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1. Executive summary

The main questions behind this study are the following:

•	 Is it possible to state that in Palestinian economy are ongoing financial exclusion and 
credit rationing phenomena?

•	 Is credit rationing measurable? Is it possible to estimate the lending gap (defined as 
the difference between credit supply and credit demand in line with Palestine economic 
fundamentals)?

•	 In which economic sectors is the lending gap more concentrated?

•	 How large is the effect of the lending gap on the Palestinian banking sector and Palestinian 
economy?

•	 Which is a way to effectively reduce the lending gap?

•	 Is it possible to introduce specialized banks in Palestine?

•	 Which features of the Italian cooperative banking experience could be taken as a model 
in the Palestinian banking system?

•	 How can we manage the differences between the Italian and the Palestinian System in an 
economic and cultural perspective?

•	 What would be the legal features of specialized banks in Palestine?

•	 What is the potential effect on Palestinian banking system and economy of the introduction 
of Palestinian Mutual Banks?

This study reveals that both financial exclusion and credit rationing phenomena are currently 
in progress in Palestinian banking sector, suggesting an innovative way to estimate the lending 
gap. Measuring the lending gap and in which economic sectors it is more concentrated is 
the first step to understand what are the needs of Palestinian banking sector and what kind 
of specialized bank could be introduced in order to effectively fill them. A possible model for 
“specialized bank”, the Palestinian Mutual Banks, is here proposed.

Evidence of financial exclusion in Palestine is taken from three indicators: account penetration 
(total and among 40 per cent poorest adults), activity in financial institutions accounts in 
terms of withdrawals and deposits, savings during the past year. Account penetration is 
given from the per centage of adults having an account, which is an entry point into the 
formal financial system. In West Bank and Gaza it is 24.2% of adults, less than one half of 
the rest of the world and the lowest among all the other countries of Middle East (with the 
exception of Yemen and Syrian Arabic Republic, which is not comparable because the data is 
referred to 2011), with a slower rate of change (24.8% compared with 30.8% on average for 
the Middle East countries). Going to the other two financial exclusion indicators, if activity in 
West Bank and Gaza financial institutions seems to be in line with the average of Middle East 
(65.0% against 64.6% for withdrawals and 63.9% against 61.5% for deposits), the per centage 
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of adults saving any money during the past year is significantly smaller: 22.9% compared 
with 56.5% of the rest of the World (again less than one half) and 30.5% of the average of the 
Middle East countries. 

Lending gap is estimated as the difference between equilibrium credit supply and credit 
demand, if negative (if positive it could be considered a credit excess). Based on available 
data on loans, GDP, banking interest rates during the period going from March 1996 to 
December 2014, we can conclude that:

1. The average estimated lending gap is 81.3 million dollars per year (770.4 million dollars 
over the whole time sample from September 2005 to December 2014). 

2. Lending gap weights for 0.9% of total loans (15.1% the cumulative weight over a decade) 
and 1.4% of GDP (-25.9% the cumulative weight over a decade). 

3. Lending gap reduction is a big issue for Palestinian economy: dropping to zero the lending 
gap to loans ratio would lead to a negative effect on real banking interest rates on loans 
(-0.02% per quarter) and to a positive effect on GDP (+0.46% per quarter).

4. Lending gap for agriculture is 3.3 million dollars on average per year (30.9 million 
dollars over the whole time sample from September 2005 to December 2014) weighting 
on average 3.4% over loans to agriculture (39.6% the cumulative weight). The one for 
manufacturing is 17.3 million dollars (159.8 million dollars over the whole time sample 
from September 2005 to December 2014), weighting 3.2% over loans to manufacturing 
(29.7% the cumulative weight). 

5. Lending gap is bigger for small and medium enterprises and within rural areas. Comparing 
credit by sector to total credit ratio with lending gap by sector to total lending gap, the 
latter is significantly higher for agriculture and manufacturing (respectively 5.6% versus 
1.5% and 13.6% versus 7.7%). 

6. The introduction of specialized banks focused on SMEs and mainly operating within rural 
areas would be highly effective for Palestine economy. Palestinian Mutual Banks may 
boost GDP with a potential impact of +0.3% on average per year.
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This part of the study sheds the light on the current Palestinian economic environment as 
well as the banking system.

In Palestine (hereafter also PA) the GDP growth shows erratic trends from 2004 to 2015 
reached to $1974. 8 million as in Table 1.1. In Q2/2015 the real growth in the GDP in PA 
showed significant increase of 2.1% compared with 2014. The real growth of 2014 was -0.40 
due to the deterioration in Gaza economic indicators. The economic performance in Gaza fell 
sharply by 15.2 per cent as opposed to a growth of 5.6 per cent in 2013, bringing real GDP 
down to around USD 1,706.5 million in 2014. However, West Bank (Hereafter WB), economic 
activity witnessed notable growth climbing to 5.1 per cent from 1.0 per cent in 2013. Analysis 
of consumer price index as shown in Table 2.1, denominated in NIS, revealed a timid increase 
in price levels in Palestine during 2015, by which inflation rate stood, as in the previous year, 
at about 2.3 per cent.

2.1 Introduction of the context

2.1.1 GDP Growth and Inflation rate in Palestine

Year GDP Growth Inflation rate
1996 1.2%  
1997 14.7% 7.6%
1998 14.3% 5.6%
1999 8.3% 5.5%
2000 -8.6% 2.8%
2001 -9.3% 1.2%
2002 -12.5% 5.7%
2003 14.0% 4.4%
2004 10.3%  
2005 10.8% 7.2%
2006 -3.9% 3.8%
2007 6.6% 1.9%
2008 6.1% 9.9%
2009 8.7% 2.8%
2010 8.1% 3.7%
2011 12.4% 2.9%
2012 6.3% 2.8%
2013 2.2% 1.7%
2014 -0.4% 1.7%
2015 2.1% 2.3%

Table 2.1. GDP Growth and Inflation rate in Palestine from 1996 to 2015

Source: Calculated by the research on the data available by PMA and PCBS

2. The context of Palestinian economy and Banking system as 2015
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The ongoing inflation rate decline over the past years has come as a result of the decrease 
in the cost of imports and falling global prices of certain goods, especially of food, which 
has the largest weight in the PA consumer basket. It has also come as a result of weak local 
demand in view of the growing political and economic uncertainty. In addition, the decrease 
in interest rate to Dollar has influential impact on local inflation rate.

The Figure 2.1 shows a lack of economic predictability which can be largely attributed to 
factors associated with the Israeli occupation and instability of socio-economic environment.

The inflation rate as shown in Figure 2.2 which is calculated on the changes of CPI keeps 
diminishing from 2008 to the current time due to the Palestinian economic instability and the 
presence of world financial crisis has a large influence on PA economic.

The inflation rate was recorded at about 2.3 per cent in Q2/2015 and averaged 3.82 per cent 
from 1998 until 2015, reaching an all-time high of 15.08 per cent in July of 2008 and a record 
low of -0.08 per cent in February of 2001.

Figure 2.1. GDP Growth from 1995 to 2014

Figure 2.2. Inflation rate from 1995 to 2015
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Figure 2.3 shows that the PA economy is dominated by the services sector by total about 70% 
of the GDP. During 2014, service activities have contributed around 31.3 per cent of real GDP, 
while productive sectors collectively contributed 30 per cent (7 per cent for agriculture, 16 
per cent for industry, 7 per cent for construction).

The economic data reveals a clear discrepancy in the sectoral contribution to growth rates 
between 1995 and 2014, particularly for the activities of industry, construction and transport 
and storage services, which diverged from a positive contribution to growth in 2013 to a 
negative one in 2014. Meanwhile, the contribution of services in GDP in 2014 picked up (from 
1.1 points to 1.3 points) as well as the contribution of net indirect taxes (from 0.1 points 
to 3.0 points), while the contribution of agriculture stood, as in 2013, at -0.4 per cent. The 
cause behind this shift in the activities of industry, construction and transport was the sharp 
downturn in the performance of these activities in Gaza as a result of the ongoing siege and 
the recent Israeli aggression.

2.1.2 Sectoral Analysis

Figure 2.3. Per centage contribution of economic activities in GDP at current prices

Figure 2.4. Historical contribution of economic activities in GDP at current prices
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In contrast, the economic data shows a hike in consumption expenditures (private and 
public) by around $1.6 billion in 2014 recording a 10 % increase from 2013. This increase in 
expenditure on final consumption has helped mitigate the severity of the decline in aggregate 
demand.

Figure 2.6. Total consumption in million USD from 1995 to 2014

Figure 2.5 shows that the Trade balance deficit (exports – imports) increased by about 15% 
per cent in 2014 compared to about 7 per cent deficit in 2013. The trade balance deficit as a 
share of GDP witnessed a rise during 2014 to around 39.3 per cent compared to 36.5 per cent  
in 2013, as a result of the disparity in the deficit  positions of both the West Bank and Gaza.

2.1.3 Trade Deficit, Consumption and Investment

Figure 2.5. Trade balance deficit and trade balance deficit to the GDP
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The Palestinian economy is suffering from the severe increasing in unemployment rate 
recording about 27% in 2014. In general this decline is attributed to the current political 
situation in Gaza, which put further stress on an already struggling Palestinian economy. At 
2014, unemployment in Gaza reached 44 per cent, the highest level on record. The economic 
well-being of Palestinians living in Gaza was worse today than two decades ago.

2.1.4 Unemployment

Figure 2.7. Unemployment rate (%) from 1995 to 2014

Financial inclusion prompted the attention of many academic researches and technical 
studies throughout the world. In the context of developing countries including the Arab world, 
the main problem of the accessibility of financial services at a reasonable cost.  Financial 
inclusion can be measured by banking penetration, banking branches per individuals, 
ATMs per individual, and POS (Malik & Yadav, 2014; Kumar & Mohanty, 2011; Gandhi, 
2013; Demirguc-Kunt & Leora, 2012; World Bank, 2013). In addition, the financial inclusion 
considers the policies and procedures suggested by the central bank to motivate banks 
and financial institutions to facilitate the accessibility of financial resources and to spread 
the knowledge of financial literacy. In recent years and in response to the development of 
banking system, hence the financial inclusion, the PMA took the following steps: 

•	 The PMA and the Palestine Capital Market Authority (PCMA) established the National 
Financial Inclusion Strategy in Palestine, in collaboration with all stakeholders and 
within a clear and well-developed plan based on the main principles for enhancing 
financial inclusion endorsed by the G20, the World Bank and the AFI as well as the OECD 
Principles on National Strategy for Financial Education.

•	 To enable the population to obtain banking products and services at an acceptable and 
affordable cost, the PMA issued many instructions on that point, hereafter described:

•	 The PMA launched a campaign entitled “Primary Bank Account for Each Citizen” (PMA, 
annual report, 2012).

2.2 Financial Inclusion and Existing Institutions
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Wang et al (2015) introduces different proxies for financial inclusion in PA as explained in 
the table relative to other regional countries. The table below show that the majority of 
financial inclusion indicators is underperformed on the case of Palestine relative to Jordan 
and Lebanon. This result is attributed to the lack of political and economic stability, leading 
to the reluctance of individuals and institutions to borrow or utilize funding sources. In 
addition, the presence of informal economy as well as the siege on Gaza Strip discourages 
people to deal with formal financial institutions. 

•	 Depositors are protected, financial stability maintained, and economic growth promoted 
via the establishment of the Palestinian Deposit Insurance Corporation (PDIC) by the 
government on 29th May 2013, which became operational on 26th Sep 2013, covering 
93% of the depositors in the banking system.

•	 The PMA launched instruction in ATM service in order to ensure the safety of the 
procedures in electronic dealings.

•	 Implementation of the International Bank Account Number (IBAN).

•	 Establishment of payments system oversight unit.

•	 As part of its continuous updating of Credit Information Bureau systems, the PMA in 
2013 completed arrangements for the first phase of the standardization of the credit 
information systems within a single automated platform.

•	 Reinforcing business continuity procedures.

•	 Introducing the measure of financial stability by 2013.

As a result, the contribution of PMA and the banks improve the delivery and quality of financial 
services offered to the clients. Consequently, the number of ATMs increased by 12.2 per 
cent in 2013, compared to the previous year, while the number of bank cards increased by 
8.5 per cent.  Likewise, the number of electronic points of sale (POS) rose by 18.4 per cent 
for the same period, and the number of credit cards by 10.7 per cent, promoting the use of 
electronic payment instruments. As a result, the money circulation velocity would increase 
and economic growth would rise, thus enhancing overall financial stability (PMA, annual 
report, 2013).

Table 2.2. Improving banking services, 2009-2013

2009 2010 2011 2012 2013

ATM machines 305 335 378 435 488

ATM cards 68,185 71,684 101,728 122,379 132,758

Points of sale 1,745 2,314 3,658 3,926 4,646

Debit cards 285,228 308,962 354,352 410,536 408,636

Credit cards 29,082 37,374 47,046 56,835 62,931
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This result is in line with the World Bank report, 2014 that the financial inclusion indicator 
for Palestine is around 24%, which is less than other countries in the region in exception of 
Yemen.

