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Foreign bank entry and financial development: New
evidence on the cherry picking and foreign bank’s
informational disadvantage phenomena in the
MENA countries

Chadi Azmeh**

Abstract: This study investigates the impact of foreign banks entry on financial
development in the MENA countries. We use the relative number of foreign banks

as proxy for foreign banks entry, and liquid liabilities and claims on private sector as
share of GDP as proxies for the financial development. We find a positive long-term
and significant effect of foreign banks entry on the size and activity of financial
development. We also find that the effect of foreign banks entry depends on the
time period and the level of economic development. This result seems to suggest
that MENA countries should not be taken as one group when studying the impact of
financial sector reform on financial development. The impact of foreign bank entry
is positive for the 10 richest MENA countries, while it is negative (but not statistically
significant) or negligible for the group of less developed MENA countries. The last
result indicates that there is a cherry picking phenomenon in less developed MENA
countries. The negative effect of foreign banks cherry picking is diminished over
time, since the period 2005-2014 show more positive impact of foreign bank entry
on financial development, than the period 1995-2004. This result gives evidence
that foreign banks need time to overcome informational disadvantage caused by
geographical and cultural distance, to expand their lending into soft information
borrowers, and to realize the expected positive effect of its entry on financial devel-

opment in poorest MENA countries.
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1. Introduction

It is largely recognized by the literature that financial systems contribute, substantially, in the pro-
cess of economic development. Since the beginning of the 1990s, many poor countries have begun
their financial sector reform. A careful evaluation of these efforts is still working in progress. Available
evidence suggests that important deficiencies have been difficult to resolve. This paper examines
how one of the aspects of financial sector reform, the foreign bank entry, affects financial sector
development in the MENA countries.

Before the global crisis of 2008, there was a consensus that benefits of foreign bank entry greatly
outweigh costs in many dimensions. It was generally considered that, in developing countries, for-
eign banks are more efficient than domestic banks (Berger, 2007; Bonin, Hasan, & Wachtel, 2005;
Havrylchyk, 2006; Kasman, Kasman, & Carvallo, 2005; Sturm & Williams, 2004). They can achieve
better economies of scale and risk management than domestic banks, and import better supervision
and regulation. Their entry, into the markets of developing countries, increase domestic competi-
tion, increase access to financial services, and enhance financial and economic performance of bor-
rowers (Levine, 1996). Furthermore, several studies find a supportive evidence of a positive role of
foreign bank entry in the stability of the overall financial sector in developing countries. They claim
that foreign banks penetration led to more stable banking sector in these countries (Bonin & Louie,
2017; Crystal, Dages, & Goldberg, 2002; Goldberg, Dages, & Kinney, 2000; Herrero & Simén, 2006;
Martinez Peria, Powell, & Vladkova-Hollar, 2005).

While foreign banks entry is generally thought to have positive effects on financial development
in host countries, especially through increased credit extension, some studies find more ambiguous
results. Some show that foreign banks “cherry pick” borrowers (Azmeh, Al Samman, & Mouselli,
2017; Beck & Martinez Peria, 2008; Detragiache, Tressel, & Gupta, 2008; Gormley, 2010). This can
weaken the overall access to financial sector. Cultural and geographical distance between foreign
bank’s headquarter and its local branches, and the advantage of access to “external liquidity” from
their parents banks (which lowers their deposit cost), leads them to avoid lending to soft information
borrowers, and concentrate only on lending to hard information borrowers (Mian, 2003, 2006). In
fact, cherry picking deteriorates the credit pool, since hard information borrowers are no longer
pooled with other borrowers. Therefore, soft information borrowers need to pay higher interest rate
that they may no longer have interest in borrowing. The negative effect of cherry picking becomes
clear in less developed countries, since the level of relationship lending is important. Detragiache et
al. (2008) give evidence of a negative impact of foreign bank entry on private credit.

At the other end of the spectrum, proponents of foreign bank entry claim that they should improve
the quality, pricing, and availability of financial services. They will directly bring new and better skills,
management techniques, training procedures, technology, and products to the domestic market.
For example, advances in credit scoring methodologies coupled with enhanced computer power and
increased data availability might encourage foreign banks to expand into soft information borrowers
(Berger, Frame, & Miller, 2005; Mester, 1997; Petersen & Rajan, 2002).

