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Abstract

This thesis examines the structure-conduct-performance hypothesis in six GCC banking
markets, Bahrain, Kuwait, Oman, Qatar, Saudi Arabia and United Arab Emirates between
1995 and 1999. Following Berger (1995) we distinguish among the four hypotheses [the
two market power (MP) hypotheses (traditional SCP, and RMP) and the two efficient-
structure hypotheses (X-efficiency and Scale-efficiency)] by incorporating into our
performance models direct measures of X-efficiency and scale-efficiency. This provides
more definitive results because the model specification can incorporate the reduced forms
for all four hypotheses, and tests of the four hypotheses were performed by regressing
measures of concentration, market share, X-efficiency and scale-efficiency against
profitability (ROE, ROA and Alternative profit efficiency (APX). Our empirical findings
strongly support the X-efficiency version of the efficient -structure hypotheses that cost X-
efficiency helps' in explaining the variability of bank profits. X-efficiency or superior
management of resources 1s consistently associated with higher profits when controlling
for the effects of the other three hypotheses. These findings indicate that; firstly, there is no
evidence that market concentration enables banks to earn higher profits due to collusion.
Secondly, market share appears to reflect bank’s efficiency and not relative market power.
The most important implications of these findings for GCC’s policymakers is that, they

should not be widely concerned about increasing concentration levels in banking markets

from a competition standpoint.

XV



CHAPTER 1

1- INTRODUCTION

1.1 Aims and Methodology:

This study aims to investigate the profit-structure relationship in GCC banking markets (Saudi
Arabia, Kuwait, Bahrain, Oman, Qatar and United Arab Emirates) by testing the market-
power and efficient-structure hypotheses, during the 1990s. The main aim of this thesis is to
investigate whether market structure reall)} does matter in determining bank performance
characteristics in the GCC member states banking markets in the period between 1995 and
1999. It aims to present evidence of the application of the SCP framéwork and the efficient
structure hypothesis for the six GCC member state banking markets. This thesis builds on the
prior approach of Berger (1995) considering the four hypotheses outlined, namely, the
traditional SCP paradigm, the Relative Market Power hypothesis; the Relative Efficiency
hypothesis and the Scale Efficiency hypothesis. We investigate the efficient structure
hypotheses in an attempt to determine whether efficiency or market power factors are the main
explanatory feature determining banking performance in the GCC member states banks. The
efficient structure hypotheses is tested by using a stochastic c:ost frontier technique to derive
measures of cost and profit X-efficiency and scale efficiency and then these are incorporated
in the SCP regression model. The advantage of adopting this approach is that the relationship
between performance and market structure will become clearer once the issue of efficiency
has been adequately addressed. This empincal investigation aims to reveal interesting
relationships and may help the relevant authorities and policymakers to better evaluate and

understand the workings of GCC member states banking systems. If the traditional SCP

hypothesis or the relative market power hypothesis 1s found to be evident in the GCC member



states banking markets, this would imply that antitrust or regulatory policy should be aimed at
changing market structure in order to increase competition or the quality of bank performance.

If the efficiency hypotheses hold then increasing concentration in banking markets should not

be of concern for policymakers in the GCC banking markets. As far as we are aware, this s
the first study in which market power and efficiency aspects of the GCC banking markets have
been investigated.

There have been various studies of the relationship between structure and performance 1n the
banking literature. While European empirical banking research has not matched the volume of
the US literature, a number of recent studies have sought to redress the imbalance as outlined

in Goddard et al. (2001). However, the majority of SCP investigations are concerned with the

US banking system where the structure of the market 1s quite different from other countries.
The main difference lies in the fact that, in the US, many of the financial products such as
retail deposits and small loans are offered on a local or domestic basis, and prices can differ
quite significantly among these local markets. Therefore, the research emphasis tends to be on
the relationship between local market concentration and performance measures. Moreover, the
US banking market is relatively unconcentrated at a national level, as Berger and Humphrey

(1997, p. 195) have noted:

Although some financial products such as large certificates of deposits and large wholesale
loans are competed on a nationwide basis, the US national market is extremely unconcentrated
by world standards. for example, it would take over 2000 banking organizations to account for
90% of deposits in the US, while in most other developed countnes 90% of deposits would be
accounted for by fewer than 10 organizations.

The aim of this thesis is to investigate whether market structure or bank level efficiency are
the main factors influencing bank performance in GCC states. The majority of the US

literature tends to find that market structure influences bank performance although the



statistical relationship is rather weak. More recent studies, such as Berger (1995) and Berger
and Hannan (1997) find that bank-level efficiency 1s a more important determinant of bank
performance. The European studies, however, tend to find stronger evidence that the
traditional SCP paradigm holds- concentration influences performance (see Molyneux et al.

1996).

1.2 Study Motivations:
Heggestad (1979) 1dentifies three main questions that tests of the SCP relationship i banking

markets aim to answer:

Firstly, is it market structure or the complex regulatory regimes that really determine banking
performance characteristics?

Secondly, which aspects of market structure and which types of regulations have the greatest
impact on banking performance?

Thirdly, what aspects of bank performance are mostly affected by changes in market
structure?

Once academic researchers have shed sufficient light on these issues, they may put forward
policy recommendations to help establish those particular market structure characteristics that

benefit both consumers and producers of banking services. Furthermore, Molyneux et.al.
(1996, p. 93) has noted that “ the study of the SCP relationship in banking is mainly used to
evaluate which type of banking structure best serves the public in terms of both the cost and
the availability of banking services”. In addition to the aforementioned, there are three other
main reasons that justify this study of the relationship between market structure and
performance in GCC member states banking markets.

Firstly, as far as we are aware, there have been no previous studies that investigate market

structure and performance relationships in GCC banking markets.



Secondly, the analysis will contribute to our general understanding of the determinants of bank
performance in GCC countries.

Thirdly, an explanation of the relationship between market structure and bank performance 1n
the GCC wll assist researchers and policy makers in matters relating to potential changes in
the institutional environment of the GCC banking industry, particularly the potential impact of

banks mergers and acquisitions on industry structure and performance.

There are other reasons why banking provides such an interesting academic and policy experiment
for mergers. First, competition in banking has been restricted for a long time by geographic and
other restrictions, so inefficiencies might be expected to persist. The market for corporate control in
banking has also been quite limited, since nonbanks are prohibited from taking over banks, and the
geographic barriers to competition have also reduced the potential for takeovers by more efficient
banks. These restrictions on competition both in the product markets and in the market for

corporate control may have protected inefficient managers. Humphrey et al. (1997,p.3)

Thus, the importance of the relationship between market structure and bank performance 1n
general, together with the lack of empirical research on this relationship in the GCC member

states banking markets, provides the main motivation for this study.

1.3 Background to the study;
The structure-conduct-performance paradigm, dating back to Mason (1939) and Bain (1951),

has long dominated scholars thinking and public policy toward the effects of industry structure
on firms’ behavior, profit levels, consumer welfare, and total welfare (Shaffer, 1994). The
conventional wisdom holds that an increase in the number of firms will generally lead to more
competitive conduct, lower price-cost margins, reduced profitability of firms (approaching the
competitive level as the number of firms grows large), greater output, higher consumer
welfare, better allocative efficiency, and increased total welfare. Specifically there are two
main interpretations for a positive statistical relationship between market structure and its

performance. The traditional interpretation of the SCP paradigm is based on the proposition



that market concentration fosters collusion among firms in the industry. According to this
hypothests, the degree of concentration of a market exerts a direct influence on the degree of

competition among its firms. The more concentrated the market, the less the degree of

competition. This hypothesis would be supported if the impact of market concentration on the
performance of the firm was found to be significantly positive, regardless of the degree of
efficiency of the firm. Thus, firms in more concentrated markets will earn higher profits (for
collustve or monopolistic reasons) than firms operating in less concentrated ones, irrespective
of their efficiency.

The efficiency hypothesis, on the other hand, has emerged as a challenge to the traditional
interpretation of the SCP relationship. Demsetz (1973) developed the relative efficiency
hypothesis. In this hypothesis, the explanation for the relation between market structure and
the performance of the individual firm is efficiency. If a firm enjoys a higher degree of
efficiency than its competitors, that is, if i1t has a relatively low cost structure, 1t can adopt one
of two strategies: it can maximize profits by maintaining the present level of prices and firm
size, or it can maximize profits by reducing prices and expanding firm size. If a firm adopts
the latter strategy, the most eﬁ'ié:ient firms will gain market share and, as noted by Smirlock
(1985), fim efficiency will be the dniving force behind the process of market concentration.
The hypothesis i1s supported (in the early literature) if the performance of firms depends on
market share regardless of the degree of concentration in the market. There have been many
empirical studies that have applied the traditional SCP framework or its variations on the US
banking industry over the last thirty years. However, these studies have reported contradictory
results. Some of them i1ndicating a strong relationship between market structure

(concentration) and performance, and others indicating no relationship at all or one of

unexpected direction. Early US studies, for example, Vemon (1971), Fraser and Rose (1976)



and Heggestad and Mingo (1977), Spellman (1981) and Rhoades (1982), suggest that
collusive profits occur in U.S banking markets by reporting strong and significant
relationships between market structure and bank profit rates. These studies have been
criticized, for example by Gilbert (1984) and Osborne and Wendel (1983), for containing too
many “inconststencies and contradictions” to provide a satisfactory description of the SCP
relationship in banking. More recent attempts at explaining the link between market structure
and performance have concentrated' on investigating the so-called “efficiency hypothesis”. As
noted above, the efficiency hypothesis maintains that an industry’s structure arises as a result
of superior operating efficiency by particular firms. Accordingly, a positive relationship
between firm profits and market structures is attributed to the gains made in market share by
more efficient firms; in turn these gains may lead to increased market concentration. That s,
increased profits are assumed to accrue to more efficient firms because they are more efficient
and not because of collusive activities. In support of their approach, Brozen (1982), Smirlock
(1985), and Evanoff and Fortier (1988), report that “firm-specific efficiency” seems to be the
dominant variable explaining profitability in studies of the U.S banking industry. However,

other scholars have argued that banks’ objectives are different than profit maximization (a
central implicit assumption in the SCP framework), namely, to engage in expense-preference
behavior (that is diverting more resources to management expenses rather than maximizing
profits) or to alter the composition of their balance sheets portfolios in favour of less risky
assets as market structure changes. In both of these cases the relation between performance
measures and market structure would be very much weakened. Nonetheless, Kwoka and
Ravenscraft (1986) find evidence of both cooperative and rivalrous behaviour among the

largest firms across a number of different industries and suggest that the SCP framework may

be inadequate in explaining bank performance varnability. More recently, studies by Hannan




(1991) and Berger (1995) have made important contributions to the SCP literature. Hannan
(1991) employed an explicit model of the banking firm to derive formally the most commonly

tested relationships between market structure and bank performance. This model’s main

distinction from the traditional SCP paradigm lies in the association of bank performance
measures with numerous market shares in various asset and liability categories that banks
participate in, rather than one market share or concentration ratio as predicted by the SCP
model. On the other hand, Berger (1995) refined the previous literature and tested the profit-
structure relationship in banking by testing four hypotheses simultaneously. These are the two
market power hypotheses (traditional SCP hypotheses and the Relative Market Power
hypotheses) and the two efficient-structure hypotheses (X-efficiency hypothesis and scale —
efficiency hypothesis) - put forward by Demsetz (1973) - by incorporating measures of bank
efficiency directly into the SCP model. These efficiency measures distinguish between X-
efficiency (X-efficiency version of the efficiency hypothesis) and scale-efficiency (scale-
efficiency version). X-efficiency provides a measure of how effectively banks are using their
inputs to produce a given level of output and covers all technical and allocative efficiencies of
individual firms (that are distinct from economies of scale and scope). Scale efficiency is a
measure indicating whether banks with similar production and management technologies are
operating at an optimal level of scale.

Berger (1995, p. 405) criticized previous SCP studies because they did not include direct

measures of efficiency in the modeling framework. He notes that:

“Clearly this literature cannot distinguish among the various hypothesis without including direct measures
of both X-efficiencies and scale efficiencies. Furthermore,... another difficulty with this literature is that
the implications of the ES(efficiency) hypothesis regarding the effects of efficiency on market structure
have never been tested. A necessary condition for the ES hypothesis to be true is that efficiency be
positively related to concentration and/or market share. Again, direct measures of efficiency are needed
for this task”




Berger’s empirical findings on US banking during the 1980s provide some support for the X-
efficiency hypothesis but no support for the scale-efficiency hypothesis. In addition, Berger
(1995) also finds that bank market share is also important in explaining bank performance,
namely that larger banks eam higher profits. This study advances the approach outlined in
Berger (1995) and includes measures of bank cost, profit and scale efficiency into the standard
SCP mocieling framework. This allows us to examine the traditional SCP relationship and

versions of the efficiency hypothesis for GCC banking in the 1990s.

1.4 Chapter Plan:

The thesis is divided into eight Chapters. Chapter one provides an introduction to the study,
outlines the study background, motives, aims and methodology adopted in this thesis. Chapter
Two provides a general background discussing the main features of Gulf States economies.
The chapter briefly discusses the creation of the GCC organization, and reviews the economic
performance and development process in the six states over the last two decades. Chapter
Three, provides an overview of the structure of the financial systems in the six countries and
analyses in more detail the structure and performance features of the respective banking
systems. This chapter provides a picture of the structural and other market characteristics of
each banking system and points out the major differences and similarities that exist between
GCC banking markets. Chapter four focuses on the concepts of market structure and
performance in banking focusing on the theories that explain the relationship between market
structure and firm performance. It provides definitions of market structure, market conduct
and market performance and examines the main SCP interactions. The chapter also considers

measures of market structure, conduct and, performance. In Chapter Five we present the



theoretical concepts of X-efficiency, economies of scale and economies of scope since bank’s
performance nowadays is often related to these issues (see Berger and Humphrey, 1997).
Chapter Six describes the methodology that will be used to examine the SCP relationships 1n
GCC banking markets. The general modelling framework and variables used in the study are
outlined. Chapter seven presents the data sources and provides definitions for the vanables
used in our empirical analysis. The chapter proceeds to empirically investigate evidence of the
four SCP hypotheses, namely; the traditional structure-conduct-performance hypothesis
(SCP); the relative-market-power-hypothesis (RMP), the x-efficiency hypothesis (ESX); and
the scale-efficiency hypothesis (ESS) in GCC banking markets. Chapter eight presents the

conclusions and outlines the main limitations of this study.



Chapter 11
The Gulf Co-Operation Council (GCC) Economies and Their
Economic Development.

2.1 - Introduction:

Although requinng careful interpretation, perhaps the definition that would now gain widest
approval 1s one that defines economic development as the process whereby the real per capita
income of a country increases over a long period of time subject to the stipulations that the
number of people below an “absolute poverty line” does not increase, and that the distribution
of income does not become more unequal. Therefore, economic development involves
something more than economic growth. Development is taken to mean growth plus change.
Economic development is thus much more than simple acquisition of mndustries. It may be
defined as nothing less than the “upward movement of the entire social system™ or it may be
interpreted as the attainment of a number of “ideals of modernization,” such as a rise in
productivity, social and economic equalization, modern knowledge, improved institutions and
attitudes, and a rationally coordinated system of policy measures that can remove the host of
undesirable conditions in the social system that have perpetuated a state of underdevelopment.

(Hermes, et al. 2000 p,517).
This chapter aims to identify and outline the economic and financial trends that have affected
the economic development process and changed the face of the GCC member states
economies (these are Saudi Arabia, Kuwait, Qatar, Bahrain, Oman, and United Arab Emirates)
during the past two decades. Section 2.2 provides a short note on the creation of the GCC
organization. The main aims and objectives are outlined and the potential economic benefits
and gains from economic integration highlighted. Section 2.3 reviews the performance of the
six GCC economies over the last two decades. The stages of their economic development
processes are outlined using some basic economic indicators including growth in national
GDP and GDP per Capita income. The section highlights general economic development
trends and notes various structural reforms that have Been adopted to promote economic
growth and market development. Sect-ion 2.4 shed lights on the key role of oil and gas exports

on GCC countries economic development process. And Section 2.5 discusses the various
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challenges facing policymakers over the medium-term and the impact of the development

process. Section 2.6 concludes.

In general, GCC countries are reasonably homogenous in terms of their historical experience
in the economic development process. A common feature of development is that all the GCC
states began the present phase of their economic development with the substantial increase in
oil prices 1in 1973. In every country, economic development that would normally have taken
many decades was compressed into a few years (Presley, 1992). The economtes of all GCC
member states are ultimately dependent on revenues from oil production and therefore they
depend heavily on the level of oil prices, despite attempts to diversify sources of income. This
dependence on o1l revenues, however, i1s gradually changing as various economies have
undertaken policies to encourage other economic activities such as in manufacturing and
services (Almannai, 2001). All countries are characterized by a desert environment and low
population density (table 2.1), and the population tends to be heavily concentrated in a few
major cities. Expatriate workers represent about one third of manpower in the region (UNDP,

Human Development Report 2001, and table 2.1).

The GCC, currencies are pegged to the US dollar, except in the case of the Kuwaiti Dinar that
1s pegged to a trade-weighted basket of currencies of which the dollar is believed to account
for about 70% (Cunningham, 1995). All GCC countrnies maintain a relatively open trade
regime and seek to strengthen common terms of external trade. Moreover, the GCC Council
approved, in 1999, a timetable to set up a custom union by 2005 and introduce a single
currency by the end of 2008 (GCC Economic Bulletin, 2001). GCC countries face important
policy challenges in view of an uncertain oil market outlook and the evolving trends in the

regional and intemational economy. These are compounded by domestic developments,
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particularly the growing number of nationals entening the labor market (Azzam, 1998). To
avoid undesirable consequences, the GCC countries, currently stress various economic
adjustment programmes supported by structural reforms aimed at sustaining economic growth
and promoting financial stability. That 1s because, insufficient policy response to less
favourable external conditions carries the risk of low rates of economic growth, nsing

unemployment rates, and growing financial imbalances (Almannai, 2001 ).

