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HAVE MIDDLE EAST AND NORTH AFRICA COUNTRIES
ACHIEVED A CRITICAL MASS OF CHANGE IN THEIR FINANCIAL
SYSTEMS?

Jean-Claude Berthelemy*
University Paris 1 Panthéon Sorbonne, TEAM - CNRS

1. Introduction

Financial sector development is a key factor in economic progress. This is also a
sector where governments have frequently intervened, with mixed results. After finan-
cial repression policies usually implemented until the 1980s, which prevented finan-
cial development in many developing countries, including most MENA (Middle East
and North Africa) countries, governments have started liberalizing their financial sec-
tors. One would have expected that this reversal of previous failed policies would have
led to significant improvement in financial sector performance. However, although it
had been quite easy to hamper financial development, promoting it has proven to be
difficult.

This paper provides an assessment of the current situation of financial sectors in
MENA countries, ' in order to suggest some policy areas in which progresses could be
achieved. Given the wide diversity of situations, with market, transition and State-con-
trolled economies, and with rich oil exporting countries and much poorer and popula-
ted economies, this paper cannot really do justice to the nuances that are needed to
formulate adequate policy advices. Its aim is principally to propose a framework of
analysis and to suggest that, although it cannot replace precise country-by-country
assessment, this framework provides usetful insight into why financial development in
the MENA region has been only relatively modest so far.

Two alternative approaches with financial liberalization have been advocated in the
economic literature and implemented by governments and central banks in developing
countries: gradualism vs. shock therapy (Grais and Kantur, 2003). Gradualist policies
have involved step-by-step liberalization of interest rates and removal of State control
on bank’s and other financial intermediaries’ activities. Shock therapy means, like in the

 An earlier version of this paper was presented al the IMF/World Bank annual meetings in Dubai, September
2003, | gratefully acknowledge helpful comments by Muhammad Al-Jasser, Shaukat Aziz, Ibrahim Dabdoub, Nawel
Bentahar, Sem| Cherif, Mohammed Hussain, Abdelali Jbil, Ludvig Soderling and Aristomene Varoudakis. All errors and
shartcomings are ming

The gecgraphical definition of MENA used throughout this paper corresponds to the World Bank's definition. In
World Bank classifications, it includes 15 developing economies (Algeria, Djibouti, Egypt Arab Republic, Iran Islamic
Republic, Irag, Jordan, Lebanon, Libya, Malta, Morocco. Oman, Saudi Arabia, Syrian Arab Republic, Tunisia, West
Bank and Gaza, and Yemen Republic}, 1o which we add the 5 high Income economies located in the region (Bahrain,
Israel, Kuwait, Malta, Qatar and United Arab Emirates)
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Southern Cone of Latin America in the 1970s or in some transition economies more
recently, a much quicker reform process, with in particular a speedy liberalization and
opening of money and financial markets, as well as privatization of financial institutions.
Both options have merits and weaknesses. Experiences with shock therapy have
shown that it may disrupt financial market stability. However, gradualism may prevent
the achievement of a critical mass of change in the financial sector.

The reason why financial development may require a critical mass of change is
that financially repressed economies may be locked in a sort of poverty trap, where
financial underdevelopment and poor economic performances reinforce each other:
there is a two-way interaction between economic development and financial depth,
leading to multiple equilibriums (Berthélemy and Varoudakis, 1996). This argument is
reviewed in Section 2.

MENA countries have generally chosen gradualism rather than shock therapy.
Today, after more than a decade of financial reforms, a number of these economies
are still typically in a low equilibrium, with inadequate financial services and poor eco-
nomic performance. In order to get out of this trap, it may be necessary to implement
strong reforms and policy initiatives leading to sizeable changes in the financial sec-
tor, rather than merely to eliminate the most obvious flaws of the previously applied
financial repression policies.

Section 3 shows that financial reforms implemented by MENA countries over the
past 10 to 15 years, although necessary and helpful, have only led to modest results
in terms of financial deepening. This suggests that some bigger structural changes
are actually still needed to promote a dynamic and efficient financial sector. Section 4
reviews some of these challenges and suggests that, beyond a mere liberalization of
the sector, MENA countries need to achieve improvements in three areas that are key
factors for the development of credit markets: an effective protection of creditor rights;
the implementation of policies aimed at reducing financial fragility, given the significant
size of non-performing loans that banks have in their books; and the promotion of an
adequate financial information infrastructure. Finally, Section 5 concludes.

2. Why Do We Need a Critical Mass of Change in the Financial System?

Many papers insist on the key role played by financial development in the eco-
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nomic growth process. A well-functioning financial sector stimulates savings and
improves capital allocation. Recent papers, using advanced econometric techni-
ques, suggest that there is a robust causal link from financial development to eco-
nomic growth (Wachtel, 2001). On the other hand, it is equally true that in a poor
economic environment, financial intermediaries cannot develop profitable services,
for lack of large enough amounts of savings to intermediate as well as of demand
of capital. Consequently, the finance and growth nexus typically poses a chicken
and egg dilemma.

A somewhat underestimated theoretical consequence of this bi-directional inte-
raction between financial depth and economic progress is that it creates cumulative
processes, which can in turn lead to multiple equilibriums. Slow economic progress
hampers financial development, which in turn reduces potential growth, and leads to
a low-level equilibrium. Conversely, economic development and financial deepening
reinforce each other, in a high-level equilibrium.