Table 2.3. Comparative in financial inclusion indicators between Palestine, Jordan and Lebanon

Indicators Palestine 
(2014)

Jordan 
(2013)

Lebanon 
(2013)

No. Banks 17 26 73

Individuals per Branch 17,844 7,957 5,000

Individuals per ATM 8,733 4,851 2,947

No. POS 5,280 28,200 30,517

% population has accounted in a formal financial institution 62 % 25.47 % 37.02%

Deposits/GDP 61.13 % 106 % 307.25 %

No. Money Exchanger, Insurance Co., MIFs 24 % 51.6 242 %

No. Bank’s Employees 5,379 18,423 23,136

Stock Market Capitalization as % of GDP 25.65 % 76.36 % 25.45 %

Source: Wang et al (2015)

According to the report of the Association of Banks in Palestine in 2014, there are 17 licensed 
banks by end 2014, of which 7 were local and 10 were foreign banks (8 Jordanian, one Egyptian 
and other foreign). The banks operated through a network of branches and offices spread 
across different regions, constituting related to foreign banks.

2.2.1 Palestinian Banks

Figure 2.8. Local and foreign banks in Palestine

There are 15 commercial banks and 2 Islamic Banks employing about 5,764 employees. The 
table below shows the financial criteria of the banking sector. Table 1.4 below shows that 
the credit facilities relative to deposit are 54% shows lower employment for credit facilities.  

Banks Branches
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Figure 2.9. Credit facilities by currency as a percentage of total facilities

Figure 2.9 below shows the per centage of credit facilities provided by commercial banks. 
The chart shows that the large portion of the credit facilities is in USD which is about 58% 
of the overall credit portfolio in 2014. The credit in NIS is highly fluctuated and reached to 
the peak in 2012-2013 by about 31%. For the JD, the credit is diminishing over time moving 
around 11.9% of the total credit portfolio in 2014.

Table 2.4. Banking  indicators as in 2014

Financial indicators as in 2014 In USD

Net Assets 11,535,543,451

Customers' Deposits 8,934,524,991

Net Direct Credit Facilities 4,818,454,630

Owners Equity 1,464,037,133

Net Profit 145,712,474

Saving Accounts 2,837,296,791

Current Account 3,505,693,647

Term Deposit 2,591,534,551

ATM Cards 163,074

Credit Cards 70,029

Debit Cards 419,676

Considering the history of credit facilities, the loan-to-deposit (LTD) ratio increased from 31 
per cent in 2008 to 55 per cent in 2014 indicating that the rapid extension of loans did not 
always go hand in hand with the growth in deposits. At the same time, private credit has not 
exceeded 20 per cent of total credit in any sector, an ad hoc concentration threshold set by 
the PMA as indicative of emerging vulnerabilities.

The return on equity is around 10%, suggesting higher banking profitability. The number of 
cards issued by different banks is considered as a measure of financial conclusion which will 
be discussed later in this section.
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Figure 2.10 shows that the West Bank dominate the market of deposit by around $7.9 Billion 
relative to Gaza $994.1 million. The total deposit of 2014 is around $8.9 Billion with positive 
function with time.

The figure shows the capital of Palestinian banks is growing positively peaked about $1.5 
Billion in 2013-2014.

Figure 2.10. The total amount of deposits in Million USD as in 1995-2014

Figure 2.11. Capital in Million USD as in 1995-2014
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Figure 2.12 shows that the private sector share of total credit 69.3 per cent in 2013 compared 
to 30.7 per cent to the public sector.

Figure 2.13 shows that the general trade, construction and consumption sectors experience 
a dramatic increase from 2009 to 2014. Particular credit is concentrated in the West Bank 
and in three economic sectors. Eighty-four per cent of private credit is extended in the West 
Bank and only 16 per cent in Gaza. Credit is also concentrated in construction, trade, and, 
consumption. Loans to these three sectors account for almost 70 per cent of domestic credit 
and 20 per cent of GDP.  Figure 2.13 shows that the sectors of manufacturing, agriculture 
and tourist have little attention by banks.

Figure 2.12. Credit portfolio by sector

Figure 2.13. Credit distribution by economic sector 1995-2014
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 Credit granted by a bank to SMES by 2013 Default%

Sector Number Value (million) % share Number Value

Construction 669 55 8.7 4.2 10.5

Commerce 5,082 362 57.4 48.4 61.5

Industry 699 52 8.2 7.8 6.3

Agriculture 309 24 3.8 5.8 1.8

Public administrations 1,789 58 9.2 10.1 4.2

Public sector 52 5 0.8 1.6 0.1

Financial sector 51 3 0 0.8 3.6

Personal & consumption 1,780 48 7.6 19.3 9.4

Tourism 260 24 3.8 2.1 2.7

Total 10691 631 100 100 100

According to financial stability report (2014) by end 2013, bank facilities granted to SMEs 
numbered 10,691 valued at USD 631 million, of which used facilities amounted to USD 491 
million, constituting around 11 per cent of total bank facilities. It is worth noting that bank 
credit is the main source of funding for SMEs. Thus, in 2013, bank facilities constituted 
around 88.3 per cent of total facilities extended to these enterprises, while specialized 
lending institutions funded  the remaining facilities. The highest default ratio was recorded 
in the trade sector at 61.5 per cent of total NPLs of SMEs, followed by construction and real-
estate sector at 10.5 per cent, and consumption and personal loans at 9.4 per cent.

Table 2.5. Credit granted by bank to SMES by sector

The interest rate spread as in Figure 2.14 is calculated based on the difference between the 
interest on credit and the interest on the deposit. Figure 2.14 shows that the spread for USD is 
smaller and for NIS is larger. Therefore, the portfolio of credit in USD is dominated other currency.

Figure 2.14. The interest rate spread
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Basel III uses the gap between the credit-to-GDP ratio and its long-term trend as a guide 
for setting countercyclical capital buffers.  The credit-to-GDP gap (“credit gap”) is defined 
as the difference between the credit-to-GDP ratio and its long-term trend. Borio and Lowe 
(2002, 2004) first documented its property as a very useful early warning indicator (EWI) for 
banking crises. Their finding has been subsequently confirmed for a broad array of countries 
and a long time span that includes the most recent crisis. 

The main objective of this measure is to protect the banks from the effects of the financial 
cycle (BCBS, 2010). The idea is to boost capital in periods when aggregate vulnerabilities 
are building up. Buffers accumulated in good times can then be released (ie used up) in bad 
times, helping to absorb losses. 

It is noted that the Palestinian private sector’s credit gap1 has constantly fallen below 
the 2 per cent barrier over the period from end-2007 to end-2013. This implies that the 
Palestinian banking system has been spared exposure to risks associated with the growth of 
credit granted to the private sector over that period. The second quarter in 2014 experienced 
increase in credit gap above 2 per cent due to the last war on Gaza, 2014. The credit facilities 
increased by about 12 % in particular for the Gaza Strip. The PMA motivated banks to delay 
the due loans installment for six months with no interest or commission. In addition, the 
PMA took many steps to alleviate the impact of war on banking system including arrange 
for emergent meetings, provide liquidity, assign spokesperson for each bank.. Etc. The 
fluctuation of the credit gap from 2000 and 2015 reflect the stable/instable socio-economic-
political situation in Palestine.

Figure 2.15. Credit Gap in Palestinian private sector 2000-2015

2.2.2 Credit gap of the Palestinian banking sector

Source: Calculated by the researcher based on data of PCBS

1 The researcher estimate the credit gap based on the ratio of credit growth to the nominal GDP using the Hedrick-Prescott Filter method, 
where λ = 400,000, as per Basel III recommendation.
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Specialized lending institutions are subject to PMA’s oversight and supervision since 2011, 
pursuant to the provisions of Regulation No. (132) for that year, which extended the licensing 
and supervisory remit of the PMA to specialized lending institutions, with the intention 
to maintain the soundness of their operation, enhance efficiency and competence while 
preserving financial stability and securing a positive contribution to sustainable economic 
development.

By the end of 2014, five specialized lending institutions obtained final licensing from the 
PMA2. The number of beneficiaries of granting loans was about 45,152 with an outstanding 
loan total value of about USD 97.0 million and an average value per loan of USD 2,148.3. These 
loans spread across diverse economic activities and sectors, depending on the institution’s 
goals and scope of work (Annual Report of PMA, 2014). The overall objectives of specialized 
lending institutions are:

•	 Maintaining balance between the sustainability of microfinance programs and the 
possibility to focus on poor service.

•	 Supporting and promoting microfinance projects.

•	 Providing liquidity for small and microfinance projects.

•	 Providing lending opportunities for small and microfinance projects.

The main focus of specialized lending in Palestine is on micro, small and medium enterprise 
(MSME) which has been growing strongly over the last years and is currently reaching an 
important milestone. MSME contributes about 55% of the GDP, as well as representing 91% of 
the total existing firms in Palestine (PMA, annual report, 2013). With the aim of strengthening 
the role of these enterprises in the process of economic growth and to highlight the financial 
needs and ways of providing these financial needs, the PMA hosted an international banking 
conference entitled “Empowering Small and Medium Enterprises in Palestine through 
Enhancing Access to Finance”.

The objective of this conference was to increase interest in these enterprises and to overcome 
obstacles in order to obtain the appropriate sources of funding.

The providers of MSME are not only limited to a specialized lending institution, but also 
Microfinance Institutions and Commercial Banks provide small loans.

The microfinance institution (MFIs) includes 6 member institutions, operate under different 
legal forms: UNRWA (a UN Agency), RYADA (International NGO), ACAD, and ASALA (lending-
only Palestinian NGOs), FATEN and REEF (non-profit company). 

As to the commercial banks, three provide MSMEs access to finance: Bank of Palestine, Al-
Quds Bank and the National Bank. Banks have competitive advantages over MFIs, because 
they are authorized to collect deposits, lowering their cost of capital in comparison to MFIs. 
MFIs focus on microenterprises, while providing some small enterprise loans.

2.2.3 Specialized Lending institution

2 There are six specialize lending institution working on the field of MSME, of them 5 licensed as private institution from PMA.
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Institution Portfolio overview and market share in USD million

CHF/Ryada 15.62 

FATEN 45.30 

ASALA 4.68 

REEF Financing 8.58 

ACAD 4.92 

UNRWA MFD 13.27 

Al-Quds Bank 76.68 

Bank of Palestine 5.20 

Total 174.25 

The six MFIs make their loans uniquely to MSMEs, with their loan portfolio focused on 
business loans to microenterprises. The largest total credit portfolio of 45 Million USD has 
been reported by FATEN. The portfolio of CHF/Ryada, ASALA, REEF Financing, ACAD and 
UNRWA is 3 to 10 times smaller as shown in the Table 1.6.

The Al-Quds Bank MSME loans constitute 13 per cent of its entire lending portfolio. The 
associated loan volumes are greater amount than an entire FATEN loan portfolio, the largest 
MFI. The Palestine Bank’s MSME portfolio is comparable with ASALA’s, the smallest MFI. 

MSME loan portfolio data are the basis to produce the following graphic of market share graph.

About 53% and 47% of the MSMEs were funded by MFIs or Specialized lending institution 
and commercial banks, respectively as shown in the figure below.

Table 2.6. The Portfolio OF MSME overview and market share in USD million

Figure 2.16. Portfolio of MSME
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The sectoral distribution of MSMEs show that the real estate sector is the largest share of 
30.1 per cent of the total value of granted loans, followed by the trade sector with 22.0 per 
cent, then agriculture sector with 14.0 per cent, then consumption sector by 12.9 per cent, 
then industry with 10.9 per cent, services and public facilities with 9.5 per cent, and finally 
tourism sector with 0.6 per cent during 2014.

The figure shows that FATEN dominates the market of MSME by around 45% of the market 
share. CHF represents 15% of the market share.

Recent studies and reports on the MSMEs in Palestine concludes the following challenges: 

•	 MSMEs in Palestine are reluctant to seek credit to fund their businesses due to the high 
interest rate.

•	 MSMEs prefer to stay informal or the wish not to pay taxes.

Figure 2.17. Sectoral distribution of specialized lending

Figure 2.17. Distribution of MSME based on  specialized lending

Source: ICON-INSTITUTE GmbH & KG Consulting Gruppe (2014)

Source: ICON-INSTITUTE GmbH & KG Consulting Gruppe (2014)

Portfolio overview and market share in million
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Faten was established in March 1999; Faten provides programs for lending that are represented by:

•	 Individual loan program (first stage). (1000$-3000$).

•	 Individual loan program (second stage). (1000$-3000$).

•	 Family loans program (1000$- 1500$).

•	 Consumer Loan Program (100$-1000$).

•	 Improve housing loan program (1000$-1500$).

•	 Computer loan program (100$-2000$).

•	 Murabaha lending program.

•	 Faten staff loan program (25000$).

•	 NGO staff loan program.

•	 Rapid loan program (700$- 50% from the amount of loan).

•	 Consulting and technical assistance program.

Asala was established in 1997 as women’s projects center; Asala was registered as Palestinian 
civil independent non-profit institution. Asala provides four types of programs for lending:

1. Tiny micro lending program and it’s divided into:

•	 Syndicated loans (200$-1500$).

•	 Individual micro- loans 

2. Micro lending program.

3. Islamic Murabaha lending system.

4. Training for borrowers.

2.2.4 Palestinian Institution for Lending and Development “Faten”

2.2.5 Palestinian Businesswomen’s Association “Asala”

•	 The importance of religious context (Riba) for about 49% of the MSMEs  have a preference 
for Islamic products.

