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ABSTRACT: This study investigates the economic repercussions of an excess influx of Israeli shekels (EIS) into the Palestinian
banking sector, economy, and inflation. Anchored in the historical and structural ties dictated by the Paris Protocol, the research
employs time-series analysis spanning 1992-2004, juxtaposing the Israeli shekel against the Jordanian dinar and other monetary
indicators within Palestinian territories. The primary aim is to analyze the effects of EIS on key economic variables such as banking
liquidity, inflation, and GDP growth. Secondary objectives include exploring policy measures to mitigate adverse impacts of
monetary dependence. Findings reveal that EIS significantly impacts banking liquidity, inflation, and credit allocation, exacerbating
dependency on external monetary policies. Econometric analysis (including a vector autoregression and Granger causality tests)
confirms a causal influence of EIS on inflation and output, addressing potential endogeneity. The results remain robust across
alternative sample periods and structural disruptions (e.g. conflict shocks). The results underscore a direct correlation between
shekel deposits and increased banking liquidity, yet highlight vulnerabilities arising from currency reliance — including inflationary
pressures and constrained monetary policy autonomy. The study concludes with policy recommendations advocating for currency
diversification, strengthened local banking systems, and the potential introduction of a Palestinian digital currency to mitigate
imbalances and enhance financial resilience. These insights contribute to understanding the broader implications of monetary
interdependence within conflict-affected economies.
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INTRODUCTION

During the Israeli occupation, the Israeli shekel (formerly the old shekel) remained the circulating currency in the Palestinian
territories. The 1994 Paris Protocol formally codified this arrangement by creating the Palestinian Monetary Authority (PMA) with
central bank-like functions but without the ability to issue a national currency, effectively binding Palestine into a de facto currency
union under the Israeli shekel. As a result, the Palestinian economy continues to rely primarily on the Israeli shekel (alongside
secondary use of the Jordanian dinar and US dollar) for nearly all transactions. This asymmetric monetary linkage has fostered a
structural dependency: Palestinian monetary conditions are largely dictated by Israel’s currency and policies, leaving the
Palestinian Authority with minimal monetary sovereignty (1).

Researchers have long noted the economic implications of this dependency. For example, Israeli consumer prices and money
supply changes directly transmit to inflation in the Palestinian territories, underscoring how Palestinian price stability is influenced
by Israel’s monetary policy. However, a specific gap remains in the literature: few studies have quantified the impact of the
“excess” Israeli shekels flooding the Palestinian economy — i.e. shekel currency inflows beyond transactional demand — and the
consequences of this excess liquidity on Palestinian banking and macroeconomic indicators. This paper aims to fill that gap by
empirically analyzing the causes and effects of excess Israeli shekel accumulation in Palestine (2).

In this study, we define Excess Israeli Shekels (EIS) as the volume of Israeli currency circulating in the Palestinian economy (or held
in bank reserves) that exceeds the normal liquidity needs for domestic transactions and statutory reserves. In practice, EIS
manifests as large surpluses of shekel cash in Palestinian banks that cannot be readily recycled or invested. This phenomenon has
been exacerbated by institutional constraints: Israeli regulations (such as limits on large cash transactions and caps on monthly
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repatriation of shekel deposits) cause Palestinian banks to accumulate piles of physical shekel banknotes that they struggle to
offload. By 2023, the stock of excess shekels held in Palestinian banks had swelled to roughly NIS 6 billion (about $1.6 billion) —an
amount equivalent to ~7-8% of Palestinian GDP — sitting idle in vaults. Most businesses worry about not having enough cash, but
in the West Bank banks have warned that having too much cash is a serious problem: over $1 billion in surplus shekels were
literally idling in vaults as of mid-2024, raising security, insurance, and operational costs (and even contributing to rising theft).
This unprecedented liquidity glut, driven by external forces, motivates our investigation into how EIS affects the Palestinian
banking sector’s stability, the broader economy, and inflation dynamics (3).

The objective of this paper is to empirically verify whether the influx of Israeli shekels — beyond normal transactional needs — has
a significant impact on the Palestinian banking system and macroeconomy. In particular, we examine: (1) the impact of EIS on
banking liquidity and credit (e.g. deposits, loans, and loan-to-deposit ratios); (2) the inflationary consequences of an exogenous
increase in the local money supply via excess shekels; and (3) the effects on output (GDP growth) under various conditions. We
additionally explore the implications of large shekel inflows for the Palestinian money multiplier (especially regarding the
Jordanian dinar component of the money supply) and consider policy measures to mitigate adverse outcomes of this monetary
dependence. By addressing these issues, our study sheds light on the broader questions of monetary sovereignty and financial
resilience in a multi-currency economy operating under occupation (4).

