An-Najah University Journal for Research — B

Humanities

LEEN "

The Impact of the Debt Public Structure on the Macroeconomic Indicators: A Case of Palestine

Ghassan Daas'*, Maysa Ezzedine Yahya Al-Omari* Yara Odai Sulaiman Sulaiman®, Muhammad Salah Ibrahim
Al-Zahir*, Ra’fat Jallad’

Type: Full Article. Received: 30th Dec. 2025, Accepted: 18th April. 2026 .

Accepted Manuscript, First Online

Abstract: The Palestinian economy operates under conditions of political and economic fragility, characterized by heavy dependence on foreign aid and
restrictions on trade and investment. During the period from 2005 to 2023, Palestine experienced significant global and local economic fluctuations, including
the global financial crisis, the COVID-19 pandemic, and ongoing political instability, all of which directly affected macro 220 economic performance.
Purpose: This study aims to analyze the relationship between the structure of public debt in Palestine, specifically the distribution between domestic and
external debt, and its impact on key macroeconomic indicators, including gross domestic product, unemployment, inflation, and financial stability.
Methodology: The study employed a descriptive analytical and quantitative approach using official annual data for the period 2005-2023 obtained from the
Palestinian Monetary Authority, the Palestinian Central Bureau of Statistics, and the World Bank. Domestic and external public debt ratios were used as
independent variables, while macroeconomic indicators served as dependent variables. Unit root tests (ADF and PP) were conducted to assess time-series
stability, followed by the application of the Autoregressive Distributed Lag (ARDL) model to examine both short- and long-term relationships between public
debt structure and macroeconomic indicators. Results: The findings provide insights into how the structure of public debt influences unemployment, inflation,
gross domestic product, and financial stability in Palestine. The results highlight differences in the economic effects of domestic versus external debt and
emphasize the importance of managing public debt efficiently under conditions of economic vulnerability and political uncertainty. Conclusion: The study
concludes that understanding the structure of public debt is essential for improving economic stability and promoting sustainable development in Palestine.
Effective public debt management, along with policies aimed at reducing dependence on external aid and enhancing domestic financial self-reliance, is
necessary to support long-term economic and social development. Recommendations: the study highlight the use of effective debt management, reducing
excessive reliance on external sources of financing, and promoting the sustainability of domestic financing systems. The study also encourages the use of
public debt for development projects that can promote financial stability and ensure sustainable economic development. Keywords: public debt, gross
domestic product, unemployment, inflation, financial stability, ARDL
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1. Introduction

Considering the global economic
developments and the financial challenges
facing governments in both developed and
developing  countries, it becomes
necessary to examine government
financing strategies, whether from internal
or external sources. Domestic financing
refers to revenues that governments obtain
from taxes, fees, and other public revenues
from within the national economy, while
external financing relies on loans, grants,
and aid from international institutions,
banks, and other countries. Each type of
financing has its own advantages and
challenges, and countries' strategies vary
according to their economic capabilities
and position on the international stage. In
developed countries, government
financing relies heavily on tax revenues
and sustainable domestic fiscal policies.
These countries have access to developed
financial markets, allowing them to issue
government bonds or resort to low-interest
loans. Despite their increasing reliance on
their domestic financial markets, they
remain able to attract foreign investment
when needed (Awwad, 2021). In
developing countries, on the other hand,
dependence on external financing is
evident, especially given the lack of
domestic resources and weak financial
systems. These countries often face
difficulties in collecting sufficient tax
revenues to support their public
expenditures, forcing them to resort to
external loans (Garg, 2010). In addition,
central banks' decisions on key interest
rates have become increasingly out of
sync. Interest rates began to decline in the
second half of 2023 in some countries that
experienced a drop in inflation. Global
public debt levels have reached staggering
heights, expected to exceed US$100
trillion (93% of global GDP) in 2024 and
continue to rise until the end of the current
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decade (approaching 100% of GDP by
2030). While debt is expected to stabilize
or decline in about two-thirds of countries,
it will remain above pre-pandemic levels,
with more than half of global debt and
about two-thirds of global GDP expected
to remain unstable (Garg, 2010).

The global economic recovery from the
COVID-19 pandemic, Russia's invasion of
Ukraine, and the cost-of-living crisis
continues to prove surprisingly resilient.
Inflation is falling faster than expected
from its peak in 2023, yet long-term
borrowing costs remain high
(International Monetary Fund, 2021)

The conflict in Gaza and Israel has caused
immense human suffering. In addition,
disruptions to shipping in the Red Sea and
oil production cuts have exacerbated
vulnerabilities arising from high debt
levels and high borrowing costs. External
public debt is an important source of
financing, as well as an essential
complement to domestic sources of
financing to support economic growth and
development and other needs of the state.
Developing countries typically resort to
external borrowing. However, if this debt
is not used in productive, income-
generating activities, it will reduce the
state's ability to repay and meet the debt
service obligations. Most studies agree
that external public debt is one of the most
important factors significantly affecting
economic growth, and that both influence
each other (i.e., there is a reciprocal
relationship between public debt and
economic growth). However, if it exceeds
reasonable limits, it will constitute an
obstacle to sustainable economic growth
(Mankiw, 2020).

