Perspective
Volume 14: 01, 2025

ISSN: 2162-6359 Open Access

International Journal of Economics & Management Sciences

Key Financial and Economic Factors Behind Bank Distress in the

MENA Region

Mahyar Vigne*
Department of Psychology, York University, Toronto, Canada

Introduction

Bank financial distress is a critical issue that can disrupt economies,
particularly in regions like the Middle East and North Africa (MENA), where
financial institutions play a key role in economic stability. Understanding the
financial and economic factors that contribute to bank distress is essential for
policymakers, investors, and regulators to implement preventive measures and
ensure the resilience of the banking sector. The MENA region is characterized
by diverse economies, ranging from oil-dependent nations to developing
markets, making it important to examine the various influences that contribute
to financial instability in banks. One of the primary financial factors leading
to bank distress is poor asset quality. Banks in the MENA region often face
challenges related to high levels of Non-Performing Loans (NPLs), which occur
when borrowers fail to repay their debts. When a significant portion of a bank's
loan portfolio becomes non-performing, it reduces profitability and weakens
the institution’s financial position. The issue of NPLs is particularly prevalent in
economies that rely heavily on oil revenues, as fluctuations in global oil prices
can affect businesses and individuals, leading to increased loan defaults.

Description

Liquidity risk is another major determinant of bank distress. Banks
rely on sufficient liquidity to meet their short-term obligations, but liquidity
shortages can arise due to poor cash flow management, sudden withdrawals
by depositors, or external shocks such as political instability or economic
downturns. In the MENA region, where banking sectors in some countries are
heavily reliant on government deposits, shifts in government spending can
lead to liquidity crises. For example, when oil revenues decline, governments
may withdraw deposits from banks to fund budget deficits, reducing the
liquidity available for lending and daily operations. A liquidity crunch can force
banks to sell assets at unfavorable prices, further deteriorating their financial
health. Moreover, weak credit risk assessment practices and inadequate risk
management strategies contribute to the rise in bad loans, further exacerbating
financial distress. Capital adequacy plays a crucial role in determining a bank's
ability to withstand financial shocks. Banks are required to maintain a certain
level of capital reserves to absorb losses and protect depositors. However, in
some MENA countries, banks operate with lower capital buffers, making them
vulnerable to financial distress in times of economic uncertainty [1].

When banks lack sufficient capital, they may struggle to manage risks
effectively, leading to potential insolvency. Regulatory frameworks in the
region vary, with some countries enforcing stricter capital requirements than
others. Strengthening capital adequacy regulations and ensuring that banks
comply with international banking standards can help mitigate the risk of
distress. Profitability is another important indicator of a bank’s financial health.
Banks generate revenue primarily from interest income on loans and fees
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for financial services. However, economic downturns, declining interest rate
margins, and increased competition can reduce profitability, putting financial
pressure on banks. In the MENA region, banks in oil-exporting countries may
experience profitability fluctuations due to volatile energy markets. Additionally,
inefficient cost structures, high operational expenses, and outdated banking
practices can contribute to declining profitability. When banks consistently fail
to generate profits, their ability to expand operations, attract investors, and
absorb financial shocks is weakened. Macroeconomic conditions significantly
impact the stability of banks in the MENA region. Economic growth, inflation,
exchange rate fluctuations, and political stability all influence the financial
performance of banks. During periods of economic expansion, banks tend to
experience increased lending activity and improved financial performance [2].

Conversely, economic recessions can lead to reduced business activity,
higher unemployment, and lower household incomes, increasing the likelihood
of loan defaults and financial distress. In some MENA countries, political
instability and conflicts have created an uncertain business environment,
further exacerbating banking sector vulnerabilities. Economic policies that
promote stability, diversification, and investment can help strengthen the
banking sector and reduce the risk of distress. Regulatory and governance
frameworks also play a significant role in determining the financial health of
banks. Strong banking regulations, transparency, and effective supervision
contribute to a stable financial system. However, in some MENA countries,
weak regulatory enforcement, corruption, and lack of transparency can lead to
poor banking practices, increasing the likelihood of financial distress. Ensuring
that banks comply with international financial reporting standards, improving
risk management practices, and promoting corporate governance reforms can
help enhance stability in the banking sector. Regulators must also monitor
financial institutions closely to identify early warning signs of distress and take
corrective actions when necessary [3].

External shocks, such as global financial crises, commodity price
fluctuations, and geopolitical tensions, can also contribute to bank distress in
the MENA region. The 2008 global financial crisis, for example, had a significant
impact on many banks worldwide, including those in MENA. Sudden economic
shocks can lead to capital flight, reduced investor confidence, and tighter credit
conditions, further straining banks' financial positions. Additionally, reliance
on foreign investments and international banking relationships means that
economic disruptions in other parts of the world can have direct consequences
for banks in the MENA region. Diversifying the economy, reducing dependence
on oil revenues, and strengthening financial sector resilience can help
mitigate the effects of external shocks. The level of financial inclusion and
banking penetration also affects the stability of banks in the region. In some
MENA countries, a significant portion of the population remains unbanked
or underbanked, limiting the potential customer base for banks. Expanding
access to banking services through digital transformation, fintech adoption,
and financial literacy programs can improve financial stability by increasing
the customer base and diversifying revenue streams. Additionally, banks that
engage in innovative financial solutions and adopt modern technologies can
enhance efficiency, reduce costs, and improve risk management, reducing the
likelihood of distress [4,5].

Conclusion

Government policies and central bank interventions play a crucial role
in stabilizing the banking sector during times of financial distress. In some
cases, governments provide financial assistance to struggling banks through
bailouts, liquidity support, or mergers with stronger institutions. However,
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reliance on government intervention can create moral hazard issues, where
banks take excessive risks knowing that they may receive financial assistance
if they face difficulties. Implementing sound monetary and fiscal policies,
ensuring responsible banking practices, and fostering a competitive financial
environment can contribute to a healthier banking sector with reduced risk of
distress. In conclusion, bank distress in the MENA region is influenced by a
combination of financial and economic factors, including poor asset quality,
liquidity risks, capital adequacy, profitability, macroeconomic conditions,
regulatory frameworks, external shocks, financial inclusion, and government
policies. Addressing these challenges requires a multi-faceted approach that
includes stronger regulatory oversight, improved risk management, economic
diversification, and technological advancements in banking services. By
implementing proactive measures, policymakers and financial institutions can
enhance the resilience of the banking sector, ensuring long-term financial
stability and sustainable economic growth.
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