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Abstract

This study investigated the impact of each type of credit facilities to private sector on economic growth in Palestine, using quarterly time series data from 2008q1 up to 2015q2. It aimed to achieve several objectives, mainly analyzing the impact of each type of facilities on the GDP, explaining the historical development of banking sector in Palestine, observing how GDP and each sector's facilities change over the period of analysis, identify the role of Palestine Monetary Authority (PMA) in directing the banking facilities to increase the economic growth, and Suggesting some recommendations to the relevant parties to enhance the Palestinian economy.

The descriptive analysis was used to describe and to show how each variable varies across time. The secondary data was collected from Palestine Central Bureau of Statistics (PCBS) concerning GDP, while the variables related to credit facilities were obtained from PMA. 

In order to achieve the previous objectives the data were analyzed using different statistical tests such as: Unit root test (ADF) to check whether the data are stationary or not, Co-integration test to examine whether there exist a long-run relationship among variables, and finally using VECM estimates to measure numerically the short and long run impact of each type of facilities on the GDP.

The results showed that in the short run there is a positive significant relationship between consumption facilities and economic growth, while this relationship doesn’t exist between any other type of credit facilities and economic growth. In the long run the results showed that the banking facilities for real estate and constructions (RCF), mining and manufacturing (MMF) and other facilities
 in private sector (OTHS) has a positive significant effect on GDP, in other words, the increase in each type of these facilities will result in increase of GDP. On the other hand, local and foreign trade facilities (LFTF), business and consumer service facilities (BCSF) has a negative significant effect on GDP, that is, an increase in such facilities may result in a reduction of GDP.

The above results had implication for the economic growth in Palestine. More attention might be paid to raise the banking credits to the productive sectors specially mining and manufacturing, real estate and construction, agricultural activities, land development, tourism, hotel and restaurants, and securities purchasing activities. By supporting these sectors, they will be able to produce intermediate goods which can be used as alternative for foreign imports, and as a result reduce the trade balance deficit.  

ملخص تنفيذي
تبحث هذه الدراسة في أثر كل نوع من التسهيلات الائتمانية الممنوحة للقطاع الخاص على النمو الاقتصادي في فلسطين، وذلك من خلال الاعتماد على سلسلة زمنية من البيانات الربعية من خلال الفترة الممتدة من الربع الأول من العام 2008 وحتى الربع الثاني من العام 2015. وتسعى الى تحقيق العديد من الأهداف وهي: التقدير الكمي لتأثير كل نوع من انواع التسهيلات الائتمانية الممنوحة للقطاع الخاص على النمو الاقتصادي في فلسطين، إلقاء الضوء على أهم المراحل التاريخية التي مر بها تطور القطاع المصرفي في فلسطين، التعرف على تطور مستويات كل من الناتج المحلي الاجمالي والتسهيلات الائتمانية خلال فترة الدراسة، التعرف على الدور الذي تلعبه سلطة النقد الفلسطينية في وضع السياسات والتعليمات التي توجه التسهيلات المصرفية بحيث تخدم النمو الاقتصادي في فلسطين وهل نجحت سلطة النقد في القيام بهذا الدور، و أخيراً عملت الدراسة على تقديم العديد من التوصيات للجهات ذات العلاقة لما في ذلك من دعم لنمو الاقتصاد الفلسطيني.
تم استخدام التحليل الوصفي لتوضيح التطور الحاصل في كل نوع من انواع التسهيلات الائتمانية بالاضافة الى الناتج المحلي الاجمالي، وذلك خلال فترة التحليل. تم استخدام بيانات تاريخية، حيث تم الحصول على البيانات الخاصة بالناتج المحلي الاجمالي من الجهاز المركزي للإحصاء الفلسطيني، وتم الحصول على البيانات الخاصة بأنواغ التسهيلات الائتمانية من سلطة النقد الفلسطينية.
من اجل تحقيق الاهداف التي تم الاشارة اليها اعلاه, تم معالجة البيانات و تحليلها باستخدام العديد من الاختبارات الاحصائية، مثل اختبار Unit root test و Co-integration test، بالإضافة الى استخدام VECM من أجل التقدير الكمي لتأثير كل نوع من انواع التسهيلات الائتمانية للقطاع الخاص على النمور الاقتصادي في فلسطين, ومعرفة إتجاه هذه العلاقة هل هي سلبية أم إيجابية.
توصلت الدراسة الى أن التسهيلات الاستهلاكية الممنوحة للقطاع الخاص تؤثر ايجاباً على النمو الاقتصادي في فلسطين ولكن ذلك على المدى القصير، في حين ان بقية أنواع التسهيلات لهذا القطاع لا تؤثر على النمو الاقتصادي في المدى القصير. أما على المدى الطويل فقد وجدت الدراسة أن التسهيلات الاستهلاكية الممنوحة للقطاع الخاص لها تأثير سلبي على النمو الاقتصادي ولكنه ليس ذات دلاله إحصائية على مستوى دلالة 5% في حين أنه يصبح ذات دلالة إحصائية على مستوى دلالة 10%.اما بالنسبة للتسهيلات الائتمانية الممنوحة لقطاع الخدمات فقد كان تأثيرها سلبي على النمو الاقتصادي.
بالنسبة لبقية أنواع التسهيلات الائتمانية، بينت النتائج أن التسهيلات الائتمانية الممنوحة لقطاع الصناعة والتعدين، العقارات والانشاءات، و التسهيلات الأخرى (تشمل تسهيلات القطاع السياحي والفندقة، تسهيلات الزراعة، تسهيلات شراء الأصول المالية) لها تأثير إيجابي على النمو الاقتصادي في فلسطين.
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Chapter 1: Framework of the study

This chapter gave a brief description of the framework of the study. It consisted of six sections. Section one provided a preface about the main topic of the study, which is the effect of credit facilities on economic growth in Palestine (2008q1 - 2015q2). Section two stated the main problem and the argument of the study along with other questions to be answered. Section three stated the main objectives of the study. Section four showed the importance of the study. Section five and six were about the description of the methodology and the contents of the study.

1.1 Preface

Credit facilities are historically considered as one of the most important financial services provided by a banking system. The main role of a banking system is to collect private and public savings and re-lend them again for investment. These facilities play a very important role in stimulating economic growth through different economic activities (i.e., industry, agricultural, services, trade, and manufacturing ... etc). According to the Palestine Monetary Authority (thereafter, PMA) banking facilities consist of

2

loans, leasing, and overdrafts in "conventional" banks, and Murabaha, Mudaraba, and leasing in "Islamic" banks.1

The Islamic financial services board (IFSB) defines Murabaha as a contract refers to a sale contract whereby the Islamic institution sells to a customer at an agreed profit margin plus cost (selling price), a specified kind of asset that is already in their possession”. On the other hand Mudaraba is defined as “a contract between the capital provider and a skilled entrepreneur whereby the capital provider would contribute capital to an enterprise or activity, which is to be managed, by the entrepreneur as the Muḍarib (or labour provider). Profits generated by that enterprise or activity are shared in accordance with the terms of the Muḍarabah agreement whilst losses are to borne solely by the capital provider unless the losses are due to the Muḍarib’s misconduct, negligence or breach of contracted terms.”2

[image: image1.emf]
1 The main difference between "Islamic" banking and "conventional" banking is that the former operate in accordance with "Shariah", the legal code of Islamic religion.
2 The Islamic Financial Services Board (IFSB), (2005), http://www.ifsb.org/standard/ifsb1.pdf.
3

The literature shows a strong relationship between the banking sector and the performance of the overall economy, since it provides the necessary funds for encouraging investments in the productive activities. While this sector doesn't generate the anticipated results in developing countries since it is used to finance unproductive sectors. So the researcher needed to dig deeper to know what the role of the banking sector is in the Palestinian economy. Regulating and monitoring this sector is a major objective of regulating authorities in different countries. One of the PMA's roles is to license and supervise the banks operating in Palestine. The PMA made a very important decision in its directive (05/2008, section 7/5) which regulates the placement abroad as a percentage of clients' deposits. In particular, by the end of August 2009, PMA limits this placement to 55% of the total deposits.

The importance of banking sector in Palestine stemmed from being the main component of the Palestinian financial sector with total assets equal 11,815.4 million USD by the end of 2014, which forms 80% of nominal GDP. The PMA adapted a plan to restructure the banking sector in order to strengthen its role in the economic growth. This plan consists of two main parts: the

4

first was to restructure the PMA, and the second part was to restructure the banking system through four different methods. First, dealing with weak banks using different types of merger and consolidation voluntarily or obligatory. Second, to encourage banks to extend their services to rural and remote areas. Third, increasing the lower limit of capital requirement, which helps in strengthening the ability of banks to absorb or avoid costs of expected and unexpected risks. Finally; encouraging banks to use and provide modern electronic banking services (Odeh, 2011).

