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ABSTRACT

Since the mid-1980s, Algeria has embarked on a programme of comprehensive
financial liberalisation to establish a market-oriented financial system, and to develop
the role of the Algiers Stock Exchange in the mobilisation of financial resources. The
transition from a centrally planned to a market-oriented economy meant fewer
regulatory barriers towards local and foreign banks. This study demonstrates that
financial liberalisation is the main force that drives the globalisation of financial
services, followed by financial innovations and the Internet. Globalisation has
affected the performance of the two prevalent banking models in Algeria: interest-
based (conventional) and non-interest-based (Islamic). The benchmarks used to
assess banking performance are: competition, profitability and efficiency.
Quantitative and qualitative analyses show a direct link between banking efficiency
and the globalisation of financial services. The study concludes that globalisation has
more advantages than disadvantages to the Algerian banking sector and the Algiers
Stock Exchange. The elimination of regulatory barriers has enabled state-owned
banks to improve the quality of their services and to use more advanced information
technologies. Private and foreign banks are also involved in the moderisation of the
Algerian banking industry by launching innovative financial products and attracting
local and foreign capital. However, this project emphasises that the removal of
remaining regulatory obstacles would enable banks to benefit fully from the process
of financial liberalisation, and to be active institutions in the financial market.
Moreover, opening the Algiers Stock Exchange to large domestic and foreign

companies would attract capital investments and boost equity trading in Algeria.
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Chapter 1:

INTRODUCTION

1.1. Scope and background of the study

This research project analyses the implications of globalisation of financial services
on the performance of the Algerian banking sector and stock market. This entails
determining the main components of globalisation and how banks have responded to
them. The study identifies globalisation of financial services as a process, which
allows free trading of financial services and enables banks to compete and improve
their profitability and efficiency. This, however, is only possible in the presence of
financial liberalisation, financial innovations and advances in information technology
such those of the Internet. We focus our analyses on the difficulties encountered by
conventional (interest) and Islamic (non-interest) banks during the transition from a
centrally planned economy to a market-oriented one, and what are the possible
solutions to resolve them.

This study is motivated by the recent developments in the Algerian banking
industry and stock market since the initiation of financial liberalisation in the 1990s,
which contributed to the entry of foreign banks and to the emergence of private banks
in the national financial market. Another motivation is the creation of an Islamic bank
in Algeria, El-Baraka Bank, which operates according to sharia principles of lending

and borrowing.



We have endorsed the argument that many barriers to domestic and foreign
financial institutions are removed under the free market economy, reflecting the
phenomenon of globalisation. The restructuring of the national banking sector has
accelerated the interaction of supply and demand for financial products among the
users of the financial system. Banks become willing to diversify their portfolios and
to benefit from the economic liberalisation.

This study defines globalisation of financial services as a phenomenon that allows
market forces to replace administrative mechanisms of financial resources
mobilisation.' The result is a decline in the role of the government and an increase in
the autonomy of financial institutions. Taking this definition into account, we have
argued that globalisation of financial services is driven by three major forces: (1)
financial liberalisation; (2) financial innovations; and (3) the Internet.

The liberalisation of national financial markets dismantles direct governmental
control on banks’ lending and borrowing. This enables foreign banks to compete with
local banks for a market share. Likewise, financial innovations increase the number
of financial products that facilitate the penetration of financial markets such as those
of Algeria. New financial instruments are used in meeting the demand of domestic
and foreign investors. In addition, the Internet has dramatically broadened banking

businesses in the past decade. Many banks provide their services through the Internet

' There is no single definition that explains exclusively the phenomenon of globalisation. Gurley and
Shaw (1960) noted that changes occur in the financial sector when new institutions, products or
markets emerge. Anneart (1999) stressed that globalisation of financial markets has mainly been
caused by technological advances, by financial liberalisation and by institutionalisation. Walter and
Smith (1999) indicated that banking performance appears highly sensitive to globalisation; this makes
financial markets unreliable, thanks to the many financial institutions involved in them. Masson (2001)
pointed out that globalisation reflects an increase in the mobility of capitals, trade, individuals and
information. He also noted that advances in information technology and economic stability facilitate

the process of globalisation.



to achieve economies of scale and scope. Therefore, it is believed that financial
liberalisation, financial innovations and the Internet are the main cause of
globalisation of financial services in Algeria.

We are aware of previous studies on the Algerian financial markets, such as those
of Jbili ef al (1997) and Nashashibi er al (1998). In their study, they argued that the
slow economic growth in Algeria, Morocco and Tunisia was due to poor mobilisation
of financial resources (Jbili et al, 1997). Before the financial reforms, banks’ funds
were mainly used to finance government expenditures and state-owned enterprises.
The amount of credit that went to the private sector was very small because of
preferential lending rates and restrictions imposed on banking activities. Banking
competition was also limited because of the restrictions on foreign banking entry,
high specialisation and controls on capital account.

Mckinnon and Shaw (1973) noted that the order of economic liberalisation is a
means to improve the mobilisation of financial resources because funds are used to
finance high yield investments, and this contributes to a decline in the cost of
borrowings. Financial liberalisation also results in an increase in the number of
savings instruments and a decline in the risk of holding financial assets due to a rise
in market liquidity.

Negative real interest rates and excessive regulations caused a sharp decline in
savings and investment rates. Therefore, financial reforms were introduced to set up a
market-based financial system. This was achieved by removing constraints on
banking lending and borrowing, trade liberalisation and privatisation. Algeria’s state-
owned banks enjoyed a thirty-year banking monopoly, during which time the

government forbade competition from foreign or private banks, but this changed with



the liberalisation of the national financial market. Facing competition from Algerian
private banks and foreign banks, state-owned banks have had to adopt new lending
policies, develop their information technologies, and improve the speed and the
quality of their services to boost confidence with their clients. The growing network
of emerged banks forces state-owned banks to improve their management and to
develop new financial products. This study analyses the changes in banking activities,
organisations and personnel during and after the financial liberalisation. It also
examines the performance of the Algiers Stock Exchange, which is part of the
financial liberalisation programme initiated by the Algerian government in the 1990s.
Non-banking financial institutions are excluded as they are underdeveloped and
because they are undersized compared with banking institutions.”

The research uses a single country case study (Algeria) because of its unique
approach in liberalising its financial market. “Clearly, there are risks in making
generalisations about the growth performance of the region (Middle East and North
Africa) as a whole because each of the 24 economies has had its own experience,
which in some ways remains unique” (Abed and Davoodi, 2003: 6). Also, at
institutional level, a report entitled “The Emperor Has No Growth”, produced by a
centre for Economic Policy Research claimed that implementing universal rules for
capital flows and government reforms is a mistake (Weisbrot, Naiman and Kim,

2000).

2 Algeria has four national insurance companies: (1) Société Algérienne d’Assurance; (2) Compagnie
Algérienne d’Assurance et de Réassurance; (3) Compagnie Centrale de Réassurance and (4)
Compagnie Algérienne des Assurances Transport. Société Algérienne d’Assurance insures non-
industrial activities; Compagnie Algérienne des Assurance et de Réassurance concentrates on
industrial risk insurance coverage; Compagnie Centrale de Réassurance specialises in reassurance and
foreign risk coverage; and Compagnie Algérinne des Assurances de Transport holds an exclusive
monopoly on maritime, aerial and land insurance (Benhalima, 1998).



As in Armijo (1999), it is expected that financial liberalisation would reduce the
role of the state in managing savings and investments.’ Researchers anticipate that as
the government withdraws from the financial sector and as foreign players participate
in the formerly closed national market, competition among different categories of
banks will improve the quality of services offered to their customers.” In particular,
new private banks and reputable foreign banks will pressurise state-owned banks to
increase the range of their services. Researchers also predict that the stock exchange
will eventually play a major role in promoting savings and investments.

Before the financial liberalisation, banks were unable to monitor their borrowers
or prevent them from funding poor investments (Thakor, 1998). In Algeria, state-
owned banks accumulated a large amount of non-performing loans, which weakened
their portfolios significantly. Worse still, loss-making state-owned enterprises became
unable to service their debts and many of them went bankrupt. However, researchers
expect that recapitalising state-owned banks and privatising state-owned enterprises
will enhance their performance and promote their efficiency (McKinnon, 1993). Our
study gives a detailed analysis of micro- and macro-level factors that affect banking
performance in Algeria. In this study we argue that globalisation of financial services
improves banking performance, which is measured using three benchmarks: (1)
competition; (2) profitability; and (3) efficiency.

Financial liberalisation is the most important factor behind the rise of globalisation

of financial services in Algeria, for four main reasons. First, it removed many

> “In a globalized world, traditional territorial borders have become so porous that individual
governments cannot take actions to regulate businesses, especially those relating to banking and
finance” (Arnold and Sikka, 2001: 476).

* In our sample, we divided banks into two categories: interest and non-interest banks. We classified
banks according to their ownership and their mode of financing.



regulatory obstacles towards foreign banking entry. Second, it reduced the
government’s role in the banking sector through the elimination of various obstacles
on state-owned banks’ lending and borrowing. Third, it contributed to the emergence
of new private banks. Four, it facilitated capital movements and allowed local banks
to operate on both domestic and international levels.

How a country emerges into the global market depends on its distinctive
economic, social, cultural and geographic features. In Algeria, oil exports remain the
main source of government revenue, at about a quarter of GDP.® Foreign debts have
declined from USD33.421 billion in 1996 to USD28.014 billion in 1999 (Callier,
Abdallah and Joly, 2001).° In 1999, the Algerian population reached 30 million and
the reported unemployment rate was 29.2 per cent (Callier, Abdallah and Joly,
2001).” Culturally, Western lifestyles greatly influence Algerians’ behaviour, notably
in urban areas (Encyclopaedia of the Orient Online, 2003). Geographically, Algeria is
the gateway between Europe, Africa and the Arabic world (Arab Banking
Corporation Annual Report, 1999). Although political risks during the 1990s caused a
decline in foreign direct investments, the government has since embarked upon a
programme of political and economic reform, (including economic liberalisation with
the guidance from the International Monetary Fund), to attract foreign capital and to
improve the social environment (Nashashibi et al, 1998). Results have been positive,
especially in the banking sector, where many new private and foreign players have

entered the market.

5 Industry is the largest economic sector, at 39 per cent, followed by transport at 21 per cent and
housing at 20 per cent. The service industry accounts for only 9 per cent (Callier, Abdallah and Joly,

2001).
® The debt services increased from 30.3 per cent of exports in 1997 to 39.5 per cent in 1999.



This chapter has three sections. The first section examined the background and
motivation to the study. The concept of globalisation is defined in the context of
financial liberalisation and advances in information technology. The second section

explains the study’s rationale. The final section identifies the study’s implications.

1.2. Rationale of the study

In this study, we argue that globalisation has changed the banking industry both
structurally and technologically.® Policy makers no longer entirely determine the
shape of the banking industry; financial deregulation has removed inhibiting
obstacles to free trade; and information technology, having accelerated the speed of
economic integration, continues to impact the structure and activity of financial
institutions. So sweeping are these changes that researchers have found it difficult to
fully comprehend them.

Before the financial reforms, the state had entire control of what is called
‘strategic’ sectors, which were receiving generous subsidisation. Preferential lending
rates and excessive control on commerce and foreign exchange were also the norm
before the reforms. This made the public sector grow at a faster rate than the private
sector. State-owned enterprises were forced to achieve a given level of outputs to
receive financial support from the government. The tools used by authorities to
reduce the effects of open inflation were price control, subsidisation and foreign

exchange control.

750 per cent of the population are under 20 years old and the growth rate is 2.1 per cent.
8 “For economists, the global economy has emerged from business decisions and strategies” (Filipovié,

1997: 2).



Administrative interest rates and large intervention by the government in credit
allocation were typically used to ensure the stability of the financial system. Preferred
interest rates and direct credit were applied to make funds available to priority
sectors. Direct credit and banking refinancing were also adopted by the central bank
because of the absence of a money market. The result is high segmentation within the
banking industry and very limited competition between the state-owned banks.

The role of the financial sector was to collect public savings at low cost and to use
the funds raised in financing government expenditure and projects by state-owned
enterprises. The bond and equity market were non-existent and a development bank
was created to meet the financial needs of medium- and long-term investments.

After the introduction of financial liberalisation in the 1990s, Algerian banking
regulations have changed in three main ways. First, private and foreign players have
been allowed to enter the national financial market. Second, state-owned banks have
gained extensive operational autonomy since the initiation of financial liberalisation.
Third, new financial products have emerged in the domestic market immediately after
the entry of foreign banks and the set up of private banks. This study examines how
these factors have affected the structure of each banking group: (1) state-owned
banks; (2) foreign banks; (3) private banks; and (4) the Islamic bank.

Eliminating economic, social, political and technological obstacles has allowed
foreign banks to set up and operate in Algeria.” These trends have both positive and
negative implications: “going global” has helped banks diversify their portfolios and
increase their market share, but the entry of foreign players into the national financial

market has also raised fears about the future of local banks. Because of this,



policymakers have introduced structural and institutional reforms to improve the
financial position of state-owned banks. This research will examine the three most
important parts of financial liberalisation: (i) interest rates; (ii) recapitalisation; and
(iii) privatisation.'”

Scholars agree that foreign banks benefit the financial markets of developing
countries (Bonin and Leven, 1996)."' The advantages they bring include capital,
experience, skills and advanced management. By providing innovative products,
encouraging consolidation, and developing services, foreign banks strengthen the
local financial market and motivate local banks to become more healthy institutions.
In addition, foreign banks transfer knowledge and technology to the host country,
which helps cut the costs of conducting financial transactions. However, the
competitive advantage of foreign banks over local banks can cause market instability
because depositors and borrowers move to foreign banks (Knight, 1998). Local banks
often need a long time to improve their financial conditions; this is due to
management problems and risks associated with their financial instruments.'?