•	 The inability of banks to access information on MSMEs from the Ministry of National 
Economy with regard to enterprise registration and authorized signers.

•	 The inability of banks to inquire about deferred checks drawn on customer accounts and 
presented for collection by other banks.
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A Gaza lending program for the Women’s was established in 1995 in collaboration with 
ANERA with capital of USD 1,000,000 m.

ANERA depends on two types of programs that include:

•	 Indirect  individual lending. (1000$- 5000$)

•	 Direct lending (600$-1000$).

2.2.6 A Gaza lending program for the Women’s Association of Culture and Free
          Thought Foundation “ANERA”

A reef institution for finance is a nonprofit Palestinian organization  that was established in 
2007. The reef provides sustainable and diverse financial services for small projects in rural 
areas and Reef also serves  needy categories from the farmer. The main goal for Reef is to 
satisfy the financial needs of the rural sector to increase income and raise the standard of 
living for those categories. Reef institution intends to establish the first Palestinian rural 
bank. Reef focuses on financing feasible  small and medium-sized projects. Reef institution 
has some economic goals that include:

1. Encouraging feasible and purposive investment. 

2. Increasing productivity through financing small and medium size projects, to  increase 
dependence on local production, decrease unemployment rate and create job 
opportunities.

3. Supporting projects that are located outside Palestinian cities.

4. Participating in activating  the role of women and their contribution to the economic and 
social filed through encouraging and supporting the projects they manage and own.

CHF was established in 1995 as one of the most important specialized programs in the 
field of providing housing and development loans. CHF seeks to occupy a leading position 
through its loans programs and financial services that seeks to achieve the advancement of 
Palestinian society. CHF aims to satisfy the needs of the society and to improve its standard 
of living. CHF provides four types of loans:

•	 Housing improvement loans; that has a ceiling of 20,000$. Repayment period reaches 60 
months and the interest is not deducted in advance.

•	 The development of small business loans; has a ceiling of  20,000$ and the maximum  
period to repay the loan is 60 months. In addition, the interest is not deducted in advance.

•	 Young business loans; the amount of the loan ranges from 1,000$ to 5,000$. The maximum 
period to repay the loan is 36 months and interest is not deducted in advance. 

2.2.7 Reef Institution for Finance

2.2.8 Ryada- CHF
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ACAD is microfinance institution that was established to encourage small entrepreneurship 
bossiness that are managed by low income people. ACAD provides financial services for 
rural areas that suffer from high rates of poverty in the Palestinian territories. The main 
functions of ACAD are:

1. Promoting   employment projects and achieving self-sufficiency in the rural and urban 
poor communities and for low-income people.

2. Expanding the geographical reach for financial resources.

3. Providing help for needy producers in lending markets through providing them with 
credit.

4. Enabling poor communities.

2.2.9 Arab Center for Agricultural Development “ACAD”

•	 Consumer loans; the ceiling of the loan is 3,000$ and the maximum period to repay the 
loan is 12 months.

The issue of financial exclusion is here analyzed from a saving perspective, in particular 
related to:

1) account penetration,

2) activity in financial institutions accounts,

3) savings.

Credit rationing will be investigated in Chapter 3.

Account ownership is defined (in line with 2014 Global Findex database, see Demirguc-Kunt 
et alii, 2014) as having an account either at a financial institution (bank or another type 
of financial institution, such as a credit union, cooperative, or microfinance institution) or 
through a mobile money provider (mobile phone–based services used to pay bills or to send 
or receive money3), only for those mobile services that can be used without an account at a 
financial institution. Worldwide, 61.5 per cent of adults have an account. For most of them, 
owning an account provides an entry point into the formal financial system, making easier 
and often more affordable to pay bills, to receive payments, to send or receive remittances, 
and also offering a safe place to store money and so can encourage saving. In Palestine 
(West Bank and Gaza), only 24.2% of adults have an account, significantly less than one half 
of the rest of the world.

2.3 Financial exclusion

3 To identify people with a mobile money account, the 2014 Global Findex survey asked respondents about their use of specific services that 
are available in their country—such as M-PESA, MTN Mobile Money, Airtel Money, or Orange Money—and included in the GSM Association’s 
Mobile Money for the Unbanked (GSMA MMU) database.
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Source: World Bank, Global Findex Database

Source: World Bank, Global Findex Database

Figure 2.19. Account penetration – World

Figure 2.20. Account penetration – Middle East

If compared with the Middle East, account penetration is 10.0% higher, but this difference 
is mainly driven from Yemen (6.4%). All the other countries have an account penetration 
bigger than Palestine, excepted Syrian Arabic Republic (not comparable because the data is 
referred to 2011) and Jordan (24.6%, approximately as in Palestine). The Palestinian account 
penetration rate of change from 2011 to 2014 is significantly lower than the one for the Middle 
East (24.8% against 30.8%). Considering the poorest 40%  of adults, those with an account 
are 54.0% worldwide (7.5% less), 16.0% in Palestine, again greater than in the Middle East 
(7.3%) but only for the effect of Yemen data (4.0%).
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Source: World Bank, Global Findex Database

Source: World Bank, Global Findex Database

Figure 2.21. Account penetration among 40% poorest – World

Figure 2.22. Account penetration among 40% poorest -Middle East

Activity in financial institution accounts is given by the per centage of adults having done a 
withdrawal (Figures 2.23 and 2.24) or a deposit during the past year (Figures 2.25 and 2.26). 
In this case, data for Palestine (always lower than worldwide where per centage of adults 
who made a withdrawal or a deposit during the past year are respectively 76.9% and 78.3%) 
are is in line with the average of Middle East: 65.0% withdrawals (with respect to 64.6%) and 
63.9% deposits (with respect to 61.5%).
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Source: World Bank, Global Findex Database

Source: World Bank, Global Findex Database

Figure 2.24. Activity in financial institution accounts (withdrawals) - Middle East

Figure 2.23. Activity in financial institution accounts (withdrawals) - World
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Source: World Bank, Global Findex Database

Source: World Bank, Global Findex Database

Figure 2.26. Activity in financial institution accounts (deposits) - Middle East

Figure 2.25. Activity in financial institution accounts (deposits) - World
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Another good indicator of financial exclusion is the propensity to save (proxied by the per 
centage of adults who saved money during the last year). In Palestine it is significantly lower 
than in the rest of the world and of the Middle East (22.9% compared to 56.5% and 30.5%, 
Figure 2.27 and 2.28). In conclusion, in Palestine financial exclusion seems to be a very 
relevant issue. The introduction of Specialized Banks (see Chapter 4 for a proposal) would 
give a significant contribution to reduce financial exclusion problems.

Source: World Bank, Global Findex Database

Source: World Bank, Global Findex Database

Figure 2.27. Saved any money during the past year (%) – World

Figure 2.28. Saved any money during the past year (%) – Middle East
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Source:  Authors’ calculation on Palestine Monetary Authority, Palestine Central Bureau of Statistics & Palestine Ministry of Finance

3. A demand-supply analysis of the Palestinian credit market: the lending gap

Our dataset consists of 35 quarterly series (see Table A1 for a complete list) over the sample 
period from March 1996 to December 2014 (76 observations). The data sources are Palestine 
Monetary Authority, PCBS (Palestinian Central Bureau of Statistics), Palestinian Ministry of 
Finance.

The data can be divided into two subsets. The first comprising of the banking variables, such 
as loans at the national level, total and divided by economic sector, real and nominal banking 
interest rates on both loans and deposits denominated in Jordanian Dollars, US Dollars and 
New Israeli Shekel. 

The second one consists of macroeconomic variables. In particular, economic activity is 
here represented by GDP, total and divided by economic sector, and its main components, 
unemployment, consumer price index. 

Figure 3.1 shows the quarterly rate of change (on an annual basis) of loans during the 
period from March 2000 to December 2014 (money changers are excluded from the banking 
system because of lack of data). The sample period includes three recessions in Palestine 
(defined as periods in which GDP declined for at least two consecutive quarters), namely 
those of March 2001 – September 2002, June 2006 – December 2006 and September 2014 – 
December 2014.

3.1 Recent trends in Palestinian banking sector

Figure 3.1. Banking loans in Palestine
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From Figure 3.1 it is quite evident that total loan dynamic is positively correlated with 
economic activity. In particular, total loan rate of change year over year tends to follow 
economic growth. At the same time credit to GDP ratio is steadily above 100% over the whole 
sample with an increasing path over time.

Regarding sectorial composition of loans, the average share on total loans for agriculture, 
manufacturing, constructions and trade are respectively 1.6%, 9.2%, 11.9% and 24.7% (see 
Figure 3.12). One of the aims of this study is investigating a possible lending gap for small 
and medium enterprises phenomenon, in particular in Palestinian rural areas. As depicted 
in the right side of Figure 3.2, loans to agriculture and manufacturing to sectorial GDP ratios 
are on average significantly lower than 100% (54.2% and 87.7%) and smaller than the one for 
the total economy. In particular, difference between loans to GDP ratio for total economy and 
those for agriculture and manufacturing are on average 150.1% (agriculture) and 116.6% 
(manufacturing). This can be considered as a preliminary evidence in favor of a sectorial 
lending gap for firms operating in agriculture and manufacturing sectors, particularly 
relevant in Palestinian rural areas, this issue will be discussed further in the following 
sections. 

Figure 3.3 illustrates banking nominal and real interest rates on loans, including nominal 
spread with respect to deposits. Nominal interest rates on loans has been (on average) 
12.0%, the real one 8.6%, while the nominal spread 10.6%. Interest rates relatively high as in 
this case may reflect  high credit risk of borrowers and relevant country risk, but also credit 
rationing phenomena (Stiglitz and Weiss, 1981).

Source: Authors’ calculation on Palestine Monetary Authority, Palestine Central Bureau of Statistics and Palestine Ministry of Finance

Source: Authors’ calculation on Palestine Monetary Authority

Figure 3.2. Loans and loans to GDP ratio divided by economic sector

Figure 3.3. Banking interest rates on loans in Palestine

Loans  / GDP ratio (%)Loans by sector (% total loans)
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Paragraphs 2.3 and 3.1 highlighted preliminary evidences about possible financial exclusion 
and credit rationing phenomena in Palestinian banking sector. In particular, credit rationing 
seems to be focused in manufacturing and agriculture sectors, where small and medium 
enterprises are typically more concentrated. In order to empirically check this assumption, 
an econometric investigation of lending gap is proposed. 

Lending gap could be defined as the difference, if negative, between credit supply and credit 
demand. Following this definition, a lending gap arises when credit demand is not completely 
fulfilled by credit supply. A way to measure lending gap is by econometrically estimating a 
function for credit demand and credit supply and calculating the difference. 

Most of the existing works on demand of credit are based on a distinct behavior of households 
and non-financial enterprises (Focarelli and Rossi, 1998; Manrique and Saez, 1998; Casolaro, 
D’Eramo and Gambacorta, 2006). A similar task is not always possible because of lack of 
data. Given the insufficient availability of data on aggregated loans for Palestinian banking 
sector, this work refers to total loans to the private sector (De Nederlandsche Bank, 2000; 
Calza, Gartner and Sousa, 2001; Calza, Manrique and Sousa, 2003; Di Giulio, 2009), isolating 
also total loans to the agricultural and manufacturing sectors.

As to the main determinants of credit demand, most studies include an economic activity 
variable (i. e. real GDP, industrial production, loans to GDP ratio, earnings before interest, 
taxes, depreciation and amortization), financing costs (nominal or real interest rates and/
or banking rates), and inflation rate (Calza, Gartner and Sousa, 2001; Calza, Manrique and 
Sousa, 2003; Brzoza-Brzezina, 2005; Boissay, Calvo-Gonzalez and Koźluk, 2006; Kiss, Nagy 
and Vonnák, 2006; Di Giulio, 2009). 

Calza, Gartner and Sousa (2001) and Calza, Manrique and Sousa (2003) considered real 
GDP, real weighted short-term and long-term interest rates and a weighted average of bank 
lending rates in estimating a credit demand function for the Eurozone. Similar works have 
been provided by Hoffmann (2001), who included also housing prices for data on several 
countries (US, Japan, Germany, France, Italy, UK, Canada, among others), De Nederlandsche 
Bank (2000) for several EU countries, US and Japan, Schadler (2004).

The question about how economic activity affects credit demand is not univocally answered 
by the literature. On one hand, papers using data on US economy argued that the relationship 
between credit and economic activity is negative (Bernanke and Gertler, 1995; Friedman and 
Kuttner, 1993). During expansionary economic periods, in fact, productivity grows, boosting 
output and profits. Under this situation, firms should prefer to rely on internal sources of 
finance, relatively less costly, while households could try to reduce their debt levels. During 
recessions, otherwise, disposable income of both households and firms declines. As a 
consequence, they have to increase demand for credit in order to smooth the negative effect 
by maintaining previous level of consumption and  investments. 

On the other hand, different studies not US banking data based found empirical results in 
favor of a positive relationship between economic growth and demand of credit. From this 
perspective, strong economic growth leads to an improvement of economic conditions of firms 
and households, thanks to the positive effect on income. The willingness of private agents 
to start new projects (also externally financed) becomes greater, due to the expectations 

3.2 Demand-supply analysis, definition of lending gap and literature
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of higher productivity and profitability in terms of expected net present value. This effect is 
considerably more relevant in those countries where financial markets are relatively less 
developed. The expected sign for Palestine is therefore positive, taking into account for the 
fact that Palestinian financial markets are relatively low developed. 
The cost of lending is often included as one of the explanatory variables for demand for 
credit. In this case, the negative sign of relationship between demand for loans and their 
cost is commonly accepted. 

