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Abstract

Abstract

This thesis investigates the efficiency levels of the Jordanian, Egyptian, Saudi Arabian and Bahraini
banking systems. The empirical evidence on bank efficiency in these markets aims to highlight the
features associated with the role of economic and financial reforms that have taken place in these
countries over the past decade.

Our sample comprises information on 82 banks operating in Jordan, Egypt, Saudi Arabia and Bahrain
over the 1992-2000 period. We use the stochastic frontier and Fourier-flexible form to estimate cost and
profit efficiency levels in these banking systems. In addition, we also estimate the scale elasticity and
scale efficiency levels in the banking sectors under study. The sample size represents 78% of the
banking sector of Jordan, just under 90% of the Egyptian banking sector, 63% of that of Saudi Arabia
and over 50% of the banking sector of Bahrain.

To derive efficiency levels, we employ three distinct economic efficiency concepts (cost, standard profit
and alternative profit efficiencies), using a number of different measurement methods (including the
stochastic frontier approach, specification of the Fourier-flexible functional form versus the translog
form, and inclusion of a banks’ asset quality and financial capital in a number of different ways) to a
single data set. In choosing the ‘preferred’ cost and profit models to estimate efficiency levels, we
follow various contemporary methodologies that use a variety of hypotheses tests to arrive at preferred
model specifications. Given cost efficiency, the preferred model is the Fourier-truncated form that
excludes the control variables (capital adequacy, asset quality and the time trend) but includes all the
environmental variables. Given the standard and alternative profit function, the preferred model is the
Fourier-flexible that includes the control as well as the environmental variables.

The technical cost efficiency averaged around 95%, based on our preferred model, over the 1992-2000
period. Standard and alternative profit functions estimates reveal technical efficiency on average around
66% and 58% respectively. Islamic banks are found to be the most cost and profit efficient while
investment banks are the least (cost and profit efficient). This result perhaps reveals the fact that the cost
of funds for Islamic banks is relatively cheaper than the cost of funds for other financial institutions.
Large banks, in assets terms, appear to be relatively more cost and profit efficient. This possibly signals
the ability of large banks to utilise more efficient technology with less cost, the ability of these banks to
introduce more specialised staff for the most profitable activities and the ability of these banks to
provide (presumably) better quality outputs for which they can charge higher prices. Geographically,
Bahrain is the most cost and profit efficient while Jordan is the least (cost and profit efficient).

The scale efficiency results reveal that, on average, banks in the countries under study are around 65%
scale efficient in terms of cost. In terms of profit efficiency, estimates are around 60% for both standard
and alternative profit function but with rather dissimilar movements overtime for scale efficiency scores
using both sets of measures. Both cost and profit functions report Islamic and commercial banks as the
most scale efficient types of banks. Based on asset size, the results of the alternative profit function
estimates, in particular, indicate that large banks are more scale efficient than small banks.
Geographically, Saudi Arabian and Egyptian banks appear to be the most cost and profit scale efficient.

The derived efficiency levels for the banks operating in the countries under study, however, provide
little evidence to suggest that the economic and financial reforms undertaken in Jordan, Egypt, Saudi
Arabia and Bahrain over the last decade have had a noticeable impact on improvement in banking sector
efficiency. The main policy recommendation from this study, therefore, is that these countries need to
continue the reform process in order to enhance financial sector performance.

Xix



Chapter 1: Introduction

1.1 Background of the thesis

Financial sectors in developing countries, including the Arabian systems, have
traditionally been characterised by relatively high levels of government controls where
regulatory authorities maintained a protected banking environment that inhibited
competition. However, market conditions in banking have undergone extensive
changes over the last two decades or so. On the demand side, customer preferences
have changed substantially, becoming more sophisticated and price conscious. On the
supply side, the globalisation of financial markets has been accompanied by
governmental deregulation, financial innovation and automation. Both factors imply an
increase in the number of competitors, followed by reductions in costs and narrowing
of profit margins. In addition, progress in communications technology, especially
phone-based and Internet banking has enabled the larger financial institutions to
extend their activities beyond narrow national boundaries and to increase their market
share both within national and overseas markets by providing competitive products at a
lower price. New suppliers of retail banking products, such as retailers, automobile
manufactures and so on, have entered the market. As such, banks are now faced with
strong competition from both banks and non-bank institutions, and this also

accentuates competition within the banking and financial services sector overall.

To assist banks in confronting the new challenge, financial authorities throughout the
world have become more aware of the importance of financial deregulation to promote
competition in the market, the aim being to concurrently increase both the efficiency

and soundness of banking systems. In this respect, Arabian countries, including those
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under study — namely Jordan, Egypt, Saudi Arabia and Bahrain, have passed a
substantial body of legislation (over the last few years) aimed at liberalising their
financial systems. The liberalisation process has been accompanied by financial
deregulation through the reduction of direct government control, at the same time, it is
associated with upgrades of prudential regulations. The main objective of these
reforms concurs with the views of McKinnon (1973) and Shaw (1973); namely that
liberalised financial systems direct scarce economic resources to the most efficient use

and this impacts favourably on the growth of the national economy.

The process of deregulation has some important implications for banks. First,
deregulation removes or reduces collusive and/or restrictive practices, promoting
competition between banks thereby increasing the banks’ risk. Second, changes arise
from the ability of banks to seek new business in much wider fields of activity such as
loan purchases and off-balance sheet transactions. Moves into new business areas and
an increased competitive environment change the nature of the banks’ risks and
perhaps substantially increase the cost of funds to the established players, thus
reducing their competitive advantage. This induces banks to pay greater attention to
the areas of pricing and upgrading the quality of their products. Therefore, banks
become more concerned about analysing and controlling their costs and revenues, as
well as dealing with risks taken to produce acceptable returns. In this context,
maximising shareholders wealth and promoting improvements in productive efficiency
have become much more important strategic targets for banks. A number of studies
have shown that efficient banks have substantial competitive advantages over those
with average or below average efficiency (Sinkey, 1992; Berger et al., 1993; Gardner,

1995 and Molyneux et al., 1996).

Given the inextricable link between financial liberalisation and efficiencies, it is
therefore interesting to highlight the impact of economic and financial reforms in
various Arabian markets on the efficiency levels of the financial institutions operating
in these countries (as suggested by Berger and Humphrey, 1997). It should be noted,

however, that the limited literature on the impact of financial deregulation on banking
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sector efficiency is mixed, as pointed out by Berger and Humphrey (1997). Some
studies find that financial sector deregulation has brought about higher levels of
efficiency (Berg et al., 1992; Zaim, 1995; Bhattacharya et al., 1997; Leightner and
Lovell, 1998). Others, however, argue that there was no noticeable impact from
banking sector deregulation (Bauer et al., 1993; Elyasiani and Mehdian, 1997; Griffell-
Tatjé and Lovell, 1997; Humphrey and Pulley, 1997).

Despite the extensive literature that has examined productive efficiency, especially in
the US banking system and other European markets (see Berg et al., 1993; Berg et al.,
1995; Bergendahl, 1995; Pastor et al, 1995; Allen and Rai, 1996; European
Commission, 1997a), empirical research on financial sectors in developing countries,

including Arabian countries, is limited.

1.2 Aims of the thesis

The aim of this thesis is to explore efficiency levels in various Arabian banking
industries and to examine the impact of economic and financial reforms which have
taken place in these countries over the past two decades. There are various reasons for
examining efficiency levels in Arabian banking systems. First, little empirical work
has been undertaken to investigate efficiency levels in Arabian banking and as such an
empirical investigation may yield interesting insights that could be of use to policy
makers operating in these countries and to the financial institutions themselves.
Second, such a study should help assessing the impact of the economic and financial
reforms that have taken place in the countries under study. In addition, assessing the
impact of financial reforms on banking sector efficiency levels should provide useful
policy information. Furthermore, this thesis aims to provide empirical evidence about
efficiency differences across various Arabian banking industries (and across various
types of financial institutions operating in these countries such as commercial,
investment and Islamic banks). The study further seeks to assess, for instance, whether
there is a link between bank’s size, and cost and profit efficiency levels. If we find a

positive size and efficiency relationship, there will be a tendency for continued
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consolidation and concentration in the industry. Furthermore, this study attempts to
reveal the determinants of Arabian banks’ efficiency by examining various factors that
help explaining Arabian banking sector efficiency and reveal characteristics of
efficient banks. In particular, the thesis evaluates whether such factors as asset quality,
capital levels and other environmental variables (such as bank size, market
characteristics, geographic position and liquidity ratios) influence bank’s efficiency
levels (see Mester, 1996; Berger and Mester, 1997; Berger and DeYoung, 1997; and
Altunbas et al., 1997). This thesis also presents some methodological suggestions as to
how productive efficiency is best evaluated. Finally, in general, the study ultimately

aims to extend the established literature on bank efficiency in developing countries.

1.3 Methodology of the thesis

This thesis utilises mainly the stochastic frontier and Fourier-flexible (FF) form to
estimate the cost and profit efficiency levels in the banking sectors of Jordan, Egypt,
Saudi Arabia and Bahrain over the 1992-2000 period. In addition to estimating
technical efficiency levels based on the selected preferred models, we also estimate

scale elasticity and scale efficiency levels in the banking industry under study.

The stochastic frontier methodology was proposed by Gallant (1981, 1982), discussed
later by Elbadawi, Gallant and Souza (1983), Chalfant and Gallant (1985), Eastwood
and Gallant (1991), Gallant and Souza (1991) and applied to the analysis of bank cost
efficiency by Spong et al. (1995), Mitchell and Onvural (1996) and Berger et al.
(1997). It has been shown (Tolstov, 1962), that a linear combination of the sine and
cosine function, namely the Fourier series, can fit exactly any well-behaved
multivariate function. This is the main reason why the Fourier-flexible (FF) functional
form is nowadays preferred over the translog for estimating bank efficiency. That is, it
better approximates the underlying cost (or profit) function across a broad range of
outputs as suggested by Spong et al. (1995) and Mitchell and Onvural (1996). When
using the Fourier functional form, one avoids holding any maintained hypothesis by

allowing the data to reveal the true cost function through a large value of fitted
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parameters. In addition, the FF has several appealing properties in terms of modelling
bank cost structures, as pointed out by Williams and Gardener (2000). In addition to
the aforementioned stochastic frontier methodology, we also estimate efficiency levels
utilising the non-parametric Data Envelopment Approach (DEA) to check the

robustness of the results derived from the former stochastic frontier methodology.