The impact of structural reforms and fiscal sustainability on the process of reforms
is addressed in this study. Stable macroeconomic conditions encourage policymakers
to reform the financial sector. Sustainable fiscal balances and low inflation rates are

mechanisms to avoid negative real interest rates and to reduce the risk of holding

? A thorough analysis on the characteristics of global financial markets is presented in Chapter 2.

' McKinnon (1973) pointed out that privatisation is one of the major reasons for the breakdown in
financial restructuring. Many scholars, such as Bonin and Leven (1996) and Doukas, Murinde and
Wihlborg (1998) endorse this argument.

' See for instance, Abarbanell and Bonin (1997), Bonin and Leven (1996) and Fink et al (1998).

12° Azzam (1999) argued that local banks can become stronger through consolidation or mergers.
Consolidations reduce operating costs and therefore improve organisational efficiency.



financial assets. The study examines the relationship between macroeconomic
variables and the process of financial reforms.

This study also considers the impact of globalisation on the performance of the
non-interest bank (E/-Baraka Bank) as it forms part of the banking sector in
Algeria." Under the rules of Islamic finance, banks cannot pay interest on deposits;
this 1s different to conventional banking practice, in which banks use interest rates to
attract savings and to manage their funds. However, the ultimate objective of both
interest and non-interest banks is to increase societal wealth. Globalisation allows
non-interest banks to improve their business and to penetrate financial markets such

those of Algeria.'*
The thesis is organised as follows:

e Chapter 2 provides a literature review, presenting influential papers that explore
how globalisation of financial services has changed the structure of the banking
industry. Topics covered include financial liberalisation, financial innovation and
the Internet. This chapter also incorporates scholarly analyses of non-interest
banks lending and borrowing mechanisms.

e Chapter 3 traces the history of Algeria’s financial system from independence to
the present day, comparing the organisation of the Algerian banking system

before and after financial liberalisation. We pay special attention to the past

13 We divided banks into interest and non-interest types to compare the two banking models. We
explain the characteristics of non-interest banks in detail in Chapter 4.

'* In the past decade many non-interest banks opened representatives and subsidiaries in large financial
centres such as London, New York and Frankfurt.

10



decade. This chapter covers all measures implemented by the Algerian
government to liberalise the national financial market.

Chapter 4 provides a detailed analysis of the two prevalent modes of Algerian
banking, namely interest and non-interest. We also discuss the effects of
globalisation of financial services on their profitability, and examine the
competition between the two banking models.

Chapter 5 deals with the research methodology. It discusses the qualitative and
quantitative methods used in this study as well as research limitations. Problems
encountered during the research field and in gathering primary data are also
presented in this chapter.

Chapter 6 is the core part of the study. It examines how each banking category
has responded to financial liberalisation and to the emergence of new financial
products. The correlation between the macroeconomic framework and the process
of reforms is discussed, and the role of the Internet in the development of the
national market is analysed. Also, the impact of financial reforms on banking
competition and profitability is discussed. Finally, the performance of the Algiers
Stock Exchange is assessed as part of the financial liberalisation process.

Chapter 7 addresses the study’s concluding remarks and policy recommendations.
First, it states the applications of the study to the Algerian banking industry and
stock exchange. Second, it shows what is learned from this study. Finally, it

identifies proposals for further research.

11



1.3. Implications of the study

This study makes a contribution to the literature on the banking industry and stock
market developments in Algeria. Previous studies, such as those of Jbili et al (1997)
pre-dated the opening of the Algiers Stock Exchange for trading in 1999. Besides,
those studies were on a group of selected countries, such as the Maghreb region." In
general, little attention has been paid to countries such as Algeria, perhaps because of
the lack of data or the high political risk involved in conducting studies there during
the 1990s (banks’ senior managers, 2002). Given this lack of attention, this study
offers an opportunity to highlight the changes that have occurred in the Algerian
financial market since the initiation of financial liberalisation in 1990.

Previous studies also hesitated to address the issue of Islamic banking in Algeria.
Therefore, this study takes the opportunity to examine the simultaneous effects of
globalisation of financial services on conventional and Islamic banks, in terms of
competition and profitability. The results show how conventional and Islamic banks
are performing to increase their market share and to boost their profitability. This
includes an examination of their mode of receiving funds and financing in Chapter 4.

In this study we first ask what are the main forces that drive the globalisation of
financial services in Algeria? Second, we ask what are the problems encountered by
interest and non-interest banks during the transition from a centrally planned
economy to a market-oriented one. Third, we ask what measures could improve the

Algerian banking industry and stock market performance. Fourth, and most

15 There are three countries that form the Maghreb region: Algeria, Morocco and Tunisia.

12



importantly, we ask how banks could survive the pressure of globalisation of
financial services.

The findings achieved in this research can be used by policymakers as guidance
for further financial reforms in Algeria and by banks to improve their performance.
The Algerian financial market is considered to be in transition because Algeria,
formerly a socialist country that kept all banks under state ownership, has been
engaged since 1990 on a programme of financial liberalisation. In a modern
economy, it is also a disadvantage to isolate domestic financial markets from foreign
ones. Finally, foreign banks are concermned with developments in Algeria, as a place
to diversify their portfolios and to increase their market share.

The next chapter explores the different schools of thought on globalisation and its
implications for the financial markets of the former socialist countries. It includes
reference to the most influential papers on financial liberalisation, financial
innovations, the Internet and the non-interest banking model, and examines how
globalisation of financial services impact the banking industries of the former

socialist countries in terms of competition and profitability.
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Chapter 2:
LITERATURE REVIEW

2.1. Introduction

This chapter examines globalisation of financial services from various scholars’
points of view, reviewing papers on a topic-by-topic basis. The benchmark used for
the selection of author is the scope of their studies. We analyse the characteristics of
a financial system in a centrally planned economy, then study the changes that
occurred in the structure of non-interest and interest banks caused by differences
between the two banking models. We synthesise the views of these scholars to
produce a coherent overall picture.

In the former socialist countries, the government owned all financial institutions
and did not allow private ownership of banks. Nationalisation and rigorous control of
domestic banking operations made the socialist banking sector highly centralised
(Shaw, 1973). These monopoly practices also restricted the integration of financial
markets. In the late 1980s and early 1990s, almost all socialist countries introduced
financial liberalisation in order to open their financial sector to private and foreign
ownership. Programmes of financial liberalisation dismantled the barriers that
previously inhibited local and foreign financial institutions (Bonin and Wachtel,

1999), producing increased numbers of private and foreign bank branches,



representatives and subsidiaries. As these programmes went into effect,
governmental intervention in the financial sector decreased dramatically.

Banks use innovative financial products to acquire new market share locally and
internationally (Harrington, 1992). Three factors enable banks to introduce new
financial instruments: technology, money and the institutions’ internal organisation.
Silber (1975) noted that money is the primary financial instrument used by banks in
conducting their daily transactions. Money is also used as a means to create other
financial products. Financial innovation produces products that may be traded
internally and across international frontiers, and demand for the new instruments
assists the process of globalisation. New products also enable banks to lower their
running costs (Silber, 1975: 2).'¢

The Internet provides both bankers and consumers of financial services with
information about banking services. Banks now offer almost all their services
through the Internet, allowing customers to make balance inquiries, to pay bills, to
transfer money between accounts, and more (Jun and Cai, 2001). Internet banking
has been growing rapidly in recent years, notably in developed countries, where it
has had enormous influence on banking operations and personnel (Hughes and
Stone, 2002). Analysts predict that e-banking will continue to grow and that this
growth will drive banks to perform in a more global network (Oxford Analytical
Citibank, 1999).

Financial liberalisation, financial innovations, and the Internet permit interest
banks to compete in host countries’ financial markets and non-interest banks may

now also enter European and American markets. The number of foreign banks

1® On financial innovations see: Copelman (1996) Mullineux (1996) and Quian and Rose (1997)
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offering Islamic financial products has also increased dramatically. Because Islamic
and conventional banking models use different financial techniques and products,
analysts anticipate competition between interest and non-interest banks (El-Ashker,
1987). This competition will add new products to the financial market, products that
will affect banks’ balance sheets and ultimately market behaviour. Non-interest
banks have attempted to modernise their operations by introducing new instruments
that meet sharia rules. They have also tried to convert Western financial instruments,
such as zero coupon bonds, into Islamic instruments by eliminating interest rates and
by keeping the bond’s nominal value."’

Islamic banks account for less than one per cent of worldwide assets. Their
capacity to penetrate financial markets is limited because of their low capital, and the
small number of non-interest banks (176 worldwide) is insufficient to meet the
financial needs of more than one billion Muslims. However, researchers anticipate
that the removal of regulatory constraints on non-interest banks entry into Western
financial markets will help them expand in coming years (Fox, 1996).

The non-interest banking model is based on sharia law, in which profit- and risk-
sharing are the key concepts of the financial system (Warde, 2000). In the interest
banking model, by contrast, banks aim to maximise their shareholders’ value by
investing in creditworthy projects (Al-Omer and Abdel-Hak, 1996). Some of the few
financial products that fit with sharia rules are musharaka (partnership/joint-

venture), istisna (manufacturing contract) and mudaraba (profit and loss sharing).

'7 Zero coupon bonds are bonds in which there is no interest payment during the life of the bonds.
Investors purchase zero coupon bonds at a deep discount from their face value that is the value of a
bond at the date of maturity. When the bond becomes due, investors receive their initial investment
plus accumulated interest. The issuers may still have to pay interest to local income tax, as in the
USA. But, usually zero coupon bonds are exempted from tax. In almost circumstances the maturity of
zero coupon bonds exceeds ten years and their price tends to fluctuate in the secondary market.
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Most securities are not acceptable because they involve payment or collection of
interest (Parigi, 1989). Another difference between the two banking models is that
non-interest banks may in certain circumstances work to satisfy social needs, but
interest banks operate only to make profit (Warde, 2000).

Scholars offer different interpretations of globalisation’s impact on financial
markets of countries in transition. Their views are influenced by many factors such
as their educational background and the sample chosen for their studies. This

literature review tries to cover the most influential papers.

2.2. Financial liberalisation

2.2.1. Centrally planned economies before the financial liberalisation

In developed countries, the process of financial liberalisation started in the 1960s and
1970s when banks in the former socialist countries were still under state control
(Morison, 1999). Not until the financial liberalisation programmes of the 1980s and
1990s did those countries develop market-oriented banking systems.

Two factors illustrate financial market concentration in a centrally planned
economy. First, the government generally ensured that a few banks hold the majority
of financial assets. Second, the government nationalised existing foreign financial
institutions and implemented regulations to prevent foreign competitors from
entering the national financial market (Knight, 1998: 14).

Consider some weaknesses of the socialist banking model. Centrally planned
economic regimes had no capital markets, which meant that governments could not
issue sizeable bonds to the public. The banking system was also weakened by ceiling

interest rate placed on deposits and loans, and by lack of competition from foreign
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financial institutions and from the private sector. McKinnon (1993) noted that to
improve the banking sector and to prevent credit from going to non-creditworthy
enterprises, governments should stop using monetary instruments to draw money
from local banks. The government should continue this practice until it has
eliminated all non-performing loans. “Starting off with a highly centralised, but
“passive” state-owned banking system, the socialist economies must move
vigorously at the outset of liberalization to harden the system of money and credit”
(McKinnon, 1993: 6).

McKinnon (1973) and Shaw (1973) stated that capital control and high reserve
requirements are the main cause of financial depression in less developed countries.
Therefore, it i1s necessary for those countries to remove all those obstacles, to
eliminate all restrictions on capital inflow and outflow, and to open the domestic
market to foreign investors.

Administrated interest rates and bad debts have negatively affected state-owned
banks’ profitability and efficiency (McKinnon, 1993: 44). McKinnon stressed that
interest rates need to be positive on both loans and deposits, and emphasised that
banks should promote payment mechanisms to encourage savings and foster banking
assets.'®

In the former socialist countries, interest income could not cover interest expenses
plus administrative charges.'” Despite the effects of interest rate regulation, bank

managers never requested different financial rules because volatile interest rates

'® Price-level volatility usually contributes to unstable interest rates and exchange rates, which leads to
increased borrowing and lending risks by deposit-taking banks.

' Banks should put an end to the credit to the enterprises that do not pay loans and their interest in
their maturity date. The default rate on exorbitant loans can be substantial (McKinnon, 1973: 74).
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would have negatively affected banking competition and earnings (McKinnon,
1973).

Centrally planned economies also saw poor mobilisation of financial resources
(Shaw, 1973). Governments used bank funds to finance their expenditures and state-
owned banks were obliged to hold government securities. The result was a high unit
cost of state-owned banks’ financial assets, a cost exacerbated by the difference
between the lending rate and the borrowing rate. Large-scale government
intervention in the financial sector ultimately caused a scarcity of capital, an effect
contradictory to the financial authorities’ putative objective — 1.e. providing capitals
for investments (Shaw, 1973: 88-9).

Long-term direct finance was non-existent in almost all former socialist
countries, which instead financed government projects through the treasury (Shaw,
1973). Some countries had stock exchanges, but their operations were limited to
issuing securities by the government and by foreign trade corporations.zo Long-term
securities were also hampered by complex accounting and financial legislation.

Mismanaged investments also contributed to the socialist era’s poor financial
record. Most bank-financed projects were not profitable, meaning that loans were not
repaid on time (if at all). Moreover, the scarcity of capital encouraged banks to
restrict their lending. Shaw stresses that financial depressions discouraged financial

liberalisation because such situations give more monopoly power to national banks

(Shaw, 1973: 92).

2% In Algeria the stock exchange was absent and state banks were the dominant in the financial sector.
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Capital and inter-bank markets were absent in all former centrally planned
economies, and non-financial institutions were not allowed to hold government
bonds or to trade private firms’ shares. All of these factors caused a misallocation of
domestic financial resources.

Socialism’s financial authorities seemingly remained convinced that high interest
rates, capital scarcity, direct control on investments, and subsidised government
projects could ensure national financial success (Shaw, 1973). However, bad
economic and social conditions adversely affected savings, investments, and growth;
the ceiling interest rate on loans and deposits made return on financial assets for
state-owned banks negative; and governmental intervention weakened the financial
sector. “Effective low ceiling on real loan rates intensify risk aversion and liquidity
preference on the part of intermediaries” (Shaw, 1973: 86).