Credit supply is again expected to be positively related to economic cycle. During growth 
periods, agents are considered less risky by banks, being enabled to support higher level 
of indebtedness to finance consumption and investments through credit. At the same time, 
obviously the fact that the higher the bank lending interest rates with respect to interbanking 
interest rates are, the higher the margin interest (and then earnings) for banks are.

Based on the literature just mentioned, the equilibrium level of credit builds on the following 
demand-supply nexus:

where CD, CS and C* denote respectively the aggregate credit supply, credit demand and 
credit equilibrium. Credit equilibrium is reached when demand perfectly matches supply. 
A credit disequilibrium occurs when total loans are greater than credit demand (excess of 
credit or extra-credit) or in the opposite situation when credit demand exceeds total loans 
(lending gap). In other words, credit disequilibrium is formally defined as follows

Here we are particularly interested in creating an empirical measure of credit equilibrium/
disequilibrium, in order to statistically check for the possible existence of a lending gap in 
Palestinian banking sector.

3.3 A measure of lending gap, empirical evidence for Palestine from both credit 
demand and supply perspectives

The main features of the statistical distributions of the series previously described are shown 
in Table A2 of the Statistical Appendix. Figure A1 shows the original series, many of which 
appear to be non-stationary. Table A3 reports the results of three distinct unit root tests: 
the Augmented Dickey-Fuller (Dickey and Fuller, 1979), the KPSS (Kwiatkowsky – Phillips 
– Schmidt – Shin) and the Phillips – Perron (Phillips and Perron, 1988) tests. The results 
suggest in most cases the null hypothesis of an unit root (non stationarity) in the levels is 
rejected, except for unemployment. Therefore, logarithmic first differences have been taken 
(see Figure A2). When the same tests are performed on the logarithmic first differences 
of the same variables the null hypothesis of an unit root is rejected for all the variables, 
confirming that they can be treated as integrated variables of order 1. In other words, all the 
variables with the exception of unemployment are I (1).

3.3.1 Preliminary statistical analysis
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where L stands for loans and S indicates economic sector (S = total economy, agriculture, 
manufacturing). Credit demand in Palestine is then a linear function of α (the intercept), 
some autoregressive terms, GDP (Y), real interest rate on loans (r), the loans to GDP ratio, a 
set of dummy variables (D) taking into account for outliers mainly due to political instability 
and an error term (ε). Money changers are excluded from the banking system because of 
lack of data.

Long term relationship is considered by adding a cointegrating vector Z obtained from the 
step 1 estimation of the loans equation in levels. Again the general form is:

As discussed above, expected signs are positive for economic activity (Y), negative for interest rates (r) 
and for loans to GDP ratio (being positive the one for GDP). Z is an error correction term. The coefficient 
ρ captures the rate at which L adjusts to the equilibrium state after a shock, that is, in other words, the 
speed of error correction. It is expected to be negative and lower than one.

The estimation strategy to test the existence of a lending gap (and eventually measure it) for 
the Palestinian banking sector is based on the following steps: 

1. estimating an empirical model for credit demand as a function of its macroeconomic 
fundamentals;

2. assuming that credit supply equals loans;

3. if the model under 1) is correctly specified, using it to make a forecast in-sample. It could 
be considered as a good approximation of the demand for credit in line with its economic 
fundamentals;

4. calculating the difference between loans and estimated credit demand. If negative, the 
presence of a lending gap is confirmed on the basis of equation (2).

The empirical model is based on the two-step OLS estimation methodology à la Engle 
and Granger. Also known as error correction model, it is a dynamic system where the 
deviation of the current state from its long-run relationship is implemented into its short-
run dynamics. At the first step, long run equations are estimated by using variables in 
levels (I (1) in our case). If the residual of such a regression is stationary, it can be used 
as an error correction term in the second step. Here the short term dynamic is modeled 
as an ARDL (Autoregressive Distributed Lags) by using stationary variables (delta logs, 
as shown before) as it follows in general form:

3.3.2 Econometric framework
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Equation (4) is estimated in order to check for the presence of a cointegrating vector. Models 
(3) and (4) are estimated in line with the general-to-specific approach (Hendry, 2000). We 
start by including all the variables, and then we progressively eliminate those not statistically 
significant, not in line with theoretical assumptions (see chapter 3.2) or those affecting 
results with multicollinearity or serial autocorrelation problems. Estimated ρ is crucial to 
choose between models (3) and (4). If it is statistically significant, negative and lower than 1 
(confirming the existence of a long term cointegrating vector), error correction model (4) is 
used for forecasting purposes. Otherwise, model (3) is preferred.

The results from regression (3) and (4) for total loans, total loans to agriculture and total loans 
to manufacturing are shown respectively in Tables A4 and A5 (Statistical Appendix).  Although 
the autoregressive components of order 1-4 are not always statistically significant, they are 
retained to avoid residual autocorrelation. The estimated coefficients for the variables related 
to the economic activity (lagged GDP of order 1 and 2, loans to GDP ratio) are statistically 
significant showing the expected sign, as the real interest rate on loans.  Adjusted R2 for all the 
specifications are between 0.7 and 0.9, demonstrating an excellent capacity to describe the 
behavior of the dependent variable. Durbin-Watson and Breusch-Godfrey Serial Correlation 
Lagranger Multiplier test exclude the occurrence of serial autocorrelation problems. The 
ρ coefficient for error correction term Zt-1 is statically significant and negatively correlated 
only to loans to agricultural sector. As a consequence, model (3) including only the short run 
dynamic is preferred to derive estimated credit demand (and then to measure lending gap) 
for total loans and loans to manufacturing sector, Engle-Granger cointegration model (4) is 
used for loans to agriculture. 

As explained at the beginning of this chapter, the last step of the econometric strategy 
consists in deriving credit demand function by making an in-sample forecast from the 
best models found out at the previous step. Table A6 shows forecast evaluation statistics 
while in Tables 3.1, 3.3 and 3.5 (left side) confidence intervals are available, confirming high 
predictability of selected models. Then it is possible to conclude that in-sample forecasts 
from credit demand estimated functions are good proxies of effective credit demand and 
that they can be successfully used to calculate lending gap.

Credit disequilibrium is calculated as the difference between credit supply and credit demand 
(see equation (2), where credit supply is here approximated by total loans while credit 
demand is econometrically estimated (see chapter 3.3.2 for technical details). Figure 3.4 
shows respectively year over year per centage changes (left side) and nominal values (right 
side) of credit supply and credit demand for Palestinian banking sector from September 
2005 to December 2014. The right side figure also contains the quarterly estimated nominal 
credit disequilibrium over the same time horizon.

3.3.3 Lending gap in Palestine
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Cumulative Lending Gap (mln $)Lending Gap (mln $)

A good way to confirm the prevalence of lending gap is considering the average and the 
cumulative function of credit disequilibrium. Figure 3.5 clearly shows that the quarterly 
average disequilibrium is negative (-20.3 million) and the cumulative function is always 
negative over the whole time sample. We can definitely conclude that during the last decade 
a clear lending gap phenomenon operated in the Palestinian banking sector. From 2005 to 
2014 total cumulative lending gap in Palestine was 770.4 million dollars (81.1 million dollars 
on average per year).

Empirically demonstrated the occurrence of lending gap, another point of interest for this 
study is checking if credit rationing is heavier for small and medium enterprises or not. Small 
and medium enterprises typically are more concentrated in agriculture and manufacturing 
sectors, and lending gap for them is measured as before.

As shown before, credit disequilibrium can be defined as a lending gap if negative, a credit 
excess if positive. Credit disequilibrium seen in Figure 3.4 (right side) is then expanded in 
Figure 3.5. From September 2005 to December 2014 lending gap occurs 24 times over 38 
quarters (63.2%), while credit  excess only 14 times (36.8%).

Source: Authors’ calculation on Palestine Monetary Authority, Palestine Central Bureau of Statistics and Palestine Ministry of Finance

Source: Authors’ calculation on Palestine Monetary Authority, Palestine Central Bureau of Statistics and Palestine Ministry of Finance

Figure 3.4. Credit demand – supply of the Palestinian banking system

Credit demand - supply (mln $)Credit demand - supply (% ch. y/y)

Figure 3.5. Lending gap of the Palestinian banking system
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Source: Authors’ calculation on Palestine Monetary Authority, Palestine Central Bureau of Statistics and Palestine Ministry of Finance

Source: Authors’ calculation on Palestine Monetary Authority, Palestine Central Bureau of Statistics and Palestine Ministry of Finance

Figure 3.6. Credit demand – supply in Palestine (agriculture)

Figure 3.7. Lending gap in Palestine (agriculture)

Figure 3.8. Credit demand – supply in Palestine (manufacturing)

Credit demand - Supply Agriculture (mln $)

Cumulative Lending Gap Agriculture (mln $)

Credit demand - Supply Manufacturing (mln $)

Lending Gap Agriculture (mln $)

Credit demand - Supply Manufacturing (% ch. y/y)

Source: Authors’ calculation on Palestine Monetary Authority, Palestine Central Bureau of Statistics and Palestine Ministry of Finance

Credit demand - Supply Agriculture (% ch. y/y)
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Source: Authors’ calculation on Palestine Monetary Authority, Palestine Central Bureau of Statistics and Palestine Ministry of Finance

Source: Authors’ calculation on Palestine Monetary Authority, Palestine Central Bureau of Statistics and Palestine Ministry of Finance

Figure 3.9. Lending gap in Palestine (manufacturing)

Figure 3.10. Lending gap in Palestine (constructions)

Cumulative Lending Gap Manufacturing (mln $)Lending Gap Manufacturing (mln $)

Cumulative Lending Gap Constructions (mln $)Lending Gap Constructions (mln $)

Figures 3.7 and 3.9 (left side) show that lending gap occurs 23 times over 38 quarters 
(60.5%) for agriculture and 24 over 38 (63.2%) for manufacturing, while credit  excess 
only 13 times (39.5%) for agriculture and 14 times (36.8%) for manufacturing. Again the 
prevalence of lending gap is confirmed by the average and the cumulative functions of 
credit disequilibrium. Figures 3.7 and 3.9 (right side) highlight that the quarterly average 
disequilibrium is negative for both agriculture and manufacturing (respectively -0.8 million 
dollars and -4.3 million dollars) and the cumulative functions are always negative over the 
whole time sample. From 2005 to 2014 total cumulative lending gaps were respectively 30.9 
million dollars for agriculture (3.3 million dollars on average per year) and 159.8 million 
dollars for manufacturing (17.3 million dollars on average per year).

Lending gap has been estimated also for constructions (see Figure 3.10).

Lending gap seems to be heavier for agriculture and manufacturing, according to Figure 
3.10 which compares credit ratios by sector and lending gap by sector to total lending gap 
ratios. The latter is significantly bigger for agriculture and manufacturing, in particular for 
agriculture (3.7 times), confirming the intuition that credit rationing has been operating 
more for small and medium enterprises in rural areas.
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Figure 3.11. Lending gap in Palestine – credit ratios by sector

Source: Authors’ calculation on Palestine Monetary Authority, Palestine Central Bureau of Statistics and Palestine Ministry of Finance

As in many countries, increasing the access and the quality of financial products and services 
has become a policy priority in Palestine. In fact, Palestine suffers from unemployment and 
slow economic growth as a result of political instability. Banking services are very limited, 
especially credits and savings (see Chapter 2 and Chapter 3), and need more effort to improve it. 

It is well known from the banking literature that relationship banks are characterised by a 
specific organizational structure and by a different corporate governance model inspired 
by specific principles (cooperation, mutuality). Further, because of their closer relationship 
with the local area where they operate, their ability to support the local economy is bigger. 
As pointed out by Ferri and Di Salvo (1994), and Mattesini by Ferri (1997) and by Cosci and 
Mattesini (1998), relationship banks (Italian BCCs in their case study) have three main 
features: 1) they typically are local banks, strictly related to their specific local area, 2) in 
terms of size they can generally be considered small banks, 3) being cooperative banks 
the incentives for their managers significantly differ from those of other banks. For these 
reasons, they are especially oriented towards stimulating local business, and in particular 
enterprises that could not raise funding from elsewhere.

Therefore, the creation of “specialized banks” in a relationship banking perspective, according 
to the new rules that will be provided by Palestine Monetary Authority (PMA), will aim to 
facilitate greater access, improve awareness and financial education, and reinforce – at the 
same time - client protection. 

4.1 Possible creation of specialized banks in Palestine

4.  Filling the lending gap through the ‘specialized banks’: economic impact 
and preliminary legal considerations
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Specialized banks could also improve the access to credit and savings in rural areas and, 
at the same time, the participation of individual and existing organizations to the activity 
of the bank will contribute actively in the development of the Palestine. Specialized banks 
could also consent to attracting deposits, their development, granting at the same time 
the appropriate funding in affordable costs and, as a consequence of that, to maintain the 
sustainability of each bank.

Consenting to existing cooperatives (as UCASC) or microfinance institutions, committees of 
entrepreneurs to be part of a specialized bank, according to the Italian cooperative banks 
experience, could represent a joint effort between all the relevant parties and will help to 
create jobs, economic growth, financial inclusion, and economic development.

