony and
the energence of an indigenous authority comritted to devel opnment and capabl e
of formulating and nanaging a set of policy nmeasures ained at inproving the
situation.

In this scenario, the inpact of the policy measures on key variables in
the econonmy is encouraging. The unenploynment situation witnesses a dramatic
i nprovenent, falling respectively to 5 and 2 per cent in the Gaza Strip and
the West Bank by 2010, reflecting greater attention paid to donestic
enpl oyment generation. The latter part of the period is especially underpinned
by strong growh in sectoral production, particularly in industry and
construction. The inportance of private consunption and inmports is reduced in
favour of investnent and exports. Both private and government investnent
achieve inpressive rates of growh. As a result of extra investments, export
performance shows marked gains. Despite an increase in the nerchandise trade
deficit, the trade gap in ternms of both GDP and GNP narrows substantially, to
-27 per cent of GNP by the year 2010.

Whil e the national savings ratio initially shows a decline, in terns of
GDP a net anelioration is perceived indicating a significant inprovenent in
the ability of the economy to nobilize donmestic savings. However, this renains
insufficient, particularly in the face of the acceleration of investnent
required for structural transformation. Sinmlarly, the financing of increased
government expenditures (consunption and investment) remains uncertain and
dependent on various policy options. Despite these limtations, the results of
this scenario show that it is possible to rebuild a vigorous econony.
Neverthel ess, medium term costs associated with unenploynment are high and it
is difficult to conceive of reasonable neans of supporting the additional
i nvestment from donestic sources al one.

Alternative Il1l: Intensified trade-oriented investnment with substantially
increased net transfers from abroad. Under this scenario, the relatively
constrained |evel of external transfers is relaxed in order to allow for the
i ncreased levels of investnent and narrow the gaps nuch nore rapidly than
woul d ot herwi se be the case. Thus, a conbination of the nacroecononic policy

nmeasures used under Alternative Il and a less constrained |evel of externa
transfers linked to a target Ievel of wunenploynment is applied. The main
strength of this alternative is that it illustrates the sensitivity of the

Pal estinian econony to the availability of external financial support and
i nvestment during a period of intensive domestic policy efforts for structura
transformation.



The availability of extra finance gives the econony a substantial and
i medi ate boost to its enploynent generation capacity which subsequently
becomes sel f-supporting. By the end of the projection period, unenploynent
could return to historically low levels (well wunder 5 per cent). Wile
consunption grows so does investment at both the private and public sector
levels. In the 1996-2010 period, private investnment grows by 12.5 per cent
annual ly, while public investnment is intended to grow at around 8 per cent per
annum I ncreased investnments (of a total of sonme $1 billion over the period)
lead to a growth in production, a nmore rapid inprovement in exports and a
reduction in inports, bringing the trade gap down to -26 per cent by the year
2010. Wiile inports still remain inportant in the consuner basket, their
significance in aggregate demand is dim nished.

Under this scenario, the econony enmerges with a stronger productive base
able to absorb the majority of its |abour force. The injection of a total of
$9 billion (i.e. an extra $5.4 billion of transfers as conpared to scenario
I1) for the whole period of 1996-2010 should be seen in the light of some of
its beneficial effects, viz. significant gains in enploynent, narrow ng of
both savi ng-i nvestnent and trade gaps, and inprovenent of the current account
deficit. The additional external transfers enable the econony to generate $4.6
billion nmore of GDP during 1996-2010, thus allowi ng a nmuch nore rapid take-off
with all donmestic human and material resources nobilized. It is inmportant to
note that such an extra transfer will only be required in the first decade
after which a vigorous econony wll energe that should not require extra
external financial support. If the total ampunt of external resources required
is not net by unrequited transfers, the nagnitude of operations envi saged nay
have to be scaled down or borrowing resorted too. The latter option has its
own drawbacks under the present circunmstances. The Pal estinian econony does
not yet have the international standing to acquire | oans. Mreover, the burden
of any loan obtained is placed on the export sector to generate even nore
forei gn exchange to finance increasing inmports and provide for debt repaynent.