Governments used bank deposits to finance specific activities, then protected
those activities with subsidies. Furthermore, poor credit decisions negatively affected
banks’ portfolios (McKinnon, 1973: 69). The logic of liberalisation should prevent
such self-finance and allow banks to fund only profitable investments.

Limitations on lending, consumers’ risk-averse preferences, ceiling interest rates
and high banking charges seriously impeded competition in the socialist banking
sector. The sector did not achieve economies of scale and scope due to the absence of
competition among state-owned banks, and no mechanisms existed to determine the
lending costs and risk associated with investments. “In the absence of a free market,
where credit would have been rationed by price — the price reflecting the cost of
funds and the risk of loss — credit was largely rationed by perceived quality”

(Morison, 1999: 38).
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2.2.2. The process of financial liberalisation

The problems encountered during the centrally planned economy urged financial
authorities to introduce the process of financial liberalisation. Abiad and Mody
(2003) constructed an index for financial liberalisation. The index was formed using
six indicators: (1) directed credit/reserve requirements; (2) interest rate controls; (3)
entry barriers and/or lack of pro-competition policies; (4) restrictive operational
regulations and/or lack of prudent regulation; (5) the degree of privatisation in the
financial sector; and (6) the degree of controls on international financial transactions.
They used data of thirty-five countries, from 1973 to 1996. Countries were classified
into four groups: fully repressed; partly repressed; largely liberalised; and fully
liberalised. Following their analyses, they concluded that countries supporting
reforms are benefiting more than those who oppose them. Initial reforms also make
further reforms essential to achieve government goals of financial liberalisation.
Other factors influencing the decision makers to introduce further reforms are: the
sequence of reforms in the neighbouring countries; the International Monetary Fund
programme of financial liberalisation; trade openness; balance of payment deficit;
and the decline in interest rates.

Drazen and Easterly (2001) found that hyperinflation delays the progress of
financial liberalisation and makes policy-makers reluctant to produce a coherent
agenda of reforms. Hyperinflation causes microeconomic imbalances such as decline
in the value of banks assets. Rajan and Zinglas (2002) noted that trade openness and

foreign capital movements are the two main driving forces of financial reforms.
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Helleiner (1999) emphasised five aspects of financial liberalisation. First,
financial reforms are inevitable in countries where non-performing loans account for
a large proportion of bank credit. Second, financial liberalisation must be
implemented gradually. Third, financial reforms must abolish direct credit and
ceiling interest rates. Fourth, financial liberalisation requires macroeconomic
stability. Fifth, reforms should inject liquidity into national banks to alleviate the
burden of non-performing assets.

Reformers should set up a time-frame for financial liberalisation, taking into
account the degree to which government regulation has inhibited banking networks’
growth, and examining how banks’ capital adequacy, assets, and liabilities have
fluctuated over time. Banks also require effective internal management and attentive
external supervision for a successful transition to a free-market environment
(Helleiner, 1999).

Financial liberalisation results in a market-based system where the government
exercises only modest control over the financial sector. Depending on the national
financial system’s features, financial authorities can enact financial liberalisation
programmes gradually or very quickly. Most countries have preferred a step-by-step
approach to financial liberalisation (Oxelheim, 1995: 28), which is usually more
successful than introducing reforms overnight (McKinnon, 1993: 4).

Oxelheim (1995) divided financial liberalisation to two categories, internal and
external. Internal financial liberalisation necessitates removing four factors: 1)
control over local financial institutions’ activities; 2) interest ceilings on deposits and
credit; 3) government intervention in the financial sector; and 4) taxes on financial

institutions. External financial liberalisation focuses on eliminating exchange rates
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and capital control, removing restrictions on cross-border financial operations, and
abolishing multiple exchange rates and taxes on foreign financial transactions.

Pill and Pradhan (1995) claimed that financial liberalisation requires a non-
inflationary environment. Many countries have found that conducting programmes of
liberalisation in inflationary economies has negative effects on the banking industry
(Pill and Pradhan, 1995). In fact, banks’ assets decline steadily during the process of
liberalisation in hyperinflationary countries.

Financial liberalisation has five common factors: abolishing foreign exchange
control; eliminating credit control; opening domestic financial markets to foreign
participation; dissolving barriers inhibiting local financial institutions; and
liberalising money and capital markets. All these courses of action allow banks to
transfer funds across frontiers and to establish niches in domestic and foreign
markets.

Jbili et al (1997) assessed the sequence of financial sector reforms in the three
Maghreb countries: Algeria, Morocco and Tunisia. They stressed that non-financial
variables, such as those of structural reforms and fiscal policies affects savings,
investments and growth. This argument is based on a study by Gurley and Shaw
(1960), in which they pointed out that economic development is a means to increase
the availability of capitals in the financial sector.

High inflation rate and fiscal imbalances make economic growth less sensitive to
financial sector reforms. A stable macroeconomic environment helps authorities to
reform the financial sector with great precaution. Sustainable fiscal balances and low
inflation rates are tools to avoid negative real interest rates, to make financial

variables more informative and to reduce the risk involved in holding financial
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assets. Jbili et al (1997) said that financial sector reform needed to be implemented
even if the macroeconomic conditions were not in favour of the reforms as this may
improve economic stability within the long-term.

Macroeconomic imbalances in the 1980s forced all the three Maghreb countries to
initiate financial sector reforms (Jbili et a/, 1997). Financial authorities introduced
price controls and posed restrictions on trade and payments to reduce the effects
caused by fiscal and current account deficit. This was followed by structural reforms
under the support of the International Monetary Fund. However, monetary
imbalances were not restored because of the large amount of loans extended to
priority sectors in Tunisia and to monetise fiscal deficits in Algeria and Morocco.

Inflation increased dramatically during the early years of the reforms, but did not
exceed the annual rate of 15 per cent. Reserves also declined substantially to almost
a month of imports in Algeria and Tunisia and to a minimum of a week in Morocco
(Jbili et al, 1997).

Jbili et al (1997) examined the process of financial reforms in Algeria, Morocco
and Tunisia from 1970 to 1995. They said that the methods followed in reforming
the financial sector were similar in the three countries. This included: (1) liberalising
interest rates; (2) removing direct credit; (3) adopting market-based mechanisms in
financing the state budget; (4) strengthening the monetary policy; (5) opening new
markets and launching new financial instruments; (6) reinforcing banking
supervision and financial rules; (7) boosting banking competition; and (8)
liberalising capital account. The aims of the reforms were to reduce the role of the
government in the financial sector, to improve financial resources mobilisation and

to develop market-based monetary policy instruments. Jbili et al/ (1997) noted that
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the scope of reforms was less broadened in Algeria than in Morocco and Tunisia,
where financial authorities were also involved in the structuring of bond and equity
markets.

The sequence of financial sector reforms had been influenced by issues of
macroeconomic stabilisation, such as those of fiscal budget (Jbili et al, 1997). In
Algeria, the substantial amount of fiscal losses generated by state-owned enterprises
made commercial banks continue to use preferential credit financing. Fiscal losses
also caused negative effects on the liberalisation of interest rates as well as banking
competition.

Jbili et al (1997) examined the quantitative side of financial reforms by measuring
the relationship between financial indicators, which are applicable to the process of
reforms and to the non-government saving rates. Their aim was to analyse if the
reforms had positive effects on non-government savings rather than evaluating the
country saving rate as this was subject to other indicators such as per capita income
and demographic aspects.

The financial variables included in Jbili et al study are: (1) real interest rate; (2)
the ratio of M2 over GDP; (3) credit to the non-government sector in per cent of
GDP; and (4) reserve money to deposits. The financial variables were used as
indicators of the progress obtained within the financial sector because of the process
of reforms. They selected three different periods for their investigation: (i) the entire
period (1970-1995); (i1) before the reforms and (ii1) after the reforms. Quantitative
measures were made before and after the financial reforms to analyse the correlation
between non-government savings and main financial variables. Dummy variables

related to non-financial factors such as drought and variables that may affect directly

25



non-government savings such as per capita to GDP were also excluded in their
investigation. Per capital and non-government disposable income were presented
differently in the regression analyses of Morocco and Tunisia. The regressions found
by Jbili et al were almost similar to the coefficients of the financial variables. But,
they emphasised the impact of financial sector reforms on the savings rate without
the inclusion of other factors, which may have had similar effects.

The lack of data influenced the result and scope of Jbili et al (1997). Data on
credit to the private sector were not fully available, especially for Algeria. Another
factor that may cause bias is that banks can be pressurised to meet the financial needs
of state-owned enterprises. Private enterprises and households savings, which form
part of the non-government saving rates, are not separated; this can cause problems
in the quality of the data, because state-owned enterprises savings’ trends may differ
from those of households. For instance, state-owned enterprises savings may decline
because of the increase in their losses after the rise in real interest rates. On the other
hand, the increase in real interest rates may escalate household savings because
incentive effects are superior to those of income effects. Jbili et al (1997) also
emphasised the difficulties in identifying suitable financial variables for quantitative
assessment of the progress achieved because of the reforms.

Factors affecting banking performance at the micro-level were also not fully
discussed 1 Jbili et al (1997), as the main focus was to assess the sequence of
reforms on non-government savings rate. They stressed that the volume of
intermediation, return on savings and the effectiveness of intermediation increased
after the creation of a market-based financial system. But, they did not examine how

banks operated after the financial reforms to accelerate their intermediary role
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between savers and borrowers, and also how the entry of foreign banking affected

the financial markets of the three countries.

2.2.2.1. Liberalisation of interest rates

The first component of financial liberalisation is the elimination of administrative
interest rates. Matutes and Vives (2000) and Stiglitz (1994) stated that interest rate
ceilings help banks avoid destructive competition. In highly competitive conditions,
high-deposit interest rates increase the cost of capital and lower investments. Low
interest margins stimulate banks to monitor their borrowers carefully. Researchers
therefore conclude that ceiling interest rates prevent many constraints on investments
(Stiglitz, 1994).*'

Sarr (2000) examined the impact of interest margins on the market-oriented
banking sector. He found that in an open market banks seem to exploit profit
maximisation to cover their service fees.”> Sarr also argued that banks with large
deposits could offer attractive lending rates. Economies of scale and non-bank
services also drive the marginal cost of deposits by reducing banks’ lending and
borrowing rates. He concluded that in a liberalised banking sector, deposits do not
reflect financial deepening because banks know how interest rate changes affect their
deposits. Offering higher interest rates on savings accounts increases banks’
operating expenses and thus reduces their profit margin.

Bandiera et al (2000) used capital account liberalisation, bank ownership, interest

rates, directed credit, reserve requirements, prudential regulation and deregulation of

?! Interest margin is the spread between the rate charged on loans and the rate paid on deposits
(Demirgii¢c-Kunt and Huizinga, 1998).
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securities markets to form an index for financial liberalisation. The data span from
1970 to 1994. They noted that the relationship between real interest rate and savings
is negative and significant in Ghana and Indonesia. The short-term impact of
financial liberalisation on savings also varies across countries: positive and
significant in Turkey and Ghana, negative and significant in Korea and Mexico.

Bandiera et al (2000) confirmed the existence of liquidity constraints, but without
emphasising on the role of financial liberalisation in alleviating them. The results of
the Euler equation indicated that in most cases the impact of financial liberalisation
on credit allocation was small. They concluded that real interest rate has no direct
impact on savings and the implications of financial liberalisation vary across
countries.

Usually, the liberalisation of interest rates raises costs and lowers profits
(Humphery and Pulley, 1997).> The borrowing rates increase substantially during
financial liberalisation leading to decline in banks’ profit margin. Banks react to
shifting interest rates by cutting costs (often by reducing the numbers of branches

** raising fees on deposits, and extending

and workers), using floating-rate loans,
credit to high-risk borrowers. Banks will also shift costs onto their borrowers and
may become involved in securities activities as an additional cost-transference

measure.”> Banks will also adjust their capital to moderate the effects of interest rate

liberalisation (Humphery and Pulley, 1997).

22 Chiappori, Perez-Castrillo and Verdier (1995) noted that profit maximisation boosts the network
size, lowering long-term credit rates as a result.

% In the 1980s, interest rate deregulation increased costs and lowered profits of many USA banks.

* Global interest rates are measured either on floating or a fixed-rate basis. Under floating interest
rates and variable future costs, the net present value of loans change slightly. Under fixed interest
rates and fixed costs, the net present value of loans may raise or decline drastically.

» Large banks often enjoy high profits because of technological advantages; small banks are more
likely to see higher profits as a direct result of improved business conditions.
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Oxelheim (1995) noted that banks yield a small amount of earnings in markets
with a low interest rate margin. The margin on borrowers’ loans fall because of
increased liquidity and reduced credit rationing. In a free market economy, most
investors pay lower lending rates and depositors receive higher interest rates on their
savings than they would in a centrally planned economy (Oxelheim, 1995).

Hanohan (2003) examined the effects of financial liberalisation on money market
and bank interest rates (wholesale rates). He found that the process of liberalisation
has resulted in an increase in the real and nominal interest rates. Banks spread also
escalates as financial liberalisation progresses. The removal of interest rates controls
makes rates dependable on market forces, which force deposit rates downwards and
lending rates upwards. Theoretically, real interest rates reflect nominal interest rates
adjusted by inflation. However, in practice, there are other factors that influence real
interest rates including the followings: propensity to save, marginal efficiency of
capital, level of risk and country monetary policy.