Countries in the MENA region started their financial sector reform only in the 1990s. Many of them,
still have state-dominated, as well as inappropriately regulated, financial systems. The World Trade
Organization agreements on financial services in 1995 accelerated the pace of privatization, and
removal of excessive regulations to open up domestic financial markets to foreign bank entry
(Hassan, Sanchez, Ngene, & Ashraf, 2012; Lee, 2002). Foreign bank presence has increased from
30% in 2000 to 43% by 2012 (Ghosh, 2016). Does foreign bank entry was a good or bad policy for the
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MENA countries? Does the cherry picking phenomenon exist in the MENA countries? Does its nega-
tive effects on financial development are reduced over time? Since time may be needed for foreign
banks to overcome informational disadvantage caused by geographical and cultural distance, and
for domestic banks to assimilate and adopt foreign banks™ new technologies, skills, and manage-
ment techniques. This in turn can play an important role in diminishing the deteriorate impact of
cherry picking on the domestic financial sector.

To test empirically the validity of the last arguments, this paper examines the impact of foreign
bank entry on financial development using a cross-sectional OLS and a dynamic panel estimation
GMM on a group of 20 MENA countries for the period 1995-2014. The study divides the group of
MENA countries into two groups based on their level of economic development (10 richest and 10
poorest MENA countries). It also divides each group into two periods (1995-2004 and 2005-2014).
The main reason behind this division is to test if the effect of foreign bank entry on financial develop-
ment stays the same for different periods of time, and based on the level of economic development.
The paper contributes to the literature; since it examines how differences in income level and time
periods across MENA countries would affect the relative impact of foreign bank entry on financial
development. The paper also aims to ascertain whether a cherry picking phenomenon exist in the
MENA countries, and most importantly, it aims to find evidence if the negative effect of cherry pick-
ing phenomenon is reduced over time. To the best of author's knowledge, this is one of the early
studies to examine empirically this issue in a systematic manner.

The rest of the paper is organized as follows: Section 2 discusses the literature review. Section 3
covers the methodology and econometric issues; Section 4 presents the empirical results; and sec-
tions 5 concludes the paper and discusses some policy implications.

2. Literature review

Demirgli¢c-Kunt, Huizinga, and Claessens (2001) and Claessens and Lee (2003) are the first to ana-
lyze concretely the effects of foreign bank entry on financial development. They find that foreign
bank entry is associated with greater efficiency in the domestic banking system. Lensink and Hermes
(2004) and Hermes and Lensink (2004) give evidence that the effects of foreign bank entry on the
efficiency of domestic banks depend on the level of economic development and financial develop-
ment. Lensink, Meesters, and Naaborg (2008) find that foreign bank entry negatively affects bank
efficiency. However, higher quality of home country institutions and higher similarity between home
and host country institutional quality reduce foreign bank inefficiency. Martinez Martinez Peria and
Mody (2004) claim that the overall level of foreign bank participation seemed to influence spreads
indirectly, through its effect on administrative costs. Several studies examine the effects of foreign
bank entry on the efficiency of financial sector for one single country. Denizer (2000), Unite and
Sullivan (2003) and Schulz (2006) conclude positive effects of foreign bank entry on domestic banks.
While, Okuda and Rungsomboon (2004) claim that foreign banks has negatively affect the banking
sector in the host country. Demirgli¢-Kunt, Levine, and Min (1998), Bayraktar and Wang (2004,
2006), and Akinsola, Odhiambo, and McMillan (2017) conclude positive effects of foreign bank entry
on economic growth. They claim that the positive effect of this entry on the efficiency of the domes-
tic financial sector is the main reason behind this conclusion.

More recently, other dimensions of financial development (size and activity of the financial sector)
take more attention to test the real implications of foreign bank entry on financial development.
Detragiache et al. (2008), Claessens and Van Horen (2014), and Azmeh et al. (2017) find negative
and significant impact of foreign bank entry on private credit in developing countries. Their results
give evidence of the existence of phenomenon of cherry picking of foreign banks in developing coun-
tries. While, Al Samman and Azmeh (2016) did not found any effect of the level financial
liberalization's commitments of developing countries at the GATS on financial development.