Theoretically speaking, as shown by Berthelemy and Varoudakis (1996), the exi-
stence of multiple equilibriums is likely. The intuition behind this theoretical result may
be illustrated in Figure 1, where typical relationships between financial depth and eco-
nomic performance are represented. On may assume that economic performance is
a sort of logistic function of financial depth, with asymptotic branches both for low
levels and for high levels of financial development: economic growth has lower and
upper bounds, even when financial depth is extremely weak or extremely strong. The
same kind of assumption can be made regarding financial depth as a function of eco-
nomic performance. These two assumptions lead typically to the existence of multiple
crossings between the two curves.

This kind of situation is illustrated in Figure 1, where the grey curves represent
financial depth as a function of economic growth, while the black curve represents the
reverse dependence of economic growth on financial depth. Points A and C corre-
spond typically to stable equilibriums, and point B is an unstable equilibrium. As a con-
sequence, one may assume that economies will converge either toward point A (the
low-level equilibrium, or poverty trap) or toward point C (the high-level equilibrium).

The consequences of this theory for the analysis of financial reforms are obvious.
Typically, financial repression policies hamper financial activity, and lead to the poverty
trap equilibrium. It is even possible that there remains only one (low-level) equilibrium.
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Such adverse effects will have long-lasting consequences: if the economy has been
initially driven to the poverty trap, a mere reversal of initial financial repression policies
will probably be insufficient to bring back the economy to the high-level equilibrium.

Figure 1: Multiple equilibriums

Economic growth

Financial depth

This argument is illustrated in Figure 1: if after a financial repression policy, illu-
strated by the low-level equilibrium A, marginal liberalization reforms are implemen-
ted, this leads only to a shift from A to A, which does not change much economic per-
formances. What is needed is a critical change, which impulses enough dynamism in
the financial sector so that the poverty-trap equilibrium disappears, and the economy
switches to the high equilibrium C".

The existence of multiple equilibriums is not a mere theoretical possibility. It can
be empirically investigated through tests designed to detect convergence clubs: coun-
tries with poor financial development (typically financially repressed developing eco-
nomies) tend to cluster in a slow growth — low income group, while countries with more
developed financial intermediation systems (typically OECD countries) will converge
together at much higher levels. As a consequence, when assessed with cross-section
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data, the empirical relationship between financial depth and economic growth is not
linear and should look like a discontinuous kinked curve, as illustrated in Figure 2. This
leads to a structural break in the relationship between the two variables, which can be
easily tested, through convergence club tests. Berthélemy and Varoudakis (1996) suc-
cessfully performed such a test on a cross-section of 95 developed and developing
economies. This approach can of course be generalized to other potential sources of
multiple equilibriums. For instance, Berthélemy and Varoudakis have identified not
only 2 but 4 convergence clubs, defined both by financial depth and by educational
development (see also Berthélemy, 2002). When it comes to formulating policy con-
clusions based on this analysis, this generalization should be kept in mind: in our
case, a critical mass of change in the financial sector would presumably be insufficient
to promote fast growth, if other adverse initial conditions, possibly linked to other mul-
tiple equilibrium occurrences, continue to prevail.

Figure 2: Convergence clubs

.
[

Economic growth

Financial depth

Berthelemy and Varoudakis (1997) developed further their tests in order to use
panel data information, instead of only cross-section data. When using panel data with
fixed effect estimation methods, the existence of multiple equilibriums leads to a small
and non-significant effect of financial depth of growth, as shown also by Watchel
(2001). This is perfectly consistent with our multiple equilibriums hypothesis, as illu-
strated in Figure 2: countries in a low-level equilibrium have smaller fixed-effects that
those in higher level equilibriums and the slope of the regression line of economic
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growth on financial development is reduced accordingly. Therefore, thresholds were
simply tested by Berthélemy and Varoudakis (1997) on fixed effects estimates. With
these tests they identified two threshold points related to financial development
instead of only one, defined, on one hand, by the savings collection role of the finan-
cial system, which requires only a rudimentary financial industry, and, on the other
hand, by its capacity to promote growth through improved total factor productivity,
which may depend on the existence of a more sophisticated financial system, capa-
ble of efficiently allocating the intermediated capital. According to data used by
Berthélemy and Varoudakis (1997), which covered six five-year periods over the years
1960 to 1990, four MENA countries, namely Iran, Morocco, Syria and Tunisia, were
located on the borderline between the upper-level and the intermediate-level conver-
gence clubs, while three others (Algeria, Egypt and Jordan) had a financial depth indi-
cator putting them in the upper-level convergence club.

These findings suggest that several MENA countries may actually be in a low-level
equilibrium trap with respect to their financial sector development. The ranking of
Algeria and Egypt, in the upper-level convergence club, as well as the position of Syria
close to the borderline between the two convergence clubs, show however the limits
of these results, and deserve some discussion. The test implemented by Berthélemy
and Varoudakis (1997) was based on a crude measurement of financial depth, the
ratio of liquid liabilities to GDP, but of course there are a number of other dimensions
in financial development, which need more systematic exploration. The issue is not
only the amount of capital that is intermediated, but also the experience and efficiency
of financial intermediaries, their capability of offering adequate and diversified finan-
cial services, the existence of well-functioning legal and informational infrastructures
that underlie the development of a credit market, and the ability of financial interme-
diaries and supervision authorities to prevent financial fragility. In the prereform
period. the liquidity ratio was presumably a meaningless indicator of the true financial
depth in countries where money and credit were tightly controlled by the government,
such as in particular Algeria and Syria.