2.2 The GCC Organization, The Aims and the Expected Gains from Economic

Integration:

Globalization and regionalization are not necessarily antagonistic, but rather mutually
reinforcing. A bolder policy to increase integration in the global market could at the same time
favor more dynamic regional integration efforts. The Arab countnies need to integrate their
economies with the rest of the world and in doing so they must come together and establish
their own regional economic blocs. In today’s world no nation can realize its full economic
potential on its own. Only cross-border regional cooperation will maximize prosperity for each

of the member states. (Azzam.1998, p8).

This sub-section outlines broadly the main objectives and achievements of the Gulf
Cooperation Council (GCC) since it was established 1n 1981. An agreement between six Arab

states of the Gulf was signed on May 25"1981 in Kuwait and this announced the creation of a

new regional organization in the Middle East Known as the, “Gulf Cooperation Council for
Arab States” otherwise known as the GCC. The GCC compnises Bahrain, the Kingdom of
Saudi Arabia, Oman, Qatar, the United Arab Emirates and Kuwait (Table 2.1). The terms of
the GCC constitution are comprehensive (for example, Article four GCC charter1981)' speaks
of “the ultimate aim of unity” and an eventual confederate union emerging from the GCC

framework.

' (See Appendix 1)
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Table 2.1
GCC at a Glance

The GCC countries:
Bahrain, Kuwait, Oman, Qatar, Saudi Arabia, and the United Arab Emirates (U.A.E.).

Area and population:

The countries have 2 percent of the world's total land area, and their combined population 1n 2000 is
about 30 million accounting for less than 1 percent of the total population of the world. In 2000
population growth in the GCC countries was 3.5 percent higher than the world average (1.7 percent per
annum). Non-nationals comprise on average about one third of the population in the GCC countries.
About 43 percent of the population is below the age of 15, and 60 percent is below the age of 25. (GCC

Economic Bulletin, volume 16, 2001)

Petroleum and gas:

During 1999 total GCC oil production was about 4930 million barrels. This amounts to 13.4 million
barrels per day on average, which represents 50% of total OPEC production and 20% of total world
production. At the end of 1999 the GCC countries held about 45 percent of the world's proven petroleum
reserves and 15 percent of the world's proven natural gas reserves. (GCC Economic Bulletin, volume,

16, 2001, p13-14)

Income, and Production:

The aggregate GDP of GCC member states was about US$ 321.5 billion at the end of 2000 and the GDP
Per Capita income for 2000, was around US$10,500 ranging from US$7,564 in Saudi Arabia to
US$19,666 in United Arab Emirates, compared to the world average of US$6,148. The World Bank’s
2001 World Development Report ranks three of the GCC countnes, the United Arab Emirates, Kuwait
and Qatar, as high-income economies, and the other three countnes (Saudi Arabia, Bahrain and Oman)
as upper-income economies. (Source: World Development Report, 2001, and GCC Economic Bulletin

volume, 16, 2001).

Social indicators:

Life expectancy (72 years) in the GCC countnes 1s higher than the world's average (66 years). Other
social indicators are also very favorable: the literacy rate exceeds 70 percent; the infant mortality rate is
less than half the world average; the physician-population ratio is about 7 times higher than the world
average; and primary school enrollment corresponds to 90 percent of school-age population, with female
enrollment being almost equal to that of males.

*All data was obtained from the GCC Economic Bulletin, (2001),( Volume 16, Arabic Edition) and the
World Development Report for 2001.
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The countries have two percent of the world’s total land area, and their combined population
in 2000 according to the GCC Economic Bulletin, (2001) is around 30 million (accounting for

less than 1 percent of the total population of the world) (see table 2.1 ).

The basic aims and objectives of the Gulf Co-operation Council are outlined i1n Article Four of
its charter signed on may 25™ 1981, these are as follows:

1. To implement co-ordination, integration and interconnection among member states in
all fields 1n order to achieve unity among them;

2. To deepen and strengthen relations links and the scope of co-operation in various fields
now prevailing among their peoples;

3. To formulate similar procedures, rules and regulations in various fields including
economic and financial affairs, commerce, customs and communications, education
and culture, social and health affairs, information and tounsm, legislative and
administrative affairs; and

4. To stimulate scientific and technological progress in the fields of industry, mineralogy,
agriculture, water and animal resources; and to establish scientific research centers.

Other objectives including new rules allowing for the freer movement of GCC citizens, labour
and goods within the region plus a relaxing of restrictions on real estate ownership, and
licenses granted to practice businesses in any of the GCC countries are also mentioned in the
GCC charter.

Consistent with these objectives, a variety of agreements 1n the fields of economics such as

the (Unified Economic Agreement signed in 1981 (and reformed in December 2001),

foreign affairs, education, defence, security and energy, have been signed between the

members of the GCC organization. According to (Azzam, 1998) it was the first major
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attempt toward regional economic integration in the Arab world. In fact, the GCC was
established based upon the expected benéﬁts resulting from integration similar to the
reasons for the establishment of the European Union, (Cunningham, 1995). One of its
main objectives 1s to promote economic development (GCC Charter, 1981). The
establishment of the GCC aimed to promote economic integration by gradually lifting the
existing barriers to freedom of entry and capital movement 1n the region. The removal of
such barriers were expected to yield substantial economic gains both of a microeconomic
and macroeconomic nature. A major microeconomic benefit was expected to occur from
the reduction in costs stemming from the removal of a wide vanety of physical and
technical barriers that existed in the trade of goods and services. The opening-up of all
GCC national markets was also expected to facilitate greater competition between GCC
firms, the exploitation of economies of scale and the elimination of X-inefficiencies, thus,
resulting in further reductions in the prices of goods and services. In turn, lower prices are
expected to cause an increase in demand for these products and services and consequently
an increase in output. Firms increasing their levels of output may be able to reduce costs
even further by exploiting economies of scale if such economies do exist. The main group
reaping the benefits that should follow from the establishment of the internal market would
be GCC residents (consumers) who should be rewarded with better and cheaper products
and services. Greater competition is also expected to lead to the creation of new products
and services as the need to innovative and gain competitive advantages over rivals is
increased. Market integration 1s also expected to lead to significant macroeconomic gains
as well. Lower prices are widely expected to positively influence the GCC member states
output and hence accelerate economic growth, ease unemployment and reduce govemment

budget deficits (where the increase i spending is less than proportionate than the increase
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in governments revenues). Furthermore, the integration process would be expected to
result 1n lower inflation rates bringing about reduced interest rates and this effect should
encourage mvestment (both public and private) and therefore cause further increases in
économic growth.

As 1n the case of the EU and the establishment of a single currency, the GCC’s plans for
further integration and the introduction of a Gulf single currency by 2008 places
considerable emphasis on establishing a single financial services market. The single
market for financial services is expected to benefit the GCC member states economies as a
whole. The full liberalization and integration of GCC member states capital markets are
expected to work towards the elimination of those distortions and negative effects that

stem from the misallocation of capital resources. Capital will move freely across national
borders seeking the highest returns possible. Capital will have access to a wider range of
markets and investments and therefore better allocation will result in attaining greater
economic efficiency for the whole of the economy. Furthermore, full integration of capital,
money and banking markets will bring forward ever more converging real interest rates
across the GCC member states with the positive consequences that are associated with

such an outcome.

We should not lose sight of the growing influence of economic integration in the Arab Gulf
upon the nature of the Gulf financial system and the functions of banking institutions. The

Gulf Co-operation Council is now a very active body which is framing the Gulf economy
along similar lines to that of the European Community; trade has already multiplied between

member states as the industnalization process has continued, trade barriers have been
reduced, and an increasing number of Gulf institutions formed in order to accelerate
economic co-operation; one item on the large agenda is monetary integration and, if the
European experience is indicative, this will embrace the harmonization of banking
regulations, monetary controls and fiscal instruments on the process towards one Gulf

central bank and a common currency. (Presley, et al. 1992, p16).
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GCC countries have moved a considerable way towards achieving integration in the traded
goods sector although in the financial services sector the process of regulatory reform and
integration has been slower to develop. For instance, the Unified Economic Agreement signed
in 1981 has lifted barriers to trade between the six GCC countries. Goods and services that
originate in the GCC countries transfer free within GCC countries without tarffs or customs.
The free trade zone within GCC countries has been established since 1983. In addition, the
GCC countries approved, in 1999, a timetable to setup a unified custom unton by 2005. The
custom union plans to unify customs policies including tariffs imposed on imports to GCC
countries.

Article seven of the Unified Economic Agreement states that: (See Appendix 1)

Member States shall co-ordinate their commercial policies and relations with other States and
regional economic groupings and blocs with a view to creating balanced trade relations and
favourable circumstances and terms of trade therewith. To achieve this goal, the Member
States shall make the following arrangements:

1. Co-ordination of import/export policies and regulations; 2. Co-ordination of policies for
building up strategic food stocks; 3. Conclusion of collective economic agreements in'cases
where joint benefits to Member States would be realized; and the 4. Taking of action for the
creation of collective negotiating power to strengthen their negotiating position vis-a-vis
foreign parties in the field of importation of basic needs and exportation of major products.

To maintain these objectives such as coordinating exports and imports policies collective
delegations have taken place on several occasions to coordinate policy. For example a unified
GCC delegation to discuss the introduction of a carbon tax (also known as the environmental
tax) imposed by the USA and the EU on imports of o1l and gas from GCC countries and other

OPEC members was established so as to coordinate a unified GCC policy response. A
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collective delegation has also been established to coordinate the GCC imports of wheat from
the USA and Canada, and a collective delegation is also established to negotiate live-stock
imports from Australia and New Zealand. Furthermore, the GCC also works to coordinate oil
policies by adopting a unified policy within the GCC 1itself and across OPEC countries to
facilitate the stabilization of international o1l prices. Moreover, the GCC governments operate
to reach a common investment policy that directs domestic and foreign investments, and to
initiate joint investment among member countries (Azzam, 1998). 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, Gulf International Bank (GIB) in Bahrain,
Gulf Limited Bank in Bahrain, the Standardization and Metrology Organization for GCC in
Riyadh, the Technical Telecommunication Bureau in Bahrain, the Commercial Arbitration
Centre for GCC 1n Bahrain, the Regional Committee for Electrical Energy Systems registered
in Qatar, and the Electricity Grids Linking Commission in Saudi Arabia. The GCC member
states reformed the Unified Economic Agreement of 1981 and signed a new Economic
Agreement in 31st of December 2001. Article 4 of the reformed Agreement stated that ‘GCC
member states should coordinate their financial, monetary, and banking policies as well so as

to boost coordination between monetary agencies and central banks among member countries
and to ensure the success of the monetary union so that a single currency could be launched in
2008, (GCC Unified Economic Agreement. 2002, p.14, Arabic Edition). In 1997 decision
taken by GCC finance ministers permitted national banks to open branches in GCC countries.
This decision will helps in facilitating the cross-border expansion of Gulf banks. The GCC has
also established the Gulf National ATM Network. Moreover, GCC states agreed in 1990 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
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Fund and the World Bank. In early 2001, 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 monetary union so

that a single currency could be launched by the year 2008.

In addition to the potential gains expected from economic integration the GCC has other key
objectives, like the co-ordination of other forms of non-economic and functional co-operation.
Functional co-operation includes agreements in a number of different areas, for example, in
the environmental protection area the GCC Commission for Natural Life Reserve was
established 1n 1995. In defense the Aljaseerah Shelled Forces was established 1n 1983, and in
education the Gulf University was established in Bahrain 1in 1985. These non-economic types

of co-operation are also important elements reflecting the ongoing integration process within

the GCC.

So far this section has provided a general overview of the main aims and objectives of the

GCC Organization and its achievements. In the following section we discuss the economic

performance of the GCC over the past two decades.
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2.3The Region’s Economic Development Process and Economic Performance over the

Past Two Decades:

2.3.1 GCC Member States Economic Performance from 1975 to 1985 (The Phase of

Prosperity).

The economies of the GCC countries share many structural features, face similar constraints, and are
influenced broadly by the same set of trends in the world economy. Over the years, the oil mcome has
created a modern physical and social infrastructure and substantially raised the standard of living of
the population. The countries have established a tradition of open and liberal trade and exchange
policies, low inflation, and stable currencies. They also share a relatively narrow non-oil revenue base
and large dependence on imports of goods and labor, increasing their wulnerability to adverse

exogenous developments. (Sassanpour, 1996, p.20).

The GCC member states economies are heavily dependent on o1l and they became prosperous
in an unusually brief time span (Presley, 1992). This prosperity and wealth emerged over a
period of less than 30 years. The sharp increases in oil prices in 1973-74 after the Arab-Israeli
war in 1973, led to the rapid emergence and concentration of wealth in the GCC economies.
Oil revenues were responsible for transforming what were previously barren and poor
countries into modemn economies with vast infrastructures (Cunningham, 1995). On the other
hand, their sudden wealth as a result of o1l means that not only the pace of development but
also the form of development is unusual,(Wilson et al. 1992) because, usually economic
problems are associated with the reliance on a single commodity (oil). Any adverse
fluctuations in the price of this commodity will of course be reflected in a reverse influence
and effect all economic activities and every aspect of life in the country.

The GCC member states maintained continuous budget surpluses until 1982, (Presley, 1992),
when the decline in oil prices led to a renewed budget deficit in most countries (Saudi Arabia,

Oman, Bahrain), despite that, o1l remained the most important exported good, and the main

source of foreign exchange eamings (Sassanpour, 1996). The importance of oil as a major
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source of wealth also means that the economies of the Gulf are subject to unusual fluctuations
in the level of wealth and the development process is unpredictable (Cunningham, 1995).

The prospenty in GCC states reached its highest level after the increase in oil prices in late
1979 and the beginning of 1980 following the Iranian revolution, and the first Gulf War
between Iraq and Iran at the beginning of 1981, but this situation did not continue. Although

the GCC member States increased their o1l production the oil price fall in the middle of 1982

and its continued decline until 1986 resulted in an average reduction of real GDP growth of
about 2.7% over the 1982 to 1986 period and a 12% annual decline in GDP Per Capita (Table

2.2)

Generally speaking, in the early part of the 1981-85 period despite declining-oil prices, export
receipts increased allowing the GCC countnies to record large external current account
surpluses averaging around 19% for the peniod between (1975-80) to 7% for the period (1981
-1985), (see table 2.2), which enabled the GCC countries to build up foreign reserves.

The policy objectives of improving the social and physical infrastructure, diversifying the
economic base, and containing inflationary pressures were addressed through a two-pronged
strategy. First, with a view to insulating their economies from foreign inflation, the GCC
authorities abandoned the link between their currencies and a depreciating SDR, and
established a de facto peg with the U.S. dollar which led to a significant real effectivé
appreciation of all GCC currencies (Cunningham, 1995). Second, expenditures on
development projects increased, and some countries actively pursued policies to promote basic
industries based on their large hydrocarbon resources (Cunningham, 1995).The sizeable

budget surpluses started to diminish from 1982 as expenditures continued to increase in some

countries while revenues declined due to the steep slide in oil prices. While some countries
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(Saudi1 Arabia, Oman and Bahrain) had large budgetary deficits, the region as a whole
recorded an annual average deficit of 1 percent of GDP and an external current account

surplus equivalent to 7 percent of GDP during 1981-85 (table 2.2). Foreign reserve positions

remained sustainable and inflation decelerated to an average rate of less than 1 percent per

annum (table 2.2).

Table 2.2 Basic Economic Indicators 1975-1994

1 197580 1981-85 1986-89 1990-91* 1992-94
R e e
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2.3.2 Economic Reforms in GCC countries

With the continued erosion of oil prices during 1986-89, economic conditions represented by
increases in fiscal deficits, nsing rates of unemployment, and increasing social demands
associated with the sluggish economic growth and large internal and external financial
imbalances emerged (Sassanpour, 1996). In response, the authorities implemented adjustment
policies involving mainly cuts in public expenditure, particularly capital outlays which
declined from an average of 21 percent of GDP during 1981-85 to 13 percent of GDP during
1986-1989 (table 2.2). Adjustment was further facilitated by the significant real effective
depreciation of GCC currencies (Saudi Arabia, and Oman). Despite the expenditure cuts, and
given the severnity of the decline in oil revenue, the aggregate budget deficit increased to 4
percent of GDP during 1986-89, while the external current account position shifted to a deficit
of 1 percent of GDP during the same period (table 2.2). External borrowing by some GCC

countries limited the drawdown 1n foreign reserves (Cunningham, 1995).

The process of structural economic adjustment adopted by GCC countries consists of reforms and
measures aimed at reducing internal and external imbalances, transforming the economy towards a
market oriented one and placing 1t on a sustamnable long-term growth path. The policy areas that are
typically featured in the adjustment program include: reduction of budget and current account
deficits, hiberalization of pricing policies, reforming monetary and fiscal policies, removing trade
barriers, developing financial and capital markets, improving the efficiency of the public sector
(including privatization of public enterprises) and boosting the country’s main productive sectors
(agriculture and industry). (Azzam, 1998, p.43).

These adjustment efforts in the GCC countries were being implemented within an
international economic environment which was undergoing fundamental changes on several
fronts. Two trends were of particular importance. First, ongoing global trade liberalization

gradually lead to the lowenng of tanffs; the dismantling of nontariff trade barriers; a reduction

in producer subsidies; an expansion of trading blocs; and the strengthening of the institutional

23



framework under the auspices of the World Trade Organization. Second, the continuing
globalization and integration of financial markets facilitated private capital flows and created

new financing options for many developing countries, along with greater risks. (Sassanpour,

1996).

The GCC countries economic reforms and adjustment process was interrupted when Iraq
invaded Kuwait in the 2™ of August 1990. Notwithstanding the sharp jump in oil prices in the
initial phases of the conflict and the higher oil production 1n some countries, crisis-related
expenditures and transfers created significant pressures on the budgets and external current
account positions of the GCC countries (Cunningham, 1995). Those countries directly
involved in the conflict suffered the worst: the budget deficit in Kuwait exceeded an estimated
100 percent of GDP in 1990-91; that of Saudi Arabia increased to 17 percent of GDP 1n 1991;
and the combined extemnal account deficits of the two countries amounted to US$54 billion in

1991 alone (Presley, et al. 1992). Excluding Kuwait, the aggregate external current account
deficit of the GCC countries increased to 7 percent of GDP 1n 1990-91(table 2.2), and their

combined official foreign reserves declined further.

