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Tourism in Arab Countries: Its Structure and Competitiveness

Riadh ben Jelili
Adel Abdel Azim
Hassan Khudr

Abstract

Tourism is one of the largest industries in the world and it continues to grow. From 1950 through
2005 international tourist arrivals have increased 32 fold to attain more than 800 million visitors in 2005.
It is probably the only service sector that provides concrete and quantified trading opportunities for all
nations. regardless of their level of development. Many developing countries. among them Arab countries.
consider tourism as one of fundamental pillars of their development process. Thus it is with some concern
that we should note that the Arab world attracts less than 6% of international tourism arrivals in 2003 and
with the exception of a few enclaves the Arab region remains highly marginalized from the global tourism
economy. This fact stands in severe contrast to the vast historical. cultural. and natural resources the region
offers for tourism development. This paper reviews the tourism performance indicators in the Arab world
and discusses major factors determining the tourism competitiveness in the region.
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Competitiveness of the Telecommunications
Information Technology Sector in Arab Countries &

Mustafa Babiker

Abstract

Telecommunications and Information Technology represent one of the pillars to what is known as
“The Economicsof Knowledge” andaneffective elementinthe developmentand promotion of competitiveness
capabilities. This paper intended to explore the competitiveness of the Arab telecommunications &
information technology sector in relation to those of other countries through determining the areas of
strength and weakness and inferring in turn the appropriate policies for the development of the sector. The
study included analyses of the different performance and efficiency indices of the sector as well as analyses
of regulations and market structures governing the sector along with their role in enhancing the contribution
of the sector to the competitiveness capabilities of Arab economies. The results of the study indicated the
presence of wide gaps among Arab countries on one hand and between the group of Arab counties and other
countries on the other hand with respect to the various performance indices, and as well provided statistical
evidence to support the significance of these indices in the determination of countries competitiveness.
In relation to regulation and competition, the paper first noted the weakness of regulations and absence
of competition in the Arab telecom markets, and then provided empirical results to confirm the role of
regulation and competition in increasing penetration rates, reducing access costs, and improving the quality
of services in the telecommunications & information technology sector.
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Efficiency and Productivity Growth of the Arab Commercial
Banking Sector:
A Non-Parametric Approach

Wadad Saad”
Chawki El Moussawi™

Abstract

The last 25 years have seen significant structural change in the Arab financial market. New
policies based on financial liberalization and restructuring were implemented with the main objective of
fostering competitiveness and enhancing the efficiency and productivity of the banking sector. Using a
non-parametric approach, a DEA-type Malmquist Index, which consists of applying the data envelopment
analysis (DEA) to obtain DEA Malmquist Index, this paper investigated the impact of these reforms on
the development of the performance and productivity of commercial banks operating in 11 Arab countries
over the period 1994-2004. The Malmquist Index was divided into pure technical change, technological
change, and efficiency scale change to investigate the sources of productivity changes, if any. The majority
of banking sectors involved in this study have maintained or improved their efficiency measures. It should
be noted that these improvements are mainly due to positive technological changes and innovations. The
scale efficiency measures do not show any significant influence on these improvements. However, results
show a decline in the total factor productivity (TPF) over the study period in all countries. A regression of
efficiency scores on some environmental and managerial factors was used to investigate the determinants of
Arab banking sector efficiency.
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Introduction

Over the last two decades, Arab countries have taken significant
measures to strengthen and develop their financial sectors. Domestic reforms and
deregulation have been implemented with a focus on greater dependence on market
forces, liberalization of financial services, fostering organization and supervisory
frameworks, and enhancing competition to be in line with international financial
standards and to meet the demands of globalization.

Until the 1970s, the Arab banking system suffered from many factors
that contributed to its weakness such as the monopoly of public sector banks
(especially in Egypt, Iraq and Syria), the deterioration of the quality of services,
distorted macroeconomic framework mainly reflected in negative real interest
rates and chronic balance of payments deficit, intervention of governmental
authorities in the allocation of credit, the substantial intervention of central
banks in the determination of services charges and tariffs, and administrative
inefficiency that manifested its features in the lack of highly skilled personnel
and over-staffing.

In the late 1970s, several Arab countries started to adopt new policies
towards economic liberalization and reliance on the private sector with an intense
focus on greater dependence on market forces. Hence, various reforms were
introduced in the banking system such as: (a) giving more autonomy to central
banks by providing them the only authority to determine the monetary policy
without the intervention of executive or legislative authority and by insuring the
stability of the local currency and general price level; (b) introducing competition
by granting licenses to new banks both national and foreign; for instance, the
number of commercial banks in Egypt has increased from 4 to 50 banks; (c)
introducing reforms to public sector accompanied by a process of privatization;
(d) implementing deregulation of tariffs and charges; (¢) imposing a minimum
level of capital to meet the requirement of the changing conditions; and (f) shifting
to prudential supervision on commercial banks by implementing several steps
including capital adequacy ratios according to the “Basle Accord”®, liquidity
ratios, etc.

Domestic financial institutions have responded positively to changes
in financial policies. The banking sector has witnessed sustained growth in its
overall activity since the beginning of the 1990s in line with the reforms and
deregulation. They have accommodated modern developments in the financial
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sector, enhanced capitalization, introduced new products and services, applied
new technologies, developed their frameworks and ventured into new financial
businesses.

It is worth indicating at this point that 100 Arab banks were included in
the Banker’s List of the Top 1000 International Banks as of July 2004 in terms of
tier-1 capital®. These included 9 Bahraini banks, 16 Egyptian banks, 18 Emirate
banks, 4 Jordanian banks, 7 Kuwaiti banks, 10 Lebanese banks, 5 Omani banks,
10 Saudi Arabian banks, 6 Qatari banks, 7 Tunisian banks, 5 Moroccan banks, 2
Libyan banks, and 1 Syrian bank.

As a reflection of the various reforms and deregulation, the Arab banking
sector should foster its efficiency and accelerate its development. Therefore, in
light of the implemented reforms, there is a need to examine the development of the
efficiency and productivity of the Arab banking sector, assess the effectiveness of
the implemented financial measures and inspect whether these measures serve to
increase competition and enhance the drive for better performance. Moreover, it is
important to study the determinants of efficiency since they are extremely useful
for policymakers to implement, if needed, appropriate regulatory environment.

In this paper, the focus lies on commercial banks pertaining to 11 Arab
countries which were chosen for their data availability. The objective of this paper
is to investigate and compare their productivity growth during the deregulation
and reform period from 1994 to 2005. This study uses a non-parametric approach,
a DEA-type Malmquist Index, which consists of applying the data envelopment
analysis (DEA) to obtain Malmquist Index. Productivity growth has also been
decomposed into technological change, or change in best practice, and efficiency
change to reveal the qualitative productivity improvements. In this paper, the
determinants of efficiency of Arab commercial banks are also investigated using
second stage regressions.

Literature Review

The last two decades have witnessed revolutionary changes in the
financial institutions all over the world. This phenomenon was translated into
a considerable number of theoretical and empirical studies that focused on the
impact of deregulation, privatization, and globalization, among others, on the
efficiency and productivity of financial institutions.
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Although policymakers believe that improving the efficiency and
performance of financial institutions is better implemented through regulatory
reforms aimed at increasing bank competition on price, product, services, and
territorial rivalry (Smith, 1997), the empirical evidence on the effect of such
initiatives has been mixed. This phenomenon may be attributed to the use of
different approaches to estimate the best practice frontiers - parametric or non-
parametric approaches - or to the approach adopted to define input and output
variables (e.g. production, intermediation approaches, etc.).

Among the studies that focus on a single country, a number of studies that
have explored the effects of deregulation and liberalization on a specific banking
sector may be referred to. Some of these studies found that banks experienced
productivity growth in a more liberal environment. The empirical research of
Berg, Forsund, and Jansen (1992) is one of the initial studies that have introduced
the Malmquist Index to measure the productivity in the banking industry. They
focused their study on the Norwegian banking system over the period 1980-
1989. They found that productivity increased when deregulation took place. The
same results were found in other countries such as in Korea (Gilbert and Wilson,
1998); Taiwan (Chen, Liou, and Wu, 2004); India (Bhattacharya et al., 1997);
Spain (Grifell-Tatje and Lovell, 1996).

In some cases, deregulation has a negative impact on the productivity of
the banking industry. For instance, Wheelock and Wilson (1999) examined the
productivity change for all US banks during the period 1984-1993. They found
that a decrease in productivity over this period. Another study on US securities
industry between 1980 and 2000 (Elyasiani and Mekdian, 1995) indicated
significant and substantial productivity gains and declines in managerial efficiency.
Humphrey and Pulley (1997) examined Turkish banking efficiency before and
after liberalization and found that liberalization programs were followed by an
observable decline in efficiency. Moreover, a study on the effect of deregulation
on the performance of Spanish savings banks (Grifell-Tatje and Lovell, 1997,
Kumbhakar et al., 2001) also showed declining levels of output along with a
significantly high rate of technical progress. However, this decline in technical
efficiency was accompanied by an increasing trend in productivity growth. On
the other hand, it was found that in Tunisia (Cook et al., 2000) and in Turkey
(Yildirim, 2002), liberalization and deregulation do not effect efficiency.

Similarly, a number of studies have focused on a group of countries to
investigate their productivity growth over a period of time. The results of these
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studies are spread between finding positive or negative effects on the productivity
of the banking sectors. For instance, the study of Williams (2001) on European
saving banks reported that deregulation resulted in an increase in productivity of
these banks over the period 1990-1998. Casu and Molyneux (2003) investigated
the efficiency and productivity of European banking systems and discovered an
improvement of these measures over the period 1993-1997. Many other European
studies have addressed this issue and found a positive impact on productivity such
as those of Maudos et al. (2002), Altumbus et al. (2004), and Casu, Girardone, and
Molyneux (2004). However, several studies showed a decline in the productivity
the banking sectors such as that of Lozano-Vivas, Pastor, and Pastor (2002) who
examined the efficiency in ten European countries.

Some studies showed inter-country productivity differences such as that
of Bikker (2001) who studied the productivity of a sample of European countries
and concluded that some countries showed an improvement in their banking
system productivity, whereas others demonstrated a decline in the productivity
of their banks.

Methodology

Two methods are applied in this study: Data Envelopment Analysis (DEA)
and the Malmquist productivity change index. These procedures are commonly
used techniques to measure the efficiency and the productivity change of firms.
The second-stage regressions were also used to investigate the determinants of
efficiency in Arab commercial banks.

Data Envelopment Analysis

According to Farrell (1957), efficiency is defined as the actual productivity
of a firm in relation to its maximum-potential productivity. The latter, which is
also called “best practice” is materialized by the production frontier. Hence,
efficiency measurement implies measuring the distance to this frontier. There
are two techniques to quantify the production frontier: (a) a parametric approach,
through stochastic analysis or (b) a non-parametric approach through Data
Envelopment Analysis, DEA, which is a procedure pioneered by Charnes et al.
(1978) and extended by Banker et al. (1984).