Jbili et al (1997) noted that the adoption of step-by-step interest rate liberalisation
in the aftermath of high administrative interest rates was vital for the success of
financial reforms in Algeria, Morocco and Tunisia. In 1990, the Algerian financial
authorities placed similar lending and borrowing rates on the public and private
sectors, and their commercial papers were given the same standards of refinancing.
Four years later, limits on banking spread were in place instead of ceilings on
lending rates. In December 1995, limits on banking spreads were eliminated. Real
interest rates remained negative until 1995 due to a sharp increase in inflation after
the liberalisation of price controls. In Morocco, authorities started by raising

administrative interest rates and eliminating the subsidisation of interest rates to
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priority industries. Liberalisation of interest rates was completed in the first instance.
Limits on banking spread were in place instead of ceilings on lending rates.
Exclusion was given to credit extended to exports and to small- or medium-size
enterprises. The limits imposed on lending and deposit rates were also removed.
Exceptions were made for small savings and sight deposits.

Unlike Morocco, Tunisia did not liberalise lending rates to priority sectors in the
early part of its financial liberalisation (Jbili et al, 1997). Instead, term deposits rates
of less than three months were liberalised and special saving accounts rates were
linked to the money market rate of the previous month. Spread for lending rates was
given up to 3 per cent points above the money market rate (except for credit related
to priority sectors). In the second stage, preferential rates for priority sectors were
raised, but exceptions were made for the agricultural sector, with just a modest
increase. Lending rates for priority sectors were liberalised, albeit limits on deposit
rates were fixed at two per cent on sight deposits and two per cent above the money
market rate for savings deposits.

Khan and Sunhadji (2000) emphasised that the availability of capital would not
necessarily lead to high economic growth. The increase in real interest rates, which
accelerates household savings, can lead to over-borrowing and a decline in the
quality of credit. Brock and Rojas-Snarez (2000) also found evidence that spreads in
Latin America do not fulfil international standards.

Rock and Rojas-Suarez (2000) found evidence of a positive relationship between
spreads and non-financial costs such as wages. Another factor with direct impact on
spreads 1s provision for bad debts. Saunders and Schumacher (2000) said that the

increase 1n the capital used by banks as a precaution from risky loans results in high
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spreads. The holding of extra capital would make banks pay more taxes. Meeting the
expected capital ratios would also force banks widen the spread between the lending
and the deposit rate. Finally, Brock and Rojas-Suarez (2000) argued that the absence
of accounting standards and unsuitable risky asset classification makes the capital to

asset ratio have little influence on spreads.

2.2.2.2. Elimination of lending restrictions

Alleviating constraints on banking lending is the second criterion used in assessing
the process of financial liberalisation. Mishkin (2001) noted that financial
liberalisation improves accountability and transparency within the banking sector
while removing liquidity barriers in financial markets. Bekaet, Harvey and Lundblad
(2001) used panel and aggregate data analyses to examine the impact of financial
liberalisation on banks’ borrowing in Turkey. They found a one per cent increase in
output growth rates of domestic banks after liberalisation of financial markets. In
their conclusion they emphasised a sound regulatory and supervisory system, using
international reporting standards, to benefit fully from the process of economic
liberalisation. Johnson (2000) pointed out that it i1s essential for banks to have
adequate information about factors such as consumer behaviour and market risk of
the host country. Foreign banks should also understand the host country’s economic
and political conditions, the size of its local and foreign financial institutions, its
policies on financial deregulation, its local business culture and its market length.
Brownbridge and Kirkpatrick (2000) said that alleviating credit controls and
liberalising interest rates would encourage banks with moral hazard to invest in risky

projects. The new regulations give more autonomy to those banks to engage in
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various activities and to take high risk. Therefore, they recommended swift
restructuring of the banking system to avoid an escalation in banks’ losses.

Financial liberalisation brings capital into the local financial market, encouraging
local banks to fund highly risky projects (Sikorski, 1996). This process can continue
until moral hazard forces banks to cover their losses with discount credit. Financial
authorities normally use discount rates or reserve requirements to reduce the lending
rate, but if the discount policy fails, banks will use central bank liquid assets to
continue lending (Sikorski, 1996: 178-9).

Sundararajan and Balifio (1991) stressed that a well-managed banking structure
avoids concentrating financial power and allows banks to offer competitive lending
and borrowing rates.’® Moreover, Parker (1998) stated that in global financial
markets, authorities need to separate out control, relationships, market segments and
protection, and need to strengthen the relationship between financial institutions,
borrowers and depositors.

Demetriades and Fattouh (1999) argued that financial liberalisation generated
unproductive credit to countries such as South Korea.’” Local banks used
international financial markets to finance domestic investments, but incomplete and
unclear information about the financed projects made this credit highly risky in the
short-term. Further lending to those projects caused large banking losses and
ultimately financial shock to the whole system. Unproductive credit occurs in a soft

budget constraint economy where borrowers and lenders expect high return. Long-

%% In a market economy interest rates movements depend on anticipation of foreign interest rates and
exchange rates; therefore it is also essential to pay attention to international rates.
27 Unproductive credit means that loans went to unprofitable projects and eventually became non-

performing loans.
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term changes in economic conditions lead to moral hazard, and increase the number
of non-performing loans.

Although local banks may use foreign credit to meet the high demand for loans,
currency devaluation during financial liberalisation can aggravate local investors’
financial positions, making it difficult for them to service their loans. As a
consequence, banks’ losses escalate. McKinnon and Pill (1998) noted that market
failure seems to be the norm in countries where credit institutions are not well
integrated within the domestic financial system. To minimise the possibility of long-
term financial shock, it is necessary to liberalise the financial sector adequately

(Demetriades and Fattouh, 1999).

2.2.2.3. The openness of domestic market to foreign banks

Liberalisation of financial markets enables banks to serve local clients in the host
country, to penetrate foreign financial markets and to provide new financial services.
Foreign players compete with local banks and increase their market share through
investment banking and leasing. Large market coverage also allows foreign banks to
increase their earnings (Walter, 1988: 102-3).

Davis (1983) pointed out that in the first stage of financial liberalisation, foreign
banks provide basic financial services such as international trade and foreign
exchange. The foreign banks’ first objective is to meet clients’ financial needs at a
low price, but increased competition and demand for financial products (such as
syndicate loans) stimulate them to offer a variety of banking solutions.

Other barriers confronting foreign banks include a small number of locations, a

limited category of consumers with whom foreign banks can deal, business
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constraints, and inadequate linkage to international financial markets. Foreign banks
prefer to offer their services to large companies, which are based in industrial zones.
Foreign banks also open few branches in the host country in order to reduce their
operating expenses (Walter, 1988: 135-6).

Johnson (2000) pointed out that it is essential for banks to have adequate
information about factors such as consumer behaviour and market risk in the host
country. Foreign banks should also understand the host country’s economic and
political conditions, the size of its local and foreign financial institutions, its policies
on financial deregulation, its local business culture, and its market length.

Usually, the number of local banks declines after financial liberalisation because
domestic banks cannot compete with foreign financial institutions (Oxelheim, 1995:
28). Most local banks in developing countries use rudimentary technologies, can
provide only basic financial products, are undercapitalised, and often have poorly
trained employees. This means that reformers need to strengthen local financial
institutions before opening developing markets to foreign participation. Coleman
(1996) noted that local banks need market power to protect their market share
nationally and internationally. Market power includes high capital, efficient
management, staff training and experience, and suitable information technology.

Because financial authorities must ensure that local banks can compete with
foreign banks (Bonin and Wachtel, 1999: 95), the government should inject extra
liquidity into state-owned banks and eliminate previous credit allocation techniques.

This helps local banks effectively examine investors’ behaviour (Bonin and Wachtel,

1999: 94).
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Usually, local banks are less competitive than foreign banks because of their
inadequate services, their costly loans, and their inferior deposit interest rates.
Introducing new products in the host country can be profitable for foreign banks,
meaning that domestic banks must improve their services to an international level.

Claessens, Demirgiic-Kunt and Huizinga (1998) discovered that national income
has no impact on foreign banks’ asset share. On the one hand, dissimilarities in assets
share are due to other factors, such as ‘foreign penetration’. On the other hand, the
overhead/total assets of foreign banks is high in developing countries due to
information drawback, and low in developed countries because foreign banks have
substantial wholesale activities (Claessens, Demirgii¢-Kunt and Huizinga, 1998: 7).

In developing countries the net interest margin of foreign banks is higher than
that of local banks (Claessens, Demirgii¢c-Kunt and Huizinga, 1998). The multiplicity
of financial rules and motives for doing business abroad explain this difference. For
instance, foreign banks may prefer to engage in wholesale activities or to fund
particular consumers in the host country. Meanwhile, developing countries place
some limits on banks’ credit—for example, countries with high concentration of
state-owned banks have non-commercial conditions for credit distribution. In
addition, market inefficiencies and banking scheme deficiencies cause high interest
margins in developing countries.

Liberalisation of financial markets enables banks to serve local clients in the host
country, to penetrate foreign financial markets and to provide new financial services.
Foreign players compete with local banks and increase their market share through
investment banking and leasing. Large market coverage also allows foreign banks to

increase their earnings (Walter, 1988: 102-3).
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Geographic and governmental restrictions discourage providers of financial
services from offering competitive products, forcing banks to offer their clients less
favourable instruments. Furthermore, banks are obliged to deliver the existing
financial products instead of introducing new ones. In any case, it is expected that the
geographic expansion of foreign banks will help local banks to improve the quality
of their services.

For example, during the early years of financial liberalisation, the Polish
government restricted foreign banks’ entry to allow local banks to develop their
business (Abarbanell and Bonin, 1997) and to avoid customers leaving local banks to
take advantage of the foreign banks’ better services. However, the newly established
banks were unable to service the credit needs of large Polish companies. Generally,
the Polish authorities have concentrated on strengthening local banks through
recapitalisation, privatisation and consolidation (Abarbanell and Bonin, 1997).

In Hungary, financial authorities opened the market to foreign participation.
Simultaneously, the government recapitalised state-owned banks to make them more
attractive to “strategic foreign financial investors” (Bonin and Wachtel, 1999). In the
Czech Republic, the government opened the market to foreign banks, which
provided new products to large businesses. This has contributed to a sharp increase
in the market share of foreign banks in that country. Therefore, authorities are asked
to strengthen the financial position of state-owned banks before opening the market
to foreign banks participation to avoid large decline in their market share.

In operating across borders, banks engage in a variety of activities. Walter (1988)
divided bank services in the host country into four categories: conducting traditional

international commerce; providing loans and letters of credit to foreign borrowers;

36



providing loans to governments and corporations; and carrying out an international
securities business—this includes trading options and swaps in the host country.”®
Walter stresses the importance of maintaining permanent contact with borrowers, of
assessing the level of risk in the country, and of evaluating credit sufficiency in each
type of credit. Because of the risks involved in international lending, banks should
conduct a thorough technical examination of project financing before advancing
credit. Walter also noted that banks need good sources of information and a good
allocation of financial resources to avoid risky financial ventures in the host country.

Engwal et al (2000) pointed out that foreign banks’ operation costs tend to be
higher during their first few years in a new market because foreign banks take a long
time to understand the host country’s financial culture. They have argued that the
market share of foreign banks increases more in the long term than in the short term.
Engwal et al also stressed that foreign banks’ market share expands more quickly in
countries with a trade deficit. On the other hand, Zaheer and Mosakowski (1997)
noted that foreign banks’ liabilities alter frequently, requiring foreign banks to
strengthen their relationships with customers in the new markets. Bergstrom,
Engwall and Wallerstedt (1994) found that foreign banks that have previous clients
in the host country are more secure than those that started from ground zero.

Varying interest rates across borders allow foreign banks to finance investments
in developing countries without paying great attention to risk levels in their
economies. Accordingly, unpredictable financial crises can arise. For example,

during the South East Asian financial crises, many borrowers found themselves

28 Option-type contracts enable the investor to buy (call option) or sell (put option) a real financial
item at a certain price called strike and on a certain date. In swap-type contracts the two counterparts
agree to exchange a real or financial item, determined with reference to the price of say, currencies or
interest rates, according to pre-determined rules (Heath, 1998).
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unable to repay their outstanding debts and global banks lost huge amount of funds
as a result (Brimmer, 1998).

Peek and Rosengren (2000) pointed out that foreign banks tend to add branches
in the host country to benefit from economies of scale when lending to domestic
investors. The physical presence of foreign banks forces local banks to lend to
individuals and small and medium enterprises; meanwhile, foreign banks meet the
financial needs of large enterprises, local or foreign.

They also noted that governments use bank funds to finance particular projects
according to their yearly economic plan (Peek and Rosengren, 2000). Usually, banks
that finance those projects pay low taxes on their annual earnings. Therefore, every
change in a government’s financial plans will directly affect foreign banks’ lending
policies in the host country.

Foreign banks offer new management and information technology to local
firms, enabling them to improve their productivity (Peek and Rosengen, 2000).
Because most global banks are top-class financial institutions in their home country,
their reputations and their ability to raise new funds from international financial
markets can help prevent domestic financial shock (Focarelli and Pozzolo, 2000). On
the other hand, the entry of foreign banks can negatively impact the host country’s
financial sector in two main ways: first, most state-owned banks are less competitive
than foreign banks; second, financial authorities have less control on the market
when global banks carry new financial mechanisms into the host country.

Assessing accounting data from banks and macroeconomic data from eighty
countries for the period 1988-95, Claessens, Demirgilic-Kunt and Huizinga (1998)

analysed the size and influence of foreign banks in each financial market. Comparing
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interest margins, taxes paid, overhead expenses, loan loss provisioning and
profitability, and foreign banks’ market share in local markets, they found that
foreign banks in developing countries have higher interest margins, greater overhead
expenses and better profitability than local banks. They explain these findings by
citing the rising market share of foreign banks and the declining cost of financial
transactions.

Several researchers have emphasised that opening markets to the foreign
participation increases efficiency, enhances competition and promotes financial
resource allocations.”” The entry of foreign banks has forced domestic banks to
modernise their operations and to increase their liquidity (Levine, 1996). Using
Terrell’s study of financial markets, Claessens, Demirgiic-Kunt and Huizinga (1998)
found that the countries that admit foreign institutions have lower gross interest

margins, lower business costs and lower pre-tax profits.