However, according to the existing law in Palestine, nowadays, Palestinian cooperatives, from 
a legal and organizational point of view, are different than the idea of “società cooperativa” 
(cooperative company), that exists in the Italian experience and that is one of the main 
features of cooperative banks provided by Italian law (cfr. art. 33 of Italian banking law n. 
385/1993).

In fact, Palestinian cooperatives involve some particular issues and aspects different to the 
Italian model, considering also the fact that, from the beginning, the activity of a cooperative 
starts also involving third parties, for instance sometimes labour unions, and not only from 
the intention of members. As a consequence of that, Palestinian cooperatives are under the 
supervision of the Ministry of Labour, even if some of them collect savings and give credit to 
the members. 

In general, they only fall under the supervision of the Ministry of labour – considering 
their role in promoting employment and job creation - and are not considered as financial 
institutions.  

For this reason, even if the Italian model of cooperative banks could fit in Palestinian 
organization, it has to be adapted to be implemented to the existing system. 

That’s why the first suggestion, implementing the existing Palestinian banking law, 
is to introduce the possibility to “register” all the institutions that need or want to be a 
specialized bank (cooperatives, microfinance institutions, other committee) in the category 
of “specialized banks”, but only if they respect the same rules defined by law, or the special 
instructions provided by PMA and under its supervision. 

For instance, given the fact that PMA could decide to split specialized banks into different 
categories according to the activity carried out by the company, this model of specialized 
banks could be fixed with the name of “Palestinian Mutual Banks” (PMB).

In order to highlight the most suitable model of specialized banks, and in particular to 
create the new concept of “Palestinian Mutual Banks”, we shared with the other participants 
of the study some of the rules of the specific Italian model, identifying together some of 
the features of this new institution. During the third part of the cooperation between Italy 
and PMA, managing the difference between the Italian model and the Palestinian banking 
law, will be continued in an effort to find together the most adaptable features of this new 
category of bank.
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The introduction of Palestinian Mutual Banks, or more in general of Specialized Banks, could 
positively affect the Palestinian banking system:

1. by relaxing financial inclusion problems discussed above (see Chapter 2),

2. by reducing the lending gap (see Chapter 3).

In particular, during the last decade lending gap was on average -0.9% of total loans, while 
the cumulative lending gap reached a peak higher than 40% of total credit being equal on 
average to -15.1%.

Palestinian Mutual Banks would be more effective for loans to small and medium enterprises 
but not necessarily only for them. Palestinian small and medium firms are mainly handcrafts 
and farms located in rural areas, the most affected by credit rationing phenomena, as 
demonstrated in Chapter 3.

4.2 Impact of the Palestinian Mutual Banks on the Palestinian financial market
and local economy

Figure 4.1. Lending gap / total credit ratio in Palestine

Figure 4.2. Lending gap agriculture / loans to agriculture in Palestine

Source: Authors’ calculation on Palestine Monetary Authority, Palestine Central Bureau of Statistics and Palestine Ministry of Finance

Source: Authors’ calculation on PMA, PCBS and Palestine Ministry of Finance

Lending Gap / Total Credit Ratio (%)

Lending Gap / Credit Ratio  Agriculture (%)

Lending Gap / Total Credit Ratio (%)

Lending Gap / Credit Ratio Agriculture (%)
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Figure 4.2 and 4.3 show that the lending gap for agriculture to total loans to agriculture 
ratio was on average -3.4% (-39.6% the cumulative lending gap) while the same ratio for 
manufacturing was -3.2% (-27.7% the cumulative lending gap), confirming again that:

1. credit rationing is stronger for small and medium enterprises,

2. a specialised bank focused on SMEs and rural areas would be highly effective.

As shown in Figure 4.4, the lending gap for SMEs (proxied by agriculture and manufacturing 
firms) to total loan ratio is -0.2% (-2.1% the cumulative one). We can conclude that the 
effect on loans (ignoring the credit multiplier effect) of the introduction of Palestinian Mutual 
Banks is potentially from +0.2% to +0.9% per year (from +2.1% to +15.1% over a decade).

Figure 4.3. Lending gap manufacturing / loans to manufacturing ratio in Palestine

Figure 4.4. Lending gap SMEs / total loans ratio in Palestine

Source: Authors’ calculation on PMA, PCBS and Palestine Ministry of Finance

Source: Authors’ calculation on PMA, PCBS and Palestine Ministry of Finance

Lending Gap / Total Credit Ratio 
Manufacturing (%)

Lending Gap / Total Credit Ratio 
Manufacturing (%)

Lending Gap SMEs / Total loans (%)Lending Gap / Total Credit Ratio SMEs (%)
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Lending gap also affects real interest rates. In line with Stiglitz and Weiss (1981), credit 
rationing implies higher banking interest rates. To check for the effect of lending gap to real 
interest rates, we estimated the following equation (5):

where LG stands for lending gap. Real interest rate demand in Palestine is then a linear 
function of α (the intercept), some autoregressive terms, lending gap to lending ratio (LG/L), 
a set of dummy variables (D) and an error term (ε).

Long term relationship is considered by adding a cointegrating vector Z obtained from the 
step 1 estimation of the loans equation in levels. Again the general form is:

Results are summarized in Table A7. Coefficient of the cointegrating vector in this case is 
not acceptable. Model (5) confirms that  lending gap positively affects real interest rates: 
the stronger credit rationing phenomenon works, the higher lending gap is, the higher real 
interest rate is. The effect of dropping to zero the lending gap to loans ratio is +0.02% on real 
interest rates.  

In the light of these results, the relationship between the financial sector and, in particular, 
the banking sector and economic growth has been extensively investigated in the empirical 
literature in the last twenty years. Initially, the role of financial intermediation, of financial 
markets and of the competition within the banking sector were analysed; subsequently, 
the role of the institutional and legislative framework, as well as bank governance, was 
considered. Overall, the empirical findings have confirmed that finance and banking activities 
play a significant role in economic growth, and specifically that a more developed financial 
sector and higher accessibility to banking services are associated with stronger economic 
growth (see, e.g., King and Levine, 1993a,b and Rousseau and Wachtel (1995). Barro (1991), 
King and Levine (1993a, b), and Barro and Sala-I-Martin (1995) introduced indicators of 
financial sector development widely used in the following literature.

The effects on economic growth of different accounting standards, bankruptcy procedures 
and models of governance were examined in a well-known contribution by Levine, Loayza 
and Beck (2000). They reported that in countries where creditor rights are better guaranteed, 
accounting standards are more transparent, fines are more strictly applied and the financial 
intermediaries are more developed, there are better economic perspectives. The relationship 
between the legal system and economic growth has been examined by La Porta et al. (1998) 
and Levine (1999, 2002).

Cetorelli and Gambera (2001) examined the link between economic growth and concentration 
within the banking sector, and found that a more concentrated banking sector can more 
easily meet the financing needs of companies by promoting, developing and supporting 
the creation of new businesses. La Porta Lopez-De-Silanes and Shleifer (2002) provided 
evidence that public ownership of commercial banks does not lead to a quick development 
of the financial system. Wachtel (2001) found that the presence of foreign-owned banks has 
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a positive impact on growth for at least three reasons: it leads to a faster introduction of new 
banking products and services, it increases economies of scale for the banking sector, and 
it attracts more foreign direct investment. More recently, Cecchetti and Kharroubi (2012) 
concluded that there is a threshold beyond which the impact on economic growth of a more 
developed financial system becomes negative, as further increases in its size (in terms of 
share of employment) reduce its productivity. Beck, Degryse and Kneer (2014) argued that 
financial intermediation now also includes activities such as trading, consultancy services, 
market making, insurance, etc); where these are taken into account there is clear evidence 
that financial intermediation has a positive effect on economic growth in the long run, and 
also reduces its volatility; by constrast, the size of the financial sector does not seem to 
play a role. Finally, a recent report by the Advisory Scientific Board of the ESRB, entitled 
“Is Europe overbanked?” (ESRB, 2014), concludes that the current size of the European 
banking system has negative effects on growth because it encourages excessive risk-taking 
(both at the individual bank and systemic level) in the form of high-risk assets (real estate 
etc.). Concerning Italy in particular, Mattesini and Cosci (1997) showed that the volume of 
loans granted by local financial intermediaries has a positive impact on local growth.  Dalla 
Pellegrina (2005) fond a positive correlation between economic growth and the presence 
of financial intermediaries by looking at different categories of them: Commercial Banks, 
Popular Banks and Cooperative Banks.

Figure 4.5. Lending gap / GDP ratio in Palestine

Figure 4.6. Lending gap SMEs / GDP ratio in Palestine

Source: Authors’ calculation on Palestine Monetary Authority, Palestine Central Bureau of Statistics and Palestine Ministry of Finance

Source: Authors’ calculation on Palestine Monetary Authority, Palestine Central Bureau of Statistics and Palestine Ministry of Finance

Lending Gap / GDP Ratio (%)

Lending Gap SMEs / GDP (%)

Lending Gap / GDP Ratio (%)

Lending Gap SMEs / GDP (%)
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Based on the positive relationship between banking activity and economic growth, even the 
Palestinian economy would benefit from the reduction of credit rationing. As a matter of 
fact, total lending gap was  -1.4% of GDP per year (-25.9% cumulative over the decade). 
The introduction of Palestinian Mutual Banks may boost GDP by having a potential impact 
between +0.3%  of GDP per year (+4.1% cumulative over a decade, see Figure 4.5) and 
+1.4% of GDP per year (+25.9% cumulative over a decade, see Figure 4.6). A way to reinforce 
this qualitative analysis is making an econometric exercise, by estimating the following 
specification for Palestinian GDP:

GDP is a linear function of α (the intercept), some autoregressive terms, the lending gap to 
loans, a set of dummy variables (D) and an error term (ε). 

Long term relationship is considered by adding a cointegrating vector Z obtained from the 
step 1 estimation of the loans equation in levels. Again the general form is:

Table A8 shows results of estimated equations (7) and (8). Coefficient of the cointegrating 
vector in this case is not negative, lower than one (but very close to 0) and not statically 
significant. Model (7) confirms the intuition that lending gap negatively affects economic 
activity. A decrease of lending gap to loans ratio may produce a decrease of -0.46% of GDP.

As demonstrated above, the presence of financial exclusion and credit rationing problems is 
empirically confirmed. 

From the macroeconomic perspective we adopted during this stage of the analysis, the 
lending gap, here calculated by the negative difference between equilibrium credit supply 
and estimated credit demand, is greater for small and medium enterprises and within rural 
areas (proxied by agriculture and manufacturing). This results should be examined in depth 
in the next step of the analysis: a survey on micro-data on single banks and firms which would 
disentangle all the possible features of the lending gap, identifying its main determinants. 
But they seem to be in line with some stylized facts of Palestinian economy:

1. the cooperative system has been strongly taking roots, especially in rural areas. This is 
due to the presence of “productive” cooperatives but also credit and savings (such as for 
instance UCASC experience).

2. Industrial structure is based on micro, small and medium enterprises. MSMEs employ 
85% of the private sector labor force and contribute more than 55% to the country’s GDP.

As a consequence, the introduction of specialized banks focused on SMEs and mainly 
operating within rural areas would be highly effective for Palestine economy. For this reason, 

4.3 A possible model for “specialized bank”: the Palestinian Mutual Banks
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the next chapter illustrates a proposal for Palestine: Palestinian Mutual Banks. Palestinian 
Mutual Banks are expected to be local banks, mainly located in rural areas and mainly 
operating with cooperatives. 

Thinking to the international banking system, an example of local banks, highly concentrated 
in lending to SMEs and based on the so-called relationship banking approach (Berger and 
Udell, 2002) is given by European cooperative / mutual banks. They were created in Europe 
at the of 19th century, becoming a successful banking model. 

In general, on the basis of European experience, at least three alternative approaches could 
be identified for the governance development path of a new cooperative / mutual bank:

•	 Atomic path,

•	 Federative path,

•	 Systemic path.

The atomic path replicates the process which characterized the birth of most EU cooperative 
credit systems at the end of the 19th century. Essentially this is a “bottom up” start-up 
process whereby single banks are incorporated in different territories by different market 
players acting in the absence of any form of coordination and/or convergence strategy.

The federative path draws partially on the experience of existing EU cooperative credit 
system practices that place strong emphasis on the value added by second level governance 
structures that act as start-up accelerators and development guidance/supervision entities. 
This is a mixed “top-down” “bottom-up” start-up process where single new banks are 
incorporated in different territories by different market players that are coordinated by 
corresponding territorial federations capable of guaranteeing basic forms of support and a 
continuous strategic alignment.

The systemic path hinges on the assumption that, given the relatively difficult market 
context, existing market entry barriers, low readiness of target start-up market players in 
terms of capital raising, the prospective cooperative credit system can only be successfully 
established with the support/participation of foreign members. This is basically a “top-
down” start-up process whereby single new banks are incorporated in different territories 
by local market players (majority shareholders) and by a Palestine-based holding company 
acting as minority shareholder and provider of all necessary hard/soft banking operations 
management infrastructures. 