In order to construct the non-parametric frontier which could be used as
a benchmark for efficiency measures, it is assumed that there are K inputs an M
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outputs for each of N banks and for each period of time t = 1,..., T. The column
vectors x, € R, and y, € RM, represent the inputs and outputs of bank iattimet.
The K x N input matrix, X,, and the M x N output matrix, Y,, represent the data
for all N banks at time t.

An input-oriented DEA model is defined as follows:

Ming ; 6
St XA-0x;,50 (Model 1)
A2y
Az0

Where 0 is a scalar that represents the technical efficiency score (TE,) for the i-th
firm at time t and A is an N x 1 vector of constants. The obtained value of 0 is
bounded by zero and unity (0 < 0 < 1), with a value of 1 indicating a point on the
frontier and hence technically efficient firm. The set of efficient banks constitute
the production frontier over the data. Efficiency measures are then calculated
relative to this frontier. Firms with efficiency scores less than 1 are considered
to be technically inefficient. For each year t the linear programming Model 1
must be solved N times, once for each firm in the sample. Hence, a value of 0 is
obtained for each firm.

Malmquist Index of Productivity Growth

To estimate the productivity change for Arab commercial banking sectors,
the DEA Malmquist Index® was used. The Malmquist Index was originally
introduced in the theory of consumer by Malmquist (1953). It consists of a ratio
between two proportional scaling factors or distance functions. It identifies
productivity differences between two firms or one firm over two-time periods.
Shephard (1953, 1970) provided a theoretical base for the Malmquist productivity
index. Caves, Christensen and Diewert (1982) were the pioneers in developing
and presenting it as theoretical index by using distance functions in productivity
analysis. They proposed two types of productivity, namely: output-based and
input-based indices.

To illustrate the measurement of Malmquist Index and its decomposition,
consider the production possibility set which is defined by S={(x,y)/x, can
produce y, at time t}. The technology at period t is expressed by the input
requirement set L (y,) as follows:
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L=t /frp)eS ) 1= (1)

This set provides all the feasible input vectors, x, € R, that can produce
the output vector, y, € R" . Defining G'(x,y,) as the input-oriented Farrell
measure, and d'(x,, yt) as Shephard s input-oriented distance function at period t
with constant returns to scale, results in the following:

« G/ (x,,y,)=min{@/(,,v,)e L, (y,)}, ,whichmeasurestheminimum
possible expansion of x,, giveny,,

e d(x,,y,) = max {Hf{x! 18,v,)e L, (v, )} ,which estimates the maximum
possible contraction of x,, given y,. Alternatively, the input distance
function can be written as the reciprocal to Farrell’s (1957) measure of
technical efficiency.

d!(x,.y,) = (min 0 16%,. ) < L,(»,)))" @

L or (@ (xn) = 7E

Technical efficiency TE is therefore defined as: 7E = T

Taking t as the base period, the input-oriented Malmquist Index proposed
by Caves et al. (1982) can be defined as:

di (x11.301)
M:'Jll X VX Vi )= P 4] 3
(%0 DX Y1) |: a'(x,.,) :| 3)

Similarly, taking (t+1) as the base period, the input-oriented Malmquist

Index can be defined as:
di" (X1 Y001)
+1, . ’ _ i +12 i+l
M,-r "{-xn}’.rux;—la}nl)_{ d,”l[:.l';,_}f':) 4)

A graphical presentation of these distances is illustrated in Figure 1
which depicts constant returns to scale frontiers F (CRS)andF,, (CRS) relative to
periods t and (t + 1) and involves a single input and a single output. Let points o
and B represent a bank A in periods t and t + 1, respectively. In each period, this
bank is technically inefficient since it is operating below the efficient frontier for
that period. Thus, Equations 3 and 4 may be expressed in terms of input distances
on the x-axes in Figure 1 as follows:

M_P.Hl:yrl]ﬁ"ryrllc and M_Hl.-r :.}';-lﬁ"lr.}'nla

p (5
yalyg y,alye
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Fére et al. (1990 and 1992) defined Malmquist productivity index as a
geometric mean of the two Malmquistindices (Equations 4 and 5) thatare suggested
by Caves et al. (op cit.). These indices are expressed in distance functions and
equivalent to the reciprocal to Farrell’s (1957) measures of technical efficiency.
Fire et al. (1994) developed empirical models to calculate the Malmquist index
using Farrell’s (op cit.) deficiency indicators.

X

FrsA(CRS) LA (CRS)
(output) e -

i 1(VRS)

o e P £(VvRS)

Xy Xis1 (input)

Figure 1. Measurement of the Malmquist productivity index.

Thus, the input-oriented Malmquist productivity change index M. between
period t and period (t + 1) may be defined using distance functions representing
the four combinations of adjacent time periods:

/
] 12 ©

d:'r {x:+l:yr+l ] » d: " (x.r—ls.];HI
d: (xf?-},f} d;-'-l (xf?-},f}
] M!I = Mlz

Ml(xf’y.f3'xf+|!.}'lf+]}=

where M, represents the Malmquist Index evaluated with respect to F(CRS)
frontier and M, is the Malmquist Index that is calculated relative to F,,(CRS).
All other variables are as previously defined. Therefore, M, may take a value
greater than, equal to, or less than 1 depending on whether the bank i experiences
productivity growth, stagnation, or productivity decline. Equation 6 is written, in
terms of input distances on the x-axes in Figure 1 as:

12
Mr,.r+l _ |:.J’?f+]ﬁ‘lryr+lc o .}r.r+lﬁ"lr.}r.r—la:| (7)
! valyg yalye



Journal of Development and Economic Policies Volume 10-No.1 - January 2008 |

Wadad Saad & Chawki EI Moussawi 15 |

To determine the source of productivity change, Fare et al. (1992)
decomposed this productivity index into two components: the technical efficiency
change and the technological change. Thus, the Malmquist total factor productivity
index (TFP) is written as:

f+1 [ t , 12
M!(-rrayiqxr|]1yill):|:dI (x;-lsy“l):|x|: d‘ (xi'lsy“l] = d‘ [xj'!.}f)]:| (8)

dir (x.rs.]"'.r] dr';-l(xnlxynl} d:-l(xr.-}':
= TEC, ® 1c,

I I

where TEC. is the technical efficiency change that measures how close is the
bank i gets to the efficient frontier (catching up effect) and TC, represents the
technological change and indicates how much the production frontier shifts
(innovation or shocks). The first (TEC,) component could be greater than, equal
to, or less than 1 if the bank is becoming closer, unchanging, or moving away
from the production frontier. Similarly, the second components (TC,) may take a
value greater than, equal to, less than 1 the technological best practice is getting
better, unchanged, or worsening, respectively. Equation 8 is written, in terms of
input distances on the x-axes in Figure 1, as:

12
+ +a '+ +c a ]
Ma(xrs.}'.rs-x.«+]s_}';_1):|:y: B/ :|><|:']rr BV i f"r.hg:|

via/yig | [ymbBlyma yalye ©)
- IEC,  x Ic,
Technical efficiency change= TEC = m—y"lﬁ (10)

v.glyva

/2
.}'fllﬁf}’;-lcx_}":a!.}’:g} (11)

Technical efficiency change= TC = {
J":—lﬁ."lrynla Vi a:"ll.y{e

All the previous calculations are done under the assumption constant
returns to scale (CRS). Fére et al. (1994) relaxed the (CRS) assumption and
adopted the variable returns to scale (VRS) in order to decompose the (CRS)
efficiency change index in Equation 10 into its pure technical efficiency change
(PTE,) and scale efficiency change (SEC)) components. The latter captures
changes in deviation between the VRS and CRS technologies. The efficient
frontiers under the (VRS) assumptions for the t and (t + 1) periods are f(VRS)
and f, (VRS) in Figure 1.

The generalized form of the Malmquist productivity index or the
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Malmquist TFP may be written as follows:

+ 12
r ](x.r lsy:+l):|x[ i (xr+]!.}'.r—1) d;,lf1(xf’yf):|
(12)

x
( Xea ¥ } :‘,(’I{IHI*J"H]} dj&‘l{xr?.}r{]

M (xr Vi X r+]!-}"f+1) |:

><|:dr+l[ 12 Vs l)‘lrdH](x: I?y.r+l):|

f.(‘(x.r ¥ "Ird:}f {xr -‘.F.r}

where the first factor in Equation 13 represents the pure technical efficiency
change, PTEC,, the second factor is the technological change, TC, and the third
factor represents the scale change, SEC.. The subscripts C and V in Equation 13
indicate that distance functions are measured under CRS and VRS assumptions
respectively. If SEC. is equal to, less than 1, the bank is operating at the optimal
of suboptimal scale, respectively. Figure 1 illustrates these concepts. Hence,
Equation 12 is written, in terms of input distances on the x-axes, as:

ymﬁfymﬁ} y {ymﬁ;’m_m § y,afy.gr
(13)

MJ'{I ?y 'Jx"+]:'.}J —I):|:
e ' .}"!a;"ll.}’:h .}’:—Iﬁ."rfnla .}":a;"{.}’:g

y {(.V;—lﬁ.f(fr+|ﬂ)f(y:+lﬁf}’f+1b}}
(a/y. &) (v,a/yh)

Under the CRS assumption, the calculations of the Malmquist productivity
index and its components involve solving four different functions, which are the
reciprocal to the Farrell (1957) technical efficiency measures. The DEA technique
is used to assess the frontier functions, upon which the radial measures of bank
efficiency is evaluated.

Thus, under the CRS assumption, four distance functions must be
calculated. For each bank, in order to measure the productivity change between
two periods t and (t + 1). For the i-th bank theses models are written as follows:

» Efficiency of bank in period t + 1
. + 1
Mm-?‘.-f'v @ = [D: l(xnl'.-yrll}]—
St XgA-0x,,=0
1I|rr.r+|"?" L y.i..r+l
Az0

(Model 2)



Journal of Development and Economic Policies Volume 10-No.1 - January 2008 |

Wadad Saad & Chawki EI Moussawi 17 |

where 6 represents the relative efficiency of a bank i in period t + 1 compared to
the period t + 1 frontier.

« Efficiency of bank in period t

Min,, 0= [Df (x,,yr)r (Model 3)
Si. X, A-0x,<0
YAzy,
Az0

where 0 represents the relative efficiency of a bank i in period t compared to the
period t frontier.

