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CHAPTER ONE 

1 : INTRODUCTION

The importance of financial institutions in the economic 

growth of a developing economy has come under increasing 
scrutiny by economic planners and other policy makers in 
these countries. It could be argued that in a growing 
economy, an inadequate financial system may inhibit the 

growth process (through the saving-investment process). The 
role of domestic savings as a mean of financing investment in 
the process of economic development is well conceived in the 
theories of economic growth . Mobilizing of domestic 
financial resources , either to supplant or to supplement 
external financial assistance where it is available, has 
assumed a central role in development programming. Financial 
institutions are being increasingly utilized to channel such 
resources to economic sectors considered essential for a 
sustainable growth.

This study investigates the current argument in the 
financial development literature that a repressed financial 

system could retard economic growth. Financial repression is 
thought to lead to disintermediation, decline in investment 
and deceleration in real growth .

To the best of our knowledge, none of the existing studies 
has investigated the financial structure in Jordan within a 
financial repression framework. However,there exist some
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empirical works for the Jordaninan monetary sector as a 
result of Ph.D theses, but as mentioned ,none of them was 
designed for that purpose. In addition, it is worth noting 
that problems associated with the development of financial 
institutions in the developing countries, and particularly in 
the Arab World, have not figured prominently in theoretical 
economic analysis. Therefore, this study hopes to bridge this 

gap and to provide the reader with a better understanding of 
the structure and performance of the Jordanian financial 

system within an economic development context.

1.1: Purpose of the Study
The main objective of this study is to explore in detail 

the structure and operations of the financial institutions in 
Jordan. Moreover, special attention is directed to the 
following substantive issues:

a) To investigate the structure and performance of the 
Jordanian financial system and to show how well their 
operations have coincided with the development objectives of 
the country.

b) To examine empirically the relationship between real 
and monetary variables within an economic development 
framework. In other words, this part aims at examining the 
functional relationships between the financial variables 
(such as bank's credit , interest rates..etc) from one hand 
and between these variables and the real sectors ( such as 
investment,import and real income) from the other.

c) To derive the policy implications of the model (with 

the help of the simulation exercises), which could provide a 
useful information to the policy makers in Jordan.
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1.2: Scope and Methodology of the Study

1.2.1: Scope of the Study :
It could be argued that the money markets in most of LDCs

are characterized by their dual natures, and Jordan is not an 
exception. The unorganized money market caters to the needs 
of the predominant underdeveloped or agricultural sector, 
while the organized money market is confirmed to the 

developed urban or industrial sector. However, in contrast to 
what the " New Structuralists " argue, ( eg.Bruno,M;1979, 
Wijnbergen,V ; 1978,1983,1983a,1985) the unorganized money 
market is not significant as far as Jordan is concerned. 

According to our survey (see question 15 in Appendex 2) about 
1.2% of borrowers in Jordan are dealing with the curb 

markets. This volume is considered to be rather insignificant 
if compared with 50-70% for India (Park;1973 p.382) and some 
multiple of the funds provided in the official banking 
sysetem in some othe countries ( Shaw ;1973 p . 136). However, 
there is no link whatsoever between the two markets as far as 
Jordan is concerned. Because of the above reasons and due to 
the lack of data, only the organized sector will be dealt 
with in this study.

Also, the operations of the Islamic financial institutions
,insurance companies, and some other small institutions will

not be considered in this study. This is because most of 
these institutions are either newly created, or their 

financial role is still insignificant and difficult to be 
assessed.

1.2.2: Methodology of the Study :
The methodology adopted in this study is somewhat 

different from other previous theses. Three aspects of
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research are considered:

a) Theoretical aspect: This involves analyzing the
theoretical side of the relationship between financial 

development and real growth within an economic development 

context.
b) Empirical aspect: An econometric model is formulated 

and the above theoretical hypothesis will be empirically 

tested.
c) Field research aspect: This involves designing a 

questionnaire and interviewing a number of bank's managers 

and a sample of people who deal with financial institutions 
in Jordan (savers and borrowers). The statistical result of 
this survey is presented to supplement both theoreteical and 
empirical aspects mentioned above.

1.3: Organization of the Study
This study is divided into 3 parts and includes 10 

chapters and two appendixes. Following this introduction, 
chapter 2 investigates the structure of the Jordanian 
economy . It introduces the reader to the main features of

the Jordanian economy. For this purpose, different indicators
of economic growth ( real rate of growth of GNP,sectoral 
distribution of GDP and the Balance of Payments) are

highlighted. Chapter 3 reviews the literature on the
interaction between financial and real development 
Theoretical arguments that pertain to the contribution of 

financial institutions to growth and empirical investigation 
of this interaction are summarized. The summary includes the 
different views of the causal relationship between financial 
development and real growth.
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In part 2, chapter 4 turns to establish the historical 

experience of Jordan by examining the nature of the 
inheritance of colonial monetary experience and the resultant 
behavioural constraints and blockages that remained after 

political independence, and then assesses the actual monetary 
policy within an economic development context. In other 

words, this chapter will be devoted to establish the 
historical and operational experience of the Jordanian 

monetary system prior to and after the establishment of the 
Central Bank of Jordan in 1964.