2.2.2.4. Banking recapitalisation and privatisation

The fourth component of financial liberalisation is banking recapitalisation and
privatisation. Usually, transitional countries use government securities, such as long-
term bonds, to eliminate non-performing loans. While foreign financial institutions
and donor countries funded Poland’s securities, the public and the treasury bore the
cost in Hungary (Bonin and Wachtel, 1999). Proceeds then went to banks to help
them improve their financial position and avoid moral hazards. To further facilitate
this process, governments must lower taxes on the earnings of state-owned banks. In

addition, when selling shares in state-owned banks to the public, the government

2% See for example, Walter (1988), Gelb and Sagari (1990) and Levine (1996)
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must not appropriate the revenue for its own budget. Recapitalisation and
provisioning of state-owned banks are required to meet new financial requirements
(Bonin and Wachtel, 1999: 94-6).

Pill and Pradhan (1995) noted that financial liberalisation must remove bad debts
from bank balance sheets. Banks can make bad lending decisions even after financial
liberalisation because they may still be incapable of evaluating and allocating their
credit in a proper manner. Pill and Pradhan (1995) emphasised the need to improve
management and risk assessment by opening local banks’ capital to foreign
investors.

McKinnon (1993) stated that recapitalisation allows banks to boost their profit
margin by reducing the amount of non-performing loans. Under the recapitalisation
programme, state-owned banks replace their non-performing loans with government
bonds and consequently reduce their accumulated losses. “Indeed, the bad
(uncollectible) loans of the existing state banks may require a major recapitalization
of both banks and enterprises before privatization—or even decentralization—can
safely take place” (McKinnon, 1993: 7).

Usually, after the completion of banking recapitalisation the government sells the
assets of state-owned banks to private investors. Abarbanell and Bonin (1997)
pointed out that the objectives of the bank Slgski privatisation were to improve its
credit allocation, to develop its information systems, to ameliorate its financial
services and to increase its brokering activities. The Polish government planned to
attract foreign investors, to raise new funds to finance the state budget, to enhance
stock market operations and to encourage enterprise reorganisation. The government

undertook four measures to privatise the bank Slgski: it cleaned bad loans from the
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bank’s portfolio; it provided training in management skills; it developed the bank’s
information technology; and it worked with the ING to introduce new financial
products. The authorities faced several barriers to their efforts, including the lack of a
clear privatisation plan and the fear of foreign banks’ influence on local banks. The
major obstacles for Polish government in the privatisation of bank Slgski were selling
bank shares in the market and the determination of tender. Ultimately the bank’s
shares were sold to the treasury, to domestic and foreign investors, and to bank
employees. The bidders were required to provide statements indicating their financial
position, investment plan, and period over which they would hold shares. It was also
obligatory to designate the number and the price of shares. Bank management
improved significantly after privatisation, the bank expanded its network, and bank
business practices improved. International Nederlanden Group’s involvement also
enhanced the bank’s expertise in lending and borrowing (Abarbanell and Bonin,
1997).

Abarbanell and Bonin (1997) stressed that the Polish government privatised small
banks before large ones. The banks selected for privatisation were financially
prudent and had sound management. Auditors analysed banks’ portfolios and foreign
investors’ interest in buying their assets to ensure the success of banking
privatisation.

Kornai (2000) argued that there are two ways to privatisation, gradual (strategy
A) and quick (strategy B). Under strategy A, the state sells profitable enterprises at
reasonable price to private or foreign investors, and liquidates loss-making

enterprises. Under strategy B, the state sells companies at low prices to facilitate a
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rapid transfer to a market economy. Kornai pointed out that in the 1980s most
countries preferred strategy A.

Bonin and Wachtel (1999) noted that shock-therapy privatisation quickened the
process of selling state-owned banks assets to private and foreign investors in
Hungary. Assets of state-owned banks were sold by using special vouchers issued by
a government agency. They concluded that private ownership has contributed
positively to the development of the Hungarian banking sector as banks have

obtained sustainable growth in their assets.

2.2.2.5. Financial liberalisation and banking competition and

profitability

The main objective of financial liberalisation is to increase banking competition and
profitability. McKinnon (1993) noted that abolishing usury constraints encourages
moneylenders to extend their credit and hence promotes competition in the
traditional credit market. Loans need to be available for all classes of borrower and
the expected rate of return on deposits should be increased to reduce money supply
in the market.

Brock and Suarez (2000) found that financial liberalisation has contributed to
decline in banks’ spread and profitability in India. The indicators used in explaining
the scale of intermediation and profitability included the following: operational costs,
non-performing loans, priority sector lending, type of deposits and investment in
government securities. The empirical results showed that acceleration in competition

has lowered the spreads and profitability of the selected banks. The entry of foreign
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banks has lowered industry concentration, which led to a decline in banks’
intermediation costs and profitability. Another factor that had direct impact on
banks’ performance according to their study is type of ownership. Their final
assessment suggested that improved efficiency and ability to respond to market
forces would boost the performance of Indian banks.

Sarr (2000) examined the impact of interest margins on the market-oriented
banking sector. He found that in open markets, banks seem to exploit profit
maximisation to cover their service fees. Sarr also argued that banks with large
deposits could offer attractive lending rates. Economies of scale and non-bank
services also drive the marginal cost of deposits by reducing banks’ lending and
borrowing rates. He concluded that in a liberalised banking sector, deposits do not
reflect financial deepening because banks know how interest rate changes affect their
deposits. Offering higher interest rates on savings accounts increases banks’
operating expenses and thus reduces their profit margin.

McKinnon (1993) noted that abolishing wusury constraints encourages
moneylenders to extend their credit and hence promotes competition in the
traditional credit market. Loans need to be available for all classes of borrower and
the expected rate of return on deposits should be increased to reduce money supply
in the market.

Historically, competition tends to reduce instability in the banking industry and
lower market risk helps banks make better lending decisions. Schuler (1992) argued
that interest rates on deposits and loans are similar in both market-oriented and
centralised banking systems, but that free-market economies oblige banks to promote

their services, to offer innovative financial products, and to open new branches. The
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result is a decline in financial transaction costs and an increase in the volume of
investments (Dowd, 1992: 3-5).

Schuler noted that removing restrictions on banks makes their activities more
sophisticated. “Invisible-hand process can result in a sophisticated banking system as
the product of step-by-step evolution whose origin stretch all the way back to barter”
(Schuler, 1992: 8). However, small banks cannot survive in the new market if their
capital i1s low. They may need to consolidate to become competitive and to benefit
from economies of scale.

To avoid falling bank profits, financial authorities should scale up local banks
and abandon constraints on new financial products. Financial liberalisation forces
banks to pay “market rate” to remain competitive, and this increases their costs. Most
small banks withdraw from the market because they are unable to pay the market
rate. Cooper (1984) noted that continued competition in the credit market may cut
costs for consumers, dramatically lowering banks’ profits.

Researchers anticipate that globalisation of financial services fosters banking
sector profitability. Demirgiic-Kunt and Huizinga (1998) used net interest margin,
after tax return on assets, and after-tax return on equity to measure the profitability of
their selected banks. They observed that in financial markets where banks have high
capital adequacy and liquidity ratios, the franchise value® is low, but lending is high
compared with banks’ total assets. Analysing market concentration (assets of three
largest banks / total banking assets) and foreign bank entrance (foreign bank assets /
total bank assets), they found that local banks seem to have higher market

concentration than foreign banks.

3% Banks become fragile during the financial liberalisation when they achieve low franchise value.
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Demitgli¢-Kunt and Detragiache (1998) noted that financial liberalisation lowers
the profit/return on equity ratio of existing banks. In contrast, the return on assets and
the net interest margins do not change. Increases in the saving rate are balanced by
higher lending rates. Liberalisation also increases banking capitalisation and
decreases liquidity (which adversely impacts profitability), but long-term asset
allocation remains constant. Foreign banks penetration is greatest in less
concentrated financial markets because of low bank franchise values. Table 2.1
shows the impact of financial liberalisation on bank margins, capital, deposit
allocation, liquidity and profit, during the transition and in the long-term.

Table 2.1: The level of banks’ margin, capital, deposit allocation, liquidity and profit
during the transition and in the long-term

Bank margins | Capital Deposit Liquidity Profit
allocation
During the transition High High High High High
In the long-term Stagnant Stagnant Stagnant High Stagnant

Source: Demirgilic-Kunt, and Detragiache (1998)

Claessens, Demirgii¢-Kunt and Huizinga (1998) discovered that foreign banks
pay lower taxes than local banks in developed countries, but higher taxes than local
banks in developing countries, where they also have lower provisions for losses.
Claessens, Demirgii¢-Kunt and Huizinga (1998) stated that the host country’s
taxation policy impacts foreign banks’ net profit. Another factor that directly affects
foreign banks’ net profit is the cost of capital. They concluded that foreign banks
earn higher net profit in developing countries than in developed ones.

The relation between overhead/total assets with the net margin/total assets and
before-tax profits/total assets demonstrates two facts: first, banks attempt to reduce

their overhead expenses; second, they endeavour to maximise their before-tax
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profits. Claessens, Demirgiig-Kunt and Huizinga argue that increased inflation and
higher real interest rates escalate banks’ net margin, before-tax profits and overhead

costs. The findings of Claessens, Demirgiig-Kunt and Huizinga (1998) are

summarised in Table 2.2.

Table 2.2: The level of foreign banks’ overhead costs, interest margins, tax payment
and profitability in developing and developed countries

Overhead costs Interest margins Tax payment Profitability

Foreign banks in High High High High
developing countries
Foreign banks in Low Low Low Low

developed countries

Source: Claessens, Demirgii¢-Kunt and Huizinga (1998: 7-10)

Profitability in global financial markets is based upon “astute management” on
both sides of the balance sheet. Assets and liabilities are affected by liquidity risk,
the allocation of financial services, the stability of the financial system, and high
leverage ratios in every particular market (Walter, 1988: 35). Therefore, altering
market features changes the profitability of market players.

The imperfect competitive banking sector responds to high demand for loans by
decreasing credit and by increasing the interest rate spread. Higher interest rates may
prevent some borrowers from servicing their debts; meanwhile, depositors may
invest in other markets and generate a run on the whole banking system. The result is
a decline in banks’ deposits and credit (Knight, 1998: 14).

Knight (1998) stressed five factors that promote competition in the banking
sector and reduce financial market fragility. First, governments should stop using
banks’ funds to finance their expenditures. Second, authorities should improve the

foreign exchange market to avoid significant foreign exchange rate fluctuations.
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Third, banks must inform lenders and borrowers about their financial strength.
Finally, capital has to move freely across borders.

The number of foreign banks may influence competition in the financial sector,
especially if local banks take steps to protect their market share before admitting
technologically advantaged foreign banks. In countries with high barriers towards
foreign entry, the “penetration measure” is nil. Meanwhile, foreign banks are well
represented in countries with low financial barriers.

Increased competition lowers the cost of financial transactions, which encourages
banks to take high risks on their assets and to become more innovative. However,
direct governmental interventions in the financial sector prevent banks from
exploiting the economies of scale and scope and cause marketplace inefficiency
(Cooper, 1984: 197).

The substantial number of foreign banks operating in open financial markets has
contributed to a fall in the price of financial services and therefore to lower profits
for local banks. Banking competition increases the market share of ‘oligopolistic’
financial institutions. However, authorities can impose restrictions on market
management, which can prevent new banks from extending their market share
(Laralde and Tarazi, 1998: 140-1).

Claessens, Demirgiig-Kunt and Huizinga (1998) concluded that the entry of
foreign banks increases competition in the national financial market and boosts
banking profitability. However, this depends on the number and size of foreign banks
operating in the host country. In markets with many sizeable foreign banks, banking

competition tends to be high, mostly because foreign banks are involved in large-

scale banking activities.
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2.2.2.6. Financial liberalisation and banking efficiency

The second objective of financial liberalisation is to improve banking efficiency.
Shaw (1973) stresses that financial liberalisation adds financial intermediaries
between savers and investors, increasing investment efficiency and reducing the cost
of borrowing. Increased savings allow banks to attain economy of scale, which 1n
turn allows banks to diversify their portfolios, reduce their costs, and improve their
operational efficiency. Shaw (1973) used the following equation to explain the
relationship between savings and banking efficiency:
M/P=F (Y, ¥, d-rn); (SM/P) / (8d-m) > 0. (D

Where: M/P = Money Balance in the central bank

Y = represents the Real Income

v = reflects the Cost of Holding Money

d = the Nominal Deposit Rate

7 = the Real Deposit Rate

Shaw stressed that the nominal deposit rate less the expected rate of inflation

induces the real cost of the monetary system. Real deposit rate is the primary
indicator of real money. “Income represented by growth is real money accrues either
to the monetary system or to money holders depending on the explicit deposit rate
that the former pays to the latter and on the rate of inflation” (Shaw, 1973: 23).
Deepening allows real money and physical investment to be the determinants of total
savings. Growth in real money, which increases as a result of price deflation or
deposit rate, induces the real income. Meanwhile, the rise in real deposit rate results

in money deepening. This is to be achieved through the increase of money demand to
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income ratio. Shaw concluded that “variations in nominal money that do not affect
real deposit rate are neutral, to be sure, and the rate of inflation does not matter if
nominal deposit rate is adopted to it” (Shaw, 1973: 38).

In case of stagnant growth, the price of inflation rate equals the income growth.
Consequently, the nominal deposit rate is determined by subtracting the rate of return
on physical investment from the income growth. Shaw (1973) noted that monetary
authority has the legitimacy to collect inflation tax even if the money holders are not
receiving any return on their savings. Therefore, the money to income ratio declines
and the revenues collected as inflation-tax falls below the increase in economic
welfare.

Increased savings make banks more likely to fund projects; in turn, these
investments increase banks’ earnings and boost their annual growth. The process
continues as savings deposits increase.”' Kapur (1986) stated that financial
liberalisation produces higher interest rates—this will both encourage saving and
increase the quality of investments. Thus the banking sector expands, depositors
enjoy high interest rates, and borrowers have permanent access to investment
financing.