* Efficiency of a bank i in t period relative to the t + 1 period
1
Mmk.iv 0= [‘Dar ! I:I, =V ]]
St. Xr i ]’?' - l‘:'-'.'11":1_.r <0 (Model 4)
};f i ]i = i.r
Az0

where 0 represents the relative efficiency of a bank i in period t compared to the
period t + 1 frontier.

» Efficiency in of a bank i in t + 1 period relative to the t period

) 1
Min,, 0 =[D!(x.y0)]
St X,A-0x,,<0 (Model 5)
YAzy

Az0

i+l

where 6 represents the relative efficiency of a bank i in period t + 1 compared to
the period t frontier.

This approach provides constant returns to scale technical efficiency. To get

L
variable returns to scale the constraint: Y4, =1 is added
g=1

The addition of this constraint to the models allows the computation of
the two distance functions relative to each bank under the VRS assumption.

It is important to note that in the above linear programming models (LP),
where production points are compared to best practice frontiers from different
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time periods, the 6 parameter is not necessary to be less than or equal to one, as
it must be when computing Farrell input-based technical efficiencies. The data
points could lie above the production frontier. This may occur in Model 4 when
a production point from period (t + 1) is to a frontier from an earlier period t.
If technical progress is observed than a value of 6 > 1 is possible. This may
also occur in Model 5 if technical regress is observed, but this is less likely to
happen.

Second-Stage Regressions

To further investigate whether the regulatory policies and liberalization
or the environmental conditions improved the efficiency of Arab commercial
banks and to understand what managers can do to increase the efficiency of their
banks, a two-stage procedure was employed based on studies done by Berger
et al. (1993), Allen and Rai (1996), and Mester (1993). This procedure consists
of obtaining the efficiency scores for banks for each year in the sample period
derived from the DEA calculations (first stage), and then regressing the resultant
scores on a set of relevant variables (second stage) that describes the economic
environmental factors and managerial factors being examined. The model used
may be written as follows:

ET=py+Y BiX +& (14)
i=l
Where ET is the technical efficiency of banks, X. is the vector of
explanatory variables, and € is the error term.

The internal determinants are from accounting documents of the bank,
such as the profit and loss account, balance sheet and off-balance sheet. They
may be classified as managerial or microeconomic variables. On the other
hand, external conditions reflect the economic environment (financial and legal
environment) that is likely to affect the performance of banks.

Data Description and Variable Definitions

A key assumption in Data Analysis Development is that banks examined
have to be relatively homogenous, provide similar services and use similar
resources. For this reason, the authors concentrated on 125 commercial banks
pertaining to 11 Arab countries during the period 1994-2004. The data consist
of annual observations and obtained from financial statements of banks and from
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the Fitch-IBCA Ltd Bankscope CD Rom. Arab countries included in this study
and the number of commercial banks considered in each country is presented in
Table 1.

Table 1. Number of Observed Commercial Banks in each Arab Country

Country Lebanon :?:bdila Qatar Kuwait Jordan AEU | Tunisia | Bahrain | Oman | Morocco | Egypt

Number of banks 38 9 4 6 8 14 8 6 5 7 20

However, numbers of commercial banks in these Arab countries exceed the
number of banks used in this study. This is because the authors were constrained by
the availability of data over the whole period from 1994 to 2004. As a result, sample
usable data for 125 commercial banks that cover a period of 11 years were used.

The definition of input and output variables in banking modeling behavior
is a controversial issue (Berger and Humphrey (1997). The main disagreement
focuses on whether deposits should be considered as inputs or outputs. However,
two main approaches that guide the choice of input and output variables are found
in the banking literature: (a) the production approach, and (b) the intermediation
approach (see Athanassoupoulus, 1997; and Cinca, et al., 2002). The production
approach treats banks as producers of fee based services to customers using
various resources. Thus, according to this approach, deposits and loans are
considered as outputs in the model (Zenios, et al., 1999; and Drake, 2001). In the
contrast, under the intermediation approach, banks are considered as financial
intermediaries that collect funds in the form of deposits and other loanable funds
and lend them out as loans or other assets earning an income. Therefore, the
values of the various interest bearing assets on the balance-sheet are defined as
outputs and deposits and borrowed funds, capital and labor are considered as
inputs (Miller and Athanasios, 1996; Drake, 2001).

However, there is no consensus on the specification of bank outputs and
no approach can be considered as superior to others. In this study, the analysis is
carried out using the intermediation approach. Consequently, the output variables
are defined as: total earning assets (TEA), other earning asset (OEA), and off
balance sheet activities (OBS); whereas the input variables are defined as: deposits
(DEP), personal expenses (PEX), and fixed assets (FAS). The three inputs and
three outputs are expressed as monetary variables, in millions of dollars.

Table 2 presents a summary of descriptive statistics for outputs and inputs
across the commercial banks of each country and each year. Sample means,
maximums, minimums, standard deviations, and coefficients of variation for
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each Arab country are reported over the period 1994-2004. Table 2 presents the
results for variability, measured as standard deviation and coefficient of variation.
Despite a slight decrease in the coefficient of variation (6/m), it may be noted that
the dispersion (o) of the data is relatively constant over the considered period.
Besides, this dispersion is relatively homogenous among the different variables.
In fact, the coefficient of variation, established for each input and each output ,
remains in a narrow interval: [0.16, 1.14] for Lebanon; [0.62, 1.04] for Kuwait;
[0.46, 1.77] for Qatar; [0.5, 1.77] for Bahrain; [0.31, 0.69] for Oman; [0.24,
1.03] for Saudi Arabia; [0.31, 1.10] for Egypt; [0.18, 0.50] for Tunisia; [0.44,
0.92] for Morocco; [1.04; 1.84] for Jordan; and [0.12, 0.93] for UAE.

Table 2. Descriptive Statistics for Input and Output Variables

Total Earning Asset Deposit Off Balance Sheet Other Earning Asset Fixed Asset Personnel
Expenses
1994 2004 1994 2004 1994 2004 1994 2004 1994 2004 1994 2004

Max 2275913 | 16120464 | 2073092 | 13621134 | 223454 8321109 1881406 | 13993142 | 53799 603965 20752 | 136156

% Min 1184668 | 7082174 | 1055669 | 6161165 152359 941030 810465 5243368 18684 152704 11257 | 50842
ﬁ Mean | 1720290 | 12148021 | 1539858 | 10327400 | 195287 3072549 1210386 | 9834885 33254 325423 15744 | 82849
o 461971 4230262 416414 | 3700654 31179 3511683 467712 3867792 17050 211875 4166 36963
o/m 0.27 0.35 0.27 0.36 0.16 114 0.39 0.39 0.51 0.65 0.26 0.45
Max | 12797548 | 18117408 | 7384713 | 15822192 | 2920498 | 5297251 8685859 | 8803868 | 138944 138785 67973 | 116729
- Min 2633613 5635562 | 1666333 | 4361384 451819 582287 1976210 | 2335596 | 24657 21378 13661 | 24432
§ Mean | 4899041 | 7982242 | 3094096 | 6748501 938125 2379878 | 3704574 | 3729442 | 69195 63963 27045 | 46545
o 3928609 | 4987741 | 2148664 | 4493630 977086 1707924 | 2502194 | 2500544 | 44059 40157 20267 | 34823
o/m 0.80 0.62 0.69 0.67 1.04 0.72 0.68 0.67 0.64 0.63 0.75 0.75
Max 4165659 | 9912940 | 2102610 | 8727280 | 6577582 | 7858516 1458077 | 2607885 17198 145165 31126 | 50604
~ Min 343462 1136566 314368 910357 131071 588764 104643 739643 4478 7500 4203 8187
§, Mean | 1466889 | 4314107 890282 3662205 | 1797101 2785481 524719 1557432 11566 66985 12802 | 27390

o 1807726 | 3850476 821143 3459469 | 3188471 3405536 627669 775331 5294 62663 12418 | 17510

o/m 1.23 0.89 0.92 0.94 1.77 122 1.20 0.50 0.46 0.94 0.97 0.64

Max | 18238000 | 18678900 | 16100000 | 10814500 | 26040000 | 8960000 | 7813000 | 13392600 | 433000 143000 | 231000 | 121000

Min 523138 3614894 448138 3046543 238298 655851 186436 1581117 6649 17800 5851 35372

6954777 | 11083174 | 6227582 | 7624411 | 7135730 | 3303413 | 3179101 | 7076579 | 121200 64458 69669 | 73118

Bahrain
<
@
E]

o 8101332 | 6683089 | 7154873 | 3797421 | 12629101 | 3843967 | 3513522 | 5006492 | 208134 54899 107856 | 39180

o/m 1.16 0.60 115 0.50 1.77 1.16 11 0.71 1.72 0.85 1.55 0.54

Max 758388 4621847 706632 | 3474642 340442 880104 189857 1164369 | 24707 30949 15605 | 67100

Min 254616 1303251 206762 1109493 154486 240832 49415 246034 2341 9103 7282 17425

Oman
<
@
2
=]

579844 2358388 533810 1898700 248440 575878 133680 597269 13199 20221 11509 | 35371