Lee (2002) was the first to study the role of foreign bank entry in financial development in the
MENA countries. He concludes positive effects of entry on the efficiency of domestic banks. Hassan
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et al. (2012) also find a positive impact of foreign bank entry on the efficiency of financial sector in
the MENA countries. Kobeissi and Sun (2010) find evidence of an association between greater for-
eign bank presence with improved profit efficiency in 17 MENA countries for the period 2000-2007.
Turk Ariss (2008) conclude that foreign bank entry plays an important role in enhancing banking ef-
ficiency in Lebanon, and that domestic banks are as efficient as foreign banks. Alvarez (2011) exam-
ines the quality of information systems and collateral regimes in MENA countries. He shows that the
quality of financial infrastructure is low comparing to other regions. Anzoategui, Peria, and Rocha
(2010) concludes that the banking systems in the MENA countries are less competitive than those in
most other regions. This is probably due to bank regulations, weak financial infrastructure, and less
competition from non-banking sectors.

Based on precedent literature, the current paper aims at empirically testing the effects of foreign
bank entry on financial development (the size and activity of the financial sectors) in the MENA coun-
tries. It will also test the effects of foreign bank entry on financial development for different periods
of time, and for different level of economic development. The reason behind this is to examine
whether cherry picking phenomenon is present in the developed and less developed MENA coun-
tries. Furthermore, the present paper examines if the negative effect of cherry picking is diminished
over time, Since time may be needed for domestic banks to assimilate and adopt foreign banks™ new
technologies, skills, and management techniques, that play an important role in diminishing the
deteriorate impact of cherry picking on the domestic financial sector.

3. Methods and materials

The current study examines the effects of foreign bank entry on financial development in the MENA
countries. The number of foreign banks in the domestic market is used as indicator of foreign bank
entry. While, financial development is measured by liquid liabilities and bank credit (which repre-
sents, respectively, the financial sector size and activity). Our main objective is to analyze the effect
of foreign bank entry in the MENA countries on the size and activity of financial sector (financial de-
velopment). Two important hypotheses are also tested. Is there any difference in results between
the long-term and mid-term effects of foreign bank entry on financial development; and is there any
difference in results that depends on the level of countries® economic development. To examine the
last two hypotheses, the time period of the study is divided into two equal periods and the group of
MENA countries is also divided into two groups, depending on the level of their GDP per capital.

Our sample covers 20 countries from the MENA region for the period between 1995 and 2014. Our
choice for the study period is due to the fact that most MENA countries began their financial sector
reform and liberalization, especially after the creation of the General Agreement on Trade in Services
(GATS) in 1995. Figure 1 explores the increasing level of foreign bank entry during this period.

Countries covered by this study are:

(1) Richest MENA countries: Algeria, Bahrain, Kuwait, Lebanon, Libya, Oman, Qatar, Saudi Arabia,
Tunisia, United Arab Emirates.

(2) Poorest MENA countries: Djibouti, Egypt, Iraqg, Jordan, Morocco, Sudan, Syria, Yemen, West
Bank and Gaza, Mauritania.

The division is based on their level of GDP per capita.

Based on previous literature, we choose several variables as determinants of financial develop-
ment: the degree of foreign bank entry (number of foreign banks as a share of total number of
banks), quality of institutions and legal system (Rule of law, Corruption control) (Demetriades &
Arestis, 1996; Demetriades & Andrianova, 2004), level of economic development (GDP per capita),
which are predicted to have positive impact on financial development. Moreover, inflation (Inflation
rate) (Rousseau & Wachtel, 2002; Boyd, Levine, & Smith, 2001) and the degree of market

Page 4 of 14



Azmeh, Cogent Economics & Finance (2018), 6: 1452343 ';Kv: Cogent —~2CONOMICS & ﬁ nance
https://doi.org/10.1080/23322039.2018.1452343

Figure 1. The number of 80
foreign banks as percentage of —— Algeria
total number of banks in the ——— Bahrain 70
MENA countries for the period ——— Djibouti
between 1995 and 2014. ——— Egvpt
e Araqq 60
e Jordan
e Kunwait 50
~——— Lebanon
Libya
s Morocco 40
Oman
Qatar 30
~ Saudi Arabla
Sudan
Syrian Arab Republic 20
Tunisia _\
Yemen 10
WestBank and Gaza
United Arab Emirates 0