1.2 Statement of the Problem

At first observation the significant increase in the private sector's credit facilities, and the contraction in Palestinian GDP, indicates that there is no relationship between both of these economic variables. This may result from the non-productive nature of the sectors which absorbs the vast majority of the credits rather than directing them to the productive sectors which should lead to increased investment and therefore lead to growth of GDP. This study was designed to examine the causal relationship between the private sector's credit facilities and the Palestinian GDP in the period (2008q1-2015q2). This was achieved by answering the following questions:

5

· What is the impact of each sector's credit facilities on GDP?
· How did the Palestinian banking sector historically develop?
· How did the gross domestic product (GDP) of Palestine change?
· How did real estate and constructions facilities (RCF) change?
· How did local & foreign trade facilities (LFTF) change?
· How did mining and manufacturing facilities (MMF) change?
· How did business and consumer service facilities (BCSF) change?
· How did consumptions facilities (CF) change?
· How did the other facilities in the private sector (OTHs) change?
· What are the recommendations that can be derived from the results of this study?
1.3 Purpose of the Study

The main purpose of the study was to shed light on the role of the banking credit facilities on economic growth in Palestine. Moreover, the specific goals were to:

6

· Analyze the effect of each sector's facilities (RCF, LFTF, MMF, BCSF, CF, and OTHs) on the economic growth in Palestine using different econometric techniques.
· Explain the historical development of the banking sector in Palestine.
· Observe how GDP and each sector's facilities (RCF, LFTF, MMF, BCSF, CF, and OTHs) changed over the period (2008q1-2015q2).
· Calculate the percentage of each sector's facilities from the total private sector’s credit facilities.
· Identifying how the PMA can manage and regulate the banking facilities so as to have a positive impact on economic growth.
· Suggest some recommendations to enhance the Palestinian economy.
1.4 Significance of the Study

Studying the effect of credit facilities on the GDP is a very important issue, so the researcher needed to determine the extent to which each type of the private sector’s facilities contribute in fostering the economic growth in Palestine. Studying this issue will benefit PMA and Palestinian government to develop relevant policies and remedies to direct the private sector’s banking facilities to serve the economic growth. Moreover, this issue has not been studied before in Palestine.

7

1.5 Methodology

The researcher used an econometric model to estimate the short and long run effect of (RCF, LFTF, MMF, BCSF, CF, and OTHERS) on GDP. Corresponding to Chi-Chi & Anayochukwu (2013) and Ananzeh (2016), the researcher considered the GDP as the dependent variable, while considering the different types of private sector's facilities as independent variables, as follows:

GDP = f (RCF, LFTF, MMF, BCSF, CF, OTHs)

where:

· RCF: Real Estate and Constructions Facilities.
· LFTF: Local & Foreign Trade Facilities.
· MMF: Mining and Manufacturing Facilities.
· BCSF: Business and Consumer Services Facilities.
· CF: Consumption Facilities.
· OTHs: Other Facilities.
The researcher used different econometric techniques to estimate the model, such as: unit root test, co-integration test, vector error correction model (VECM), in
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addition to the Impulse response function (IRF) to know how the GDP will response for future increase in each type of credit facilities.3

1.6 Contents of the study

The research was divided into seven additional chapters apart from the framework. The second chapter discussed some of the literature pertaining to the relationship between bank credit and economic growth. The third chapter provided a historical overview of the development of the banking sector in Palestine. In the fourth chapter a review of the theoretical literature was presented and the expected direction of the relationship between each type of credit facilities and GDP were indicated. The fifth chapter provided a brief description for the data used in the analysis and how each variable varies over time. The sixth chapter developed the methodology used to formally test for the causality and the direction of causality between sectoral credits and GDP. Then the researcher presented the results of the analyses in the seventh chapter and finally concluded and provided his recommendations in the eight chapter.
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3 For more details about each of these techniques see chapter 6.
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In this chapter the researcher provided a brief description of the study frame-work. In the next chapter, the researcher discussed number of relevant empirical studies about the impact of credit facilities on GDP, in addition to a brief discussion about the three main hypotheses about the direction of the causality between both of the economic variables, as they were mentioned in the theoretical literature.
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Chapter 2: Impact of credit facilities on economic growth

This chapter discussed number of relevant empirical studies investigating the effect of credit facilities on economic growth in the developing and developed economies. It showed that the credit facilities for productive sectors positively affect GDP, while these for non-productive sectors negatively affect GDP. This went well with the argument of this study. That is, the bank's credits negatively affect the Palestinian GDP, since the greater part of credits goes to the non-productive sectors.

Recently, different studies focused on the impact of credit facilities on economic growth. Among others, Chi-Chi & Anayochukwu (2013) examined the relationship between credit facilities and economic growth in Nigeria covering the period from 1980 to 2011. They applied various statistical techniques such as diagnostic test, unit root test, co-integrated VAR model and causality test. Using the Granger causality test, the study showed that all types of credit facilities did not cause GDP. They found that GDP exerted an influencing factor on them. The estimated VAR’s results
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also supported the results of the Granger causality test, by finding that all of the estimated coefficients are statistically insignificant.

Ananzeh (2016) studied the effect of sectoral credit facilities on GDP in Jordan covering the period from 1993 up to 2014. The researcher used real GDP as the dependent variable, while the independent variables are the credit facilities for agricultural, industrial, constructions, tourism, and credit facilities for all sectors. In order to study this relationship, the study used different econometric tests including, unit root test, co-integration test, vector error correction test (VECM). The granger causality test showed that, there is a positive causality relationship runs from GDP to bank credits for agricultural and constructions sectors. The results also showed that, there is a bidirectional positive causality observed among economic development and bank credit to constructions sector.

Fiaklou et al. (2014) examined the relationship between bank credit facilities and growth of businesses in the greater Accra region of Ghana. The study adopted both qualitative and quantitative methods respectively. They found
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that there is a positive correlation between the bank credit facilities and the growth of business.

Tang (2003) examined the role of bank lending in stimulating economic growth in Malaysia, using annual time series data during the period from 1960 to 1998. The author used the bounds testing approach and the unrestricted error correction model (UECM). The estimated elasticity of bank lending on economic growth is 3.02%. That is, an increase in credit facilities by 1% may result in 3.02% increase in GDP. The study suggested that bank financing to the private sector is necessary for supporting sustainable economic growth in Malaysia.

Using the annual panel data for the period from 2006 to 2012, Korkmaz (2015) studied the impact of bank credits on economic growth and inflation in ten randomly selected European countries.4 The study found that bank credits in these countries affect economic growth positively. The causal relationship between financial development, credit market and economic growth in Greece was examined in 2005 by Dritsaki-Bargiota. Using a time
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4 (Spain, Finland, France, Germany, Greece, Hungary, Italy, Poland, Turkey and United Kingdom).
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series data covering the period from 1988 to 2002, they found that the results of co-integration analysis suggested that there is one co-integrated vector among the functions of stock market, the banking sector development and economic growth. Granger5 causality tests have shown that there is a bidirectional causal relationship between banking sector development, economic growth and a unidirectional causality between economic growth and stock market development, whereas there is no causal relationship between the stock market and banking sector development.

Vazakidis & Adamopoulos (2011) investigated the causal relationship between credit market development and economic growth in UK using a time series data covering the period from 1975 to 2007 using a Vector Error Correction Model (VECM). The results showed that in the short-run an increase in economic growth by 1% leads to increase in bank lending by

.006%. The empirical results showed that there is a unidirectional causal relationship between economic growth and credit market development this relationship runs from the former to the latter, and bidirectional causal relationship between inflation and credit market development in UK.

[image: image4.jpg]" Real estate facilities

M Constructions

1bstoz
eby107
TbyT0T
ebetor
Tbetoz
ebzroz
tbztoz
eb1T0Z
1b1T0Z
ebotoz
1botoz
€b 6007
b 6007
€bgooz
b 800z

1000





5 Granger Causality test, is an econometrics test, that are used to find whether there is a short run causality relationship between independent and dependent variable, without identifying the magnitude and the direction of this relationship.
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It could be seen from the above literature that the credit facilities’ role in the economic growth is different from the developed and developing countries. The developed countries have strong economies based on the industrial activities, which eliminate their dependency on the foreign products and reduce the imports. However, credit facilities play a very important role in fostering the economic growth of these countries because they redirect the saving of their people to finance the investment in the productive sectors. The situation is different in the developing countries, since their economies based on a large consumption base; these countries usually use the credit facilities to finance the imports and other unproductive activities such as, consumption goods and services.

As argued in Chapter 1, the Palestinian case may not be different from the case in the developing nations. Therefore, in the following sections, the researcher investigated the relationship using descriptive analysis and different econometric techniques to discern to what extent the banking credits affect the economic growth, and to explain the results.

The objective of this study was to examine the impact of each type of private sector’s facilities on economic growth in Palestine. Spencer (1977) stated
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that credit implies a promise by one part to pay another for money borrowed or goods and services received. Todaro and Smith (2006) defined economic growth as a constant process by which the productive capacity of the economy increased over time to result in higher levels of output and income.

Many economists showed that the existence of the relationship between finance and growth is unquestionable, what is debatable is the direction of causality between both variables. The expected direction of causality between financial intermediary and economic growth is known as either being a "supply-leading" or a "demand-following" hypothesis. In particular, many economists such as Mckinnon (1973), King and Levine (1993), Neusser and Kugler (1998) and Levine et al.(2000) supported the supply-leading hypothesis which assumes the causal relationship flow from financial intermediary services to economic growth.