The GCC countries emergea from the Gulf crisis 1n a weaker economic and financial position
at a time when the resumption of the adjustment process was further complicated by the
continued downward slide in oil prices and a slowdown in global economic activity
(Cunningham, 1995). Economic growth in the GCC moderated to an average of 2 percent per
annum in 1992-94, (table 2.2), real per capita GDP declined, and the lingering expenditures
and transfers related to the conflict prevented significant reductions in the internal and external
imbalances (IMF, 2000). For the region as whole, the average budget deficit in 1992-94 (10

percent of GDP) was higher than that of the pre-crisis period (4 percent of GDP), despite the
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much lower levels of capital expenditure (table 2.2). Similarly, at 6 percent of GDP, the
aggregate extemnal current account deficit was higher than the average during the 1986-89
peniod (1 percent of GDP) and foreign reserves positions eroded further,(table 2.2). By 1994,
although the stock of external debt stabilized at about 12 percent of GDP, debt service

payments had increased sharply (Sassanpour, 1996).

2.3.3 New Initiatives to Accelerate Economic Reforms

From 1995 most GCC countries intensified their adjustment efforts in response, inter alia, to
an unfavourable o1l market outlook (Azzam, 1998). The investment income, which in some
GCC countries compnised a large share of government revenue, has declined while debt
servicing has increased. Expenditure on social sectors has increased in line with a growing
population, and outlays on defense and security have remained high (Sassanpour, 1996).
Pressures on expenditure also come from a large and growing govermnment wage bill.
Nonetheless, the GCC countries are undergoing major demographic changes characterized by
a rapidly growing and young population, with important implications for the labour market
(IMF, 2000). According to (Azzam, 1998), traditionally, the government sector has absorbed a
large number of new entrants to the labour force, reflecting the policy of guaranteed
employment, higher wages, and the social status and other benefits associated with
government employment. Fiscal constraints, however, currently limit this possibility while the
number of people searching for jobs increases day by day. According to (IMF, 2000), the main
challenges facing the GCC member states policymakers are maintaining high levels of

employment while reducing the role of the public sector in favour of the private sector.
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In response to these challenges GCC countries, and in particular Kuwait, Oman, and Saudi
Arabia, introduced medium-term recovery package plans at the beginning of 19935
incorporating balanced budgets by the year 2000, as well as measures to increase non-oil
revenues, and promote private sector growth and human resource development. In other

- countnies, similar policies, have also been formulated (IMF, 2000).

Several measures implemented, for example, include the introduction of a sales tax, and
increasing corporate profit taxation, steps have also been taken to remove various subsidies
that result in substantial price distortions. As regards government expenditures, the aim 1s to
control the growth of wages and salaries and maintain sustainable levels of capital
expenditure. Nevertheless, larger private sector participation in the economy, 1n fact, 1s one of |
the key objectives of privatization in the all GCC member states (Azzam, 1998). Thus, GCC
countries have also introduced new legislation in the second half of the 1990s, aimed at
simplifying investment procedures, and opening their economies to greater foreign
participation. Various mechanisms of privatization, for example have been adopted (Stock
Market flotation, Build Operate and Transfer Contracts for large infrastructure projects,
Leasing Out to Private Sector, Commercialization of Public Enterprises and so on), to promote
the role of the private sector in production and investment and to extend the privatization
programme to major entities and large corporations. Steps also have been taken to allow
foreign investment participation in petrochemical activities. Consideration is also being given
to liberalizing foreign participation in dnlling and exploration activities in the oil sector. At
the end of 2000 the private sector accounts for less than 40% of GDP in most of the GCC
countries (GCC Economic Bulleting, 2001). The plans also implement employment policies

that aim to absorb the growing number of workers entering the labour market, while reducing
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employment 1n the public sector, for example, the immigration of low-skilled expatriates has
been limited. Furthermore, GCC countries have implemented what is known as the Offset

Programme, where, foreign firms that are awarded government contracts are required to

reinvest between 20% to 30% from the contract value in joint ventures with local-owned firms

Privatization of certamn public sector enterprises is among the general objectives and strategic principles of
the development plans in all the GCC countries. Governments of the region are committed to increasing
the role of the private sector in their economies. Privatization could reduce the financial burden on the
governments and render several public sector institutions more efficient. The income generated from
privatization could be used to retrain the national workforce and help assimilate them in the private sector

as well as retiring existing public sector debt. (Azzam, 1998, p.97)

Generally speaking, the experience of the GCC countnies 1n diversifying their economic
structure and reducing their reliance on oil revenue falls into three broad categories. In some
GCC countnies, such as Kuwait, the emphasis has been on downstream diversification through
asset acquisitions in other countries. In some other countries, such as Saudi Arabia, economic
diversification was carried out through developing a domestic non-o01l sector with significant
participation by the private sector. Other countries have followed a mix of these two policies,
broadly defining their strategies on the basis of thetr o1l resource profile, foreign exchange

reserves, and investment opportunities at home.

All oil-rich economies are making very basic decisions about economic development questions,
but not every Gulf state has answered these questions 1n the same way. All have utilized their
oil resources, but to varying degrees; all have grown dependent upon o1l export markets as well
as supplying the domestic market; but a different emphasis has been placed upon the use of oil
revenues. Kuwait, for example, has placed a relative emphasis upon the acquisition of foreign
assets rather than upon industnialization; Saudi Arabia has sought the creation of an
industrialized economy through the Saudi Arabian Basic Industries Corporation (SABIC), the
twin industnal cities of Yanbu and Jubail and the general support given to the private sector in
the form of cheap finance, tax concessions, industrial estates and preferential treatment in

domestic markets; less emphasis has been given to buying into industry abroad. Presley
(1992, p 5).
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2.3.4 GCC Economic Performance during the 1990s

2.3.4.1 Economic growth in GCC countries during the 1990s

One of the traditional macroeconomic growth measures used to reflect economic development
1s change in Gross Domestic Product. This represents the change in value of final goods and
services currently produced. GDP data are, in practice, used not only as a measure of how
much 1s being produced but also as an indicator of the welfare of the residents of a country.
Economists talk as if an increase in real GDP means that people are better off (Fisher et al.
2000), although the distnbution of this growth can obviously have an important influence on
the populations well-being. GCC countries economic performance as measured by the annual
growth 1n real GDP has improved from about 0.5 percent on average over the period 1980-

1990 to around 6.8 percent between 1992-1999 (table 2.3).

Table 2.3 Real GDP growth, annual percent change of GCC countries over 1980-99
(USS, millions
Country | 198091 1992 1993 1994 1995 1996 1997 1998 1999 1992.99

Average

Kuwait -6 835 208 33 71 170 34 -15.7 172 16.2
Qatar -2 111 64 3.0 104 113 247 92 189 8
Emirates 0 4.4 09 71 119 121 50 -60 10.1 3.7
Bahrain 2 2.9 95 70 51 43 41 26 7.1 4.7
Oman 8 98 03 34 68 107 37 -106 104 4.3
Saudi. A 1 44 38 14 64 106 35 -124 85 2.3
GCC S 19.35 368 42 78 11 626 -941 12 6.86

Source: GCC Economic Bulleting, various Editions

The enhanced real GDP growth of these countries through the 1990s perhaps can be partially
attributed to the economic reforms and/or various measures undertaken by most of the GCC

countries in the early 1990s to improve market-oriented policies in these countries. It can also

be attnbuted to the lower degree of oil price volatility throughout the 1990s relative to the
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1980s. The fastest growing economies include those of Kuwait, Qatar, and the United Arab

Emirates.

Table 2.4 Per capita GDP for GCC countries (US$),
Country/Year 1970-79 1980 1985 1990 1995 1999 2000

Kuwait : 24400 18500 11400 8610 13553 13160 17040.7
Qatar 27550 25400 14600 17609 16642 21898 30205.1
Emirates 29200 27900 20000 18250 17755 17745 21273.2
Bahrain 12400 10000 7300 9004 10103 9956 11540.6
Oman 3800 3600 5700 7182 6477 6724 8245.8
Saudi.A 9000 10200 5710 6662 6798 6525 8312.9
GCC 17723 15933 10785 81445 835355 8712 10362.2

Source: GCC Economic Bulletin, volume 16, 2001

In terms of real GDP per capita, GCC countries have witnessed significant changes over the
last two decades. As shown in table 2.4 in the 1970s the GCC GDP per capita (on average)
was around US$ 17,725, compared with US$9,000 for the 1980s and US$8900 durning the
1990s. The lack of growth in per capita GDP could be attributed mainly to the negative
consequences of the oil market downturn during the 1980s and 1990s compared to the 1970s,
given that oil revenues still account for more than 45% percent of GDP. It also may be
attributed to the negative consequences of second Gulf War in 1991 where countries in the
region were burdened with significant war expenses. Furthermore, the population growth rate
in the GCC averaged around 3.5 % throughout the 1990s, one of the highest population
growth rates around the world and this placed an increasing burden on public finances, (World

Development Report, 2001)* and also helped reduce GDP per capita levels.

¢ GCC annual population growth during the 1990s at 3.5% was more than double the annual 1.5% growth of the
world population.
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2.3.4.2 Trade, Government Finances., Inflation and Investment in the GCC during the

1990s.

Overall, the trade balance for GCC countnies experienced surpluses during the 1990s, although
these surpluses were subject to high volatility. Given that o1l exports represents 80 to 90
percent of the total exports of GCC countries, then the volatility of GCC countries trade
balances are almost entirely determined by oil prices. Again this confirms the key role of oil
on the economic activities of GCC countries. Economic activities in the GCC depend heavily
on government expenditures, however, despite the efforts of GCC countries to diversify their
income sources to avoid fluctuations in oil prices, government expenditures in tum are also
heavily dependent on o1l prices. In general, during the 1990s the GCC countries ran budget
deficits, although, a significant improvement has occurred in the second

half of the 1990s.

Table 2.5 GCC direction of Trade during the 1990s Exports, Imports and Balance of trade

S$ Million).

Jtem/Year 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000
Exports(F.0.B | 85056 82088 91912 90931 92940 105558 124833 131060 95942 115625 172067

Imports(C.LF) | 45010 53340 64577 61300 59420 67110 70261 80147 80000 74129 79030
Trade Balance | 40045 28750 27335 29632 33520 38489 54633 50913 15941 41496 93037

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

The aggregate budget deficit measured as a ratio to aggregate GDP was 11.5 %, on average,
for 1990 to 1995 and this had fallen to 3% through 1996 to 2000 (see table 2.6). Clearly, the
link between government revenues from o1l and the improvements in budget deficit over the

latter period 1s clear.
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Table 2.6 GCC Total Government Revenues and Expenditures during the 1990s

Year/Item Oil Non-Oil Total Investment  Current Total

Revenue Revenue Revenues Expenditur Expenditu Expenditu
e re re

1990 53441.6 135779 695744 11979.2 24588.8 92758
1991 48837.1 139684 661044 7521.9 39687.2 103399.1
1992 187983 51090  67016.0 11926.9 28601.6 88795.2
1993 209928  4906.1 74305.0 10813.2 283144 91647.6
1994 45188.7 54745 625717 12673.5 284998 84846.9
1995 520778 170338 71770.9 19421.8 68878.6 88300.4
1996 645579 201247  88380.1 20779.6 770969 97876.5
1997 728386 20563.8 97251.8 23912.7 79109.7 102736.4
1998 397152 260899 699753 23261.1 747545 98015.6
1999 553550 20405.1 799499 14113.6 81574.6 95776.2
2000 85451.7 205093 112350.9 16277.6 94940.5 111406.7

Adopted from: GCC Economic Bulletin, various Editions, and author’s own estimatin.

Inflation rates in GCC countries, as measured by changes in the consumer price index, witnessed
favourable improvement during the 1990°s compared to the levels experienced dunng the 1980’s

(Table,2.7). Inflation averaged about 1.4 % per annum during the 1990s compared with 2.5%

Surplus/

(Deficit)
(23183.6)
(37294.7)
(217792)
(17342.6)
(22269.2)
(16529.5)
(9496.4)
(5484.6)
(28040.3)
(15826.3)
944.]

S$ M

%GDP

12
20
10
8
11

oW

+.002

during the 1980s. These inflation rates are low compared to other developing countries, where,

inflation averaged about 8 percent during 1990s and 12 percent duning the 1980’s (World
Development Report, 2000). The low inflation environment resulting from global

macroeconomic features as well as domestic restructuning programmes and tighter policy also

helped contribute to improved government finances by the end of the 1990s.

Table 2.7 The rates of inflation in GCC countries as (%) over (1980-2000)

1980-1990
Average

Country/Year

Saudi Arabia

Oman
Bahrain
Kuwait

Qatar

UA.E
GCC

3.7

29

39
2.5

1991

3
1.5
2.6

3.7

3.8
1.9

1993

3
]

1.2
1.3
1.8

2.6
1.7

Source: Arab Monetary Fund, 2002 (www.amf.org.ae)
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1991-2000

Average

1.4
1

1.2
1.2
2.2

1.7
1.4



Domestic investment as proportion of GDP in GCC countries has decreased slightly from 17
percent on average in 1995 to 15 percent by the year 2000 (see table 2.8). This 1s mainly
attributed to the large fall in government revenues in 1998 and also to a reduction 1n
investment expenditures implemented by most GCC counties in order to reduce their budget
deficits (see table 2.7). Regarding foreign investment, unfortunately, there is only limited
information available for the first half of the 1990s, although the available indicators for the
second half of the 1990s suggest that there was an increase in foreign direct investment in the
region (table 2.9). This may be attributed to the new legislation and deregulations introduced
in GCC countries to encourage foreign investment as well as the vanous structural reforms

have taken place during the 1990s to improve infrastructure development.

Table2.8 Gross Domestic Investment of GCC countries as % of GDP (1995-2000)

Country/Year 199§ 1996 1997 1998 1999 2000 1995-2000
Average

Saudi Arabia 21 - 18 20 21 22 23 20.8
Kuwait 15 15 14 16 12 15 14.5
Bahrain 13 9 6 8 10 9 11
Oman 12 14 13 14 15 15.6 14
Qatar 23 16 18 17 19 18 18.5
UAE 22 17 17 16 17 18 18
GCC 17 15 15 16 16 16 15

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

Table 2.9 Foreign Direct investment in GCC countries as % of GDP (USS$, Millions)
Country/Year | Annu.Ave 1990 1995 1998 1999 2000 1990-2000

1980-1990 Average
Kuwait 0 0 15 2.8 3 5 7
Oman 9 S 4.8 4 2 6 4
Saudi Arabia N/A N/A  NA 3 4 4 y)
Qatar N/A N/A N/A 3 34 3.7 1.7
UAE N/A N/A N/A 5 56 4.7 3
GCC N/A N/A N/A 3 4 4.5 4

Source: Arab Monetary Fund, 2002 (www.amf.org.ae)
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2.4 GCC Economic Development Process and the Key Role of Oil Revenues

Overall, conceming the economic position of the countries under study, various indicators
suggest an improvement in the 1990s compared to the 1980s. As already mentioned, the
economic growth of GCC member states (as measured by change in annual real GDP) slowed
during the 1980s, averaging 0.5 percent compared to 5 percent for other developing countries
over the same penod. This relatively slow growth led to lower levels of investment and higher
levels of unemployment. This was also associated with rising levels of external indebtedness®
and fiscal deficits forcing the GCC countries to undertake macroeconomic reforms to promote
economic growth. Duning the 1990s annual real GDP growth averaged 6.6 percent compared
to 5.5 percent for all developing countries over the same perniod. The trade balance of GCC
member states witnessed surpluses during the 1990s, however, these surpluses still suffered
from high fluctuations depending on the value of oil exports. Inflation rates have also fallen.
While the intemal debt of some countries 1s still high (The Ministry of Finance and National
Economy of Saudi Arabia has announced that its internal debt 1s about SAR 700 Billions
double the country’s GDP), (SAMA Annual Reports 2001), the external debt as a percentage
of GDP appears to be following a declining trend. Investment levels have also witnessed
improvement in the second half of 1990s specifically foreign direct investment. Finally, GCC
countries have continued to reduce their budget deficits and by 2000 the bloc experienced
budget surpluses. However, the improvement in the general economic position of the countries
under study dunng the latter part of the 1990s is primanly linked to increased oil prices. The
mining sector (o1l being the main item) 1s still the major economic activity and dominates the

development process. Table 2.10 shows the relative importance and growth rates of the mining

3 In 1991 after the Gulf war the external debt of Saudi Arabia amounted to (USS$ 55 Billion), (Cunningham,
1995).
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and non-mining sectors (aggregate values) as a percentage of the aggregate GCC GDP. It
shows clearly how fluctuations in o1l revenues directly influence the mining sector’s relative
importance and its growth rates and this, of course, is reflected in the GDP figures. For
example when o1l prices slumped 1n 1998 the relative importance of the sector contributing to
GDP fell from 36%to 27% (table 2.11). However, this was not the case in 1999 and 2000

when the growth of the sector increased by 37% and 60%, in 1999 and 2000 respectively and

mining increased its share of GDP from 27% 1n 1998 to 32% and 42% in 1999 and 2000
respectively, (table 2.11). (Again this just confirms the extent to which GCC countries are still

heavily dependent on oil revenues).

Table 2.10 The Relative Importance and Growth Rates of Aggregate Mining and Non-Mining Sectors
as (%) of Aggregate GCC Countries GDP.