Mauritania

S ST S T T IS LSS

Table 1. Summary statistics

Variable Mean Median | Minimum | Maximum | Std. Dev. | Missing obs.
Bank_concentration 75.5600 78.5893 39.3265 100.000 17.8863 95
Foreign_banks_among_to- 20.9375 18.0000 0.000000 71.0000 20.3653 96
tal_banks

GDP_per_capita_ 9656.70 2546.59 481.780 62,168.8 14,108.8 17
Liquid_liabilities_to_GDP 65.7909 58.2753 8.22397 252.719 41.9685 50
Private_credit_by deposit_ 35.6838 33.1011 1.67978 96.1080 23.0768 48
money

Inflation 7.51387 3.69057 -16.1173 387.311 23.8353 72
Control_of_corruption_ -0.320484 | -0.395533 | -1.60988 1.72285 0.717267 80
Rule_of_law -0.295592 | -0.249176 | -1.92388 1.04361 0.719596 80

Table 2. Correlation coefficients, (missing values were skipped) 5% critical value (two-

tailed) = 0.0981 for n = 400

Con F.B. GDP Liq Priv Infl Corr Rule
Concentration 1.0000 | -0.2921 0.0578 -0.3063 | -0.3392 0.1194 -0.0856 | -0.1512
Foreign_banks 1.0000 -0.2605 0.3304 0.3491 -0.0994 -0.0478 0.0068
GDP_per_capita 1.0000 -0.0856 0.2146 -0.1020 0.7146 0.6451
Liquid_liabilities 1.0000 0.6895 -0.2486 0.0226 0.1386
Private_credit 1.0000 -0.2832 0.5268 0.6144
Inflation 1.0000 -0.3094 | -0.3510
Corruption 1.0000 0.8867
Rule of law 1.0000
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concentration, which are predicted to have negative impact on financial development (see Tables 1
and 2 for summary statistics and correlation coefficients of all variables).

4. Empirical results

4.1. Cross-sectional OLS regressions
We use cross-sectional (OLS) method to estimate the following equation:

Y. =a+ pF, + X + u;,

where:

Y is the variable that represents financial development,

F:is the variable that represents the level of openness to foreign banks,
X is the matrix of control variables and yi is the error term.

a: is the constant,

B is the coefficient of the degree of openness to foreign banks and,

y: is the vector of coefficients on the control variables.

Hence the model takes the following form:
Privi =a + p Foreigni + y corruptioni + § ROLi + dlog (Inf)i + €log (GDP)i 1

+ n concentrationi + pi

Llyi =a + pForeigni + y corruptioni + 8 ROLi + &log (Inf)i + elog (GDP) i 5

+ mn concentrationi + pi )

For the first model, nine regressions were estimated. They are divided into three groups: full sam-

ple, 10 richest and 10 poorest MENA countries (the division in based on GDP per capita in 2014). In

each group, three time period are tested: 1995-2014 (long-term effect), 1995-2004, and 2005-2014

(midterm effect) (see Table 3). The dependent variable is private credit by Deposit Money Banks to
GDP (%).

Full sample: the value of the coefficient of foreign bank entry in the full sample for the full period
(reg 1) is positive and it is statistically significant. Hence, the results suggest a positive and signifi-
cant long-term and real effect from the level of foreign bank entry on the activity of the financial
sector (financial development) in the MENA countries. The results in (reg 2 and 3) show that the real
positive effect is due to the positive and significant effect during 2005-2014, since the value of the
coefficient in (reg 2) is negative and not statistically significant.

Ten richest MENA countries: the value of the coefficient of foreign bank entry for this group is also
positive and it is statistically significant (reg 4). As for the previous group, the positive effect is due to
the positive and significant effect of foreign bank entry in the 10 richest MENA countries for the pe-
riod 2005-2014 (reg 6). The value of the coefficient for the period 1995-2004, even it is positive, it is
not statistically significant (reg 5).

Ten poorest MENA countries: the value of the coefficient in of foreign bank entry for this group is
low and not statistically significant (reg 7). This predicts no long-term effect of foreign bank entry on
financial development in the 10 poorest MENA countries. This result is due to the negative and sig-
nificant effect of foreign bank entry on financial development for the period 1995-2004 (reg 8), since
the effect is positive and significant for the period 2005-2014 (reg 9).