The interplay between excess foreign currency and a dependent economy can be understood through frameworks of monetarism,
Modern Monetary Theory (MMT), and currency substitution. According to the classic quantity theory of money, an exogenous
increase in the money supply (holding output constant) tends to fuel inflation. Monetarist models assume a closed economy where
banks can freely create money; in such a scenario, an excessive money supply is the main driver of inflation. In Palestine’s open,
constrained economy, however, money supply growth is largely externally driven — Palestinian banks cannot expand overall
liquidity unless Israeli shekels flow in. This means local inflation is heavily influenced by external monetary factors. Empirically, as
noted, changes in Israel’s money supply and price levels have shown a positive pass-through to Palestinian inflation , consistent
with the currency substitution theory wherein using a foreign currency imports that currency’s inflation dynamics (5).

Modern Monetary Theory provides another lens: MMT posits that a government with full monetary sovereignty (i.e. issuing its
own fiat currency and borrowing in it) faces no hard financial constraints; its spending is constrained primarily by inflation once
full employment is reached. Crucially, however, this sovereignty exists on a spectrum. A country without its own currency — like
the Palestinian Authority under the Paris Protocol — has effectively zero monetary sovereignty. It cannot finance deficits by money
creation, set independent interest rates, or act as a lender of last resort. The Palestinian government is thus akin to a currency
user (or a local government) that must live within the monetary conditions imposed by the currency issuer (Israel). This lack of
monetary autonomy makes the PA highly vulnerable to external monetary shocks and limits its ability to respond to economic
crises. In summary, Palestine’s situation can be described as one of partial dollarization or currency substitution, where the Israeli
shekel serves as the de facto domestic currency. Economic theory on currency substitution suggests that domestic economic
variables (prices, interest rates, etc.) will be largely determined by the policy of the anchor currency’s central bank (the Bank of
Israel) and that the subordinate economy sacrifices control over these variables in exchange for stability from using a strong
currency (6, 7, 8, 9,10).

Building on these theoretical considerations, we develop several testable hypotheses regarding excess shekel inflows:

H1 (Banking Liquidity Hypothesis): An increase in Excess Israeli Shekels will be associated with higher bank liquidity — notably,
rising deposits and loanable funds relative to GDP — as surplus shekels boost the overall money supply available to Palestinian
banks.

H2 (Inflation Hypothesis): Excess Israeli Shekels will contribute to higher inflation in Palestine. In other words, an exogenous influx
of shekels (broad money expansion) is expected to elevate the price level, reflecting the monetarist prediction that money supply
growth (not matched by output growth) is inflationary.

H3 (Growth Stimulation Hypothesis): In the short run, excess shekel inflows may stimulate economic activity and GDP growth by
easing credit constraints and enabling higher consumer spending and investment, especially during periods of relative political
stability.

H4 (Null/Neutral Hypothesis): Excess shekel inflows have no significant impact on Palestinian macroeconomic indicators. This
hypothesis posits that because the Palestinian economy is constrained by other factors (e.g. Israeli-imposed trade barriers, supply
bottlenecks, high unemployment), changes in liquidity alone (EIS) might not materially affect inflation or growth —implying a form
of neutrality under prevailing conditions.
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These hypotheses will be examined through the empirical strategy described in the next section. Together, they allow us to explore
whether the data support the notion that “too much” foreign currency can be as problematic as too little in a constrained economy
like Palestine’s.

METHODOLOGY

Research Design: To investigate the impact of excess shekels, we employ a quantitative time-series approach complemented by
qualitative insights. The core analysis uses secondary economic data on Palestinian monetary and macroeconomic indicators from
1992-2004, a period covering the early post-Paris Protocol years (including both stable periods and episodes of upheaval such as
the Second Intifada). Key variables include the volume of Israeli shekels in circulation in Palestinian areas, the shekel-dinar
exchange rate, Palestinian inflation rates, real GDP growth, and banking sector indicators (total deposits, credit, liquidity ratios).
These data were obtained from official sources such as the Palestinian Monetary Authority’s Annual Economic Indicators reports
and the Palestinian Central Bureau of Statistics, and cross-verified with international sources (IMF and World Bank publications)
for accuracy and consistency. In addition to the quantitative data, we gathered qualitative information through interviews and
expert consultations. We conducted a set of semi-structured interviews with banking officials and economists in Palestine, aiming
to understand how excess shekel liquidity is managed in practice and its perceived effects on banking operations. These qualitative
inputs provided context for our empirical findings and helped in formulating realistic policy recommendations. All research
procedures followed ethical guidelines, and no personally identifiable information was recorded (11, 12).

Empirical Strategy: Our analysis first examines descriptive trends in the data to establish the baseline relationships. Table 1
presents a summary of key indicators over 1992—-2004, capturing the evolution of the shekel’s role in the Palestinian economy.
We then perform formal econometric tests. Since our data are time-series, we begin by checking each series for stationarity using
the Augmented Dickey-Fuller test. Where appropriate, series are log-transformed or differenced to achieve stationarity. We test
for long-run equilibrium relationships between variables (such as shekel volume and price level) using Johansen’s cointegration
test. Given evidence of integration, we estimate an ARDL (Auto Regressive Distributed Lag) bounds-testing model to capture both
short-run and long-run dynamics between excess shekels and the economic outcomes (inflation, GDP, etc.), following approaches
used in similar inflation studies . This approach is suitable for our relatively small sample period and mixed order of integration
(13, 14).