Theoretical studies stated that there is a positive relationship between credit facilities and economic growth. Initially, Schumpeter (1934) asserted on the importance of credit facilities in economic growth and supports the "finance lead to growth" hypothesis. Moreover, Goldsmith (1969), McKinnon (1973), and Shaw (1973) believed that financial intermediary positively affect

16

economic growth. Bencivenge and Smith (1991) insisted on the important role of banking sector's development on economic growth by channeling savings into more productive use.

On the other hand, the demand-following hypothesis suggested that the causality runs from economic growth to financial intermediary. Therefore, this hypothesis stated that the higher economic growth leads to more demand for financial services. Among many others, Gurley and Shaw (1967), and Harrison et al. (1999) supported this hypothesis.

Patrick (1966) proposed a new hypothesis called "feedback hypothesis” and suggested two-way causal relationship between financial intermediary and economic growth. This hypothesis stated that a well-developed financial system in a country could lead to economic growth through technological changes, products and services innovation. As a result, an increase in the demand for financial services could stimulate economic growth. Therefore, both financial intermediary and economic growth are positively and mutually dependent and their relationship leads to such feedback causality.

17

In this chapter the researcher viewed the results of some applied researches on the effect of credit facilities on the economic growth in both developed and developing countries. In addition to, viewing how the researcher could benefit from the findings of such studies. The researcher showed how they relate to his study. In the next chapter the researcher followed the development of the banking activities in Palestine during different stages starting from the Ottoman rule before 1917 up to the period of the establishment of the PMA in 1994.

18

Chapter 3: Development of the banking sector in Palestine

The main objective of this chapter was to throw light on the development of banking sector in Palestine. There is limited historical information about this issue due to the unstable political situation in the region and Israeli rule over the West bank and Gaza Strip since 1967.

The banking sector in Palestine passed through several stages of evolution. Each stage has its own political and economical characteristics. The results of two world wars, the establishment of Israel on most of Palestine in 1948 and the occupation of the rest in 1967, affected the activities and the shape of the banking system in Palestine.

3.1 Banking sector in Palestine6

Banking sector development before 1917

Under the Othman rule until 1917, there was no banking system in Palestine. This continued during the early years of British after which Jews immigration
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6 The information in this section is from: Basseiso, F. (1990). "The Arab Economy in Palestine during the British rule (1920-1948)", Palestinian Encyclopedia, Part two - Section one (page 687-692), Beirut.
19

played a very important role in the establishment of banking system in Palestine.

The initial Zionist banking activities in Palestine represented by the establishment of the first branch of the Zionist Financial Corporation in Jaffa which is known as the British-Palestinian Company7. This was established to encourage the Jewish immigration to Palestine. However, when this corporation failed to achieve its target, it turned its interests to the encouragement of Zionist economic activities in the field of commerce, agriculture, and industry. This corporation eventually becomes Bank Leumi Le Israel.

Banking sector under the British mandate 1920-19458

The government of British mandate made important changes and development in the banking system since 1917. With the first banking law in 1921 and 1922, there was a rapid growth in number of banks, because there weren’t any restrictions on the establishment of new banks, and there was a
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7 This corporation was established by the Jewish Colonial Trust after the first Zionist meeting in Basel in 1897.
8 For more detailed analysis see Basseiso. (1990)
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low level of banking supervision. This new policy, combined with the Jewish immigration, led to an increase in the number of operating banks, as shown in table 3.1 below.

Table 3.1 summarizes the banks offices and branches in Palestine through 1920 to 1945. It shows that the number of banks after 1935 has decreased until 1944. This reduction resulted from many reasons. First, the new legislation in 1937. Second, the II World War. Third, the Great depression in 1930s. Fourth, the set-back in the Jewish immigration and the reduction in capital inflow. Finally, the Palestinian revolution in 1936.

Table 3.1: Banking Corporations and Branches in Palestine 1920-1945

	Year
	Head Offices9
	Branches
	Total

	
	
	
	

	1920
	5
	8
	13

	
	
	
	

	1930
	32
	15
	47

	
	
	
	

	1934
	73
	22
	95

	
	
	
	

	1935
	80
	26
	106

	
	
	
	

	1937
	68
	30
	98

	
	
	
	

	1938
	45
	31
	76
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9 This include the small scale establishments involved in the financial activity.
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	1939
	38
	35
	73

	
	
	
	

	1941
	27
	36
	63

	
	
	
	

	1943
	26
	37
	63

	
	
	
	

	1944
	25
	37
	62

	
	
	
	

	1944
	24
	39
	63

	
	
	
	


Source: Besseiso.(1990), The Arab Economy in Palestine under the British rule, Palestinian Encyclopedia.

Banking sector during Egyptian and Jordanian Era (1948-1967) in remaining Palestine (WB & GS)

After the Zionist occupation of Palestine in 1948, West Bank (thereafter, WB) and Gaza Strip (thereafter, GS) were the remaining parts of historical Palestine. WB and GS came under the Jordanian and Egyptian controls respectively until the defeat of the Arab Armies in 1967. Rules and regulations of the Jordanian government had been applied to the banks operating in West Bank, and the official currency there was the Jordanian Dinar. During the same period (1948-1967), the Egyptian rules and regulations had been applied on the banks operating in GS, with Egyptian Pound as an official currency (Abu Shehadeh, 1998).
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Table 3.2 shows the operating banks in WB and GS during the period from 1948 to 1967. In particular, in 1967, there were 12 banks with 32 branches in WB and 7 in GS, Bank of Palestine was the only Palestinian bank.

Table 3.2: Operating Banks in WB&GS during the period 1948-1967

	Banks in GS
	Banks in WB

	
	
	
	

	Bank Name
	Branches No.
	Bank Name
	Branches No.

	
	
	
	

	The Arab Bank Ltd.
	1
	The Arab Bank Ltd.
	6

	
	
	
	

	Bank of Palestine Ltd.
	2
	Cairo - Amman Bank
	5

	
	
	
	

	Arab Land Bank
	1
	Ottoman Bank (Grindlays)
	5

	
	
	
	

	Alex. Bank
	1
	Jordan Ahli Bank
	4

	
	
	
	

	Al-Omah Bank
	1
	Jordan Bank
	3

	
	
	
	

	Agricultural Credit Bank
	1
	Arab Land Bank
	4

	
	
	
	

	
	
	HSBC
	1

	
	
	
	

	
	
	Intra Bank*
	2

	
	
	
	

	
	
	Al-Mashrek Bank
	2

	
	
	
	

	Total
	7
	Total
	32

	
	
	
	


Source: Ashor. (1995), the prospects of the banking system in Palestine, 1995, Page 98-99.

* Al-Mashrek Bank bought Intra Bank after its collapse in October 14, 1966.

Banking sector in Palestine during the period 1967-1993

After the defeat of Arab Armies in 1967, Israel has occupied the rest of the Palestinian regions (WB & GS), and started to issue military orders to
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manage these regions. One of these orders was the military order number

(7) on 07/06/1967 which states that all banks and financial institutions are to close down till further notice. These institutions should not perform any transactions and should not negotiate and make any activities with banks or representatives or any branch abroad. The penalty for disobedience is 15 years imprisonment or a fine of 10,000 lira or both (Abu Shehadeh, 1998).

In 1968 Israeli banks started operation in WB and GS after the military order number (255) on 08/06/1968.10 Table (3.3) shows Israeli banks operating in WB and GS during the period from 1968 up to 1994.

Table 3.3: Israeli Banks in WB & GS from 1967 up to 1994

	Bank Name
	Branches in WB
	Branches in GS

	
	
	

	Leumi Le Israel
	15
	4

	
	
	

	Hapoalim
	4
	3

	
	
	

	Discount
	5
	2

	
	
	

	Barclays(Mercantile Discount)
	1
	-

	
	
	

	Mezrahi
	4
	1
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10 For more information see Saleh. (1986). “Israeli military orders, section one, 3rd edition”.
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	Eidhe
	1
	-

	
	
	

	Total
	30
	10

	
	
	


Source: Ashor. (1995), the prospects of the banking system in Palestine, 1995, Page 120.

The presence of Israeli banks was strong until the Palestinian first intifada in 1987, which forced their closure in all Palestinian cities. In 1981 after a long legal battle, Bank of Palestine (BOP) has been allowed to reopen its branch in Gaza, but it was allowed to operate only in Israeli Shekel, it was prohibited for BOP to open any other branch until 1989. From 1990 to 1992 BOP opened three branches and it was under the supervision of central bank of Israel (Abu Shehadeh, 1998).

There were many attempts to reopen banks in WB, for instance; in 1973 and 1975 the International Monetary Fund (IMF) intervened to reopen the banks’ branches in WB, but this was in vain. In 1986 and after the pressure of Americans, Cairo - Amman Bank was able to reopen its branch in Nablus city, eventually it branched in other Palestinian cities. With the end of 1993 the number of its branches was eight, but it was restricted to operate in any other currency except Israeli Shekel and Jordanian Dinar. It
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was under the supervision of both Central Bank of Israel and Central Bank of Jordan. However, these banks were not able to operate as the existing Israeli banks, because of their weak comparative advantages, limited provided services and the low level of regulatory rules (Odeh, 2005).

