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This paper discusses the impact of financial development on economic growth in five MENA countries. The paper provides a brief review of the literature, including a simple AK model of the production function, which exhibits the ‘financial’ channels through which economic growth can be achieved. The paper then gives a short history of financial reforms in the five MENA countries. The empirical part of the paper presents impulse response, variance decomposition and Granger-causality results for each of the five countries. The overall picture emerging from the paper is a strong evidence for the positive association between financial development proxies and GDP. This link appears to be confirmed by the three econometric tools used in the paper, namely impulse response function, forecast variance decomposition, and Granger-causality tests. However, differences are found between the countries, and these are related to structural as well as historical differences. Overall, the paper strengthens the existing empirical findings on the link between financial development and economic growth.

As stated in the paper, there is a large body of literature on the influence of financial development on economic growth. The interest given to this topic by eminent journals is undeniable. The list of journals publishing in this topic includes the Quarterly Journal of Economics, Journal of Political Economy and American Economic Review, all top ten journals in economics. 

However, the interest should not be focused solely on economic growth. As may be well known, there is an on-going argument as to the merit of economic growth in the absence of economic justice and equity. Unfortunately, research in this area is extremely meagre. To my knowledge there is a single paper that studies the impact of financial development on poverty reduction, namely Jalilian and Kirkpatrick (2002). 

In many cases, financial liberalisation and development is a deliberate step towards attracting local and foreign investment. Benhabib and Spiegel (2000) study finds a significant impact of financial development on investment. 

The choice of countries is interesting. Some seven years ago, El-Erian and Kumar (1995) found that emerging Arab countries were struggling to internationalise their stock markets. They also confirmed that Middle Eastern stock markets suffer from negative perception of country risk, political instability, and institutional and legal rigidities. Since then, things have apparently changed, especially in the countries selected in this paper. Both Morocco and Tunisia are developing fast, especially in the tourism industry. Both countries understood and reacted positively to the fact that foreign investment requires both political stability and a modern, largely liberalised, financial sector. Jordan and Egypt have surplus human capital, with comparatively highly skilled labour. However, both of these countries have been struggling to attain sufficient levels of political stability, mainly due to the Palestinian struggle and the Iraqi crisis. Finally, Turkey is seeking to join the European community and has gone a long way in modernising and liberalising its financial sector. All five countries are likely to be the focus of interest by investors as well as academics. 

I find the paper generally interesting in the sense that it attempts to link the empirical modelling with the financial liberalisation and reforms that took place relatively recently in the five countries. Although four out of the five countries (Morocco, Tunisia, Egypt and Jordan) have been studied by Khalifa (2002), this paper uses additional proxies for financial development and provides more detailed information about the economies and the financial sectors of these countries. 

I welcome the authors’ observation that the causality used in the paper is not to be confused with the general use of the term. Too often, the term causality has been abused by inexperienced researchers. I would also add the fact that many of the Muslim jurists and Mutakallimun were strongly against the philosophers’ use of the concept of causality. For example, Abu Hamed Al-Ghazali in his book Tahafut al-Falasifa (The inconsistency of Philosophers), argued that observing the precedence of events does not mean that the earlier event has caused the later event. The definition of Granger-causality goes a long way in agreeing with Al-Ghazali more than 850 years later. 

Some limitations of the study

As with any study, this paper has in my view some limitations. First of all, reforms seem too recent for a VAR model to have any meaning, unless the authors would argue that the reforms did not have any impact on the relationship between the variables used in this paper. 

A major concern to me is the possibility of misspecification. Clearly, economic growth needs more than financial development to explain it. Physical and human capital are two major factors ignored by the study. The rule of law and corruption indices could also have been used. The dangers of misspecification are common knowledge in econometrics. 

Another concern is the lack of a formal economic model upon which the econometric model should be based. Although the authors argue in favour of VAR models, this class of models is mainly useful for forecasting. If we include variables in an almost ad hoc manner, spurious results may occur.  This is particularly crucial when we have very limited data information. Moreover, with atheoretical approaches it is often hard to interpret the results. 

What’s next?

The paper could be extended in a number of ways: 

There are numerous proxies, with the possibility of being highly correlated, hence the danger of multicollinearity. Factor analysis could be used to extract the principal components related to financial development. This would greatly reduce the number of regressors. 

Examine the impact of Islamic financial development. This could be done by extending the sample to include reasonably homogenous countries in which some of the countries have established Islamic financial and banking institutions. A panel VAR analysis could be useful here.

Minor comments.

· I notice a large number of typos, which could easily be checked using Word.

· The use of graphs would reduce significantly the number of tables and thus the length of the paper.

· I don’t know whether variables are modelled in level or difference (growth). The text states GDP as the dependent variable. Since GDP is (almost surely) I(1), differencing should be applied. Also something should be said about cointegration among the variables of interest.

· Many references are missing.

· I do not think that there is a real scepticism against cross-section studies. The authors cites one Economic Journal paper, but there are many papers in international journals that use cross-section data. Some country features have no or little variation across time, and these can only be captured in cross section models. True, cross section models do have their own shortcomings, but I don’t think they should be dismissed outright. In general, I tend to prefer panel data whenever the data is available.

· Just after equation (5), ‘nine macroeconomic variables’ should read ‘six macro…’. 
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