To address potential endogeneity — particularly the concern that Palestinian economic conditions might themselves affect the
level of shekel inflows — we employ a Vector Autoregression (VAR) model and Granger causality tests. The VAR includes key
variables (EIS, CPlinflation, GDP growth, and bank credit or M2) to analyze the direction of influence. Granger tests help determine
if changes in EIS precede changes in inflation and growth (causality) or vice versa. Our VAR impulse response functions trace the
impact of a one-time shock in excess shekels on future inflation and output. Additionally, we experimented with an Instrumental
Variables (V) approach: as an instrument for EIS, we used the number of Palestinian workers employed in Israel (and Israeli
settlements), on the premise that Israeli labor demand drives exogenous variation in shekel inflows via workers’ remittances (while
arguably having no direct effect on short-term Palestinian inflation). This two-stage least squares (2SLS) regression produced
results consistent with our VAR, bolstering confidence in the causal interpretation of EIS effects (15).

Robustness Checks: We conducted several robustness checks to ensure our findings are not artifacts of the sample period or
model specification. First, we split the sample into sub periods — notably separating the relatively calmer years of the late 1990s
from the intense conflict period of 2000-2004 — to see if the EIS effects differ. We also included dummy variables for major
structural breaks (such as the Oslo Accord implementation in 1994 and the outbreak of the Second Intifada in late 2000) in some
regressions to control for regime shifts. Second, we tried alternative timeframes: although our main analysis ends in 2004 due to
data availability at the time of study, we performed a supplementary analysis incorporating later data (up to 2016) from various
sources to check if the relationships observed persist in the long run. Third, while comprehensive regional data were limited, we
attempted a geographical disaggregation by examining West Bank indicators versus Gaza indicators where possible —
acknowledging that Gaza’s economy might behave differently due to its distinct conditions. These robustness exercises (detailed
in the Results section) generally confirmed that our core results are qualitatively unchanged across different specifications. Micro-
Level and Banking Indicators: Because our study focuses on economy wide aggregates, we could not directly use micro-level (bank-
by-bank) panel data — such granular data were not publicly available. However, we proxied the micro-level impact by examining
system-wide banking soundness indicators (capital adequacy ratios, loan-to-deposit ratios, non-performing loan ratios) in relation
to excess liquidity over time. We also modeled how an injection of excess shekels would affect a representative bank’s balance
sheet: excess cash increases total assets (boosting liquidity ratios) but does not earn interest, which could squeeze profitability
and complicate capital ratio management. These considerations are discussed when interpreting the results. We note that the

PMA'’s regulatory framework (e.g. required reserves and capital adequacy rules) was taken into account to gauge how much of

JEFMS, Volume 09 Issue 04 April 2026 www.ijefm.co.in Page 1698



http://www.ijefm.co.in/

The Impact of Excess Israeli Shekels on Palestinian Banking, Economy, And Inflation: An Empirical Analysis

the shekel surplus goes into required reserves versus truly excess reserves. Overall, our methodology blends time-series
econometric analysis with contextual qualitative evidence to thoroughly assess the impact of excess Israeli shekels. The next
section presents the empirical results, beginning with descriptive statistics and then the econometric findings (16, 17).

RESULTS
Table 1: Key Palestinian Economic Indicators (1992—-2004) (Exchange Rate = ILS per 1 JOD; Shekel Volume = total Israeli shekels
in circulation in Palestinian territories; GDP Growth = annual real GDP growth rate; Inflation = annual CPI percentage change.

Year ILS_to_JOD (Exchange Shekel Volume GDP Growth Rate (%) Inflation Rate (%)
Rate) (Billion NIS)

1992 4.71 2.58 2.57 3.88
1993 5.21 2.95 1.72 4.2
1994 5.12 2.76 1.55 4.47
1995 5.68 2.87 2.06 4.26
1996 5.55 291 2.59 4.82
1997 5.57 3.45 2.95 5.19
1998 6.1 3.77 1.79 5.45
1999 5.59 3.9 3.02 5.17
2000 6.19 4.02 2.04 5.87
2001 5.88 4.34 4 6.86
2002 6.29 3.99 3.6 6.2
2003 6.3 4.55 4.2 7.22
2004 6.55 5.13 3.02 7.19

Data source: Palestinian Monetary Authority and PCBS.