2. Problem statement:

Palestine faces significant economic
challenges as a result of the Israeli
occupation and the unstable political
situation, making it heavily dependent on
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external financing to cover its basic and
development needs. Examples of this
dependence include government aid,
grants and loans, and humanitarian
assistance. However, reliance on internal
financing is vital to achieving economic
sustainability and reducing external
dependence, and external financing is a
lifeline for the Palestinian economy,
especially given the restrictions on
movement and the economy imposed by
the occupation. The Palestinian Authority
relies heavily on international aid to cover
civil servant salaries and implement
development projects (Awwad, 2021). In
addition, Palestine faces challenges in
promoting external financing, including
the political situation, which is negatively
affect investment and reduces confidence
in the Palestinian economy. As well, the
Palestinian economy is closely linked to
Israeli economy, making it vulnerable to
economic and political developments in
Israel (Morrar & Sultan, 2024).

In this context, Palestine stands out as an
important case study, as it faces unique
political and economic challenges that
significantly affect its debt structure.
Although there are some studies that have
addressed various aspects of the
Palestinian economy, there is a lack of
studies that focus specifically on
analyzing the relationship between debt
structure and economic indicators in
Palestine, especially in light of recent
developments in the region
(Yoganandham, 2023).

Although there are some studies that
address the impact of public debt structure
on economic indicators in some Arab
countries, there are very few studies
specializing in the Palestinian context.
Most previous studies have focused on
developing countries in general or on Arab
countries without delving into the details
of the public debt structure in Palestine or
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examining its specific effects on the
economic indicators of this country. The
main gap that this study seeks to address is
the lack of local studies focusing on
analyzing the impact of the debt structure
(domestic and external) on economic
indicators in Palestine.

3. Study Objectives:

The study aims to answer a holistic
question of what is the impact of the public
debt structure (domestic and external) on
macroeconomic indicators? The study
investigates five macroeconomic
variables, namely: the gross domestic
product (GDP), the unemployment rate,
inflation, and the financial stability,
Therefore, this study seeks to provide a
comprehensive overview of the impact of
different financing options on Palestinian
economic performance, considering the
unique challenges posed by the Israeli
occupation and the unstable political
situation.

4. Importance and contributions:

The importance of this study stems from
the crucial role that debt plays in shaping
the national economy and the ability of
governments to achieve economic stability
and sustainable development. Palestine
relies heavily on debt financing to cover its
budget deficit. Therefore, understanding
the impact of the debt structure (whether
internal or external) on key economic
indicators such as economic growth,
inflation, unemployment, and financial
and political stability is vital. The study
helps shed light on the economic
challenges  resulting  from  debt
accumulation and identify fiscal policies
that can promote more productive use of
debt. In addition, the study provides
actionable insights to support decision-
makers in promoting fiscal sustainability
and mitigating the negative effects of
indebtedness on the Palestinian economy,
given the unique economic circumstances
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facing the country (Aimola & Odhiambo,
2020) . Furthermore, the study highlights
the impact of high debt levels on
macroeconomic stability and proposes
solutions to alleviate the financial burden
and improve public spending to ensure a
balance between revenue and expenditure.
The results of this study are not limited to
local benefits but extend to international
donors who can use this data to assess
Palestine's ability to sustainably benefit
from external financing, according to a
study by (Reinhart & Rogoff, 2010) .
Public debt levels have a clear negative
impact on economic growth, which makes
studying the Palestinian case necessary to
analyze this relationship and determine
appropriate  policies  (Aimola &
Odhiambo, 2020).

This study contributes to the analysis of
the structure of public debt (domestic and
external) in Palestine and explains how it
affects macroeconomic indicators, such as
economic growth, unemployment rate,
inflation, and gross domestic product
(GDP). Therefore, the results of this study
provide Palestinian government decision-
makers with a deeper understanding of
debt distribution and management to avoid
future financial crises. This study is a tool
for international donors and financiers to
assess Palestine's debt-bearing capacity
and the extent to which it benefits from
external financing (Manalo et al., 2024) .

5. Literature Review and Hypotheses
Development

The relationship between government
dependence on internal (domestic) and
external financing and economic and
financial indicators is a topic that has
received widespread attention in economic
literature due to its significant impact on
macroeconomic performance and
financial sustainability.
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The theory: The theory of excessive debt
burden (Krugman, 2018) refers to the
negative effects of excessive debt
accumulation, whereby there is little
capacity to repay it. If a country's debt
exceeds its economy's capacity to repay it,
the costs of servicing the debt will
discourage and hinder investment. As
(Sachs, 2002) emphasized that the external
debt accumulated by low-income
developing countries will lead to a decline
in economic growth and hinder it, as huge
debts will lead to an increase in the budget
deficit. (Krugman, 2018) explains that a
high debt burden reduces the incentives
for governments or companies to invest in
new projects because the returns on these
investments will often go to servicing the
debt rather than promoting economic
growth.