Chapters 5 and 6 analyze the performance of the Commercial 
Banks and the Specialized Credit Institutions . Development 
in the banking system for the decade ending in 1984 are 
detailed. How well commercial banks have mobilized savings, 
whether they have allocated these savings according to 
development priorities, and whether they have reduced 
financial dualism in the country are dealt with in chapter 5. 
Also , this chapter intends to investigate the effectiveness 
of monetary actions (the actual interest rate structure and 
selective credit policies) in providing an adequate financial 
climate and in seeking policies and pursuing innovations 

capable of exercising vigorous influence over the banking 
system in Jordan, and directing its operations towards 

development.
In chapter 6, we intend to show the extent to which these 

specialized credit institutions have been successful in 

providing an adequate finance to "priority" sectors, such as 
agriculture and industry, which had difficulties in access to 

commercial banks facilities. Six specialized institutions are 
examined : The Agricultural Credit Corporation (ACC), the
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Jordan Co-Operative Organization (JCO), the Industrial 
Development Bank (IDB), the Housing Bank (HB) and the Cities 
& Village Develpment Bank (CVDB).

Having examined the financial institutions within
historical and structural frameworks, the next step is to 
present an empirical investigation where the above mentioned 
hypotheses are tested. This will be done in part 3.

In this part, chapter 7 will present an econometric 
investigation of the financial institutions in Jordan . An 

econometric model to examine the behavioural relationships in 
both monetary and real sectors is formulated in chapter 7, 

while the statistical result ( estimated by 2SLS technique ) 
is presented and analyzed in chapter 8.

In chapter 9, the validity of the model is tested ( by 
applying Chow and Farley-Hinich stability tests). The 
simulation exercises of the model are carried out and the 
policy simulation of the model is derived in this chapter.

The study is ended by a summary, conclusions and 
recommendations for future researchers and policy makers. 

This is presented in chapter 10.
Finally, for those who may have some reservations about 

the econometric approach to economic research, particularly 
developing countries, like Jordan, the statistical result of

our field survey presented in Appendex 2 at the end of
this study. It is hoped that the finding of this survey will 

support the statistical results of our econometric model and 
could provide some guidance for the policy makers in Jordan.

This survey was designed and executed during the author's visit to Jordan in summer 1985.
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CHAPTER TWO 
THE MAIN FEATURES OF THE JORDANIAN ECONOMY

2-1 : Introduction
The purpose of this chapter is to introduce the reader to 

the main features of the Jordanian economy. In this chapter 
we intend to investigate the structure and performance of 
the economy since 1963. Following this introduction, section 
2 will briefly examine the physical characteristics of 
Jordan. In section 3, the labour force and employment in
Jordan are examined. The other social indicators (such as

education, GNP per capita, medical care and the ratio of 
expectancy etc.) are highlighted in section 4. While the 
real growth of income is presented in section 5, the main 
sectoral distribution of GDP is examined in section 6. In 
section 7, the development planning experience is assessed.
Because of the specific role of finance (private and
public) in sustaining economic growth in Jordan, the sources 

of finance are examined in section 8. Finally, since the 
Jordanian economy is an open economy, the foreign sector is 

investigated in section 9.

2.2 : Location and Physical Characteristics
Early in the sixteenth century and up to the First World 

War, the area which ultimately became Jordan constituted the 
Syrian province of the Turkish Ottoman Empire. By 1918, when 

the Ottoman Empire was defeated. Great Britain assumed 
responsibility for the region. Present-day Jordan first 
emerged as a political entity in 1921, when the Arab Emirate
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of Transjordan was established on the East Bank of the 
Jordan River. In May 1923, Great Britain formalized their 
arrangement, recognizing Transjordan as an entity and an 
autonomous power. In 1946, the British mandate ended. After 

the 1948 war which resulted in the de facto partition of 
Palestine and the creation of Israel , the part of Palestine 
which was retained in the hands of the Arabs was
incorporated into the country. In April 1950, the re-named 

Hashmite Kingdom of Jordan was formed.
Jordan, a centrally located arab state, is bordered by 

Syria on the north, Iraq on the north-east, S.Arabia on the 
south and east, and Israel on the west.

The total area of Jordan is estimated at 95,399 square 
kilometers including the Dead Sea (557 sqkm). In 1967 the
West Bank was occupied by Israel with an area estimated at

5633 sqkm. the early fifties, the area cultivated in the
East Bank was roughly 550,000 to 600,000 hectares.
According to the 1953 census of agriculture, the total
cultivated area was 575,000 hectares, out of this total

about 43,000 hectares was irrigated.^among the field crops,
wheat and barley were the main rain-fed crops. Grapes,
Olives and Tobacco were the other principal crops.
Production was handicapped by the application of primitive

methods of cultivation, the inadequate transport system,
the absence of mechanization and the unavailability of

fertilizers.

^Jordan Department of Statistics.1979 census.Amman 1981
p . 1 .