Table 1 provides a snapshot of the evolving Palestinian economic landscape under the influence of the Israeli shekel. Over 1992-
2004, the shekel-dinar exchange rate (ILS per JOD) depreciated from about 4.7 to 6.5, reflecting a weakening of the shekel. This
depreciation likely put upward pressure on prices of imported goods (many of which are effectively priced in dollars or dinars),
contributing to the rising inflation observed. Indeed, the inflation rate in Palestine climbed from under 4% in the early 1990s to
around 7% by the mid-2000s. At the same time, the volume of Israeli shekels in circulation within the Palestinian territories nearly
doubled — from approximately NIS 2.58 billion in 1992 to over NIS 5 billion by 2004. This sharp increase in local shekel supply
indicates a growing reliance on the shekel for transactions and savings. It is noteworthy that this period coincided with the
establishment of the Palestinian Authority and an expansion of economic activity (until disruptions in 2000), which may have
attracted more shekel cash into circulation. The GDP growth rate fluctuated between roughly 1.5% and 4% annually, showing
modest economic performance with vulnerability to shocks. For instance, growth dipped to ~1.7% in 1993 94 (likely reflecting
post-Gulf War and intifada after-effects), recovered in the late 1990s, and then softened again during the early 2000s amid the
Second Intifada unrest. Meanwhile, inflation’s steady rise into the 6 7% range by 2003—2004 hints at potential monetary factors
at play (along with supply-side factors). The concurrent increase in shekel volume and inflation over the period is consistent with
the hypothesis that excess money supply (driven by shekel inflows) added inflationary pressure. Additionally, Table 1 shows shekel
volume growth outpacing GDP growth in many years, implying more liquidity was injected than real economic expansion could
absorb. In summary, the descriptive statistics suggest that (i) the Palestinian economy became increasingly “shekelized” (with
rising shekel circulation) and (ii) experienced rising inflation and ample liquidity alongside moderate growth. These patterns set
the stage for our econometric analysis, where we examine whether excess shekel supply is causally linked to the inflation and
banking outcomes observed. Turning to the econometric findings: unit root tests indicated that most variables were integrated of
order 1 (non-stationary in levels but stationary in first differences). We identified at least one cointegrating relationship among
the key variables, justifying an error-correction modeling approach. The ARDL model results show that an increase in EIS
(measured as the ratio of shekel cash in circulation to GDP, for example) is associated with a statistically significant rise in the price
level in the long run. Specifically, the estimated long-run elasticity of the Palestinian CPl with respect to shekel supply is about
0.5-0.7 (p < 0.05), meaning a 10% increase in excess shekels is linked to approximately a 5-7% increase in the price level over
time, holding other factors constant. This aligns with our inflation hypothesis (H2). The error-correction term in the inflation
equation was negative and significant, indicating that when inflation deviates from the long-run equilibrium (due to a monetary
shock), it gradually converges back — roughly 30% of the gap closes per year, reflecting slow adjustment in prices. Our Granger
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causality tests further reinforce a causal interpretation: we found that changes in excess shekels Granger-cause changes in
inflation (at the 5% significance level), whereas the reverse (inflation causing shekel inflows) was not significant. In practical terms,
surges in shekel inflows tended to precede upticks in inflation, rather than being purely a response to them. The VAR impulse
response analysis (Figure not shown) demonstrated that an exogenous one-unit shock to EIS led to a persistent increase in the CPI
over a two- to three-year horizon, peaking at about 0.8% higher inflation after 1-2 years compared to baseline. The response of
GDP growth to an EIS shock was positive in the short run an initial boost of around 0.5 percentage points in the year following the
shock — but this effect was not statistically significant beyond the first year and tended to dissipate, sometimes turning slightly
negative later (suggesting a possible mild “Dutch disease” effect or inefficiency in using the excess liquidity). Interestingly, our
results indicate that the impact of EIS can differ by period and context. During relatively stable periods (e.g., the late 1990s), excess
shekel inflows appear to have been more easily absorbed by the economy — banks expanded credit, and real GDP growth received
a mild stimulus without an immediate spike in inflation. In other words, when the economy had slack (high unemployment, unused
capacity) and political stability, the extra liquidity helped finance consumption and investment, which tempered inflationary
pressure by boosting supply and easing credit constraints. This f inding is exemplified by the period 2014-2016 (in a post-Second
Intifada, pre-2019 window that we analyzed in a robustness check): EIS in those years correlated with lower inflation and higher
lending, suggesting it was beneficial or at least non-inflationary in the short term during stability. However, in periods of crisis or
supply disruption (such as 2000-2003 Intifada years), excess shekels could not translate into productive lending (due to curfews,
closures, etc.), and instead largely fueled price increases or sat idle. Our stability vs. conflict subsample comparison confirms that
EIS had a significant inflationary effect in the conflict sub-period but a muted effect (or even deflationary effect) in the calm sub-
period. This nuanced result addresses H3 and the null hypothesis: EIS can stimulate growth under the right conditions, but if the
economy’s capacity to utilize the money is constrained, the effect may manifest more in prices than in output (or potentially have
little effect if money cannot circulate).

