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11.1 Literature Review

A well-developed financial system is instrumental in attaining sustainable and
balanced growth. It increases the availability of funding by mobilizing idle savings,
facilitating transactions, and attracting foreign investments. Such markets can
achieve an improved allocation of financial resources and enhanced risk manage-
ment, transparency, and corporate governance practices. Moreover, developed
financial systems can ease the availability of some credit to more opaque busi-
nesses, such as first-time or low-income (and low-collateral) borrowers or SME. In
short, FD can serve to improve not only the growth prospects but also the distribu-
tion of economic opportunities.

The economics literature has identified a number of determinants that contribute
to a more developed financial system. Among these determinants, the institutional
and regulatory preconditions are perhaps the most studied factors underlying a
well-functioning financial system. Starting with the seminal contribution of La
Porta et al. (1997), many studies have found that FD is stronger when institutions
that protect and match the needs of investors are present (see Demirguc-Kunt and
Levine 2008 for a literature review).
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A related stream of literature highlights that, as important as they may be,
current institutions are determined by less adaptable forces, such as natural and
geographical endowments, which may shape the way that the initial institutions
were founded (Acemoglu et al. 2001, 2002). Going along with such an explanation,
Beck et al. (2003) find that environments less hospitable for European settlers have
produced more ‘extractive’ institutions, as opposed to those that that would pro-
mote self-sufficiency and a wider availability of financial resources.

The empirical evidence shows that reinforcing the rights of creditors and con-
tract enforcement tends to deepen financial markets (Levine et al. 2000; Demirguc-
Kunt et al. 2004; Law and Azman-Saini 2008). The availability of information on
borrowers also improves the availability of credit and enhances the efficiency of
financial institutions, especially in less developed systems (Barth et al. 2004;
Demirgiic-Kunt et al. 2004; Detragiache et al. 2005; Djankov et al. 2007).

Certain regulatory arrangements could also be detrimental to the development
and the performance of financial markets. Most notably, Barth et al. (2000, 2004)
provide evidence showing that regulations that restrict the activities of banks could
be more prone to banking crises and may hinder market deepening. Similarly, Cull
et al. (2005) find that excessively generous deposit guarantee systems tend to
undermine FD and stability, especially in countries with inadequately developed
legal and regulatory systems.

Lastly, institutional quality, in particular, the extent to which institutional checks
and balances exist, are also found to be crucial in determining the success of
financial reforms and mitigating the likelihood of crises (Barth et al. 2004;
Acemoglu and Johnson 2005; Demetriades and Andrianova 2005; Tressel and
Detragiache 2008).

While institutions are at the top of the list of the most often cited determinants of
FD, an emerging strand of literature argues that political pressure by interest groups
may also have an impact, possibly by shaping the institutions and regulatory
framework. According to Pagano and Volpin (2001), countries with closed and
static political regimes tend to resist the availability of external financing, since the
ensuing competition would threaten the entrenched powers of the political elite.
Rajan and Zingales (2003) illustrate that these pressures may weaken as economies
open up to international trade and finance, resulting in the subsequent development
of financial systems. Using a firm-level dataset of a large number of Pakistani firms,
Khwaja and Mian (2005) confirm that despite higher default rates, politically-
connected firms receive more funds.

Perotti and Volpin (2004) provide evidence that greater political accountability
is associated with higher entry in sectors that are more dependent on external
financing. Similarly, Perotti and von Thadden (2006) show that the political actors
in countries weakened by a high rate of inflation tend to support more ‘corporatist’
financial systems, i.e. with limited minority shareholder rights and less developed
capital markets. Based on a similar reasoning, Perotti and Schwienbacher (2009)
provide evidence that countries that have experienced wealth distribution shocks
were less likely to develop private pension schemes.

Political instability and civil unrest may also curtail FD. Mauro (1995) uses a
cross-country sample to show that corruption has a significant and robust impact in
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lowering investment. Detragiache et al. (2005) find that both political instability
and corruption may have a detrimental effect on FD among their sample of
low-income countries. Political stability was also found by Aggarwal and Goodell
(2009) to be an important factor for a preference for market financing, as opposed to
bank-based financing. More recently, Roe and Siegel (2011) showed that political
stability has a robust positive impact on FD; when inequality, the main driver of
political instability, is rampant, investor-protection institutions are less effective.