Many previous studies have shown a
statistically ~ significant  relationship
between public debt, whether domestic or
external, and  various economic
determinants such as inflation, economic
growth, and exchange rates. With regard
to the impact of the Palestinian
government's reliance on domestic and
external financing and its effect on
economic indicators, a study by (Abbas &
Christensen, 2010) found that the
development of domestic debt markets in
developing and emerging countries
contributes to improved economic growth.
The study indicated that developing
countries that resorted to domestic debt as
a means of financing experienced
improved macroeconomic performance
compared to those that relied more heavily
on external debt. The study concluded that
when used effectively, domestic debt can
contribute significantly to stimulating
economic growth and is less affected by
external economic fluctuations (i.e., more
sustainable), thereby enhancing the
stability of economic indicators. This
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study was consistent with another study
((Kourtellos et al., 2013), which
concluded that countries that rely
excessively on external debt suffer from
slower economic growth compared to
those that lean more toward domestic
financing. The results indicated that
domestic financing, despite its limitations,
is safer and contributes to reducing the risk
of financial collapses that may result from
external debt, as well as providing
flexibility in the management of public
financial resources. In another study
conducted by Pattillo et al., (2011) pointed
to the non-linear relationship between
external debt and economic growth. The
study concluded that excessive reliance on
external debt leads to a decline in
economic growth rates in the long term,
due to the high cost of debt, which places
a burden on government budgets and thus
limits their ability to invest in productive
and other sectors. These findings support
the view that excessive reliance on
external debt may place countries in a
position of excessive dependence on
external financing, exposing the economy
to the risks of financial instability. The
study by Cooray et al., (2017) presented a
different view, examining the relationship
between public debt levels (external and
internal) and corruption as an economic
and financial indicator. It noted that
increased reliance on debt can increase
opportunities for corruption, which in turn
has a negative impact on overall economic
performance. Thus, governments that rely
heavily on external or internal debt may
face political and administrative pressures
that make them vulnerable to illegal
practices such as corruption, which
undermines the credibility of economic
policies and hinders economic growth.
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5.1. The Impact of the Public Debt
Structure on Gross Domestic Product

The debt structure, whether internal or
external, is one of the main factors
affecting gross domestic product (GDP),
as it determines the economy's ability to
achieve sustainable growth. When debt,
whether domestic or external, is used
effectively to finance development
projects, it leads to increased productivity
and higher economic growth rates. For
example, concessional external debt, with
low interest rates and long repayment
terms, can contribute to the financing of
infrastructure projects, stimulating various
economic sectors and contributing to GDP
growth (Were, 2001). However, high
levels of debt can have negative effects on
the economy. In the case of external debt,
excessive reliance on it increases the debt
service burden (interest and installments),
reducing the financial resources available
for investment in development. External
debt also makes the economy more
vulnerable to external shocks such as
exchange rate fluctuations or a decline in
international aid. As for domestic debt, it
may lead to competition among the private
sector for available sources of financing in
the local market, weakening companies'
ability to invest and leading to a decline in
growth (Teles & Cesar Mussolini, 2014a)
. In the Palestinian context, the debt
structure poses a major challenge to GDP.
External debt is often used to finance
operating expenses rather than
development projects, limiting its positive
impact on economic growth. Internal debt,
which relies on borrowing from local
banks, reduces the resources available to
the private sector, negatively affecting
investment and productivity (Awwad,
2021). In addition, previous studies
indicate that the impact of debt on GDP
depends on how it is managed. For
example, a study by Reinhart & Rogoff,
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(2010). showed that exceeding certain
debt-to-GDP ratios leads to a significant
slowdown in economic growth. In the
Palestinian case, the absence of an
effective debt management strategy makes
it difficult to transform debt into a
productive tool that supports the economy,
which calls for focusing efforts on
improving the use of financial resources
and directing debt towards projects that
promote  sustainable = growth.  As
Keynesian theory confirms, borrowing
will affect income and public spending, as
it will positively affect aggregate demand
in the economy, which in turn will lead to
an increase in national and operating
income. Keynes assumes that the state
should increase spending by imposing
taxes, thereby creating a deficit in the state
budget and forcing it to resort to the
banking system to finance it (Abd Al-
Daem Mohamed, 2024). Accordingly, the
first hypothesis is:

H;: There is a statistically significant
impact of the public debt structure
(domestic and external) on gross domestic
products.

5.2 The Impact of the Public Debt
Structure on Inflation

The debt structure has a direct and indirect
impact on inflation rates, as this impact is
linked to the nature of the debt (domestic
or external) and its financing mechanisms.
When the government relies on domestic
debt by borrowing from local banks or
issuing bonds, this may lead to an increase
in market liquidity, especially if the debt is
financed by printing money. This
monetary expansion causes an increase in
demand for goods and services without a
corresponding increase in production,
leading to higher inflation rates.
Furthermore, large domestic borrowing
may crowd out the private sector from
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sources of financing,  weakening
productive investments and leading to
imbalances between supply and demand.
(Aimola & Odhiambo, 2020) As for
external debt, its impact on inflation
depends on how it is used. If it is used to
finance development projects or import
raw materials, it may help improve
productivity and reduce inflation in the
long term. However, excessive reliance on
external debt increases the risk of
exchange rate volatility, as a weak local
currency leads to higher import costs,
pushing inflation rates up. These risks are
particularly pronounced in developing
economies that are heavily dependent on
foreign financial flows. (Hilscher et al.,
2022) In Palestine, reliance on domestic
and external debt to finance operating
expenditures  increases  inflationary
pressures. Domestic borrowing raises
interest rates, limiting the private sector's
ability to invest, while reliance on external
debt makes the economy more vulnerable
to shocks associated with exchange rate
fluctuations or declines in international
aid. Therefore, effective management of
the debt structure is vital to reduce its
negative impact on inflation rates and
achieve sustainable economic stability
(MAS. 2020). The monetary theory of
inflation asserts that price levels are
determined by monetary considerations.
There are two versions of this theory: a
traditional version and a new version. The
traditional version assumes that inflation
is a monetary phenomenon, but that
money growth is dictated by fiscal
authority, so the central bank does not
have absolute control over the money
supply. The theory assumes that public
debt has an impact on wealth and thus
leads to inflation, because public debt
increases individuals' financial wealth
(government securities), which in turn
leads to increased spending and
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consumption, resulting in inflationary
pressures. As for the new version of the
theory, it states that if the growth of the
money supply is not changed, fiscal policy
will independently affect the inflation rate,
and thus the central bank will be unable to
commit to the inflation target, because
inflation is not necessarily a monetary
phenomenon (Hilscher et al., 2022). The
second hypothesis is:

Hj: There is a statistically significant
impact of the public debt structure

(domestic and external) on inflation rates.

5.3 The effect of the public debt
structure on unemployment rates

The debt structure significantly affects
unemployment  rates in  different
economies, whether the debt is domestic
or external. When the government relies
on domestic debt by borrowing from local
banks or issuing bonds, this often leads to
higher interest rates in the market,
reducing the ability of private companies
to borrow and invest (Garg, 2010). This
crowding out in the market limits the
private sector's ability to expand and hire
more workers, leading to higher
unemployment rates. Furthermore, if
domestic debt is financed through money
printing, the associated inflation reduces
purchasing power, limiting aggregate
demand for goods and services and
leading to a reduction in available jobs
(AL-Habashneh, A. G.” 2020) . On the
other hand, external debt can have both
positive and negative effects on
unemployment. If the debt is used to
finance development and infrastructure
projects, it can contribute to the creation of
new jobs. However, if it is used only to
cover current expenditures or if debt
servicing is high, it limits the ability to
invest in productive sectors that contribute

ANUJR-B. Vol. xx (x), xxxx

to job creation. It has been shown that high
levels of public debt contribute to
macroeconomic volatility, which
negatively affects the labor market. In the
Palestinian case, reports have shown that
reliance on domestic and external debt to
finance operating expenditures rather than
development investments has reduced the
economy's ability to create new jobs,
contributing to high unemployment rates
amid weak resource allocation for the
development of economic sectors capable
of creating sustainable employment
opportunities (Mankiw, 2020). A report
MAS 2020 also noted that this situation
exacerbates the economic challenges
facing Palestine in the face of rising
unemployment. The excessive debt
burden theory suggests that high levels of
public debt, especially external debt, may
discourage  domestic and  foreign
investment, as investors fear future tax
increases to repay debts, which in turn
leads to reduced investment and thus
higher unemployment rates. Therefore, it
appears that the higher the public debt, the
more negative the expectations regarding
economic stability (Cooray et al., 2017) .
The third hypothesis is:

H3: There is a statistically significant
effect of the public debt structure
(domestic and external) on unemployment
rates.

5.4 The Impact of Public Debt
Structure on Financial Stability

Several  global  frameworks  and
institutions establish the budget deficit as
a formal measure of stability: The IMF
(International Monetary Fund): The IMF
views a sound fiscal position as critical for
macroeconomic stability. It identifies the
fiscal position as a measure of a
government's ability to find financing and
its vulnerability as a sovereign debtor.
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The World Bank: The World Bank
classifies central government budgets as a
primary indicator of macroeconomic
stability. It warns that large budget deficits
pose "real threats" to stability, growth, and
development.

The OECD (Organization for Economic
Co-operation and Development): The
OECD wuses the general government
deficit as a standard indicator for
international comparisons of fiscal
discipline. It notes that when a deficit
grows faster than GDP, it can lead to rising
public debt and financial instability.

European Union (Maastricht
Treaty/Stability and Growth Pact): In
the EU, avoiding an "excessive deficit" is
a mandatory requirement. The reference
value is set at a maximum of 3% of GDP
for the general government deficit

The debt structure has a significant impact
on the political situation and financial
stability in different countries, whether the
de-bt is domestic or external. When public
debt accumulates excessively, it can lead
to increased financial pressure on the
government, limiting its ability to allocate
resources to national priorities such as
education, healthcare, and infrastructure.
This situation can lead to political
tensions, as divisions arise between
political forces over how to manage public
debt and reduce spending. In some cases,
high debt can lead to reduced government
support for vital sectors, sparking popular
protests and affecting political stability
(James, 2024b). From a financial
perspective, the debt structure can cause
financial volatility, with some countries
struggling to manage debt repayments or
meet financial obligations in times of
economic crisis. In cases of fiscal deficits
or interest rate volatility, the government
may find itself forced to resort to austerity
measures or tax increases, leading to a
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deterioration of confidence in the
economy and increasing financial risks.
This deterioration in confidence can
negatively affect financial stability and
increase future economic risks (Teles &
Cesar Mussolini, 2014b). In the
Palestinian case, reliance on external and
domestic debt to finance the fiscal deficit
puts additional pressure on the Palestinian
government, further complicating the
political situation amid internal and
external conflicts. A report of MAS 2020
also noted that this financial burden may
weaken the government's ability to
implement effective fiscal stabilization
policies, thereby exacerbating political
instability. the impact of political stability
on the ability of governments to use
various sources of financing, with some
researchers pointing out that political
stability contributes to improving the
stability of the overall economy, reducing
the cost of borrowing and increasing the
government's ability to use internal and
external financing effectively. As stated in
the study (Mofady & Malawi, 2022). The
study confirmed that political stability
reduces the costs associated with external
borrowing, which enhances the ability of
governments to raise funds. The study
(Smaoui et al., 2017) , confirmed that
governments that enjoy political stability
find public debt costs lower, while debt
costs increase in countries with low
political stability, which negatively affects
the government's ability to borrow . The
new classical growth theory developed by
Robert Solow in the 1950s discusses how
public debt can affect financial stability
and, therefore, if public debt is used to
finance productive development projects,
it contributes to improving growth and
financial stability. However, if debt is
misused, it leads to long-term financial
burdens and increases the risk of financial
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crises (Kadhim & Alwan, 2020). The
fourth hypothesis is:

Hy: There is a statistically significant
effect of the public debt structure
(domestic and external) on financial

stability.

6. Study Methodology
6.1 Study Population and Sample

The study aims to analyze the impact of
the public debt structure (domestic and
external) on macroeconomic indicators in
Palestine during the period 2005-2023.
This period is selected due to the major
economic fluctuations it witnessed,
including the global financial crisis in
2008 and the COVID-19 pandemic during
2020-2021. Data of macroeconomic
indicators and the public debt structure are
obtained from the Palestinian Monetary
Authority and the Palestinian Central
Bureau of Statistics, World Bank data
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bank, the International Monetary Fund,
and the Palestinian Ministry of Finance.

6 2. Study variables

The variables used in this study are
selected to capture the key dimensions of
the  public debt structure and
macroeconomic performance in Palestine.
As shown in below table, the study
distinguishes between independent and
dependent variables. The independent
variables represent the structure of public
debt and are measured by the ratio of
domestic public debt to total public debt
and the ratio of external public debt to total
public debt. The dependent variables
reflect core macroeconomic indicators,
including the unemployment rate,
financial stability, inflation rate, and real
gross domestic product. These variables
are chosen based on their relevance in the
economic literature and their suitability
for explaining the effects of public debt
structure on macroeconomic performance
within the Palestinian context.
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Table 1: Study variables

Variables Symbol Measurement Source
Independent Variables
Domestic public debt structure ID Ratio of domestic debt to total | (Kadhim &
public debt Alwan, 2020)
External public debt structure ED External debt ratio / total | (Kadhim &
public debt Alwan, 2020)
Dependent Variables
Unemployment rate UE Annual unemployment rate
Financial stability FS Deficit ratio
Budget deficit /  Total
expenditure (OECD et al.,
2019)
Inflation rates INF Annual inflation rate
Real Gross domestic product GDP Natural logarithm of Real
GDP

6.3 Study models
6.3.1 Stationarity Testing

The study employs unit root tests (ADF and PP)
to assess the stationarity of the time series data.
Stationarity is a critical assumption in time series
analysis, as it requires that the mean, variance,
and autocorrelation of a series remain constant
over time, ensuring the reliability of model
estimates[30]. When a variable is non-
stationary, it must be differenced to remove
trends and make it suitable for econometric
modeling, which is consistent with the
requirements of the ARDL approach[31].

The Autoregressive Distributed Lag (ARDL)
model is used to measure the impact of the

public debt structure (PDS) on several
macroeconomic indicators represented by
inflation rate (INF), unemployment rate

(UNEMP), gross domestic product (GDP), and
financial stability index (FS). The ARDL
equations for each dependent variable are as
follows:

Importantly, the ARDL framework allows for a
mixture of 1(0) and I(1) variables but excludes
variables integrated of order two 1(2), which is
explicitly verified prior to model estimation.
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6.3.2 ARDL Model Specification

To examine the dynamic relationship between
public debt structure (PDS) and key
macroeconomic indicators, namely inflation
(INF), unemployment (UNEMP), economic
growth (GDP), and financial stability (FS),the
study employs the Autoregressive Distributed
Lag (ARDL) model developed by Pesaran et al.
(2001).

The general ARDL (p, q) specification can be
expressed as:

Model 1 : Inflation Equation

Fo=a+ aq;

-

i=1

q
€Fi+ ) FuPDSe
i=0

+ &
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Model 2: Unemployment Equation

p
UNEMP, = a + Z a,;UNEMP,_,

=1

q
+ 2 ﬁZLPDSt—l + gt
i=0

Model 3: Economic Growth Equation

p
GDP, = a + Z a3;GDP;_;

=1

q
+ 2 ﬁ3lPDSt—l + gt
i=0

Model 4: Financial Stability Equation

FSt=a+

i

q
+ 2 ﬁ‘l-lPDSt—l + St
i=0

p
a4 FSe_;

1

Where:
e « = the constant term in the
equation
e ) =summation symbol,

representing all lagged periods

o F,UNEMP,, GDP;, FS; = current
values of dependent variables at
time ¢t

e Fj,UNEMP,_;, GDP_;, FS;_; =
lagged values of dependent
variables

e PDS,_; =lagged values of the
public debt structure

e aj, fj; = model coefficients
indicating the extent of the effect of
each lagged variable

e & = random term (error term),
expressing the unexplained factors
within the model
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6.3.3 Error Correction Representation
(Long-Run and Short-Run Dynamics)