o 225144 1523875 225525 1067077 77665 303584 67365 400722 9154 9196 3530 21829

o/m 0.39 0.65 0.42 0.56 0.31 0.53 0.50 0.67 0.69 0.45 0.31 0.62
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Total Earning Asset Deposit Off Balance Sheet Other Earning Asset Fixed Asset Personnel Expenses
1994 2004 1994 2004 1994 2004 1994 2004 1994 2004 1994 2004
- Max | 16518798 | 32518719 | 16037731 | 30100480 | 26208090 | 5741629 | 8142323 | 16596635 | 888171 | 386782 | 216636 | 287076
é Min 7482403 | 14681789 | 7206115 | 14989720 | 5555434 | 2493191 | 4517730 | 7912016 | 95140 | 102109 | 93218 | 151909
E Mean | 12024166 | 22446002 | 11362424 | 20740527 | 15407510 | 4820227 | 6666435 | 11482150 | 359860 | 251449 | 138418 | 216322
o 3815938 | 7722125 | 3685773 | 6816440 | 8458539 | 1555502 | 1631041 | 3719005 | 368955 | 131818 | 54880 | 56295
o/m 0.32 0.34 0.32 0.33 0.55 0.32 0.24 0.32 1.03 0.52 0.40 0.26
Max | 11840118 | 20317194 | 10327729 | 18531123 | 7309735 | 14095704 | 6330678 | 10808753 | 705015 | 78580 | 1077286 | 1178000
_ | Min 5086431 | 4503530 | 4240413 | 5472770 | 1108850 | 639267 | 3135988 | 2269794 | 4130 | 11018 | 10619 | 371847
I% Mean | 8417552 | 10537691 | 7561136 | 10935661 | 2757818 | 4320132 | 4832625 | 5356278 | 194322 | 48802 | 645929 | 717831
o 3414343 | 6934421 | 3181737 | 6190086 | 3036202 | 6525470 | 1515278 | 3805612 | 341579 | 29546 | 480362 | 394375
o/m 0.41 0.66 0.42 0.57 1.10 151 0.31 0.71 1.76 0.61 0.74 0.55
Max 2449758 | 3241788 | 1843220 | 2389528 | 1557910 | 1724446 | 250202 | 797232 | 40254 | 83625 | 30165 | 62615
o | Min 885795 | 2332416 | 453692 | 1579040 | 713176 | 1109638 | 145884 | 375938 | 18866 | 26513 | 10997 | 33767
:‘,_% Mean | 1453567 | 2814220 | 1171484 | 2133838 | 1127604 | 1454623 | 193503 | 567367 | 29485 | 51922 | 23305 | 52130
G 706448 431169 | 581588 | 374845 351791 294780 | 51467 174481 9408 | 24757 | 8502 13178
o/m 0.49 0.15 0.50 0.18 0.31 0.20 0.27 0.31 0.32 0.48 0.36 0.25
Max 4833419 | 10840211 | 4626111 | 11287197 | 2643232 | 3384013 | 3372070 | 6253575 | 205835 | 546601 | 76727 | 162600
o | Min 926035 | 3250046 | 822961 | 3456466 | 460489 | 973284 | 335528 | 808973 | 30504 | 103423 | 21836 | 49649
g Mean | 2532147 | 7993715 | 2462822 | 8216843 | 1122835 | 1642481 | 1338143 | 3633563 | 93082 | 267895 | 43102 | 113736
= o 1739251 | 3517851 | 1740807 | 3692989 | 1028565 | 1164977 | 1397258 | 2232781 | 78312 | 195565 | 25983 | 50132
o/m 0.69 0.44 0.71 0.45 0.92 0.71 1.04 0.61 0.84 0.73 0.60 0.44
Max 9220000 | 25179400 | 11923600 | 22884900 | 6146000 | 9189700 | 4111600 | 14405200 | 94700 | 259000 | 118500 | 269900
= Min 407275 848096 | 401997 | 1205360 | 117974 87447 135806 | 369817 8417 | 25106 8274 21862
E Mean | 2877825 | 7795414 | 3501014 | 7212445 | 1637035 | 2891924 | 1279434 | 4521998 | 33804 | 102444 | 38006 | 88279
c 4246818 | 11626303 | 5625144 | 10472149 | 3006001 | 4230516 | 1896652 | 6619082 | 41085 | 106120 | 53805 | 121221
o/m 1.48 1.49 161 1.45 1.84 1.46 1.48 1.46 1.22 1.04 1.42 137
Max 7177036 | 13941076 | 5796595 | 12574296 | 5788859 | 13502819 | 4988586 | 5627992 | 29147 | 110306 | 42354 | 91110
. Min 3255680 | 9736992 | 1928385 | 7023091 | 553827 | 1952076 | 1511387 | 2055031 | 21711 | 48795 | 22684 | 53070
S| Mean | 4gssead | 10011845 | 3784555 | 9474527 | 3163219 | 5716207 | 2636462 | 3533792 | 26137 | 78201 | 35522 | 70905
o 1910124 | 2027551 | 1763880 | 2305282 | 2642291 | 5306616 | 1617910 | 1736212 | 3165 | 31040 | 9087 17282
o/m 0.39 0.19 0.47 0.24 0.84 0.93 0.61 0.49 0.12 0.40 0.26 0.24
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Results
Efficiency and Productivity Results

To demonstrate the time-varying efficiency in each Arab banking sector
during a period of deregulation and liberalization, DEA methodology was
used on panel data pertaining to each country separately. Table 3 provides the
results of productivity (TFP) and efficiency measures (TE) of banks from 11
Arab countries for each year over the period 1994 to 2004 together with the
decomposition into pure technical efficiency (PTEC), technological efficiency
(TEC), and scale efficiency (SEC). The software used to estimates these measures
is DEAP developed by Coelli (1996).

It is observed that efficiency has not been uniform in all countries. While
almost all countries have maintained or increased their technological level
and their level of technical efficiency, it is not the same for their level of scale
efficiency.

As to productivity measures, there are two directions to construct the
Malmquist Index for a panel data set namely the adjacent and the fixed-based
periods. The former consists of calculating the Malmquist Index for each period,
e.g. for adjacent periods t + 1, t; for adjacent periods t + 2, t + 1, and so on. In the
latter, the Malmquist Index is calculated for all periods to a relative fixed base
period. In this study, the adjacent time periods were adopted.

The results show a decline in the total factor productivity (TPF) over the
study period in all countries. the average scores of the TPF indicates that the
Kuwaiti banking sector is the most productive throughout the period, followed by
the Moroccan, Bahraini Omani banking sector with a score of productivity higher
than 7%. A second group composed of Saudi Arabian, Tunisian and Emirati
banking sectors has a score of productivity between 3% and 4%. The third group
of banking systems (Lebanese and Egyptian) has experienced a poor score of
productivity between 0% and 1.5%. Finally, it may be noted that the Jordanian
banking sector has seen a sharp decline in its total factor productivity compared
to other Arab banking systems. A possible explanation of this loss in productivity
is that the introduction of new technologies necessitates, in certain countries, an
adaptation period to the new technology that is characterized by a reduction in
productivity before having a positive impact on it (Dietsch, Ferrier and Weill,
1998).
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The change in the productivity of Arab banks could be decomposed into a
variation related to the integration of technological progress, a variation linked to
the pure technical change, a change linked to the scale efficiency, and a variation
linked to technical efficiency. The index of technological progress is not neutral
and has an influence on the change in productivity - with the same level of input,
the bank can produce more output. Indeed, the introduction of technological
progress changes the form of the production function.

This was the case of the Moroccan banking institutions. The Moroccan
banks have become more productive, and therefore, harvested the fruits of their
investments in new technology - an improvement of 8.7% recorded over the
period for this sector which is far greater than the scores registered by other
countries. Tunisia ranks second with a score of technological progress variation
of 1%. For other banking systems, productivity changes related to technological
changes ranged from 0.3% for Lebanon, 0% for Bahrain, Qatar and the Emirates
and -1% for Jordan, Saudi Arabia, Oman and Egypt, whose banks are behind
their Arab peers.

The proper use of technology in a bank is reflected in the level of output.
However, producing a certain level of output may be seen as inefficient if it
necessitates a too big quantity of input, which is considered as waste in resources.
Results show that most of Arab banking systems have recorded an improvement
in their technical efficiency. The results also reveal that the average value of
efficiency is quite high, around [0.78; 0.94], which means that the inefficiency
lies in average around [22%; 6%]. With a score of 0.94 of the technical efficiency,
Qatar and Jordan lie in second place behind Lebanon and Bahrain to record the
highest score for technical efficiency (0.94). The Lebanese and Bahraini banks
could then improve their productive efficiency of 6%. By comparison, the results
show that Emirati banks present the lowest level of technical efficiency (0.78).

Thus, the Arab banking sectors may be classified into three groups. The
first group comprises Lebanon, Bahrain and Qatar, whose scoring efficiency
is greater than 93%. The second group consists of Jordan, Egypt, Kuwait, and
Morocco whose efficiency scores lie between 89% and 92%. The latter group
includes successively the rest of the sample whose efficiency scores vary between
78% and 86%. These discrepancies are due to the quality of management of the
physical flow or the financial transactions. These sectors are technically efficient
because they better master the technical aspects of the banking production and
therefore manage to offer maximum services with a minimum of resources.
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As to scale efficiency, a value for this index greater than unity indicates
that a change in the bank’s scale of production impacts positively the productivity
change. A positive contribution to productivity results from expansion under
increasing returns to scale or contraction of production under decreasing returns to
scale. A change in the scale of production contributes to a decline in productivity
change if it is away from the direction of the technically optimal scale. Finally,
when the value of the scale index = 1, the firm does not profit (endure) from
scale economies (diseconomies) as when constant returns to scale prevail over
the input range (x; , X; ,,)- Thus, it is quite likely that while the evaluated firm gets
closer to the base period optimal scale, this latter optimum also moves, rendering
such attempt to improve its scale performance futile.

It may be seen that the average scale efficiency change is the lowest
(0.99) in Egypt. However, SEC of other banking sectors are equal to 1 indicating
constant returns to scale. This does not necessarily imply that Arab banks are
operating at their optimal scale. It is possible that these banks exploit likewise
their inputs within the framework of their actual scales. Alternatively, if optimal
scale moves, the productivity differential due to an inefficient scale (x;, y; ) with
regard to the highest productivity at optimal scale is the same in both periods and
there is no change in scale efficiency.

The results in Table 4 indicate that the share of scale efficiency in
explaining the productivity is very low. Lebanon is in the first place, followed
by Saudi Arabia, Bahrain, and Qatar (the scale efficiency score is between 0.3%
and 0.5%), with an improvement in scale efficiency of 0.6%. However, Emerati
and Egyptian banks have a score close to 0.1%. Finally, the other sectors have
very poor scale inefficiency scores, around 1%. If the size effect is not apparent
as having a significant impact on the productivity and efficiency of banks, it
cannot be concluded that the size reached by the Arab Banks is such that there is
no possible economies of scale. The lack of size effect in this area does not mean
that the banks are at their optimum size. It simply means that, on average, banks
(with almost the same efficiency) operate in the same manner the production
opportunities offered by their current size. It is therefore possible that Arab banks
are really in a situation of increasing returns of scale (i.e., inadequate size) that
does not enable them to exploit all of economies of scale or the decreasing returns
to scale. In other words, a portion of their inefficiency comes most likely from an
inadequate size.
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Table 3. Developments in Means of TE, TC, SEC, and TFP in Arab Countries, 1994-2004