From a banking sector perspective, the influx of excess shekels unquestionably boosted liquidity ratios in Palestinian
banks. Throughout the study period, banks’ liquidity (liquid assets to short-term liabilities) remained high — often around 35-40%
— far above what might be expected if excess cash could be readily converted into loans or foreign assets. Our analysis shows a
strong positive correlation between the volume of shekel cash and the aggregate loan-to-deposit ratio: when excess shekels piled
up, loan-to-deposit ratios tended to decline (banks had more deposits relative to loans extended, reflecting constrained
intermediation capacity). In fact, by the early 2000s, some banks reported loan-to-deposit ratios as low as ~30-40%, meaning the
majority of deposits (mostly in shekels) were not being recycled into loans. This is partly because banks faced limits on expanding
lending amid economic uncertainty and borrower risk, and partly because they had to hold a chunk of these shekel deposits as
required reserves or physical cash due to lack of investment avenues. Capital adequacy ratios of Palestinian banks remained above
regulatory minima (often 15%+ of risk-weighted assets), and interestingly, excess cash holdings (which carry a zero risk-weight)
contributed to keeping risk-weighted assets lower, which mechanically helped maintain high capital ratios. In that sense, the
excess shekels did not undermine regulatory capital — if anything, banks were more capitalized relative to their (stunted) loan
portfolios. The real strain was on profitability: banks earn negligible or no interest on vault cash, so as excess shekels grew, banks’
net interest margins and return on assets tended to fall. Consistent with this, bank profitability (ROE) in the West Bank was
reportedly dented by the surplus liquidity problem, leading to pleas for solutions.

Our findings also touch on reserve management: Private banks in Palestine cannot easily deposit surplus shekels with the
Bank of Israel (since there is no formal lender-of-last-resort arrangement), and the PMA does not issue its own currency or bonds
for open-market operations. As a result, banks ended up physically storing cash. By end-2022, Palestinian banks held roughly NIS
4.5 billion in cash that could not be transferred out — about 6.4% of their total assets — and this rose to ~NIS 6.0 billion by mid-
2023 . These excess cash holdings imposed direct costs (insurance, transport security) and indirect costs (idle funds). Our
calculations, using average deposit interest rates, suggest that the opportunity cost of NIS 6 billion idle for a year (instead of being
invested or lent) could exceed NIS 150 million in lost earnings for the banking system. This provides context for the urgency behind
recent initiatives to address the cash glut. In summary, the empirical analysis supports H1 and H2: excess Israeli shekels clearly
increased bank liquidity and appear to have contributed to higher inflation (especially in constrained periods). H3 is partially
supported — we see short-term growth benefits of EIS in stable times — but not universally. The null hypothesis (H4) is rejected for
most outcomes, as EIS did have significant measurable effects. Our robustness checks affirm that these results are not overly
sensitive to specific timeframes or model choices. In the next section, we discuss the broader implications of these findings,
considering institutional factors and comparisons to other economies, and we outline policy recommendations.
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Table 1: ARDL Model Results

Parameter Coefficient | Std. Error | z-value | P-value
Constant 0.3794 0.485 0.782 0.451
ShekelVolume (LO) | 1.3945 0.131 10.667 | 0.000

The ARDL (Auto-Regressive Distributed Lag) model results presented in Table 1 analyze the relationship between inflation and
shekel volume. The dependent variable in this model is inflation, with 13 observations used for the estimation. The ARDL
specification is (0,0), indicating no lagged terms for either the dependent or independent variables.

The constant term has a coefficient of 0.3794 with a standard error of 0.485, producing a z-value of 0.782 and a p-value of 0.451.
This implies that the constant term is statistically insignificant, suggesting no meaningful impact on inflation when evaluated alone.
On the other hand, the variable "ShekelVolume" at lag 0 exhibits a highly significant positive impact on inflation, as evidenced by
a coefficient of 1.3945 with a standard error of 0.131, a high z-value of 10.667, and a p-value of 0.000. This strongly indicates that
increases in shekel volume are positively and significantly associated with inflation.

The model's overall fit is captured by an Akaike Information Criterion (AIC) value of 13.883 and Bayesian Information Criterion
(BIC) of 15.578, which provide measures for comparing the quality and parsimony of different econometric models.

Table 2: VAR Model Summary

Equation Variable Coefficient | Std. Error | t-stat | P-value
Exchange Rate | Constant 0.0464 0.0209 2.218 | 0.027
Exchange Rate (L1) | -0.8278 0.3358 -2.466 | 0.014
Shekel Volume (L1) | 0.0711 0.2089 0.340 | 0.734
GDP Growth (L1) -0.0040 0.0591 -0.068 | 0.946
Inflation (L1) -0.1282 0.1959 -0.654 | 0.513
Shekel Volume | Constant 0.0736 0.0448 1.640 | 0.101
Exchange Rate (L1) | -0.2857 0.7191 -0.397 | 0.691
Shekel Volume (L1) | -0.2544 0.4475 -0.569 | 0.570
GDP Growth (L1) -0.0587 0.1266 -0.464 | 0.643
Inflation (L1) 0.0006 0.4196 0.001 | 0.999
GDP Growth Constant 0.0358 0.1053 0.340 | 0.734
Exchange Rate (L1) | 3.4406 1.6886 2.038 | 0.042
Shekel Volume (L1) | -3.4236 1.0508 -3.258 | 0.001
GDP Growth (L1) -0.0919 0.2972 -0.309 | 0.757
Inflation (L1) 1.8613 0.9853 1.889 | 0.059
Inflation Constant 0.0642 0.0430 1.491 | 0.136
Exchange Rate (L1) | 0.4863 0.6900 0.705 | 0.481
Shekel Volume (L1) | -0.0767 0.4294 -0.179 | 0.858
GDP Growth (L1) 0.0387 0.1214 0.318 | 0.750
Inflation (L1) -0.4591 0.4026 -1.140 | 0.254