Bonin and Leven (1996) claimed that banking efficiency has five determinants.
First, competition between banks results in low interest rates on deposits and loans.
Second, banks offer variety of financial instruments and develop new products.
Third, the financial market in which banks operate is stable and liquid. Fourth, the
payment system is well developed and financial resources are allocated adequately.

Fifth, financial transaction costs are low. They also pointed out that an efficient
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market-oriented banking sector requires the government to withhold direct control
over banks’ operations and participate only in developing financial markets.
Privatisation thus ends government intervention in the banking sector and allows
state-owned banks to select their borrowers on the basis of market criteria.>

Fink ef al (1998) argued that developed information systems and market
confidence can enhance the efficiency of financial markets. In transitional countries,
market uncertainty makes people afraid to use financial institutions, and depositors
may prefer to keep their savings under the mattress. “Inter-organisational” problems
contribute to this atmosphere of uncertainty. To boost consumer confidence, state-
owned banks should terminate their relationship with bad debtors; Fink et al (1998)
suggested creating an independent agency to control lending and to facilitate stock
trading among foreign players.

State-owned banks are weak; hence they are unable to influence the efficiency of
private companies and state-owned enterprises.”> Because asymmetric information
and small financial markets have weakened financial institutions’ efficiency in
transitional countries, international organisations such as the International Monetary
Fund and the World Bank should help those countries implement effective financial
policies. Policymakers are already required to adopt clear privatisation plans, and
Fink et al (1998) emphasised that “privatisation of the large former state-owned
banks has to take place with strong involvement of renowned foreign banks”.

Defective financial products negatively impact efficiency and financial resources

allocation in the banking sector (Bl¢jer, 1999: 388-9). As a result, authorities must

3! Some researchers argue that the Shaw and McKinnon model of financial repression is incomplete.
For example, Sikorski said “The primary weakness of Shaw’s model is the absence of many
behavioural mechanisms specifying the working of the banking system” (Sikorski, 1996: 69).

32 We regard a state-owned bank as private when the state’s stake is less than 50 per cent of its capital.
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encourage foreign banks to bring new and modern financial products into the
domestic market. However, technology, economies of scale and reputation will
always favour foreign banks when they enter developing countries; these competitive
advantages can destabilise local banks and threaten the domestic banking industry.

To develop a strong financial sector, the authorities must first ensure that the
banking industry is functioning adequately; once this has been accomplished, they
should improve the capital market. These steps will enhance the efficiency of
financial resources allocation. Furthermore, the authorities should reform lending
mechanisms and control risks; they can do this by managing banks’ assets and
liabilities and by auditing their loan portfolios (Mullineux, 1998: 23-4).

The amount of competition in the banking sector affects banking efficiency.
Imperfect competition in developing and transition economies means that banks play
a small role in mediating between savers and borrowers. Comparing a competitive
banking sector with a monopolistic one, Knight (1998) found that all banks in a
perfectly competitive banking sector have a small proportion of deposits, which can
be achieved at a similar rate of return on lenders’ funds. High demand for credit and
low deposits prevent the monopoly bank from matching the maturity of competitive
banks’ assets and liabilities. The monopoly bank attempts to maximise its profits by
paying low deposit rates and by charging high borrowing rates (Knight, 1998: 9-12).

Claessens, Demirgiic-Kunt, and Huizinga (1998) used net interest income/total
assets (net margin/ta) to calculate bank efficiency and banks’ before-tax profits/total
assets (before tax profits/ta) to calculate bank profitability. Before tax profits/ta

equals net margin/ta plus non-interest income/ta minus overhead/ta minus loan loss

3 Low liquidity prevents local firms from raising funds that could finance their projects.
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provisioning/ta. The relation between overhead and a bank’s net interest margin
reflect the bank’s ability to cover its business costs. The relation between before-tax
profits and overhead reflects the bank’s capacity to transfer its costs to its clients.
Claessens, Demirgiic-Kunt and Huizinga (1998) also used the following equation to
measure the banking efficiency:
Alijt = o + yFsjt + yiBit + yjXjt + Zijt (2)

Where: lijt = the dependent variable for domestic bank i and country j at time t

Fsjt = the market share of foreign banks in country j at time t

Bit = bank variables for bank 1 at time t

Xjt = variables for country j at time t

o = constant

v, yi and yj = coefficients

21jt = the error term

The efficiency of financial intermediation is positively correlated with the market

share (Fsjt) of foreign banks. Foreign banks tend to have high efficiency in
developing countries because of their technological advantage over domestic banks.
“The efficiency of bank intermediation can be measured by both ex ante and ex post
spreads” (Claessens, Demirgiic-Kunt and Huizinga, 1998: 6). The difference between
interest rates charged on loans and those paid on deposits form the ex post spread.
The ex ante spread is determined by the expected risk and return from banks’
investments. Country variables include taxation, loan loss provisioning and
overheads. Claessens, Demirgiic-Kunt and Huizinga (1998) found that foreign banks
pay less tax and have low loan loss provisioning and overheads in developing

countries. The volume of loans and deposits depends on ex ante and ex post spread,
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which also alters according to the tax rates, loan loss provisioning and overheads.
Claessens, Demirgiig-Kunt and Huizinga (1998) concluded that foreign banks have a
significant efficiency advantage in developing countries, and this has been reflected
by a relatively high profitability. They also noted that the scale of banking
investments is driven by the taxation system rather than by the quality of services
provided in domestic and foreign banks.

Claessens, Demirgiig-Kunt and Huizinga (1998) stressed that the entry of foreign
banks increases competition in the national financial market and promotes banking
efficiency. However, this depends on the number and size of foreign banks operating
in the host country. In markets with large numbers of sizeable foreign banks, banking
competition tends to be high, mostly because foreign banks are involved in large-
scale banking activities.

Engbarth (1997) pointed out that foreign banks are squeezing local banks into
new operations and changing their strategies. In Taiwan, for example, the incumbent
Chinatrust Commercial Bank is handling the challenge by improving its retail
banking, splitting its banking services into retail and corporate divisions, expanding
the bank’s network locally and abroad, and engaging in securities activities
(Engbarth, 1997).

Although banks need to diversify their loans according to the risk, arena and
business category, several barriers hamper lending in a small economy. For instance,
high specialisation in the banking industry and deposit-taking constraints make it

difficult for banks to adequately diversify their portfolios.
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Consistent with “contestable market” ** principles, local banks will continue to
perform in the same manner even after new competitors have entered the market.
When existing players apply “predatory behaviour,” it is difficult for new players to
gain a niche in their markets. Banks can compete over product quality, product price
and innovations, and market segmentation usually increases as competition escalates.
The new player has to compare the cost of entering the market to the return it can
expect from delivering its financial services in that market.

To promote safe financial environments after the transition to a market-oriented
banking system, governments must assist banks in monitoring their lending
decisions, maintaining adequate international capital ratios, and imposing lending
restrictions on highly risky projects (Demetriades and Fattouh, 1999). However,

severe regulations can hinder the efficiency of the financial market (Walter, 1988).

2.2.3. Problems associated with the process of financial liberalisation

Dissolving financial barriers escalates instability in the banking sector. Under
socialism, financial regulations prevented banks from assessing the risk associated
with their portfolios, but financial liberalisation creates moral hazards due to the
increase in banking competition and the decline in existing banks’ profitability
(Demitgiig-Kunt and Detragiache, 1998).

To minimise the risks associated with global financial markets, new mechanisms

for cross-boarder lending have three fundamental elements: they consider project risk

* A contestable market is one in which financial institutions compete for control of new clients.
“Given these conditions and the consequent need for qualitative rather than quantitative expansion,
what seems to be required is the promotion of contestability — that is, the threat and the fear of
competition” (Bléjer, 1999: 389).
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instead of assets and liabilities structure; they arrange large loans with other
international banks; and they analyse multinational export credit (Porter, 1993).

Ray and Tomkin (1994) divided the barriers among banks into four categories:
political, regulatory, temporal and geographical. Currently, these obstacles are
progressively dissolving, resulting in increased competition among domestic
financial institutions as well as among foreign and local players. Strong domestic
financial institutions are essential if local banks are to compete with foreign banks
that have more experience and better technology. In liberalising financial markets,
Ray and Tomkin (1994) said that authorities should take into account four
fundamental elements: capital adequacy, corporate structure, bank ownership, and
risk profile.

To avoid financial instability, banks should diversify their portfolios as much as
possible. Walter and Smith (1999) suggested that banks should consider non-
financial assets such as risk insurance or gold. They also said that banks need to
assess exchange rates and liquidity risks, have high leverage ratios, and manage
expenses efficiently to attain high profitability in global financial markets.

Three broad risks confront banks in global financial markets: credit risk, country
risk and currency risk (Walter and Smith, 1999).> Credit risk depends on banks’
portfolio diversification and the extent of their exposure to direct foreign investment.
To minimise those risks, banks are required to identify their consumers’ claims, to
clarify all cross-border loans immediately, and to classify the host country according

to the degree of exposure (Walter and Smith, 1999).

3 Credit risk occurs when borrowers fail to pay the principal and interest in a timely manner. Country
risk emerges when foreign government fail to make required debt payments on a timely basis or to
comply with conditions of international agreements. Finally, banks face currency risks when exchange
rate fluctuations affect their investments’ value.
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Changes in business cycles, international interest rates, exchange rates and
commodity prices reduce firms’ profitability and affect borrowers’ ability to repay
both interest on their loans and the principal itself. Increased capital inflows
combined with poor credit risk assessments can also heighten banks’ exposure to
risky loans and foreign exchange fluctuations.

Banking across international frontiers involves a variety of risks. Anneart (1999)
stated that in a global financial market where all assets are traded by financial
institutions, risks that affect different markets segments are correlated. Market
segmentation is less evident in open financial markets, where there is high demand
for financial services (Lewis, 1993). Lewis also claimed that in highly regulated
financial markets, consumption depends on capital market output.

The fragility of the global financial system (because of floating exchange rates
and markets risks) affects banks’ earnings. Borrowers’ inability to repay loans can
also destabilise financial markets in general and banks in particular (Porter, 1993).
Banks should assess credit risk and arrange loans with international banks properly
(Porter, 1993: 59-60).

The literature shows that financial liberalisation plays a major part in
globalisation of financial services. It dissolves many regulatory barriers that local
and foreign banks faced in the former socialist countries, and it promotes
marketplace competition and efficiency. Many scholars®® argue that financial
liberalisation has enabled banks to diversify their portfolios and to boost their profit
margin. However, banks are still facing various risks in global financial markets.

Banks need to be aware of risks associated with lending money to domestic or

3% See for instance: Claessens, Demirgii¢-Kunt and Huizinga (1998) and Peek and Rosengren (2000)
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foreign investors—such vigilance is necessary to avoid financial crises and economic

instability.

2.3. Financial innovations

New financial products have increased banks’ liquidity and enhanced their financial
assets. Banks penetrate new markets with these products to achieve economies of
scale and scope. Advances in information technology have also enabled banks to
lower the costs of their financial transactions. Computer systems let banks transfer,
record and store financial information inexpensively (Cooper, 1984: 190-3). The
overall result is a decline in banks’ operating expenses and an increase in their profit
margin.

One of the methods used by financial institutions to respond to increased market
risk is to introduce new financial instruments. They also use those products to hedge
against interest-rate fluctuations and foreign exchange rate risks. Advances in
information technology make new products less costly and more liquid. Market
transparency and bank auditing give market participants incentives to innovate.

Information technology has changed the management structures of financial
institutions and integrated markets. Parker (1998) anticipated that banking costs will
continue to fall due to advances in information technology, but warns that new
technology does not always protect banks from market shocks. Hence he
recommended adequate control, good internal organisation and cautious lending
policies (Parker, 1998: 16).

Edey and Hviding (1995) noted that technological advances reduce the costs of

trading financial assets across the globe. New information technologies also
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encourage financial institutions to expand their operations to financial centres. The
aim of such expansion is to diversify into innovative financial products. This process
is growing speedily because of the emergence of a centralised market-oriented
financial system in former socialist countries (Bonin and Wachtel, 1999).

Banks use computer technology to offer their services globally and to receive
deposits from foreign clients. However, the integration is not complete; in fact, most
global integration takes place in developed countries and in wholesale activities.
Credit market restrictions on foreign banks reduce the scale of financial integration
in developing countries.

With computerised financial systems, banks can do business across frontiers with
fewer restrictions. Harrington (1992) noted that innovation fosters competition in
financial markets and vice versa; therefore banks need to be effective and well
capitalised to face any unexpected competition. He stated six main causes for
financial innovation: high competition in financial markets; advances in information
technology; lower cost of financial transactions; structural changes in financial
markets; new laws; and financial internationalisation (Harrington, 1992: 53).

The fast growth of international trade and other industries contributes to
increased demand for financial services (Blake, 2000). High demand for innovative
financial products can also result from petrodollar reserves, macroeconomic
imbalances and high rates of saving in countries such as Japan. Blake (2000) pointed

out that financial innovation results from increased or decreased supply or demand in
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the financial services market.”” Every financial system depends on financial
products, selling mechanisms, claims and market structure (Blake, 2000).

Blake (2000) also argued that technology, financial constraints and regulation
induce financial innovation. Technology creates new opportunities for banks to
develop their borrowing and lending capacities.® Authorities want to enhance
competition and innovation in the banking sector without negative consequences on
the financial system. To find acceptance in the market, new assets should have
attractive characteristics. Unregulated institutions can change the components of
their assets and create new instruments (Blake, 2000: 49).

Many financial centres have implemented new financial products and tactics.
Likewise, computer systems allow banks instant access to other financial markets
across the globe. These developments let investors and borrowers reduce their
market risk; they also raise the liquidity and promote the creditworthiness of
financial institutions (Porter, 1993: 342).

Porter (1993) stressed that banks have declined steadily as a source of liquidity.
Many investors and borrowers can now meet their financial needs through capital
markets.” As a consequence, the demand for services such as short-term loans has
declined, and banks have responded to these demand-side changes by penetrating
new markets and by offering new products.