Public ownership in the banking sector can also have an impact on FD. On the
one hand, Gerschenkron (1962) suggests that the government can help kick-start
lending in under-developed systems by fostering the development of necessary
institutions, such as laws, contracts and courts, and by subsidizing private banks or
taking part in the risk through credit guarantees. On the other hand, Shleifer and
Vishny (1994) and Shleifer (1998) argue that governments do not have the neces-
sary incentives or the resources to ensure efficient investments, often supporting
politically attractive projects. Several studies confirm the latter view, suggesting
that state-owned banks tend to have an inefficient allocation of credit, creating
significant systemic risks and generating potential for political capture and corrup-
tion (La Porta et al. 2002; Barth et al. 2004). In particular, Dinc (2005) provides
convincing evidence on the use of public banks as a political tool by showing that
credit to the private sector tends to increase during election years. There is some
indication, however, that the results depend on the sample of countries analyzed. In
particular, Detragiache et al. (2005) show that state-owned banks tend to have
higher efficiencies and are better at mobilizing deposits in developing countries.

Turning to macroeconomic factors, a well-functioning financial system requires
an environment of economic stability and certainty. In theory, higher inflation
reduces real returns and, in doing so, it reduces likely lenders and increases likely
borrowers, effectively exacerbating market imperfections (Huybens and Smith
1999). Indeed, countries with endemic inflation problems have experienced signif-
icantly lower levels of banking and stock market development, especially at low-to-
moderate levels of inflation (Boyd et al. 2001). Many other studies have substan-
tiated these results by including inflation as an explanatory variable. Demirguc-
Kunt and Detragiache (2005) have also shown that a high inflation environment is
more prone to banking crises.

Fiscal policy is also of paramount importance for the development of the
financial sector. Aside from the potential for inflation, heavily indebted govern-
ments may engage in financial repression to use the financial sector as an ‘easy’
source of funding (Bencivenga and Smith 1992; Roubini and Sala-i-Martin 1992,
1995). There is considerable evidence that excessive public debt may crowd-out
private investment, especially in emerging economies with less developed financial
systems (Caballero and Krishnamurthy 2004; Christensen 2005). In addition to
financial crowding-out, the safe returns from a large public debt may make banks
become too complacent and undermine their efficiencies. Hauner (2008, 2009)
confirms the so-called ‘lazy-bank’ view, which argues that financial systems
become less efficient in countries that run high fiscal deficits.

FD can also be determined by a country’s openness to financial inflows. Most
developing countries have inadequate domestic savings, making foreign funding an
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important source of growth. Well-developed financial systems are more effective in
turning external capital flows into growth-generating activity (Bailliu 2000; Her-
mes and Lensink 2003).

A downside of larger foreign capital flows is the increased risk of capital and
current account crises. Although Eichengreen and Hausmann (1999) find some
evidence to the contrary, Domac and Martinez Peria (2003) show that the likelihood
of a banking crisis is greater in developing countries with flexible exchange
regimes. FD is a key factor in ensuring that external shocks do not reverberate
within the domestic economy by triggering a financial crisis. Using a sample of
11 MENA countries, Ben Naceur et al. (2008) show that having policies in place
that prioritize the efficient allocation of domestic resources, such as achieving a
well-developed stock market, could be beneficial before liberalizing the financial
systems. In explaining why capital account liberalization does not seem to have a
clear growth-augmenting role in most developing countries, Prasad and Rajan
(2008) suggest that the subpar development of institutions may be to blame.
Similarly, Chinn and Ito (2006) show that financial opening can only be beneficial
when appropriate legal systems and institutions are in place.

Perhaps a more important flow into developing countries is that of remittances
and official aid from other countries. In the SEMC, remittances accounted for 23 %
of GDP in Jordan, 24 % of GDP in Lebanon, and for approximately 9 % of the
region’s total GDP in 2007 (World Bank 2008).

There is a rich and growing literature on the impact of remittances on growth,
poverty, human capital development and investment (Cox-Edwards and Ureta
2003; Adams and Page 2005; Acosta et al. 2007; Woodruff and Zenteno 2007;
Freund and Spatafora 2008; Mundaca 2009). For the MENA region, Amoroso
et al. (2004) highlight the need for policies that route remittance flows to aid
local development. They recommend establishing strategic partnerships between
the banking systems in both receiving and sending countries. Giuliano and Ruiz-
Arranz (2009) find that remittances serve as a good substitute for financing invest-
ments in underdeveloped financial systems, but the authors stop short of assessing
their impact on banking and stock market development.