To distinguish between short-run and long-run
effects, the ARDL model is reparametrized into
an Error Correction Model (ECM) form:

p—1 q-1
AYt = Yo + Z Yi Yt—i + 6] APDSt_]
i=1 =0

J
+AECM,_, + €t

where:
e  Adenotes the first difference operator

e FECM,_4is the error correction term
derived from the long-run relationship

e Arepresents the speed of adjustment
toward equilibrium (expected to be
negative and significant)

6.3.4 Bounds Testing for Cointegration

The existence of a long-run relationship between
variables is tested using the ARDL bounds
testing approach. The null hypothesis of no
cointegration is tested against the alternative of
a long-run relationship using the F-statistic: If
upper bound then there is a cointegration. If
F <lower bound, then there is no cointegration.
However, If Flies between bounds, the result is
inconclusive.

7. Analysis and Results
Descriptive Statistics

The descriptive statistics for the main
variables used in the study are presented in
this section, providing an overview of the
data characteristics for the period 2005-
2023. Summary statistics provide insights
into the central tendency, dispersion, and
distribution of the variables used in the

empirical analysis.
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Unit Root Test

The unit root test is one of the essential tests
used to ensure that the variables are stable
before applying them to statistical models
such as ARDL. A stable variable is one
whose statistical characteristics do not
change (variance, mean, and
autocorrelation with time). An unstable
variable needs to be differentiated in order
to make it usable with statistical
models[32]. The Augmented Dickey-Fuller
(ADF) test and Phillips-Perron (PP) test are
commonly used unit root tests that examine
whether a time series has a unit root,
indicating non-stationarity.

The results of unit root tests (ADF and PP)
confirmed the stationarity of most variables
at their first difference levels, which is
consistent with the ARDL approach that
allows variables to be integrated of different
orders. Variables that are integrated of
order zero, I(0), or order one, I(1), are
suitable for ARDL estimation.

The results of the ARDL model analysis
showed that there is no cointegration
relationship between total public debt and
gross domestic  product, inflation,
unemployment, and budget deficit. There
may be short-term relationships between
these variables, or there may be other
factors affecting the relationship between
debt and economic indicators. This means
that these variables do not move together
in a predictable manner in the long term,
which is consistent with the study by
Reinhart & Rogoff, (2010), which showed
that exceeding a certain debt ratio has a
negative impact on economic growth.
Furthermore, the fluctuation in public debt
levels, as shown in the time series,
indicates the absence of a strategic plan for
its management. Fiscal policies appear to
be reactive rather than proactive, which
often indicates that the government does
not have a clear and specific plan for
managing this debt. Proactive fiscal
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policies mean that the government
anticipates  potential problems and
develops plans to deal with them before
they occur. If fiscal policies are "reactive,"
it means that the government only acts
after the problem has occurred, which can
exacerbate the situation and increase
instability. The study (Reinhart & Rogoff,
2010) emphasized the importance of long-
term planning in public debt management
to avoid financial crises. The results of the
analysis showed that domestic debt is
more sustainable and secure and helps
growth compared to over-reliance on
external debt. A study (Abbas &
Christensen, 2010) may have found
evidence that domestic debt has a positive
effect on economic growth, while external
debt may have a negative effect.
(Kourtellos et al., 2013) may have
examined the relationship between debt
structure (domestic versus external) and
economic growth and found that domestic
debt is associated with faster growth.
(Pattillo et al., 2011) examined the impact
of public debt on growth in developing
countries and found that external debt can
have a negative impact on growth if it
exceeds certain levels. The analysis also
showed that when the government
expands borrowing without directly
targeting marginalized sectors, the debt
service burden is often financed by
reducing spending on social services,
which exacerbates social inequality. When
the debt service burden increases, this
particularly affects poor and marginalized
groups that rely heavily on these services.
For example, the education budget may be
reduced, leading to a deterioration in the
quality of education in public schools
attended by the children of the poor. Or
government support for healthcare may be
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reduced, making access to treatment
difficult for people with limited incomes.
Studies (Cooray et al., 2017) have
confirmed that poor public debt
management can lead to a reduction in
government support for basic services,
negatively affecting poor groups. IMF
reports indicate that ill-considered
borrowing can increase poverty and
inequality, especially if it is not used
effectively to achieve inclusive growth. As
for domestic debt, when it is used
primarily to cover deficits rather than for
productive investment, it shifts from being
an economic stimulus tool to a burden that
increases competition for liquidity. If the
government is heavily indebted, its ability
to implement effective expansionary fiscal
policies becomes limited, as it must take
into account the impact of these policies
on public debt. A study by (Teles & Cesar
Mussolini, 2014a) emphasized that the
inefficient use of debt (i.e., using it to
finance deficits rather than investment)
reduces the effectiveness of expansionary
fiscal policies and limits economic
growth.