1.4 Data of the thesis

Our sample comprises a data set of 82 banks operating in Jordan, Egypt, Saudi Arabia
and Bahrain over the 1992-2000 period. This sample represents around 78%, 88%,
63% and 52% respectively, of the asset size of the financial systems® in these countries
(excluding the assets of the central banks and branches of foreign banks). The sample
represents the major banks that have consistently published financial statements over
the last ten years. Other reasons for the selection of these countries as a sample for
study includes: the banking systems in these countries, apart from Jordan, are the
largest in the Arabian region. In addition, the banking systems operating in some
Arabian countries, such as Iraq, Libya and Syria, are excluded, as these are dominated
by government (non-profit) institutions. Furthermore, the banking systems in
Comoros, Djibouti and Somalia are significantly underdeveloped and data is difficult
to obtain. Moreover, the banking systems in Kuwait and Lebanon have undergone
extreme economic conditions as a result of wars during our sample period. Finally, the
lack of relevant information about banking systems in other Arabian countries is the

main reason for excluding them from our sample.

* The financial system includes all financial institutions that are licensed, by financial authorities, to
borrow deposits and/or lend loans in the respective countries. These usually include commercial,

investment and Islamic banks as well as all other sorts of licensed specialised financial institutions.
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1.5 The thesis structure

Chapter 2 An overview of Arabian Economies with particular focus on Jordan,
Egypt, Saudi Arabia and Bahrain

Chapter 2 outlines developments in the economies of Arabian countries over the last
two decades with a particular focus on the countries under study; Jordan, Egypt, Saudi
Arabia and Bahrain. It presents the economic and demographical characteristics of the
Arabian countries; the living standards, poverty levels and other socio-economic
characteristics of these countries. Furthermore, this chapter reviews various economic
reforms that have been undertaken in these countries aimed at accelerating economic
development and examines the impact of these reforms on various macroeconomic
trends during the 1990s. The chapter aims to assess the impact of these reforms on the

productive efficiency of the banks and other financial institutions operating in these

countries.

Chapter 3 The Financial Systems of Jordan, Egypt, Saudi and Bahrain

Chapter 3 presents a brief historical overview and evaluates the characteristics of the
financial sectors of Jordan, Egypt, Saudi Arabia and Bahrain. It highlights financial
reforms that have taken place in these countries over the last decade and examines the
impact of these reforms, using a variety of financial indicators, on financial deepness
in these countries during 1990s. The chapter aims to provide a preliminary view of the
soundness of the financial systems under study as well as to indicate the anticipated

performance and efficiency trends for the banks operating in these countries.

Chapter 4 Efficiency in Banking: a theoretical outlook

Chapter 4 presents a theoretical background concerning efficiency measurement in
banking. It shows the role of the seminal studies of Aigner and Chu (1968), Afriat
(1972) and Richmond (1974) in turning the focus of researchers attention to the
importance of efficiency measurement using frontier production functions. The chapter
outlines mainly the features of economies of scale and productive efficiency concepts

and describes how productive efficiency can be decomposed into technical and
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allocative efficiency. The chapter also discusses issues relating to technical efficiency
and its decomposition into pure technical efficiency and scale efficiency. Furthermore,
the chapter presents the three main types of economic functions from which efficiency
and productivity estimates can be derived; cost, standard and alternative profit
functions. These will be utilised later in the empirical analysis undertaken to derive

efficiency levels for the banking sectors of the countries under study.

Chapter 5 Parametric and non-parametric approaches to measuring efficiency in
banking

Chapter 5 presents the theoretical framework underpinning the utilisation of the
stochastic frontier approach to derive banking efficiency levels, and reviews some
previous studies that investigate efficiency characteristics in banking and financial
systems in various countries. The chapter presents the advantages of frontier
methodology in evaluating the performance of financial institutions, and outlines the
differences between parametric and non-parametric approaches. This chapter also
reviews the features of the linear programming Data Envelopment Analysis (DEA)
method, the main non-parametric approach. Furthermore, this chapter discusses the
bank production process and notes that the banking literature is still divided

concerning how one defines bank inputs and outputs.

Chapter 6 Methodology and empirical results

Chapter 6 presents the empirical part of this thesis which investigates efficiency levels
in the banking sectors of various Arabian countries; Jordan, Egypt, Saudi Arabia and
Bahrain over the period 1992-2000. The empirical evidence on bank efficiency aims to
highlight the features associated with the role of economic development and financial

reforms that have taken place in these countries over 1992-2000.

We employ three distinct economic efficiency concepts (cost, standard profit, and
alternative profit efficiencies) using a number of different measurement methods
(including stochastic frontier approach, specification of the Fourier-flexible functional

form versus the translog form, and inclusion of bank’s asset quality and financial



Chapter 1: Introduction

capital in a number of different ways) to a single data set. Given cost efficiency, the
preferred model is the Fourier-truncated form that excludes the control variables
(capital adequacy, asset quality and time trend) but includes all the environmental
variables. Given the standard and alternative profit function, the preferred model is the

Fourier-flexible including the control as well as environmental variables.

Technical cost efficiency averaged around 95%, based on our preferred model, over
the 1992-2000 period. Standard and alternative profit functions estimates reveal
technical efficiency on average around 66% and 58% respectively. Islamic banks are
found to be the most cost and profit efficient, while investment banks are the least
(cost and profit efficient). This result perhaps reveals the fact that the cost of funds for
Islamic banks is relatively cheaper than those for other financial institutions. Large
banks, in assets terms, appear to be relatively more cost and profit efficient. This
signals the ability of large banks to utilise more efficient technology with less cost, the
ability of these banks to set up more specialised staff for the most profitable activities
and the ability of these banks to provide (presumably) better quality outputs for which
they can charge higher prices. Geographically, Bahrain is the most cost and profit

efficient while Jordan is the least cost and profit efficient.

The scale efficiency results reveal that, on average, banks in the countries under study
are around 65% scale efficient in terms of cost. Scale efficiency, given the standard
and alternative profit functions, were 56% and 61% respectively but with rather
dissimilar movements for efficiency scores over time for both sets of measures.
Despite the inconsistency between cost and profit functions results, we find that the
Islamic and commercial banks are the most scale efficient types of banks. Based on
asset size, the results of the profit functions estimates, in particular, indicate that large
banks are more scale efficient than small banks. Geographically, Saudi Arabian, in

particular, and Egyptian banks appear to be the most cost and profit scale efficient.

Overall, the estimated efficiency scores for the banks in the countries under study,

differ according to the three various efficiency concepts that are used (cost, profit and
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alternative profit) and each method adds some independent informational value. A
somewhat interesting result is that the choices made conceming the efficiency

measurement method leads to somewhat similar model specifications.

We also present, in this chapter, the results of efficiency measures obtained utilising
the DEA procedure to compare our results with those obtained utilising the stochastic
frontier approach in order to verify the consistency of the efficiency estimates derived
from both approaches. Utilising both Pearson and Spearman rank correlations, both of
these two measures report a correlation of around 40% between the scores from both
methodologies, despite the major differences in assumptions underlying each
approach. These findings suggest that the cost efficiency estimates are robust to

differences in methodology.

Chapter 7 Conclusion and limitations

This chapter summarises the main findings of this thesis, draws attention toward the
study limitations and presents some general policy considerations. The chapter outlines
that the derived efficiency scores, for the banks operating in the countries under study,
provide little evidence to suggest that the major economic and financial reforms
undertaken in Jordan, Egypt, Saudi Arabia and Bahrain over the last decade have had a
noticeable impact on the banking sector efficiency. The main policy recommendation
from this study, therefore, is that these countries need to continue the reform process in

order to enhance financial sector performance.

One shortcoming of the present study may relate to sample size, which is confined to
only four Arabian countries. It might be interesting to carry out the same research over
a larger number of Arabian countries to compare banking sector efficiency across
different Arabian regions. However, the lack of publicly available data on many
Arabic banking markets made this impractical. Furthermore, one should always bear in
mind that while frontier efficiency models have advantages over traditional measures
of efficiency, they must also be regarded as imperfect measures. For instance, it is not

possible to include every item or dimension of a bank’s output in model specifications,
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and banks that are producing a wide range of outputs or providing specialised services
could, therefore, be judged less efficient than they really are (as these models do not

take into account factors such as service or product quality).

10



Chapter 2: An overview of Arabian economies with
particular focus on Jordan, Egypt, Saudi Arabia and

Bahrain

2.1 Introduction

This chapter outlines the socio-economic trends in Arabian countries over the last
twenty years focusing on Jordan, Egypt, Saudi Arabia and Bahrain. The aim is to
evaluate the nature of the economic and financial reforms undertaken in these
countries and to highlight their influence on the financial sector. Section 2.2 reviews
the demographic and other socio-economic features that illustrate differences in living
standards, poverty levels and the general economic situation in these countries. Section
2.3 examines the main economic trends characteristics in Arabia over the past two
decades. This part of the chapter also notes the main structural constraints that have
been suggested as reasons for constraining economic growth in Arabia during the
1980s. The section also reviews various economic reforms initiated aimed at
accelerating economic development. Various economic growth indicators of Arabic
countries during 1990s are presented in section 2.4. Section 2.5 outlines the objectives
and achievements of the Gulf Cooperation Council (GCC). The broad features of the
countries under study in this thesis (Jordan, Egypt, Saudi Arabia and Bahrain) are

presented in section 2.6 and section 2.7 is the conclusion.

2.2 Economic, social and demographical characteristics of the Arabian

countries

Arabia comprises 21 countries whose people speak the Arabic language.

Geographically, Arabia covers the largest part of the Middle East and North Africa; its
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borders extend from Iran in the East to the North Atlantic Ocean in the West, and from

Turkey in the North to the Arabian Sea in the South (see figure 2.1 below).

Figure 2-1: Geographical map of Arabian countries
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Source: UT Library (http://www.lib.utexas.edu/maps/middle_east_and_asia/n_africa_mid_east pol_95.jpg); th

dotted lines separate the Arabian area.

Regionally, four major Arabian blocs have emerged over the last fifty years (see table
2.1). The first is the Council of Arab Economic Unity which was established in Cairo
in 1957. This bloc aimed to achieve closer economic integration among its members
through the free movements of goods, persons and capital. The second bloc is the Arab
Maghreb Union, established in 1989, with the aim of strengthening economic and
cultural ties, ensuring regional stability and promoting trade among its members. The
third bloc is the Gulf Cooperation Council which was established in 1981. This bloc
includes all the Arabian Gulf states except Iraq and has as its main objective to secure

stability in the Gulf region through economic and political cooperation, and the
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coordination of commercial, monetary, financial, and economic policies among

member states (further details about this bloc are considered later in this chapter). The

fourth bloc is known as the Arab Mashreq (Mashreq translates as “the Arab East”) that

also aims to promote economic and political integration between its members (see

Bayomi, K. 1995, SESRTCIC, 2000b).

Table 2-1: Members of Arabian countries

Council .of Ar'ab Arz'ab Maghreb The states of Arab Mashreq Other érabian
Economic Unity  Union Gulf Countries
Egypt Algeria Bahrain Egypt Comoros
Iraq Libya Iraq Jordan Djibouti
Jordan Mauritania Kuwait Lebanon Somalia
Lebanon Morocco Oman Palestine Sudan
Palestine Tunisia Qatar The Syria
Syria Saudi Arabia

The UAE

Source: Adapted from (El-Erian et al. 1996, p2 and Bayomi, K., 1995)

In addition to the above classification based on regional and trading blocs, table 2.2

shows that Arabian countries can also be classified into oil and non-oil producing

countries.