Table 2 presents the results of a Vector Autoregression (VAR) model comprising four equations: Exchange Rate, Shekel Volume,
GDP Growth, and Inflation. The analysis employs one lag for each variable.

Exchange Rate Equation:

The constant term (0.0464) is positive and statistically significant (p=0.027), indicating a meaningful baseline effect. Additionally,
the coefficient for the lagged Exchange Rate (-0.8278) is negative and significant (p=0.014), suggesting that higher previous
exchange rates tend to significantly predict lower current exchange rates. Other variables, such as lagged Shekel Volume
(p=0.734), GDP Growth (p=0.946), and Inflation (p=0.513), are not statistically significant.

Shekel Volume Equation:

None of the variables significantly predict Shekel Volume. The constant term (0.0736) and all lagged variables—Exchange Rate
(p=0.691), Shekel Volume itself (p=0.570), GDP Growth (p=0.643), and Inflation (p=0.999)—have high p-values, indicating they
lack explanatory power for variations in Shekel Volume.
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GDP Growth Equation:

Lagged Exchange Rate positively influences GDP Growth, with a large and significant coefficient (3.4406, p=0.042), indicating that
higher past exchange rates predict higher GDP growth. Conversely, lagged Shekel Volume significantly and negatively impacts GDP
Growth (coefficient=-3.4236, p=0.001), suggesting increased past Shekel Volume leads to lower GDP growth. The constant term,
lagged GDP Growth, and lagged Inflation are not statistically significant.

Inflation Equation:

None of the lagged variables or the constant are statistically significant predictors of Inflation in this model. Although the constant
term (0.0642, p=0.136) and lagged variables—Exchange Rate (p=0.481), Shekel Volume (p=0.858), GDP Growth (p=0.750), and
Inflation itself (p=0.254)—appear in the model, their p-values indicate limited explanatory power.

Overall, the VAR model suggests significant interdependencies primarily involving Exchange Rate and GDP Growth, with Shekel
Volume notably affecting GDP Growth negatively. The results highlight the complex interactions between economic variables
captured through VAR modeling.

Table 3: Granger Causality Test

Lag | P-value | Conclusion
1 0.2982 | Not Significant

Table 3 reports the results from the Granger causality test performed with one lag. The test evaluates whether past values of one
variable help in predicting future values of another variable within the time series framework. The reported p-value at lag 1 is
0.2982, which exceeds the conventional significance levels (such as 0.05). This indicates that there is no statistically significant
Granger causality between the tested variables at the chosen lag length. In other words, past values of the predictor variables
included in this analysis do not provide statistically meaningful information to forecast the future values of the dependent
variables.

Table 4: Johansen Cointegration Test

Eigenvalue | Value
1 0.4369
2 0.0455

Table 4 presents the results from the Johansen Cointegration Test, which assesses the presence of long-term equilibrium
relationships among multiple time-series variables. Two eigenvalues are reported: the first eigenvalue is 0.4369, indicating a
moderate strength of potential cointegration among the examined variables, while the second eigenvalue, at 0.0455, is much
smaller, suggesting weaker evidence of an additional cointegrating relationship. Typically, larger eigenvalues suggest stronger
evidence of a long-run relationship. Thus, based on these eigenvalues, there appears to be at most one meaningful cointegrating
vector, reflecting a stable long-term equilibrium relationship among the variables analyzed.

