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Abstract
Banks must be financially secure to effectively carry out their function as financial service providers smoothly. Their profitability heavily impacts the financial security of banks. This study investigates the impact of legal regulations, specifically property rights and the strength of the legal system, on bank performance in five Middle Eastern economies (Bahrain, Kuwait, Qatar, Saudi Arabia, and the UAE) from 2014 to 2023. Using static panel data analysis with return on assets (ROA) and return on equity (ROE) as performance measures, the research finds a positive relationship between stronger legal regulations and improved bank profitability. Control variables include bank-specific factors like size, liquidity, credit risk, and macroeconomic indicators. The results underscore the critical role of robust legal institutions in fostering financial stability and efficiency, providing valuable insights for policymakers aiming to enhance the banking sector in emerging markets. Multicollinearity is not a significant concern because the correlation coefficients between the explanatory variables are often less than 0.50. A weak correlation between ROE and ROA (r=27) suggests that banks in the sample likely have varying debt levels, as some may rely heavily on borrowed funds, others on equity. The Hausman test indicates that the coefficient difference is not systematic since p = 0.151 > 0.05, so the random effects model is applicable. Broadly, our study can contribute to policy decisions and discussions around reforms in the legal system, promoting transparency and accountability as well as the efficiency of the courts. The limitations of this study include how the panel data analysis takes place over a period of 9 years, which can be elaborated to include a broader timeframe.
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Introduction
The banking industry plays a vital role in addressing credit shortages, promoting financial transformation, and adapting to global economic instability in an economy (Sodokin et al., 2023). The primary function of banks in today’s monetary system is the provision of liquidity to businesses, investors and the public. Banking performance is a major issue for policy and decision makers primarily because it is the bedrock for the stability and smooth functioning of the financial and banking system. Poor bank performance is related directly to a weak financial system and economy. Banks’ performance is affected by their operating models and ownership structure (Shawtari, 2018; Ranjan, 2025). Banks must be financially secure to effectively carry out their function as financial service providers smoothly. Their profitability heavily impacts the financial security of banks. (Bermpei et al., 2018) Both internal and external factors may have an impact on bank profitability. Although plenty of evidence and research can be found on the endogenous elements that affect bank performance, fewer resources have been dedicated to understanding the impact of exogenous factors that affect its profitability and functioning. These include the macroeconomic variables, specifically monetary policy, currency rates, and fiscal policy; institutional elements, including financial regulation and the legal framework; globalisation, demographic influences, and behavioural factors (Wang & Luo, 2025). Many studies indicate that institutional issues, including the legal environment, regulatory quality, transparency, and government efficiency, significantly influence bank performance. (Levine, 1998; Tchuigoua et al., 2020)
The strength of a country’s legal framework plays a vital role in determining the financial system's stability, as it affects investor confidence as well as the risk-taking behaviour of institutions (Jungo & Canguende-Valentim, 2025). The legal origins of a state do significantly influence its economic growth. The current work verifies that countries whose legal framework is based on common law tend to have better economic results compared to countries based on civil law (Karkalakos, 2024). The relationship between legal regulations and bank performance in developing economies is complex and multifaceted. Stronger legal regulations, particularly those promoting private monitoring of banks and diversification, tend to improve bank performance and stability. However, poorly enforced regulations, overly restrictive legal measures, and red tape can hinder bank operations and limit financial inclusion. (Omri et al., 2015)
This study focuses specifically on the impact of legal regulations, measured by property rights and the factors affecting the legal system, on the banking system in 5 Middle Eastern economies. The Middle East and North African nations (MENA) have a shared history and cultural legacy, while having different resource endowments and economic development. It is a significant trading hub since numerous trade routes pass through the area because of its strategic location between Europe, Africa, and Asia. In recent decades, two more crucial elements have emerged that have guaranteed the region's status as the world's most important geopolitical location: It has significant financial resources and the world's largest oil reserves.  
Many MENA nations have implemented significant political, economic, and financial reforms since the late 1980s, per initiatives recommended by global organisations like the World Bank and the International Monetary Fund (IMF)[footnoteRef:1]. We chose to undertake this study due to the distinct relevance of the region in the current financial landscape, as a gap in the literature exists when measuring the effect of external factors on bank performance in this region. These countries underwent socioeconomic changes (Sayed et al., 2023) and introduced various banking regulations to liberalise trade and the economy. Hence, we observe how structural characteristics of these Middle Eastern economies, specifically the legal system, affect the performance and outputs of banks. [1:  Regional Economic outlook for the Middle East and Central Asia, May 2025. (2025, April 24). IMF. https://www.imf.org/en/Publications/REO/MECA/Issues/2025/04/24/regional-economic-outlook-middle-east-central-asia-april-2025
] 