In theory, to the extent that they are stored in deposit accounts, remittances may
expand access to finance and provide unbanked recipients information about other
banking products. Billmeier and Massa (2009) show that remittances contribute
significantly to stock market development, especially in countries without a size-
able natural-resource endowment. Aggarwal et al. (2011) provide strong evidence
that remittances improve bank deposits and, to a slightly lesser extent, credit to the
private sector, after accounting for a variety of sources for endogeneity and reverse-
causality.

Lastly, trade flows can also have an impact on FD. As noted above, an open
economy may weaken the incentives and the political power of interest groups to
resist financial deepening (Rajan and Zingales 2003; Braun and Raddatz 2008).
Alternatively, increasing exporting opportunities may serve to boost the demand for
external funding. The present evidence shows that such a relation is particularly
strong in countries with predominantly high-tech manufacturing activities (Do and
Levchenko 2004, 2007). At the same time, the opposite seems to hold for less
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developed economies, where industries that are dependent on external financing are
less predominant (Kim et al. 2011).

11.2 Econometric Analysis

11.2.1 Empirical Specification

We examine the impact of a variety of macroeconomic, democratic, legal and other
institutional variables on FD in the SEMC. The econometric model, which follows
Chinn and Ito (2006) and Hauner (2009), is specified as follows:

FD;,;

FD;,_, —l=ao+yFDj;s +ﬁ,Xi,t7s + &1, (11.1)

where X is a vector of control variables and s is the number of lag years. To avoid
problems of endogeneity and remove the impact of short-term cyclicality, the
model is specified as a growth rate over level regressions with non-overlapping
periods, each comprised of s + 1 years. Equation 11.1 then identifies the growth of
the level of FD as a function of the initial level of FD and other time-variant
explanatory variables. The specification uses 5-year non-overlapping periods for
bank-related FD variables while 3-year non-overlapping periods are used for stock
market indicators due to the unavailability of time series data for most countries in
the sample.

The estimations are based on random-effect panel regressions, using alternating
time dummies. Hausman tests on the orthogonality of the fixed error terms with the
covariates were also run to ensure the appropriateness of the random-effects
specification (as opposed to a fixed-effect specification).

11.2.2 Data

The measures of FD are extracted from the dataset of Beck et al. (2009). For
banking development measures, the dataset includes most SEMC (except Lebanon,
Libya and Palestine) and seven EU-MED countries for the years 1985-2009. For
the measures on capital market development, the dataset covers all of the EU-MED
countries and SEMC (except Algeria and Syria) for the years 1989-2009 (see
Table 11.1). The data on financial services relies, to a large extent, on the FSDB
of Beck et al. (2009). However, adjustments were made to ensure its consistency.'

"In Algeria, the pre-1993 figures on credit to the private sector were eliminated due to a
misclassification of loans to public enterprises as private sector loans in the FSDB.
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Table 11.1 Sources of statistical data

St.
Variable Source N Mean | Dev. Min Max
Credit to private sector Beck et al. (2009) 633 | 51.73 |36.58 3.57 [224.20
(% GDP)
Bank deposits (% GDP) | Beck et al. (2009) 655 | 57.57 |32.21 5.56 |228.53
Stock market cap. (% Beck et al. (2009) 327 | 40.20 [39.80 0.29 |242.02
GDP)
Stock market turnover Beck et al. (2009) 330 | 26.12 |46.10 0.00 |372.27
(% GDP)
Log real GDP per capita | WDI 743 8.25 1.10 6.07 10.07
(USD)
Total trade (% GDP) WDI 866 | 54.42 |39.48 0.00 |194.76
Financial openness index | Chinn and Ito (2008) | 640 | —0.18 1.54 —1.84 2.48
Inflation (% growth in WDI 726 | 11.56 |24.05 —9.42 |390.68
deflator)
Growth of government Jaimovich and 430 3.03 | 1235 |—-72.87 |141.38
debt (%) Panizza (2010)
Legal and democratic PRS 415 | 2498 |13.49 1.11 54.76
quality index
Financial reform index Abiad et al. (2008) 396 | 10.01 6.33 0.00 21.00
Net FDI (% GDP) 1FS 675 1.33 3.37 | —10.09 28.96
Net portfolio investments | IFS 672 | —-0.21 5.62 | —73.55 18.88
(% GDP)
Official aid and grants IFS 557 1.35 2.94 —3.26 20.20
(% GDP)
Remittances (% GDP) IFS 557 2.76 6.60 | —52.51 29.92
Other net investments IFS 641 2.25 7.04 | —39.85 89.22
(% GDP)