In this model, nine regressions, also, were estimated. As in the previous model, they are divided into
three groups: full sample, 10 richest and 10 poorest MENA countries (the division in based on GDP per
capita in 2014). In each group, three time period are tested: 1995-2014 (long-term effect), 1995-2004,
and 2005-2014 (midterm effect) (see Table 3). The dependent variable is liquid liabilities to GDP (%).
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Full sample: the value of the coefficient of foreign bank entry in the full sample for the full period
(reg 1) is positive and it is statistically significant. Hence, the results suggest a positive and signifi-
cant long-term and real effect of foreign bank entry on the size of the financial sector (financial de-
velopment) in the MENA countries. The results in (reg 2 and 3) show that the real positive effect is
due to the positive and significant effect during 2005-2014, since the value of the coefficient in (reg
2) is not statistically significant.

Ten richest MENA countries: the value of the coefficient of foreign bank entry for this group is also
positive and it is statistically significant (reg 4). As for the previous group, the positive effect is due to
the positive and significant effect of foreign bank entry in the 10 richest MENA countries for the pe-
riod 2005-2014 (reg 6). The value of the coefficient for the period 1995-2004, even it is positive, but
it is not statistically significant (reg 5).

Ten poorest MENA countries: the value of the coefficient of foreign bank entry for this group is
negative and statistically significant. Which predicts negative and significant long-term effect of
foreign bank entry on the size of the financial sector in the 10 poorest MENA countries (reg 7). This
result is mainly due to the negative and significant effect of foreign bank entry on financial develop-
ment for the period 1995-2004 (reg 8). The effect for the period 2005-2014, even it is negative but
it is negligible and not statistically significant (reg 9).

4.2. GMM panel regressions

A concern with cross-sectional regressions is that the relationship of interest may by disturbed by
omitted country characteristics. Furthermore, the numbers of observations in some of the OLS re-
gressions are rather low. It is less than 30 observations in regressions (5, 8) in both of Tables (3, 4).
To approximate the samples by a normal distribution, sample size needs to be more than 30.
Moreover, the right-hand side variables are potentially endogenous, which could further bias the
results. To address these issues, we estimate the model using GMM estimator. Results of the GMM
model regressions are presented in Tables 5 and 6.

In almost all specifications of the GMM model estimator, the results on the impact of foreign bank
entry on the size and activity of the financial sector, confirming the results of the cross-sectional
regressions. Two important differences, between the two models, need to be emphasized. The first
difference is between results in regression number (5) in Tables 3 and 5. While, results from the
cross-sectional regression show no impact of foreign bank entry on private credit for the period
1995-2004, results from the GMM regression show positive and significant impact on private credit
for the same period. This implies that the impact of foreign bank entry on private credit in the 10
richest MENA countries is always positive and significant and was not changing over time. The sec-
ond difference is for the 10 poorest MENA countries. Even though the sign of the results of regres-
sions number (7, 8 and 9) in Tables (3 and 4) is similar to the same regressions in the GMM model in
Tables 5 and 6, they are not statistically significant in the last model. Hence, we can conclude that
foreign bank entry has negative but not statistically significant impact on financial development in
the 10 poorest MENA countries.