Banking System in Palestine from 1994 up to present

As it was noticed from previous discussion, the banking system in Palestine still quantitatively and qualitatively limited up to 1991. After Madrid Peace Conference which was held in 1991, and the signing of the Declaration of Principles (Oslo) on 13th of September, 1993, a new era of banking system in Palestine started. Since this declaration was followed by reopening of the old closed branches and licensing other new banks show interest in channeling the donors' funds to build the Palestinian infrastructures. Many banks were opened in Palestine, the number of banks in 1994 was 8 banks with 34 branches, in 1995 this number increased to reach 14 banks with 57 branches. After this new development in banking system, the Palestinian leadership was aware that there is a need for establishing a regulatory body to control and supervise the banking system in Palestine. This body was
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established, and was named the Palestine Monetary Authority (Abu Shehadeh, 1998).

PMA came into existence after signing the Paris Protocol on 29 April, 1994, which aims to organize the economic relations between Palestine Liberation Organization (PLO) and Israel. Yasser Arafat – who was the President of Palestine National Authority (PNA) and the Chairman of PLO

· decided to establish PMA on 1st of December, 1994 and appointed Dr. Fuad Hamdy Besseiso as the its first Governor (Odeh, 2005).

PMA started its work in Gaza with a huge effort. It suffered from the lack of legal framework and experienced staff. In order to overcome these difficulties, PNA looked to the experience of the international institutions such as, International Monetary Fund (IMF) and the World Bank for advice. Expert staff were recruited from these institutions or provided their help to PMA as well as recruitment of a local staff. Today PMA has a staff of more than 300, and two regional offices - Gaza office in GS and Ramallah office in WB (PMA, 1995).
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Today, the number of licensed banks is 16 with 258 branches. Table 3.4

shows the foreign and national banks operating in Palestine:

Table 3.4: Operating Banks in Palestine in 2015

	
	National Banks
	
	
	Foreign Banks
	

	
	
	
	
	
	

	*
	Bank Name
	**
	*
	Bank Name
	**

	
	
	
	
	
	

	1960
	Bank Of Palestine
	54
	1986
	Cairo-Amman Bank
	21

	
	
	
	
	
	

	1994
	Palestine Commercial Bank****
	7
	1994
	Arab Bank
	27

	
	
	
	
	
	

	1995
	Palestine Investment Bank
	14
	1994
	Bank Of Jordan
	35

	
	
	
	
	
	

	1995
	Al-Quds Bank
	27
	1994
	Egyptian Arab Land Bank
	6

	
	
	
	
	
	

	1996
	Arab Islamic Bank
	12
	1994
	Commercial Bank Of Jordan
	5

	
	
	
	
	
	

	1997
	Palestine Islamic Bank
	19
	1995
	Jordan Ahli Bank
	5

	
	
	
	
	
	

	2006
	The National Bank
	9
	1995
	Housing Bank
	13

	
	
	
	
	
	

	
	
	
	1995
	Jordan Kuwait Bank
	2

	
	
	
	
	
	

	
	
	
	1998
	HSBC
	1

	
	
	
	
	
	

	
	
	
	1995
	Bank Al-Etihad***
	1

	
	
	
	
	
	

	Source: PMA Annual Report, 2014.
	
	
	
	


· Year of establishment or licensing to operate in Palestine.

· Number of Branches in Palestine.

· On 5th of February 2015, The National Bank announced the signing of a Memorandum of Understanding with Bank al Etihad in Jordan, to acquire its assets and liabilities in Palestine.

· On 25th of March 2016, Bank of Palestine announced the agreement of its general assembly to acquire the Palestine Commercial Bank.
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Table 3.5 shows the main indicators of each bank in Palestine as it on 30th

on June, 2015.

Table 3.5: Main indicators of each operating bank in Palestine.

	Bank name
	*
	**
	***
	****
	*****

	
	
	
	
	
	

	Arab Bank
	3,111.37
	2,750.05
	1,413.79
	27.00%
	23.898

	Bank of Palestine
	2,600.68
	2,143.71
	1,230.61
	22.72%
	22.764

	Cairo-Amman Bank
	872.903
	653.299
	319.829
	6.00%
	3.551

	The National Bank
	773.693
	499.569
	377.626
	7.00%
	2.681

	Al-Quds Bank
	732.344
	585.843
	382.973
	7.18%
	4.01

	Palestine Islamic Bank
	621.644
	493.541
	376.266
	7.06%
	5.083

	Arab Islamic Bank
	604.892
	483.195
	291.359
	5.47%
	2.701

	Housing Bank
	598.786
	489.894
	232.871
	4.37%
	4.674

	Bank Of Jordan
	570.434
	485.44
	138.272
	2.59%
	-2.003

	Palestine Investment Bank
	330.359
	206.441
	126.709
	2.38%
	1.115

	Palestine Commercial Bank
	297.27
	190.719
	141.063
	2.65%
	0.57

	Jordan Ahli Bank
	271.079
	192.994
	127.703
	2.40%
	0.975

	Commercial Bank Of Jordan
	195.051
	110.048
	67.561
	1.27%
	0.834

	Egyptian Arab Land Bank
	150.189
	81.748
	87.432
	1.64%
	1.811

	Jordan Kuwait Bank
	122.06
	54.603
	11.937
	0.22%
	0.188

	HSBC
	22.02
	13.054
	5.098
	0.10%
	0.764


Source: Association of Banks in Palestine (ABP). Magazine "banks in Palestine", No. 53.

· Net assets.

· Customers' deposits.

· Net direct credit facilities for private and public sectors.

· Net direct credit facilities as a percentage of these in the whole banking sector.

· Net profits/ losses.

However, nobody can ignore the vital role of the banks in the economy; they are playing an intermediary role, by channeling the money from surplus to deficit units in order to use it as necessary funds for investments. The role of banks have developed historically reflecting new trends in this
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industry, recently the banks become one of the main factors that drive both the national and international business as well. They have three main functions. First, it represents a well-known place to save people deposits, without banks people may face a high risk in protecting their savings. Second, banks redirect the deposits to both individuals and businesses in different types of credit facilities, which represent a major source of the necessary funds for investments. Third, Banks contribute in facilitating the payment system around the world through many payment tools such as, payment cards, transfers.11

This was a brief representation of the banks' role as stated by theory. In Palestine the operating banks attract the customer's deposits, but the question is, up to which extent did the banks success in directing those deposits to the productive activities?

The consolidated budget of the operating banks in Palestine shows that there is an overall improvement of the banking sector's performance since the PMA's restructuring plan in 2006, which result in a significant role in
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11 http://www.investopedia.com/articles/investing/062513/role-commercial-banks-economy.asp.
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this sector's indicators such as, total assets, total deposits, paid in capital, and total facilities. Table 3.6 shows how each of these indicators developed over this period.

Table 3.6: Main indicators of the Banking sector in Palestine (current prices)

	Year
	Assets
	owners’ equity
	Taxable income

	
	
	
	

	2006
	5,522.2
	597.0
	78.7

	
	
	
	

	2007
	6,703.8
	701.6
	91.7

	
	
	
	

	2008
	7,399.2
	853.0
	116.1

	
	
	
	

	2009
	7,876.3
	958.9
	134.2

	
	
	
	

	2010
	8,798.4
	1,092.6
	171.1

	
	
	
	

	2011
	9,337.4
	1,184.5
	163.8

	
	
	
	

	2012
	10,051.9
	1,257.5
	168.5

	
	
	
	

	2013
	11,190.7
	1,359.9
	201.2

	
	
	
	

	2014
	11,815.4
	1,464.0
	196.1

	
	
	
	


Despite of this tangible progress of the indicators, the Palestinian banking sector doesn't play the anticipated role in fostering the economic growth.

After the brief description about the historical development of the banking

activities in Palestine, in the next chapter the researcher discussed the model

that will be used by this study, and build the hypothesis about the expected

direction of the effect of each type of credit facilities.
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Chapter 4: The model and the expected signs

This chapter viewed the model that was used to estimate the impact of each type of credit facilities on GDP. As well as, the researcher discussed the direction of this impact based on the previous theoretical and empirical studies.

The model and the expected signs

In order to achieve the objectives of this study, the researcher proposed the following model:

GDP = C + a1RCF + a2 MMF - a3LFTF - a4 BCSF - a5 CF + a6 OTHs + e

Where:

· GDP: Real Gross domestic product which is the dependent variable.
· RCF: Real estate and constructions facilities, which include facilities for constructions, residential and investment real estate.
· LFTF: Local and foreign trade facilities.
· MMF: Mining and manufacturing facilities.
32

· BCSF: Banking facilities for financial and general services sectors, which include communication, health, education, professionals, and financial services.
· CF: Banking facilities for financing the purchase of personal consumption goods through credit cards and personal loans.
· OTHs: Other facilities in the private sector, which include facilities for Land development for personal and investment, agricultural and food processing, tourism, Hotels, and Restaurants, transportation, Securities purchasing and carrying, in addition to cars and vehicles facilities.
The parameters a1, a2, a3, a4, a5 and a6 measure the impact of each type of credit facilities on GDP.