@ MiningSector |  Non-MiningSector
Importance
— w0 | 38 | @ | e | s
1991 | 3 | 7 1 6 | 10
1992 | 3% [ 8 | 6 1 4
1993 | 33 | -8 | 61 | 8
1994 | 34 1 7 4 6 | 1 ]
199 | 3 | 14 | 6 {8
1996 | 37 | 15 1 63 1 5
1997 3%\ 1 1 64 1 6 |
1999 | 32 ¢+ 3 | 68 | 5
200 | 42 | 59 {8 | 5

Source: GCC Economic Bulleting, Volume 16,2001

The aggregate return from GCC o1l production in 1997 was about US$100 billion a fall of
1.2% relative to 1996, this was because oil prices started to decline over the period. In
particular between 1996 and1997, oil revenues for all the GCC countries declined: U.A.E (-
6.4%), for Oman (-0.8%), Kuwait (-12.3%), Qatar (-3%), Bahrain (-7.5%), and (-2.3%) for

Saudi Arabia. Oil prices continued their downward slide in 1998, worsening GCC economic
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conditions, for example oil revenues fell by 35% 1n Saudi Arabia and 30% in United Arab
Emirates. By the end of 1998 aggregate GDP of the GCC wﬁs about (US$ Bill 230) and the
GDP Growth rate fell by 10% relative to 1997 (table 2.12). At the beginning of 1999 oil
markets recovered having a positive impact on the GCC. Aggregate GDP revenues rose to
US$ 265 billion with a positive growth rate about 15%, this performance continued in the
2000 where aggregate GDP increased to US$ 320 billion and GDP increased, on average by a
massive 22% (table 2.12). Qatar GDP for 2000 increased by 30%, Kuwait by 25%, Oman by
26%, Bahrain by 21%, U.A.E by 22% and 22% in Saudi Arabia. The revenues from non-oil
sectors increased by 5% compared to the 1999 levels, to around US$ 185 billion, however, the
non-oil sectors relative importance in GCC GDP fell from 68% 1n the 1999 to 58% by the
2000. Average Gross Domestic Product per capita increased by 10% 1n 1999 compared to
1998 and 20% in 2000 relative to 1999 (table 2.12). Taken together, one can see how the

recent strong performance of GCC economies 1s inextricably linked to o1l prices.

Table 2.11 The Aggregate GCC Member States GDP and GDP per capita and its annual % change

~ Year | __GDP__| %Change | GDP percapita | %Change in GDP percapita
1990 | 1742294 | 130 | 85 | ol
—roo1 | ImmI125 |22 | saas | 3
1992 2010763 | 129 | 8%70 | 304
1993 | 2051147 | 20 | ®al2g | 46
—ioo4 | 2039930 | 05 | #2332 | 176
1995 | 2247882 | 102 | 834 | 59
1996 | 2510003 | 17| ooi4 | 75
1997 | 2593606 | 33 | oo | .1
1998 | 2316542 | o107 | 7946 | -5
1999 [ 22621986 | 133 | ®MI4 | o1
—2000 | 3203846 | 226 | 03622 | 147

Source: The GCC Economic Bulleting, Volume 16,2001.
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2.5:The Major Challenges and Constraints to Economic Development Process in the

GCC

While the recent initiatives mentioned in section 2.3.3 have significantly strengthened the
adjustment process that began in the mid-1980s, the nature and extent of emerging challenges
1s still on going. In almost all countries that followed a domestic investment policy, the
development of the non-oil sector focused on petrochemical industries and other oil-based
industries in which the countries had a clear comparative advantage. However, the
petrochemical industries still remain vulnerable to international oil market developments and
to restrictive trade practices in the main consuming regions. Moreover, most of the large non-
o1l industries in the GCC have remained in the public domain, reflecting the authonties' policy
toward strategic industries and minority foreign participation, as well as the large capital
requirements that have limited private sector entry. In agriculture and manufacturing, where
private sector participation was significant, production has been supported by various
subsidies and incentives that has burdened the budget and distorted the relative price structure.
Despite the development plans outlined in the mid-1990s, the GCC countries have limited
experience with privatization. In Kuwait, privatization has involved sales of shares of certain
enterprises held by the Kuwait Investment Authority on behalf of the Government. In Saudi

Arabia, so far, 30 percent of shares of the Saudi Arabian Basic Industries Corporation have

been sold to the private sector.

A broader pnvatization program aiming to create a more efficient economic system should be geared
toward not only higher private sector activity, but also private sector decision making and majority
ownership, tapping its dynamusm, creativity, and entrepreneurial skills. This should proceed in tandem
with a further liberalization of foreign direct investment to allow majority ownership. The proceeds
from privatization should be used to retire public debt. In addition to a sound regulatory framework,
the success of the privatization programs is predicated on transmitting the right price signals to the

market. (Sassanpour, 1996, p.46).
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A number of GCC countries have identified public utility companies as possible targets for
privatization® (Alta’awon, 2002). This would require a prior adjustment in prices to ensure
self-financing and a reduction 1n the burden on the budget in the future. There would naturally
be short-term costs associated with the resulting resource reallocation, but these trends also
offer significant potential for welfare gains in GCC countries if proper conditions are in place.
The basic and perhaps the most important requirement is a stable domestic macroeconomic
setting. Within this framework, a large and adaptable trade sector and a sufficiently diversified
economic base would be required in order to benefit from a rapidly changing intemational
trade environment (IMF, 2000). Moreover, according to (Azzam, 1998) the benefits to the
economy from closer links to intemational capital markets could only be maximized through a
diversified domestic financial sector and open and well-functioning markets which are well

supervised and regulated.

The GCC countnies have small, but growing, domestic equity markets. In the future, these markets
would be called upon to play a more active role in resource mobilization and increased equity
financing for the private sector. In fact, this would be a key element for the success of the
privatization program which, in turn, would contribute to its efficiency by increasing its size and
depth. Increased investment opportunities at home would also help in attracting substantial savings
held by GCC citizens abroad. The recent successful floating of public shares on the local markets (in
Bahrain, Oman, Qatar, Saudi Arabia, and the U.A.E.) and their oversubscription in some cases

suggests that substantial resources could be raised through the local markets. ( IMF, 2000).
However, despite liberal exchange policies, the links between the equity markets in the GCC
countries and the international capital markets have not been strong because: (i) there are
restrictions on direct foreign participation in domestic equity markets; (ii) the financing
requirements of a dominant public sector have been typically met through bank borrowing;
and (ii1) equity markets have been dominated by a few large-and mostly closed and family

owned-private sector companies (Azzam, 1998). At the same time, excluding joint ventures in

* Saudi Arabia has identified the Saudi Telecom to be privatized in Dec 2002 and Saudi Airlines in 2003
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the o1l and gas sectors, direct foreign investment in the GCC countries has been insignificant
because of the small domestic market and public sector control in major industries (e.g.,

petrochemical industries). As such, the direct benefits to the GCC countries from a closer
integration of capital markets would only be significant if the domestic markets become more

diversified and open.

At first glance, the GCC countnies with their open and hberal trade regimes and a large external trade sector
appear to be well-placed to benefit from the global trade reforms. However, the conventional measures of the
degree of openness and the extent of integration of the GCC economies with the rest of the world need
qualification. While in the GCC countries the share of total extemnal trade to GDP (almost 100 percent in 1995-
99) is probably among the highest in the world, and per capita exports (US$4,000 in 1999) reach the levels of
industrial countries, these measures of openness are heavily influenced by oil trade Given the present production
and export structure, the direct benefits to the GCC countries from the global trade reforms are likely to be

limited, at least initially (Sassanpour, 1996, p.45)

2.6 The Conclusion:

On the May 25, 1981 the Gulf Co-operation Council (GCC) for the Arab States of the Gulf
was created. The GCCZ, compnsing Bahrain, the Kingdom of Saudi Arabia, Oman, Qatar, the
United Arab Emirates and Kuwait, became the first major attempt toward regional economic
integration in the Arab world. One of the GCC’s main objectives 1s to promote economic
development. A number of agreements in the fields of economics, foreign affairs, education,
defense, security and energy, have been signed between the members of the GCC organization
in order to promote economic development and broader integration process. This chapter has
outlined and discussed the economic and financial trends that have affected the economic
development process and changed the face of the GCC member states economies over the past
two decades. In section 2.2 we outlined the main features of the GCC organization, its
formation and major objectives. The potential benefits arising from GCC member state

economic integration are also highlighted. In section 2.4 the performance of six GCC
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economies and the stages of economic development over the last two decades are reviewed
and discussed using various economic indicators. The broad structural reforms and various
government plans implemented by GCC member states to improve economic performance
during the 1990s are also outlined. Challenges and constraints to the economic development
process in GCC member states are briefly discussed in the final section.

All 1n all, it can be seen that, the economies of all GCC states are strongly dependent on oil
prices, despite recent attempts to diversify industnal bases and sources of revenue.. Plans to
encourage further economic diversification in the manufacturing and services sectors are
ongoing. Since the early 1970s, o1l revenues have transformed the GCC member.states Into
modem economies. Crude o1l exports, which are the preserve of the govemments, remain the
mainstay of economic activity, but refining industries, petrochemical plants, light industries
and retailing are gradually assuming a larger role. Nevertheless, the basic structure of the
economies, whereby the o1l sector accounts for at least 30% of National GDP and government
activity as a whole for around 60%, will probably remain the same for the foreseeable future.
Sharp swings in o1l prices have meant that economic growth in the GCC countries has been
erratic during the last 20 years. After oil booms in the mid 1970s and the early 1980s, prices
slumped in the mid 1980s bringing unfavourable economic conditions represented by
increases in fiscal deficits, nsing rates of unemployment, and increasing social demands
associated with the sluggish economic growth and large internal and external financial
imbalances. The GCC Countries were just emerging from recession when the Iraqi invasion of
Kuwait ushered in an era of higher oil prices and, due to the removal of Iraqi oil from
international markets, increased o1l export revenues. As a result, the economies of the GCC

member states experienced a mini-boom in 1991 and 1992. This was brought to an end by the

precipitous fall in prices at the end of 1993. The aggregate GDP growth of the GCC countries

39



was slightly negative in 1993 (-1%) but it resumed a positive increase of around 2% in real
terms by the end of 1994, and 7% on average over the penod 1995-97. However, this was not
the case in 1998, when the o1l prices slumped again causing aggregate GDP growth of GCC
countries to decline substantially, on average a fall of 11 percent for the bloc overall. In 1999
and 2000 o1l prices increased, shifting aggregate GCC Countries GDP growth from -11% in

1998 to 13% in 1999, and 23% in 2000 respectively.

The GCC’s heavy dependence on o1l has lead to a wide-ranging debate on the future of GCC
member states economies. In the past, these countries were able to survive periods of low oil
prices by drawing on their reserves, but by the early 1990s the effects of budget deficits
became more structural in nature, which meant that this policy was no longer sustamnable.
Furthermore, recurrent government spending and defense purchases have grown to the extent
that even in years of reasonably high oil revenues the GCC Countries were still in deficit. The
governments of Saud: Arabia, Kuwait and Oman signaled their recognition of the problems by
announcing five-year plans (1995-2000), ( while other countries implemented similar policies)
stressing the need to expand private sector activity within the economy and the increased

privatization of various state industries.

This chapter provides a general overview of macroeconomic conditions of GCC member
states economies. An important feature of the development process relates to improvements in
the performance in the banking and financial system as well as further integration of the GCC
financial systems. The following chapter, therefore, outlines the main characteristics of

financial and banking systems of the countries under study. The aim is to investigate the role

of financial institutions in the process of economic development in GCC countries.
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Chapter I11
The GCC Financial Systems:
Structural Developments and Performance

3.1: Introduction

In chapter two, we analysed the broad macroeconomic features of GCC economies. This
chapter outlines the main characteristics of the banking and financial systems of the six
countries under study. Section 3.2 discusses the relationship between the development of
the financial system and economic growth by describing the functional role of financial
institutions in the economic development process. Section 3.3 presents an overview of the
financial systems of the countries under study; these are Saudi Arabia, Kuwait, Oman,
Bahrain, Qatar, and the United Arab Emirates. Section 3.4 discusses the stages of financial
development, namely monetization and financial depth using some basic economic and
financial indicators. It has been argued that the structural charactenistics of banking
markets are important determinants of how well individual banks operating in the market
might serve their customers (Rose, 1987). Section 3.5, therefore, investigates the main
structural features of the six banking markets including the level of concentration. Section

3.6 examines the recent performance of GCC banks and section 3.7 is the conclusion.
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3.2 Financial System Design and the System Functional Role in Economic

Development:

One cnitical factor that has begun to receive considerable attention more recently is the role
of financial markets in the growth process. The positive link between financial depth,
defined broadly as the level of development of financial markets, and economic growth is
in one sense fairly obvious. That is, more developed countries, without exception, have
more developed financial markets. Therefore, it would seem that policies to develop the
financial sector would be expected to raise economic growth. Indeed, the role of financial
development is considered by many to be the key to economic development and growth

(Khan et, al. 2000, p.3).

In general, financial system can be broadly divided into four main parts: The banking
system, non-bank financial institutions, financial/capital markets (equity, bonds, and other
financial derivatives), and the regulatory and supervisory system that represents the role of
government policies related to stabilizing and controlling the financial system (Hermes, et
al. 2000). Basically, financial development involves the evolution of financial instruments,
financial markets and financial institutions (Azzam, 1998). In recent years, financial
system development has gained increasing attention, both in academic and in policy

circles. As 1s acknowledged in the recent literature, the financial system plays a crucial role
in economic development [(Levine, 1997), Levine and Loyaza (2000), Beck et.al (1999),
Khan (2000)]. Many papers have established a strong positive correlation between
financial system charactenstics and economic growth [see, among others (King and
Levine, 1993a,b), (Hermes and Lensink 2000)]. The main functions of a financial system
are to intermediate between saving and investing economic units. This includes selecting
investment projects and the final users of financial resources according to their
creditworthiness and monitoring the use of these resources. In particular, financial systems
transform the matunty, liquidity, risk and return characteristics of the liabilities issued by
borrowing units to meet the preferences of lenders (Levine, 1997). Greenwood and
Jovanovic (1990) .emphasize the role of financial intermediaries in risk pooling and

monitoring functions by pooling savings for diversified investment projects and by
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monitoring the behaviour of the borrowing firms, banks ensure higher expected rates of
returns which help to promote economic growth. Pagano (1993) provides a theoretical
contribution showing how financial development may have a positive effect on economic
growth. He stresses the role of financial institutions, e.g., banks, in providing important
services such as facilitating trading, hedging, diversifying and pooling of risk, which
stimulates savings mobilization, and allocates financial savings to the most efficient
iInvestment projects by screening and monitoring borrowers. Moreover, he points out that
financial development may influence the private saving rate. Levine (1991) incorporates
both portfolio diversification and liquidity management aspects to show the role of
financial intermediaries in pooling consumers' liquidity risks via the securities market and
concludes that setting up a stock market enhances economic growth. Chen, Chiang and
Wang (1996) also suggest that financial intermediation increases investment projects and
spurs economic growth by utilising more sophisticated and specialised production

processes.

In both developed and developing economies, banks are the principal source of non-
market finance to the economy (Khan, et al, 2000). Banks gather and assess information
about prospective borrowers and their investment opportunities. The second function
performed by banks is to serve as the principal repository for liquidity in the economy
(Levine, et al. 1999). By pooling the transaction balances of many different transactors,
banks can acquire large, diversified portfolios of direct claims on borrowers which enable
them to meet liquidity demands while still holding substantial amounts of illiquid assets.
Furthermore, banks offer longer-term deposits that must compete directly with other
instruments available in the financial markets. The return on deposits must be sufficient to
compensate for the risk and delayed consumption associated with accepting deposit claims

on the bank. Furthermore, banks transform the longer-term, risky, illiquid claims that
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borrowers prefer to issue into safer, shorter-term, more liquid demand and savings deposits
that savers prefer. This asset transformation often involves maturity transformation as well.
Financial intermediaries enhance economic efficiency by overcoming frictions through
. channelling resources toward the most efficient investment, giving households access to
economtes of scale in processing information that enables the identification of investment

projects and ensures that businesses act in ways that do not conflict with saver's interests.
Becsi and Wang (1997) note that while there is no single general model that explains why
banks exist, fundamental market frictions are probably the main rationale for the existence
of financial intermediaries. Market frictions can be classified into either technological or
incentive. Technological frictions prevent individuals from having to access economies of
scale in the processing of financial services relating to potential borrowers. Overall,

financial intermediaries have major roles to play in the economy; in particular, they help

overcome various sources of market frictions and therefore help transform financial
resources to their most efficient use, thus enhancing economic growth. Nevertheless,

financial markets worldwide are rapidly becoming more integrated and thus better at

allocating capital to its most productive uses (Azzam, 1998). The continuing liberalization
of financial markets; the trend towards securitization (and hence tradability) of financial
assets;, and more effective management of risks and returns through the use of derivatives |
are all helping to lower barriers between domestic financial markets worldwide (Hermes,
et al. 2000). A more efficient global capital market should be better able to match savings

in the developed world with the profitable investment opportunities in developing

countries (Azzam, 1998). However, the positive contribution the financial system can

make to the process of economic growth depends, among other things, on how the system

is designed (Lensink et al. 2000). Knowledge of exactly how the design of the financial

44



system may help to improve welfare 1s of course of particular importance to under-

developed economies.

Many different aspects of financial system design play a role, such as the type of financial
institutions that should be established, the design of the regulatory and supervisory system,
and the role of government policies related to stabilizing and controlling the financial
system. In a broad sense, the design of the financial system involves the choice between
two dominant systems: the market-oriented financial system — which can be found in
countries like the United States and the United Kingdom — on the one hand, and the bank-
dominated system — which is in place 1n countries like Germany and Japan — on the other
hand. Of course, a country may also opt for intermediate ways of designing its financial

system. ( Lensink ez.al. 2000, p 510).

The choice for a particular financial system has direct implications for the type of financial
institutions to be established, for regulatory and supervisory design and for the choice of
government policies (Khan, 2000). In general, the design of the financial system involves
the choice between market-oriented or bank-oniented financial system. However, the
relative merits of bank-based financial systems versus market-based financial systems also
have been the focus for recent empirical research. Proponents of bank-based systems note
that:

(D) In highly liquid markets, information is quickly revealed to investors at large,
creating a free-rider problem;

(I)  Small outside investors are unable to exert corporate control due to superior
information of managers and the likely collusion between managers and a few
powerful members of the board; and

(II) Liquid markets make it easy for concerned stockholders to simply sell their
shares rather than coordinate pressure against management.

The combination of all of these market failures leads to an inefficient allocation of saving.

