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In this paper, we examine the influence of bank regulation, con-
centration, and financial and institutional development on commercial
bank margins and profitability across a broad selection of Middle East
and North Africa (MENA) countries. The empirical results suggest that
bank-specific characteristics, in particular bank capitalization and credit
risk, have a positive and significant impact on banks' net interestmargin,
cost efficiency, and profitability. Also we find that macroeconomic and
financial development indicators have no significant impact on net
interest margins, except for inflation. Regulatory and institutional
variables seem to have an impact on bank performance.
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1. Introduction

During the late 1980s and the 1990s, several Middle East and North Africa (MENA) countries (Tunisia,
Morocco, Egypt, and Jordan, among others) underwent noteworthy financial reforms under the auspice of
the International Monetary Fund (IMF). These reforms have significantly affected both the banking system
and the domestic stock market.
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While several research studies on bank performance have been conducted extensively for US
commercial banks and, to lesser extent, for financial institutions in Europe and in large emerging markets
(Brazil, China, and others), relatively little is known about bank performance among banks in other regions,
in particular, MENA countries.

The main contributions of the paper are as follows. Using bank level data from ten countries over the
period 1989–2005 (Tunisia, Bahrain, Egypt, Jordan, Kuwait, Lebanon, Morocco, Oman, Saudi Arabia, and
United Arab Emirates), our study aims at assessing the impact of financial development, bank regu-
lations, market structure, and institutional factors on bank performance. In addition to the assessment of
the above relationship, our study provides an insight into the characteristics and practices of successful
commercial banks in terms of performance. In view of the findings, we should be able to draw some
policy implications that may be useful for bank management, policymakers, and shareholders in the
MENA region.

Estimating the source of bank performance using a dynamic system General Method of Moment
(GMM) specification, we find that bank specific characteristics, in particular bank capitalization and
credit risk, are key determinants. We fail, however, to find any significant relationship between
macroeconomic variables and bank performance except for inflation. Also, the results suggest that banks
enjoy lower operating costs in a well-developed banking sector environment. Furthermore, the stock
market development variable is always positive and significant in all specifications, suggesting that banks
operating in a well-developed stock market environment tend to have greater profit opportunities. The
regulatory and institutional variables seem to have an impact on bank performance as the results suggest
that corruption increases the cost-efficiency and net-interest margins while an improvement in the law
and order variable decreases the cost efficiency without affecting performance. These results indicate the
need of MENA banks to operate in a more competitive environment, well-developed capital markets, and
a better governance environment.

The rest of the paper is organized as follows. We document and discuss financial reform efforts in the
MENA region in Section 2, concentrating on the banking sector compared with the security market. A
literature review of the determinants of bank performance is given in Section 3, distinguishing between
single and cross-country studies. In Section 4, we provide a detailed description of data, methodology,
and empirical models that includes measurements of our variable of interest. We then report our em-
pirical results and findings in Section 5, while Section 6 concludes the paper and spells out some policy
implications.

2. Financial reform in MENA

Research on financial development and its relationshipwith growth is extensive and ongoing. Although
the relationship between financial development and growth continues to be debated, there is general
agreement that financial repression or government intervention impose on the financial sector restrictions
and price distortion that inhibit growth prospects. In addition there is a consensus that macroeconomic
stability is critical for the growth of financial services.

Thus, countries should adopt appropriate macroeconomic policies, encourage competition within the
financial sector, and develop a strong and transparent institutional and legal framework for financial sector
activities. In particular, there is need for prudential regulations and supervision, strong creditor rights, and
contract enforcement. Therefore, government decision-makers should eliminate financial repression and
support financial development as important elements of their policy package to stimulate and sustain
economic growth (Creane et al., 2003).

In this context, MENA countries have perceived the importance of financial sector reform in allocating
investment and enhancing productivity by identifying promising projects and firms, mobilizing savings,
encouraging good corporate governance, and enabling the trading, hedging, and diversifying of risk, as well
as facilitating the exchange of goods and services. Thus in the late 1990s a number of MENA countries have
adopted a financial reform agenda.

While the restructuring initiatives in the MENA region are less vibrant than those taking place in
Eastern Europe and parts of Asia, nevertheless, several MENA countries are witnessing a new era in
privatization, bank regulation, market-orientation, and integration of privately owned banks of different
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