According to Abou-Zeinab (2013) the role of banks in economic growth isn’t always positive, they may play a negative role in the economy by hindering the economic growth through unproductive loans, the author also mentioned that the impact of bank credits may be; first, creating loans for productive use such as investment in new assets will have positive effect on economic
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growth. Second; the banking loans may be destructive when they are used to finance unproductive activities such as, the purchasing of consumption goods and services, this implies “more money will be chasing the same amount of available goods and services in the market, which will lead to greater demand and price increase”.

Based on above, a1, a2, and a6, are expected to be positive. That is, the increase in each type of RCF, MMF, and OTHs, may result in an increase in GDP. Banking deposits are given as credit to trade industry, agriculture, constructions, and tourism, lead to more production and employment (Stephen and Osagie, 1985),(Ekezie, 1997), (Makinde, 2015), (Oladapo & Adefemi, 2015), (Ogar et al, 2014), and (IISD, 2015).

Makinde (2015) found that banking facilities for real estate and construction activities lead to economic growth. Oladapo & Adefemi (2015), Ogar et al.(2014) found that the credit facilities for the productive activities such as mining and manufacturing positively affect GDP. The international Institute for Sustainable Development (IISD) insists on the role of banks in financing the agricultural activities and which lead to boosting growth in developing
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countries.12 Ojha (2009) also showed that the credit facilities play a very important role in providing the agricultural sector in India with the necessary fund which enable this sector to grow and as a result increasing its contribution in GDP. Ananzeh (2016) found that the credit facilities of tourism play a very important role in fostering the Jordanian economy.

The expected sign of a3 is negative, because providing funds for internal and external trade activities in developing countries may result in expansion of import and contraction in export (Seker, 2011), (Todaro & Smith, 2006), (Oladapo & Adefemi, 2015).

a4 and a5 are expected to be negative, because such facilities are used for consumption and services and don't affect production (Abou-Zeinab, 2013), (Oladapo & Adefemi, 2015).

This chapter showed the three theories about the causality relationship between credit facilities and economic growth. In addition to that, it provided
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12 International Institute for Sustainable Development. (2015), investment in Agriculture, brief policy #3.
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the expected direction of the relationship between each type of private sector's credit facilities and GDP in Palestine. In the next chapter the researcher described the data and followed their development over the period from 2008q1 to 2015q2.

Through the following GDP identity equation, the relationship between each type of the credit facilities and the various economic sectors can be clarified.

Y = C + I + G + NX

From Neoclassical perspective the best case for any economy is to equal the investment with savings (I=S), the investment is meant to be the productive activities such as farming and industry.

Savings is the remaining part of the disposal income after consumption expenditure, when there is a redirect for all savings into investment, there is an optimal state experienced by the economy and there is no leakage.

The disposal income is identified for the Palestinian people with a net income after tax income. This income goes for the consumption or savings, savings are mostly within the banking sector. From the nature of the banks as a financial intermediary, they re-grant these savings to the various economic activities. The best for economy is to grant these savings to the productive
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activities such as industry, agricultural, constructions, tourism, and information technology. The reality is that in Palestine the biggest part of it goes to the consumption, services and trade sectors. That means what was saved previously is used later to finance the purchasing of consumption goods and services and finance the purchasing from abroad which in its turn leads to increase the leakage from the economy, which in it turn leads to promote the dependency of the Palestinian economy to the outside since the Palestinian market doesn’t offer such goods and services. In other words, granting the biggest portion of the facilities for these activities effects on the ability of the local industries to continue because of not having the necessary funds for investment and the absence of demand for these goods.
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Chapter 5: Descriptive data analysis13

In this section the researcher presented a brief description for the historical data about each type of credit facilities and the GDP. In addition to the focus on the components of each type of these facilities and tried to explain the causes of their fluctuations.

Figure 1 shows the trend of real GDP and private sector facilities (PSF) over the period of analysis. In the first quarters the researcher found that both variables move together. However, starting from 2009 q3, there was a significant increase in PSF of over 4 billion USD by the end of 2015q2. On the other hand GDP shows to some degree a constant increase during the same period to reach 1974.8 million USD by the end of 2015q2 comparing with 1291.7 million in 2008q1. The main reason for this increase in PSF is the limit on the placement abroad, which was imposed by the PMA’s instructions number 05/2008.14


13 The source of the data described in this section, is PCBS's quarterly reports about value added in Palestine, and PMA quarterly reports.
14 By the end of August 2009, PMA limits this placement to 55% of the total deposits.
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Figure 1: GDP versus Total private sector facilities (PSF)

By the end of the quarter 2 of 2015 -as shown by figure 2-, each type of credit facilities (RCF, LFTF, MMF, BCSF, CF, OTHs) consisted respectively 22%, 20%, 6%, 10%, 29%, and 13% of total private sector's credit facilities which was 4155.7 million USD. The remaining parts of this section provide a brief description of the development of each type of facilities over the period of analysis.
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Figure 2: Private sector facilities

Real Estate and Constructions Facilities (RCF)

As previously mentioned, RCF consists of constructions, and real estate facilities. RCF has positive trend as it is shown in figure 3.

This sector’s facilities were 143.6 million USD at the end of 2008q1, and continued to grow reaching 893.9 million USD at the end of 2015q2 achieving 522% growth rate. Real estate facilities constitute the main part of RCF as it appears in figure 3, it was 104.2 million USD in 2008q1 and achieves during the period of analysis 524% growth rate to reach 650.7 million USD, and this reflects the increase in real estate building and constructions in Palestine after the second intifada. On the other hand,
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constructions' facilities form a small part of RCF, it was 39.4 million USD by the end of 2008q1 achieving 517% growth rate to reach 243.2 million USD by the end of 2015q2.


Figure 3: Real Estate and Constructions Facilities (RCF); Period: 2008 q1 - 2015 q2.

Local & Foreign Trade Facilities (LFTF)

Figure 4 shows the positive trend that LFTF has shown since q1 of 2008 up to q2 of 2015. In q4 of 2008 this facility was 329.1 million USD, in the same quarter of the next year it was 341.3 USD. The increase continued during the following periods to reach 833.5 million USD by the end 2015 q2. So, this type of facilities grows during the period of analysis by 200.36%. Which
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indicates the increase in the demand for this facility as source of fund for

financing the imports.


Figure 4: Local & Foreign Trade Facilities (LFTF); Period: 2008 q1 - 2015 q2.

Mining and Manufacturing Facilities (MMF)

MMF includes the facilities to finance both mining and manufacturing activities in Palestine. Figure 5 shows that this type of facilities has an increasing trend overtime, but with some fluctuations, the reason for such fluctuations can be explained through the salary interruption15 during 2012 and 2013 by the Israeli restrictions on the clearing returns, which negatively


15 Israel restrict the PA clearing returns, which negatively affect the later ability to pay the employees' salaries in the public sector.
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affect the purchasing power of consumers and discourages the owners of mining and/ or manufacturing to expand their operations because of the resulted reduction in demand. In addition to that, the Israeli wars on GS in 2008, 2012 and 2014 contributed to fluctuations in the demand for this facility because of the destruction caused in the infrastructures and factories.16 17

Figure (5) also shows that manufacturing facilities are the largest component of this, although they are relatively small. In 2008q1 they were 63.1 million USD and continued growing to reach 238.5 million USD by the end of 2015q2. However, mining facilities constitute a small portion of MMF, they were 3.1 million USD at 2009q1 and increased during the following periods to reach 29.5 million USD by the end of 2015q2 reflecting the increase in real estate buildings after the second intifada, since the building stone is a main input in real estate construction.


16 For more information you can see. http://www.palestine-studies.org/sites/default/files/mdf-articles/11353.pdf.
17 The effect of Israeli war on Gaza Strip in 2012. https://paltoday.ps/ar/post/214925.
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Figure 5: Mining and Manufacturing Facilities (MMF); Period: 2008 q1 - 2015 q2.

Business and Consumer Services Facilities (BCSF)

This variable includes facilities that are directed to business and consumer services, as noted above it contains credit facilities for communication, health care, education, professional services, financial services, and public utility services.

As shown in figure 6, the level of these facilities doesn’t show a positive trend during the period of the study, the highest level of such facilities was 458.8 million USD in the q1 of 2011, and the lowest level was 242 million USD in the q4 of 2013. From the q1 of 2014 this facilities start to increase to reach 374.4 million USD in the q4 of 2014 and 433.8 million USD in the q2 of 2015. The shocks in this type of facilities in 2008, 2012 and 2013 can
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be explained by the salary interruption and the resulted reduction in consumer demand, in addition to the destructive effect of Israeli wars on GS.18

Figure 6 also shows the growth trend of BCSF's components. Facilities for communication sector form the largest proportion BCSF, which were 88.2 million USD at 2008q1 and increased during the following period to reach 157.7 million by the end of 2015q2 forming 36% of BCSF. Public utilities services' facilities; such as, electricity, in addition to health care facilities come in the second and third rank forming 10% and 7% of BCSF respectively.