13
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Table 2-2: Qil and non-oil Arabian countries

Oil Producing Countries

Non-oil producing countries®

Algeria
Bahrain

Iraq

Kuwait
Libya

Oman

Qatar

Saudi Arabia
The UAE

Comoros
Djibouti
Egypt
Jordan
Lebanon
Mauritania
Morocco
Palestine
Somalia
Sudan
Tunisia
The Syria

Source: Adapted from (El-Erian et al., 1996, p2).

The area of individual Arabian countries varies considerably (table 2.3). The area of

the largest three (Sudan, Algeria and Saudi Arabia) is more than 7 million square

kilometres comprising about 64 percent of the total Arabia area. On the other hand, the

area of each of the smallest six countries (Kuwait, Qatar, Bahrain, Djibouti, Lebanon

and Comoros) does not exceed 25 thousand square kilometres.

" Although other countries such as Egypt, Syria, Tunisia and the Republic of Yemen export oil, the role

of oil in their economies is relatively limited.
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Table 2-3: Area of Arabian countries (sq. km, thousands)

Arab States Area
Oil-Exporter (Total) 7,055
Algeria 2,382
Saudi Arabia 2,150
Libya 1,760
Iraq 438
Oman 212
UAE 84
Kuwait 18
Qatar 11
Bahrain 1
Non-oil Exporter (Total) 6,619
Sudan 2,506
Mauritania 1,026
Egypt, Arab Rep. 1,001
Somalia 638
Yemen, Rep. 528
Morocco 447
Syria 185
Tunisia 164
Jordan 89
Djibouti 23
Lebanon 10
Comoros 2
Middle East & North Africa 11,024

Source: The World Bank (1999/2000), p. 230-231.

The population of Arabia was around 275 million in 1999; nearly the same size as the

USA. The smallest countries, in terms of population, are Bahrain, Djibouti and Qatar

where each has less than one million persons, while the largest are Egypt, Algeria,

Morocco and Iraq, each with a population of over 20 millions person (table 2.4).

Population density in Arabia also varies considerably. While Bahrain, Lebanon and

Comoros are the most populated; Mauritania, Libya, Saudi Arabia and United Arab

Emirates are the least populated.
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Table 2-4: Population & population density of Arabian countries over 1970-1999

(In millions, figures round to nearest digit)

1970 1980 1990 1999 ~ 'opulation
Density/1999
Arab Qil-exporter (Total)* 29 39 70 87 130
Algeria 15 20 25 30 3
Iraq 10 13 17 22 10
Saudi Arabia 16 21 10
Libya 2 3 4 5 13
UAE 0 1 2 3 35
Oman 1 1 2 2 45
Kuwait 1 1 2 2 50
Qatar 1 1 100
Bahrain 1 1 900
Arab Non-Qil-exporter (Total)* 82 105 151 188 100
Egypt 35 40 50 62 2
Sudan 15 20 25 30 12
Morocco 15 20 25 30 15
Yemen, Republic of 13 15 30
Syria 6 9 12 18 30
Tunisia 5 6 8 10 50
Somalia 3 5 9 9 60
Jordan 2 3 4 5 60
Lebanon 3 4 60
Mauritania 1 2 2 3 83
Djibouti 1 300
Comoros 1 400
Arabian countries (Total)* 111 144 221 275
Middle East & North Africa 290

Source: World Bank (1991), various pages; & Arab Monetary Fund, 2002 (www.amf.org.ae) for 1990

and 1999 data. *for countries that have available data; ( ... = Not Available)

Arabian countries possess abundant natural resources; nevertheless, the living

standards in the individual countries exhibit a broad diversity of characteristics. While

some Arabian countries are classified among high-income countries with per capita

income of more than $7,000 (United Arab Emirates, Kuwait, Bahrain, and Libya),

others have per capita income less than $1,000 and are classified among the poorest in

the world (Morocco, Comoros and Mauritania) (the details are discussed later). The
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wide dispersion in prosperity across the region is reflected by various indicators such

as those shown in Table 2-5. For instance, around 10% of the population of Bahrain,

Lebanon and Jordan live in poverty compared to about half the population of Yemen,

Djibouti and Mauritania.

Table 2-5: Poverty in Arabian Countries (Mid/1997)

Population suffering from Poverty (%) of
poverty (million)* population**

Oil-Exporter 104 19
Algeria 8.4 29
Saudi Arabia
Libya 1.0 16
Iraq
Oman 0.6 24
UAE 0.5 18
Kuwait
Qatar
Bahrain 0.1 10
Non-oil Exporter 57.2 31
Sudan 10.3 37
Mauritania 1.1 48
Egypt, Arab Rep. 20.5 33
Somalia
Yemen, Rep. 8.1 49
Morocco 10.7 39
Syria 3.0 20
Tunisia 2.1 23
Jordan 0.6 10
Djibouti 03 41
Lebanon 0.4 11
Comoros 0.2 34
Arabian countries 67.6 28

Source: * = UNDP, Human Development Report 1999, p. 146-150. **= Concluded.

Furthermore, other human development indicators (i.e., adult literacy, educational

attainment and life expectancy) have shown that only four Arabian countries, out of

the 21, rank as highly developed countries (table 2.6). These include the countries of

Bahrain, Qatar, Kuwait, and the Untied Arab Emirates while at the other extreme are
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Djibouti, Mauritania, Sudan and Yemen. Adult illiteracy is high in Arabia especially in
the non-oil exporting countries; for instance, in the least developed countries, it is

slightly less than 50 percent (for instance in Djibouti, Morocco and Yemen).

Table 2-6: Trends in Human Development of Arabian countries for 1997

Arab States Life expectancy at birth ~ Adult literacy HD rank”
QOil-Exporter (Average) 71 73

Bahrain 73 86 high
Kuwait 76 80 high
Qatar 72 80 high
Libya 70 77 Medium
UAE 75 75 high
Saudi Arabia 71 73 Medium
Oman 71 67 Medium
Algeria 69 60 Medium
Iraq 62 58 Medium
Qil-Exporter (Average) 62 59

Jordan 70 87 Medium
Lebanon 70 ' 84 Medium
Syria 69 72 Medium
Tunisia 70 67 Medium
Comoros 59 55 Medium
Sudan 55 53 Low
Egypt 66 53 Medium
Djibouti 50 48 Low
Morocco 67 46 Medium
Yemen 58 43 Low
Mauritania 54 38 Low
Somalia N/A N/A

Source: UNDP (1999), p. 135-140.

The general indicators reviewed earlier show that individual Arabian countries vary

considerably in demographical and economic characteristics. Differences in the human

* The HD rank, according to World Bank, is based on longevity as measured by life expectancy at birth;
educational attainment as measured by a combination of adult literacy (two-thirds weight) and the
combined gross primary, secondary and tertiary enrolment ratio (one-third weight); and standard of

living, as measured by real GDP per capita.
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development characteristics in these countries are, perhaps, attributed mainly to the

variations in the distribution of natural resource in these countries.

2.3 Economies of Arabian Countries

This section reviews the economic features of Arabian countries’ and discusses various
features of economic growth over the last two decades or so. It examines how the role
of the public sector has changed over the last twenty years and how the authorities in
these countries have started to develop the private sector in the process of economic
development. Finally, we review the economic reforms that have been initiated in

these countries aimed at promoting economic growth.

2.3.1 An historical overview of Arabian Economies

Individual Arabian countries vary considerably in their demographic and economic
characteristics. About two thirds of the world’s crude-oil reserves lie in these
countries, with one quarter located in Saudi Arabia. Arabia also possesses various non-
fuel mineral and non-mineral resources. Algeria, Morocco, Tunisia, Jordan and Syria
account for about one third of the world’s phosphate production. Arabia is also
endowed with other natural resources like Potash (Jordan), Iron (Mauritania), ammonia
and urea (Qatar), copper and gypsum (Mauritania), cotton (Egypt and Sudan), tobacco
(Syria) and coffee (Yemen) (El-Erian et al., 1996).

During the 1960s and 1970s, several Arabian economies experienced favourable
economic performance (Bisat et al,, 1997). The discovery of natural resources,
especially oil, contributed effectively to their economic growth during this period.
Increases in the price of oil, especially between 1973 and 1979 enhanced economic
performance especially in the oil exporting countries. The other Arabian countries
experienced a positive secondary effect, primarily because of remittance flows,

receipts of financial assistance and the availability of greater financial assistance from

the rich oil countries.
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During the 1980s, the economic performance of Arabia lagged especially in
comparison with the higher rates of economic growth achieved in other developing
regions of the world (Alonso-Gamo et al., 1997a &b). The economic growth of the
Arabic countries (as measured by real GDP growth) averaged about 1.6 percent over
1982-1991. This growth rate was much lower than that of other developing countries
and Asian industrialised countries that achieved more than 4 percent annualised
growth over the same period (details are shown later). The slowness in economic
growth has been attributed mainly to the vulnerability of sources of income in Arabia

which rely heavily on exports of their natural resources.

Moreover, during the 1980s, the investment performance of Arabian countries
weakened markedly (Bisat et al., 1997). The investment levels stayed at about 20
percent of GDP from the mid 1980s until the mid 1990s; a level lower than the average
for developing countries as a whole that reached nearly 26 percent by 1996. In addition
to low levels of domestic investment, Arabia attracted only modest amounts of foreign
direct investment, a significant share of which was concentrated in the energy sector.
From the mid -1980s until 1995, the ratio of foreign direct investment to GDP
amounted to 0.5 percent annually. In comparison, the Asian region attracted foreign
direct investment flows equivalent to more than 1 percent of GDP per year over the

same period (investment details are discussed later in this chapter).

2.3.2 The role of the public sector in Arabian countries

Before 1980s, various Arabian countries relied on the public sector as a mechanism for
their economic growth (Zeinelabdin, 1997). Governments invested in areas considered
important to development, especially in projects where the private sector was either
unwilling or unable to invest because of the perceived risk or excessive capital
requirements. Fulfilling major social objectives was often behind decisions to establish

various government enterprises in ‘strategic’ sectors of the economy.

The macroeconomic policy in Arabia, especially in non-oil countries, started to change

during the 1980s as a result of increases in foreign indebtedness and the rise in fiscal
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deficits (El-Erian and Fennell, 1997). Arabic governments were forced to re-examine
their policy stance. As a consequence, various Arabian countries initiated widespread
macroeconomic reforms, especially since the early 1990s, involving substantial
privatisation programmes. The largest moves in this respect occurred in Morocco,

Tunisia, Egypt and Jordan.