1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 *Mean
TE 0.94 0.92 0.93 0.94 0.94 0.93 0.93 0.96 0.95 0.96 0.97 0.94
% TEC - 112 1.088 1.014 1.006 1.048 1.023 0.771 0.984 1.008 1.037 1.005
E PTEC 0.981 1.012 1.011 1.004 0.982 1.005 1.032 0.993 1.002 1.014 1.003
u»-ll SEC - 1.071 1.058 0.977 1.01 0.984 0.97 1.067 0.984 0.989 0.96 1.006
TFP - 1.176 1.165 1.001 1.02 1.013 0.997 0.849 0.961 0.998 1.01 1.015
TE 0.95 0.95 0.92 0.93 0.91 0.93 0.92 0.96 0.98 0.98 1.00 0.90
TEC - 1.481 1.219 1.112 1.055 1.052 1.101 1.08 1.066 1.039 1.093 1.124
E
% PTEC 1 1 0985 | 1015 | 1 1 1 1 | 0972 | 099 | 099
M
SEC - 0.999 0.976 1.021 0.996 1 0.975 0.99 1.002 1.004 | 1.005 0.997
TFP - 1.48 1.19 1.118 1.067 1.052 1.073 1.069 1.068 1.014 1.087 1.116
TE 0.88 0.91 0.95 0.90 0.93 0.83 0.89 0.92 1.00 0.98 1.00 0.93
TEC - 1.28 1.076 0.941 1.163 0.832 0.986 1.013 1.119 0.931 0.803 1.005
~
<
g pTEC | - 1 1 0995 | 0955 | 1.014 | 1024 | 1 | 1013 | 0986 | 1.014 | 1
SEC - 0.984 1.016 1.036 0.981 1.019 1 1 1 1 0.999 1.003
TEP - 1.259 1.093 0.971 1.09 0.86 1.01 1.013 1.134 0.919 | 0.813 1.008
TE 0.94 0.91 0.92 0.93 0.94 0.92 0.93 0.92 0.94 0.98 0.99 0.94
E TEC - 1.113 1.036 1.122 1.009 1.08 0.96 1.153 1.081 1.108 1.027 1.067
E PTEC - 1 1 0.995 1.003 0.993 1.002 1 1.006 0.999 1.005 1
« SEC - 1.027 1.004 0.995 1.006 0.993 1.012 0.995 1.015 0.991 1 1.004
TFP - 1.143 1.04 1.111 1.018 1.065 0.974 1.147 1.103 1.097 1.033 1.072
TE 0.73 0.69 0.76 0.83 0.86 0.93 0.95 091 0.92 0.91 0.94 0.86
z TEC - 1.207 1111 0.999 12 1.095 1.091 1.012 1.05 1.074 | 0.943 1.075
S | prec - 1 1 1 1 1 1 1 0982 | 0984 | 0975 | 0.994
o
SEC - 1.009 1.037 1.021 1 0.994 0.999 0.957 1.035 0.982 0.983 1.001
TFP - 1.217 1.153 1.02 12 1.089 1.09 0.968 1.067 1.037 | 0.904 1.07
TE 0.78 0.77 0.75 0.78 0.81 0.83 0.83 0.86 0.90 0.94 0.98 0.84
TEC - 1.102 0.942 1.088 1.089 0.971 1.241 0.841 1.065 1.112 1.013 1.041
<
gg PTEC - 0.979 1.003 0.974 0.994 1.007 1.026 1.016 0.985 0.994 1.003 0.998
<
r< SEC - 0.991 0.978 1.019 1 1.006 1.01 1.01 1.035 0.977 1.02 1.005
TFP - 1.07 0.924 1.08 1.082 0.984 1.287 0.863 1.085 1.08 1.037 1.044
TE 0.88 0.89 0.88 0.89 0.92 0.94 0.92 0.92 0.91 0.88 0.93 0.91
TEC - 0.931 0.993 1.02 1.051 1.062 1.017 1.004 1.014 | 0.968 1.002 1.006
=
e
é PTEC - 1.016 1.01 0.992 0.993 0.994 0.998 1.001 0.989 0.984 | 0.982 0.996
m
SEC - 1.031 0.984 1.024 0.998 0.989 0.986 0.987 0.982 1.003 1.001 0.998
TFP - 0.976 0.987 1.036 1.042 1.043 1.001 0.992 0.985 0.955 0.985 1
TE 0.80 0.79 0.82 0.83 0.73 0.70 0.76 0.80 0.83 0.86 0.94 0.80
< TEC - 1.152 1.126 1.17 0.84 1.119 0.895 1111 0.977 1.04 0.931 1.03
% PTEC - 1.028 1.072 1.002 1.014 1.023 1.007 0.985 1.001 0.982 | 0.988 1.01
5
=
SEC - 1.002 0.966 0.991 0.972 0.853 1.153 0.998 1.018 0.963 1.065 0.996
TFP - 1.187 1.166 1.163 0.828 0.977 1.039 1.092 0.995 0.984 0.98 1.035
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Table 3. Continuation

1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 *Mean
TE 0.86 0.81 0.83 0.84 0.88 0.90 0.88 0.90 0.93 0.95 1.00 0.89
8 TEC - 1.285 1.293 1.146 1.169 1.131 0.914 0.991 0.991 0.997 1.022 1.087
§ PTEC - 1 1 1 1 1 0.998 0.992 1.004 0.998 1.006 1
g SEC - 0.982 0.95 1.005 1.031 0.967 1.009 1.033 1 0.996 0.986 0.996
TFP - 1.262 1.227 1.152 1.206 1.093 0.921 1.015 0.995 0.991 1.014 1.082
TE 0.91 0.92 0.93 0.93 0.96 0.90 0.90 0.90 0.90 0.90 0.90 0.92
z TEC - 1.185 1.04 0.76 1.025 0.917 1.066 1.114 0.896 111 0.963 1
é PTEC - 0.983 1.019 0.998 1.011 0.999 0.999 0.983 1.017 0.999 1.003 1.001
= SEC - 1.005 1.034 0.988 1.003 0.98 0.917 1.063 1.044 0.993 0.953 0.997
TFP - 1.171 1.096 0.75 1.039 0.898 0.976 1.164 0.951 1101 0.92 0.998
TE 0.76 0.72 0.71 0.68 0.73 0.81 0.81 0.78 0.78 0.85 0.91 0.78
TEC - 1.087 1.014 0.937 1.125 1.24 1.019 0.966 0.934 1.008 1.029 1.032
E PTEC - 0.989 1.048 0.997 0.994 0.975 1.045 0.957 0.974 1.056 0.97 1
SEC - 0.995 0.993 1.041 1.005 0.968 0.972 1.021 1.021 0.991 1.007 1.001
TFP - 1.069 1.055 0.973 1.124 1.169 1.035 0.944 0.929 1.056 1.005 1.033

*All the means calculated in this table are geometric means. Technical Efficiency = TE; Technological Change = TC;
Scale Efficiency Change = SEC; and Total Factor Productivity of Malmquist Index = TFP.

N.B. It may be noted that maximum DEA technical scores are not necessarily 1 - which can be viewed as surprising
results as DEA determines a linear frontier on the top of the observations. This is simply the result of the fact that
scores are average efficiency scores by country for the period of the study.

In conclusion, the average scores of the productive performance conceal a
chaotic evolution of the various components of the productivity of Arab banks. In
fact, the average change in productivity reflects deterioration in the productivity
of Arab banks over the period 1994-2004. This shift in productivity has been
accompanied by a drop of pure technical efficiency, a decrease of technological
progress, a decrease of efficiency of scale, on one hand, and by improving
technical efficiency on the other hand.

This empirical validation of an inverse relationship between productivity
and efficiency requires broadening the scope of the study to identify some factors
explaining the productive performance of Arab banks. To this end, a statistical
adjustment by ordinary least squares (OLS) was used with the efficiency score as
a dependent variable. The explanatory variables of the model are supposed to be
factors beyond the control of managers.
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Determinants of Bank Efficiency: Second-Stage Regression Results

To examine the determinants of commercial banks efficiency in each
country, a linear econometric model and was used and the ordinary least squares
method was applied was used to estimate it. Two types of factors were used as
explanatory variables in this model: (a) Environmental factors that are exogenous
to management of the bank and fall in the economic, legal, and regulatory
environment; and (b) Factors pertaining exclusively to managerial strategy of the
bank, that production factors did not capture in the estimation of the technological
frontier. These factors help explaining the managerial behavior at all levels of the
production process.

There is a large number of variables that may be included in the model.
For convenience, the choice was restricted to the following six variables:

* Economic growth rate (GDP),

* Capital adequacy ratio measured by the ratio of shareholders’ equity
and net income to total deposit and non deposit funds (CAP).

* Assets taken as the logarithm of the total assets (LnASSET). This
variable is used to measure the bank size,

* Credit risk is proxied by the ratio of provisions for doubtful debts to
total loan (RISK)®,

* Total cost is represented by the ratio of the sum of the financial and
non-financial costs to assets (COST), and

* Return on assets is calculated as the ratio of net profit to total assets (ROA).

Using the software EVIEWS, the technical efficiency was regressed on
the six explanatory variables for each sector of the 11 Arab banking sectors. The
estimations of these equations are presented in Table 4.

Table 4 shows that the relationship between efficiency and the size of
the banks is positive in 7 samples. This indicates that larger banks have more
opportunity to make profits by reducing prices. Hence, this includes the ability
of large banks to use more efficient technology with less cost and their ability
to hire more specialized staff for more profitable activities and to provide better
quality output.

As to the relationship with capital adequacy, it seems to be significant
in 7 samples. However, this link cannot identify homogenous behavior in all
countries - it is either positive (Lebanon, Saudi Arabia, Morocco, Tunisia, AUE,
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Egypt, and Oman) or negative (Bahrain, Kuwait, and Qatar). This asymmetry
may be explained by the requirement to maintain a certain ratio between the
amount of equity and the risks inherent in the operations undertaken. According
to Basel guidelines and European directives, this ratio should be maintained at
8%. The positive correlation between efficiency and this ratio indicates that these
banks have a strong risk aversion, while the negative correlation indicates that
these banks are largely involved in activities at risk.

The explanation of the efficiency by economic growth rate seems to
be insignificant in 9 out of 11 samples. Credit risk seems to be an important
determinant of the efficiency in Tunisia, the Emirates, Egypt, Kuwait, Jordan and
Saudi Arabia. These results show that the banks with low risk portfolios are likely
to be less efficient.

Finally, the significantly positive coefficient of the ROA in many countries
reflects another important relationship between profitability and efficiency.
Therefore, higher profitable banks have higher efficiency. By contrast, the
coefficient of the ratio of total cost to total assets is significantly negative for only
six samples. In theory, a good cost efficiency, which reflects a good organization of
production, should correspond to good profitability. Therefore, good profitability
should lead to the same result. In addition, efficiency and profitability should be
positively correlated, good cost control is an important determinant of a good
price policy and banking margins. These results are consistent with the theory, to
the extent that the banks that operate with high costs are less profitable and less
efficient.
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Table 4. Regression Estimations Relative to 11 Arab Banking Sectors

c CAP cosT GDP LnASSET RISK ROA R?