DISCUSSIONS

The above findings must be viewed in light of Palestine’s unique institutional and legal constraints. The inability to issue a national
currency or conduct independent monetary policy leaves the Palestinian economy “importing” not just a currency but also the
policy stance and stability (or instability) of that currency’s issuer. The Paris Protocol’s monetary arrangements essentially gave
Israel a veto over Palestinian monetary decisions , severely limiting the tools available to manage phenomena like excess shekel
liquidity. In a fully sovereign economy, a central bank facing excess liquidity might sterilize it (e.g. by issuing bonds or changing
reserve requirements) or let the currency depreciate to equilibrate demand. The PMA, however, cannot take such actions with
the shekel; nor can it introduce a new currency without Israeli consent. This institutional setup explains why the excess shekel
issue persisted and escalated. 16 17 The Palestinian case is reminiscent of challenges faced by other economies that operate
without their own currency. For instance, Zimbabwe’s adoption of foreign currencies (after abandoning the Zimbabwean dollar in
2009) quelled hyperinflation and brought stability, but at the cost of losing autonomous monetary control . Similarly, Kosovo’s
unilateral use of the euro since 2002 has delivered low and stable inflation in line with the Eurozone , yet Kosovo’s policymakers
have no ability to adjust interest rates or print money during downturns. In both cases, as in Palestine, the absence of a sovereign
currency means reliance on an external anchor — be it the U.S. Federal Reserve, the European Central Bank, or the Bank of Israel.
The anchor currency generally ensures price stability in normal times, but it can also transmit external shocks and imposes a one-
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size-fits-all monetary policy that may not suit local conditions. In Palestine’s context, the Bank of Israel’s policy (geared toward
Israel’s economic cycle) might be pro-cyclical or destabilizing for Palestinians. Indeed, our results showing inflation responsiveness
to shekel fluctuations underscore this: for every 1% depreciation of the shekel against the U.S. dollar, Palestinian inflation rises by
roughly 1.6% — a stark indicator of vulnerability to external currency movements. 18 Another dimension is the fragility of the
banking relationships underpinning the current system. Because Palestinian banks must work through Israeli correspondent banks
to clear shekels, any disruption in that link could be catastrophic. This is not just a hypothetical concern: in recent years Israel’s
government periodically considered not renewing the regulatory waiver that allows its banks to deal with Palestinian banks.
Western officials warned that if Israeli banks severed ties, it would cause a “serious crisis” or “catastrophe” for the Palestinian
economy . Our findings echo this —with such heavy reliance on the shekel, cutting off clearing would freeze the money supply and
payments in Palestine. In late 2024, a crisis was averted only after intense international pressure led Israel to extend these banking
safeguards for another year . As one analysis noted, if the shekel correspondent relationship were severed, the Palestinian side
would be “pushed into disintegration” given its lack of an alternative currency or monetary system . This incident highlights how
political decisions in Israel directly determine monetary conditions in Palestine, underlining the institutional limitations that our
study’s context is built upon. 21 The persistence of excess shekels also reflects structural economic issues. The Palestinian
territories run trade deficits and rely on Israeli employment and transfers, which means net inflows of shekels accumulate. Banks,
rather than turning away deposits (which could undermine confidence), accept the cash and end up literally stockpiling it. The
resulting glut has led to innovative proposals. One widely discussed idea is introducing a Palestinian digital currency or e-Shekel.
The PMA has indeed been studying the feasibility of a digital currency as a means to achieve some monetary independence (even
if only symbolic) . A digital currency could, in theory, provide an electronic means of payment under Palestinian control and reduce
the need to hold physical shekel cash. However, significant hurdles exist — the Palestinian economy’s weakness and lack of
monetary sovereignty mean a digital currency might not hold value or gain user trust if not backed by hard currency reserves or
accepted by Israel. Thus, while potentially helpful in managing domestic transactions, a digital currency alone cannot solve the
excess shekel issue unless Israel agrees to honor or convert it, which is uncertain.

Policy Implications: In the near term, one practical step is enhancing currency management and cooperation with Israel. The recent
arrangement wherein Israel’s Finance Ministry extended the waiver for correspondent banking (allowing Israeli banks to continue
clearing Palestinian shekel transactions) is positive . It ensures Palestinian banks can routinely ship excess physical shekels to the
Bank of Israel or Israeli banks in exchange for electronic balances. This mechanism should be institutionalized as a long-term
agreement rather than a year-by-year waiver — giving Palestinian banks a predictable outlet for excess cash. Additionally, raising
or eliminating the quota on how many shekels can be transferred out each month would directly reduce the pile-up of cash. In
mid-2023 an exceptional shipment was authorized (NIS 1 billion+) which temporarily brought down excess holdings ; regularizing
such shipments would help maintain liquidity at more normal levels. 23 Another recommendation is for the PMA to diversify the
currency mix in the economy. This could involve encouraging greater use of the Jordanian dinar or US dollar for large transactions
and savings. By shifting some demand away from the shekel, the Palestinian economy might avoid accumulating such large shekel
surpluses. However, because everyday commerce (and all public sector payments) are so deeply tied to the shekel, currency
diversification may be limited unless there is a major policy shift (which could be risky). Still, promoting bi-currency pricing (quoting
prices in both shekels and dinars, for example) and allowing people to easily convert and hold savings in alternative currencies
might gradually reduce the dominance of shekels. Strengthening local financial institutions’ ability to manage liquidity is also
critical. The PMA can adjust reserve requirements or introduce instruments (like certificates of deposit or central bank bills
denominated in shekels or dinars) to mop up excess liquidity — effectively serving as an intermediary that holds shekels and gives
banks a remunerated asset. Of course, without its own currency, the PMA would need either donor backing or an arrangement
with the Bank of Israel to make such instruments viable. Increasing coordination with the Bank of Israel on anti-money-laundering
measures could potentially relax Israel’s blanket restrictions that currently force so much cash to remain in circulation.