Those favoring bank-based systems argue that banks with their long-term relationships

with particular firms, mitigate these market failures.
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On the other hand, proponents of market-based systems focus on the weaknesses of bank-

based systems, arguing that:

(I Large banks tend to encourage firms to undertake overly conservative
investment projects, and extract large rents from firms leaving them with low
profits and little incentive to engage in new and innovative projects; and

(I) Shareholders have little oversight over bank managers who control not only
banks but also, indirectly through financing, the firms. Furthermore, the
advocates of market-based systems claim that the latter provide a richer set of
financial instruments that allows greater customization of risk management
techniques than in a more standardized bank-based system.

Emerging evidence suggests that neither view is fully correct (see among others Shleifer,
and Vishny, (1997), Levine (1998, 1999b). However, Demirguc-Kunt et al. (2000)
suggested that establishing a legal environment that credibly protects the right of investors
is much more important than considerations involving comparisons between bank-based or
market-based systems. Levine (1999b) on the other hand, convincingly argues that the
choice is not either I::;anks or markets. Rather, banks and markets provide complementary
financial services to the economy, with both having positive implications for economic
growth. In this context, the financial systems of the GCC states are all considered as bank-
dominated systems similar to that in countries like Germany and Japan. Moreover, these
markets are also considered underdeveloped markets by global standards. The capital

markets (equity and bonds) are still in their early states of developments (Azzam, 1998).

The Arab Gulf bond markets are still in their early states of development, mostly in
government debt instruments denominated in the local currencies. The bond markets in
the region are likely to gain added depth and versatility in the coming few years as the
need increases for long-term capital borrowed at a fixed rate to spend on infrastructure
and as international investors seek higher yields from newly emerging markets, This

will complement the region’s fast developing equity markets and provide a fresh source
of financing for private and public projects. It will also encourage the creation of new
risk management instruments such as interest rates futures and options, while adding to

the scope of central banks to conduct monetary policy through open market operations.
(Azzam,1998, p 69).
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In developing countries, banking markets are characterized by high liquidity and a lack of

complex financial instruments, either on the asset or liability side.

In the majority of the developing countries where the financial system is less developed,
competition is limited and most of the financial activities are dominated by a small number
of financial institutions, usually commercial banks. The degree of competition among
different financial institutions constituting the financial system can be measured by the

concentration of the banking system’s total assets. (Hermes et, al. 2000, p.511).

‘While regulations concerning financial institutions exist in all countries, these appear to be
enforced more consistently and effectively in the developed countries compared to under-
developed ones (Cunningham, 1995). Finally, financial innovation in developed countries
has typically been led by market forces and the liberalization of markets, whereas in

developing countries, such as the GCC, it has been predominantly at the behest of

governments (Azzam, 1998).
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3.3 An Overview for The Financial Systems in the GCC Countries

This section outlines from a historical point of view the development of the financial
systems of the six countries under study Saudi Arabia, Bahrain, Oman, Qatar, Kuwait and
United Arab Emirates. The structure and performance features of these banking systems of

are discussed in more detail in the following sections.

3.3.1 Financial System of Saudi Arabia

The Saudi financial system is centred on 9 commercial banks, and one money exchanger
all of which are wholly or majority owned by Saudi interests. The history of financial
institutions in Saudi Arabia commenced in the 1900s when several foreign banks had
offices in the Kingdom before the period of high oil revenues (Presley, 1992). The first
local bank, National Commercial Bank, was licensed in the early 1950s. However, the
modern history of the banking system in Saudi Arabia startéd in 1952 when the Saudi
Arabian Monetary Agency (SAMA) was created to achieve a stable monetary mechanism.
Before the establishment of SAMA, there was no Saudi currency until 1952 when the
Saudi Riyal was issued (Cunningham, 1995). In 1976 the Saudi Council of Ministers
ordered that all foreign banks in the Kingdom had to be put under majority Saudi
ownership and a maximum foreign shareholding at 40% was set. During the next few years
seven foreign banks converted their local offices into joint ventures. The last banking
licence to be issued was to Al-Rajhi Banking and Investment Corporation, which began
operations in 1988. The company had been operating as a money changer for many years
and had strayed into the business of accepting deposits. By issuing a licence the financial
authorities regularized this anomalous situation and brought the company within the
purview of local banking regulations (Cunningham, 1995). Apart from the granting of a
licence to Al-Rajhi, which must be considered an excéptional case, the banking market has

been closed to newcomers since the early 1980s.The only other banking institutions are the
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five major state development banks which extend soft loans to infrastructural, agricultural
and other strategic projects. These development banks established during the 1970s,
include, Saudi Credit Bank, Saudi Agricultural Bank, Public Investment Fund, Saudi
Industrial Development Fund and the Real Estate Development Bank. These institutions
finance medium and long-term projects to supplement the short-term funds provided by

commercial banks (Presley, 1992).

Central Banking and Regulation
The Saudi Arabian Monetary Agency (SAMA) is the Kingdom's central bank. It was

created by royal decree in 1952 and given a charter in 1957 (Cunningham, 1995). SAMA's
responsibilities vis-a.-vis commercial bank legislation were laid down in the Banking
Control Law of 1966 which still forms the basis of banking regulation in the Kingdom
(Azzam, 1998). SAMA reports to the Ministry of Finance and National Economy whose
approval is required for many aspects of its regulatory activity. In practice, however,
SAMA is free to act on its own initiative in technical matters relating to the management of
the banking system (Alsuhaimi, 2001). Although SAMA is not technically a lender of last
resort, it acts as one for all practical purposes (Cunningham, 1995). It is highly unlikely to
allow any bank to collapse as a result of financial difficulties. In the days which followed
the Iraqi invasion of Kuwait on 2 August 1990, SAMA moved swiftly to inject liquidity
into the banking system to help the banks cover fhe massive withdrawals and transfers
made by depositors. Its efforts extended to the import of actual US dollar bank notes which
were distributed to the banks (Presley, et al. 1992).

No bank has collapsed since the formation of SAMA in the 1950s although in the late

1980s it was clear that some would have negative net worth if they made provisions

commensurate with the size of their problem debt portfolios. These banks were allowed to
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continue operations until they were able to raise fresh capital with which to make
provisions and strengthen their balance sheets.

SAMA 1s responsible for managing the exchange rate of the currency, the Saudi riyal,
which 1s officially linked to the Special Drawing Right but effectively pegged to the dollar
at $1=SR3.75. The riyal stabilised at this rate in 1986 after a series of small devaluations as

the Kingdom struggled to balance its payments during the period of low oil prices. The

currency came under pressure at the end of 1993 as speculation grew that low oil prices
would again force a devaluation. Pressure was resisted, however, and in his budget speech
on 1 January 1994 King Fahd specifically ruled out devaluation (Azzam, 1998). SAMA is
also responsible for managing the bulk of Saudi Arabia's reserves. SAMA does not have a
foreign office dedicated to managing its investments abroad (as Kuwait does with its
Kuwait Investment Office in London). Most of the reserves which it manages are placed

with overseas fund managers, (Cunningham, 1995).

In regulating the local commercial banks SAMA employs several key ratios.

e All banks must conform to the 8% capital to risk weighted assets ratio commonly

known as the "Basle ratio". Conformity does not present the banks with problems
and many exceed the 8% minimum with ease. Nearly all banks added substantially
to their capital in 1991-93 either through public share issues or by retaining
earnings. The large amounts of ‘ Saudi government debt which many banks now
hold also ease the capital requirement (since government debt is zero-weighted for
regulatory capital purposes).

o SAMA's guidelines state that loans should not exceed 65% of customers' deposits.

Although the 65% figure 1s only a guideline it is closely monitored as an indicator

of lending capacity in the kingdom, (Cunningham, 1995).

30



e A bank's deposits may not exceed 15 times its capital, reserves and retained
earnings. Half of any excess deposits have to be placed with SAMA. A bank's
obligation to do this i1s calculated on the basis of its end of year accounts, and
deposits made with SAMA are not released during the course of the year even if the
bank's ratio falls below the 15:1 multiple.

e Banks must place with SAMA 7% of their current account deposits and 2% of all
other account liabilities, including margins and certificates of deposit. The banks do
not receive interest on these deposits. Banks must keep 20% of their customer
deposits as liquid reserves. Saudi treasury instruments and interbank deposits with
maturities of less than 30 days, may be included in the calculation of this ratio.

e Banks may not lend more than 25% of their capital and reserves (excluding
retained earnings) to a single customer. This percentage may be increased to 50%
with SAMA's authonsation.

Financial Markets

According to (Azzam, 1998), Saudi financial markets are surprisingly underdeveloped
given the size of the country's economy and banking system. This is a reflection of the
historical importance of cash and liquidity in the banking system, and the fact that until the
early 1990s the banks had no difficulty in attracting the funds they sought and borrowers
had no difficulty in finding willing lenders. This situation started to change in 1993 when a
slowdown in deposit growth, resulting from reduced repatriation of capital from abroad
and a reduction in government oil revenues, combined with increasing demand for credit
on the part of the government, and, to a lesser extent, the private sector. Referring to
(Presley, 2000), the main gap in Saudi financial markets is the lack of medium-term
liability instruments. The vast bulk of Saudi banks' 'deposits, both from customers and

banks is in short term money. No Saudi bank has issued medium-term notes or bonds as
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part of its funding programme. Historically, Saudi banks have had large amounts of assets
placed with banks abroad and these could be repatnated to cover any short-term liquidity

requirements (Azzam, 1998).

Government Development Bonds

There has been some development of products on the asset side, although these have arisen
mainly in the context of government debt, (Cunningham, 1995). In 1988 SAMA began to
1ssue government development bonds (GDBs) on behalf of the Ministry of Finance and
National Economy. The stated intention was to cover the government deficit (Presely,
1992). Yields on the bonds are theoretically linked to profits on unspecified development
projects. In practice they are directly linked to the returns on US treasury bonds (Wilson, et
al. 1992). The GDBs give a premium of 0.2% over US treasuries on the two-year bonds
rising to a premium of 0.5% over five years on the five-year bonds. By the end of 1993 it
was estimated that bonds outstanding totalled around $46bn of which about half were
taken up by governmental institutions, (Wilson, 1996). Bonds may be bought on the
secondary market by GCC institutions or individuals, Bahrain offshore banks and the
overseas-based branches of Saudi companies. The GDBs proved popular with the banks
when interest rates were falling in the early 1990s but when rates started to rise again in
early 1994 purchases quickly tailed off (Azzam, 1998). The secondary market in bonds is
thin, not least because all the banks are using the same criteria in determining whether to
buy or not to buy (Alsahlawi, 1997). SAMA does, however, offer a repurchase facility for
up to 25 % of banks' holdings of the bonds. In November 1991 SAMA started to issue

treasury bills with maturities up to one year. Repurchase facilities (.for up to 75% of

holdings) and reverse repurchase facilities exist (Cunningham, 1995).
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Stock Market

Activity on the Saudi stock market started to increase towards the end of the 1980s with a
series of public share 1ssues. This trend accelerated after the Gulf war and in the two and a
half years to the middle of 1994 1linstitutions (10 commercial banks and one Islamic
bank) raised a total of$4.7bn in capital in response to the new capital adequacy policy
imposed by SAMA, (Cunningham, 1995). Moreover, new publicly traded firms were
established. Héwever, after that the pace slackened reflecting a decline in the Saudi stock
index and tightening liquidity in the economy (Azzam, 1998). From a peak of 1233 in
April 1992 the Saudi stock index sank to around 1135 in July 1994 and hovered around
that level until the end of the year. In fact, in the early 1990s the Saudi share market
witnessed a systematic transformation, represented by the introduction of the Electronic
Share Information System (ESIS). ESIS has contributed to the regulation and development
of the operation of the market and restricted trading only through the central trading units
at commercial banks, which are continually supervised and monitored by SAMA. At
present SAMA undertakes the responsibility of developing, regulating and directly
supervising the Saudi share market and its day-to-day operations (SAMA Annual Report,
2001). The Saudi share market recorded a marked improvement during 2000 due to
increased economic activity and the ongoing policy of restructuring aimed at partially
privatising state sectors. The share price index stood at 2258.29 at the end of 2000, rsing
by 11.5 percent over the end of the preceding year, and the total value of shares traded
went up by 15.5% percent from US$ 15,078 million in the preceding year to US$ 17,411

million in 2000 (see table 3.1).

53



M Rl R Y RETIAMWR TR TR e N D, WIS (T M AR gy

Table 3.1 Saudi Share Market Indicators over period from 1990-2000

traded (1000) Traded(US$, Mill) | Shares (US$ M) Transactions (National Stock
Indicator)(Points)
o 19%0 | 17000 | 1,173 | @ 2586 | 85298 |  979.80
#1991 | 31000 | 2275 | 48266 | 90,559 | 176524
1995 | 117000 | 6,091 | 40,800 | 291742 | 136760
1996 | 13800 | 6770 | = 45780 | 283,759 |  1531.00
1999 | 528000 | 15078 | = 61,045 | 438226 | 202853 |

Source: Saudi Monetary Agency Annual Report (2001, p. 331).

Furthermore, the total number of shares traded increased to 555 million from 528 million

in the preceding year, recording a rise of 5.1% percent, and market capitalization stood at

US$ 68,000 million at the end of 2000 as against US$ 61,045 in the preceding year, rising

by 11.5%, (SAMA, Annual Report, 2001).

To conclude, despite the downturns in the domestic economy resulting from the instability
in o1l prices and the Gulf War, the Saudi financial system has witnessed substantial
progress over the past decade. Many banks have increased there capitalization, and the

number of publicly traded firms also increased. Further, the stock market witnessed

substantial expansion.

3.3.2 Financial System of Oman

Until 1970, there was no national authority responsible for the supervision of the incipient
banking system. The number of banks was small and banking activities were limited in
scale (Presley, 1992). The two monetary authorities that preceded the establishment of the

Central Bank of Oman, namely the Muscat Currency Authority in 1970 and the Oman
Currency Board in 1972 were not vested with full banking status, but, they had well

prepared the ground for the emergence of the Central Bank of Oman. However the major
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event heralding the creation of the Central Bank of Oman was the launching of the
Banking Law in 1974. At the end of 2001 the Omani banking system comprised seven
local banks,11 branches of foreign banks and three specialised banks. The financial system
as a whole also includes leasing companies, investment funds which are listed on the
Muscat Securities Market (stock exchange) and 14 insurance companies, four of which are

locally incorporated (Oman Central Bank Report, 2001). In 1995 the Central Bank 1ssued

regulations governing investment banking activities. Those banks which wished to conduct
such activities had to apply for a special licence. At the end of 2001 five banks had been

awarded investment licences. The five were Bank Muscat Al-Ahli Al-Omani, Commercial
Bank of Oman, Bank of Baroda, Habib Bank A.G. Zurich and Habib Bank Ltd. The

introduction of investment banking licences will not result in a clear separation between
investment and commercial banks. Most local banks will in future conduct both types of

business. The Central Bank's purpose in introducing the new legislation was to ensure that

Investment activity, which was only just beginning in Oman, would be properly regulated.
The seven local banks dominate the market, accounting for about two-thirds of banking

assets and up to three-quarters of deposits. Local banks have been reduced to their present
number as a result of mergers carried out during the early 1990s. Three of the seven banks
are the product of mergers or takeovers: Bank Muscat Al-Ahli Al- Omani (formed at the
beginning of 1993 from Bank Muscat and Bank Al-Ahli Al- Omani), Commercial Bank of
Oman (formed from the merger in October 1993 of Commercial Bank of Oman and Oman
Banking Corporation) and Oman Arab Bank (which bought Omani European Bank in early
1994). Three other long-standing banks have retained their independence: National Bank
of Oman, Oman International Bank and the Bank of Oman, Bahrain and Kuwait. Bank
Dhofar Al-Ahli Al-Omani was established in 1990 and has been unaffected by the merger

policy, (Cunningham, 1995).
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In April 1992 the Central Bank gave local banks 18 months in which to raise their capital
to OR 10 m (US$26m). Foreign banks had to show a minimum capital of OR3m. The
previous minimum, for both local and foreign banks, had been OR1m. The Central Bank
also offered incentives to merger in the form of a five-year tax break and cheap deposits
which would be awarded according to the size of the new bank's capital. Oman is the only

Gulf country successfully to have implemented a policy of bank mergers (Azzam, 1998).

Several local banks have non-Omant shareholders. The position at the end of 2000 can be

summarised as follows:
Bank Muscat Al-Ahli Al-Omani: Societe Generale has a 10% stake.

Oman Arab Bank: Jordan's Arab Bank has a 49% stake and the managing director is

seconded from Arab Bank.

Bank Dhofar Al-Omani Al-Fransi: Banque Paribas has a 10% stake and the general

manager 1s seconded from Paribas.

Bank of Oman, Bahrain and Kuwait: Bahrain-based Bank of Bahrain and Kuwait, itself
50% owned by Kuwaiti financial institutions, has a 49% stake.

Commercial Bank of Oman: GIBCORP, the local joint venture between Bahrain-

based Gulf International Bank and local interests, has a 42% stake and a management
contract.

National Bank of Oman and Oman International Bank are wholly owned by local interests.
Bank of Credit and Commerce International (BCCI) had a 40% stake in National Bank and
a management contract before it was closed in July 1991.

Three of the local banks are clearly bigger than the others: Bank Muscat AI-Ahli al-

Omani, National Bank of Oman and Oman International Bank. All had assets of around
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$14,800m and deposits of around $13,500m at the end of 2000, (OCB annual report,

2001).

The Omani banking system is the smallest in the GCC. At the end of 2000 it had assets of
$24.812bn which accounted for only 8% of the GCC total banking system assets

(excluding the Bahrain offshore sector).

The banking system 1s regulated by the Central Bank of Oman. The Central Bank exercises
considerable influence over local banks and there have been no recent examples of
commercial banks in Oman defying their central bank's wishes. The Central Bank regularly
reviews banking regulations. Changes to the rules are published in its twice monthly
English-language newsletter Al Markazi and in the annual report. The most important
regulations affecting Omani banks, as listed in the Oman Central Bank Reports 2001 are
the following:

e Banks may not lend more than 15% of their net worth to anyone client.

¢ Total lending may not exceed 75% of deposits and net worth. This ratio rises to

85% when bills of exchange are included in the loan portfolio.

e Banks' open foreign exchange position may not exceed 40% of their net worth.

e 5% of customers' deposits must be kept with the Central Bank. Treasury bills may
account for up to 60% of this 5% (that 1s, 3% of customers' deposits). In this and
other Central Bank calculations, borrowings from banks overseas are counted as

customers' deposits, while borrowings from local banks are not.