Literature review
Much research has been conducted regarding the contributions of institutional regulations to nation-level economic and financial performance, credit growth, and financing of economic activity. (Yang & Guo, 2025) Strong legal rules and property rights should be put in place to ensure the smooth development of the financial sector, as these foster an environment for legally enforcing contracts, resolving disputes and providing regulatory oversight. According to the World Bank[footnoteRef:2] database, institutional factors play an increasingly important role in the economy of developing countries as the domestic credit provided by the bank as a ratio of GDP went from 26 in 1965 to 144 in 2018.  [2:  World Development Indicators | DataBank. (2020). https://databank.worldbank.org/source/world-development-indicators.
] 

A few theories explain the relationship between bank profitability and legal regulations, including the property rights theory, which states that the security that comes with property protection reduces uncertainty for individuals, increasing the investment to improve the property for income generation. Therefore, this research concurs that institutional variables must be improved to lower financial and opportunity costs in economic transactions. (Alston et al., 2018) According to Wu et al. (2022), the protection of property rights may have a credible impact on borrowing costs in countries like China. Lenient and uncertain property rights may lead businesses to act with reduced transparency to curtail the risk of government takeover.
 Another theory is the agency theory, which suggests addressing problems such as moral hazard and adverse selection by contract implementation mechanisms. It discusses the principal-agent problem: how the agent (the borrower) wants to maximise its benefit and profit, and the principal (the bank) wants to minimise its risk. (Sukendri, 2024) Good governance can help reduce agency costs. The agency theory explains that when proper legal and financial regulations are in place, it helps with financial management as it reduces informational asymmetry and improves transparency when drafting contracts and reporting. (Mondello & Smaoui, 2021) It influences investment decisions by minimising risk for banks when lending money, as stringent regulations assist in capital protection. (Darayseh & Chazi, 2017)
Various studies highlight the impact of legal regulations on bank performance. Tehulu (2022), in his study of microfinance institutions (MFIs) in Africa, found that institutional quality greatly contributes to the growth of credit facilities in the region. The findings explain that a stronger rule of law allows the MFI to increase the number of loans it grants, as the reduced information asymmetry enables it to run a background check on the borrowers. There is also a reduced risk of the borrowers engaging in risky behaviour. Arias et al. (2019) find in their analysis based on a sample of 52 nations from 2005 to 2014, that a direct correlation exists between improved banking sector performance and higher levels of legal protection and law enforcement. The performance of the banking sector is positively impacted by higher regulatory quality in terms of the institutional framework. Furthermore, improved corruption control and increased information sharing have little effect on the performance of the banking sector.
The primary function of institutions and regulations is to promote economic growth and lessen economic activity uncertainty. Ineffective institutions often render economic and financial activities useless, impede long-term progress, and exacerbate poverty. (Sanga & Aziakpono, 2022) On the other hand, effective institutions allow nations to advance, enabling their population to devote more time to productive activities. Building more effective and high-quality institutions can thereby make nations richer. (Saha & Dutta, 2022)
In a study of 61 developing countries that focused on the role of institutional factors, such as corruption and the rule of law, on bank stability, Jungo et al. (2024) found that not only do financial inclusion and better legal systems improve the health of the banking sector, but they also boost a country's economic growth. The efficacy of monitoring the banking system's operations is inversely correlated with the weakness and inefficiency of the legal system within a country.
Hence, the literature provides evidence for the impact of legal regulations on bank performance and their pertinence in the current economic system. The MENA region is one of the world’s emerging markets, and according to an IMF report, it performs better than most developing countries in terms of financial openness, institutional quality, and market regulations, as highlighted by Creane et al. (2006). Overall, the region needs to do more to reinforce an institutional environment suitable for economic progress, as it ranks far behind industrialised nations in this regard. 
The MENA region has a unique political and social landscape, and its legal system is a blend of Shariah laws and civil laws. The financial system is evolving to adapt to the standards of the modern world to combat issues such as money laundering and terrorism, along with protecting consumer rights. Prasad et al. (2016) note in their World Bank study that while there are differences among MENA nations based on the degree of financial system complexity, implementing the Basel recommendations has partially succeeded in bringing regional bank rules into line. However, there is still a need for a stronger and more transparent institutional and legal framework. In particular, prudential regulations and supervision, strong creditor rights, and contract enforcement mechanisms ought to be improved. (Abid et al., 2016)
To our knowledge, no such studies have been conducted on the countries we selected in the MENA region. Most studies discuss the developed European economies or other developed nations. The gap in the banking literature regarding the impact of legal regulations on the financial system in this region provides us with a window of opportunity to add to the discourse, as numerous studies highlight the importance of the subject in other areas of the world. The information is relevant to policy decisions at the national level as it will help governments counter challenges and reduce threats to the stability and efficiency of the financial system.  
Research Methodology:
We use a dataset of 5 Middle Eastern countries (Bahrain, Kuwait, Qatar, United Arab Emirates, and Saudi Arabia) over 10 years, from 2014 to 2023. The data for bank variables has been sourced from ESG global banking data, while the macroeconomic data has been taken from the World Bank. For our primary independent variable, we employ Legal System and Property Rights, as measured by the Fraser Institute. The variable comprises nine components to measure how effective the government is in safeguarding the rights of its citizens. These include: Judicial independence, Impartial courts, Protection of property rights, Military interference in rule of law and politics, Integrity of the legal system, Legal enforcement of contract, Regulatory costs of the sale of real property, Reliability of police, Business costs of crime, and Gender Disparity Adjustment. 
According to the Fraser Institute,[footnoteRef:3] regulating legal rights is vital to a nation's economic freedom and success, as it protects individuals and their assets from harm. A lack of capital protection may disincentivise citizens and businesses from investing further. The state, therefore, loses out on generating economic activity, which can hinder its progress despite having effective policies in other areas.   [3:  https://www.fraserinstitute.org/sites/default/files/economic-freedom-of-the-world-2023.pdf ] 