Other BCSF consists of facilities for professionals, financial services' such as, insurance companies and microfinance institutions, in addition to education. It appears from figure 6 that these components together formed the largest proportion of BCSF, but if each type is taken alone it has a relatively small value. These facilities together were 179.4 million USD


18 Palestinian Economic Council for Development & Re-construction (PECDAR), annual economic report. (2012).
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(that is, 61% of BCSF) at 2008q1, by the end of 2015q2 they were 199.9

million (that is, 46% of BCSF).


Figure 6: Business and Consumer Services Facilities (BCSF); Period: 2008 q1 - 2015 q2.

Consumption Facilities (CF)

This type of facilities consists of the facilities granted for personal use (retail facilities) in the form of credit cards and personal consumption loans, it constitutes the largest type of private sector's credit facilities. Figure 7 shows the development of CF during the period of analysis. It can be seen from the figure that this type of facilities shows a relatively constant trend during the period 2008 q3 - 2010 q4, and then it started to
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increase sharply from 2011 q1 up to 2015q2, this can be attributed to the limits on the placement abroad, which increase the banks desire to target the local market rather that foreign one. The overall growth rate of this type of facility from 2008q1 up to 2015q2 is 514%.

Figure 7 also shows that the personal loans constitute the largest part of this type of facilities. It follows the same trend that CF follows during the period of analysis; it was 110.7 million USD in 2010q4 and grows during the following periods to reach 953.1 by the end of 2015q2. It is worth to mention that, there is a large proportion of personal loans are used to purchase cars in order to avoid mortgaging. On the other hand, credit cards form a small portion of CF, it was 29.6 at 2008q1 and grow slowly to reach 55.2 by the end of 2015q2.
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Figure 7: Consumption Facilities (CF); Period: 2008 q1 - 2015 q2.

Other Facilities (OTHS)

This type of facilities consists of banking facilities for agricultural and food processing, tourism, cars/ vehicles purchase and other facilities in the private sector including, small and medium enterprises (SMEs), transportation, and securities purchasing and carrying. Figure 8 shows the development of this variable during the period from 2008q1 up to 2015 q2. It can be seen that this type of facilities was 303.8 at 2008q1 and grow during the following periods to reach 718.7 million, achieving 136.5% rate of growth.
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The largest increase in this type of facilities comes respectively from others (SMEs, transportation, and securities purchasing and carrying), cars/ vehicles, Agricultural, and tourism.

Facilities for SMEs, transportation, and securities purchasing and carrying, were 104.2 million USD at 2008q1, during the following period they keep a positive trend to reach 304.4 million by the end of 2015q2 achieving 192% rate of growth, and forming 42% of these facilities.

Cars and vehicles facilities consist of banking credits that are used to finance the purchasing of personal and business cars and vehicles; in 2015q2 they form 24% of these facilities. These facilities grow during the period of analysis to reach 178.5 million USD by the end of 2015q2 after they were 30.3 million by the end of the same quarter in 2008. As mentioned before, this number doesn't reflect the whole credits that are used to purchase this good, since individuals and/or businesses use the personal loans to do that, this because their desire to avoid the mortgage.

The agricultural and tourism sectors have a small proportion of private sector facilities; they were 77.3, 43.4 million USD at 2008q1 respectively. During the
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following periods the agricultural facilities increase more than the tourism facilities to reach 170.8 million comparing with 64.9 million for tourism by the end of 2015q2.


Figure 8: Other Facilities (OTHS); 2008 q1 - 2015 q2.

After showing how each type of credit facilities and its components developed over the period of analysis. In the next chapter, the researcher provided the theoretical background of each econometrics techniques, which are used in estimating the relationship between the credit facilities and GDP in Palestine.
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Chapter 6: Research Methodology

The objective of the present study was to explore the short-run and long run relationship between GDP, and the different type of sectoral facilities in Palestine. The paper is based on secondary quarterly data collected from Palestinian Central Bureau of Statistics (PCBS) and Palestine Monetary Authority (PMA) covering the period from 2008 q1 - 2015 q2 . The estimation methodologies employed in this study are unit root test, co-integration test, and vector error correction model (VECM).

6.1 Unit root test

The aim of this test was to examine whether the time series of the variables are stationary. Furthermore, the application of non-stationary data directly in the causality tests might create spurious problems. Generally, this is done by the application of Augmented Dickey-Fuller (1979) test and Phillips-Perron (1988) test.

In particular, the researcher used the ADF test, which was represented by the following equation:
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xt   bxt 1  t

Where, t is time or trend variable,εt is a white noise error term. The null hypothesis for unit root test is b=0. If the coefficient is different from zero and statistically significant then the hypothesis of unit root of Xt is rejected.

6.2 Co-integration test

To run the co-integration test the time series data should be stationary at first difference or I (1), and the residuals from regressing the independent variables on the dependent one should be stationary at level or I(0). Once this stationarity has been confirmed for the time series data, the next step is to examine whether there exist a long-run relationship among variables. Two or more variables are said to be co-integrated, if they show long-run equilibrium relationship(s), and they share common trend(s). The original work done by Engle and Granger (1987), Hendry (1986) and Granger (1986) on the co-integration technique identified the existence of a co-integrating relationship as the basis for causality. Causality here, of course implies the presence of feedback from one variable to another. According to this technique, if two variables are co-integrated, causality must exist in at least one direction.
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6.3 Vector Error Correction Model (VECM)

If co-integration has been found between series, it’s known that there exists a long-term equilibrium relationship between variables. Therefore, the researcher applied VECM in order to evaluate the short run properties of the co-integrated series. In case of no co-integration, VECM is no longer required and the researcher directly proceeded to other tests such as; Vector Auto Regression (VAR) model.

6.4 Impulse response function (IRF)

After generating the VECM estimates, the researcher used the impulse response function (IRF). IRF are useful for studying the interactions between variables in a vector autoregressive model. They represent the reactions of the variables to shocks hitting the system. The impulse responses can be obtained from restricted VAR model (VECM) and unrestricted one (VAR).19

After showing the theoretical background the used tests in this study, in the next chapter the researcher showed the empirical results of each tests.


19 Stars .(2013), E-views illustrated, Version 8, 2013. University of California, Santa barbara.
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Chapter 7: Empirical results

This chapter contained from five sections. Each section talked about the empirical results of each econometric test that are used in the estimation of the relationship between each type of credit facilities and economic growth in Palestine. This chapter showed the short and long-run impact of each type of credit facilities on GDP, in addition to estimate the future response of GDP if each type of facilities was increased using the Impulse Response Function (IRF).

7.1 Unit root test

The ADF test was conducted by using Schwarz info criterion technique. The results of this test on variables are presented in table 7.1 and table 7.2, which indicate that all variables are non-stationary at level, but stationary at first difference.

Table 7.1: ADF unit root test (at level), H0: Variable has a unit root

	Variable
	P-Value

	
	

	GDP
	.2345

	
	

	RCF
	.9925

	
	

	LFTF
	.9871

	
	

	MMF
	.3060

	
	

	BCSF
	.5336

	
	

	CF
	.9888

	
	

	OTHS
	.9667
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Table 7.2: ADF unit root test (at 1st difference), H0: Variable has a unit root

	Variable
	P-Value

	
	

	GDP
	.0000

	
	

	RCF
	.0001

	
	

	LFTF
	.0001

	
	

	MMF
	.0060

	
	

	BCSF
	.0010

	
	

	CF
	.0005

	
	

	OTHS
	.0000

	
	


7.2 Optimal lag length

Lag selection criteria told how much lags should be included, for undertaking co-integration and causality testing; it is necessary to examine the optimal lag structure, Optimal lag length included in the model is 1 lag and it is calculated using the Schwartz information criteria, lag means the addition of previous value.

Table 7.3: Lag length selection criteria


VAR Lag Order Selection Criteria

Endogenous variables: GDP RCF MMF LFTF BCSF CF OTHS

Exogenous variables: C

Date: 04/17/16
Time: 21:06

Sample: 2008Q1 2015Q2

Included observations: 28

	Lag
	LogL
	LR
	FPE
	AIC
	SC
	HQ

	0
	-1070.403
	NA
	6.24e+24
	76.95738
	77.29043
	77.05919

	1
	-906.4180
	234.2647*
	1.90e+21*
	68.74414
	71.40855*
	69.55868*

	2
	-853.3674
	49.26130
	3.03e+21
	68.45481*
	73.45058
	69.98207


* indicates lag order selected by the criterion


LR: sequential modified LR test statistic (each test at 5% level)


FPE: Final prediction error


AIC: Akaike information criterion


SC: Schwarz information criterion


HQ: Hannan-Quinn information criterion
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7.3 Johansen co-integration test

Table 7.4 represents the results of maximum Eigen value statistics that indicated number of co-integration models to find out long run relationship. Our first hypothesis (None) indicates that there is no co-integration equation. The result shows that p value (.0013) is less than 5% level of significance. And the max Eigen value (59.12) is more than the critical value (46.23) so the researcher rejected the null hypothesis and accept the alternative one that there is one co-integration equation and there is long term association among the variable in this study.