At this stage, the current study concludes positive and significant long-term impact of foreign
bank entry on the size and activity of the financial sector (financial development) in MENA countries
for the period 1995-2014. These results are in conformity with Lee (2002), Hassan et al. (2012), and
Kobeissi and Sun (2010). They conclude positive effects of foreign bank entry on the efficiency of
domestic banks in the MENA countries. It is also in conformity with Denizer (2000), Unite and Sullivan
(2003) and Schulz (2006) who demonstrate that foreign bank entry has positive effect on the effi-
ciency of financial sector. The main difference between these studies and the present study is that
this study chooses the size and activity of the financial sector as proxies of financial development
while they opt for efficiency as a measure of financial development.
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The current study divides the MENA countries into two groups and for two periods of time. Several
conclusions could be made from this division: (1) the impact of foreign bank entry on financial devel-
opment is different for different periods of time. Furthermore, there are difference between long-
term and midterm effect of foreign bank entry on financial development; (2) the effect of foreign
bank entry on financial development depends on the level of economic development of countries. It
is positive in the 10 richest MENA countries, while it is negative or negligible for the group of less
developed MENA countries. This confirms the results of Lensink and Hermes (2004). It also confirms
the results of Detragiache et al. (2008), Claessens and Van Horen (2014), and Azmeh et al. (2017),
who find negative impact of foreign bank entry on private credit in developing countries. Hence, our
results confirm the existence of cherry picking phenomenon, only in the 10 poorest MENA countries,
since the sign of the coefficients of foreign bank entry is negative in almost all specifications of the
two models, even though it is not significant in the GMM model. Furthermore, our results stress the
importance of taking the level of economic development while studying the impact of foreign bank
entry on MENA countries’ financial development; (3) the period 2005-2014 show more positive im-
pact of foreign banks entry on financial development, than the period 1995-2014. From this final
observation, the present study concludes that foreign banks have more positive impact on financial
development with time. Even though, they may begin with negative effect (especially for developing
countries), this effect is reduced or even become positive with time. In fact, time may be needed for
domestic banks to assimilate and adopt foreign banks™ new technologies, skills, and management
techniques, that play an important role in diminishing the deteriorate impact of cherry picking on the
domestic financial sector. Furthermore, advances in credit scoring methodologies coupled with en-
hanced computer power and increased data availability might encourage foreign banks to expand
into soft information borrowers. Hence, the present study gives evidence of a diminishing informa-
tional disadvantage of foreign banks in the poorest MENA countries. By contrast, results for the 10
richest MENA countries show no difference between periods, which means that domestic banks have
already assimilate new technologies and skills brought by foreign banks.

5. Results and concluding remarks

In this study, we develop a model to examine the impact of foreign bank entry on financial develop-
ment for a sample of 20 MENA countries during the period 1995-2014. We find positive and signifi-
cant long-term effect of foreign bank entry on the size and activity of the financial sector. This result
confirms the findings of Lee (2002), Hassan et al. (2012), and Kobeissi and Sun (2010), who conclude
positive effect of foreign bank entry on financial development in MENA countries. The main differ-
ence between the present study and these studies is the choice of measures of financial develop-
ment. They opt for the efficiency as a measure of financial development; while the present study
opts for the size and activity of financial sector to measure financial development.

By dividing MENA countries, based on their level of economic development, into two groups, and
by dividing each group for different periods of time, into subgroups, the present study provide an evi-
dence of the existence of cherry picking phenomenon only in the group of poorest MENA countries.
Since the impact of foreign bank entry is negative on the level of private credit. By contrast, the im-
pact of their entry into the richest MENA countries is positive and significant. These findings confirm
the results of Detragiache et al. (2008), Claessens and Van Horen (2014), and Azmeh et al. (2017).
Furthermore, the present study gives evidence of a diminishing informational disadvantage of for-
eign banks in the poorest MENA countries. In effect, it demonstrates that domestic banks in poorest
MENA countries, need time to adapt and assimilate new technologies. It also demonstrates that
foreign banks also need time to overcome its informational disadvantage caused by geographic and
cultural distance between home and host country. This may, in turn, diminish the negative and initial
effect caused by foreign bank entry. By contrast, results for the 10 richest MENA countries show no
difference between periods, which means that domestic banks have already assimilate new tech-
nologies and skills brought by foreign banks.

This study provides compelling evidence that foreign bank entry, measured by the number of for-
eign banks, was a good policy to increase financial development in the MENA countries. The main
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contribution of the present study is that it provides evidence that the impact of foreign bank entry
on financial development will depend on the time period and the level of economic development.
There is a cherry picking phenomenon, but only the poorest MENA countries. In fact, MENA countries
should not be taken as a one group when studying the impact of financial sector reform on financial
development, to give more insights about the real implications of any proposed financial reform
policy. Furthermore, the period 2005-2014 show more positive impact of foreign bank entry on fi-
nancial development, than the period 1995-2014. This explains the fact that countries need more
time to fully benefit from the entry of foreign banks (especially developing countries) and give evi-
dence of a diminished foreign banks’ informational disadvantage.
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