11.2.3 Measures of Financial Development

We use six measures of FD. The amount of bank credit to the private sector (as a %
of GDP) represents the general level of development in the banking sector. The
share of bank deposits (as a % of GDP) provides the extent of access and deposit
mobilization the financial system offers. The technical growth rate is measured as
the average distance between national frontiers and the meta-frontier. Meta-effi-
ciency is the distance of a bank from the meta-frontier, which is defined by the
product of country cost efficiency and technical growth rate. Stock market capital-
ization (as a % of GDP) is included to provide an estimate of the size of the equity
market while stock market total value traded (as a % of GDP) is used as a measure
of the extent of activities in the domestic equity markets.
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11.2.4 Independent Variables

A number of explanatory variables were used as determinants of FD. A lagged FD
variable was included in each regression. GDP per capita (in constant USD) was
used to control for wealth effects. Several studies highlight that per-capita income
could serve as a good proxy for the general development and sophistication of
institutions (La Porta et al. 1997, 1998; Beck et al. 2003; Djankov et al. 2007).
Inflation, measured as the annual growth of the GDP deflator, is included because
inflation is found to be an important determinant of banking sector development and
equity market activity (Boyd et al. 2001).

The availability of currency-linked financial products could sweep and possibly
reverse some of these negative effects of inflation. To control for the potential
offsetting impact of a liberalized economy, an index of financial openness as well as
an interactive term between inflation and financial openness were introduced. The
financial openness index, developed by Chinn and Ito (2002, 2008), measures the
extent of capital controls based on information from the IMF’s Annual Report on
Exchange Arrangements and Exchange Restrictions.

Fiscal balances could also be an important factor of FD (see Sect. 11.1). The
growth in government debt (as a share of GDP) was used to assess the impact of
fiscal pressures on FD. The data come from a database constructed by Jaimovich
and Panizza (2010), which gathers information on central government debt from a
number of alternative sources, including, most notably, the IMF IFS, the WB WDI,
official websites and other publications.

To assess the impact of legal institutions and democratic governance on the
development of financial systems, a composite index on legal quality and demo-
cratic accountability was constructed, using four indicators from the ICRG,
published by the PRS Group (see https://www.prsgroup.com/about-us/our-two-
methodologies). First, an index for the quality of legal institutions was built,
equaling the first principal components of bureaucratic quality, control of corrup-
tion, and law and order. The resulting index was then multiplied by the ICRG index
on democratic accountability. The multiplication implies that the resulting index
treats both legal quality and democratic accountability as complements.

The supervisory reform index, based on Abiad et al. (2008), provides a measure
of the extent to which the banking sector is regulated. The index measures whether
(i) the country has adopted risk-based capital measures as foreseen under the Basel I
capital accord; (ii) the supervisory agency is independent from executives’ influ-
ence; (iii) there are exemptions provided to specific institutions (i.e. public banks);
and (iv) the on- and off-site examinations are adequately and effectively conducted.
A greater value implies a more regulated market. Since the capital market could be
impacted by a broader set of reform initiatives and because of a lack of variation in
the capital market index (also based on Abiad et al. 2008), for the stock market
development variables, the broader financial reform index was used.

An interactive term on the last two variables was also included to control for the
potential for complementarities.
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Lastly, capital flow variables, controlling for net FDI, net portfolio investment,
official aid and grants, remittances and other net flows, were included one by one.
All of these were obtained from the IMF IFS database.

11.3 Results

The results of the estimations are reported in Tables 11.2, 11.3, 11.4, 11.5, and 11.6.
In each table, the first six columns provide the results with period dummies, while
the latter six provide the results without period dummies. Following the base
regressions in columns I and VII, capital inflow variables are added sequentially.
Hausman specification tests confirm the validity of the random-effect specifications
in most of the cases.

For banking development variables, inflation seems to have a negative impact,
although the results appear more significant for bank deposits. Having an open
capital account appears to offset these inflationary effects, also significantly so for
bank deposits. These results show that, notwithstanding their effects on macroeco-
nomic stability, the availability of currency-linked savings products could prevent
losses in deposits when inflationary pressures are present.

The most significant and persistent determinant of private capital seems to be the
growth of public debt, implying a clear confirmation of the ‘crowding-out’ hypoth-
esis. Indeed, increasing public debt by one percentage point of GDP reduces private
credit by a third of percentage points of GDP. This could be one of the main reasons
why private credit is underdeveloped in Egypt and Lebanon. Some of the EU-
MED, such as Greece, may also be impacted by this factor.