Omani financial markets are based on bank lending and trade finance for the major private

sector companies (Azzam, 1998). In 1987 the Central Bank started issuing treasury bills
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and in 1991 began issues of bonds. The stock market, which opened in 1989, became an
important feature of the local financial scene during the mid 1990s (Cunningham, 1995).
Treasury bills, which have 90 day maturities, are issued by the Central Bank every two
weeks. The value of bills outstanding can vary considerably from year to year depending
on the banks' liquidity posttion. In 1999-2000 bills outstanding were valued at about $300-
400m and accounted for about 1-1.5% of banks' total assets. The introduction of
Government Development Bonds (GDBs) was a significant addition to Omani capital
markets. The bonds are used as a way of funding the government deficit and may be
bought by Gulf citizens as well as Omanis. The bonds usually have maturities of 5-7 years
although there are occasional issues with longer or shorter matunities. (Presley,et al. 1992).

During 1999 the Muscat Securities Market (MSM) started to play an important role in local
financial markets. During the year $186m in equity finance was raised by new companies

and a further $63m was raised by existing companies seeking additional capital,
(Almarkazi, 2000). The government is committed to privatising part of its holdings in local
companies, and new investment opportunities will also arise from the government's policy
of having new infrastructural projects, such as power stations and sewerage systems,
constructed on a build-own-operate-transfer basts. The first such project, the Manah power
station, was awarded in 1997 to an international consortium led by Belgium's Tractebel
and including four local contractors. Authorities are keen to encourage overseas fund
managers to invest in Oman and various regulations covering foreign direct investment
have been upgraded and clarified during the 1990s. In theory, foreign direct investment is

already possible, although in practice it shall remains subject to various restrictions

(Azzam, 1998).
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3.3.3 Financial system of Kuwait

There are six commercial banks in Kuwait, two specialized banks and one Islamic bank.
There are also a large number of financial companies that are not regulated by the Central
Bank of Kuwait, and these play an important role in local financial activity. Foreign banks
are not allowed to have branches or representative offices. State-owned institutions, such
as pension funds and overseas aid organizations also have a high profile in the market.

~ All six commercial banks are wholly owned by Kuwaiti interests, and the government has
an indirect controlling interest in two of them: Bank of Kuwait and the Middle East and
Burgan Bank. National Bank of Kuwait (NBK) is the pre-eminent bank and s universally
recognised as an- institution of international standing. In 1994 the Kuwaiti parliament
passed a law allowing foreign investors to hold up to 40% of local banks, subject to

approval by the Central Bank of Kuwait. (the law came into effect on 1 August 1994). No

new banks have been licenced in Kuwait since 1977, when Burgan Bank started
operations. The two specialised banks, Industrial Bank of Kuwait and Kuwait Real Estate

Bank, are state owned and as their names imply, their role is to lend for industrial and real

estate projects, although they do so at commercial rates of interest. Kuwait Finance House
is the only wholly Islamic bank in Kuwait. Despite this difference, it competes with the
commercial banks for deposits and assets and is very much part of the local financial
scene.

There is one foreign branch in Kuwait: Bank of Bahrain and Kuwait. This is anomalous,
since in theory foreign banks are not allowed to have branches. Bank of Bahrain and
Kuwait is based in Manama and is 50% owned by Kuwaiti institutions. It is the large
Kuwaiti stake which persuaded the Central Bank to allow a presence to what is almost a

majority Kuwaiti-owned bank.
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United Bank of Kuwait is a London-incorporated bank wholly owned by Kuwaiti financial
institutions. The bank focuses on funds management (where it is active in Islamic banking
products) and on commercial lending such as property, aircraft finance and housing. The
bank is not permitted to have a branch in Kuwait.

Financial companies have in the past played an important role in local and international
financial markets. The most prominent have been the companies known as the "three Ks":
Kuwait Investment Company (KIC), Kuwait Foreign Trading Contracting and Investment

Company (KFTCIC) and Kuwait International Investment Company (KIIC). The fist two
are state owned and they merged at the end of 1996. The Kuwaiti banking system is the

third largest in the GCC, after Saudi Arabia and the UAE, with assets at the end of 2000 of

$47,864.3 Million.

The Central Bank 1s a powerful body in Kuwait, and is legally a lender of last resort. 1t is
unlikely that the central bank would allow a local bank to collapse, or force an unhealthy
bank to close. It stood behind Kuwait's banks when most were technically insolvent after
the stock market crash in 1982 (also known as Souk al-Manakh) and it guaranteed

customers' deposits (Azzam, 1998). The Central Bank is responéible for the exchange rate
of the Kuwaiti Dinar (KD) which is pegged to a trade-weighted basket of currencies.
The Central Bank uses a standard array of regulations to monitor and control commercial
banks' balance sheets:
e All banks must conform to the Basle ratios for risk weighted capital adequacy,
although they are allowed to weight GCC risk as if it were OECD.
e A bank may not lend more than the equivalent of 10% of its capital base to anyone

counterparty or group of counterparties.
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e Banks are not allowed to take collateral against loans. (This prohibition is a legacy
of the stock market crash in 1982, before which banks had lent recklessly on the
basts of collateral).

e Banks may not lend more that 10% of their capital base to any other bank.

¢ Consumer loans may not exceed 10% of a bank's capital. There are no restrictions
on the ratio of loans to deposits.

e The maximum permitted aggregate foreign exchange position is 15% of the capital
base. Liquidity regulations are based on a weighted system whereby the short term
liabilities have to be backed by a higher proportion of liquid assets than medium
and long term liabilities. In addition to this main calculation, a bank's sight liquidity
position is also calculated. Liquidity calculations are carried out twice a month.

e Whatever other conditions may obtain in a bank's balance sheet, liquid assets in

KDs must constitute at least one-third of all liquid assets, and treasury bills and/or
cash must constitute a minimum of total deposits up to one year.

Financial Markets

In general, the heyday of Kuwaiti financial markets was in the years before the 1982 stock
market crash, when local companies and banks played a leading role in channelling surplus
oil revenues from the Gulf into western capital markets (Presley, 1992). The year of the
crash also marked the high point of Arab oil revenues, and by the mid 1980s lower oil
prices and healthy economic growth in western countries had diminished the importance of
Arab money to the world financial system. Arab financial institutions in general, and
Kuwaiti ones in particular, focused more on internal markets and on readjusting to
increasingly strained economic circumstances, (Cunningham, 1995).

From 1982 until the early 1990s Kuwaiti financial markets were in limbo as they reeled

from the effects of the crash and were then hit by the Iraqi invasion, (Wilson, et al. 1992).
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The only significant development of the market was the launching, in 1987, of Central
Bank treasury bills and bonds. The general downturn in the Gulf economies at this time
meant that banks were looking abroad for assets and that treasury instruments were a way
of keeping the money in the country (Presley, 1992).

The commercial bond market started to revive in'1994-95. Kuwait Real Estate Bank 1ssued

KD15m ($50m) in five-year bonds at the end of 1995 to replace an issue which was

maturing. It then issued a further KD20m in May 1996 to provide additional funding. In
October 1997 the Kuwait Investment Projects Company issued KD12m in five-year bonds.
The only other issue since the Iraqi invasion was for a local leasing company, Commercial
Facilities Company. Demand for all the issues was healthy and it is expected that the bond
market will continue its revival in the years ahead. Both of the Real Estate Bank issues
were managed by National Bank of Kuwait while the Projects Company issue was

managed by Kuwait Investment Company.

Stock Market

The Kuwait Stock Exchange (KSE) plays a major role in local financial markets and the

government has committed itself to an extensive privatisation programme which will
involve the floating of large blocks of shares in local companies. These sales were
expected to be the main force reviving stock market activity during the late 1990s. In mid
1998 two stock market investment funds were launched with the aim of attracting new
money into local stocks. For the first time, subscription was opened to resident expatriates.
However, neither was well received by the market and government companies had to step
in to cover the subscription. The KSE had languished since trading resumed after the Iragi
occupation and at the time when the funds were launched the prospects for significant

capital growth across the index as a whole were minimal. While the success of the

Commercial Facilities Company issue was expected to lead to subsequent successful offers
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for existing companies, there was little expectation that the stock market would develop as
a vehicle for raising new capital, as was starting to happen in other Gulf Countries.

The Kuwaiti government periodically commissions consultants to propose long term
strategic plans for the Kuwaiti economy. The besi known of these was a lengthy study by
the Massachusetts Institute of Technology, which was circulated around government

ministries in 1998. These studies invariably propose a liberalisation of financial markets
and the development of Kuwait into a regional financial centre. Offshore banking is
sometimes mentioned as an option. There is almost no evidence to suggest that the
government wants to pursue this course. The development of a major offshore banking
centre appears unlikely and developments of capital markets businesses will probably
occur at a gradual pace. In this respect, the development of financial markets reflects “the

lack of vision and initiative which characterises much of Kuwaiti decision making in the

1990s”.

3.3.4 Financial system of Qatar

Qatar has six locally incorporated banks and eight branches of foreign banks. All are
classified as commercial banks and the local regulations make no distinction between
commercial and investment banking. The financial system also includes 16 foreign
exchange houses and seven insurance companies. Three of the insurance companies are
locally incorporated and four are branches of foreign companies. All the locally
incorporated banks are wholly owned by Qatari interests. Two of the local banks classify
themselves as "Islamic banks" and so do not engage in interest based transactions, but in
practice they compete for deposits and assets alongside the conventional banks.

The only recent changes in the number of banks in Qatar involved the withdrawal of

Citibank in the middle of 1990s; the closure, in 1989, of Bank al-Mashreq, a branch of the
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failed Lebanese bank of the same name; and the licensing, in 1991, of Qatar International
Islamic Bank which is wholly owned by Qatari shareholders and is the smallest of the local

banks. (Bank al-Mashreq has no connection with Dubai-based Mashreq Bank which has a

branch in Doha.) The Central Bank of Qatar has not ruled out the possibility of 1ssuing new
banking licences (as some other Gulf central banks have done). In theory foreign branches
may compete on equal terms with the local banks but in practice they sometimes find that
they are disadvantaged by regulations covering bids for government business. Total assets
in the Qatari banking system stood at US$32,541 m at the end of 2000, representing 9% of
total GCC banking assets (excluding the Bahrain offshore market). Qatar is therefore the
largest of the three small banking markets in the GCC (the other two being Bahrain and
Oman). The size of the banking system has grown with reasonable consistency since the
early 1980s. In the five years to the end of 2000 1t grew by an average annual rate of 8%,
which is well in excess of GDP growth. The locally incorporated banks dominate the
financial scene: at the end of 2000 local banks accounted for 85% of total banking assets
and 82% of deposits. Qatar National Bank (QNB), in which the government of Qatar has a
50% stake, is by far the largest bank, accounting for about 35% of local assets and
deposits. The other local banks have market shares ranging between 5% and 13%. Among
the foreign banks, British Bank of the Middle East, Grindlays and Standard Chartered have
traditionally been the most active, although Banque Paribas was the second largest at the

end of 1999. British Bank of the Middle East 1s the biggest foreign bank by a clear

margin'.

The Qatar Monetary Agency (QMA) fulfils central banking functions in Qatar. On 5

August 1993 an Emiri decree was issued establishing the Central Bank of Qatar. The

governor of the Qatar Monetary Agency (QMA), Mr Abdullah Khalid Alattiya, became

! Recently the name changed to HSBC
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governor of the Central Bank. The change of name and statutes has had little effect on
central banking in Qatar since the regulatory improvements which have occurred since

August 1993 could have been implemented just as easily under the QMA.

¢ Loans and overdrafts may not exceed more than 95% of a bank's customer deposits.
Overdrafts may not exceed 50% of total lending. In a normal banking market this
would not be a problem, but Qatari banks have traditionally extended a large
amount of credit on an overdraft basis.

e Neither marketable securities nor long term investments may exceed 20% of a
bank's equity. No single marketable security or long term investment may exceed
4% of equity.

e Liquidity regulations have been upgraded in recent years but the basic rules are that
liquid assets may not exceed 35% of interbank borrowings and deposits, and that
fixed assets may not exceed 20% of equity.

e No single interbank placement may exceed 20% of a bank's equity or QR200m
($55m).

e No single loan may exceed 25% of equity or QRS0m.

e Lending to members of the bank's directorate may not exceed 25% of its equity and
lending to any single director may not exceed 7% of equity.

e Banks must conform to the risk-weighted capital to assets ratio laid down by the
Basle committee. In addition, a bank's equity must be equivalent to at least - 6% of

its assets on a non-risk weighted basis.

Deposit rates must be within 0.75% of the Central Bank's range, which is typically 1.5%
wide. It also sets maximum rates for lending. These maxima are qualified by two factors:

the spread between lending and deposit rates for equal maturities may not exceed 3%, and
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banks may charge an additional 1 % on credits whiph exceed an approved limit or are
extended without prior commitment. Until 1992 the QMA (as it was then) did not alter
local lending rates to take account of international trends. Deposits other than savings
accounts had been subject to a 5-7% range. Overdrafts and loans had similarly been
restricted to 9.5% limit. In 1992 the deposit rates were reduced to 3.75-5.25% and the
maximum rate on loans and overdrafts to 7.5%. After that, interest rates have responded in
a limited way to international trends.

Financial Market

Qatari financial markets are the smallest in the Gulf and are unlikely to develop much
during the next few years (Azzam, 1998). The banks' overwhelming focus on the liabilities

side is on attracting deposits (especially from the government).The Qatari market is highly

liquid and Qatari banks remained net placers of interbank funds even after banking
conditions started to tighten in the early 1990s(Presley, 2000). The government of Qatar
raised its first Euroloan in 1989 - $400m for the first phase of a major gas development
project - and has since borrowed a number of times on international markets. Almost all
the money raised in this way has come from international banks with QNB the only local
bank to have had any significant role in the syndications (it often takes the role of agent
bank). Project finance for industrial expansion has also been dominated by foreign banks.
The stock exchange opened in early 1999. Limited share trading is conducted through local

banks but the market is not a significant factor in the domestic financial scene.

3.3.5 Financial System of Bahrain

The Bahraini financial system is best known outside the region as an offshore banking
centre (Cunningham, 1995), but it also comprises commercial banks, which focus on local

business, and a small number of investment banks. Bahrain's financial sector also includes
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two specialised banks, namely the Housing Bank and the Bahrain Development Bank. The
Housing Bank was established 1n 1979 as a government entity to support the construction

b
industry in line with the government's policy of providing adequate housing for Bahrain's

steadily increasing population. The Bahrain Development Bank, on the other hand, was

incorporated in 1991 to enhance business activity and industrialisation in the country

(Presley, 1992).

Although offshore financial business has declined considerably since the oil-boom phase
which started in the middle of 1970s, till the first half of 1980s, Bahrain remains the most
diverse financial centre in the GCC countries and has the greatest concentration of foreign
banks of any country in the region (Azzam, 1998). Banking started in Bahrain when a
branch of the Eastern Bank opened in 1921. This was followed by the British Bank of the

Middle East in 1944, the National Bank of Bahrain in 1957 and the Arab Bank Limited in

1960 (Presley, 1992).

The offshore market was created as a result of a tacit agreement among Gulf countries at a
time when the spoils of new-found oil wealth were being divided (Cunningham, 1995). It

was decided that Bahrain would be given a free run to develop an offshore centre. Bahrain
was a natural choice since the country’s history as a trading nation gave it a cosmopolitan

atmosphere and its government had no qualms about encouraging foreign institutions to set

up offices there (qualms which other GCC countries, such as Saudi Arabia and Kuwait,
have to this day) (Wilson, et al, 1992). A further point in Bahrain’s favour was that it was
(and remains) the only GCC country without substantial oil exports, so it had no option but
to promote itself as the region’s service centre (Azzam, 1998). A major step forward came
in 1975 when the Bahrain Monetary Agency announced its plan to develop a centre in the
Arab World for dealing in international liquidity that offered an attractive package to

prospective participants in terms of regulatory and fiscal incentives as well as favourable
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working conditions including free exchange and trade controls. In particular, offshore
banking units were exempted from maintaining reserves with the agency and from
observing liquidity ratios. No tax was to be paid on the banks' income, and this exemption
continues to be effective to date.

According to (Aljarrah, 2002) there was an Arabisation of Bahrain's offshore banking
sector when major Arab banks established their headquarters on the island during the
1980s. The number of licensed offshore banking units reached 76 in 1984, but the number
had declined to 47 by 1995 and 38 in 2000, in response to the international consolidation
trend. According to the report of the World Trade Organization (2000), Bahrain's financial
services, especially offshore banking, are well developed and the Government has
continued to pursue reforms to further enhance and strengthen the financial services sector.
There are no foreign ownership restrictions for offshore banks, whereas up to 49% of the
total equity of a local bank may be held by foreign nationals. The insurance sector, which
1s regulated and supervised by the Ministry of Commerce, 1s subject to similar restrictions
with regard to foreign investment. Furthermore, in 1977 the Bahrain authorities decided to
introduce an exempt company (EC) registration, which enabled companies to incorporate
in Bahrain without a Bahraini shareholding as long as they did not conduct business in the
domestic market. In the same year, the Agency introduced a further category of banks to
carry out investment business. The number of these investment banks grew from a small
number in the 1970s to reach 23 in 2000 (BMA, Annual Report, 2001). These banks were
allowed to participate in traditional investment or merchant banking business, particularly
securities business. According to (BMA, Annual Report 2001) Of the 23 investment banks
registered in 2000, there are six major locally incorporated institutions. These are Albaraka
Islamic Investment Bank, Arab Financial Services, Arab Islamic Bank, Investcorp Bank,

TAIB Bank(formerly Trans-Arabian Investment Bank) and United Gulf Bank. The others
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are foreign institutions such as Lehman Brothers, Merrill Lynch and Sumitomo Finance

which are engaged in investment management,

The Bahrain Monetary Agency (BMA) acts as a central bank and regulates the offshore,
commercial and investment banking markets. It was set up in 1973 with advice from the
Bank of England and replaced the old Currency Board. In August 1994 the BMA removed
the 12% ceiling on consumer loans, the final interest rate which had been subject to
control. Other rates had been gradually removed during the preceding years. In November
1993 the BMA introduced a deposit protection scheme modeled on that run by the Bank of
England. (Bahraini depositors are guaranteed to llrec:eive three-quarters of their deposits or
BD 15,000 (US$40,000) whichever is less). In 1995-96 the BMA introduced regulations to
cover the managing and marketing of mutual funds and the activities of financial advisors
and agents. Prudential regulations governing banks’ balance sheets are similar for all types

of banks on the island. The principal regulations which apply equally to commercial,

offshore and investment banks are as follows:

¢ No more than 15% of capital and reserves may be extended on one counter-party.
* No more than 30% of capital and reserves may be extended to the board of

directors collectively, and no more than 15% may be extended to any single board

member.