Overall, given the observed context and existing market entry barriers, legal and economic 
features of the Palestinian Mutual Banks would be investigated in the next steps of the 
project (particularly in the survey, see Chapter 5). A preliminary proposal in light of the 
Italian Banking Law experience is presented in the next paragraph.
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First of all, it should be highlighted that some of the following rules, and consequently the 
features of Palestinian Mutual Banks, can be provided not only in the banking law, but also in 
the instructions delivered by PMA and fixed in the bylaw of each company, with the foundation 
model of a bylaw shared with the PMA and subsequently adopted by the establishing PMB.

On that point, Federcasse will send its model of the bylaw, adopted by Italian cooperative 
banks, to PMA which resumes most of the features of the company.

Scope.

In line with Italian experience, also the Palestinian Mutual Bank could have in its bylaw 
the company “scope”. For this reason the following definition could be added in art. 1 of 
Palestinian Banking Law n. 9/2010 (or in specific instructions delivered by PMA):

“Palestinian Mutual Banks: A specialized bank licensed by PMA to encourage its own members 
and members of Palestinian communities to take part in the operations and services of the bank, 
pursuing the improvement of their moral, cultural and economic conditions and promoting the 
development of co-operation, of education in savings and social security matters, as well as social 
cohesion and responsible and sustainable growth of the Palestinian territories.

The Company is featured by its social orientation and by the aim of building the “common good”.  
In the performance of its activity the Palestinian Mutual Banks apply the principles of mutuality 
without private speculation.“

In order to achieve this point, and to develop the system of cooperative banks in Palestine, 
it has to be highlighted that, even if Cooperative banks in Italy have, like other companies, 
a share capital represented by the members’ shares, the main purpose is not to distribute 
profits as dividends. Cooperative Banks main purposes are, in fact:

•	 offering members products and services at better conditions;

•	 having a mutual and social oriented profit in connection with the values of solidarity, 
company participation, and development of the territories where the bank works.

To reach this target, like the other companies, cooperative banks are oriented to achieve 
the highest level of productivity and profitability to ensure, as a long-term perspective, the 
continuity and the sustainability of the bank on the market. 

Capital Requirement.

In order to constitute a bank, and also to grant responsible lending and savings, a minimum 
capital requirement should be established. Art. 33 of Palestinian banking law provides that the 
PMA shall determine the minimum capital requirements for banks, taking in consideration 
the nature size of their operations, and operations of their branches and subsidiaries based 
on PMA’s estimate level of risk inherent in their banking activities. 

4.4 Preliminary legal considerations on “Palestinian Mutual Banks”, in light of
the Italian Banking Law experience
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In our opinion, art. 33 of Palestinian Banking Law provision doesn’t need to be changed 
and could be a good base for PMA’s activity releasing specific provision, for Palestinian 
Mutual Banks, trying – for instance - to fix different amounts of minimum capital taking 
in consideration the different structure of institutions, their financial capability and their 
related activities. Different amounts of capital seems to be relevant, at the beginning, 
considering the fact that the existing institutions - i.e. UCASC, FATEN and the different 
committees interested in saving and credit activities – have different dimensions, different 
volumes, different organization and different “target markets”.

In any case, it has also to be considered that the Palestinian Mutual Bank’s own funds must 
be higher than the capital requirement, to consent the bank to carry out all the necessary 
activities in the first 2/3 years after its constitution. 

Italian Supervisory Instructions for Banks (Disposizioni di vigilanza prudenziale per le banche), 
demand - for cooperative banks - a minimum capital requirement of Euro 5 million to carry 
out banking activities (previously it was Euro 2 million).

Another solution, in order to solve the problem of a capital requirement and at the same 
time to consent to all the interested parties to establish a PMB, could be a system where 
there’s a central bank (i.e. specialized bank) that serves all the financial needs of PMBs. In 
particular the central body could be capitalized (with the measure of capital requirement 
decided by PMA) with the fund collected by PMBs through their members and the central 
bank which would save the PMBs in case of default, being responsible for all the PMBs. In 
practice, the system consists in an “upper tier” of a large bank that serves the “lower tier” of 
smaller banks (PMBs) that entertain very close relationships to customers and shareholders 
(taking deposits, giving loans etc), leading to an internal liquidity management between all 
the participants to the system. 

This last solution has not been discussed yet with PMA and needs a market analysis to be realized. 

Shareholders.

According to Italian banking law, the minimum number of members of a BCC-CR cannot be 
less than two hundred. Should the number of members fall below this limit, the shareholder 
must be replaced with new members within one year; otherwise, the bank is liquidated.

After some discussion taken with the PMA during the meeting in Ramallah, it emerged that, 
introducing a minimum number of members, could be a problem, especially in a start-up 
phase of the new system of Palestinian Mutual Banks; moreover, in Palestine, there is not a 
demographic and labor level as such to allow this kind of rule.

According to Palestinian estimates, the population of Palestine is around 4.5 million people, 
of which 2.8 million live in the West Bank and 1.7 in Gaza; as a consequence of that, if a 
provision on that point is taken, it would reduce, however, the opportunity to develop the 
cooperative banking system at an early stage. 

It also has to be highlighted that, as noted above, the Palestinian Mutual Banks may hold 
different organizational models and different legal structures, so at least in a first phase, 
this rule has to be excluded.
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The same opinion can be phased for the obligation to restore the initial number of members 
within one year. During the period of development of the system, however, a different 
provision has to be fixed in order to ensure, however, the maintenance of the initial structure 
also in relation to the sustainability of the level of capital.

Another feature of the Italian cooperative bank is that to be a shareholder is required to reside  
with character of continuity in the area of jurisdiction of the bank itself (for individuals), be 
located (for legal persons or entities without legal personality) or operating (i.e. work, in the 
form dependent or independent, for example as an entrepreneur) (art. 34, Italian banking law). 

Considering that the whole area of Palestine is approximately 6.220 km², determining a rule 
based on the belonging to a particular area of Palestine would not allow an easy development 
of the System. 

On that point, comparing the Italian Cooperative System to the Palestinian situation, the 
following problems have to be highlighted:

•	 small population, lack of workers, companies and entrepreneurs;

•	 small dimension of all the territories;

•	 necessity to allow to a third party the possibility to invest in the Palestinian economy. 
On that point, during the interview we conducted, it emerged the necessity for third 
parties (not Palestinian) to invest in the development of the system and to be part of 
its growth, also taking into consideration the project of capitalization already signed by 
foreign States, NGOs, and other subjects interested in the development of the Palestinian 
economy.  

In order to manage this issue, a solution could be found providing that to be a shareholder 
of a Palestinian Mutual Bank it’s needed to reside, be located, or operate in Palestinian 
Territories or “to support the development of its economy”. During the next period of the 
cooperation between Federcasse and PMA, a clear and defined rule, also on that point, will 
sort to be found.

Another feature provided by Italian law for Cooperative Banks is that each member has one 
vote, regardless of the number of shares held. This is the special rule that distinguishes the 
corporate governance of Cooperative Banks from other commercial banks. No shareholder 
may own shares whose total nominal value exceeds € 50,000 (art. 34 3rd and 4th paragraph 
of Italian banking law). 

The voting mechanism based on the “one-head one-vote” democratic rule separates 
ownership from control and makes takeover impossible. An external investor who, for 
instance, thinks that a given cooperative is poorly managed cannot make a tender offer and 
obtain control of it. This democratic rule prevents shareholders from behaving in contrast 
with the interests of each bank. 

For this reason, in our opinion, the PMB have to be characterized by this democratic feature, 
and the banking law (or PMA instructions) should provide this rule for all the PMBs that want 
to start their activity.   
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Activities.

As mentioned, the mutualistic feature for Cooperative Banks in Italy, is defined by law. Italian 
cooperative banks have to address their risky activities mainly to members. According to 
Italian law, also considering that in the performance of its activity the cooperative bank must 
apply the co-operative principles of mutuality without private speculation, it’s provided that 
cooperative banks must exercise credit predominantly to the shareholders (<50%).

However, in accordance with the Bank of Italy’s regulations, the legal requirement is fulfilled 
if at least 50 per cent of total risky assets are devoted to members or invested in government 
bonds (or in other assets with a zero-weighting coefficient according to the Basel rules). The 
actual amount of loans to members (over total loans) differs among Cooperative Banks. 

In our opinion, considering that one of the main features of the Italian system is that 
Cooperative Banks are mutual organizations, also in the Palestinian System it has to be 
provided that PMBs should exercise credit predominantly to shareholders in order to apply 
the mutual principle that the company provides services primarily to their members. 

However, considering the fact that, during the first part of its existence, not all the members 
of the PMB may need credit, during the third part of the cooperation between Federcasse 
and PMA, some studies will be done to introduce other activities (different than credits) in 
the Palestinian Banking System, among specific instruction of the Authority, that PMBs can 
offer to shareholders covering the feature that the bank should provide services primarily to 
members.

Cooperative Banks in Italy offer a wide range of banking and insurance services to local 
people and small- and medium-sized enterprises:

•	 various current accounts;

•	 card products: credit, debit and prepaid cards;

•	 retirement accounts;

•	 customer loans;

•	 business loans;

•	 mortgages with favourable conditions for first home purchase;

•	 deposits;

•	 insurance solutions;

•	 leases;

•	 factoring;

•	 other corporate finance products.
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On this specific point, during the third part of the study, it has to be understood which 
activities a PMBs could perform and how the Palestine Monetary Authority, when called 
upon to decide on the application to obtain the banking license, can reduce these activities.

Legal reserve. 

In Italy, Cooperative Banks must allocate at least 70% of annual net profits to the legal reserve. 
Another portion of the annual net profits must also be paid in to mutual benefit funds for the 
promotion and development of cooperation to the extent and in the manner provided by the 
law (the 4th paragraph of art. 11 of Law 59/1992 sets this measure to 3% of the annual net 
profits). The share of profits remaining after these destinations and that are not used for the 
revaluation of the shares or assigned to other reserves or distributed to shareholders as a 
dividend, are to be assigned to charity or mutuality purposes (for example, in the latter case, 
to deliver to shareholders of preferential credits). In exchange for that, due to their social 
role, Italian Cooperative Banks benefit from a favorable tax treatment.

As we said, achievement of a fair result, rather than distribution of profit, is the main goal 
of Cooperative Banks. However, it is quite rare to find the essential form of cooperative 
companies and at the same time it couldn’t be said that cooperative banks are non-
profit organizations. In Italy, as we said, cooperatives are by law partially constrained as 
regards redistribution of dividends to members. This fact makes them closer to non-profit 
organizations. Although the distinction between the two does not seem clear-cut, it should 
be noted that cooperatives act in the market with profit-oriented aims. The profits, however, 
are not privately held, but are commonly collected and used as a way of reinforcing the 
property, mainly among members, but with some spill-over to the local community.

The non-for-profit aim is assured by the assets locked principle. In case of withdrawal, 
exclusion of members, or bank’s liquidation, members cannot be reimbursed more than 
the share price. Moreover, upon the liquidation of a Cooperative Bank, its capital (net to the 
reimbursement addressed to member, according to the mentioned rule) must be devoted to 
the “Mutual Funds for the Promotion and Development of Cooperation”.

During our stay in Palestine, we noticed that there’s not already a cooperative “aim”.  A 
cooperative is an autonomous association of people who voluntarily cooperate for a mutual 
social, economic, and cultural benefit. In Palestine there’s a particular attention on the 
development of the Palestine and on the Palestinian people but not yet in a “cooperative 
way”; Palestinian culture organizes its growth with the organization of each family where 
they live helping each other when needed. For this reason, during the third part of the 
cooperation that involves Federcasse and other organizations of the system, some activities 
will be organized to improve the cooperative and mutual purpose, that is necessary for the 
beginning of the PMBs system.

At the same time, for the above mentioned reason, at the beginning of the system a strict 
rule for the allocation of the net profits to legal reserve could slow the growth of PMBs. In 
order to attract investors and shareholders, during the third part of the cooperation between 
Italy and PMA, a new rule will be provided where (per centages are hypothetic):

•	 51% of net profits is allocated to legal reserve and, at the same time,

•	 there’s the possibility to distribute net profits as dividends to shareholders.
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At the moment, art. 35 of Palestinian Banking law provides that each bank shall deduct 
10% of its net annual after tax profits to the legal reserve account until this reserve equals 
the minimum required paid-up capital of the domestic bank, or the dotation capital for the 
branches of foreign banks. For Palestinian banking law no bank shall dispose of the legal 
reserve without prior written approval from the PMA and it’s also provided that the Authority 
has the right to require any bank to allocate additional reserves, in light of the prevailing 
conditions, to maintain the bank’s financial position, and the bank may not dispose of or 
reduce these reserves without obtaining prior written approval from the PMA. Art. 36 of 
Palestinian banking law “Restrictions on distribution of profits”, provides that banks should 
obtain prior written approval of the PMA for the distribution of any cash or non-cash profits 
to shareholders. No General Assembly of any bank may decide to distribute any profits to 
shareholders in excess of the amount or per centage specified in the PMA’s prior approval 
regarding distribution.

Regarding the above mentioned provision, during the third part of the activities of cooperation 
between Federcasse and PMA, some studies will be conducted to manage the existent 
regulation and the above proposal with the aim to promote PMBs and at the same time to 
maintain the mutual and cooperative features of the Italian cooperative experience.

It has to be highlighted that, for a best result of the initiative, a modification of the taxation 
law would be preferable, in order to consent the establishment of these new specialized 
banks, also considering the mutuality purpose of the PMBs.
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5. Conclusions and way forward

This work confirms the need of a specialized bank in Palestinian banking system, proposing 
the introduction of Palestinian Mutual Banks.