3. Reforms and Progresses Achieved so far in the MENA Region

Until the end of the 1980s, most countries in the MENA region had repressed
financial systems, in which interest rates were controlled, most (when not all) banks
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were state-owned, credit allocation was directed by the government, and foreign com-
petition was prevented. Since the mid-1980s, however, significant reforms have been
implemented (Chalk et al., 1996; Creane et al., 2003).

The liberalization policies have removed some of the constraints on banking inter-
mediation imposed by previous policies; most often, interest rate controls and con-
straints previously enforced by governments and central banks over bank's operations
have been dismantled or softened. Also, some banks have been privatized, and some
constraints on foreign participation in the financial sector have been removed.
Although only a qualitative and country-specific assessment can tell whether such
reforms have been significant, a simple data analysis provides useful preliminary
answers to this question.

First of all, quantitative indicators of intermediation activity by the banking sector
suggest that by and large some progress has been achieved in the MENA region
since the early 1990s. This is illustrated in Table 1, where the ratio between domestic
credit to the private sector and GDP is reported. This ratio has first declined at the
start of the reforms in several countries (notably Algeria, Egypt and Tunisia), where
bank assets were previously inflated by government directed credits. This was parti-
cularly the case in Algeria, which used to have a centrally planned economy, resulting
in a significant monetary overhang (see Jbili et al., 1997). Since then, the domestic
credit ratio has particularly progressed in Egypt, Malta, Morocco and Oman, with a
growth higher than 50 percent, suggesting the possible existence of a critical change
in the banking sector of these countries over the past 10 to 15 years. However, among
these countries, only Malta has reached a ratio close to those observed on average
in high income OECD countries.” There is therefore so far not enough evidence that
the above-mentioned countries have achieved enough structural change in their finan-
cial systems to promote a sustained banking sector development.

One could argue that some longer time is necessary to converge to a financial
development stage comparable to the advanced countries’ level. However, if a critical
mass of change had been achieved in the above-mentioned reforming countries, this

There is of course some diversity within the OECD, and most new members of the OECD and Turkey, which are
not high-income countries, have ratios comparable to those of MENA countries. Throughout the rast of this paper, the
OECD averages refer to high-income OECD members,
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would have at least accelerated the speed of convergence of their financial depth
towards the OECD level.’ Overall this has not been the case. Only one country, Egypt.
had a speed of convergence of its financial depth indicator higher than 2 percent over
the past ten years. Even in that case, financial depth has decelerated since 1998,
while it is still at a rather low level by comparison with the OECD average country.
Moreover, in that particular case, the significance of monetary aggregate evolutions is
uncertain: domestic-currency denominated liquidity has increased partly as a result of
a reduction of dollarization of the economy; also, the ratio of bank credit to GDP has
mechanically increased as a result of exchange rate movements (20 percent of loans
are in foreign currency).

Table 1: Ratio of domestic credit to private sector to GDP (percent) .
1985 1980 1995 2000 2001 2002
6 5

Algena &0 44 5 7
Bahrain 44 30 57 55 56 i
Dybouti 7 52 48 32 26 24
Egypt. Arab Rep. 36 a1 a7 59 62 61
Iran, Islamic Rep. 30 33 24 28 33 35
Israel 60 58 70 87 ) N
Jordan 66 72 73 76 75 74
Kuwan B1 39 55 69 "
Lebanon 79 58 92 R 91
Libya 25 31 33 24
Malta 55 78 96 117 121 -
Marocco 32 34 48 59 55 53
Oman 20 23 29 37 39 39
Qatar 29 a7 35 29 o
Saudi Arabia 74 61 63 52 55 .
Syrian Arab Republic 8 7 1 ] 8 B
Tunisia 67 55 69 B6 68 68
United Arab Emirates 34 37 49 48 55
Yemen, Rep 6 5 5 6 6
Middle East & North Africa 43 41 40 43 46 47
___High income OECD average B8 108 119 138 138 134
Source: Woarld Development Indicators, Word Bank and IMF (UAE, 2000 & 2001), Counfies without available data are not shown. The MENA
aggregate includes Malta but excludes the other ligh income sconomes

The speed of canvergence 15 dehined here with refarance to convergence towards the level observed on avera-
ge in OECD countres 10 years ago It s computed on an annualized basis. Results are not sensitive to the precise
definition of this target.
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It should be noted, also. that the ratio of domestic credit to private sector to GDP has
declined in Algeria, Djibouti, Libya and Saudi Arabia, suggesting that the MENA region
as a whole has so far achieved quite diverse performances in financial sector reforms.