&

¢

» Loans may not exceed 65% of deposits. For this purpose, ‘deposits’ include

*

interbank lines as well as customers’ deposits.

“ Bank must conform to the Basle guidelines on risk-weighted capital adequacy but

L/

they are allowed to classify all GCC countnies as the same degree of risk as OECD
financial institutions.

* Five percent of customer deposits must be kept with the BMA.
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<+ Banks’ gearing ratios (ratio of non-capital liabilities to capital and reserves) may
not exceed 20:1. The gearing ratio for investment banks 1s 10:1.
%+ There are no restrictions on the percentage of securities which banks may hold in
-the balance sheet, nor are there restrictions on the amount of consumer loans which
banks may have.

The IMF noted that the Bahrain Monetary Agency had achieved full compliance with 24 of

the 30 Core Principles of Basle and is largely compliant with another five (4 core and 1
sub-core) Principles. These 29 Principles cover virtually all of the supervisory factors that

broadly encompass the fundamentals of a sound supervisory system (IMF, 2001).

There are 18 full commercial banks in Bahrain of which five can be considered "local".
The others are branches of non-Bahraini banks. The five are National Bank of Bahrain,
Bank of Bahrain and Kuwait, Al-Ahli Commercial Bank, Bahraini Saudi Bank and
Grindlays Bahrain Bank. Bahrain Islamic Bank, although not classified as a commercial

bank, should be grouped with the five since it competes with them for local deposits and
lending business (Azzam, 1998). The commercial banks had assets of about US$24 billion

at the end of 2000, representing 7.5% of total GCC commercial banking assets. In recent
years the combined assets of the banks have been increasing steadily, with the sole
exception of 1990, when the Iraqi invasion of Kuwait caused an outflow of funds.

Two local banks, National Bank of Bahrain and Bank of Bahrain and Kuwait, account for
about 60% of local assets. They are both three times the size of their nearest rival among
the local banks, Al-Ahli Commercial Bank.

For the commercial banks, financial market activity consists mainly of lending to local
companies. Since competition for this business 1s intense, most banks try to maximise their
consumer finance business, which offers higher retums. Banks also attempt to get an edge

on their competitors by offering better banking technology in the form of payment cards
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and telephone banking. Nevertheless, the market is claustrophobic and ;vill offer few new
opportunities in the immediate future. As in other GCC countries, government deposits and
government accounts in general are an important source of business (Azzam, 1998).

According to Aljarrah (2002) the government of Bahrain has identified Islamic banking' as
one of the main economic growth areas. Islamic banking has similar principles to

conventional banking, with the only exception that they must conform to Islamic law.
Islamic finance prohibits charging interest for the use of money and disallows dealing in
prohibited commodities. Islamic banking falls under four main categories: Murabaha is
cost- plus financing (1.e, buying a product from a supplier and selling it to a customer for a
profit, Musharaka 1s a profit sharing system that 1s similar to equity participation; Ijara
involves leasing and Istisna is the financing of construction and manufacturing. Islamic
banking i1s growing rapidly in the region and is attracting investors due to its profit
potential in addition to religious factors, Al-Jarrah (2002). Referring to the report of the US
Department of State, Bureau of Economic and Business Affairs, (2000), Bahrain claims to
be the centre of the Islamic banking market in the region, 17 out of 30 Islamic banks in the
Gulf region are located 1n Bahrain. In November 1999, Bahrain signed a Memorandum of
Understanding with Lubuan, the offshore financial centre in Malaysia and the Jeddah-
based Islamic Development Bank to create an International Islamic Money Market (BMA,
Annual Report, 2001). In an effort to create a secure market, the BMA has issued

regulations specifically for Islamic banks to prevent and detect institutional weaknesses
(Aljarrah, 2002).

Bahrain’s Capital Market:

The government debt market consists of the market for treasury bills and bonds. Since the

end of 1992 the BMA, which issues these instruments on behalf of the government, has

only sold new bills and bonds to cover maturing issues. The total outstanding remains a

71



little below the government-imposed ceiling of BD300m ($800m). Bills have a maturity of
91 days and the bonds range from five years to seven years. In late 1998, Alba issued
$50m in medium term bonds and further issues were planned by other local companies.
The Alba issue was well received and the fact that it was tradable on the Bahrain Stock
Exchange (BSE) added to the issue's attraction. The BSE itself is taking steps to widen
share ownership and trading. In the mid 1990s trading was still thin, but in time the BSE
aims to become a more important part of the local financial scene (Almannai, 2001).

There is a limited amount of corporate advisory work required by local industries which
are contemplating expansion or privatisation. New ventures, such as a proposed power
station to be financed on a build-operate-transfer basis also offer opportunities for advisory
work. However, only the bigger banks have the expertise to undertake this (just as only
they have the expertise to structure bond issues) and they usually face competition from
offshore banks, which can easily get permission to engage in this type of local business
(Azzam, 1998).

The government of Bahrain established an organized stock market in Manama in 1989 to

regulate the listing and trading of securities and to control the members of the market. The
objectives of the stock exchange market are to enhance the exchange in a way that serves
the country's economic and development policies. Foreign or non- Bahraini companies
listed on the BSE must be either joint stock companies or closed ' companies that have
been incorporated at least three years prior to listing, and must have a paid-up capital of at
least $US 10 million and have been making net profits from their principal activity three
years before listing. Equities, bonds, mutual funds and currency warrants are currently the
main listed securities on the exchange (US Department of commerce 2001). Efforts are

under way to strengthen the role of the stock exchange in the economy by increasing the

number of listed companies, introducing new investment instruments, cross-listing shares
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at the regional level, and developing automated depository, clearing and settlement
procedures. The BSE's operations became fully automated in 1999, a service that enhanced
its regional links and other services. By the end of 1999, there were 41 listed companies,
with a market capitalization amounting to around BD 2.7 billion (BMA, Annual Report,
2001). The exchange is heavily dominated by commercial banks, investment firms, and
insurance companies (Aljarrah, 2002).

Overall, the Bahraini financial system has been set up to be a financial centre in the Arab
World that plays a major role in attracting oil money and re-investing this in international
markets (Azzam, 1998). The participants in the Bahraini market, especially the offshore
banking units, are offered attractive packages in terms of regulatory and fiscal incentives.
Recently, the Bahraini authorities have introduced various international prudential

regulations in line with the Basle supervisory core-principles. In addition, Islamic banking

activity developments are well-advanced and are supported by the Bahraini authorities.

3.3.6 Financial System of United Arab Emirates
There are 19 locally incorporated commercial banks in the UAE and 23 foreign banks

which have branches in the country. This gives the UAE more commercial banks than any
other GCC state. A number of foreign banks have representative offices. The financial
system also comprises seven investment banks. Despite the existence of the investment
banks, there is effectively no distinction between commercial and investment banking as it
is practised in global financial markets. In any case, financial markets in the UAE are at an
early stage of development and the amount of investment banking activity is extremely
limited (Azzam, 1998).

In recent years the only changes to the structure of the banking system involved the take

over of the troubled Dubai-based Middle East Bank by another Dubai bank, Emirates Bank
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International, and the closure and subsequent recapitalisation of Bank of Credit and

Commerce International. In the mid 1980s Abu Dhabi Commercial Bank and Emirates

Bank International (which was then called Union Bank of the Middle East) were used to

take over the assets of banks which had run into difficulties. During the early 1990s, banks

in Sharjah successfully resisted strong pressure from the Central Bank to merge.

The 19 local banks comprise four based in Abu Dhabi, six in Dubai, four in Sharjah, two in

Ras al-Kheimah, and one in each in Fujetrah, Umm al-Quwain and Ajman. Abu Dhabian

interests control three of the four banks based in Abu Dhabi; National Bank, Commercial

Bank and Union National Bank (this last being the new name for the local operations of
Bank of Credit and Commerce International - BCCI). Arab Bank for Investment and

Foreign Trade (known as Arbift) is owned by Libyan Arab Foreign Bank.

The six Dubai banks include two which are state owned: National Bank and Emirates Bank
International. Commercial Bank of Dubai and Mashreq Bank (which was formerly known
as Bank of Oman) and Dubai Islamic Bank are partially owned. Middle East Bank is
owned by Emirates Bank International. United Arab Bank has its head office and general
manager in Abu Dhabi, but qualifies as a Sharjah bank because that is where its
shareholders come from and because it 1s treated as a Sharjah bank by the Central Bank of
the UAE. The other two Sharjah banks are Bank of Sharjah, which is managed by Banque

Paribas, and Investbank. The national banks of the other Emirates are controlled by their

respective ruling families.

Commercial banks' assets totalled $54.532 bn at the end of 2000, representing 25% of all
banking assets in the GCC.(Saudi Arabia accounted for 45% of GCC assets and Kuwait for
15.5%). Assets in the banking system grew at an average rate of 7% in the four years to the

end of 2000 (the latest available Central Bank figures).
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Five banks dominate the UAE banking scene in terms of market share: National Bank of
Abu Dhabi, National Bank of Dubai, Abu Dhabi Commercial Bank, Emirates Bank
International and Mashreq Bank. The first two had assets just in excess of $26 billion at the
end of 2000, while the other three had assets of around $15.3 billion. At the other end of

the scale, five banks had assets of less than $1.3 Billion.

The UAE banking system i1s regulated by the Central Bank of the UAE which is a federal
body based in Abu Dhabi. The principal financial ratios imposed by the Central Bank are
as follows:

e Banks must conform to the Basle guidelines on risk-weighted capital adequacy,
with two important qualifications. First, the ratio of risk-weighted capital to assets
1s 10%, rather than 8%, and no more than 4% may be tier two capital. Second, GCC
countnies are treated as if they are OECD nisk.

e Large exposures to single customers are governed by rules laid down by the Central

Bank in October 1996. The two main provisions specify a maximum exposure to

corporate clients of 7% of net worth and to banks of 30% of net worth. The rules
caused uproar when they were first announced, with banks saying that the 7%
figure was far too low. Despite pressure from the financial community, the Central
Bank did not alter its provisions and several banks subsequently increased their

capital so as to be able to maintain existing commercial relationships.

e A loans to deposits ratio of one to one must be maintained, with "loans" being
taken to mean all loans to non-banks and all exposure (including placements) to
banks with a residual life of three months or more. "Deposits" consist of all

deposits from customers and banks with a residual maturity of over one year and

85% of all customer deposits with a residual maturity of less than six months.
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Deposits from banks with a residual matunty of less than six months are not
included in the calculation.

e Banks must place with the Central Bank an interest-free deposit equivalent to 30%
of all dirham-based lending to non-resident banks with a residual matunty of less
than one year.

e No more than 25% of net worth may be invested in non-government securities.
Government securities are excluded from this ceiling. Until recently "government
securities” was taken to refer only to secunties issued by the government of the
UAE or the financial authorities of individual Emirates. However, the banks started
to test the rule by buying securities issued by other governments, and it is now

tacitly accepted that the 25% figure refers to securities of any government.

Financial Markets
Financial markets in the UAE are not sophisticated, lending to local companies and
financing trade (particularly in Dubai, which acts as a re-export centre to the region) are

the mainstays of local banking business. Portfolio management is important, particularly in
Abu Dhabi, although in this the foreign branches have a clear advantage over the local
banks. As in other Gulf countries, the banking market is so liquid that there has been no
need to develop medium-term debt liability instruments. The shortage of local assets is
seen in the fact that foreign assets accounted for 55% of all commercial bank assets in the
UAE at the end of 2000. The government of the UAE does not issue treasury bills or bonds
and does not appear to have any intention to start doing so in the near future.

In April 1999 the Central Bank initiated a new certificates of deposit programme with

maturities ranging from one to 18 months. They are priced slightly below US dollar

interbank rates and may be bought by local banks.
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Stock Market:

The official stock market in the UAE opened at the start of 1999 in Dubai, before that most
trading was conducted informally on the telephone through brokers, located mainly in Abu
Dhabi and Dubai. At the end of 1998, there were 40 shares traded and 10 brokerage
companies licensed by the central bank. Share prices are published 1n newspapers and price
movements are monitored by the unofficial index set up by the National Bank of Abu
Dhabi 1n 1989 with a base of 1,000 points.

In 1995 the central bank issued new regulations imposing minimum capital adequacy
requirements for brokers and placing them under its direct control. The minimum capital
requirement was set at Dh1 million ($272,000) for brokerage houses dealing in domestic
shares and Dh 2 million ($545,000) for those trading internationally. The central bank
made it necessary for brokers to obtain a license and prohibited dealers to operate in the
market without authorization. The new regulations also made 1t mandatory for brokerage
houses to be audited and their personnel to be qualified and reliable. The new rules were

designed to end confusion in the market as several brokers were practicing without central
bank permission, while others were not qualified to deal in shares.

The UAE Stock Market in its present form lacks rules and regulations. There is uncertainty
about fair pricing and a reluctance amongst joint-stock companies to publish regular,
timely and complete financial information. Furthermore pricing methodologies are not
transparent and very little information 1s available on the companies whose shares are
traded. Shareholding companies are not required to publish half-yearly results and the
market is not open to international investors. Moreover, there is heavy concentration of
share ownership with the government. Abu Dhabi has a majority stake in the Emirates

Telecommunications Corporation (Etisalat), the largest listed company with a market
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capitalization of Dh17.8 billion (84.85 billion) in 1999. At the end of 1999, total
capitalization of listed companies reached Dh 85.6 billion (US$ 22.75 billion), making the

UAE market the second largest in the Gulf after Saudi Arabia (National Bank of Abu

Dhabi, Economic and Financial Report, January 2000).

To conclude this section, the financial systems of the GCC countries under study have
witnessed major developments and reforms, especially over the last decade. These
developments include the liberalisation of interest rates, the adoption of policies aimed at
strengthening the financial capital of the banking and financial system, the introduction of
prudential regulations in accordance with international standards and the modernization of
stock markets aimed at providing a wider role in mobilising financial assets. These reforms
have been aimed at improving the competitive advantage of the respective financial

systems and enhancing the efficiency of the financial institutions operating in these

countnes.

3.4 Monetization, Financial Deepening and Economic Growth in the GCC countries

Each financial system in every different country has its own characteristics and structure.
Identifying the structure of the financial system is important if one wishes to examine the
efficiency features of such systems (Hermes. 2000). In addition, the development of an
efficient financial system that can hamness sufficient resources has been recognized as an
important factor in promoting rapid economic growth in a country (Khan, et al. 2000). This
development, referred to as “financial deepening”, involves the design and implementation
of policies that facilitate an increase in the monetization of the economy and at the same
time fosters and develops a sound and diversified financial structure in order to, maintain

monetary stability. ‘As one of the measures of structure of the financial sector, financial
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deepening (financial depth) generally leads to lower transaction costs, an optimum
distribution of risks and better investment choices (Lensink, et al. 2000). Thus, financial
deepening encourages economic efficiency and is in line with the objectives of economic
development. Therefore, the aim of this section 1s to investigate empirically the differences
in the structure of the financial systems between the GCC countries. This task is
accomplished by examining several indicators (measures) of financial depth, in the
respective countries.

Several indicators of financial depth have been proposed in the literature and different
indicators act as proxy indicators for different aspects of the financial system. Initially,
such indicators were based on monetary aggregates, such as M1 or M2, mainly because
these aggregates were widely available (Levine, 1997). However, such indicators may be a

poor proxy for financial development, since they are more related to the ability of the

financial system to provide transaction services than to the ability to channel funds from
savers to borrowers. Indeed, economies with underdeveloped financial systems may have a
high ratio of money to GDP, as money 1s used as a store of value in the absence of other
more attractive alternatives (Hermes, et al. 2000). Consequently, researchers have shifted
from narrower monetary measures (M1 and M2) to broader definitions, such as M3, which
generally measure the total stock of liquid liabilities in the banking system. Although M3
overcomes various shortcomings associated with M1 and M2, it still contains M2 and
therefore may be influenced by factors other than financial depth (Lensink, et al. 2000).
More, recently, credit to the private sector has been favored as an alternative measure of
financial intermediation. The main advantage of this indicator is that, by excluding credit
to the public sector, it measures more accurately the role of financial intermediaries in

channeling funds to the private sector. This is also, however, only a partial indicator of

financial development. It only reflects developments in the banking sector (Khan, 2000).
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Stock and bond markets, for example, are not taken into account. This weakness at first

glance may be more relevant for industnialized than for developing countries.

Industrialized countries have expenienced significant non-bank financial
development, while most of the financial development has occurred within the
banking system in developing countries.  Nevertheless, securities markets are
becoming more important in a number of developing countries, and their role should

not be ignored, (Levine, 1999, p. 42).

There has been extensive empirical work on the relationship between financial

development and growth which has been largely surveyed in Levine (1997) and Levine

(1998,1999a,b). One of the most influential studies on the subject is King and Levine
(1993b), which shows that financial development has predictive power for future growth

and they interpret this finding as evidence of a causal relationship that runs from financial
development to growth. The study uses four measures of the level of financial

development. The first is the liquid liabilities of banks and non-bank institutions as a share

of GDP, which measures the size of the financial intermediaries sector. The second is the
ratio of bank credit to the sum of bank and central bank credit, which measures the degree

to which banks versus the central bank allocate credit. The third is the ratio of private
credit to domestic credit, and the fourth is private credit as a ratio of GDP. The last two

indicators measure the extent to which the banking system channels funds to the private

SECtOr.