Our second hypothesis is at most one is accepted because the p value here is 0.0656 = 6.56% which is more than 5%, and here is max Eigen value (39.01) is less than critical value (40.07), so the researcher accepted the null hypothesis that at most one co-integration equation indicate that the variables have long term association.

Table 7.4: co-integration test


Unrestricted Co-integration Rank Test (Maximum Eigen value)

	
	
	
	
	

	
	
	
	
	

	Hypothesized
	Eigen value
	Max-Eigen
	0.05
	Prob.**

	No. of CE(s)
	
	Statistic
	Critical Value
	

	
	
	
	
	

	
	
	
	
	

	None *
	0.878936
	59.12031
	46.23142
	0.0013

	
	
	
	
	

	At most 1
	0.751743
	39.01209
	40.07757
	0.0656

	
	
	
	
	

	At most 2
	0.683217
	32.18708
	33.87687
	0.0784
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	At most 3
	0.530772
	21.18666
	27.58434
	0.2651

	
	
	
	
	


Max-eigenvalue test indicates 1 co-integrating eqn(s) at the 0.05 level * denotes rejection of the hypothesis at the 0.05 level **MacKinnon-Haug-Michelis (1999) p-values

7.4 Vector Error Correction Model's estimates

In the short-run, there may be deviations from equilibrium and the researcher needed to verify whether such disequilibrium converges to the long-run equilibrium or not. Vector Error Correction Model (VECM) can be used to check this short-run dynamics. The estimation of a vector error correction model requires the selection of an appropriate lag length. The number of lags in the model has been determined according to Schwartz Information Criterion (SIC) and the appropriate lag length in this study is 1. The following two sub-sections (7.4.1) and (7.4.2) discuss the impact of credit facilities on GDP in the short and long rune respectively.

7.4.1 Short run estimates

The short run estimates for the impact of each type of private sector's credit facilities is represented as follow:
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D(GDP)
=
-
0.093*D(GDP(-1))
-
0.660*D(RCF(-1))
-
0.477*D(MMF(-1))
+

0.522*D(LFTF(-1)) + 0.294*D(BCSF(-1)) - 0.631*D(CF(-1)) - 0.296*D(OTHS(-1)) +

58.458.

The consumption facilities are divided into two parts: personal loans and credit cards, where the results of the analysis for the short-run (table 7.5) have shown that this type of facilities effects negatively on the Real GDP, and this can be explained from the fact that these loans are given for consumption purposes as finance purchasing furniture, electronics, cars, entertainment and recreation, purchasing directly from abroad, education, treatment and marriage…..etc. In

short-run ( six months according to the current study) in spite of the positive effect which may happen on the merchants’ profits, it leads to the increase demand on such a type of goods which leads to the orientation of the merchants to import from abroad in order to meet this great demand.

Moreover, when the banks offer these facilities they achieve (assuming that the client doesn’t stumble) the promising profit for the long-run (The maximum for this type of loans according to the instructions of the Monetary Authority is 7 years), in exchange for the direct payment of interest on customer deposits that were used in the process of direct grant. In other words, the value added from offering this type of facilities can’t be achieved completely on the short-run.
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While in the long run the achieved value added will be offset by the increase in the imports.

For the merchants, these loans are used to finance part of the sold goods’ value and the other part is on the installment for checks or bills, therefore, the profit or the value added for this merchant can’t be achieved completely in the short-run.

For the consumer, these facilities led to the enrollment of a large number of middle and low income people with the people who demand the entertainment and recreation goods, that lead to the increase of the debt burden on the ones who got these facilities which in turn lead to the decrease of the purchasing power then effect negatively on their ability to get the daily demands and the decrease in their ability to save because great amount of their income goes to pay part of these facilities. Also the orientation of these facilities for this purpose will increase the cost of the alternative opportunity and will lose the opportunity on many of the productive sectors which the banks are not willing to grant because of the high risks. From what the researcher discussed in the chapter five of this study, it can be noticed that the great increase in the credit facilities whether they are quarterly basis or during the period as a whole was not accompanied by the same level of growth in GDP (Abdalkhaleq, 2007), (Law & Singh, 2014), (Hung, 2009).
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However, table 7.5 also shows that the other types of credit facilities in the private sector (RCF, MMF, BCSF, LFTF, OTHs) don't affect the GDP in the short run.

Table 7.5: short run VECM results


Error

D(GDP)

Correction:

-0.61795

CointEq1

[-3.07418]***

-0.09309

D(GDP(-1))

[-0.43815]

-0.66029

D(RCF(-1))

[-1.16755]

-0.47749

D(MMF(-1))

[-0.85783]

0.522390

D(LFTF(-1))

[ 1.25432]

0.293872

D(BCSF(-1))

[ 0.85153]

-0.63137

D(CF(-1))

[-2.61666]*

-0.2956

D(OTHS(-1))

[-0.85867]

58.45802

C

[ 2.83109]
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7.4.2 Long run estimates

The estimated long run relationships can be viewed in the following VECM model:

D(GDP) = - 0.617*[ GDP(-1) - 2.034*RCF(-1) - 1.557*MMF(-1) + 2.718*LFTF(-1) + 0.374*BCSF(-1) + 0.154*CF(-1) - 1.219*OTHS(-1) - 1406.477 ]

The long run relationships can be found by multiplying -.617, which is the ECT, by the coefficients between parentheses [ ]. The results represented the magnitude and the direction of the impact of each type of credit facilities on GDP in the long run. Table 7.6 shows coefficients before and after multiplication.

The error-correction term (ECT = -.617) in the above equation is statistically significant at 1% level and has a negative sign, which confirms that there is a statistically significant long-run equilibrium relation between the GDP and each type of credit facilities. Its relative value (-0.61795) shows the rate of convergence to the equilibrium state per quarter. Precisely, Speed of adjustment

· (1/0.61795 = 1.6), this implies that the shock is adjusted towards the long run equilibrium due to the effect of exogenous variable under study within a half year (1.6 quarter).
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Table 7.6 shows the long run relationship between the GDP and each type of credit facilities, all coefficients are significant at 5% level of significance, except the CF facilities it is significant at 10%.

The banking facilities for real estate and construction sector (RCF) positively affect the Palestinian economy. That is, a one USD increase in credit facilities for this sector will result in 1.26 USD increase in GDP. After the second intifada, there was an increase in demand for real estate which results in motivating the investment in this sector; the investors used the bank facilities as the necessary funds for their investments. As it was mentioned in ch.5, this sector's credit facilities grow from 143.6 in 2008q1 to 893.9 in 2015q2. This sector's prosperity leads to create more job opportunities which results in more demand for labor force. The employees in this sector as a percentage of total employees in the Palestinian economy grow to reach 15.5% by the end of 2015 comparing with 10.7% in 2008. The value added by this sector grows after the second intifada, it was 55.8 million USD in 2008q1, and reached 168.6 million USD in 2015q2. Furthermore, the investment in this sector may result in backward effects on other sectors; such as, increasing the demand for mining and manufacturing output.
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The results also showed that banking facilities for mining and manufacturing sector (MMF) positively affected the economic growth in Palestine. In other words, a one USD increase in these facilities leads to the same amount increase in GDP. This sector is one of the emerging sectors in Palestine. The banking facilities for this sector increased over time, this increase results from the increasing demand for this sector's outputs as important inputs in the real estate and construction activities. The banking facilities for these activities increased the investment in this sector, this increase led to more production and more demand for labor force. This sector's participation in employments increased from 12.3% in 2008 to 13% in 2015. The added value created by this sector was 262.4 million USD in 2015q2 comparing with 226.7 million USD in 2008q1. However, this sector’s participation in the Palestinian economy is relatively small and requires more attention and interest from the Palestinian government.

It appears from table 7.6 that other credit facilities (OTHs) in the private sector (agricultural, tourism, cars/ vehicles purchase, SMEs, transportation, and securities purchasing and carrying) positively affect the economic growth in Palestine. That is, an increase by one USD in these facilities together, may result in .75 USD increase in GDP. Banking facilities play an important role in financing the investment in these sectors, but their effect is not one-to-one, this low magnitude of effect on GDP may be a result of the modest volume of each
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sector facilities as a percentage of total PSF. The Palestinian agricultural sector is small comparing with other sectors. Despite of the sector's productive nature and the job opportunities that may offer, there is a low desire from the operating banks in Palestine to target it, because of the very high risk which results from the effect of fluctuations in the weather conditions and the occupation's practices which negatively affect the agricultural output without the availability of sufficient guarantees, such as the officially registered lands (also its known as Tabo). Furthermore, Israeli control over the borders and the lack of the marketing channels also negatively affect the sufficiency of the agricultural fields as required guarantees for credit facilities.