Alternative V. Absorption of returning population wthout externa
transfers. While the results enmerging from the previous scenarios depict a
gradual inprovenent in prospects for the revival and sustained growh of the
Pal esti ni an econony, they fall short of satisfying the broader objective that
can be envisaged bearing in mnd the total potential that the Palestinian
people and their econony can nuster. Under the previous scenarios, it was
assumed that the Pal estinian people presently living in the West Bank and Gaza
Strip would constitute the future population of these areas on a de facto
basis. This excludes three categories of Palestinian refugees who have resided
outsi de these areas since 1948. These constitute an inportant stock of the de
jure popul ation, sone of whom may be able to return to the territory should
the future political and economic conjuncture pernit. Therefore, an attenpt
has been made to inject this additional dimension into the picture. The
assunptions and the energing results are not prescriptive in nature. They
merely serve as a rough indication of the scale of transformation the
Pal estinian econonmy will need to undergo in order to successfully absorb an
i ncreased popul ation. A tentative figure of returning Palestinians is assumed
and the annual nunber of returnees is expressed as a declining proportion of
resi dent popul ati on.

Accordingly, Alternative IV is structured in the sane manner as
Alternative Il with a main difference being that the changes brought about in
the variables concerned and policies applied are accelerated and intensified
so that projections with additional population yield simlar results. As a
result of the population influx, the role of growh in |Iabour force is doubl ed
during the period. Thus, unenploynent will reach a low | evel under 5 per cent
only by the end of the period froma |level of 15-20 per cent during the period
1996- 2000. Both GDP and GNP will register inpressive rates of growth allow ng



per capita incone to reach levels conparable to those under Alternatives 11

and I1l. Private consunption and investnent equally show high rates of
increase. A relatively higher rate of the extra investnent is allocated to
export pronotion and inport substitution in order to reduce the trade gap,

hence nore effort to boost productive activities. Wiile this boosts exports,

the current account deficit worsens as a result of higher inports of raw
materials as well as consunption and investnment goods. This suggests the need
for nore vigorous policies to further rationalize inports and diversify and
expand exports. The savings-investnment gap will also widen, calling for an
intensification of policy nmeasures and devel opnent of efficient mechanisns
aimed at nobilizing domestic resources at |evels needed to accommpdate the
returni ng Pal estinians.

It can be concluded that the returning population at the specified rate
can be successfully integrated into the econony, at least as far as the
i nplications of the macroeconom c aggregates are concerned and provided the
requisite policy neasures and nechanisns are initiated, sustained and
intensified. In fact, the results indicate that it is the very absence of
rel evant policy nmeasures and nechanisns and the nmnuch needed structura
transformation rather than rapid population dynamics that prevent the
Pal estinian econonmy from attaining a desirable path of sustainable growth.
Nevert hel ess, the npdest growth rate of GDP coupled with high unenpl oynent
rates prevailing during nuch of the early period follow ng recovery needs to
be addressed by a conbination of intensified domestic policies and increased
external support.

Alternative V: Absorption of returning population with external
transfers. Based on the structure of Alternatives Ill and IV, the purpose of
this exercise is to ascertain the scale of external support needed to boost
producti on and reduce donmestic unenpl oynent |evels, thus putting the econony
on the path of sustained growth and acconmpdating the returning popul ation.
Al t hough the values that the main nmacroecononic indicators reveal by the end
of the period are not significantly different from those obtained under

Alternatives Il and IV, the increased |level of additional external resources
amounting to $9.6 billion over the period 1996-2010 (for a total external
resource flow of $14.9 billion) will allow the econony to initially operate at
a higher percentage of its potential capacity, including higher rates of

private and public investment.

This additional external support and investment will nmake it possible to
maei ntai n unenpl oyment at a rate lower than 10 per cent and to generate higher
values for GDP especially during the interim period of 1996-2005. This speeds
up the pace of structural transformation and growth as of a relatively early
date. By the year 2010 sonme 94 per cent of GNP is accounted for by GDP, as
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