The size of banking activity provides however only very partial information on the
banking sector efficiency. Another indicator that can be considered is the interest rate
spread charged by banks, given that most MENA countries have liberalized their inte-
rest rates since the end of the 1980s. This is true in particular of Algeria, Egypt, Israel,
Marocco, and Tunisia (see Grais and Kantur, 2003). Figures reported in Table 2 sug-
gest that spreads are at rather high levels, with the notable exception of Malta. In Libya
and Syria, interest rates are still controlled, and therefore not very informative of the
actual cost of banking intermediation. In Algeria and Egypt. although interest rates
have been liberalized, there is still a majority of state-owned banks, which still apply,
notably for social reasons, distorted deposit and lending rate policies, which reduce
their interest margins. In other countries where this information is available, interest
rate spreads are very high by international standards (in the median OECD couniry,
the interest rate spread was equal to 3.7 percentage points in 2002).

Table 2: Interest rate spreads (percentage points) =
1985 1990 1995 2000 2001 2002

Algeria i 3.0 25 a3 3.3
Bahrain : 1.0 B 5.8 8.1 7.2
Dijibouti ) ) v B6& 101
Egypt, Arab Rep. 4.0 7.0 5.6 38 38 4.5
Israel 3248 12.0 6.1 4.2 39 39
Jordan 2.2 3:0 4.8 Bt 5.8
Kuwait 1.5 ) 1.8 3.0 34 33
Lebanon 4.0 23.1 8.4 6.9 6.3 55
Libya 1.5 1.5 4 4.0 4.0 4.0
Malta 3.0 4.0 2.9 2.4 21 13
Maorocco -0.3 0.5 5 8.2 82 8.6
Oman 1.2 1.4 238 24 4.7 57
Qatar 35 3.5 ) . .
Synian Arab Republic 50 5.0 5.0 50 5.0 5.0
Tunisia 4.z ; ) i

Yemen, Rep. 5 55 4.5

Source. World Develgpment Indicaiors, World Bank Countries without availanle data are not shawn

Another aspect of the financial development concerns the emergence of capital
markets. This aspect is perhaps less critical, given that capital markets usually deve-
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lop only at a rather advanced stage of development of the financial system. Moreover,
it should be kept in mind that bank-based financial systems, where equity markets
play a relatively minor role, can still be fairly developed, such as in Germany. However,
even in countries where equity market have existed for a long time (Egypt, Jordan,
Kuwait, Lebanon and Morocco), the capital market has been until now rather limited.

Again, reforms implemented in recent years have gone in the right direction, with in
particular stock market liberalizations in Egypt, Morocco and Tunisia in the mid 1990s.
However, only Egypt has a relatively large stock market, with more than 1100 compa-
nies listed. Also, ratios of market capitalization to GDP are typically low, with the only
exception of Bahrain and Jordan, as illustrated in Table 3. Privatizations (particularly in
Egypt, Morocco and Tunisia) have led to some increase in market capitalization, but
this has not been enough to sustain a dynamic development of the stock markets.

Table 3: Ratio of market capitalization of listed companies to GDP (percent) A
1985 1990 1995 2000 2001 2002

Bahrain . . » 83 83 »
Egypt, Arab Rep. " 4 13 29 25 29
Iran, Islamic Rep. = = 7 34 9
Israel 2% 6 41 58 + @
Jordan i 50 69 58 72 76
Kuwait - . 54 58 " -
Lebanon . . 4 10 7 8
Malta . . <) 56 37 .
Morocco % 4 18 33 27 23
Oman % % 16 17 17 20
Qatar - - “ 31 &5 "
Saudi Arabia . . 32 36 39 40
Tunisia . 4 22 15 12 10
United Arab Emirates ; & & 8 11
West Bank and Gaza 5 i e 2 2 »
Middle East & North Africa .5 & 20 31 26
High income OECD average : 51 67 118 103
Source:World Development Indicators, Word Bank and IMF (for lJM G IIF' o our\ir es without avarlable data are not shown Thu Mf— NA
aggregate includes Malta bul excludes the oiher h igh INCome economies
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One reason why market capitalization attains only modest levels in MENA coun-
tries is that, usually, the owners of small and medium size enterprises are reluctant to
issue shares on the equity market. Moreover, when such companies are listed, most
of the shares remain familyowned, which reduces to a large extent the turnover in the
market. This may also partly explain why data on capital market turnover show that
the existing capital markets in MENA countries have a very small trading activity, as
compared with capital market in developed countries: generally, the turnover is below
20 percent (with the only exceptions of Israel and Saudi Arabia), while the average
turnover in OECD capital market was in 2002 equal to 150 percent (see Table 4).

Table 4: Turnover ratio in stock markets (percent)
1985 1990 1995 2000 2001 2002

Bahrain . - ” 4 3 3
Egypt, Arab Rep. . - i 35 14 16
Iran, Islamic Rep. . . 16 . 13 11
Israel i 96 26 36 45 52
Jordan 2 20 11 8 17 15
Kuwait A W 53 21 P 5
Lebanon . = - 7 4 5
Malta . - 16 - 3 3
Morocco - . 46 9 10 11
Oman % 12 11 14 15 13
Qatar i . % 5 i i
Saudi Arabia 5 - 16 27 32 30
Tunisia . 3 . 23 13 14
United Arab Emirates . . = . 4 3
West Bank and Gaza 7 . - . 10 10
Middle East & North Africa = P 8 . 20 13
_High income OECD average 55 83 131 139 150

Souwrce: World Devplopmeﬂt Indicators, World Bank Cnunmr}: withoul available data are not shown.
The MENA aggregate includes Malta but exciudes the other high income economies

Although they provide a useful picture of the progress in financial intermediation
activity achieved in MENA countries, the previous indicators do not tell us whether the
financial sector supply adequate sources of financing to private businesses. Only
micro-economic information can answer this critical question. Such information is
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available in the World Bank's World Business Environment Survey (2000) for three
economies in the region, namely Egypt, Gaza strip and Tunisia. | consider here the
available information for Egypt and Tunisia.