Lebs 0.7881 0.0099 0.0006 0.0018 0.0110 0.0276 0.0276 069

coanon 0.31) (0.52) *(1.65) k(5 02) *%(6.02) (1.51) (0.17) :
) 3.0929 -0.0794 -2.5192 -0.0006 -0.1368 0.9205 29747
Kuwalt Kk | ek | Kkk Kk ok *| 044
(2.77) (-2.67) (3.77) (-0.53) (-1.96) (451 (1.79)

Qatar 1.3402 -0.4934 -1.0103 0.0016 -0.0219 0.0136 05800 042
**%(2.81) **(1.99) | **(-1.97) (0.90) (-0.68) (0.09) (0.84) -

Bahrain 1.0209 02102 | -1.83E-08 0.0005 -0.0038 0.0567 0.2201 070
*%(12.89) *(-1.93) | **(-1.97) (0.25) (-0.74) (1.56) *(1.74) :

oman -1.9946 2.8374 0.9649 0.0002 0.1720 02324 2.0114 077
*X(-6.05) | ***(7.28) (1.05) (0.07) *¥%(8.37) (1.22) *(1.87) -

Saudi Arabi -1.4507 04836 22657 0.0020 0.1468 0.5772 -1.4029 081
AUALATEDIA s 39) (1.14) 5% (.3.66) (1.24) *(304) | **(2.79) (-1.03) -

Eavot 0.1586 03908 | -1.06E-07 | -0.0025 0.0422 0.2683 0.6757 075
ayp (1.11) **x(4.58) | ***(-4.93) (-1.11) **%(399) | **(557) | *%(2.29) -

Tunisia 22,9563 05522 1.0595 -0.0020 0.2539 5.0850 6.2358 082
*4%(-4.05) *(1.80) (0.96) (:0.70) *%%(5.40) **(235) | ***(2.96) -

Morooco -0.4309 1.1143 1.4E-07 0.0010 0.0768 0.1060 34675 068
(1.36) (1.34) (0.83) (0.65) xx(334) (1.36) (-1.47) ’

Jordan -0.1486 0.0908 0.2165 0.0037 0.0730 0.2584 0.4073 050
(-0.58) (1.53) (0.91) (1.02) **x(419) | *r(2.83) (1.22) -

UAE 0.2903 0.9821 -1.6545 0.0008 0.0146 0.3447 1.2598 0.90
(0.73) **%(393) | ***(-551) | **(2.21) (0.60) **%(369) | **(2.10) -

N.B. Numbers in parentheses are t-tests. * represents 10% level of significance; ** represents 5% level
of significance; and *** represents 1% level of significance.

Conclusion

For more than two decades Arab countries have undertaken liberalization
policies and structural reforms to improve the performance and competitive
viability of banking sectors.

This paper aimed to study the source of productivity and efficiency
developments in commercial banking sectors pertaining to 11 Arab countries.
Using a non-parametric Malmquist Index approach, the initial changes in the
productivity and efficiency of these banks were investigated in an era of financial
liberalization and deregulation. The country-level information is reported for the
11 Arab banking sectors over the period 1994-2004.

The results of this study show that deregulation and financial liberalization
have not had a beneficial effect on the productive performance of Arab banks.
Indeed, the evolution of their productivity is primarily affected by technological
progress, pure technological change, and scale efficiency of and not because of their
technical efficiency, that is, their organizational and managerial performance.



| Volume 10-No.1 - January 2008 Journal of Development and Economic Policies

| 30 Wadad Saad & Chawki EI Moussawi

Furthermore, the factors that may influence efficiency have been identified
in this study and could aid banks and policymakers in establishing suitable
strategies. It was observed that the large banks have higher efficiency and banks
with low risk portfolios are less efficient.

Several other key points should be addressed. Firstly, the results obtained
in this paper are sensitive to the selection of the sample. Therefore, these results
should be compared with other samples. Secondly, the non - parametric approach
used assumes that the data are perfectly measured. Other methods should be used
like the bootstrap method to decide whether the estimates of the effectiveness
and productivity are significant (Simar and Wilson, 1996). Finally, the authors’
approach does not take into account the adverse impact of undesirable outputs and
fixed inputs on productive efficiency. The use of a directional function of distance,
developed recently by Fire and Grosskopt (2000), Devaney and Weber (2002)
and Fare et al. (2004), makes it possible to integrate, for instance, non-performing
loans as undesirable outputs banking and capital as fixed input in the production
function. This methodology may be used to study the productive efficiency of
Arab banks taking into account their preferences for risk, their vulnerability to
risk and the impact of banking regulations on these preferences. In other words,
the function of directional distance allows obtaining measurements of productive
inefficiency (managerial and organizational ones) of banks and controlling the
risk preferences for the manager by specifying a direction involving an increase
in good outputs and reducing the bad outputs in the production process according
to the different scenarios attitude to risk and with taking into account the capital
of the bank.

All in all, it may be concluded that reforms and deregulations did not help
to enhance the productivity of Arab banking sectors and managers did not take
advantage of innovations and new technologies.

This study gives further insight regarding the relative productivity of Arab
banking sectors. It allows comparing themselves to competitors, identifying the
best, endeavoring to learn from them, adjusting the other’s plans of development
so as to apply them for their own improvement.
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Footnotes
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© Purpose of the original 1988 Basle accord was twofold. Firstly, it aimed at creating a “level
playing field” among banks by raising capital ratios, which were generally perceived as too low
in many countries; and secondly, it also aimed at promoting financial stability by adopting a
relatively simple approach to credit risk with the potential to distort incentives for bank risk-
taking. The guidelines of the Basle Accord were originally adopted by central banking authorities
from 12 developed countries (all G-10 countries plus Luxembourg and Switzerland) in July,

1988. Implementation started in 1989 and was completed four years later in 1993.

® The Banker: “Arab banks set to smash profits record again”, November 2005. Available at:
www.thebanker.com

© For more details, see Forsund, Lovell and Schmidt (1980) and Lovell (1993).
© See Abrams and Huang (1987), Berger and De Young (1997), and Resti (1997)
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Abstract

This paper presents the results of the first survey designed to ascertain the opinions of businesses
regarding the proposed Gulf Cooperation Council Monetary Union (GCC MU). Overall, businesses are in
favour of the project and expect it to have a positive impact, but they consider non-monetary factors to be
more significant to their future growth. Nevertheless, businesses are not prepared for the single currency.
Regional institutions have yet to provide any business-centric information regarding a common GCC
currency. The paper contends that if participating governments do not start making policy preparations soon
—not the least assisting businesses to prepare — then the existing positive sentiment may erode.
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Introduction

In 2001, the leaders of the six Gulf Cooperation Council (GCC) states®
agreed upon a timetable of preparations necessary for establishing a single Gulf
currency by 2010. Initially some progress was made such as the launch of a GCC
Customs Union in 2003 and the joint decision by all states to officially peg their
currencies to the US dollar — in order to lock their bilateral rates. Yet recent set
backs including Oman’s unilateral opt out and Kuwait’s move away from the
dollar peg indicate that the launch date for the proposed Monetary Union (MU)
will be difficult to meet. Nevertheless, anecdotal evidence suggests that the GCC
leaders are still committed to establishing an MU.®

In the lead up to the MU among the member states of the GCC, a number of
important preparations are considered necessary. These are, among other things:
building pan-regional institutions, meeting convergence criteria and harmonizing
economic policies. One important aspect which regional policymakers have yet
to consider is the potential reaction of the region’s business community to the
launch of a single currency.

The attitudes and reaction of the business community to the introduction
of a single currency could have significant implications for its initial success and
long-term sustainability. Theoretically, many of the potential benefits of entering
into a monetary union stem from microeconomic mechanisms at the private sector
level which eventually translate into macroeconomic effects.

A single currency in the Arabian Gulf would undoubtedly constitute, after
the European Monetary Union (EMU), the most important instance of monetary
union to date. Despite the small mass of the GCC economies which have an
aggregate nominal GDP of $718 billion, comparable to that of the Netherlands,
they have significant economic import — possessing 40.2% of the world’s oil
reserves;® $176 billion in current account surpluses; and since 2002, they have
accumulated a stock of overseas assets estimated to be worth $557 billion.®

While the public sector has dominated economic activity in the GCC states
in the past, the private sector is of increasing importance to the economic growth
of the GCC states. These states have enacted policies to increase private sector
investment and have placed strong emphasis on private sector-driven growth in
their official economic development plans. Currently, the GCC private sector is
the major employer providing work for approximately 83% of the total labour force.
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In addition to examining the preparedness of the GCC business community
for the single currency, the objective of this research is to assess in advance the
opinions and expectations of regional businesses regarding its likely impact on
their business activities. A GCC-wide business survey was undertaken and the
results provide primary information on business attitudes towards the MU and are
of relevance to policymakers in the region, given their stated aim of achieving a
monetary union at some point in the future. In order to assess the likely response
of the business community to the launch of a Gulf single currency, businesses
were asked to consider what they perceive to be the potential costs and benefits
of a single currency.

In the case of the European Monetary Union (EMU), the expectations
and views of the European business community towards the single currency were
an important focus of prior research. In the run up to the EMU, several surveys
of European businesses were carried out with the aim of assessing the likely
effect of the Euro on private sector activities. For instance, one European-wide
business survey was carried out as part of the European Commission’s evaluation
of the potential costs and benefits of forming the Monetary Union and enabled
researchers to assess the potential efficiency gains in advance (Commission of the
European Communities, 1990). In addition, KPMG Management Consultancy
(1998, 2000) carried out several surveys of European businesses over the period
1996-2000 in order to analyse business expectations towards, and preparedness
for the EMU.

Comparisons with EMU can provide an interesting reference point for the
GCC states, as the EMU experience can undoubtedly provide some lessons for
the GCC as they embark on the proposed MU.

Theoretical Framework

There is no single economic theory which can satisfactorily encapsulate
all the effects a monetary union will have on private sector businesses. In order
to assess the implications for business therefore, there is a need to draw upon a
variety of macroeconomic and microeconomic theories. One such macroeconomic
theory of monetary unions which provides part of the theoretical framework to
the GCC business survey is the Optimal Currency Area theory initially developed
by Mundell (1961) and later by Mckinnon (1963) and Kenen (1969).
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According to the Optimal Currency Area theory, economies with
significant levels of trade and investment linkages, flexible labour and capital
markets and synchronized economic cycles stand to benefit most from joining
a monetary union. According to this theory, there is a trade-off between the
benefits accruing from sharing a single currency and the main macroeconomic
cost involved which is the loss of the exchange rate as an adjustment mechanism
for absorbing economic shocks (Mundell, op. cit).

The greater the degree of intra-regional trade and investment between
the prospective members of a monetary union, the higher the savings from the
removal of transaction costs and exchange rate risk arising from a single currency.
These savings are of particular importance for GCC businesses engaged in intra-
GCC trade. Indeed, microeconomic efficiency gains arising from the elimination
of exchange rate and transaction costs, are considered to constitute one of the
most important direct benefits of establishing a monetary union. Removing them
can be expected to improve resource allocation across the member states and
lead to a permanent increase in output and welfare (Commission of the European
Communities, 1990).

