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a b s t r a c t
Although the relationship between economic freedom and equity
returns has been investigated in the literature, the Middle East and
North Africa (MENA) equity markets were usually excluded. The aim of
this paper is to ﬁll in this gap by examining the relationship between
economic freedom index and equity market returns after accounting for
a number of control variables. Evidence shows that changes in economic
freedom have a positive impact on equity market returns, which are
not explained by business-cycle control variables related to expected
returns, and that legal structure and security of property rights have the
most signiﬁcant impact.
© 2010 Elsevier B.V. All rights reserved.
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1. Introduction
The ﬁnancial liberalization of equity markets over the past three decades led to a large and growing
body of literature on the impact of these reforms on both ﬁnancial markets and the rest of the economy.
Academic interest in these markets is mainly due to the fact that the equity market liberalization allowed,
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for the ﬁrst time, foreign investors to invest in domestic equity markets and domestic investors to invest in
foreign security markets directly (Bekaert et al., 2003). These reforms also created an opportunity for
investors to reduce the risk of their portfolio by diversifying investments in developing stock markets.
This opportunity is a result of stock markets of developing nations not being integrated with the world's
developed capital markets (Darrat et al., 2000). Equity markets of developed nations, on the other hand, are
highly integrated, in the sense that ﬂuctuations in returns are highly correlated. This further means that a
large proportion of the volatility in returns of a developed nation is explained by changes in returns in the
rest of the developed nations (Bekaert and Harvey, 2002).
In addition to creating investment opportunities, ﬁnancial liberation of equity markets, through lifting
restrictions on capital ﬂows, also leads to a better allocation of scare resources. If there are no restrictions
on capital ﬂows and no transaction costs, then two assets with the same risk should be priced the same,
regardless of where they originate (Darrat et al., 2000). Numerous restrictions on capital ﬂows and high
transaction costs segment the markets and prevent allocation of scarce resources where they are valued
the most. For this reason, the role of ﬁnancial markets in general and stock markets in particular plays an
increasingly important role in today's globalized world.
In this study, we explore the ﬁnancial nature of the MENA markets, and some speciﬁc circumstances
arising in these markets. We also consider a host of other issues, such as impact of economic freedom (EF)
and the extent to which economic freedom could explain the behavior of equity market returns in some
inﬂuential MENA markets. Thus, this paper contributes to the literature on emerging markets by
investigating some of the features of the MENA equity markets, which were initially observed in the
developed markets (Bekaert and Harvey, 2000, 2003; Achour et al., 1998). The main focus of this study is
investigation of the impact of institutions on equity market returns in the MENA region. This paper is part
of the new ﬂow of studies on stock markets in emerging economies (e.g., Billmeier and Massa, 2008;
Bekaert et al., 2007; Kortas et al., 2005; Chang et al., 2004; Hagelin and Pramborg, 2004; Bekaert and
Harvey 2003).2
Examining the performance of the MENA stock markets and the drivers behind their market returns
presents some challenges for researchers mainly due to the lack of reliable data. In addition, these markets
are in transition and hence not stable, yet they offer an opportunity to investors who are looking to reduce
risk in their portfolios (Lagoarde-Segot and Lucey, 2007, 2009). Some known models in ﬁnance literature
may not capture the nature of these markets. General models for integrated and segmented markets do not
capture the dynamics of a nation moving from one state to another (Barry and Rodriguez, 2004; Bekaert
and Harvey, 2003; Bekaert et al., 2003). However, the recent strong interest in emerging markets in
general, and frontier markets—pre-emerging equity markets—in particular have provided momentum for
future investigation in that direction and called for further study of current models to capture new
conditions in these markets.
Surprisingly, the growing body of research on economic freedom and ﬁnancial markets primarily
focuses on the developed markets; arguably the most organized and established markets in the world. In
contrast, our study focuses on markets where economic freedom may be particularly weak, namely the
MENA markets. In fact, country-speciﬁc risks and various barriers to international investment caused by
the lack of information, discriminatory taxes, lack of rule of law, and restrictions on funds ﬂows or simply
fear of expropriation were always mentioned as some of the reasons that prevented foreign institutional
investors from investing in MENA markets (Rajan and Friedman, 1997 and Erb et al., 1996). This led to the
observed bias of investors toward domestic stocks in the developed countries. However, we think that the
risk premiums in the emerging markets are important features of these markets; thus, the focus on MENA
markets should help and maybe yield particularly powerful tests and useful independent evidence (Barry
and Rodriguez, 2004).
In line with the argument made by Bekaert and Harvey (2002), we believe that equity market integration—
within the MENA region and the MENA with the rest of global market—is in progress. This is surely a gradual
process towards a full integration, which will depend on the economic and political circumstances in each
country or sub-region and it is most likely that all barriers will disappear (e.g., Sooﬁ, 2008). Some empirical
evidence of recent years reveals the growing importance of some trends, such as cross-border trade, to support
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