Privatisation in Arabia has been viewed as a means of reducing public indebtedness as
well as a way to attract foreign technology and management; the latter is supposed to
improve economic efficiency. The objectives of privatisation enumerated by the
governments of the respective countries varied although they had identical objectives.
These were to develop a stronger private sector, improve the performance and
profitability of public enterprises, strengthen performance of financial market

institutions and improve the climate for increased private investment.

2.3.3 Constraints delaying economic growth in Arabian countries during the 1980s

In addition to the decline in oil price that heavily affected the economic performance
of Arabian countries during the 1980s and early 1990s, other important structural
constraints have been suggested as contributory factors to the sluggish economic

growth.

The dominance of the public sector in most countries has, some suggest, undermined
the productivity of the private sector ( Alonso-Gamo et al., 1997 a&b and Bisat et al.,
1997). The existence of large public sectors have crowded-out private sector initiatives

resulting in a lack of investment opportunities for foreign and domestic private capital.

On the other hand, while the large revenues derived from oil and other natural
resources have allowed many Arabian countries to finance their external account
deficits, this however has contributed to the postponent of needed internal reforms
including trade liberalisation. Moreover, the excessive reliance on volatile oil export
receipts in various Arabian countries increases the vulnerability of revenues to external

shocks.
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The financial systems of many Arabic countries are also underdeveloped. Only a few
Arabic countries have stock markets (namely Morocco, Tunisia, Egypt, Jordan, Oman,
Kuwait, Lebanon and Bahrain) making it difficult for domestic firms in many activities
to raise equity and non-bank finance (Alonso-Gamo et al., 1997b). Furthermore, the
existence of restrictions on the establishment of foreign banks has also limited
competition and hindered the transfer of knowledge and technology for local
institutions (Alonso-Gamo et al., 1997b). While in Jordan there are no restrictions on
private or foreign ownership of banks, in countries such as Egypt and Saudi Arabia, no
more than 49 percent of a domestic bank can be held by foreigners. In Lebanon, a
foreign bank can open only one branch; and in Morocco, offshore branches are

allowed but can only deal with non-residents.

Finally, the lack of adequate institutional and legal frameworks for investment in many
Arabian countries has resulted in a lack of transparency in the regulatory environment.
However, since the mid 1990s, many Arabian countries have become members of the
World Trade Organisation (WTO) and this has enhanced the transparency and

increased credibility of these countries in terms of their trading performance.

2.3.4 Economic reforms in Arabian countries

During the 1980s and early 1990s, many Arabian governments faced unfavourable
economic conditions, represented by rising rates of unemployment and increasing
social demands associated with the sluggish economic growth. In response,
governments initiated structural reforms aimed at facilitating a more efficient

allocation of resources and achieving higher rates of economic growth.

Various Arabian countries have undertaken steps to expand the role of their private
sectors through deregulation, opening their economies to greater foreign participation,
adopting transparent commercial procedures and harmonising tax provisions. The
countries that have initiated substantial privatisation programmes since the 1990s or
earlier include Egypt, Algeria, Kuwait, Yemen and Jordan (El-Erian et al. 1996). Other

countries have initiated major reform programmes including Morocco, Tunisia and
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Mauritania (see for example Alonso-Gamo et al., 1997b, El-Erian and Fennell, 1997,
Bisat et al., 1997). On the other hand, oil-exporting economies have intensified
adjustment efforts by focusing on expenditure reduction in the face of lower oil

revenues and a reduced flow of investment.

Several Arabian countries have also introduced new legislation in the second half of
the 1990s, aimed at simplifying investment procedures (particularly Mauritania,
Lebanon, Egypt, Morocco and Jordan). Further steps have also undertaken by several
Arabian countries including Egypt, Morocco, Sudan, Yemen, Algeria and Syria to
remove price distortions (such as administered prices, interest rate ceilings and

restrictions on foreign exchange) (El-Erian and Fennell, 1997, El-Erian et al. 1996).

The aforementioned policies enhanced foreign investment and increased non-oil
exports. El-Erian and Fennell (1997), for instance, note that various Arabic countries
have renewed their access capabilities to international capital markets including Egypt,
Jordan, Lebanon, Morocco and Tunisia. Furthermore, many Arabian countries have
joined the World Trade Organization (WTO): Bahrain, Djibouti, Egypt, Jordan,
Kuwait, Mauritania, Morocco, Qatar, Saudi Arabia, Tunisia and United Arab Emirates.
Other countries have requested WTO membership: Algeria and Sudan (Alonso-Gamo

et al 1997b).

In addition, various Arabian countries have undertaken substantial financial sectoral
reforms to enhance the role of financial institutions and to improve the investment
climate (Alonso-Gamo et al., 1997b and El-Erian and Fennell, 1997). Such reforms,
for instance, prepared a number of Arabian countries for relatively high credit ratings

in 1997 (Table 2-7 shows the details).
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Table 2-7: Credit Ratings of Arabian countries for 1997*

Country Moody’s Standard & Poor’s
Bahrain Bal

Egypt Ba2 BBB-
Jordan Bl BB-
Kuwait Baal

Lebanon Bal BB-
Oman Baa2 BBB-
Qatar Baa2 BBB
Saudi Arabia Baa3

Tunisia Baa3

The UAE Baal

Source: Adapted from (Alonso-Gamo et al., 1997, p. 32).

A large number of Arabian countries have also embarked on comprehensive reforms of
their financial and banking sectors to promote savings and to obtain better allocation of
funds. Others also have or are considering taking steps to open their banking sectors
and stock markets to greater foreign participation. According to El-Erian and Fennell
(1997), the Arabian countries that have initiated comprehensive financial sector

reforms during the 1990s include Jordan, Lebanon, Morocco, Tunisia and Egypt.

To sum up, Arabia possesses valuable natural resources that have helped to enhance
living standards in these countries. However, many Arabian countries have suffered
from sluggish economic growth (a long with higher levels of population growth)
during the 1980s; this has forced the authorities to initiate economic reforms aimed at
promoting the adoption of a more market-oriented environment. The impact of these

reforms on various macroeconomic indicators is outlined in the next section.

* Moody’s ratings rank long-term foreign currency bonds and notes (from D, C, Ca, and Caa: default
rate; B and Ba: non-investment grade; and Baa, A, Aa, and Aaa: investment grade.) Intermediate
rankings range from 1 (highest) to 3 (lowest). S&P’s ratings rank long-term foreign currency credit
(from C to CCC+: default rate; B- to BB+: non-investment grade; and BBB- to AAA: investment

grade).
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2.4 The economic performance of Arabian countries during the 1990s

This section outlines various economic indicators that illustrate the performance of

Arabian countries during 1990s.

2.4.1 Economic growth in Arabian countries during the 1990s

The growth in economic performance of Arabian countries, as measured by real GDP,
has shown substantial improvement over the period 1992-99. During this period,
growth rate exceeded 4 percent per annum compared to around 2 percent during 1982-
91. However, while annual real GDP growth hit a high of around § percent in 1992, it
has slowed since then, nevertheless the growth gap compared to developing countries

has been narrowed (see table 2.8).

The economic growth of Arab oil countries has improved from about 1 percent over
the period 1982-91 to around 6 percent during 1992-99. The fastest growing
economies include those of Kuwait, Qatar and Emirates while the slowest include
those of Iraq, Saudi Arabia and Algeria. The real GDP of non-oil Arab countries has
grown from around 2 percent annually during the period 1982-91 to more than 5
percent over the period 1992-99. The fastest growing non-oil countries include
Lebanon, Egypt and Jordan while those experiencing the slowest growth include
Djibouti, Libya and Mauritania. The enhanced real GDP growth of these countries is
perhaps attributed to the economic reforms undertaken and the adoption of more

market-oriented policies in these countries.
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Table 2-8: Real GDP growth, annual percent change of Arabia over 1982-99 (US $, millions)

Real GDP 1982-91 1992 1993 1994 1995 1996 1997 1998 1999 1992-99
(Annual Percent Change) (Average)* Average*
Oil-exporter (Average)* 1 169 33 14 58 99 51 -71 95 5.6
Kuwait -6 835 208 33 7.1 17.0 -34-157 172 16.2
Qatar 2 11.1 -64 3.0 104 113 247 -92 189 8.0
Emirates 0 44 09 7.1 119 121 50 -60 10.1 5.7
Bahrain 2 29 95 70 51 43 41 26 71 47
Oman 8 98 03 34 68 107 37-106 104 43
Iraq 42 15 15 03 00 1.0 09 30 2.8
Saudi Arabia 1 44 38 14 64 106 37-124 84 2.3
Algeria 2 47 40 -157 -17 135 22 -L1 11 0.9
Libya 1 -30 -203 -140 11.8 13.8 72 -76 -0.5 -1.6
Non-oil Exporter (Average)* 2 44 13 4.6 12.0 59 71 34 23 5.1
Lebanon 3 246 359 215 214 169 144 88 20 18.2
Egypt 6 220 123 102 170 113123 94 76 12.8
Jordan s ms g4 oy 71 21 50 47 22 7.6
Tunisia 191 -57 170 153 87 35 59 38 6.3
Sudan 3 520 -3.0 77 580 -13.2 284 182 -80 4.5
Syria 2 52 47 114 84 359 56 34 48 3.9
Morocco 5 22 -58 132 87 111 -88 64 -12 32
Yemen .14 -108 -81 -7.7 121 210 96 13.0 1.1
Comoros 1 9 3 -5 -4 0 1 1
Djibouti 0 0 -4 3 -4 -4 1 1 1 -1
Mauritania 4 13 -186 74 50 35 -1.7 -86 -44 -2.0
Somalia -47.9

Arabian countries 2 78 00 17 79 93 39 -31 58 4.2
Industrial countries 2 1 1 2 2 2 3 2 2

Developing Countries 4 6 6 7 6 7 6 3 4

Middle East and North Africa 3 5 2 2 2 5 3 3 3 3

Source: Arab Monetary Fund, 2002 (www.amf.org.ae) for 1992-99 values of Arabian countries;
IMF, World Economic Outlook, May 2000 for other data (p. 203-212).