In Egypt, the business environment of surveyed firms is still characterized by signi-
ficant financing obstacles. The vast majority of these firms face major (9 percent of
surveyed firms) or moderate (77 percent) financing obstacles, while only 2 percent
face no obstacle, and 13 percent minor obstacles. Financing obstacles are encounte-
red by large and small companies equally.

Conversely, in Tunisia the vast majority of surveyed firms face no financing obsta-
cle (33 percent) or minor obstacles (55 percent) and none of them face major obsta-
cles. These ratios compare favorably with the average ratios observed in OECD coun-
tries, where 36 percent of surveyed firms do not face financing obstacle, and 25 per-
cent face minor obstacles. These positive results are however lessened by the fact
that. in Tunisia, only some large and medium size enterprises face no financing obsta-
cle, while small size companies face such obstacles much more frequently.

Looking more precisely at what are the principal financial issues encountered by
enterprises in Egypt and Tunisia provides revealing information on what are the main
challenges that MENA countries still need to take up regarding their financial sectors.
In both countries, the issue that is the most frequently mentioned by surveyed firms is
the cost of interest rates, as shown in Table 5. This suggests that reduced interest
margins through reduced intermediation costs and/or increased competition among
banks that would erode monopolistic rents are absolutely necessary improvements in
the credit markets of Egypt and Tunisia.

Heavy paperwork is also mentioned frequently, which suggests that the lending
activity is still characterized by heavy regulations and that some further lessening of
such regulations is needed.

Another problem guoted rather frequently in both countries concerns the inade-
quacy of the available credit information on customers. One may assume that this issue
is of course also critical for banks and other creditors, which may explain why a signi-
ficant number of companies, particularly small businesses in the case of Tunisia, do not
find adequate funding in the domestic financial market. This is to some extent confir-
med by the fact that a significant number of surveyed companies mention financing dif-
ficulties due to their lack of connections with banks and due to collateral requirements.
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) Egypt | Tunisia
High interest rates 74% | High interest rates 54%
Paperwork 71% Inadequate credit information on customers 51%
Lack access ta export finance 52% Paperwork 28%
Need special connections with banks 48% Lack access to equity partners 27%
Inadequate credit infermation on customers 47% Need special connections with banks 23%
Collateral requirements 46% Collateral requirements 23%
Lack access lo lease finance 46% Lack access fo foreign banks 19%
Corruption of bank officials 440 Lack access fo export finance 11%
Banks lack money to lend 41% Lack access fo lease finance 8%
Lack access to foreign banks 39% Banks lack money to lend %
Lack access to equity partners 39% Corruption of bank officials 3%

Nete: ranas reported are the percentages of surveyed firms far which the cbstacle is majpor or maderate
Source World Business Environment Survey (WBES). 2000, World Bank Group,

Finally, in Egypt, the lack of access to export finance is also mentioned relatively
frequently by surveyed enterprises, which is consistent with the presence of signifi-
cant rigidities in the Egyptian foreign exchange market, notably before the floating of
the pound decided in January 2003.

There are obviously differences among MENA countries, as already illustrated by
the differences between Egypt and Tunisia. Therefore, what is observed for these two
countries cannot be generalized to other countries. However, these data are revealing
of some major weaknesses of MENA country financial sectors: high interest costs,
heavy bureaucracy, uneasy relationships between lenders and borrowers and inade-
quate information systems.

Section 4 reviews these challenges. which need to be taken up by MENA country
governments and by the different actors in the financial markets in order to promote
significant financial development.

4. Challenges Ahead

Deeper change in financial sectors is necessary if reforming MENA countries are
to achieve more significant progress in their financial intermediation system in the
years to come. Promarket reforms should be strengthened in two main areas: redu-
cing remaining restrictive regulations in the financial sectors and promoting competi-
tion among the different financial intermediaries. Moreover, recent experiences with
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financial liberalization policies suggest that such policies need also to be supplemen-
ted by the provision of an adequate legal and regulatory environment and the promo-
tion of necessary financial market infrastructures; when this framework is absent, not
only shock therapy policies may weaken the financial system, but also an efficient cre-
dit market cannot develop.

4.1 Regulatory and Supervisory Framework

According to Grais and Kantur (2003), restrictive regulations have been eased in
a majority of MENA countries. However, these economies are still characterized by
relatively restrictive regulations of their banking and finance activities.

According to the Heritage foundation, which provides a qualitative index of restric-
tiveness of such regulations, restrictiveness is high or very high in seven countries
(Algeria, Egypt, Iran, Iraq, Saudi Arabia, Syria and Yemen). This proportion is even
higher than in the second half of the 1990 decade, when only six MENA countries had
highly or very highly restrictive regulations. Table 6 shows also that generally speaking
regulation restrictiveness in the banking and financial sector has not decreased in
recent years, quite the contrary. This table shows further that only two countries,
Bahrain and Jordan, face low or very low restrictions.