First of all, occurring of financial exclusion and credit rationing problems is empirically 
tested, by using an innovative statistical methodology to estimate the lending gap. 

In particular financial exclusion in Palestine is suggested by levels of account penetration, 
activity in financial institutions accounts and savings during the past year lower than for the 
rest of the World and the majority of other countries of Middle East. 

Lending gap is here calculated by the negative difference between equilibrium credit supply 
and estimated credit demand, concluding that the average estimated lending gap is 81.3 
million dollars per year (0.9% of total loans and 1.4% of GDP). Lending gap to loans ratio 
equal to zero would imply a negative effect on real banking interest rates on loans (-0.02% 
per quarter) and a positive effect on GDP (+0.46% per quarter). 

Furthermore, lending gap is bigger for small and medium enterprises and within rural 
areas (proxied by agriculture and manufacturing). Comparing credit by sector to total credit 
ratio with lending gap by sector to total lending gap, the latter is significantly higher for 
agriculture and manufacturing (respectively 5.6% versus 1.5% and 13.6% versus 7.7%). As a 
consequence, the introduction of specialized banks focused on SMEs and mainly operating 
within rural areas would be highly effective for Palestine economy. 

Finally, Palestinian Mutual Banks may boost GDP with a potential impact of +0.3% on average 
per year. In the light of these empirical evidences, the introduction of Palestinian Mutual 
Banks seems to be a good way to reinforce Palestinian economy and banking system, by 
filling (part of) lending gap and by relaxing financial exclusion problems. 

Results here obtained should be examined in depth in the next step of the analysis: a 
survey on micro-data on single banks and firms which would disentangle all the possible 
determinants of the lending gap, with the objective of identifying economic and legal features 
of the Palestinian Mutual Banks.

Furthermore, other activities should be prearranged and/or started on the way forward of 
the constitution and development of Palestinian Mutual Banks:

•	 the implementation of a High Level Training Program for future managers and directors 
of PMB, jointly with Palestinian or international universities. This point is essential in 
order to create a common high level technical and cultural framework. The High Level 
Training Program would be focused not only on finance and economic issues, as:

 » Financial accounting
 » Macroeconomics and microeconomics
 » Business and banking law
 » Investments and insurance
 » Banking
 » Regulation
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but also on mutualistic and cooperative banking topics, as

 » Cooperative Credit Banking principles;
 » Cooperative Banks around the world, main features and governance; 
 » History and functioning of Italian Cooperative Credit Banks (Banche di Credito 

Cooperativo);
 » Relationship lending versus transactional banking, differences and comparative 

advantages;
 » Cooperative Banking Law.

•	 The establishment of a Palestine Mutual Guarantee Fund as a protection scheme for 
Palestinian Mutual Banks loans to small and medium enterprises. The Palestine Mutual 
Guarantee Fund should be financed with funds from International Organizations. 

•	 Other technical advices, from a banking, economic or legal point of view, could be provided 
during the start-up / development path of Palestinian Mutual Banks in the fields of:

 » Cooperative and mutualistic banking,
 » Risk management,
 » Legal advice,
 » Retail banking,
 » Payment services,
 » Trade Finance,
 » Insurance,
 » Auditing,
 » Macroeconomic / Market analysis.
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Table A1. List of variables 
 

Variables Source Units # observ. Freq. 

Total loans PMA mln. dollars 76 quarterly 
Total Loans - Agriculture PMA mln. dollars 76 quarterly 
Total Loans - Manufacturing PMA mln. dollars 76 quarterly 
Total Loans - Constructions PMA mln. dollars 76 quarterly 
Total Loans - Trade PMA mln. dollars 76 quarterly 
Total Loans - Trasportations PMA mln. dollars 76 quarterly 
Total Loans - Tourism PMA mln. dollars 76 quarterly 
Total Loans – Public Services PMA mln. dollars 76 quarterly 
Total Loans – Financial Services PMA mln. dollars 76 quarterly 
Interest rates on deposits - JD PMA % 44 quarterly 
Interest rates on deposits - USD PMA % 44 quarterly 
Interest rates on deposits - NIS PMA % 44 quarterly 
Interest rates on loans - JD PMA % 44 quarterly 
Interest rates on loans - USD PMA % 44 quarterly 
Interest rates on loans - NIS PMA % 44 quarterly 
GDP  PMA, PCBS, MOF mln. dollars 60 quarterly 
GDP –  Agriculture PMA, PCBS, MOF mln. dollars 60 quarterly 
GDP –  Manufacturing PMA, PCBS, MOF mln. dollars 60 quarterly 
GDP –  Constructions PMA, PCBS, MOF mln. dollars 60 quarterly 
GDP –  Transportations PMA, PCBS, MOF mln. dollars 60 quarterly 
GDP – Financial Services PMA, PCBS, MOF mln. dollars 60 quarterly 
GDP –  ICTs PMA, PCBS, MOF mln. dollars 60 quarterly 
GDP –  Services PMA, PCBS, MOF mln. dollars 60 quarterly 
GDP – Public Administration PMA, PCBS, MOF mln. dollars 60 quarterly 
GDP – Investments PMA, PCBS, MOF mln. dollars 77 quarterly 
GDP – Consumptions PMA, PCBS, MOF mln. dollars 77 quarterly 
GDP- Public Expenditure PMA, PCBS, MOF mln. dollars 77 quarterly 
Unemployment PMA, PCBS, MOF % 60 quarterly 
Consumption Price Index PMA, PCBS, MOF change y/y (%) 72 quarterly 
Real interest rates on deposits - JD Author s’ calc. % 44 quarterly 
Real interest rates on deposits - USD Author s’ calc. % 44 quarterly 
Real interest rates on deposits - NIS Author s’ calc. % 44 quarterly 
Real interest rates on loans - JD Author s’ calc. % 44 quarterly 
Real interest rates on loans - USD Author s’ calc. % 44 quarterly 
Real interest rates on loans - NIS Author s’ calc. % 44 quarterly 
Acronyms. PMA = Palestine Monetary Authority, PCBS = Palestinian Central Bureau of Statistics, MOF = Palestinian Ministry of Finan
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Table A2. Descriptive statistics 
 

Variables Mean Median Max Min Std Dev. # Obs. 

Total loans 1940.06 1710.19 4902.57 295.91 1272.05 76 
Total Loans - Agriculture 25.75 19.31 67.02 2.97 14.77 76 
Total Loans - Manufacturing 138.79 110.60 294.61 49.01 63.82 76 
Total Loans - Constructions 260.70 168.97 893.89 43.30 218.20 76 
Total Loans - Trade 371.90 338.54 833.47 150.45 144.42 76 
Total Loans - Trasportations 32.17 26.41 94.31 1.89 17.54 76 
Total Loans - Tourism 33.78 26.61 64.87 6.63 15.38 76 
Total Loans – Public Services 176.20 151.39 406.19 2.97 110.06 76 
Total Loans – Financial Services 48.89 45.05 135.46 3.33 34.73 76 
Interest rates on deposits - JD 1.99% 1.81% 3.56% 1.05% 0.73% 44 
Interest rates on deposits - USD 8.51% 8.92% 9.53% 6.31% 0.81% 44 
Interest rates on deposits - NIS 1.19% 0.75% 3.38% 0.27% 1.03% 44 
Interest rates on loans - JD 7.06% 7.15% 8.08% 5.59% 0.65% 44 
Interest rates on loans - USD 1.47% 1.40% 4.15% 0.21% 0.88% 44 
Interest rates on loans - NIS 12.04% 11.88% 13.98% 10.15% 1.05% 44 
GDP  1340.04 1260.65 1934.90 778.50 337.55 60 
GDP –  Agriculture 76.76 77.20 124.90 46.80 16.27 60 
GDP –  Manufacturing 208.28 210.50 313.80 134.70 47.93 60 
GDP –  Constructions 94.85 77.50 205.80 16.80 54.46 60 
GDP –  Transportations 32.12 30.95 56.80 18.00 7.41 60 
GDP – Financial Services 53.92 56.65 75.60 31.20 13.20 60 
GDP –  ICTs 72.16 66.10 123.50 25.20 31.46 60 
GDP –  Services 287.31 274.30 406.30 200.60 48.82 60 
GDP – Public Administration 192.27 201.70 261.80 80.30 48.61 60 
GDP – Investments 316.94 312.35 521.75 205.99 65.34 77 
GDP – Consumptions 1160.12 1133.27 1705.70 751.59 259.01 77 
GDP- Public Expenditure 399.56 391.55 673.90 224.81 122.26 77 
Unemployment 25.03% 24.65% 35.60% 18.70% 3.12% 60 
Consumption Price Index 3.96% 3.38% 9.89% 1.23% 2.17% 72 
Real interest rates on deposits - JD -1.50% -1.16% 1.70% -8.57% 2.38% 44 
Real interest rates on deposits - USD 5.03% 5.14% 7.80% -0.91% 2.24% 44 
Real interest rates on deposits - NIS -2.29% -2.19% 1.52% -9.53% 2.45% 44 
Real interest rates on loans - JD 3.58% 3.96% 6.22% -2.67% 2.16% 44 
Real interest rates on loans - USD -2.01% -1.56% 1.62% -9.31% 2.46% 44 
Real interest rates on loans - NIS 8.55% 9.13% 10.92% 1.95% 2.28% 44 
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Table A3. Unit root analysis 

 

Variables 
Levels First differences 

ADF KPSS PP ADF KPSS PP 

Total loans -2.85 0.20 -1.35 -1.15 0.51 -7.73 
Total Loans - Agriculture -2.13 0.08 -2.17 -7.49 0.14 -7.49 
Total Loans - Manufacturing -2.46 0.10 -2.15 -4.92 0.08 -4.93 
Total Loans - Constructions -0.47 0.22 -0.12 -0.61 0.77 -7.42 
Total Loans - Trade -1.95 0.19 -1.75 -6.82 0.46 -7.06 
Total Loans - Trasportations -3.63 0.11 -3.54 -7.88 0.10 -11.39 
Total Loans - Tourism -3.23 0.21 -3.15 -8.99 0.29 -9.68 
Total Loans – Public Services -4.08 0.22 -2.00 -6.64 0.74 -6.64 
Total Loans – Financial Services -1.83 0.22 -1.82 -7.80 0.19 -7.83 
Interest rates on deposits - JD -2.04 0.11 -2.14 -7.61 0.08 -7.50 
Interest rates on deposits - USD -2.39 0.09 -2.24 -5.73 0.16 -5.96 
Interest rates on deposits - NIS -3.08 0.14 -3.32 -8.74 0.23 -8.98 
Interest rates on loans - JD -2.05 0.12 -2.04 -6.95 0.12 -6.92 
Interest rates on loans - USD -2.12 0.11 -2.12 -7.48 0.09 -7.37 
Interest rates on loans - NIS -2.59 0.16 -2.56 -7.51 0.26 -8.04 
GDP  -3.49 0.19 -3.41 -7.76 0.36 -9.15 
GDP –  Agriculture -3.89 0.11 -2.13 -9.90 0.28 -10.85 
GDP –  Manufacturing -3.62 0.13 -2.67 -8.37 0.15 -8.60 
GDP –  Constructions -3.45 0.10 -3.12 -7.38 0.13 -7.40 
GDP –  Transportations -3.13 0.13 -2.07 -11.44 0.50 -10.30 
GDP – Financial Services -1.84 0.19 -1.92 -7.95 0.09 -7.93 
GDP –  ICTs -2.93 0.16 -2.91 -7.77 0.13 -8.10 
GDP –  Services -4.04 0.16 -3.05 -7.40 0.43 -10.07 
GDP – Public Administration -2.74 0.17 -2.74 -10.73 0.27 -11.22 
GDP – Investments -2.71 0.13 -2.10 -3.34 0.42 -14.04 
GDP – Consumptions -3.45 0.10 -3.45 -7.38 0.13 -7.80 
GDP – Public Expenditure -2.70 0.08 -2.60 -13.82 0.19 -14.72 
Unemployment -4.16 0.08 -4.25 - - - 
Consumption Price Index -2.89 0.09 -3.11 -7.25 0.07 -7.07 
Real interest rates on deposits - JD -1.95 0.10 -2.97 -6.52 0.05 -6.08 
Real interest rates on deposits - USD -1.72 0.11 -2.76 -6.06 0.05 -6.03 
Real interest rates on deposits - NIS -2.90 0.15 -3.02 -5.81 0.03 -6.97 
Real interest rates on loans - JD -2.75 0.16 -2.85 -6.04 0.09 -6.62 
Real interest rates on loans - USD -2.76 0.12 -2.76 -6.28 0.05 -6.09 
Real interest rates on loans - NIS -2.85 0.15 -2.93 -5.90 0.05 -6.72 
Acronyms. ADF = Augmented Dickey Fuller test statistics; KPSS = Kwiatkoswky – Phillips – Schmidt – Shin test statistics; PP = Phillips – Perron 
statistic test. Critical values with 76 observations  are respectively:  -4.14 (1% level of confidence), -3.50 (5% level of confidence) and -3.18 (10% 
level of confidence) for ADF, 0.22 (1% level of confidence), 0.15 (5% level of confidence) and 0.12 (10% level of confidence) for KPSS, -4.14 (1% 
level of confidence), -3.50 (5% level of confidence) and -3.18 (10% level of confidence). 
The unit root tests for the levels are with an intercept and a trend. Those for the first difference are with an intercept only. 
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Table A4. Regression results (I) 
 

 Equation (3) – Short run dynamic 

Dep. variables Total loans Total loans – Agricult. Total loans – Manufact. 