In the case of the EMU, these savings for businesses were estimated from
aggregated bank data on exchange rate fees and were thought to be equal to 0.4%
of the European Community’s GDP (Commission of the European Communities,
op. cit.). Unfortunately in the case of the GCC, it is not possible to come to a
quantitative estimate of these gains. However, from examining macroeconomic
variables such as intra-GCC trade and investment flows as well as microeconomic
information gained from the GCC-wide business survey, it is possible to come to
a qualitative assessment of their size.

Some observers have suggested that the benefits arising from the removal
of these costs will be low because all of the GCC states, with the exception of
Kuwait, have effectively pegged their currencies against the dollar for several
decades.® As a consequence, the nominal bi-lateral exchange rates of the GCC
national currencies have been very stable historically and there has been little
exchange rate risk on intra-GCC transactions.

In addition, a conventional analysis of intra-GCC trade levels also
indicates that the direct savings will not be particularly high for the GCC. Intra-
regional trade amounts to only 7% of total GCC trade and only 2.6% of GDP,
much less than the trade between the EMU countries which equaled 13% of GDP



Journal of Development and Economic Policies Volume 10-No.1 - January 2008 |

| Emilie Rutledge 43 |

in 1998 (Bayoumi and Mauro, 1999). Intra-GCC investments have also been low
in the past. For example, between 1990 and 2003, intra-GCC Foreign Direct
Investment (FDI) formed only 2.9% of total FDI attributable to GCC nationals
(Bolbol and Fatheldin, 2006).

However, the exchange rate risk between GCC currencies has not been
entirely eliminated because of unanticipated currency realignments which have
occurred in several GCC countries over the past two decades.® Moreover, GCC
businesses often do not have access to sophisticated hedging instruments to
protect themselves against any exchange rate adjustments.

Governments should also be wary of measuring the extent of intra-GCC
trade solely by reference to its share of total trade or GDP (including oil). Oil
receipts form a significant proportion of the total exports and GDP of the GCC
states, on the average accounting for 84% of their exports and 45% of their GDP
in 2006.(” Consequently, these indicators can be distorted heavily by changes in
the oil price.

Given the common resource endowments of these nations, the majority
of intra-GCC trade is non-oil related. Consequently, if oil intra-GCC trade is
excluded, it shows a considerably higher level of regional trade integration at
approximately 16.3% of total non-oil trade in 2003.®

As the GCC states continue to pursue economic diversification away from
hydrocarbons, it is likely that intra-GCC trade will expand further and will be
bolstered by a monetary union as positive feedback develops. Indeed, econometric
research suggests that countries joining a monetary union can expect to see their
trade levels triple (Rose, 1999), as the removal of exchange rate and transaction
costs erodes the remaining barriers to trade. Studies of the EMU have indicated
that since forming the Monetary Union, trade between pairs of countries within
the Monetary Union has increased by as much as 25% (HM Treasury, 2003).

Intra-GCC investments should also be bolstered by the single currency
as cross border risks are removed. The trend of increasing repatriation of GCC
capital since 9/11 resulted in a regional stock market boom in 2005 when market
capitalization to GDP reached 200% of GDP.® Despite the subsequent decline in
the region’s stock markets in 2007, intra-GCC portfolio investments are still on
the rise.



| Volume 10-No.1 - January 2008 Journal of Development and Economic Policies

| 44 Emilie Rutledge

In addition to these potential gains for businesses arising from a single
currency, the formation of a GCC single market — an important prerequisite for
a single currency — should also be advantageous to the region’s private sector.
Operating in a much larger market, GCC businesses will also be able to exploit
a much larger market and customer base, offering opportunities for economies
of scale in production, sales, distribution and marketing (Cecchini, 1988). While
such benefits arise from the formation of a common market rather than the
introduction of a single currency itself, without the goal of a single Gulf currency,
the GCC states would be unlikely to take steps towards forming a common market.
Therefore, GCC businesses are likely to associate any gains from the creation of
the single market with those of the single currency project.

Other economic research suggests that the gains from savings on
exchange rate transaction costs are, in fact, much larger than the direct costs of
bank exchange rate fees themselves (Akerlof and Yelen, 1989). The gains from
eliminating transaction costs can be expected to be particularly important to
small and medium-sized enterprises (SMEs) to whom transaction costs are more
harmful than to large companies (Commission of the European Communities,
1990). The GCC states do not publish industrial censuses, but according to
anecdotal evidence, SMEs represent a significant proportion of the business
community. In Saudi Arabia, it is estimated that SMEs constitute 93% of total
business enterprises (Sajini, 2004).

The potential costs to businesses arising from a monetary union could stem
from a variety of sources. At the micro level, there will be short-term adjustment
costs during the transitional period. Such one-off costs will involve adapting IT
and accounting systems to deal with the new currency. It is also likely that the
increased competition which will come about as a result of the single market
will be perceived by businesses as an initial threat. Nevertheless, in the long run,
greater intra-regional competition should benefit companies as it spurs innovation
and strengthens regional corporations through mergers and acquisitions. In the
long run, the effect of a monetary union on the region’s businesses will depend
ultimately upon its perceived success. The credibility of economic policy making
in the region will undoubtedly influence the level of confidence in the region
and therefore, is likely to be an important determinant of future investment and
growth.
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Survey Methodology

The survey was carried out between June and September of 2005.
Respondents to the survey numbered 307 companies. The sample frame was
drawn from GCC companies listed in the GCC National Chambers of Commerce
databases and a number of private online business directories. The number of
businesses contacted and asked to participate in the survey amounted to more
than eleven thousand GCC companies. The number of companies contacted per
GCC state depended on whether companies in that state were well represented in
its Chamber of Commerce and business directories.

The overall response rate to the survey was low at just 2.7%. However,
this was not unexpected, given the infrequency of consultation with the private
sector on policy issues in the region. In comparison, the response rate to KPMG’s
surveys were much higher at 6.1%, probably reflecting the fact that European
businesses are much more used to participating in policy debates. In addition, the
low response rate may indicate a general indifference with regard to the proposed
MU in terms of the priorities of businesses in the region.

The rather low overall number of survey respondents increases the
likelihood of sampling error in the survey results. The survey has a margin
of error of 5.7% at the 95 confidence level (Aaker et al, 1995). The potential
problem of sample bias — where those businesses who responded to the survey
may be inherently more interested in and in favour of the GCC MU — must also
be taken into consideration. Therefore, the survey results should only be taken
as broadly indicative of the perception of GCC private businesses. However, in
order to strengthen the reliability of the survey’s results, confidence intervals for
a number of its findings are provided where feasible.

Characteristics of Respondents

The survey responses can be considered representative of the GCC
business community. The responses per GCC state are broadly consistent with
the relative economic size and significance of each state. The largest proportion,
37%, was based in Saudi Arabia while Qatar had the smallest proportion of
business respondents at only 3%. The largest proportion of businesses surveyed
could be classed as SMEs, with 49% having an annual turnover of less than
$10 million and 36% with employees less than 50. More than two thirds of the
business respondents had less than 250 employees. Considering the predominance
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of family businesses in the GCC states, it is likely that the survey sample is well
representative of the size profile of GCC businesses overall.

The largest proportion of businesses surveyed classified themselves as
manufacturing companies, followed by construction/real estate and then retail/
wholesale. Compared with the GCC average sector composition of GDP, it
appeared that construction/real estate companies were somewhat over-represented
in the survey sample. Having said this, the oil boom taking place when the
survey was carried out had led to a massive increase in real estate investment
and construction projects in the GCC states which is likely to have increased the
number of businesses operating in this sector.

Survey Findings
Perceived Benefits of the MU

When survey respondents were asked to consider whether there would be
potential benefits from the MU and what they would be, the majority (84%) felt
that the MU would provide some benefits. When the 95% confidence interval
for this proportion was calculated, the confidence limits (84 +/-4%) confirmed
that a comfortable majority of businesses hold this view. Businesses felt that
the removal of exchange rate -related costs would provide the most benefits.
This result suggests that, despite stable nominal bilateral GCC exchange rates,
removing exchange rate-related costs could be an important source of savings for
GCC businesses.

Businesses chose ‘Reducing Exchange Rate Risk’ and ‘New Business
Opportunities’ most frequently as the areas with the highest and second highest
potential for benefiting their businesses. The two remaining choices of ‘Increasing
Sales’ and ‘Reducing Transaction Costs’ were more frequently chosen as having
the least, or second least potential for benefiting businesses (Table 1). Given the
characteristics of the survey sample which showed that a large proportion of
business respondents had strong trading links with other GCC states, itis somewhat
surprising that businesses, particularly SMEs, do not consider transaction cost
savings to be a more important source of benefits.
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Table 1. Perceived Benefits of GCC MU (% of respondents)

Some Benefit None

Highest potential 2nd highest potential 3rd highest potential Least potential None
Reducing Exchange Rate Risk 31 21 16 16 16
New Business Opportunities 29 20 20 15 16
Reducing Transaction Costs 21 20 19 24 16
Increasing Sales 20 19 19 26 16

The fact that so many businesses chose ‘New Business Opportunities’
as an important benefit of the MU indicates that businesses combine the benefits
of forming a common market with those arising from a single currency. This
finding indicates that businesses rightly perceive the formation of a common
market to be an integral part of the GCC’s plan to launch a single currency. The
end goal for the GCC leaders has always been a single currency rather than just
establishing a common market. When businesses were asked which GCC state
had the greatest potential for new business opportunities following the launch
of the MU, Saudi Arabia and the UAE — the two largest GCC economies — were
most frequently chosen.

In contrast to the question which prompted businesses to think about the
benefits of the MU, when survey participants were asked to consider the obstacles
to the growth of their business, the survey results showed that they considered
factors unrelated to the MU, to be the most significant. Respondents to this
question most frequently chose ‘Restrictive Regulations’ at 34% followed by
‘Lack of Skilled Labour’ at 16%, while only 6.6% of respondents chose ‘Exchange
Rate -Related Costs’ (Table 2). These other obstacles largely unrelated to the MU
were felt to be more important than exchange rate related costs. This suggests
that the MU is likely to have low priority for businesses at present.

Table 2. Business Views on the Obstacles to
the Growth of Their Business

Potential Obstacle Per cent
Restrictive Regulations 33.9
Lack of Skilled Labour 15.9
Lack of Clear Property Rights 141
Protective Tariffs and Quotas 14.1
Lack of Access to Credit 141
Exchange Rate Related Costs 6.6
Other Obstacles 13
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Perceived Costs of the MU

The majority of business respondents (57%) felt that the MU would also
resultin some costs (Table 3). When the 95% confidence interval was calculated for
this proportion (57+/-5.5%), it supported the finding that a majority expect some
negative consequences to arise from the MU. The mechanisms through which
businesses felt that the MU had the greatest potential to harm their businesses
were through increasing regional competition and economic uncertainty.

