Comment on

Financial Development and Economic Growth in the Middle East

Discussant: Mohammed Akacem*
This paper examines the role that the financial markets play in promoting economic growth. The authors chose a very important topic since it is central to the issue not only of economic development in the Middle East and North Africa (and the countries that they chose to study) the rate of growth of these economies.

It has long been established that there is a linkage between financial markets and economic growth.  The seminal work by McKinnon and Shaw (1973), as the authors correctly point out, opened the way for more research to be done in this area. No one can dispute the fact that a deep financial structure endowed will a variety of financial instruments will lead to economic growth. That fact has been established by a number of studies and by current research-as of yet not published- by the International Monetary Fund (IMF).

Where the authors depart from the past studies is in the model that they chose to show the relationship between financial systems and economic growth
. Put another way, to determine the link between financial liberalization
 (looked at in a broad sense) and economic growth through the use of the VAR technique. The fundamental question then becomes one of the internal consistencies of the paper in terms of the choice of the indicators (variables) and the statistical method used. Common sense dictates that a strong and a viable financial sector, coupled with an effective institutional framework, would make significant contribution to economic growth. To that extent, the results and the conclusions derived from the model used are not surprising.

The authors ought to be commended for their survey-albeit brief- of the financial sector reforms carried in MENA and specifically in the countries under review. This reviewer very much enjoyed that part of the paper because it prepared you for the results of the model that was to come. It also added weight to their final conclusion.

Unfortunately, these reviews were somewhat short and expanding them would enhance the paper greatly and add will support the conclusions of the model. Another minor shortcoming of the paper forced upon the authors by the lack of data
, was the choice of the countries. What do these countries have in common? Did they engage in financial sector reforms at about the same time? Did they face similar economic fundamentals or pressure to liberalize? How about the sequencing of the reforms or liberalization of the financial sector? Was it done because of internal factors or pressures or forced upon by the global economy and the need to stay competitive and attract domestic as well as foreign savings and capital and thus achieve a higher level of economic growth. In sum-and if one had the luxury to choose-the choice of countries should have been guided by other factors other than the availability of data. Again, we want to stress that this would or could have produced better results
 and a much stronger inference in terms of policy implication for the chosen countries.

One example for a group of countries that would have offered an excellent sample-and perhaps this could be the authors’ next paper- would have been the GCC or the Gulf Cooperation Council. The GCC is comprised of Saudi Arabia, the United Arab Emirates, Kuwait, Qatar, Bahrain and Oman. A recent but yet unpublished article from Finance and Development
. 

When it comes to the banking system, the GCC has a well developed structure and comes off much better than half the MENA region where the financial system is still dominated by the public sector. The GCC would offer an excellent group of countries for a future paper given that they ahead of the others in the region in terms of banking supervision, regulation and very good data collection. However, so do there of the countries chosen by the authors of this paper namely: Jordan, Morocco and Tunisia. The only difference is the lack of commonality between the latter. Having said this, even the countries covered by this paper have to some extent a degree of public involvement which undoubtedly must have had an impact on the overall results derived by the model. The paper should, perhaps, expand on the relative share of the private vs public sector in the respective banking industry in these countries but also the extent of foreign bank penetration in these countries. This may skew the results somewhat in that foreign banks tend to be more efficient and much better and allocating resources without having to get directives from the central bank or the central government. The authors correctly point out the policy of banks in their sample being made to hold government bonds and debt in general and having to lend to “priority” sectors. 

Unfortunately, such practices retard the development of the banking systems and thus delay economic growth. However, even though these practices were present in some of the countries studied by the authors, it did not appear to affect the result of their model mainly that the financial sector contributed to economic growth.

The conclusion of the authors is correct in the case of Morocco
 with some qualification. It needs to be stated that the change over to market based policies in the case of Morocco is incomplete so it is too early to come up with a firm conclusion as to the link between the financial sector reforms and economic growth. This may turn out to be higher in the medium term, but we do not as of yet. Furthermore, the money market in Morocco is underdeveloped and the secondary market for government securities lacks depth. While the stock markets do play a role and the authors offer some good data on their capitalization, it is not clear that they have reached the maturity of the emerging markets.  All of this limits the scope of monetary policy not just in Morocco but in the other countries too.  The authors may want to explore the implication to monetary policy, not just in Morocco, but in the rest of their sample of countries since this would ultimately affect economic growth.

One concern of the inference that is derived from the model is the time period chosen. In times of relative stability
, the model will produce results that are consistent with the general a priori assumptions. In post 9-11 world
 and with the overall globalization of financial markets, stock markets in these countries may not be able to mobilize or raise as much capital as they used to and foreign investments will also follow suit. This will impact the MENA economies and ultimately the relevant indicators such as saving rates, investment rates, M1, M2 etc. This may lead us to conclude that may be the results will hold under stable conditions because the exogenous factors can have a predominant effect on the relevant variables and indicators.