Regressors Coefficient  Coefficient  Coefficient  

α 0.1123 *** 0.0821 * 0.4793 *** 
Δ log (Lt-1) 0.7254 *** 0.5426 *** 1.3273 *** 
Δ log (Lt-2) 0.3570 *** 0.1027  -0.6478 *** 
Δ log (Lt-3) 0.1563  0.2149  -  
Δ log (Lt-4) -0.4892 *** -0.3206 ** -  
Δ log (Yt) 0.2354 ** -  -  
Δ log (Yt-1) –  0.2948 ** -  
Δ log (rt-1) –  -  -6.1826 *** 
Δ log (rt-2) –  -  -5.0258 *** 
Δ log (L/Y)t -0.1453 * -  -0.2883 *** 
D2004Q1 0.0798 ** -  -  
D2008Q2 -  0.1563  -  
D2010Q1 0.0717 ** -  -  
D2010Q4 –  0.4782 *** -  
D2011Q1 –  0.3940 *** -  
D2012Q3 –  0.4779 *** 0.2138 *** 
D2013Q3 –  0.5814 *** -  
D2013Q4 –  0.5426 *** -  
Adjusted R2 0.8728  0.7189  0.8966  
DW 2.1267  1.899  1.9016  
LM test - F(4, 35) 0.4183  0.3429  0.6492  
# observations 48  51  40  
Note. The estimated regressions are equations (3) for total loans, total loans to agriculture, total loans to manufacturing. 
The dependent variable is delta log of total loans of all Italian banks. Lt = Total Loans, Yt = GDP, rt = real interest rate 
on loans denominated in dollars, D2004Q1, D2010Q1, D201Q4, D2011Q1, D2012Q2, D2012Q3, D2013Q3, D2013Q4 
= dummy variables. *: significant at the 10% level, **: significant at the 5% level, ***: significant at the 1% level. 
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Table A5. Regression results (II) 
 

 Equation (4) – Error Correction Model 

Dep. variables Total loans Total loans – Agricult. Total loans – Manufact. 

Regressors Coefficient  Coefficient  Coefficient  

α 0.1121 *** 0.0947 * 0.4816 *** 
Δ log (Lt-1) 0.7017 *** 0.7378 *** 1.3513 *** 
Δ log (Lt-2) 0.3874 * -0.0482  -0.6666 *** 
Δ log (Lt-3) 0.1496  0.3941 ** -  
Δ log (Lt-4) -0.4968 *** -0.4194 *** -  
Δ log (Yt) 0.2472 ** -  -  
Δ log (Yt-1) -  0.3221 *** -  
Δ log (rt-1) -  -  -6.1759 *** 
Δ log (rt-2) -  -  -5.0594 *** 
Δ log (L/Y)t -0.1428 * -  -0.3070 *** 
D2004Q1 0.0829 ** -  -  
D2010Q1 0.0720 ** -  -  
D2010Q4 -  0.5935 *** -  
D2011Q1 -  0.4027 *** -  
D2012Q2 -  -  0.2107 *** 
D2012Q3 -  0.3459 *** -  
D2013Q3 -  0.6816 *** -  
D2013Q4 -  0.5288 *** -  
Zt-1 -0.0000  -0.0124 *** -0.0000  
Adjusted R2 0.8565  0.7933  0.8984  
DW 2.1028  1.9260  1.8610  
LM test - F(4, 35) 0.3736  0.7743  0.7152  
# observations 47  47  37  
Note. The estimated regressions are equations (4) for total loans, total loans to agriculture, total loans to manufacturing. 
The dependent variable is delta log of total loans of all Italian banks. Lt = Total Loans, Yt = GDP, rt = real interest rate 
on loans denominated in dollars, D2004Q1, D2010Q1, D201Q4, D2011Q1, D2012Q2, D2012Q3, D2013Q3, D2013Q4 
= dummy variables, Zt-1 = Cointegrating vector. *: significant at the 10% level, **: significant at the 5% level, ***: 
significant at the 1% level. 
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Table A6. Forecast evaluation 

 

 Equations 

 Total loans Loans to agriculture Loans to manufact. 
Root Mean Square Err. 0.0667 0.1692 0.2588 
Mean Absolute Error 0.0516 0.1383 0.2060 
Theil Inequality Coeff. 0.2021 0.3500 0.3843 

 
 
 
 
 
 
Table A7. Regression results (III) 

 Equation (5) and (6) – Real interest rate 

Dependent variable: Δ log (rt) Equation (5) Equation (6) 

Regressors Coefficient  Coefficient  

α 0.0046  0.0045 * 
Δ log (rt-1) 0.9802 ** 0.9777 *** 
(LG/L)t 0.0208 * 0.0187 * 
D2008Q1 0.0834 *** 0.0832 *** 
D2009Q1 0.0606 *** 0.0603 *** 
Zt-1 -  0.0779  
Adjusted R2 0.9404  0.9419  
DW 1.7968  1.8505  
LM test - F(4, 35) 0.7099  0.3006  
# observations 43  42  
Note. The estimated regressions are equations (5) and (6). The dependent variable is delta log of real interest rates. rt = 
real interest rate on loans denominated in dollars, LGt = Lending Gap, Lt = Total Loans, D2008Q1, D2009Q1 = dummy 
variables, Zt-1 = Cointegrating vector. *: significant at the 10% level, **: significant at the 5% level, ***: significant at 
the 1% level. 

 
 
 
 
 
 
 
 
 
 
 

 

 

 
Table A6. Forecast evaluation 

 

 Equations 

 Total loans Loans to agriculture Loans to manufact. 
Root Mean Square Err. 0.0667 0.1692 0.2588 
Mean Absolute Error 0.0516 0.1383 0.2060 
Theil Inequality Coeff. 0.2021 0.3500 0.3843 

 
 
 
 
 
 
Table A7. Regression results (III) 

 Equation (5) and (6) – Real interest rate 

Dependent variable: Δ log (rt) Equation (5) Equation (6) 

Regressors Coefficient  Coefficient  

α 0.0046  0.0045 * 
Δ log (rt-1) 0.9802 ** 0.9777 *** 
(LG/L)t 0.0208 * 0.0187 * 
D2008Q1 0.0834 *** 0.0832 *** 
D2009Q1 0.0606 *** 0.0603 *** 
Zt-1 -  0.0779  
Adjusted R2 0.9404  0.9419  
DW 1.7968  1.8505  
LM test - F(4, 35) 0.7099  0.3006  
# observations 43  42  
Note. The estimated regressions are equations (5) and (6). The dependent variable is delta log of real interest rates. rt = 
real interest rate on loans denominated in dollars, LGt = Lending Gap, Lt = Total Loans, D2008Q1, D2009Q1 = dummy 
variables, Zt-1 = Cointegrating vector. *: significant at the 10% level, **: significant at the 5% level, ***: significant at 
the 1% level. 
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Table A8. Regression results (IV) 

 

 Equation (7) and (8) – GDP 

Dependent variable: Δ log (Yt) Equation (5) Equation (6) 

Regressors Coefficient  Coefficient  

α -0.0058  -0.0121  
Δ log (Yt-1) 0.3276 ** 0.4385 *** 
(LG/L)t -0.4638 *** -0.4754 *** 
D2003Q3 0.1701 *** 0.1672 *** 
D2006Q4 0.1210 *** 0.1164 *** 
Zt-1 -  -0.0000  
Adjusted R2 0.5647  0.5638  
DW 1.8186  2.1775  
LM test - F(4, 35) 0.1367  0.3981  
# observations 46  44  
Note. The estimated regressions are equations (7) and (8). The dependent variable is delta log of GDP. Yt = GDP, LGt = 
Lending Gap, Lt = Total Loans, D2003Q1, D2006Q4 = dummy variables, Zt-1 = Cointegrating vector. *: significant at 
the 10% level, **: significant at the 5% level, ***: significant at the 1% level. 
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Statistical Appendix – Figures 

Figure A1. Raw series 
 

 
 
Acronyms. LOAN_TOT = Total loans (in million dollars), LOAN_AGR = Total loans to agriculture (in million dollars), 
LOAN_MAN = Total loans to manufacturing (in million dollars), LOAN_COSTR = Total loans to constructions (in million dollars), 
LOAN_TRADE = Total loans to trade (in million dollars), LOAN_TRAS = Total loans to transportations (in million dollars), 
LOAN_TUR = Total loans to tourism (in million dollars), LOAN_SER_PUB = Total loans to public services (in million dollars), 
LOAN_FIN_SER = Total loans to financial services (in million dollars), INT_DEP_JD = Banking interest rates on deposits 
denominated in Jordanian Dollars  (%), INT_DEP_USD = Banking interest rates on deposits denominated in US Dollars  (%), 
INT_DEP_NIS = Banking interest rates on deposits denominated in New Israeli Shekel (%), INT_LOA_JD = Banking interest rates 
on loans denominated in Jordanian Dollars  (%), INT_ LOA _USD = Banking interest rates on loans denominated in US Dollars  
(%), INT_ LOA _NIS = Banking interest rates on loans denominated in New Israeli Shekel (%), GDP_TOT= GDP (million dollars), 
GDP_AGR= GDP – agriculture (million dollars), GDP_MAN= GDP – manufacturing (million dollars), GDP_COSTR= GDP – 
constructions (million dollars), GDP_TRAS= GDP – transportations (million dollars), GDP_FIN= GDP – financial services (million 
dollars), GDP_ICT= GDP – ICTs (million dollars), GDP_SER= GDP – services (million dollars), GDP_PA= GDP – public 
administration (million dollars), GDP_INV= GDP – investments (million dollars), GDP_CONS= GDP – consumptions (million 
dollars), GDP_SP= GDP – Public Expenses (million dollars), UNEM=Unemployment (%), CPI=Consumer Price Index (%), 
INT_REA_DEP_JD = Real banking interest rates on deposits denominated in Jordanian Dollars  (%), INT_ REA_DEP_USD = Real 
banking interest rates on deposits denominated in US Dollars  (%), INT_ REA_DEP_NIS = Real banking interest rates on deposits 
denominated in New Israeli Shekel (%), INT_ REA_LOA_JD = Real banking interest rates on loans denominated in Jordanian 
Dollars  (%), INT_REA_LOA _USD = Real banking interest rates on loans denominated in US Dollars  (%).  
Sources: see Table A1. Descriptive Statistics: see Table A2 
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Figure A2. Series in delta logs 
 
 

 
Acronyms. DL_LOAN_TOT = Total loans (in million dollars), DL_LOAN_AGR = Total loans to agriculture (in million dollars), 
DL_LOAN_MAN = Total loans to manufacturing (in million dollars), DL_LOAN_COSTR = Total loans to constructions (in million 
dollars), DL_LOAN_TRADE = Total loans to trade (in million dollars), DL_LOAN_TRAS = Total loans to transportations (in 
million dollars), DL_LOAN_TUR = Total loans to tourism (in million dollars), DL_LOAN_SER_PUB = Total loans to public 
services (in million dollars), DL_LOAN_FIN_SER = Total loans to financial services (in million dollars), DL_INT_DEP_JD = 
Banking interest rates on deposits denominated in Jordanian Dollars  (%), INT_DEP_USD = Banking interest rates on deposits 
denominated in US Dollars  (%),DL_INT_DEP_NIS = Banking interest rates on deposits denominated in New Israeli Shekel (%), 
DL_INT_LOA_JD = Banking interest rates on loans denominated in Jordanian Dollars  (%), DL_INT_ LOA _USD = Banking 
interest rates on loans denominated in US Dollars  (%), DL_INT_ LOA _NIS = Banking interest rates on loans denominated in New 
Israeli Shekel (%),DL_GDP_TOT= GDP (million dollars), DL_GDP_AGR= GDP – agriculture (million dollars), GDP_MAN= GDP 
– manufacturing (million dollars), DL_GDP_COSTR= GDP – constructions (million dollars), DL_GDP_TRAS= GDP – 
transportations (million dollars), DL_GDP_FIN= GDP – financial services (million dollars), DL_GDP_ICT= GDP – ICTs (million 
dollars), DL_GDP_SER= GDP – services (million dollars), DL_GDP_PA= GDP – public administration (million dollars), 
DL_GDP_INV= GDP – investments (million dollars), DL_GDP_CONS= GDP – consumptions (million dollars), DL_GDP_SP= 
GDP – Public Expenses (million dollars), UNEM=Unemployment (%),DL_CPI=Consumer Price Index (%),DL_INT_REA_DEP_JD 
= Real banking interest rates on deposits denominated in Jordanian Dollars  (%), DL_INT_ REA_DEP_USD = Real banking interest 
rates on deposits denominated in US Dollars  (%), DL_INT_ REA_DEP_NIS = Real banking interest rates on deposits denominated 
in New Israeli Shekel (%), DL_INT_ REA_LOA_JD = Real banking interest rates on loans denominated in Jordanian Dollars  (%), 
DL_INT_REA_LOA _USD = Real banking interest rates on loans denominated in US Dollars  (%).  
Sources: see Table A1. Descriptive Statistics: see Table A2 
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