This study performed static panel data analysis to evaluate the hypothesis. We employed random effect, fixed effect, and OLS models. For the fixed effects model, the Hausman test was chosen. If the p-value of the Hausman test is less than 0.05, the fixed effect estimator is used to select the random effect. 
ROEi,t = β0 + β1LRt + β2LQYi,t + β3BSZi,t +  β4CRi,t + Β5INFt + Β5GDPt + ui,t 
ROAi,t = β0 + β1LRt + β2LQYi,t + β3BSZi,t +  β4CRi,t + Β5INFt + Β5GDPt + ui,t
Here, LR stands for legal regulations. The primary dependent variable in our study is bank performance, which both ROA and ROE measure for robustness. For control variables, we use Gross Domestic Product (GDP) and inflation (INF) at the macro level and Bank Size, Credit Risk (CR), and Liquidity as the bank-specific variables. The macro data has been obtained from World Development Indicators. Bank size (SIZE), which is defined as the natural logarithm of total assets (Gržeta et al., 2023), is used because, according to literature, it has been suggested that bank size matters when analyzing such as large banks are less vulnerable and more resilient in cases of legal disruptions than other banks as higher political and legal insecurity impacts investment decision makers (Kouzez, 2022). Bank liquidity is affected by both internal regulations set by banks and national and international regulations. The strength of the legal system can have a complex effect on liquidity, as suggested by literature. as in the case of weaker regulations, the uncertainty might lead to decreased lending and investments by banks, as explained by Peng et al. (2025). The liquidity risk for a bank needs to be managed efficiently and minimised for smooth operations and stability of the financial system (Ruozi & Ferrari, 2012). Credit Risk (CR) is the risk that a borrower will fail to repay a loan or meet contractual obligations. In countries with weak legal regulation, the credit risk is high as the credit might not be able to recover its loan efficiently (Djankov et al., 2007). The inflation variable is calculated as the natural logarithm of average consumer index values, where the base value for the year 2000 is 100 across all nations. it has been included because studies suggest that bank performs better in periods of higher inflation. (ElKelish & Tucker, 2015)
Results And Discussion 
Table 1 shows the descriptive statistics, including the mean, SD, minimum and maximum value for each variable and the number of observations. The LR values have a scale from 0 to 10, with 0 zero being the weakest legal regulations and 10 being the strongest. Looking at the case in our dataset, we see that the average value for these five countries is 5.37, which suggests that the strength of the legal system is not exceptionally high. However, the highest value is 7.06 and the lowest is 4.21, highlighting a vast difference between the regulatory nature of institutions within these nations. BNKSZE, Liquidity and CR are bank-specific variables with unique values for each bank. The macroeconomic control variables, GDP and inflation, have also been included in the table. 
	Table 1: Descriptive Stats

	Variable
	Obs
	Mean
	Std. Dev.
	Min
	Max

	
	
	
	
	
	

	LR
	432
	5.371458
	0.824395
	4.21
	7.06

	BNKSZE
	432
	10.30306
	0.532401
	8.892087
	11.51105

	Liquidity
	432
	0.963601
	0.325228
	-0.36376
	3.116334

	CR
	322
	0.009895
	0.009626
	-0.00068
	0.06477

	GDP
	390
	3.83E+11
	2.79E+11
	6.49E+08
	1.11E+12

	Inf
	432
	1.622431
	1.984305
	-2.54032
	4.995276



The correlation matrix is important to understand whether the variables within the model affect each other and whether the model suffers from multicollinearity. Multicollinearity is not a significant concern because the correlation coefficients between the explanatory variables are often less than 0.50. A weak correlation between ROE and ROA (r=27) suggests that banks in the sample likely have varying debt levels, as some may rely heavily on borrowed funds, others on equity.
	Table 2 Correlation Matrix