Banks are expanding their focus beyond traditional banking activities. Certain
banks have become specialised in some operations such as financing foreign trade. In

developed countries, banks have moved into off balance-sheet activities, mergers and

*7 Financial innovations also contribute to changes in wealth and customers’ tastes. Other reasons for
innovation are the business and political cycles.

 Financial innovations must respond positively to financial regulations.

** In developing countries such as Algeria, capital markets are underdeveloped.
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acquisitions, securities operations and long-term investments. “If the pace of change
and innovation continues at its recent rate it seems likely that the impact on banks in
the coming years will be both expensive and dramatic” (Porter, 1993: 343).

Financial liberalisation and financial innovation are directly interconnected.
Removing strict financial rules assists banks in penetrating new markets and offering
their services there; correspondingly, financial innovations force authorities to relax
regulations in the financial market. For example, dismantling interest rate control has
encouraged innovations such as swaps and options.

Innovation and liberalisation can have negative effects on the banking industry.
Both boost the number of players and the amount of financial instruments in the
marketplace. Financial institutions are obliged to reduce their prices, meaning that
their profit margin declines (Cranston, 1990). “But extensive deregulation has
certainly not proven to be a penacea for the banking industry and there are claims
that the process of deregulation and innovation on the part of banks has had a
negative overall impact on banking stability” (Cranston, 1990: 345).

The global financial market is based on economies of scale and scope. Economy
of scale means offering a variety of services in a particular market. Economy of
scope means diversifying financial products in more than one market segment and
linking these segments together. Economies of scale and scope leverage strategies
applied by banks in the financial services industry, where operating simultaneously
in many financial markets decreases the risk taken on by institutions and boosts the
rate of return on each product. In addition, information technology is required to

build strong links between the financial segments.
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Banks’ financial products are designed to meet the financial needs of the
specified market (Davis, 1983). In addition, banks’ organisation depends on their
clients and products. Global banks are often more concerned about consumer values
and about product promotion. Profitability comes as a secondary objective when they
enter new markets (Davis, 1983: 18-9).

Davis (1983) noted that international commercial banks use consulting and
other international activities to penetrate markets that have many banking and non-
banking institutions. Their financial expertise and their corporate relationship with
clients help them increase their market share. To be more successful, however, they
need to promote their internal and external management as well as their global
banking relationships. The returns from international banking products depend not
on asset and liability prices but on market competition, the ability to cover losses,
and the ability to earn extra value.

Davis (1983) also stated that international capital markets play a primary role in
creating new financial instruments and in transferring those products to other local
markets through international banks. He emphasised that banks in the new
environment need to provide high-value products to satisfy their clients’ needs.

Interest-rate volatility and the emergence of sophisticated financial instruments
drive consumers to new services and to new ways of banking. Technological
advances have affected the supply side of financial markets by decreasing the cost of
producing and delivering financial instruments (Walter and Smith, 1999). On the
demand side, both non-interest and interest banks have increased their liquid

products offerings (Davis, 1983).
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Research shows that financial innovations have played a great part in
globalisation of financial services in transitional countries (Davis, 1983). The
demand for foreign banks’ new financial products in the host country has increased
gradually (Blake, 2000). On one hand, this has increased the level of market
integration and lowered local banks’ market share (Davis, 1983). On the other hand,
the emergence of new banks has encouraged state-owned banks to introduce
innovative financial products that allow them to be competitive in the local market

and to avoid sharp declines in their profit margins.

2.4. Internet banking

The Internet, a global system of computer networks, first appeared in 1969 under the
name “Advanced Research Projects Agency Network™ in the United States (PBS
Online, 2003). At present, about 13 million servers are linked to the Internet across
the globe, 99 per cent of which are located in advanced countries (CSE Online,
2003). Many banks use the Internet to offer services for both domestic and foreign
consumers. “At an advanced level, Internet banking is called transactional online
banking, because it involves provision of facilities such as accessing accounts, funds
transfer and buying financial products or services online” (Karjaluoto, Mattila and
Pento, 2001: 348)."° The Internet also helps banks penetrate other financial markets
without requiring their physical presence in those markets. The Internet links all

financial market participants across the globe.

40 See also Sathye (1999)
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In recent years, technologists have focused on making the Internet more secure
for financial transactions. As a result, analysts expect that banks will provide more
financial services through the Web. Citibank and Chase Manhattan already offer all
their services through their Web sites (Miklaszewska, 1998: 284). However, local
banks in developing countries often struggle to provide Internet services, primarily
because these countries lack Web design specialists and have only a few available
telephone lines.

The Internet increases banks’ efficiency and helps them reduce the cost of
producing and delivering financial services. The Internet also alters the pricing
strategy of the banking product. Banks price their products at the right level for the
‘electronic market’. The price of financial services is usually lower through the
Internet than in the branch (Jun and Cai, 2001); this has made the Internet an
attractive banking environment for clients. As profit margin decreases, new products
are delivered through new channels, retail services and securities being the main
areas of change. Global banks also use the Internet to expand their activities and to
earn new market share (Oxford Analytical Citibank, 1999).

Banks are required to improve the value of their products, which will allow them
to generate higher earnings. Consumer loyalty is also essential because “the global
nature of the Internet makes it possible for a bank to attract consumers from a wider
client base than that afforded by its branch network” (Oxford Analytical Citibank,
1999: 3). The Internet also informs consumers of changes in the prices of financial
instruments (Oxford Analytical Citibank, 1999).

The Internet has the potential to reduce banking costs due to the absence of

expenses such as salaries, building maintenance, and other equipment. Booz-Allen
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and Hamilton (2002) found that 84 per cent of the USA banks spend less than
USD25,000 to set up an Internet site. The cost of establishing a traditional branch is
USD1.5 million and USD2 million plus other expenses to keep it running. The
Internet allows banks to achieve economies of scale and to reach a high banking
standard. Global usage of the Internet also helps banks penetrate other financial
markets and earn a niche in those markets. This is despite the fact that the fixed costs
to set up Internet banking remain high.

The Internet improves two essential factors in global banking businesses: time
and location (Oxford Analytical Citibank, 1999). The time needed to access bank
services through the Web is extremely short. The Internet is also available
everywhere in the world. As a result, Internet technology has globalised the banking
industry; many banks use e-banking to expand their market share abroad.

The Internet enhances competition in the banking sector. Many non-banking
institutions also offer their services through Internet channels. Banks also face severe
competition on the lending side from global markets. Moreover, financial service
clients may obtain information about products (e.g., pricing and characteristics)
through the Web. This increases transparency and reduces the cost of financial
instruments. Therefore, banks have to apply different mechanisms for pricing their
products (Oxford Analytical Citibank, 1999).

The Internet gives financial institutions various opportunities to conduct internal
and external financial transactions. It enables banks to introduce international
payments. It also helps banks cut time, money and risk. Many transactions can be
done through the Internet. Availability of data through the Internet helps banks and

consumers reduce risk-taking in their financial transactions (Banker, 2000).
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Table 2.3: Branch closure in the UK: 1995 — 2000

Name of Bank Branches
1995 2000 | No of Closures | Reduction %

Northern Rock - 156 76 80 513
Halifax 1,203 832 371 30.8
National Westminster 2,215 1,643 572 25.8
Abbey National 1,004 755 249 24.8
Lloyds TSB 2,858 2,200 658 23.0
Alliance & Leicester 397 309 88 22.2
Barclays 2,050 1,727 323 15.8
Bank of Scotland 411 352 59 14.4
Woolwich 462 402 60 13.0
Bradford & Bingley 246 222 24 9.8
Cheltenham & Gloucester 231 210 21 9.1
Royal Bank of Scotland 687 648 39 5.7
HSBC 1,701 1,668 33 1.9
Total: All Banks 13,621 11,044 2,577 19.0

Source: Building Society News, 2001

As shown in Table 2.3, the number of bank branches will decrease as electronic
distribution channels become more popular. Internet also enhances the delivery of
large range of financial products. These improve banking efficiency by facilitating
payment processing. The goal is to attain high value-added products. “The Internet
plays a vital role in the key challenges facing Financial Services Institutions today. It
provides a tremendous opportunity for Financial Services Institutions to reduce
transaction costs, exploit new markets, and roll products much faster than was
possible via traditional channels” (Banker, 2000: 4).

The major problem facing Intermet banking is the physical delivery of cash.
Clients regularly receive financial information through banks® Web sites.
Nevertheless, it is impossible to make a physical delivery of cash through the
Internet. Clients also require instant access to products’ prices and financial
information. “The very concept of the end-of-day is meaningless in the world of e-
commerce, where customers may be anywhere in the world and demand consistent
and instant levels of services” (Banker, 2000: 6). Banks should promote innovation
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and speed to become more competitive. The Web must also complement branch
services, meaning that products offered via the Internet have to describe how they
supplement or replace services available inside the branch.

Table 2.4: Advantages and disadvantages of the electronic banking in developed and
developing countries

Advantages of the e-banking Disadvantages of the e-banking

e Low costs (particularly fixed costs). e New competitors.

e (Cross-border expansion. e Complicate services valuation.
e High franchise value. e Development costs.

e Strength link with customers. o Low security.

e Market share growth.

¢ Financial information potential.

e Simple to access.

®

Source: Salomon Smith Barney (1999: 5)

Various obstacles confront online banking in transitional economies (Gurau,
2002). First, Internet connections are inflexible and long lasting. Second, there are a
limited number of personal computers (see: Appendix 1V). Third, individuals do not
know about services offered via the Internet. Four, there are no clear and complete
regulations governing online banking. Finally, local banks have a bad reputation in
the market and also adopt poor development strategies.

E-banking assists globalisation of financial services, especially in developed
countries where the number of Internet users is high and business culture is well
developed. In developing countries, e-banking is still in its infancy and needs major
improvements. Nonetheless, researchers predict that e-banking will expand quickly
in both developed and developing countries and that this will change the structure of

financial markets (Salomon Smith Barney, 1999).
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2.5. Non-interest banking model

Although Muslims have practiced Islamic financial rules since the fifth century
(Mawdudi, 1950), the first study of Islamic financing did not appear until the mid—

' Political influence in countries such as Pakistan and the

twentieth century.*
development of Islamic banking ideas among Muslim economists have contributed
to a growing literature on Islamic finance. In the past two decades, many Muslim and
non-Muslim researchers have conducted investigations into Islamic banking.*

In Mohammed’s time, financial transactions were simple. There were no capital
flows and no banks; the only markets were those for commodities. Transactions were
based on trust between the purchaser and the supplier (Islamic Finance Online,
2000). The money market raises new concerns for Muslims, who have attempted to

adapt Islamic financing paradigms to the international securities market.

Table 2.5: The number of non-interest banks that make positive net profit, negative
net profit or zero profit (N/A) in eight separate regions

Positive net profit Negative net profit | N/A Total
South Asian countries 46 4 1 51
African countries 23 7 5 35
South East Asian countries 24 7 - 31
Middle Eastern countries 20 1 5 26
Gulf 19 1 1 21
Europe + America 6 - 3 9
Asia (others) 1 - 1 2
Australia 1 - - 1
Total 140 20 16 176

Source: Banker, 2000d
From this table, we see that 80 per cent of non-interest banks make a positive net
profit. This means that most non-interest banks are profit-making institutions; they

are able to grow due to the large scale of available business opportunities. Loss-

“! See for example Siddiqi (1983), Ahmad (1952) and Mawdudi (1950)
*2 See for instance Al-Omer and Abdel-Hak (1996), Mills and Presley (1999) and Warde (2000)
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making banks are mostly based in African and South East Asian countries; in those
regions, 87 per cent of banks do not make profits (Banker, 2000c). This is because

the financial markets in those regions are underdeveloped and the demand for

Islamic financial products is low (Banker, 2000c).

Table 2.6: Paid up capital, total assets, reserves and net profit of Islamic banks in

2001
Paid up capital Total assets Total deposits Reserves Net profit
thousands USD thousands USD thousands USD thousands USD | thousands USD
7,333,079 147,685,002 112,589,776 3,075,526 1,238,241

Source: Banker, 2000d

From Table 2.6 we see that the net profit/total assets of non-interest banks are
extremely small. This means that their return on assets is low. Reserves
(USD3,075,526,000) are about 2.6 per cent of total deposits and paid up capital
(USD7,333,079,000) is about 5 per cent of total assets. Therefore, most non-interest
banks are required to raise their reserves to promote financial stability and to
increase their paid up capital to meet international standards (Banker, 2000c).

It has been argued that the main difference between non-interest banks and
interest banks is “the time value of money” (Moore, 1998: 248-50). The function of
both banking models is the same, i.e., to act as an intermediary between savers and
borrowers. In an interest banking model, the interest rate determines the yield on
financial instruments. Whereas, the non-interest banking model uses profit- and loss-
sharing criteria to distribute net profits to the bank, to depositors, and to
entrepreneurs. Another dissimilarity between the two banking models 1s that interest

banking model maintains a creditor—debtor relationship among banks, depositors and
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borrowers, but in non-interest banking model the relationship is principally a
partnership.

Universal accounting standards and developed financial market are needed to
protect non-interest banks from global financial market risks and to improve the
wholesale market, including the money and inter-bank markets (Moore, 1998).
Likewise, it is essential to promote communication between non-interest banks. The
religious acceptability and high return from assets help non-interest banks generate
large deposits (Moore, 1998). For example, in El-Baraka Bank of Algeria, total
deposits increased from AD2,881,000 in 1996 to AD6,967,000 in 2000 (El-Baraka
Bank Annual Reports, 1996-2000). The methods applied to invest those assets are
still traditional, however, and need improvement.

Gafoor (1995) stressed that non-interest banks’ asset evaluation is not an easy
process. Usually, authorities are obliged to send groups of experts to assess non-
interest banks’ financial positions. However, Islamic banking portfolios are based on
venture capital, thus it may not be possible effectively to assess their investment
risks. Gafoor also noted that taxation on non-interest banks is unlike to those of
interest banks. The interest is “passive income”; depositors receive extra funds
without taking risks with the bank or with borrowers. Profit is an earned income.
Moreover, most non-interest banks are involved in financing commercial activities
that are taxed twice; this substantially affects their profitability (Gafoor, 1995).