Table 3. Perceived Costs of GCC MU (% of respondents)

Some Harm None

Most Harm 2nd Most Harm Least Harm
Increased Competition 30 14 13 43
Changing Payments System 12 23 22 43
Increased Economic Uncertainty 14 21 22 43

Of the potentially negative consequences, 44% of businesses ranked
‘Increased Competition’ as causing the most harm or second most harm and 35%
of businesses felt that “Increased Economic Uncertainty’, had the most harm or
second most harm to their business. The responses to this question indicate that
concerns over increasing regional competition are uppermost in the minds of
GCC businesses but also that the planned MU has created feelings of uncertainty
for businesses which may have implications for their investment decisions. In
particular, SMEs, rather than larger companies, were concerned about the effect
on their businesses of increased regional competition.

Of those businesses ranking the effect of “Increased Competition’ as most
harmful to their businesses, the largest share was found to be based in Qatar
and Oman, with 50% of Qatari businesses ranking it as potentially being most
harmful to their business and 39% of Omani respondents. This suggests that
Qatar and Omani businesses feel relatively more threatened by increasing regional
competition than businesses in other GCC states such asthe UAE and Saudi Arabia,
where only 26% and 28% were most concerned about increased competition,
respectively. This is not surprising considering the fact that businesses based in
Saudi Arabia and the UAE, are already competing in a relatively large market,
and so could be expected to have a head start over businesses in the smaller GCC
states once the single market and MU are established.

When GCC businesses were asked whether they thought the introduction
of the MU would temporarily increase their costs or not, the majority of
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respondents (52%) were unsure as to whether it would or not. On the other
hand, 37% thought it would not increase their costs and only 12% thought it
would. This is somewhat alarming as the experience of the EMU clearly shows
that businesses can indeed expect to incur some initial costs from the launch
of the single currency. Businesses will be required to adapt their information
technology, accounting, marketing, pricing and payroll systems in advance of
the launch of the single currency and they must be made aware of this. In the
EMU, the costs were not insignificant; the KPMG survey found that for large
companies, the estimated mean cost for adapting to the euro was approximately
$25.8 million per company (KPMG, 2000).

Of the GCC business respondents, more than any other size of companies,
it was SMEs that felt the MU would increase their costs, with 47% believing so.
Unlike larger companies, SMEs will find it harder to absorb any increase in their
costs resulting from the MU and therefore, are more likely to be concerned by
this. Possibly for this reason, as was the case in the EMU, they are likely to be
slow at making preparations and will need to be pushed to do so.

The lack of awareness concerning the costs involved in the transition to
a single currency is indicative of the general low level of awareness among the
GCC business community with regard to the process of MU. This problem must
be addressed by policy makers in the region as soon as possible if the target date
of 2010 is to be feasible.

Of those that thought the introduction of the single currency would
increase their costs, the overwhelming majority, 67%, said that they would pass
their increased costs on to customers. This finding suggests that inflation is likely
to rise initially following the introduction of the single currency, as was the case in
the EMU (Marini et al., 2004). Induced inflationary pressures by the MU might
be ephemeral but they could be damaging to the economic competitiveness of
GCC states where inflation is already high, such as in the UAE and Qatar where
inflation reached 10% and 11.8% respectively in 2006.19 GCC institutions will
need to provide strict guidelines on the rounding up of prices and closely regulate
price conversions in advance of and during the transition to the single currency.

Business Attitudes towards the MU

In spite of the fact that businesses do not rank exchange rate costs very
high as an obstacle to the growth of their own business, it is significant that
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the results of the GCC-wide business survey indicate a general optimism among
the business community regarding the macroeconomic effects of the future MU.
When businesses were asked how they felt about the overall effect of a GCC
single currency and its likely success, the results were positive on the whole.

The majority of business respondents (76%) felt very optimistic or
optimistic about the likely success of the impending MU and only 5% of the
businesses sampled were pessimistic or very pessimistic (Table 4). It is possible to
say with 95% of certainty that between 71 - 81% of the GCC business population
are optimistic or very optimistic about the likely effect and success of the GCC
MU.

Table 4. Business Attitudes Regarding the 2010 MU

Likely Success of the MU

Very Optimistic

Optimistic

Neutral

Pessimistic

Very Pessimistic

Per cent

20.2

55.7

19.2

39

1.0

Effect of the MU on

the Business

Very Positive

Positive

Neutral

Negative

Very Negative

Per cent

319

443

218

13

0.7

Respondents were also optimistic when asked specifically how they
thought the single currency would affect their businesses. Again, the majority
of businesses (76%) said that they thought the effect of the single currency on
their businesses would be positive or very positive. Only 2% of the business
respondents thought that the effect of the monetary union would be negative or
very negative.

From these results, it would be fair to say that although other factors (e.g.
restrictive regulations) have greater priority for GCC businesses, overall, they
appear to think that the MU will be a good thing. European business surveys
showed similar results to this, where the majority of companies surveyed in 1998
by KPMG (60%) were positive about the long-term impact of a single currency
on their growth and only 9% thought that the EMU would have a negative impact
(KPMG Consulting, 1998).

Cross tabulating the responses against the GCC state where the businesses
are based shows that businesses in the UAE were most likely to be indifferent
with regard to the impending MU, with a quarter expecting no effect. Businesses
in Qatar and Saudi Arabia are most optimistic and Kuwaiti businesses are least
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optimistic about the expected effect of the single currency on their business.
The indifference of UAE businesses may be due to the fact that the UAE is
successfully integrating into the global economy, becoming an international
tourist and investment destination. Therefore, Emirati businesses are likely to be
more affected by global economic shocks rather than regional ones and will be
less concerned with regional integration. On the other hand, in Kuwait, up until
2003, there had been a more independent exchange rate regime. Compared to
the other GCC states, its currency was pegged to an undisclosed trade-weighted
basket of currencies. It was felt by many Kuwaitis that the basket peg had served
their economy relatively well and may explain the high level of pessimism among
Kuwaiti businesses regarding the planned MU.

Business Preparedness for the MU

Adequate preparations for a GCC MU are critical to removing uncertainty
and ensuring business confidence in the lead up to and post the launch date.
Yet the survey’s findings showed that GCC businesses are not at all prepared
for the MU. Of the businesses sampled, not a single GCC business said they
were currently making preparations for the common currency although just over
a quarter of respondents said that they would do so closer to 2010. The absence
of any preparations being made by businesses is likely to be due to the fact that
they have not received any instructions or any information on how to do so by
respective governmental or pan-GCC institutions.

In particular, this research reveals that the region’s governments have
yet to prepare, or even to launch a major information campaign to inform the
private sector with regard to the transition to a single currency, aside from general
statements of intention in the Arab region’s press.

The majority of business respondents (59%) felt that GCC governments
should be assisting and providing information for businesses to prepare for the
MU at this time. Even when 95% confidence intervals were calculated, it was
confirmed that the true proportion would also form a majority, with confidence
limits of between 53 and 64%. Slightly more than one third of business respondents
(35%) felt that the GCC governments should provide assistance closer to 2010.

Concerted efforts to inform the European business community and prepare
them for the launch of the single currency took place at least three years prior to
the introduction of the euro. Earlier still, between 1995 and 1998, communication
campaigns were launched to inform businesses of the timetable for switching to
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the euro. Dual pricing was also widespread in all member states several years
before the introduction of the euro where labels showed both the price in national
currency and the euro. Itis perhaps surprising therefore, that despite the campaign
to inform and prepare the private sector before the launch of the euro, European
businesses were still slow to prepare for the single currency.

The findings of a KPMG business survey in 1998 indicated that overall
businesses were still not ready for the EMU (KPMG Consulting, 1998). By
2000, SMEs in particular. were falling behind in terms of their preparations,
with 30% estimating that it was not yet time to prepare. Some 50% of SMEs
estimated that they would not be able to carry out operations in euros until 2002,
leading the European Commission to warn of possible bottlenecks emerging
in the availability of IT and accounting resources required for the transition
(Commission of the European Communities, 2000). In fact, in a 2000 report
on the state of play, the European Commission concluded that they needed to
impress upon businesses the need to speed up their preparations. The experience
of the EMU clearly illustrates that if businesses were left to themselves to make
preparations, they may not be ready for the switch to the single currency.

Conclusion and Recommendations

Overall, the survey findings indicate that GCC businesses are reasonably
confident about the expected success of the GCC MU and, as was the case in the
EMU, are generally optimistic about the long-run effects it will have on their
businesses. Although the survey results suggest that companies do not currently
rank exchange rate issues as very important, businesses can be expected to
respond favourably to the MU. These findings bode well for investment trends
and thus growth in the GCC economies during and after the transition to a single
currency.

However, businesses are notat all prepared for the MU and more than a third
of the business respondents are concerned about increasing economic uncertainty
during the run-up to the MU. Therefore, if GCC policy makers are serious about
the MU, they need to take action, to inform, educate and help prepare businesses
to ensure a smooth transition to the single currency. The continuing confidence
and support of businesses in the coming years will be conditional upon the ability
of the authorities to adhere to a realistic timetable that is achievable.
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The credibility of the process is critical in realizing additional indirect
gains from the MU which arise from changes in the expectations and the
behaviour of economic agents, in particular. businesses. It is recommended that
the GCC states take advantage of the positive attitude of businesses towards the
MU as well as the current buoyant economic climate in the region to address the
remaining obstacles to establishing a common currency in the Arabian Gulf.

Footnotes

® The six GCC states are Bahrain, Kuwait, Oman, Qatar, Saudi Arabia and the United Arab
Emirates.

@ For example, in IMF Article IV Consultations with the UAE authorities in late September
2007, it was stated that “The IMF appreciated the authorities’ commitment to work closely with
other GCC member countries to a reach consensus on the appropriate future exchange rate regime
to be adopted as part of the GCC currency union’ (IMF, 2007).

@ Figures for 2006 are from the BP Statistical Review of World Energy, 2007.
@ Figures are for 2006 from the IMF World Economic Outlook, June 2007.

® Up until 2003, Kuwait pegged to an undisclosed trade-weighted basket of currencies. In 2006,
Kuwait abandoned the dollar peg to return to its trade-weighted basket peg.

©® Oman in 1986, devalued its currency by 10% against the dollar, the UAE adjusted its peg
in 1997 and Kuwait revalued its currency several times against the dollar peg in 2006 before
returning to a trade-weighted basket peg. In 2007, there was also substantial risk that the UAE
dirham would be revalued against the dollar.

™ Figures calculated by the author using data from the Arab Monetary Fund (2006) and IMF
World Economic Outlook (2007).

® Figures calculated by the author using data from the Economic and Social Commission for
Western Asia (2007).

© Stock market capitalisation to GDP as of June 2006 according to the Arab Monetary Fund
(2006).

(9 Figures from the IMF World Economic Outlook (2007).
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