One area that was touched on by the authors in their review of the countries and that perhaps need expanding is the non nonblank financial sector (the stock market, corporate bond market if it exists and if not why, the government bond market, insurance companies, pension funds and mutual funds
). None of these markets are well developed so the overall conclusion, while it still holds, may need to be changed somewhat.  The problem again may be the lack of data available to the authors to incorporate these other market into their overall policy conclusion and recommendations. 

The latest work done by the IMF relates to the construction of indices of financial development. They are somewhat similar to those of the authors but also depart somewhat from them. A comprehensive index and an alternative index. While the former may use a combination of qualitative (giving a score to a stage of financial development) and quantitative date, the latter uses quantitative data only. The last technique uses the Principal Components Analysis where four variables are used
. 

The four variables were: ratio of broad money (M2) to GDP; ratio of the assets of deposit money banks to the total assets of the central bank and deposit money banks; reserve ratio; and ratio of credit to private sector by deposit money banks to GDP. These variables measure the size of the financial sector, the importance and relative ease with which commercial banks provide funds, and the extent to which funds are provided to the private as opposed to the public sector. Aggregating across the variables not only attempts to capture different aspects of financial development in a single measure but also serves to reduce biases or errors that may plague a particular data series.

This latest work points to the wrong inference being drawn from a set of indicators which would give us the incorrect interpretation of the level of financial development. As the same authors note, a high ratio of M2, or example, to GDP is often interpreted to mean a certain amount of depth in the financial system. However, this same ratio can just as easily go down instead of going up if the financial sector becomes more sophisticated and investors/depositors have a wide variety of choices. This is simply pointed out to highlight the limit of certain ratios and indicators and is not meant to take way from the central thesis of the paper which is solid and well argued nor its model.

We would like to close with a few comments on the model and the methodology used. First, the VAR methodology is appropriate for what the authors are doing although-at least to this reviewer- there does not appear to a specified structural model. Some of the problems are not with the model per se but with the interpretations of the results. Egypt is a case in point. On page 18, for example the authors refer to the IRF or Impulse Response Functions but the tables give a breakdown of the variance decomposition
.  Information on the significance of some of the variables is not available, at least not made clear. For example, DCPR was small, 5.68% and that cannot be significant (in terms of its contribution). The DPST is even lower and the same with R. 

On page 18 of the paper
, when looking at the FEUD or forecast Error Variance Decomposition. The question that comes to mind is why would a government official look at the effect after 9 years? The date appears, and we stress appear, to give us the results for five years. But even that is too long. If a policy is not working, one would think that a change would need to take place after one or two years (three at the outset).  Overall, the VAR is well suited for short run issues and a “block causality test” is recommended (a granger test that would control for all the other variables). These are minor econometric issues which are not all that clear to this reviewer and hopefully will be after the presentation.

Overall, the authors did an excellent job given the data that they had to work with. Despite the comments given on this review, this paper makes a great step forward in understanding the link between financial markets and economic growth and is successful in proving such a link. Generalization across countries is of course difficult, but nevertheless, the authors should be commended for tackling such an important issue and using sophisticated techniques to arrive at their conclusion. Hopefully, these comments will help the authors during the revision phase.
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� Others have used a similar approach and some work done by the IMF did the same but recent research has tried to come up with new indices that we will discussed later.


� We will use financial liberalization and financial structure or systems interchangeably, but we essentially mean the role played by the banking system-given its various degrees of liberalization- in achieving a higher level of economic growth. As the authors show, different countries fear differently depending on the level and sequencing of their reforms.


� We want to stress here that this is not the fault of the authors but rather the lack of data. Still, some common feature(s) of these economies should have guided the choice of countries in order to be able to maximize the inference that one can make from the results generated by the model. Nevertheless, all researchers in MENA face this constraint.


� As we shall see later


� This is from a forthcoming issue of Finance and Development titled “Banking on Development” by Susan Creane, Rishi Goyal, A. Mushfiq Mobarak and Randa Sab, that this reviewer received by one of the co-authors. It also proposes a new set of indices that would be worth considering by the authors of this paper for their next study.


� In light of the limited amount of time (7 to 8 minutes), we cannot cover all of the countries studied by the authors. Instead, we look at one or two to highlight the key points and will offer constructive comments to the authors after they give their paper and hopefully during the question and answer period.


� Granted that some of the countries did go through some instability, such as Jordan and Turkey during the Gulf war.


� It would be interesting to see not only the impact on capital flows to the MENA region after the 9-11 tragedy but also the ability of the MENA countries to raise funds in foreign markets and at what spread above LIBOR that they have to pay. We suspect that these will be higher due to a contagion effect unrelated to the fundamentals of the MENA economies. 


� Op cit


� Op cit


� See, Creane, Goyal, Mobarak,and Sab, Op Cit page 5, Box: Constructing indices of financial development


� These may be added later by the authors


� The page number may differ depending on the fonts used when the paper is printed.
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