In terms of real GDP per capita, Arabian countries have not witnessed significant

changes over the last two decades, as shown in table 2.9. The lack of growth in per

capita GDP, especially in the oil exporting countries, is attributed mainly to the

negative consequences of the Gulf War in 1991 where countries in the region were

burdened with significant war expenses.
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Table 2-9: Per capita GDP for Arabian countries (US $), (figures for 1975 to 1990 adjusted using
1987 prices)

1975 1980 1985 1990 1995 1999
Qil-exporter (Average)* 12,057 11,825 7,950 9,074 9,158 9,686
UAE 29,200 29,900 20,000 18,250 17,755 17,745
Kuwait 24,400 18,400 11,400 8,610 13,553 13,160
Libya 10,500 13,200 6,900 7,758 5,772 5,859
Bahrain 10,000 7,300 9,004 10,103 9,956
Saudi Arabia 9,000 10,200 5,700 6,662 6,798 6,525
Oman 3,800 3,600 5,700 7,182 6,477 6,724
Iraq 5,200 6,600 3,600 4,145 3,834 3,674
Algeria 2,300 2,700 3,000 2,449 1,484 1,633
Qatar 17,609 16,642 21,898
Non-oil Exporter (Average)* 843 1,000 1,013 815 1,226 1,371
Jordan 1,200 2,100 2,200 1,159 1,517 1,524
Tunisia 1,000 1,200 1,300 1,520 2,013 2,201
Syria 1,000 1,200 1,100 1,147 1,171 1,044
Sudan 1,100 1,000 900 512 351 381
Morocco 600 800 800 1,055 1,216 1,197
Egypt 500 700 800 690 1,060 1,435
Mauritania 500 500 500 530 4062 365
Comoros 500 500 500 500 500
Djibouti .
Lebanon 1,124 3,656 4,676
Somalia 44
Yemen 682 318 383
All developing countries 600 700 700 800 900 1030
Arabian countries 6,450 6,413 4,481 4,532 4,983 5,309
Industrialized countries 12,600 14,200 15,500 17,600 19,300 19,300

Source: UNDP (1999), “Human Development Report” (for years 1975-85) and Arab Monetary Fund,

2002 (www.amf.org.ae) for other data. *For countries that have available data. (... = Not Available)

Concerning the composition of GDP, table 2.10 shows that the commodity sector
dominates the other economic sectors in all countries; comprising about half of the
total GDP of Arabian economies over 1990-99. The distributive sector accounted for

about 27 percent of total GDP and the services sector around 21 percent.
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Table 2-10: The composition of GDP in Arabian countries (Average 1990-99)"

(In per cent)

Commodity Distributive Services
Arabian countries (Average) 48.5 26.6 21.0
Arab Oil-exporter (Average) 51.3 23.7 24.5
Saudi Arabia 59.0 17.7 21.5
UAE 57.6 21.5 213
Algeria 56.4 22.9 12.6
Kuwait 48.7 19.6 31.9
Oman 50.1 20.6 28.4
Qatar 54.6 20.8 24.1
Bahrain 37.6 24.8 34.1
Iraq 47.3 41.7 21.4
Libya 50.7 24.0 25.3
Arab Non-oil Exporter (Average) 46.0 29.2 17.9
Egypt 46.5 30.6 17.0
Morocco 48.4 26.0 25.6
Tunisia 42.7 25.7 18.9
Syria 53.1 27.7 11.1
Lebanon 27.7 38.7 33.6
Sudan 46.3 36.4 15.3
Jordan 27.7 38.1 19.5
Yemen, Republic of 53.5 242 18.9
Mauritania 50.2 252 14.0
Djibouti
Comoros
Somalia 63.9 19.1 5.6

Source: Arab Monetary Fund, 2002 (www.amf.org.ae); ...

= Not available

2.4.2 External trade indicators of Arabian countries during the 1990s

Exports of Arabian countries have increased from about $135 billions in 1990 to more

than $155 billions in 1999 and averaged about $140 billions over this period (table

* The Commodity sector includes mainly agriculture, fuel, manufacturing and construction activities; the

Distribution sector includes mainly banking, insurance, finance, hotel and transport activities; and the

Services sector includes mainly government, other services activities and housing.
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2.12). The export of Arab oil countries comprised more than 85 percent of the total
exports over this period. The exports of Saudi Arabia and the United Arab Emirates in
particular comprised about 63 percent of the total oil-countries exports. In terms of
annual export growth, those of Algeria, Yemen and Qatar have grown annually at

more than 5 percent during 1990-99.

On the other hand, imports to Arabian countries increased from about $100 billion in
1990 to more than $140 billion in 1999 (table 2.12). Imports of Arab oil countries
comprise about 70 percent of total Arabian imports. In particular, the imports to Saudi
Arabia and the United Arab Emirates comprise around 60 percent of imports of Arab-
oil countries while the imports of Egypt comprises around one third of those of the
non-oil countries. In terms of annual growth, import to the United Arab Emirates has

grown noticeably over the last decade.

Overall, the trade balance for Arabian countries decreased from around $ 36 billion in
1990 to around $ 14 billion in 1999. As to be expected, the trade balances of Arab oil
countries are in surplus, while those of the non-oil countries have experienced deficits

over the last decade (table 2.13).
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Table 2-11: Exports of Arabian countries, 1990-99
(Millions of US dollars)

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 Average* Average
1990-99 Annual growth

Arabian countries (Total)* 136,290 119,620 130,710 121,380 127,590 145,290 168,530 169,060 132,320 156,420 140,720 2
Arab Oil-exporter * 120,380 103,420 115,570 106,910 111,150 125,850 147,620 147,820 110,430 132,710 122150 1
Saudi Arabia 37 46 44 40 38 40 41 41 35 37 40 0
UAE 18 22 21 22 25 23 23 23 28 27 23 6
Algeria 9 9 10 9 8 8 9 9 10 7 9 2
Kuwait 6 1 6 10 10 10 10 10 9 9 8 6
Libya 11 10 9 7 8 7 7 6 6 6 ] -5
Bahrain 3 3 3 3 3 3 3 3 3 3 3 0
Oman 5 5 5 5 5 s 5 5 5 5 5 0
Qatar 3 3 3 3 3 3 3 3 5 5 3 7
Iraq 9 0 1 0 0 0 2
Arab Non-Oil-exporter* 15,910 16,200 15,140 14,470 16,440 19,440 20,910 21,240 21,890 23,710 18,540 5
Tunisia 22 23 26 26 28 28 26 26 26 25 26 2
Morocco 27 26 26 26 24 24 23 22 33 31 26 2
Syria 15 10 8 8 7 7 5 5 3 3 7 9
Egypt 16 22 20 22 21 18 17 18 15 15 18 -1
Yemen, Republic of 4 2 1 1 1 4 9 12 7 10 6 17
Jordan 7 7 8 9 9 9 9 9 8 8 8 2
Lebanon 3 3 4 3 3 4 5 3 3 3 4 0
Mauritania 3 3 3 3 3 3 3 2 3 2 3 4
Sudan 2 2 2 3 3 3 3 3 3 3 3 6
Somalia 1 1 1 1
Djibouti
Comoros
Source: Arab Monetary Fund, 2002 (www.amf.org.ae). *For countries that have available data; ... = Not
Available
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Table 2-12: Imports of Arabian countries, 1990-99
(Millions of US dollars)

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 Average* Average
1990-99 Annual growth
Arabian countries (Total)* 100,600 101,910 115,470 110,080 110,070 127,220 134,110 136,220 149,130 142,450 122,730 5
Arab Oil-exporter * 69,720 71,980 81,910 79,320 76,490 86,310 88,070 90,380 97,480 92,450 83,410 4
Saudi Arabia 35 40 41 36 31 33 32 32 31 30 34 -2
UAE 17 19 21 25 30 27 29 29 31 35 26 12
Algeria 14 9 10 11 13 12 10 10 10 10 11 -3
Kuwait 6 7 9 9 9 9 10 9 9 8 8 4
Libya 11 11 6 7 5 6 6 6 6 5 7 -6
Bahrain 5 6 5 5 5 4 5 4 4 4 5 -2
Oman 4 4 5 5 5 5 5 6 6 5 5 3
Qatar 2 2 2 2 3 4 3 4 3 3 3 6
Iraq 7 1 1 1 1 1 2
Arab Non-Oil-exporter* 30,880 29,930 33,560 30,760 33,580 40,910 46,040 45,840 51,650 50,000 39,315 7
Tunisia 18 17 19 20 20 19 17 17 16 17 18 -1
Morocco 22 23 22 22 21 21 18 17 20 22 21 0
Syria 5 4 4 5 6 4 3 2 2 2 4 -7
Egypt 30 26 25 27 29 29 28 29 32 32 29 1
Yemen, Republic of 4 4 3 3 1 2 3 4 4 4 3 0
Jordan 8 8 10 12 10 9 9 9 7 7 9 -1
Lebanon 8 13 12 7 8 12 16 16 14 12 12 6
Mauritania 1 2 2 2 2 2 1 1 1 1 1 0
Sudan 2 3 2 3 3 3 3 3 4 3 3 6
Somalia 1 1 1 1
Djibouti
Comoros

Source: Arab Monetary Fund, 2002 (www.amf.org.ae).

Not Available)
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Table 2-13: Balance of trade of Arabian countries, 1990-99

(in millions of US dollars)

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 Average*
1990-99
Arabian countries (Total)* 35680 17,690 15,230 11,290 17,520 18,080 34,430 32,840 -16,820 13,960 17,990
Arab Oil-exporter * 50,640 31,440 33,640 27,580 34,650 39,550 59,550 57,440 12,960 40,260 38,770
Saudi Arabia 20,350 18,610 17,010 14,190 19,250 21,950 32,960 31,990 8,810 20450 20,560
UAE 10,080 8830 6840 4,030 4,700 5850 7,760 7,400 550 3,380 5,940
Algeria 1,160 2,590 2,580 1,340  -980 360 3,490 5070 1,020  -240 1,640
Kuwait 2990 3,620  -710 3,230 4580 5050 6570 6,040 1,000 4,660 2,980
Libya 5650 2,400 5,100 2,380 4,510 4220 4,610 3,450 380 4,220 3,690
Bahrain 50  -600  -800  -130  -130 400 430 360 -300 500 20
Oman 283 1,680 1,79 1250 1,630 1,820 2760 2,600  -170 2,560 1,870
Qutar 1950 149 1,830 1,350 1,220 80 960 530 1,670 4,710 1,580
Iraq 5,590 60 10 60 -110  -190 880
Arab Non-Oil-exporter* 14,960 -13,740 -18,420 -16,300 -17,140 21470 25120 -24,600 -29,780 -26,300  -20780
Tunisia -1,980 1,400 -2,420 -2,400 -1930 2,420 2,190 -2,390 -2,600 -2,580 -2230
Morocco 2,690 -2,580 -3,380 -2,960 -3200 -3820 -3510 -3200 -3,130 -3430 -3190
Syria 1,050 300  -160  -370  -650  -240 -390 30 230 -80 -80
Egypt 6,600 -4,140 -5250 -5100 6,110 -8310 -9,500 -9,330 -13,330 -12,460 -8010
Yemen, Republic of 760 =720 890 670 -250 150 470 490 670 380 -250
Jordan -1,540 1,380 -2,040 -2,290 -1960 -1,930 -2,480 -2270 -2,030  -1,880 -1980
Lebanon 2,030 -3,200 -3,530 -1,820 -2,280 -4,180 -6,560 -6,820 -6,410  -5,530 -4240
Mauritania 80 40 150 -150  -120 70 -80 -80 -60 -70 -70
Sudan 240 -590  -500  -530  -640 630  -880  -990 -1330  -630 -700
Somalia -250 90  -100 -150
Djibouti
Comoros
Source: Arab Monetary Fund, 2002 (www.amf.org.ae). *For countries that have available data. ... = Not
Available