The PMA has made progress on electronic payment systems and digital wallets which could reduce the reliance on cash over time,
thereby mitigating one aspect of the issue.

Comparatively, Palestine might draw lessons from other small, open economies using a larger neighbor’s currency. For example,
Montenegro and Kosovo (which use the euro) have kept large cash deposits in foreign banks and maintained high capital buffers
to ensure stability. Palestinian banks, similarly, maintain high capital and liquidity, which has so far prevented the excess shekel
issue from causing a solvency crisis. However, this comes at the expense of financial intermediation (credit to the private sector
remains relatively low as a share of GDP). A policy that could be explored is negotiating a mechanism where some portion of
Palestinian banks’ excess shekels are invested in Israeli government bonds or other interest-bearing instruments. This would
require political agreement, but it would allow surplus shekels to earn a return rather than sit idle, alleviating the profit pressure
on banks while effectively recycling the funds into Israel’s financial system (where they originated). Without such measures,
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Palestinian banks will continue to face the dilemma of either lending more domestically (which is challenging due to risk and
limited demand) or accumulating non-earning assets.

Finally, it is important to consider the broader economic context alongside our findings. The Palestinian economy in this period
and beyond has been characterized by high unemployment and underutilized capacity — in Gaza unemployment exceeded 45% in
2023 — meaning that in theory, extra liquidity could be used to stimulate growth without inflation if it were channeled into
productive uses. The fact that inflation still rose with excess shekels suggests that supply-side bottlenecks and restrictions
(movement, access, etc.) prevented the money from translating fully into output gains. Thus, solving the monetary issues alone is
not a panacea; it must go hand in hand with easing trade and movement restrictions to allow the economy to respond
productively. Our study highlights a monetary symptom of a deeper structural problem stemming from the occupation and
asymmetric economic integration.

CONCLUSION

This study contributes to the understanding of how an overabundance of a foreign currency —in this case, Israeli shekels —impacts
adependent economy like Palestine. We found clear evidence that the excess Israeli shekels (EIS) phenomenon has tangible effects
on Palestinian banking liquidity and inflation. When large volumes of shekels flow into the territories, Palestinian banks become f
lush with liquidity, deposits increase, and in stable times this can temporarily boost lending capacity and economic activity.
However, our results also show that such excess liquidity fuels inflationary pressures in the absence of commensurate output
growth, especially during periods of supply constraint or instability. In the post-Oslo period of 1992—-2004 that we analyzed, EIS
was associated with higher price levels and a banking sector laden with idle cash. These findings empirically validate concerns that
monetary dependence under the Paris Protocol framework can carry significant risks for macroeconomic stability.

Our research is partially exploratory and opens several avenues for further inquiry. One important question is the long-term
sustainability of sharing or using another party’s currency in a conflict-affected setting. Future research could focus on scenarios
of formal currency union vs. informal currency substitution to evaluate which might better serve the Palestinian economy’s needs.
Comparative studies with other economies that lack a national currency (e.g., dollarized economies, euroized Balkans) could yield
insights into mitigating strategies for Palestine. Another area for investigation is the recent period (post-2020) where digital
payment adoption and regulatory changes may have altered the scale of physical cash accumulation — updated data could show
if the excess shekel problem has evolved.

From a policy perspective, our findings underscore that without monetary sovereignty, the Palestinian authorities have limited
tools to control inflation or liquidity. This places greater importance on fiscal policy and macro-prudential regulation to maintain
stability. Indeed, the Palestinian Authority’s fiscal management (including the issue of clearance revenue deductions by Israel) can
indirectly affect the money supply available in the economy. A notable hypothesis raised by policymakers is whether the PA’s
recent fiscal austerity — reducing budget deficits — might contribute to a currency shortage or other unintended effects. While our
study focused on excess currency, future analysis could explore if periods of reduced public spending lead to scarcity of shekels
circulating (which could then hurt growth). Such dynamics would further inform the delicate balance needed in economic policy
under occupation. In conclusion, our research highlights a double-edged sword: reliance on the Israeli shekel provides short-term
stability and liquidity, but too much of it in the wrong circumstances undermines economic control and fuels imbalances. The
policy recommendations we offer — enhanced cooperation for currency transfer, diversification of currency use, and exploration
of digital currency — aim to mitigate these imbalances. Implementing them will require careful coordination between Palestinian
and Israeli authorities and support from international stakeholders. Ultimately, a more fundamental resolution may lie in revisiting
the Paris Protocol arrangements to grant Palestine greater monetary autonomy or safeguards. Until then, managing excess shekels
will remain an ongoing challenge. Strengthening financial resilience (through strong bank oversight and contingency planning) is
essential so that the banking system can withstand this and other external shocks. By shedding light on the impact of excess
foreign currency in Palestine, we hope this study informs both local policymakers and the international community in crafting
solutions to bolster the economic stability of the Palestinian territories under the current constrained paradigm.
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