Strong legal institutions, good democratic governance, and adequate implemen-
tation of financial reforms have a substantial positive impact on both private credit
and deposits, but only when they occur at the same time. Indeed, the interactive
term Interaction (Legal/dem. x Reform) has a positive and significant coefficient in
all cases but one (except for column XII in Table 11.3) In turn, partial implemen-
tation of strong democratic and legal institutions or supervisory reforms may
undermine deposits, which can be seen in the coefficient estimates for the
non-interactive terms.

External flows, in the form of official aid and portfolio investments, may also be
beneficial for credit growth and deposits. This is most likely due to an income
effect, whereby capital inflows increase households’ incomes and firms’ earnings,
which are then deposited into bank accounts and become available for lending.

For bank efficiency variables (Table 11.4), the results show that greater capital
account openness improves banks’ technical growth rate and meta-efficiency. In
addition, a better legal system and a more democratically-oriented regime should
contribute to enhancing the efficiency of banks. Inflation appears to be positively
related to bank efficiency, which is surprising because a more stable macroeco-
nomic environment should result in lower cost efficiency. This result could explain
how banks strive to strengthen their cost efficiency when inflation is high and
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investment is low, so as to compensate for lower revenues stemming from fewer
opportunities. External flows, however, in the form of foreign aid, tend to deteri-
orate efficiency in banks, which is related to less stringent conditions on using this
type of funding in an efficient way and also because such funding usually transits
through public banks, which have more socially-oriented objectives than profitabil-
ity and efficiency.

For the indicators of stock market development (Table 11.5), the results are more
limited. Beyond the positive impact of the interactive term on good institutions,
democratic governance, and financial reforms, stock market capitalization appears
to be weakly improved by official transfers, once again potentially owing to an
income effect. Per-capita incomes appear to have a negative impact (implying
‘catching-up’ effects as less developed countries develop more quickly than their
richer counterparts). Yet these effects are not present when period dummies are
present. Conversely, having an open capital account during inflationary periods also
inflates market capitalization, possibly because of the rapid arbitrage possibilities
facing countries with high inflation and real interest rates.

As for the stock market value traded (Table 11.6), the interactive term on legal
and democratic quality and reforms is also significant, highlighting once again the
importance of having quality legal institutions, democratic governance, and the
adequate implementation of financial reforms. As is the case for deposits, partial
financial reforms (i.e. those without high-quality legal institutions or anti-
democratic governance practices) could lead to less activity in the stock market.

11.4 Conclusion

We use a sample of EU-MED and SEMC for the years 1985-2009 to assess the
reasons why FD is lagging behind in the region.

For banking development variables, inflation has a negative impact, although the
results are more significant for bank deposits. Having an open capital account
seems to offset these inflationary effects, also significantly so for bank deposits.
The growth of public debt is the most significant and persistent determinant of
private capital, confirming the ‘crowding-out’ hypothesis.

Strong legal institutions, good democratic governance and the adequate imple-
mentation of financial reforms have a substantial positive impact on both private
credit and deposits, but only when they occur at the same time.

External flows, in the form of official aid and portfolio investments, may also be
beneficial for credit growth and deposits. This is most likely due to an income
effect, whereby capital inflows increase households’ incomes and firms’ earnings,
which are then deposited into bank accounts and become available for lending.

For bank efficiency variables, the results show that more capital account open-
ness improves banks’ technical growth rate and meta-efficiency. In addition, a
better legal system and more democratically-oriented regime should contribute to
enhancing the efficiency of banks. Inflation appears to be positively related to bank
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efficiency, which is surprising because a more stable macroeconomic environment
should result in lower cost efficiency.

For the indicators of stock market development, the results are more limited.
Beyond the positive impact of the interactive term on good institutions, democratic
governance, and financial reforms, stock market capitalization can be weakly
improved by official transfers, once again potentially stemming from an income
effect. Per capita income appears to have negative impact.

As for stock market value traded, the interactive term on legal and democratic
quality and reforms is also significant, highlighting once again the importance of
having quality legal institutions, democratic governance, and the adequate imple-
mentation of financial reforms. As is the case for deposits, partial financial reforms
could lead to less activity in the stock market.

In a nutshell, better institutions, lower government expenditures, and financial
sector reforms (especially regulation and supervision) could lead to improvements
in the functioning of banks and could help develop stock markets in the SEMC.
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