2.4.3 Inflation in Arabian countries during the 1990s

Inflation rates in the Arabia, as measured by changes in the consumer price index,

witnessed favourable improvement during the 1990s, especially in comparison with
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the high levels experienced during the 1980s (table 2.14). Inflation averaged about 8
percent during 1992-98 compared to 12 percent during 1982-91. The lower levels of
inflation are similar to those experienced in other developing countries over the same
period. Despite the decline in general inflation rates, some Arabian economies still
suffer from relatively high rates of inflation (i.e., Algeria, Yemen, Sudan and
Lebanon). The ability of various Arabian countries to reduce their inflation rates over
the last decade is perhaps indicative of their adoption of more appropriate macro

economic policies and the gradual structural reforms that have taken place.
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Table 2-14: The rates of inflation in Arabian countries over 1987-99 (percent)

Consumer Prices 1982-91 1989 1992 1995 1998 1992-98
(Annual Percent Change) (Average) Average*
Arab Oil-exporter (Average)* 5 4 5 4 2 4
Oman 2 3 1 -1 -1 0
Saudi Arabia 1 0 5 0 2
Bahrain 1 2 3 0 2
Kuwait 4 3 -1 3 1 1
Qatar 3 4 3 3 3 3
UAE 4 7 6 5 2 4
Libya 8 . 18 11 7 12
Algeria 11 10 6 6
Iraq

Arab Non-Oil (Average)* 19 23 1 6 d 12
Djibouti 5 3 5 2 4
Jordan 7 6 4 2 5 4
Morocco 7 4 6 6 3 4
Comoros 3 1 7 1 6
Syria 22 60 3 1 0 6
Mauritania 8 4 10 7 8 7
Egypt 18 13 21 9 5 10
Lebanon 80 50 40 11 5 24
Yemen, Republic of 11 44
Sudan

Somalia

Arabian countries (Average)* 12 13 8 5 3 8
Developing Countries 10 62 10 10 6 8
Middle East and North Africa 14.6 21.9 18 24.5 9.3 15.7

Source: Arab Monetary fund (2002) (www.amf.org.ae) for Arabian countries over 1992-98; Zeinelabdin
(1990) for data prior to 1992. *For countries that have available data. (... = Not Available).
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2.4.4 External debt and reserves of the Arabian countries during the 1990s

The external debt of the Arabian countries has averaged about $130 billions over
1990-98, with insignificant changes during this period (table 2.15). The debt of non-oil
Arabian countries accounts for around 77% of the total debt over the whole period.

The most indebted countries include Egypt, Morocco, Algeria and Syria.

Despite insignificant changes in the absolute figures of the external debt, the external
debt as a percent of GDP (Table 2.16) has witnessed noticeable falls especially for the
non-oil countries; it fell from about 6.7 percent to 5.7 percent over the period 1990-98.
As a percent of GDP, the most indebted countries include those of Jordan, Mauritania,

Morocco and Algeria.
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Table 2-15: External debt of Arabian countries (US$, millions)

1990

1991 1992 1993 1994 1995 1996 1997 1998  1990-98
Average*
Total
Arabian
countries* 127,293 128,048 125,504 125,068 133,493 140,354 137,871 128,361 132,031 130,891
0il-
exporter
(Totah)* 28,816 28,443 27,829 27,162 30,786 33,679 33,708 31,277 30,697 30,266
Iraq
Algeria 26416 25969 25489 24847 28178 31042 31062 28710 28469 27,798
UAE
Qatar
Kuwait
Libya
Oman 2400 2474 2340 2315 2608 2637 2646 2567 2228 2,468
Bahrain
Saudi
Arabia
countries
Non-Qil-
exporter
(Totah)* 98,477 99,605 97,675 97,906 102,707 106,675 104,163 97,084 101,334 100625
Egypt 28,372 29,317 28,348 28,303 30,189 30,792 28,810 26,804 27,670 28,734
Syria 14,917 16,353 15,913 16,235 16,540 16,757 16,698 16,254 16,328 16,222
Morocco 23,101 20,792 21,030 20,680 21,530 22,085 21,134 18,978 19,325 20,962
Sudan 9,155 9,220 8,984 8,994 9,400 9,779 9,369 8,998 9,226 9,236
Tunisia 6,662 7,109 7,201 7415 8,002 9,118 9,463 9,426 9,727 8,236
Jordan 7,043 7,458 6,922 6,770 6,883 7,023 7,091 6,960 7,388 7,060
Somalia 1,926 1,945 1,898 1,897 1,935 1,961 1,918 1,853 1,886 1,913
Yemen,
Republic of 5,154 5,256 5,253 5,341 5,460 5,528 5,622 3,418 3,590 4,958
Lebanon 358 336 301 368 778 1,551 1,933 2,353 3,980 1,329
Mauritania 1,789 1,819 1,825 1,903 1,990 2,081 2,125 2,040 2214 1,976
Djibouti
Comoros

Source: Arab Monetary Fund, 2002 (www.amf.org.ae). *For countries that have available data. (... =
Not Available).
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Table 2-16: External debt of Arabia as a % of GDP

1990 1991 1992 1993 1994 1995 1996 1997 1998  1990-98
Average*

Arabian
countries*/
Average 6.71 6.30 6.01 6.52 5.56 5.21 5.35 5.26 5.00 5717
Oil-
exporter
(Avg)* 9.95 12.29 11.25 11.03 7.81 6.47 6.57 5.50 6.85 8.63
Iraq
Algeria 13.80 19.70 18.54 17.40 11.55 9.55 8.43 8.28 9.69 12.99
UAE
Qatar
Kuwait
Libya
Oman 6.11 4.87 3.96 4.67 4.06 3.38 4.71 2.72 4.00 427
Bahrain
Saudi
Arabia
countries
Non-Oil-
exporter
(Avg)* 6.06 5.10 4.97 5.52 5.06 4.93 5.08 5.20 4.58 517
Egypt 7.01 6.70 5.19 3.93 3.60 3.40 277 2.08 1.87 4.06
Syria 8.57 3.06 1.57 1.26 1.49 0.93 0.70 2.56 1.08 2.36
Morocco 5.66 7.63 1292 11.52 11.39 10.92 8.88 9.21 7.60 9.52
Sudan 0.19 0.18 0.43 0.30 0.05 0.18 0.00 0.00 0.02 0.15
Tunisia 9.91 8.69 7.83 8.36 8.62 7.58 6.76 6.66 6.22 7.85
Jordan 13.63 14.83 12.69 9.10 7.95 8.36 14.16 11.83 11.33 11.54
Somalia 1.85 0.00 0.00 0.62
Yemen,
Republic of 1.23 231 1.60 1.72 1.53 1.86 1.44 1.30 1.97 1.66
Lebanon 1.36 1.06 1.17 0.90 1.33 1.42 1.66 4.05 1.58 1.61
Mauritania 11.24 6.52 6.26 12.61 9.55 9.67 9.34 9.14 9.58 9.32
Djibouti
Comoros

Source: Arab Monetary Fund, 2002 (www.amf.org.ae). *For countries that have available data. (... =
Not Available).

While total external indebtedness remained at a similar level throughout the 1990s,

Arabian countries reserves have witnessed an increase over the last 10 years, especially
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the non-oil countries (table 2.18). The non-oil Arab countries reserves increased from
about $7.7 billion in 1990 to more than $36 billion by 1999. On the other hand, the
reserves of Arab oil countries increased from about $28 billion in 1990 to reach around
$48 billion by the end of the decade. This increase, in the reserves of Arab oil
countries, came mainly from the recovery that followed the Gulf War. In particular, the
total reserves of Saudi Arabia and Bahrain comprise more than 50 percent of the total
Arab-oil countries reserves, while those of Egypt comprise more than 50% of those of
non-oil countries. The Arabian countries that have witnessed a significant increase in

their reserves over the last decade include the United Arab Emirates and Lebanon.
To conclude, the fall in external indebtedness as a percentage of GDP over the last

decade, in addition to increases in external reserves, reflects the adoption of more

prudential fiscal policies in various Arabian countries.
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Table 2-17: Monetary reserves (excluding Gold) of Arabian countries 1990-99

Country (% of total) 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 Avg. 1990-99
Oil-countries (US $, mil.)  28,21031,47026,990 25,330 26,430 30,440 40,240 46,080 44,660 47,910 34,780
Saudi Arabia 41 37 22 29 28 28 36 32 32 35 33
Emirates 16 17 21 24 25 25 20 18 21 23 21
Libya 20 18 18 13 13 19 17 16 15 13 16
Kuwait 7 11 19 17 13 12 9 7 9 10 11
Algeria 3 5 5 6 10 7 11 17 15 9 10
Oman 6 5 7 4 4 3 3 2 3

Bahrain 4 5 5 5 4 3 3 3 3

Qatar 2 2 3 3 3 2 2 2 3 3 2
Iraq . . . . e e

Non-oil countries (US$, mil.) 7,720 12,690 18,63021,26025,16029,190 32,760 35,420 35,240 36,180 25,440
Egypt 35 42 59 61 54 55 53 53 51 40 51
Lebanon 9 10 8 11 15 16 18 17 19 21 16
Morocco 27 24 19 17 17 12 12 11 13 16 15
Tunisia 10 S 5 4 é é 6 6 5 6 6
Syria 2 5 3 3 4 7 5 5 5 6 5
Jordan 11 7 4 3 2 1 2 5 3 6 4
Yemen 5 5 2 1 1 2 3 3 3 4 3
Mauritania 1 1 0 0 0 0 0 1 1 1 0
Sudan 0 0 0 0 0 1 0 0 0 0 0
Somalia 0 0
Total (US$, mil) 35,93044,16045,61046,590 51,590 59,630 73,010 81,500 79,910 84,090 60,210

Sources: Arab Monetary Fund, 2002 (www.amf.org.ae); *For countries that have available data. (... =
Not Available).

2.4.5 Investment indicators for Arabian countries during the 1990s

Fry (1988, pp. 131) indicates that the proportion of GNP allocated to capital formation
should enhance economic growth as the bulk of domestic investment is usually

provided from national savings.
The domestic investment in Arabia as a percent of GDP has increased but shown some

volatility over 1995-99. The domestic investment as a percent of GDP in oil countries

ranged from about 17 percent in 1996 to about 22 percent in 1998. The domestic
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investment in non-oil countries has stayed at a level of over 20 percent over the same
period (see table 2.19). The countries that enjoyed high rates of domestic investment
include Lebanon, Jordan, Syria, Tunisia and Algeria. These investment rates along

with their improved growth over the last decade should have enhanced economic

performance.