Table 6: Restrictiveness of regulations in banking and finance sector
Currently (2003}

Initially (mid to end 1990s] | ) _Low or very low | Moderate _ High or very high
Low or very low Bahrain Morocco Iran
Oman Libya
Tunisia Syria
oy i 1 Algeria
Meoderate Jordan Djiboutt Irag
Israel Saudi Arabia
! 1 Qatar
High or very high Kuwait Egypt
| | Lebanon Yemen
| | Malta
| UAE

Sowrce Hertage foundation

By comparison, currently close to 70 percent of OECD countries have low or very
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low restrictions in their banking regulations, and none have high or very high restric-
tions. Moreover, a large majority of OECD countries have reduced their regulation
restrictiveness, contrary to MENA countries. This suggests that, notwithstanding the
reforms already implemented, there exists significant room for further liberalization of
banking sectors in MENA countries.

Liberalization and de-control of the banking sector do not imply their de-regulation.
Such financial reforms must be accompanied by the building of a strengthened super-
visory framework; otherwise financial liberalization can only lead to financial fragility
and crises. This is all the more important as banks have often inherited from the pre-
reform period heavy non-performing loans portfolios. A complete and speedy liberali-
zation of the banking sectors would have not been advisable prior measures be taken
to clean portfolios and recapitalize banks, and to establish proper prudential regula-
tions and monitoring of depository institutions. Some progresses have been gradually
achieved by MENA countries since the early 1990s, sometimes in response to major
bank crises such as the bankruptcy of the Petra Bank in Jordan in 1990 and the col-
lapse of the Bank of Credit and Commerce International in the UAE in 1991, and some-
times within the framework of structural adjustment programs (Morocco, Tunisia).
However, available data on non-performing loans still point to a significant financial fra-
gility in a number of countries. In recent years, non-performing loans have increased
significantly in Egypt and Lebanon, and they remain at rather high levels, close to 20
percent of the total loan portfolio, in Jordan, Morocco and Tunisia (Table 7).

Table 7: Ratio of non-performing loans to total loans (percent)

month 2000 2001 2002 2003
Egypt March 13.6 156 16.9 195
Iran December 4.4 5.4 8.7
Jordan December 18.4 18.3 19.8
Kuwait December 19.2 10.3 i i
Lebanon March 19.2 22.8 P72 297
Marocco September 17.5 16.8 18.0
Oman December 7.5 106 113
Saudi Arabia December 10.4 10.1 8.8
Tunisia December 216 19.2 207
United Arab Emirates December 12:7 11.2 ;

Source: IMF stafl sstmations
Note: reparted data reter to gross NPLs (instead of net of precautionary reserves)
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4.2 Competition

As mentioned previously, banking intermediation is relatively costly in MENA
countries. This is partly due to insufficient competition in the banking industry. insofar
as monopolistic behaviors result in high intermediation margins. Competition may also
improve firms’ access to credit. This assumption of a positive relation between bank
concentration and financing obstacles, which is consistent with the standard structu-
re-performance hypothesis, is supported by empirical international evidence provided
recently by Beck et al. (2003). Using data from the World Business Environment
Survey, these authors find that firms face more financing obstacles in countries with
high bank concentration.

Insufficient competition in the financial sector may constitute a handicap for MENA
countries. Standard indicators suggest that the degree of concentration in the banking
sector is high in MENA countries, where the share of the five largest banks in total
bank assets varies generally between 65 and BO percent (Table 8). These levels of
concentration are significantly higher than the average concentration observed in
OECD countries, which is equal to 48 percent. The only exception is Lebanon, where
the bank concentration ratio is equal to 40 percent,

Table 8: Indicator of competition in the banking system 3
5-bank Percentage of banking Percentage of banking
concentralion ratio syslem's assets in banks system's assets in banks
%) that are 50% or more private  thal are 50% or more foreign

e eEmeRNES—— & _ owned owned

Bahrain 71 96 28

Egypt 65 33 4

Israel BOD . 0

Jordan 68 100 68

Lebanon 40 100 27

Morocco 75 76 19

Oman 77 100 1

Qatar 76 57 15

Saudi Arabia 69 100 0
_Jumisia 66 - . L I
Source Word Bank's Bank supervision and seguinbon ditabase and author s eompulaton with dala from Assoclation Professionnelle
Tursinnne des Bangues