The empirical evidence finds a strong and statistically significant relationship between
financial development and growth. It can, however, be argued that the relationship reflects
reverse causality, That is, it is faster growth that leads to financial deepening. While this
argument carries some weight, the large body of empirical evidence cannot be dismissed on
the basis of this premise, since it would amount to assuming not only that growth affects
financial development, which is realistic, but also that financial development has no effect
on growth, which is certainly counterintuitive. Indeed, it is easy to think of many channels
through which both variables affects each other, and therefore the real issue in the
empirical literature is not of spurious correlations but one of simultaneity bias. In principle,
it is possible to eliminate the simultaneity bias and some studies have attempted to tackle

this problem by using instrumental variables or related econometric techniques.(Khan,
2000, p. 7).
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The financial indicators in Table 3.2 summanize the development of monetization and
financial deepening in Bahrain, Saudi Arabia, Kuwait, Qatar, Oman, and UAE over the
period 1995 to 2000. Strictly speaking, no ideal method has yet been put forward in the
literature to measure the process of financial deepening, (Levine, 1999). However, we
examine how effective the banking system is in the process of channeling the loanable
funds from savers to borrowers by examining the ratio of total assets held by the financial
system to Gross Domestic Product (GDP). If the financial system of a country holds more
assets relative to its GDP than others, then it is more likely for this system to capture a
higher percentage of the funds in the whole economic system. At the same time, since
money supply is the main component of financial assets, financial depth can also be
measured by the ratio of money supply to GDP. In this context, differences in the
definition of money supply should be considered: narrow money (M1) consists of currency
in circulation plus banks’ demand deposits, whereas broad money definition (M2) is M1 +
banks’ time and savings deposits. Narrow money i1s primarily a means of payments
therefore the M1 to GDP ratio suggests the level of monetization of the economy, whereas
M2 to GDP provides a broader measure of financial deepening. However, the ratio of
demand deposits to total assets in the banking system is also considered. This ratio is a
good indication of financial system deepening. If the banking system has a larger portion
of total assets in the form of demand deposit accounts, the system 1s more capable of
dealing with banking crises. The International Monetary Fund (IMF) provides standard
definitions for these measures and publishes them for all member countries. The measures
are in fact limited in that, some countries are more apt to use foreign currencies in making

domestic payments and for the coverage of deposit- institutions, and also, the types of

deposits included in M2 tend to differ across countries (Levine, 1999). Recognizing these
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problems, we present these ratios along with other measures in Table 3.2 in order to give a
rough indication of the different levels of financial development in the countries under
study.

Despite differences relating to establishment and branching, every banking system in GCC
countries has a group of dominant or ‘core banks’ which are recognized by both the

authonities and the general public. If we take the size of individual economies into

consideration the relative importance of bank assets in relation to gross domestic product

can be analyzed. Table 3.2 shows that deposit banks’ assets as a percentage of GDP for
almost all GCC countries have increased substantially between 1995 and 2000. This
measure is sometimes used to gauge the degree of financial depth in an economy. If we
accept this as an acceptable measure then it would be fair to say that the financial systems

of, Saudi Arabia, Qatar and the United Arab Emirate, hardly deepened between 1990 and

2000, whereas those of Oman, Kuwait and the Kingdom of Bahrain benefited from
improved deepening. Table 3.2 also shows that commercial banks in GCC countries
dominate the financial systems. In fact the relative importance of commercial banks has
increased in the second half of ‘the 1990s. Commercial banks are clearly the most important
constituents of the financial system in these countries. Referring to the same table, the
currency ratios for the six countries under study show that, in most cases, that time and
saving deposits have become relatively more important between 1995 and 2000-. Taken
together, this suggests that the financial systems in these countries are not in the early
stages of financial development and these financial systems have the ability to provide
instruments that convince savers to deposit their funds in banks. Deposit rates have become
more competitive and the increasing number of ATM machines have probably helped the

financial deepening process. The narrow money indicator (M1/GDP) also suggests an

increase in the majority countries under study.
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Table 3.3 shows the growth of credit to the private sector in GCC countries as measured by
the ratio of private sector credit to GDP. This measure, as noted by Levine et al. (1998,
1999) show the extent to which financial intermediaries are channeling pooled savings to
borrowers. As table 3.3 shows, these ratios have increased in all countries under study,
suggesting that financial institutions are more efficient in employing their sources of funds,
as the private sector is assumed to be more efficient than the public sector. Furthermore,

such ratios capture the efficiency of financial intermediaries in monitoring, screening and

controlling for credit nisks.

Overall, these indicators suggest a growing role of financial institutions in the financing
process and a wider role of commercial banks relative to other players in these financial
systems. Financial development ratios suggest that the financial systems under study have
deepened during the 1990s. It is also clear that banks operating in these countries play a
major role in mobilizing financial assets and directing investment to supposedly efficient
uses. Other factors that may have contributed to promoting financial deepness in the

countries under study include the globalization of financial services that one would expect
to increase competition and lead to improvements in the quality of financial services
provision (Azzam, 1998). Presley, (2000, has noted the innovations that have occurred in
GCC banking markets during the 1990s, for example, new products have been introduced,
such as credit and debit cards, automated teller machines, interest bearing current accounts
and cheque clearing has been speeded up. Moreover, competition for deposits has been

broadened in urban areas with strong evidence of an increases in both price and non-price

competition.
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Table 3.3 Growth of credit to the private sector in GCC member states(USS, Millions)

Country/Year Credit to private Total Credit Credit to private Sector  Credit to private
Sector [Total Credit (%) Sector/GDP (%)
Saudi Arabia
1996 | 3300 | 42725 | 077 | @023 @
1999 | 4330 | 49700 | 8 | 31
2000 | 44200 | 49900 | 8 | 33
Kuwait
. 19%6 | 9525 ] 150 | 86 0| 034
1997 | 13100 | 1550 | 841 | = 48
1998 | 1450 | 16820 | 8% | 62
1999 | 15200 | 17480 | 89 | = 556
2000 | 1580 [ i8m2 | 812 | = 45
Oman
1995 [ 4058 [ s 0 [ 00 16 | 00005t 0
1996 | 4327 | 5455 | 19 | @ 54
1997 | 832 | e30 | 9 | 57
1998 | 6839 | 2 | 9% | 58 |
1999 | 7221 | 845 9 00| 059 00
2000 | 7142 | 867 | 9 | 62 |
Qatar
1996 | 13250 | 2700 | 48 [ 38
1998 | 1560 | 28550 | 54 000 | 39
1999 | 17250 | 28000 | e | 3
000 | 1750 __| 34000 | s | 33
Bahrain
 19%6 - | 7580 | w100  { 70 | = 43
1997 | 850 | 970 | 0068 0| 0 42
1998 | 920 |} 13250 | 70 | = 45
1999 | 10350 | 1350 | 76 | 50
2000 | 10860 | 150 | 72 | @ 52
U.A.E |
1995 [ 24929 | 2580 | 9% | 58
1996 | 2800 | 29700 | 9 | 58
1997 | 28710 | 30650 | 93 00 | 60 |
1999 | 35994 | 3678 | 0 9% | 75
2000 | 37636 | 3960 __ { 9t 37—

Source: GCC economic Bulletin, various editions.
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3.5 The Structure of GCC Banking Systems:

'3.5.1 Why Does Structure Matter?

The preceding sub-section alluded to the considerable role played by financial systems in
the economic growth process. The stages of monetization and financial depth in the six
GCC countries are highlighted. However, given that the banking system is the cornerstone
of financial systems in the GCC this section examines some of the major differences in the

structural characteristics of various GCC banking markets.

It has been argued that the structure of any market is determined by a broad range of
economic as well as non-economic factors (Gardener, et al. 1996). These non-economic
factors include various geographical, legal, philosophical, political and social forces which
mould the institutional character of banking markets over time. Consequently, GCC
banking systems are characterized by a different array of institutions, organizational forms
and legal frameworks, all of which have contnibuted to create their different market
structures, for example, Bahrain i1s well-known as an offshore market. Furthermore, the
United Arab Emirates, Oman and Qatar allow foreign banks to fully operate after they are
licenced in these countries, while Saudi Arabia and Kuwait are virtually closed to foreign
banks. (Although, recently, both Saudi Arabia and Kuwait granted licenses to some GCC

banks to operate in their national market).

The aforementioned background begs the question: "Why does structure matter?
Industrial economic theory suggests that there is a causal link between market structure
and bank conduct and performance. More specifically it has been argued that, in

concentrated markets, banks may earn collusive profits (Weiss, 1974; Heggestad and

Mingo, 1977; Spellman, 1981; Rhoades, 1982). A substantial literature has burgeoned
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aimed at testing the theoretical SCP (structure-ponduct-perfonnance) relationship. It has
been argued, however, that this literature contains various inconsistencies and
contradictions to provide a satisfactory description of the SCP relationship in banking
(Gilbert, 1984; Osborne and Wendel, 1983). Contemporary approaches to the explanation
of the link between market structure and performance have emphasized an alternative
‘efficient structure' hypothesis. This postulates that an industry's structure arises as a result
of superior operating efficiency by particular firms. As a result, a positive relationship
between bank profits and structure can be attributed to gains made in market share by more
efficient banks. Various studies undertaken on the US banking industry (Brozen, 1982;
Smirlock, 1985; Evanoff and Fortier, 1988), suggest that firm-specific efficiency seems to
be the dominant variable explaining bank profitability. One of the major problems
associated with the structure-performance literature 1s how to measure structure. Most of

the studies use measures of concentration to proxy for market structure. Others consider

measures that encapsulate the degree of openness of markets by considering exit and entry

barriers.

Overall, structural measures are extrerhely naive (Molyneux, et al. 1996). They barely take
account of the main forces that influence the institutional nature of banking markets, such
as the regulatory framework, sector-ownership and so on. It seems indisputable, however,
that the structure of a market influences the way in which banks operate in that market.
With these points in mind, we can examine a number of important factors affecting

banking structure in GCC member states.
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3.5.2 Banking Market Size and Concentration in GCC countries

When we refer to ‘concentration’, what 1s meant 1s the extent to which assets, funds and
sources of revenue are controlled by the leading firms in the market place. The degree of
market concentration will therefore depend on identifying the size of the market and of the
firms that serve it. This section of the thesis, therefore reviews the changes in the banking
structure of the countries under study over the last decade. It outlines the developments in
the relative importance of the banks in the respective banking systems, the level of market
concentration measured as market shares of the top three banks, and the growth of the
financial assets of the banking systems under study. Table 3.4 illustrates the number of
credit institutions in each country classified according to organisational form. It is possible
to see from table 3.4 a slight overall reduction in the number of financial institutions at the
GCC level, (specifically in Saudi Arabia, United Arab Emirates and Oman) and this is
attributable to the few mergers and acquisitions that occurred through the 1990s between
various banks. The commercial banks dominate the banking systems in all GCC member
states. The banking system of United Arab Emirates is the largest in terms of the number
of banks followed by the banking system of Bahrain. There still remain a large number of
banks operating in these two financial systems. However, the Saudi banking system is the
largest in terms of total assets. In fact, the Saudi banking system, in terms of asset size
dominates the others. The total assets managed by Saudi banks account for around 47% of
the total assets of all GCC banks (see table 3.5). Following the stages of banking sector
development of banks as outlined by Gardener et al, 1996, it can clearly be seen that all

GCC countries are characterized by the bank-oriented rather than the market-oriented
stage, because capital markets are still underdeveloped compared with other industrialised

countries (Azzam, 1998).
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Table 3.4 The Structure of GCC countries Banking Systems by financial institution

organizational form.
sanrain

Typeof Banks | 1995 | 1996 | 1997 1998
CentralBank | 1 | 1 | 1 |

Commercial | 23 | 23 | 23 | 23

1998 | 1999 | 2000

I S U I

23 | 23 | 23
Islamc | S | s | s | S5 | 5 | 5
Specialist_ | 2 | 2 | 2 | 2 | 2 | 2
Total [ 3 | 3 | 3 3 | ¥ | 3

uwait
CentralBank [ 1 | 1 | 1 [ 1 | 1 | 1
Commercial | 6 | 6 | 6 [ 6 | 6 | 6
Investment | 5 | 5 | 5 | 5 | 5 | 5
Istamic [ 1 | 1 | v { v { v | 1
Specialist [ 3 | 3 | 3 | 3 | 3 | 3
Totl | 16 | 16 | 16 | 16 | 16 [ 16
audl Arabia
CentralBank | 1 | 1 | 1} '+ 7 1~} 1 |
Commercial | 12 | 12 | i | # | 1 1 10
Investment | 0 [ o0 | o | o | o | o
Islamic [ 1 [ ¢+ | 1 | ¢+ ] 1 7 1
Specialist | 5 | s | s | s | s | 5§
Total | 19 | 19 | 18 | 18 | 17 | 11
Jman
CentralBank [ 1 [ 1 [ 1 | 1t } 1 | 1
Investment | 4 | 4 | 4 | 3 | 3 [ 3
Islamic | 2 | 2 | 2 ] 2 | 2 | 2 |
Specialist | 3 | 3 [ 3 | 3 | 3 | 3 ]
Total | 17 [ 17 | 17 | 16 | 16 | 16
- Qatar
CentralBank | 1 | 1 | 1 | 1 |} 1 | 1
Commercial [ 12 | 12 | 12 | 12 | 12 | 12
Investment | 4 [ 2 | 2 | 2 | 2 |1 2
Islamic | S | 3 I 3 | 3 | 3 |1 3 |
Speciatist | S | 3 | 3 | 3 | 3 | 3 ]
Total | 21 | 21 | 21§ 21 | 21 | 21
Jnited Arab Emirates

CentralBank | 1 | 1 | 1 ¢ v { 1 | 1
Commercial | 25 | 25 | 28 | 25 | 24 [ 24
Islamic | 4 [ 4 | 4 | S | 5 1 5
‘Specialist | S | % | S o} 3 | 3 I

Source: BankscoR: and various GCC Central Banks Reports.

e The Bahnai banking system included only the full incorporated local banks. The Offshore unit
banks excluded. . o
e Money exchangers and non-bank investment institutions excluded from all financial systems.

o foreign banks representative offices excluded from Bahrain, Oman, and United Arab Emirates
banking systems. .
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For the purpose of comparing bank sector concentration across the GCC, we use
concentration ratios based on a denominator consisting of national market banking system
total assets and total deposits for the three largest banks in each country. Table 3.5 shows
the number of banks, the total assets and the three-firm concentration ratios in terms of
(assets and deposits) in 2000. Although the Saudi banking system is the largest in asset size
and has the smallest number of banks it is also the least concentrated. The Bahraini
banking market is the most concentrated followed by Qatar. However, in terms of deposits,
the Qatari banking system 1s the most concentrated. All in all, apart from the Saudi
banking system, the degree of market concentration measured by the 3-firm assets or

deposits ratio is similar across the rest of GCC banking systems.

Table 3:5 Market Size and Concentration of GCC Banking Sectors (2000).

Size of Banking Sector Concentration

Concentration% of total
Assets | Deposits
Kuwait | 16 | = 478542 @ | 59 | 61
Saudi.A | 17| Toms66 |66 | M
Qatar {21 | 325418 | 87 | 91 |
Oman |16 | oaiza | e [ 14
Gecc | 186 | 3055613 | 703 | 758

1-Offshore Banks Units not included, in the Bahrain total assets banks
2- The assets of state-owned development banks and central banks are excluded from all banking

systems.
Source: GCC, Economic Bulletin, volume, 16, 20001, p.21).

To illustrate the growth features of the respective countries banking systems, we evaluate
changes in the consolidated balance sheet of the banking systems over the period 1995-

2000. In particular, we analyze: total assets and assets quality, capital adequacy, customer
deposits and off-balance sheet items. These items help to illustrate the growth of financial

intermediation and provide an overview of the change in the soundness and efficiency of
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the banking systems over the last decade. Table 3.6 shows that the banking sectors in the
six countries under study witnessed considerableh growth in the size of their assets,
deposits, equity, loans and off-balance sheet activities (in terms of nominal values) during
the second half of the 1990s. However, there were significant increases in the size of
problem loans and loan loss reserves in these countries. This perhaps was attributed mainly
to the change in classification of the debts according to international standards. The
favourable growth in the size of equity outlines the move to strengthen the financial
position of the banking sector in these countries. The high growth on off-balance sheet
items in general may be attributed to several reasons: firstly, this may reflect greater
deregulation in GCC financial systems. Secondly, i1t may reflect the fact that banks in the
GCC (like in western countries) have followed a strategy of diversification with respect to
non-interest income by expanding into investment management and securities businesses.

This of course, helps reduce the influence of unfavourable interest rate changes (and

reduced margins) and at the same time may help lead to a greater stability in revenue

generation.

Table 3.6 Average annual growth (%) of the main banking sector indicators (nominal
values) for the six GCC member states over 1995-2000

A

Asset Quality Indicators
~ Total Asscts 5

, Loans (net)
- Problem Loans
Loan loss reserves
Capital Adequacy Indicators
~ .- Total Equity
Other Indicators
. Customer Deposits

Off-Balance sheet items
Source: various editions of GCC central banks reports
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3.6 The Performance of GCC Banking Systems:

The aim of this section is to evaluate profitability trends in GCC banking to see how
structural developments may have influenced banking sector performance. Table 3.7
llustrates the trends in return on assets (ROA), return on equity (ROE) and net interest
margins across GCC banking markets between 1995 and 2000. Profitability figures show

L generally improved returns: average retum on Equity (ROE) within the GCC banking

:1 #system increased from 12.4% in 1995 to 14.7% in 2000 while the average Return on
* Assets (ROA) rose from 1.5% to 1.7% over the same period. The profitability indicators
also indicate improvements that reflect the ability of banks to better utilize their assets and
improve their competitive advantage. Table 3.7 shows the trend in traditional margin based
business. Net interest margin indicates the level of return generated on interest earning
business therefore, a decline in interest margins may indicate an increased competitive

préssyre on interest related business. As can be seen from table 3.7 interest margins have
| failén 1n the majority of GCC member states in the period 1995-2000. An important
inﬂuuencre on interest margins in GCC banking markets has been a shift of emphasis to
(:;ther hpn—interest income sources of earnings as noted in the previous section. This trend,
| ‘indicative of the<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>