Regarding foreign investment, the available indicators suggest that there was an
increase in foreign direct investment to oil and non-oil Arabian countries during the
1990s. Table 2.20 shows that foreign investment almost tripled between 1982-98 in
non-oil exporting countries. Unfortunately, there is only limited information about
foreign direct investment to oil-exporting Arabian countries. Based on available data,

the top non-oil countries acquiring external investment are those of Egypt, Morocco,

Tunisia and Jordan.

Bringing together the aforementioned indicators, many Arabian countries improved
their economic stance during the 1990s, although there remain substantial differences
across individual economies. The real GDP grew at around 4 percent annually over
1992-99 compared to 2 percent during 1982-91. Inflation rates were significantly
reduced in many countries. External debt as a percent of GDP fell and the reserves,
especially of non-oil exporting countries were significantly enhanced. Domestic and
foreign investments within the Arab region have also improved. On the other hand,
despite the improvement in trade balance of various Arabian countries; many non-oil

countries are still suffering from substantial trade deficits.

Over the last twenty years or so, various initiatives have been implemented aimed at
creating trading blocs in various regions of the Arab world. These initiatives are aimed
at generating economic integration and therefore facilitating trade. These have already
been referred to earlier in table 2.1. The following section briefly discusses the most

important trading bloc in the Arab world, the Gulf Co-operation Council (GCC).
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Table 2-18: Gross domestic investment of Arabian countries as % of GDP

1995 1996 1997 1998 1999  1995-99
Average*

Oil-exporter (Average)* 20 17 16 22 21 19
Algeria 32 25 24 27 27 27
Saudi Arabia 21 18 20 21 20
Egypt, Arab Rep. 17 17 18 22 23 19
Kuwait 15 15 14 16 12 15
Bahrain 13 9 6 10
Iraq
Libya
Oman
Qatar
UAE
Non-oil Exporter (Average)* 23 22 22 25 24 23
Lebanon 33 30 27 28 29
Jordan 34 32 27 25 27 29
Syria 27 26 29 30 30 28
Tunisia 25 25 27 28 28 26
Yemen, Rep. 22 22 21 29 21 23
Morocco 21 20 21 23 23 21
Comoros 20 19 21 20 19 20
Mauritania 19 19 18 20 22 20
Djibouti 9 9 10 9
Somalia
Sudan
All Arabian countries (Average)* 22 20 20 24 23 22
Middle East & North Africa 24 21 21 22 22
World 22 22 22 22

Source: World Bank (2000); *for countries that have available data. (... = Not Available).
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Table 2-19: Foreign direct investment in Arabian countries (US$, millions)

Annual average 1995-98
1982-87 1987-92 1995 1996 1997 1998  Average*
Oil-exporter (Total)* 16 15 6 24 3 9 8
Kuwait 0 0 1 19 1 3 5
Oman 11 6 5 4 2 5 3
Algeria -1 1 0 0 0
Bahrain 3 3
Iraq 0 0
Libya -12 3
Qatar 0 1
Saudi Arabia 11 -2
UAE 3 3
Non-oil Exporter (Totah* 84 86 93 76 97 142 92
Egypt, Arab Rep. 62 47 62 35 30 54 37
Morocco 3 12 10 20 37 16 21
Tunisia 12 9 28 13 11 33 17
Jordan 3 1 1 1 12 16 8
Yemen, Rep. 1 12 23 3 5 11 7
Sudan 0 0 0 3 19 5
Lebanon 0 0 4 4 5 10 5
Syria 1 4 10 5 3 4 4
Mauritania 0 0 1 0 0 0 0
Djibouti 0 0 0 0 0
Comoros 0 0 0 0 0 0 0
Somalia 1 0 0 0 0 0
Total Arabian countries 1,300 1,700 960 1,800 2,950 1,980 2,170
Middle East & North Africa 200 3,600 5,900 5,000 3,700

World Bank (2000) *for countries that have available data. (... = Not Available).

2.5 The Gulf Cooperation Council (GCC)"

This section outlines the main objectives and achievements of the Gulf Cooperation

Council (GCC) over the last two decades, as two of the four countries under our study

(Saudi Arabia and Bahrain) belong to this bloc.

* The information in this section is adapted from publications of the Secretariat of the GCC Council

(2002).
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The GCC was founded in 1981 and includes six Arab countries: Bahrain, Kuwait,
Oman, Qatar, Saudi Arabia and the United Arab Emirates. It aims to coordinate,
integrate and inter-connect various policies among its member states. These include
adopting similar regulations in various fields such as economy, finance, trade,
customs, legislation and fostering technical progress among member states. The GCC
council also works to coordinate the oil policies by adopting unified policy in the
international markets, as the reserves of the GCC states comprise around 45% and 14%

of the total world reserves of oil and gas, respectively.

In the economic area, the council signed the ‘Unified Economic Agreement’ in 1981
aiming at unifying various economic policies relating to agriculture, industry and other
important economic areas. In addition, the GCC council approved, in 1999, a timetable
to set up a customs union by 2005. The customs union plans to unify custom tariffs,
abolish customs barriers among GCC States and exempt national products from
customs duties. Other objectives include coordinating export and import policies and
creating a collective negotiating position. Consistent with these objectives, the GCC

Member States have set up a free trade zone among themselves since 1983.

In the investment area, the GCC council operates to reach a common investment policy
that directs domestic and foreign investments, and to initiate joint investment among
member countries. In this field, the GCC established the Gulf Investment Corporation
in 1982. In terms of joint investment, the GCC set up the Gulf Investment Corporation
in Kuwait, the Standardization and Metrology Organisation for GCC in Riyadh, the
Technical Telecommunication Bureau in Bahrain, the Commercial Arbitration Centre
for GCC in Bahrain, the Regional Committee for Electrical Energy Systems registered

in Qatar, and the Electricity Grids Linking Commission in Saudi Arabia.

In the monetary area, the GCC council seeks to unify banking and monetary
regulations, as well as to boost coordination between monetary agencies among
member countries. A major accomplishment in this regard is the decision taken in

1997 permitting national banks to open branches in GCC Member States. This
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decision has helped facilitation cross-border experience by Gulf banks. The GCC also
established the Gulf National ATM Network, and approved the Centrality of Risks
Law, the Efficiency of Capital and Risks of Assets Law, and the Credit Concentration
in GCC Banks Law. Furthermore, the GCC states agreed to collectively participate in
the meetings of the Basle Committee and international conferences of banks, as well as
to coordinate their participation in meetings of the International Monetary Fund and
the World Bank. Furthermore, the GCC council approved a timetable for the monetary
union to adopt the US$ as a common peg for their currencies before the end of 2002. It
also undertook steps to reach an agreement before the end of 2005 on the standards of
economic performance that would be necessary to ensure the success of the monetary
union, so that a single currency could be launched by the year 2010 (similar in many

ways to EMU and the introduction of euro in Europe).

2.6 Economies of Jordan, Egypt, Saudi Arabia and Bahrain

So far this chapter has provided an overview of the socio-economic features of the
Arab world. However, the main empirical focus of this thesis is to investigate the
efficiency of banks operating in four countries: Jordan, Egypt, Saudi Arabia and
Bahrain. As such, it is important that we provide an overview of the economies of
these countries. Jordan and Egypt belong to Arab Mashreq and they are non-oil
exporting countries. The other two are members of the Arab Gulf Council and are oil-
exporting. The four countries can be considered emerging economies because they
have experienced efforts to enhance and upgrade their economic performance, similar
to those of the world's developed nations. These countries have gone to considerable
lengths to make their economies strong, more open to international investors and more

competitive in global markets.

These countries, in particular, were selected for various reasons. Apart from Jordan,
the banking systems in the countries under study are the largest in the Arab region. In
addition, the banking systems operating in some Arabian countries such as Iraq, Libya

and Syria are primarily government banking systems. Furthermore, the banking
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systems in Comoros, Djibouti and Somalia are substantially underdeveloped.
Moreover, the banking systems in Kuwait and Lebanon have undergone extreme
economic conditions as a result of wars during the 1990s and so, we believe, are less
amenable to study. Finally, the lack of relevant information about banking systems in

other Arab countries is the main reason for excluding them from detailed empirical

study in this thesis.

This part of the chapter discusses the economic features of these countries (Jordan,
Egypt, Saudi Arabia and Bahrain). The aim is to link the economic situation in these
countries with the changes in financial trends (i.e., their impact on banking sector
efficiency) that will be discussed later on. Initially, we review various socio-economic
features such as demographic, human development and other indicators and then

examine various economic reforms undertaken and evaluate their impact on the

respective countries.

2.6.1 Demographic characteristics of Jordan, Egypt, Saudi Arabia and Bahrain

Jordan, Egypt, Saudi Arabia and Bahrain differ widely in terms of their socio-
economic make-up. Table 2.20 shows some of these differences. Bahrain is the
smallest in terms of both the country’s area and population but is the most developed
in terms of GDP per capita. At the opposite end of the scale 1s Egypt, with a population
larger than any other Arabian country but with GDP per capita around US$ 1,010 over
1990-99. Both Saudi Arabia and Bahrain are oil-exporting countries and their people

enjoy relatively high living standards, while those in Jordan and Egypt are

considerably less prosperous.
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Table 2-20: General indicators for Jordan, Egypt, Saudi Arabia and Bahrain

Indicators Jordan Egypt A?-lei?; Bahrain
Area (000, Sq. Km) 90 1000 2150 1
Population (millions) /1999 5 60 20 1
Population density (persons/sq. km)/1998 50 60 10 900
Population growth (Average 1995-99) 12 7 13 15
Human poverty (% of population)/mid 1997 10 30 10
Life expectancy at birth 70 65 70 70
Adult Literacy % 85 55 75 85
Human development rank Medium Medium Medium High
GDP per capita (US$, average 1990-99) 1,410 1,010 6,880 9,700
Rates of Inflation (consumer prices,

annual % change) (Average 1992-98) 4 10 1 1
Unemployment Rate, Average 1992-99 16 9 15

Source: Adapted from tables 2.3 to 2.6

Historically, Jordan’s population has experienced three sharp increases due to
immigration resulting from Middle East wars. Following the 1948 and 1967 wars,
about 700,000 people moved from Palestine to Jordan and after the Gulf War in 1990,
about 400,000 Palestinians left Kuwait to Jordan (Mohammed, 1994). Such events
contributed largely to the high levels of unemployment experienced in this country,

especially during the 1990s.

Alternatively, Egypt is a non-oil country and has the largest population in the Arabian
World. This country has experienced high levels of poverty, illiteracy and
unemployment despite the conducted structural reforms undertaken to mitigate the

impacts of such factors over the last decade.