The analysis also found that if local
financial institutions lose confidence in
the government's ability to manage debt,
they will demand higher interest rates,
which will increase the cost of domestic
debt and weaken its developmental
impact. Local financial institutions
demand a higher risk premium when
lending to the government. This means
that they demand higher interest rates on
government loans and bonds to
compensate for the increased risks they
anticipate. (Cooray et al., 2017) This study
pointed to a relationship between high
public debt and increased opportunities for
corruption and a deterioration in
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confidence in the government's economic
policies. In other words, when public debt
levels rise, it may increase the likelihood
of corruption in government institutions,
leading to a decline in investor and citizen
confidence in the government's ability to
manage the economy efficiently and
fairly.  Debt  affects  government
consumption and investment, and external
debt may affect exports through currency
fluctuations. In addition, high levels of
private debt can reduce the confidence of
companies and individuals in the
economy. This can lead to reduced
investment and spending, resulting in
slower economic growth. Studies by
Mankiw, (2020), Hamilton et al., (2019),
and (Krugman, 2018) provide a detailed
analysis of how public debt affects the
economy, including the components of
gross domestic product. The analysis also
revealed that a lack of coordination
between fiscal policy tools (spending and
taxation) and monetary policy (control of
the  money  supply)  exacerbates
inflationary pressures, especially when
relying on domestic debt, which simply
means that the government borrows to
cover the difference between its revenues
and expenditures. This may be necessary
at times, but overrcliance on it has
negative effects. Studies Hilscher et al.,
(2022) and Parui, (2024) have pointed out
that inefficient use of debt reduces the
impact of expansionary fiscal policies and
limits economic growth. They provide a
detailed analysis of how government debt
affects the economy and explain the
importance of using debt wisely to achieve
sustainable development goals. Given that
the Palestinian economy is organically
linked to the Israeli economy, any impact
of debt on economic indicators is
compounded by external factors beyond
the control of the Palestinian Authority,
which increases the difficulty of debt
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management and reduces the effectiveness
of Palestinian fiscal policies. (Morrar &
Sultan, 2024) This study emphasized that
even if the Palestinian Authority has good
plans for debt management and economic
improvement, these plans may fail due to
the constraints imposed by economic
dependence.

The accumulation of public debt increases
financial and political pressures, as it may
lead to reduced spending on basic public
services, such as education, health, and
infrastructure, and reduces economic
confidence. This causes a reduction in
investment and spending, leading to a
slowdown in economic growth. Reports
by the report of IMF (2023), MAS (2020),
Mofady & Malawi, (2022), and Parui,
(2024) have found evidence that high

a. Financial stability:

Table 2: Analysis results — Financial stability

public debt is associated with increased
financial and political risks in the
countries  studied.  Effective  debt
management is essential for any economy,
but it is even more important for
economies with limited resources or
facing political and economic challenges,
such as Palestine. The government must
regularly monitor and evaluate debt
performance and make adjustments to its
strategy as needed. A study by (Reinhart
& Rogoff, 2010) showed that the absence
of effective debt management policies
leads to a significant decline in growth
rates. In other words, this well-known
study found that high levels of public debt
can lead to a decline in economic growth.
The study emphasized the importance of
effective debt management to avoid these
negative outcomes.

Variable Coefficient | Std. Error | t-Statistic Prob.
BUD_DEF(-1) -0.298 0.188 -1.582 0.175
BUD_DEF(-2) -0.327 0.289 -1.132 0.309
LGDP -1.200 0.946 -1.268 0.261
LGDP(-1) 1.122 0.635 1.765 0.138
UNEMP -0.066 0.836 -0.079 0.940
UNEMP(-1) -3.429 1.391 -2.464 0.057
INFL_RATE 2.447 0.781 3.132 0.026
INFL_RATE(-1) 1.692 0.492 1.859 0.122
INTERNAIL_DEBT_RATIO -0490.13 5454.55 -1.740 0.142
EXTERNAL_DEBT_RATIO -0490.19 5455.11 -1.740 0.142
C 9492.67 5462.36 1.738 0.143
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The results in table (2) indicate that:

Variable Impact Significance
Inflation Positive High (Significant)
Lagged Unemployment Negative Moderate (Marginally Sig)
Debt Ratios Negative Very Low
Budget/GDP Inconclusive Low (Not Significant)
b. Inflation rate: The analysis of by printing money leads to increased

internal debt revealed that if it is
financed by printing money, it leads to
increased inflation. Studies by Aimola
& Odhiambo, (2020) and Hilscher et
al., (2022) confirmed that these
studies may have found empirical
evidence that financing domestic debt

Table 3: Analysis results — inflation rate

inflation in the countries studied.
Similarly, the fiscal theory of inflation
(Parui, 2024) suggests that inflation
can be a result of government fiscal
policies, especially if the government
relies on printing money to finance
budget deficits.

Variable Coefficient Std. Error t-Statistic Prob.

INFL_RATE(-1) -0.838 0.308 -2.718 0.042

INFL_RATE(-2) 0.456 0.081 5.639 0.002

BUD_DEF 0.300 0.072 4.138 0.009

BUD_DEF(-1) 0.208 0.048 4.345 0.0001

UNEMP -0.098 0.185 -0.531 0.618

UNEMP(-1) 1.159 0.384 3.013 0.030

LGDP 0.736 0.220 3.338 0.003

INTERNAIL_DEBT_RATIO 5225.06 1384.63 3.776 0.0001

EXTERNAL_DEBT_RATIO 5225.20 1384.63 3.776 0.0001

C -5228.80 1386.20 -3.772 0.010
The results in table (3) indicate that:

Variable Impact Significance

INFL RATE(-1) Negative Significant

INFL RATE(-2) Negative Highly Sig.