Recent research results on banking sector competition produced by Gelos and
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Roldos (2002) and by Claessens and Laeven (2003) suggest however that standard
concentration indicators do not measure accurately the degree of competition in the
banking industry. They propose to use measures based on the Panzar and Rosse
(1987) methodology. which relies on econometric estimates of the elasticity of total
revenues of banks with respect to their input prices. This methodology cannot be
applied in MENA countries, for lack of availability of the necessary micro-economic
data, but results proposed by Claessens and Laeven suggest that competition in the
banking sector is heavily influenced by barriers to entry, in particular those opposed
to foreign banks. On this account, MENA countries have implemented so far very
diverse policies. Jordan has a widely opened banking sector, with 68 percent ot bank
assets in banks that are 50 percent or more foreign-owned. Part of the high share of
foreign banks' assets is due to the preference of migrants for deposits in foreign-
owned banks, but this does not explain all of it: migration is a widespread phenome-
non in the Middle East. Although smaller, the share of bank assets owned by foreign-
controlled banks is also rather high in Bahrain (28 percent), Lebanon (27 percent),
Morocco (19 percent) and Tunisia (19 percent). On the other hand, in Egypt, foreign-
controlled banks own only 4 percent of bank assets. In Egypt. and in other countries
with high or very high restrictions in banking regulations, such as Algeria, a higher
degree of openness to foreign banks could be beneficial to the economy. As shown by
the experience of Saudi Arabia, this may be however implemented through coopera-
tion between local and foreign banks, without necessarily opening the market to
foreign-controlled banks.

Another indicator of the degree of competition in the banking industry is the propor-
tion of bank assets owned by private banks, or by banks with a majority of private sha-
reholders. Again Bahrain, Jordan, Lebanon, Morocco and Tunisia enjoy, according to this
indicator, a significant degree of competition, with more than two-third of bank assets
owned by private-controlled banks, while this ratio is only equal to one-third in Egypt.

Finally, competition may be enforced by the development of a diversified financial
sector, while currently traditional bank loans are still the principal sources of financing.
On this account, a lot needs to be done in most MENA countries, concerning the
development of instruments such as lease finance, and capital market segments such
as secondary markets for government debt paper and bond markets. This may need
private initiative, but also the development of proper regulations.
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4.3 Legal Framework

Recent research papers (see e.g. La Porta et al., 1998) show that an adequate
protection of creditor rights is necessary for the development of credit markets. This
depends both on the design of laws and regulations, particularly well-designed colla-
teral and bankruptcy laws, and on the actual implementation of such legislations.
According to La Porta et al., countries with civil law instead of common law, to which
belong MENA countries, are handicapped by insufficient protection of creditors.

As shown in Table 9, theoretically speaking creditor rights are sometimes better
protected in MENA countries than in the median OECD country.* This is the case of
Algeria, Iran and Syria. However, in other cases (Egypt. Jordan, Lebanon and
Tunisia), they are worse protected. These observations would lead us to conclude that
the nature of the legal system does not seem to play a systematically adverse role in
MENA countries. However, such observations are relevant only if legislations are
actually enforced, or at least if they are equally enforced in the different countries. The
“rule of law" indicator available in the governance dataset assembled at the World
Bank by Kaufmann et al. (2003) shows doubtlessly that agents in MENA countries
have significantly less confidence in the rules of society than agents in OECD coun-
tries.” This is true in particular of Algeria, Iran and Syria, which means that their sup-
posedly high level of protection of creditor rights is fo a large extent meaningless.

* The Creditor Rights Index 1s based on the methodology of La Porta et al (1998). The indicator measures four
powers of secured lenders in hiquidation and reorganization: whether there are restrictions, such as creditor consent,
when a debtor files tor reorgamzaton; whether secured creditors are able 1o seize their collateral after the decision for
reorgarzation is approved, whether secured creditors are paid first; and whether an administrator is responsible for
management of the business dunng the resolution of reorgamzation

The “Rule of Law™ indicator summarises several indicators which measure the extent to which agents have con-
fidence in and abide by the rules of society. These include perceptions of the incidence of crime, the effectiveness and
prediclability of the judiciary, and the enforceability of contracts. See Kaulmann et al. (2003} for further detail
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Table 9: Legal framework and financial infrastructure indicators
Quality of public credit

o Creditor Rights Index Rule of Law indicator registry information
Algena 3 0.5 )
Egypt 1 0.1 50
Iran 3 -0.6 28
Israal 3 1.0 o
Jordan 1 0.3 67
Lebanon 1 0.3
Morocco 2 a1 17
Saudi Arabia 2 0.4 50
Syria 3 0.4 i
Tunisia a 0.3 36
UAE 2 0.9 58
Median OECD 2 1.6
Europe : 7B
Seurce: World Bank, Governance Datase! (Rule of Law), and "Dong Business™ indicators, 2003 (Craditor rights & quality of public cradit
ragistry)

“in Israel, there 1s no PCH, but there 15 a Private Credn Bureau

These observations lead us to submit that, although in several MENA countries
improving the legislation on creditor rights would be advisable, on this front the major
challenge faced by the region goes beyond the mere financial sector legislations, and
concerns more generally the necessity to improve governance.

4.4 Financial Infrastructure

Another usual constraint to the development of credit markets is the absence of
adequate and accurate information on the individual debtors’ financial situation. The
lack of such information is also respansible, to some extent, for poor risk management
and the occurrence of high levels of non-performing loans. One way to solve the infor-
mation asymmetry problem faced by lenders is to organize information sharing among
them. This kind of institutional arrangement may be particularly helpful to improve cre-
dit access of small businesses. Such information exchange also reduces the informa-
tional rents that banks could otherwise extract from their customers (Jappelli and
Pagano, 1999). In well developed financial systems such information is provided by
specialized agents, which may be public or private. In many of the most advanced
countries, private information services have emerged endogenously, through the
creation of private credit bureaus. In other (European) OECD countries there are both
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public and a private credit registries (e.g. in Germany) or, in a few instances (France,
Slovak Republic), only a public credit registry.