The population of Saudi Arabia has experienced substantial growth at around 3.5% per
annum during the 1990s. This high growth rate makes around 50% of Saudi’s
population under the age of 18. While recent unemployment data are unavailable,
Saudi Arabia expects serious pressures for job creation in the long run. In response, the

Saudi government has pursued a programme of "Saudiization” whereby private
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companies are to increase the percentage of Saudi Arabian employees among their

workforce by 5% per annum (US Embassy Riyadh, 2001).

In Bahrain, non-Bahrainis constitute about 35 percent of the population. Bahrain’s
government reported that unemployment was 2.35 percent in 1999 but the United
Nations Development Programme (UNDP) estimates unemployment to be over 15
percent. Referring to the report of the World Trade Organisation (2000), Bahrain’s
authorities launched in early 1996 a Bahrainization policy that defines the percent of
Bahraini employees to be employed by firms of varying sizes across varying sectors of

economy.

The human development indicators shown in Table 2.20 illustrate other significant
differences between the four countries. While Jordan and Bahrain have the lowest
illiteracy ratios (at about 15 percent), Egypt has the highest illiteracy rate, affecting
slightly less than half of its population. Poverty in both Bahrain and Jordan affects
somewhere around 10 percent of the population, compared with around 33% in Egypt
although there is little evidence of such hardship in Saudi Arabia. Whilst inflation has
not been an economic problem in Saudi Arabia and Bahrain over the last decade,
inflation rates are still relatively high in Egypt, averaging around 10 percent over the

last decade.

In general, the people of Arab oil countries (Saudi Arabia and Bahrain) enjoy
relatively high standards of living while those of the non-oil countries (Jordan and
Egypt) have much lower living standards, as clear by various economic and social
indicators (not least by the much lower per capita GDP levels experienced in these

countries).

2.6.2 Economic reforms in Jordan, Egypt, Saudi Arabia and Bahrain

This section reviews the economic reforms undertaken in the countries under study
over the last decade. The impact of these reforms on various macroeconomic

indicators will be examined in the following section.
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2.6.2.1 Jordan

Jordan’s was established in 1921 on the East Bank of the Jordan River. It is defined by
the UNDP (1999) as a middle-income country with a per capita GDP of about $ 1,400
over 1990-99. It has a small, open and mixed economy where the government
performs a key role in basic economic activities (i.e., transportation, communications,
electricity, large scale manufacturing, and the tourism sector). The size of the public
sector in Jordan is large in relation to the level of domestic economic activity.
According to the report of Bureau of Economic and Business Affairs — Jordan (1998),
Jordan’s government remains the country's largest single employer; for instance, its

expenditure accounted for about 37% of GDP in 1999.

Historically, Jordan’s economic performance was robust during the 1970s to the mid-
1980s. Domestic prices were generally stable, with inflation averaging 5 percent until
the mid-1980s. McDermott (1996) notes that real GDP rose by 9.5 percent a year
between 1976 and 1980, and investment averaged 35 percent of GDP. However, the
economic performance slowed since the mid 1980s and Jordan’s government started to
face imbalances between economic growth and population growth. Over this period,
the flow of foreign grants from Arabian countries, and inflows of workers’ remittances
started to decline after a fall in oil prices. By the mid-1980s, Jordan’s debt service
reached 45 percent of exports and the country’s fiscal deficit (excluding foreign grants)
increased to 20 percent of GDP (ibid.). During the 1988-90, the cost of living index
rose by 56%, the domestic currency lost 51% of its value against the dollar and the
country’s reserves declined sharply. The growth in budget deficits forced the

authorities to borrow from domestic and foreign banks.

In addition to the aforementioned problems, Jordan’s economic performance was
impeded by its limited resources as well as by policy-induced structural weaknesses in
various sectors. Jordan’s trade regime was characterised by high tariff and non-tariff
barriers and by institutional inefficiencies that severely hindered its exports and
delayed the performance of the industrial sector (Alonso-Gamo et al., 1997a).

Maciejewski and Mansur (1996) indicate that the Jordan budget was affected by high
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military expenditures and extensive subsidy programmes (including those on basic
foods, energy, agricultural production and transportation). In the agriculture sector,
subsidized water and the support of producer’s prices contributed to an inefficient use
of resources. The energy sector also suffered from inadequate pricing policies for oil

products and electricity.

To face the pressing social needs, Jordan’s government initiated various economic
reforms in the 1990s onwards aimed at hastening economic growth, reducing
unemployment, enhancing financial stability and promoting the role of the private
sector in the process of economic development (Bureau of Economic and Business
Affairs - Jordan, 1998). Over the 1991-92 period, many economic indicators improved,
inflation fell to 3.5 percent averaging less than 5 percent during 1989-94. The fiscal
deficit (excluding foreign grants) declined from about 18 percent of GDP in 1991 to
less than 4 percent in 1992 (Maciejewski and Mansur, 1996). These improvements
were associated with a revival in investment (from 22 percent in 1989 to 29 percent in

1994) and real GDP grew by more than 7 percent a year (McDermott, 1996).

However, the decision of the Arab Gulf States to limit economic ties with Jordan after
the Gulf War in 1991/92 deprived it of the remittances of Jordanian workers in the
Gulf, traditional export markets, a secure supply of oil and substantial foreign aid
revenues. Moreover, absorbing up to 300,000 returnees from the Gulf countries
exacerbated unemployment and strained the government’s ability to provide essential
services. Maciejewski and Mansur (1996) indicate that various structural measures
were introduced, after the Gulf crisis in 1991, including tariff reforms, interest rate

liberalisation and the introduction of flexible exchange rate policies.

As part of its public sector reforms, Jordan’s government sold a large part of its shares
in the company of Jordan Hotels and Tourism and completed the commercialisation of
the Alia Gateway Hotels and duty-free shops at Amman International Airport in 1992.
According to IMF reports (1996 & 2000), Jordan’s real GDP grew by 16 percent in
1992 but the growth momentum slowed to 6 percent a year during 1993-95. In
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addition, inflation fell to 4-5 percent during this period, unemployment declined to 12-
15 percent from about 25 percent in 1990, despite a high labour force growth.
However, the economic performance during the period 1996-98 deteriorated. While
the country maintained low inflation and started to build up its official foreign

exchange reserves, the real GDP growth slowed to about 1%.

In 1998, Jordan’s government reactivated its privatisation programme commenced in
the early 1990s by selling parts of the Jordan Cement Factories Company and the
Jordan Telecommunications Company to foreign investors. The Aqaba Railway
Corporation was leased to an American consortium, and Jordan's first independent
power project (IPP) was awarded to a Belgian firm(US Commercial Service-Jordan,
2001). In addition, the government sought a strategic foreign partner for 49% of Royal
Jordanian (RJ) Airline's. Agaba, a major Jordanian city, was designated as a Special
Economic Zone (SEZ). Apart from the mining sector (Phosphate and Potash), Jordan’s

authorities plan to privatise most of remaining government-owned enterprises.

In 1999, Jordan’s authorities introduced a further series of structural reforms (see table
2-21 for details). In the fiscal area, income tax reforms were introduced including the
simplification of personal income tax, treatment of dividends and interest income and
offering more investment incentives. Jordan also became a member of the WTO and as
part of the membership process, several reforms in legislation were undertaken to
harmonise the general sale tax (GST) on domestic and imported goods along with
amendments to customs law (International Monetary Fund, Jordan, 2000). These
reforms aimed at motivating foreign and private investment. The authorities also
modified Investment Law in 2000, to allow equal treatment for foreign and local
investors. Both Jordanian and foreign investors are permitted to invest in trade,
services and industrial projects in the free zones. Investment incentives take the form
of income tax and custom-duties exemptions, both of which are granted to Jordanian
and foreign investors. The ceiling on all duties was brought down to 30% as of March
2000, with a 10% ceiling on materials used as industrial inputs (US Commercial

Service-Jordan, 2001).
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Referring to the report by US Commercial Service-Jordan (2001), Jordan’s authorities
have undertaken further steps to encourage investment in less-developed areas. These
include dividing the country into three development areas: zones A, B and C.
Investments in Zone C, the least developed areas of Jordan, receive the highest tax and
custom duties exemptions. Here profits are exempt from income and services taxes for
a period of 12 years and the goods imported to and/or exported from free zones are

exempt from import taxes and custom duties.

Table 2-21: Major economic reforms in Jordan over the last decade

Date The Event

1993 The Jordanian government signed an agreement with the IMF for an investment plan of $7.8
billion that relied on the Jordanian private sector to contribute between 61 percent and 67
percent of the required funding throughout the five-year period {993-1997. The alm Was
enhance domestic investment and the role of the private sector in the process of economic
growth.

1994 The government enacted a general sales tax to replace a previously imposed consumption tax.
The tax applies to all durable and consumer goods except food staples and health care and
education-related products.

1996 Three main tariff reductions occurred as: the tariff on commodities between 5 and 50%; the
tariffs on tobacco and alcohol between 60 and 120%; and on automobiles between 70 and
200%. The aim is to give more incentives for foreign investment.

1996 The government left importing basic foodstuffs (such as cereals, sugar, milk and frozen meat).
The aim was to remove possible price distortions and to widen the role of the private sector.

1996 The Jordanian government issued a new income tax law; imposing a 35 percent maximum
marginal rate. Taxes on individual incomes are between 5 percent (for annual incomes less
than $3,000) and 30 percent (for annual incomes exceeding $22,500). Taxes are set at 35
percent for banks and financial institutions and 25 percent for companies engaged in brokerage
and agency activities. The law exempts re-invested profits from income tax.

1997 The Jordanian government partially privatised the state-owned Jordan Cement Company and
took steps to privatise the Aqaba railway.

1998 The government privatised the Aqaba Railway and partially privatised the state-owned cement
company. Significant progress was made towards privatising the Jordan Telecommunications
Company and Royal Jordanian, the national airline.

1999 Income tax reforms were introduced; this included the simplification of personal income tax
and tax treatment of dividends and interest income and the rationalization of investment
incentives.

Sources: Adapted from Bureau of Economic and Business Affairs 1993-1998 & International Monetary
Fund 2000 & Central Bank of Jordan 1997 .
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Overall, the Jordanian authorities have undertaken various economic reforms including
widening the role of the private sector (by allowing more participation in various
governmental utilities and projects) during the 1990s. Furthermore, more market-
oriented regulations have been introduced aimed at encouraging external trade and
foreign investment. Despite the difficulties that have faced Jordan’s economic
performance during 1990s (lack of natural resources and the increase in population
resulting from the resettlement of Palestinian in Jordan), the authorities succeeded in

improving various macroeconomic features of the economy.

2.6.2.2 Egypt

Egypt is a low-income country and its economic structure consists of a state sector
(estimated at 30 percent of GDP) and a private sector. The country’s economic
performance was sluggish during the 1980s and early 1990s; for instance, annual real
GDP growth averaged 3 percent during 1985/86 through 1992/93, inflation exceeded
20 percent and the budget deficit was about 15 percent of GDP. The country also
suffered from a heavy burden of debt and weak exports. The fall of oil prices dur