BUD DEF (0, -1) Positive Highly Sig.

LGDP Positive Highly Sig.

UNEMP(-1) Positive Significant

Debt Ratios Positive Suspect
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c. Unemployment: The analysis of
domestic debt revealed that raising
interest rates reduces employment
opportunities, while external debt, if
not directed toward investment, does
not create jobs. When the government
borrows from the domestic market, it
competes with companies and
individuals for available funds. This
increases the demand for funds and
raises interest rates. High interest rates

make investment less attractive to
companies, leading to reduced
production and employment. In
addition, studies by the Easterly &
Schmidt-Hebbel, (1993), Manalo et
al., (2024), and Hamilton et al., (2019)
may have found empirical evidence
that high public debt is associated
with increased unemployment in the

Table 4: Analysis results — Unemployment rate

countries studied.

Variable Coefficient Std. Error t-Statistic Prob.
UNEMP(-1) -0.094 0.192 -0.492 0.638
BUD_DEF -0.052 0.085 -0.619 0.555
BUD_DEF(-1) -0.127 0.094 -1.360 0.216
INFL_RATE 0.712 0.253 2.809 0.022
INFL_RATE(-1) 0.439 0.243 1.807 0.114
LGDP 0.123 0.077 1.592 0.155
INTERNAL_ DEBT_ RATIO 1225.92 528.87 2.318 0.053
EXTERNAL_DEBT_RATIO 994.99 421.85 2.359 0.050
C -2223.61 877.32 -2.355 0.039

The results in table (3) indicate that inflation
and debt ratios (both internal and external)
are the dominant forces at play. Interestingly,
the "real economy" indicators like
unemployment and GDP are -currently
statistically "noisy" or irrelevant in this
specific configuration.

d. Gross domestic product:

There is a short-term relationship between
GDP and public debt.

The analysis showed that every 1% increase in
GDP leads to a 1.83% increase in public debt.
This means that there is an immediate or near-
immediate response of public debt to changes
in GDP, which is related to Keynes' theory
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(Kadhim & Alwan, 2020) on the relationship
between spending and national income, which
is mostly financed by public debt. A study by
(Teles & Cesar Mussolini, 2014b) showed that
debt affects economic activity through fiscal
crowding: when the government borrows
heavily, it may raise interest rates, which
reduces private investment and negatively
affects economic growth.

Domestic public debt is relatively better
than foreign debt for stimulating growth.

The analysis showed that domestic debt is
more sustainable and secure and helps growth
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Table 5: Gross Domestic Product

Variable Coefficient | Std. Error | t-Statistic Prob.
LGDP(-1) 0.472 0.203 2.328 0.080
LGDP(-2) 0.307 0.145 2.126 0.101
UNEMP 0.521 0.163 3.197 0.033
UNEMP(-1) -1.191 0.416 -2.860 0.046
BUD_DEF -0.127 0.109 -1.163 0.310
BUD_DEF(-1) -0.150 0.141 -1.064 0.347
INFL_RATE 0.526 0.345 1.522 0.203
INFL_RATE(-1) 1.183 0.512 2.309 0.082
INTERNAIL_DEBT_RATIO -7208.87 484.82 -14.869 0.0001
INTERNAL_DEBT_RATIO(-1) -2169.59 1238.91 -1.751 0.155
EXTERNAL_DEBT_RATIO -7209.35 484.71 -14.873 0.0001
EXTERNAL_DEBT_RATIO(-1) -2169.69 1238.88 -1.751 0.155
C 9384.09 1441.60 6.509 0.003

compared to over-reliance on external debt. A
study by Abbas & Christensen,(2010) may have
found evidence that domestic debt has a positive
effect on economic growth, while external debt
may have a negative effect. Kourtellos et al.,
(2013) may have examined the relationship
between debt structure (domestic versus external)
and economic growth and found that domestic
debt is associated with faster growth. (Pattillo et
al., 2011) examined the impact of public debt on
growth in developing countries and found that
external debt can have a negative impact on
growth if it exceeds certain levels.

Debt is the Primary Driver with negative impact
of both internal and external debt. The magnitude
of these coefficients (-7200) compared to other
variables suggests that debt levels are the
dominant factor suppressing the dependent
variable.
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5. Conclusions and Recommendations

The analysis of the structure of public debt in
Palestine and its effects on macroeconomic
variables concluded that domestic debt is safer
and more sustainable than external debt,
stimulating economic growth. In contrast,
excessive reliance on external debt can
exacerbate economic problems, especially when
fiscal policy is unsustainable. Furthermore,
issuing domestic debt through monetary
expansion can increase inflation, exacerbating the
fiscal situation. The study's recommendations
highlight the importance of effective debt
management, reducing excessive reliance on
external sources of financing, and promoting the
sustainability of domestic financing systems. The
study also encourages the use of public debt for
development projects that can promote financial
stability and ensure sustainable economic
development.

The findings reveal that external debt has a
negative impact on the Palestinian economy,
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while domestic debt can play a role in improving
economic growth, but only under specific
conditions of sound debt management.

The main findings of the study highlight the need
to strengthen sustainable financial management,
consolidate  domestic  financing, reduce
dependence on foreign aid, and rationalize the
strategic management of public debt in order to
mitigate its negative effects on the Palestinian
economy.
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