Only countries with a rather large financial market can sustain an economically
viable private financial information activity. In other countries, government intervention
is probably necessary to initiate such an activity, which is of a public good nature. As
shown by Jappelli and Pagano, in either case, the availability of such services has a
positive influence on the development of the credit market.

In MENA countries (with the exception of Israel), there are no private credit
bureaus, but public credit registries are available in Egypt, Iran, Jordan, Morocco,
Saudi Arabia, Tunisia and the UAE. Such institutions are however lacking in a number
of other countries. including Algeria, Lebanon and Syria.

The impact of such services on the development of firms’ access to credit may
however depend critically on the quality of the information collected, which becomes
totally useless if it is not fully reliable. On this account, MENA countries have poor per-
formances, as compared with the European OECD countries where public credit regi-
stries exist. On basis of the information available in the World Bank’s “Doing Business”
website, the quality of information collected by the public credit registries can be con-
sidered as particularly poor in Iran, Morocco and Tunisia.” This suggests that, notably
in Morocco and Tunisia, which have otherwise relatively well progressed in their finan-
cial sector reforms, more needs to be done in this area in order to promote a signifi-
cant development of credit markets. In other MENA countries, only Jordan enjoys a
quality of information provided by its public credit registry comparable to the quality
standard available in European countries.

Improving the quality of financial information would also require more general
improvement in the business environment. In particular. improvements in this area
would require also the enforcement of robust accounting and auditing systems, and
better corporate governance.

The PCR guality of information index summarises scores on guestion regarding the process of data collecton
and verification. These concern the existence of legal penaltes for reporting inaccurate, the ability of consumers 1o
inspect data, the legal requirement to respond to borrowar complaints, the delay of submission of data. the actual sub
mission of data on time by most tinancial institutions, the time allowed 10 correct reported errors. the delay of availabi
lity of data for distribution and the duration of existance af the registry
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5. Conclusion

Overall MENA countries have implemented cautious and gradual financial sector
reforms over the past 10 to 15 years. Their financial systems are still dominated by
relatively concentrated and highly oligopolistic commercial bank sectors. Although
restrictive regulations in the banking sectors have been softened, there are still a num-
ber of impediments to competition, diversification and innovation, such as those con-
cerning the involvement of foreign banks. Capital markets are generally recent, with
the notable exceptions of Morocco, Egypt and Jordan. The numbers of listed compa-
nies, the capitalization of stock markets and their trading activity are limited, and capi-
tal market segments such as bond markets are still underdeveloped. In general,
access to finance is uneasy and in particular small and mediumsize businesses face
significant financing obstacles.

To some extent, this picture can be related to the slowness of financial reforms,
which have not been able to stimulate a critical mass of change, although it has also
minimized so far the risks of emergence of financial sector crises. But the absence of
critical change in financial sector must be also related to broader issues such as the
need to strengthen the rule of law and to improve corporate governance, which are
critical for the development of a credit market.

Not all MENA countries face however the same shortcomings. Egypt. Jordan,
Lebanon, Morocco and Tunisia, as well as GCC countries such as Saudi Arabia, have
already a significant bank intermediation activity, although in some of these countries
the banking sector could benefit from further pro-competitive reforms, including priva-
tization of stateowned banks and diversification of financial services, and from the fur-
ther development of financial market infrastructure. On the other hand, Algeria, Iran,
Iraq, Libya and Syria, where public authorities are still very much directly involved in
the financial sector, still need more basic pro-market reforms.
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Abstract

This paper rests on the idea that there are multiple equilibriums in financial deve-
lopment, and provides illustration of this thesis on the Middle East and North Africa
(MENA) region. After many years of financial repression, MENA countries have star-
ted liberalizing their financial sectors in the 1990s. Progresses obtained have been
minimal. A critical mass of change was needed to escape the financial underdeve-
lopment equilibrium where they had been trapped by financial repression. This paper
identifies directions in which reforms and policy initiatives would be necessary: de-
controlling banking sectors, strengthening their regulations, and improving financial
infrastructure and the legal framework.

Keys words: multiple equilibriums, financial sector, growth, Middle East and North Africa
JEL classification: O160
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Résume

Ce papier repose sur lidee qu'il existe des equilibres multiples en matiére de
developpement financier, et propose une illustration de cette thése sur la région
Afrique du Nord — Moyen Orient (MENA). Aprés de nombreuses années de répres-
sion financiere, les pays de la région MENA ont commencé a libéraliser leurs secteurs
financiers dans les annees 1990. Les progrés obtenus ont eté modiques. Une masse
critique de reformes est necessaire pour échapper a l'équilibre de bas niveau de
developpement financier dans lequel ces pays ont été conduits en raison de la répres-
sion financiere. Ce papier identifie les orientations de reformes et les initiatives de
politique economique qui seraient necessaires pour cela | la suppression des mesu-
res de controle administratif dans les secteurs bancaires, le renforcement de leurs
réglementations prudentielles. I'amélioration des infrastructures financiéres et du
cadre juridique.

Mots cles: equilibres multiples, secteur financier, croissance, Afrique du Nord -
Moyen Orient
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