	Variables
	ROAA
	ROAE
	Liquidity
	CR
	BNKSZE
	GDP
	Inf
	LR

	
	
	
	
	
	
	
	
	

	ROAA
	1
	
	
	
	
	
	
	

	ROAE
	0.2750*
	1
	
	
	
	
	
	

	Liquidity
	-0.0807
	0.0638
	1
	
	
	
	
	

	CR
	0.0811
	-0.1051
	-0.0486
	1
	
	
	
	

	BNKSZE
	0.1895*
	0.0916
	0.0869
	-0.3042*
	1
	
	
	

	GDP
	0.1505*
	0.0791
	0.0305
	-0.0813
	0.4118*
	1
	
	

	Inf
	-0.0458
	0.0402
	0.0147
	-0.1224
	0.0088
	0.0516
	1
	

	LR
	0.06
	-0.0036
	0.0221
	0.1289
	0.2133*
	0.3456*
	-0.1349*
	1



Table 3 displays the OLS regression results in the first two columns and the random effects model in the last two columns. As observed, although very small, a positive relationship exists between our dependent variables for bank performance and the primary independent variable, LR. This implies that as the legal institutions and regulations strengthen, bank performance also improves. This result can be validated by both financial theory and literature, such as the study of (Haselmann & Wachtel, 2010). For robustness, LR has been tested against both ROE and ROA so that the ability of the model to maintain its accuracy can be determined. The Hausman test indicates that the coefficient difference is not systematic since p = 0.151 > 0.05, so the random effects model is applicable.
Bank-specific control variables like bank size and liquidity have a significantly positive relationship with the dependent variables. However, we observe that Return on Equity has a negative relationship with credit risk, suggesting that as ROE increases, CR decreases, which is in line with financial theory (Saleh & Afifa, 2020). 
Table 3: The OLS regression results and the random effects model
	
	(1)
	(2)
	(3)
	(5)

	VARIABLES
	ROAE
	ROAA
	ROAE
	ROAA

	
	
	
	
	

	LR
	0.033
	0.0002
	0.007
	0.0002

	
	(0.027)
	(0.000)
	(0.190)
	(0.001)

	BNKSZE
	0.087
	0.006***
	0.150
	0.003***

	
	(0.053)
	(0.002)
	(0.110)
	(0.001)

	Liquidity
	0.279***
	-0.001
	0.180***
	0.003

	
	(0.093)
	(0.003)
	(0.138)
	(0.002)

	CR
	-1.773
	0.033
	-4.029
	0.109**

	
	(2.356)
	(0.043)
	(1.930)
	(0.049)

	Inf
	0.018*
	-0.000
	0.005
	-0.000

	
	(0.011)
	(0.000)
	(0.006)
	(0.000)

	GDP
	0.000
	-0.000
	0.000
	0.000**

	
	(0.000)
	(0.000)
	(0.000)
	(0.000)

	Constant
	-1.320**
	-0.050**
	-1.671**
	-0.025**

	
	(0.575)
	(0.021)
	(1.114)
	(0.012)

	
	
	
	
	

	Observations
	272
	272
	272
	272

	R-squared
	0.073
	0.077
	0.073
	0.077

	Number of Bankid
	41
	41
	41
	41


Standard errors in parentheses
*** p<0.01, ** p<0.05, * p<0.1

Conclusion
Any nation's Sustainable economic growth heavily relies on the strength of its financial system. For the financial system to function efficiently, it is imperative that the institutions complement the workings of banks and do not hinder the smooth operations of firms (Oto-Peralías & Romero-Ávila, 2017). The main objective of this paper was to understand the relationship between bank profitability and legal regulations in countries in the Middle Eastern economy, particularly looking at how property rights and the legal system affect the performance of the banks in the region. 
The Legal Origins Theory states that nations with more developed financial markets and more dynamic market economies have legal systems that offer greater protection to the interests of creditors and investors (usually common law nations) (Vo, 2025). The study yields similar results, showing how improving the legal system and property rights aids bank performance. 
Broadly, our study can contribute to policy decisions and discussions around reforms in the legal system, promoting transparency and accountability as well as the efficiency of the courts. The country's legal apparatus must have methods to control crimes and protect creditors' rights. In the future, this study can be scaled to draw comparisons between Islamic and traditional banking in the MENA region. The study can also include more banks for a more robust model. 
The limitations of this study include how the panel data analysis takes place over a period of 9 years, which can be elaborated to include a broader timeframe.
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