The banking facilities for tourism grow during the period of analysis, but it still modest comparing with this sector's importance. These facilities were used to build the hotels, restaurants, and tourist resorts which play a very important role in attracting the tourists from all over the world, in addition to creating more job opportunities and as a result increase the value added by this sector. Unfortunately, the Israeli occupation plays a negative role in restricting the growth of this sector by controlling the borders and the archeological areas, in addition to building hotels and restaurants in Jerusalem for the tourists' residency,
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when they come to visit the historical and holly places in WB, such as Bethlehem, Jericho, and Hebron.

Banking facilities for cars and vehicles include the purchasing of cars and vehicles for both personal and business use. It grew during the period of analysis and forming 24% of OTHs by the end of 2015q2. The greater part of these facilities was used to purchase the business cars and vehicles which are necessary tools for any business, and important for doing their daily work. Facilities to purchase cars for personal use form a small portion of these facilities because the "cars financing programs" adopted by the operating banks used the car itself as a guarantee, so individuals prefer to purchase cars through personal loan to avoid mortgage.

Other facilities in the private sector also include those for small and medium enterprises (SMEs), it is important to give more attention to this sector and its role in fostering the economic growth in Palestine, since it forms 95% of the Palestinian enterprises, and provides 80% of the job opportunities in the Palestinian economy. More credit facilities to this sector with lower cost of finance (interest rate) help these enterprises to expand their operations and
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increase their competitive advantages, in addition to the backward and forward effects on other economic sectors.

It appears from the results in table 7.6 that credit facilities for consumption are used negatively affect the economic growth in Palestine. In other words, an increase in CF by one USD leads to reduce GDP by .095 USD. This is because in the long run the increase in consumption result in reduction in savings and weakening any chance to make a productive investment. In addition to that, the large part of these facilities is used to purchase imported goods such as, furniture, electronic and electrical devices, and cars. Unfortunately, in the long run this situation supports the dependency on the foreign product and weakening the national one. These results come in line with other previous studies such as; Abou-Zeinab, (2013) in his research study about the historical role of banks in Denmark.

Local and foreign trade facilities (LFTF) also negatively affect the economic growth in Palestine. That is, a one USD increase in credit facilities for this sector result in GDP reduction by 1.67 USD. The local merchants used these facilities to finance the purchasing of merchandise from abroad, which result in imports’ expansion and more deficits in the Palestinian trade balance, in addition to the bad effects that may result on the national industry.
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Business and consumer service facilities (BCSF) have a negative effect on GDP. That is, an increase in such facilities by one USD may result in a reduction of GDP by .231 USD. As discussed in ch.5, the main component of this type of facilities is the communication’s facilities.

Communication companies in the Palestinian market use the banks’ facilities to finance their purchasing of communication tools and equipment from abroad. In addition to that, the purchasing of equipment that are necessary for the operation of electricity companies and the health care centers are also used to be financed through banks. Insurance and electricity companies also use banks’ loans as the final resort in fulfillment of its obligations and expand their operation, so cost of these loans will result in profit reduction and as a result reduce the value added by these companies.

In other words, this type of facilities used to purchase final product from abroad which increase imports and as a result lead to deficit in the trade balance, so the result is reduction in GDP. Furthermore, in the long run financing the trade activities without fostering and encouraging the national products will result in more dependency on the imports and deepening the trade balance deficit.
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Table 7.6: long run VECM results

	
	Co integrating
	
	
	CointEq1
	
	
	LR Coefficient*
	

	
	Eq:
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	
	GDP(-1)
	1.000000
	
	-0.61795

	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	
	RCF(-1)
	-2.03419
	
	1.257028328

	
	
	
	
	
	
	
	

	
	
	[-8.53896]
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	
	MMF(-1)
	-1.55721
	
	0.962279773

	
	
	
	
	
	
	
	

	
	
	[-5.81275]
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	
	LFTF(-1)
	2.717960
	
	-1.679563382

	
	
	
	
	
	
	
	

	
	
	[ 10.4932]
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	
	BCSF(-1)
	0.373977
	
	-0.231099087

	
	
	
	
	
	
	
	

	
	
	[ 2.70316]
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	
	CF(-1)
	0.154198
	
	-0.095286654

	
	
	
	
	
	
	
	

	
	
	[ 1.52664]
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	
	OTHS(-1)
	-1.21998
	
	0.753886023

	
	
	
	
	
	
	
	

	
	
	[-6.50272]
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	

	
	
	
	
	
	
	
	
	

	
	C
	-1406.48
	
	869.1324622

	
	
	
	
	
	
	
	
	


· Long Run coefficient is (-.61795* Coefficient)
7.5 Impulse Response Function (IRF)

The results in the previous sections were completely different from the results of this section, since the formers used the historical data to estimate the long run
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relationships, while the later estimated what will happen in the level of GDP in the future if each variable is changed.

Figure 9 shows the response of GDP to one standard deviation shocks in each type of credit facilities. The response of GDP to one unit shock in RCF is increasing until 2nd period, and then it decreases to reach zero growth rate in the 4th period. After the 4th period it increases slightly and remains positive during the following periods. The effect of one unit shock in MMF on GDP is increasing after the first period and remaining positive during the following periods.

The response of GDP to one unit shock in OTHs is increasing slightly after the first period reaching its peak in the 3rd period, after that it starts to decrease and becomes negative in the 4th period and it also remains negative during the coming periods. This can be explained through; firstly, the special situation of the agricultural sector in Palestine. In other word this sector's intermediate consumption is very high, that is; the value added by this sector is declining. As well as, there are no supplement services for this sector such as, insurance services, marketing services. So granting more facilities for this sector will result in increasing the costs because of the debt burden. It is also very difficult for this sector to compete the Israeli sector since the occupation control the boarders.
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Secondly, the cars and vehicles' facilities may lead to increase the imports and result in more deficits in the trade balance.

Charts also show the response of GDP to one unit shocks in LFTF, BCSF, and CF. It appears from the charts that the response of GDP for a unit of shock in these facilities is negative after the year of shock and remaining the same in the following periods. The charts also show that the greater negative effect on GDP will be if a unit of shock is made in LFTF.
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Figure (9): IRF's Results
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8. Conclusions and recommendations

8.1 Conclusions

This study investigated the impact of bank lending on GDP in Palestine over the period of 2008 q1 - 2015 q2. Augmented Dickey- fuller (ADF) unit root test confirmed the stationary of all variables at first difference. Vector error correction model (VECM) was used to estimate the short and long run causality relationship between the independent variables and the dependent ones. On the other hand, Impulse Response Function (IRF) was used to know what the future effect on the level of GDP is if each type of credit facilities is increased.

The results showed that, the banking facilities to the productive activities, such as: mining and manufacturing (MMF), real estate and constructions (RCF), and other facility in the private sector (OTHS) have a positive effect on the GDP, since they serve as the necessary funds to such activities, which play an important role in increasing investments, production, and employment. These results come in line with (IMF, 2015), (Abou-Zeinab, 2013), (Makinde, 2015), (Oladapo, 2015), (Ogar et al, 2014), and (IISD, 2015).
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The results of VECM also show that both CF and BCSF have a negative effect on GDP in the long run. This because these facilities used for financing the purchasing of consumption goods and services, and as a result the demand for foreign consumption goods increased, which result in deepening the deficit in the trade balance, and negative side effect on the national products. This result comes in line with what Abou-Zeinab, (2013) found in his research study about the role of banks in Denmark.

The banking facilities to local and foreign trade activities (LFTF) have a negative effect of economic growth, since these facilities were used as a necessary funds to purchase the foreign goods, which increase the dependency to the foreign industries and reducing the demand for national goods and services (Seker, 2011), (Todaro & Smith, 2006).

VECM results showed that the error correction term (ECT) is negative and significant at 1% level of significance (-.61795), which achieved the precondition for the existence of long run causality running from the independent variables to GDP, the magnitude and direction of this causality were identified by the VECM long run output and the final long run coefficient can be found by multiplying the
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coefficient in the first column of this table by the ECT. So column two in table 7.4 shows the long run coefficients of each independent variable after adjustment.

8.2 Recommendations

According to the results obtained through this research, the researcher recommended number of recommendations. These include recommendations for the PMA, to the PA, and for further research:

1. Palestine Monetary Authority (PMA)

Adopting policies that encourage and redirect the lending to the productive sectors and economic activities rather than nonproductive lending. Such as, real estates and construction, mining and manufacturing, tourism, agricultural and land development, and information technology.

2. Palestinian Government

a. In order to grant credit facilities for the productive sector, operating banks required sufficient guarantees. Therefore, Government should facilitate the
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registration of different assets that can be used as a good guarantee, such as, land, buildings … etc.

b. Taking the relevant regulations to protect the national product and increase its competitive advantages from both financial and quality perspective, which will encourage the expansion in national production as a result of growth in demand.

c. Adopting the imports substitution industrialization (ISI) strategy, and focusing their efforts firstly to produce for the local market in order to reduce the imports of foreign goods.

d. Provide the necessary facilities for the productive sectors such as, tax exemption, safe marketing channels, and infrastructures.

3. Further research

a. Studying whether the possibility of adopting the import industrialization strategies (ISI) and what the difficulties that face the application of this strategy in Palestine.

b. Focusing more on the role of banks - as a financial intermediary - in the Palestinian economy, using different methodology including the sensitivity analysis.
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