Non-interest banks open both savings and investment accounts. In an investment
account, the bank applies a profit- and loss-sharing mode of financing (Gafoor,
1995). The return is a percentage of the profit, in accordance with an agreement

made between the depositors and the bank, and between the bank and the borrowers.
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Gafoor also stressed that most non-interest banks guarantee the nominal value of
saving account deposits. Depositors can withdraw their money at any time and may
hold a chequebook. The advantage of non-interest banks is that bankers and
borrowers share responsibility for depositors’ funds. Profits have to be distributed
between stakeholders according to the first agreement. Gafoor suggests that non-
interest banks should provide both short- and long-term loans to exploit the market
fully. It 1s also important to add services charges onto loans. These charges allow
banks to cover their administration expenses and to boost their profit.

Nowadays, non-interest banks provide heterogeneous financial services such as
equity, project financing, letters of credit, securities safekeeping, funds transfer,
investor advice and project management (Warde, 2000). Certain Islamic financial
institutions offer derivatives, insurance and fund management. The Research and
Training Institute plays an important part in introducing new products.

Non-interest banks can use wurf (custom), darura (overriding necessity) and
musharaka (the general interest) to create new financial products (Warde, 2000). It is
also possible to make conventional instruments, such as zero coupon bonds, conform
to Islamic law. Islamic law allows financial products that do not include interest
(riba), but forbids investment in prohibited products such as wine and pork.

Warde (2000) said that non-interest banks are applying ‘mark-up schemes’,
which are against profit- and loss-sharing principles. High-risk, short-term schemes
that require collateral and anticipate profit are unacceptable. Another criticism is that
several non-interest banks transactions are similar to those of interest banks. The

difference between the two banking models is the length of time for which non-
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interest banks held a commodity. Nowadays, many non-interest banks are changing
their pricing strategies to comply more exactly with Islamic rules of financing.

Profit- and loss-sharing modes of financing mean that instead of lending to
borrowers at fixed interest rates, a bank forms a partnership with the borrower.
Mudaraba (sleeping partnership) and musharaka (long-term equity) are the two
forms of this mode of financing. A bank has a proportion of its profit generated by a
borrower. Warde said that depositors and bankers in this financing scheme associate
their loyalty with the success of the project. Besides, entrepreneurs focus on the
project’s long-term profit instead of debt servicing; this reduces the rate of default on
investments (Warde, 2000, 135-6).

In mudaraba, rabb al-mal (the money owner) put his funds under the possession
of a mudarib (managing trustee) according to an agreement. The managing trustee
receives part of the profit at the end of the operation, but not in a lump sum or
guaranteed return. He is not responsible for the loss of capital. The bank also holds
the managing trustee operational risk. There are two different positions on the
allocation of profits generated from mudaraba transactions. Hanafis and Hanabalis
claim that capital should be returned to the money owner, after which profit can be
shared. Malikis and Shafiis argue that a bank must distribute profits when operations
have been completed; capital has to be repaid afterwards (Warde, 2000).

Non-interest banks also involve in commodity and foreign exchange markets.
These activities are allowed under sharia rules, although non-interest banks cannot
deal with government or corporate bonds because they include interest rates. Equity

. . 43 ..
investments are acceptable, according to most scholars.”” However, equities are

# See for instance, Parigi (1989) and Warde (2000)
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forbidden when the company’s income comes from illicit operations. Islamic finance
rules forbid trading the equities and commodities of loss-making enterprises.
Scholars predict that these instruments encourage investment promotion (Parigi,
1989: 138). Some exceptions prevail; for instance, profit from forbidden activities
(such as wine trading) goes to charities. In all circumstances, financial transactions
must meet all Islamic rules for trading financial products.

Non-interest banks face problems of liquidity management and lack of
innovation (Banker, 2000b). However, in large Islamic financial centres such as
Bahrain, the Islamic banking industry seems to grow at high speed and to produce
new products, such as the Bai-Salam Suquq and the Islamic Development Suqugq. The
former is designed for short-term investments and the latter for long-term
investments. Nevertheless, traditional financial products still dominate the industry.
The Bahrain Monetary Agency is playing a major role in establishing the first
Islamic International Money Market (Banker, 2000b).

Dissimilarities in non-interest banks’ financial statements may be attributed to
differences between their accounting practices and the Sharia board explanations
(Banker, 2000b). For example, investment accounts are registered as off balance-
sheet items at certain banks and on balance-sheet items at other banks. Another
dilemma that confronts non-interest banks is the absence of transparency.

Derivatives are used mostly for hedging against interest rate and exchange rate
volatility and for managing other risks. Almost all types of derivative are forbidden
in Islamic law because they involve gharar (uncertainty). Scholars representing the

sharia board suggested that banks should manage derivatives smoothly to make them
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fulfil Islamic financial rules. This would entail removing elements that conflict with
sharia rules (Warde, 2000: 139-40).

Non-interest banks can create new products by changing the structure of
conventional banking instruments. For example, the value of bonds includes the
principle and the fixed interest rate paid on them. Eliminating interest rate payments
make bonds comply with Islamic law. Classic figh*’ creates new products by
combining two financial instruments (Warde, 2000). Interest banks can be
innovative, even in Islamic products: in Pakistan, Grindlays* was the first bank to
introduce the musharaka agreement.

Warde (2000) noted that conventional banking performance is based on trial and
error. This is why interest banks are free to select instruments that match their
strategies. By contrast, non-interest banks’ products must conform to principles set
by sharia boards, and this prevents non-interest banks from diversifying their
portfolios. To avoid this problem, Warde proposed that non-interest banks improve
their lending policy and exploit all market segments that fit with the Islamic mode of
financing.

The Sharia board is the source and guidance for non-interest banks (Ainley,
1996), but scholars who represent the sharia board adopt different methods and
principles. For example, some financial deals in Malaysia may not be acceptable in
the Middle East and vice versa. This is due to different interpretations of Islamic law
in various parts of the world. To solve this problem, uniform guidelines for Islamic

finance are needed (Duncan, 1996: 12-3).

4 Figh is Islamic law as explained by scholars (Lewis, 2001). There are several schools and some of
them are conflicting. Mainly, figh comprises five basic criteria: (1) analogy deduction; (2) subjective
opinion; (3) moral or social preference; (4) inference; (5) public interest and consensus of opinion.

4 Grindlays had total assets of USD97,35 billion in 1999 (Pandya, 2000).
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Ainley (1996) stated that most non-interest banks are concentrated in regions that
accept Islamic modes of financing. According to the Bank Negara (Malaysia) Annual
Report (2001), global banking exists in countries with many financial players, a
variety of financial instruments, and a large inter-bank market. Meanwhile, non-
interest banks mostly operate in small financial markets and trade limited financial
products (Ainley, 1996: 13).

Non-interest banks face more global operational difficulties than conventional
banks due to variations in financial codes from country to country (Fox, 1996: 24).
Fox notes that uniform accounting standards are necessary if non-interest banks are
to develop, meaning that non-interest banks need to use international accounting
standards in preparing their financial statements.

A large amount of non-interest banks’ credit is in the form of short-term loans.
Duncan (1996) suggested introducing products that can be used for long- and
medium- term financing; he also said that non-interest banks need to reduce
substantial short-term lending. Because investment projects can be risky, banks need
to analyse their investors’ credit-worthiness accurately. The development of project
financing is certainly a major step towards modermn Islamic finance (Duncan, 1996).

Expected returns and risk-taking can affect Islamic banking performance. The
return to depositors and shareholders can vary when financing high-risk, high-return
projects. Because of this, most non-interest banks finance short-term investments that
allow them to generate low returns and to take low risks (Zineldin, 1990). Zineldin

presented three investment philosophies in his examination of Islamic modes of

financing:
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1. The financial system must be market oriented. Investments should be financed
according to demand and supply rules.

2. Demand for long-term investment accounts is low compared with the demand for
short-term investment account.

3. The return from investments depends upon “the marginal efficiency of
investment”. The profit must be equally shared between banks, depositors and
investors.

In his study of 16 non-interest banks, Zineldin (1990) found that the return on
their investment deposits differed from the return on their equity. Non-interest banks
have more autonomy in using their own capital in financing high-risk high-return
investments than depositors’ funds. Moreover, the return on long-term investment
deposits was always higher than the return on short-term investment deposits.
Dividends are allocated in relation to time, deposits and project profitability. Losses
are shared between the bank and depositors. Zineldin used four ratios for measuring
non-interest banks’ profitability: average net profit, average net profit to total assets,
average net profit to total deposits, and average net profit to total equity. The ratio of
average net profit to total assets illustrates the risk of the project funded and its
business sufficiency. Profitable banks always have a high average net profit/total
assets ratio. Because non-interest banks have to perform in a “group of business
enterprises” that includes shareholders, depositors and entrepreneurs, profit must be
maximised to satisfy the group (Zineldin, 1990: 212-9).

Zineldin discovered that small- and medium-sized banks are more profitable than
large banks. This means that dealing with large assets is a difficult process for non-

interest banks, especially when there is a mismatch between assets and return on
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investments. Interest banks, however, seem to have higher returns on their assets
than non-interest banks when it comes to short-term lending (Zineldin, 1990: 216).

Non-interest banks generate income from the following services: return from
direct investment, services charges, return from equity investment, financing
commerce, trading foreign currencies, revenue from subsidiaries, earnings from the
banks investments and firms, and zakat income (Zineldin, 1990: 213). However,
deposits remain the main revenue source for non-interest banks.

Drummond (2000a) points out that accounting standards are unclear in Islamic
modes of financing. “None of the contracts that are used by Islamic banks is catered
by International Accounting Standards. For example, profit is treated in different
manners in the Islamic banks financial statements” (Abdel Karim, 2000: 67). In
Bahrain, profit is recorded for the whole period of the project financed. Non-interest
banks operating in Malaysia, however, record profits after the payback period. The
Accounting and Auditing Organisation for Islamic Financial Institutions has
launched 16 accounting standards, including four on auditing and three on sharia
rules. It recommends that non-interest banks should produce additional information
about their activities. Earnings from operations that do not fit sharia code must go to
charity (Drummond, 2000a).

The Internet has an impact on the growth of Islamic banking. For instance,
www.islamicQ.com provides Muslims with full information about Islamic banking
practices and products. This site and others provide important information for

Muslims who wish to conduct their financial transactions according to Islamic rules

(Bokhari, 2000).
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Bokhani (2000) stressed that interest banks such as HSBC Investment Bank,
Citibank and Deutsche Bank participate in the expansion of Islamic banking. They
offer several Islamic financial services in both Western and Muslims countries.
These banks’ goal is to extend their market share. Therefore, globalisation provides
an opportunity for global banks to grow by offering Islamic financial products.

Bokhari (2000) also notes four factors that would facilitate the growth of Islamic
banking. First, it is necessary to establish an Islamic central bank to act as a lender of
last resort to the Islamic financial institutions. Second, Islamic scholars have to be
flexible and must accommodate new products. A third factor is flexibility by Muslim
practitioners in their approach of designing Islamic financial products. Finally, banks
have to use their capital effectively.

Wealthy Muslims are the main source of capital for most non-interest banks. The
exceptions are Iran, Malaysia, Pakistan and Sudan, where governments play a
primary role in converting interest banking into interest-free banking. In those
countries, banks are forced to make all their services fulfil profit- and loss-sharing
paradigms of financing.

Drummond (2000b) stressed that the absence of a money market for short-term
assets have prevented the growth of Islamic banking. Money markets play a key role
in meeting the short-term financial requirements of the ultimate borrowers. To
escape this problem, non-interest banks should finance commerce through murabaha
transactions. Drummond also argued that bonds can fund long-term projects.
Because the non-interest banks’ small market share may put pressure on their long-
term products, it is necessary to launch money markets for secondary instruments to

help non-interest banks manage their balance sheet effectively.
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Another criticism of the modern Islamic finance is that borrowers may escape
paying their debts, causing inevitable escalations in banks’ losses. In Malaysia, the
authorities have induced penalties for borrowers who fail to manage their business
properly.46 Regulatory standards are needed to improve non-interest banks’ image
across the globe.

Medium- and long-term investment financing accounted for less than ten per cent
of Islamic banking activities in 1988. Gafoor (1995) claimed that Islamic financial
products are unsuitable for long-term financing because of delay in capital recovery.
Long-term projects also bear high market risks; thus non-interest banks need to be
experienced in assessing investments.*’

Gafoor (1995) noted that the government is one of the major borrowers from
Islamic banks. Governments use banks’ funds to finance their expenditures,
consumption or projects. Usually, the return from state projects is low. Therefore, a
government may delay repaying its debts, resulting in increased losses for non-
interest banks.

Wilson (1990) drew a distinction between banking competition in Islamic
countries where there is more than one non-interest bank, such as Egypt, and in
countries where there is only one non-interest bank, such as Jordan. In the former,
non-interest banks compete with each other, but in the latter non-interest banks
compete with conventional banks. He found that interest banks are more competitive
in deposit-taking than non-interest banks. He also noted that depositors are uncertain

about the future of their funds. He claimed that clients base choices on available

% “The possibility of fraud is there but we have to differentiate between fraud and genuine losses to
understand Islamic finance” (El-Khalifa, 2000).
47 Non-interest banks recover their capital in instalments.

79



information about credit conditions. From the consumer’s perspective, the process of
selecting a good bank is a complex one because bank data can be confusing.
Depositors also have difficulties analysing bank data (Wilson, 1990: 19-25).

Wilson argued that non-interest banking competition may relate to the business
financed. “The issue of competition in Islamic banking not only encompasses the
structure of the banking sector itself, but also the rest of private sector business”
(Wilson, 1990: 30). Banks usually have a competitive advantage in activities
financed through murabaha or ijara leasing; in murabaha equity, a bank has to
categorise companies according to its stake in each of them.

Despite non-interest banks’ working capital structure, their marke