2Sayigh, Yusif :"The Economic of the Arab World". Crom Helm,1978 p. 189.
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The population of Jordan was estimated at 375.000 in 

1947. According to the 1961 census (the last complete 
census), 47,2 % of the population or 805,000 persons,
resided in the West Bank. By the end of 1968 the number of 
East Bankers exclusive of those who entered after the 1967 

war (Arab-Israeli War) would have been about 1,170,000 
; adding the 300,000 postwar immigrants (1948 War) gives a 

total East Bank population of roughly 1,470,000 at the end

of 1968. Birth and death statistics in Jordan have never 
been very reliable. The most striking demographic finding
is the rapidly changing population size in the East Bank of
Jordan where the population has more than tripled in less
than twenty five years (from 900,000 in 1961 to 3.5 million

in 1 9 8 4 ) . to the forced immigration (from the West Bank 
to East) as a result of the Israeli occupation of Palestine 
in 1948 and 1967 the rate of growth reached 4.8% per year

at the beginning of 1980. This growth rate places Jordan 
amongst the fastest growing nations in the world.

The age structure of the Jordanian population is 
characterised by the continuing predominance of youth. The 
percentage of those under 15 years of age to total 
population increased from 45.4% in 1961 to 50.6% in 1981. 
Thus, the proportion of the working age group (15-65 years 
of age) has decreased from 50.7% in 1961 to 46.6% in 1979,

3Mazur,Michael : "Economic Growth and Development inJordan , Groom He1ml London , 1979 P .o?T
4 IMF , International Financial Statistics. 1985.
5Zaghal( Ali :"Social Changes in Jordan" , Department of Humanities and Social Sciences. Yarmouk University, Jordan, 
1983 P.2.
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a figure which is small compared to developed nations where 
it can be up to 65% of the total p o p u l a t i o n .  

population density has increased (in absolute numbers) from 
10 person per square kilometer in 1961 to 24 persons in
1980.7

2.3 : Labour Force and Employment:
The labour force grew by a little over 3.5 % per annum 

between 1970 and 1982, but retained a number of traditional 
characteristics throughout the period under study. The 
participation rate was low and the rate of labour 
force/total population did not exceed 19.5% in 1980. 

administration and defence continued to occupy about 40% of 
the labour force. There were some inter-sectoral shifts 
from low-productivity agriculture to high- productivity 
manufacturing, trade and construction. There is good 
evidence from annual surveys of establishments employing 
five persons or more that the quality of the labour force 
was improving rapidly (Mazur, p . 11) The number of

graduates in these establishment doubled between 1972 and 
1978. The share of government in graduate employment 
remained strikingly high at 81% towards the end of 1980: 
78% of the increase in graduate numbers went to government 

service where productivity was often low. The skill content

6 The decline in the proportion of males (15-65) in the total population is best explained by emigration into 
employment abroad.

Jordan Department of Statistics .o p .cit P . 19
Q
Roberts,John : "Jordan's Economic Growth in the 1970s : 

Policies for Responding to an External Stimulus"
Development Policy Review Vol.2 No.2 Nov.1984.
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of the labour force rose but was not self-evidently used to 
best advantage. The number of Jordanian emigrating also 

rose rapidly during the 1970s and the emigrants were the 
best qualified and most enterprising of their class.

As far as the employment statistics are concerned ,the 
result of the 1979 survey (no population census has been 

taken in Jordan since 1961) shows that the unemployment 
rate did not reach 7000 persons or 2.1% of total employment 

in 1975. This ratio was estimated at 4% in 1983 .^ Total 

employment was estimated to be about 347,000 by the end of 
1975 and 454.5 thousands by the end of 1982 (Table 2.1). 
The above table indicates a sharp decline in construction 
and agricultural employment in 1982 in favour of other 
sectors (such as trade, banking and services) . This could 
be related to the high wages offered by these sectors and 
the general economic recession which negatively affected 
some economic sectors (such as construction).

Labour markets remained tight but without excessive wage 
pressure. Unskilled wage rates remained fairly low. This 
could be related to the imported labour policy announced by 
the government in 1976. In 1981 foreigners numbered a 
quarter of the total labour force,being preponderantly 

semi-skilled or unskilled, and employed in construction, 
agriculture and services. It could be argued that (despite 
the social consequences) imported labour helped the growth 
process by avoiding labour bottlenecks and consequential 
wage inflation pressures.

It is worth noting that while the unemployment rate

9LLoyds Bank Group, Jordan. Economic Report. 1985. p.5.
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remained low,(at around 4 % in 1983) with the recession it 
has probably risen (estimated at about 8% in 1985). This 
has been reflected in a tightenning up of labour laws, 
banning the employment of non-Jordanian in clerical or 

administrative jobs. All foreign workers are now required 
to have a work permit.

Table (2.1):
Employment by the end of 1975 and 1982 (in 000s).

Sector persons in % persons in %
1975 1982

Agriculture 75 21 .2 45.5 9.9
Mining 5 1 .4 6 . 1 1 .3
Manufacturing 27 7.6 39.2 8.6
Construction 33 9.3 6.0 1 . 3
Transport&Electricity 20 5.7 37. 1 8 . 1
Wholesale&Retail 28 7 . 9 44.0 9.7
BankingScFinance 3 .85 11.4 2.5
Services :(Public Adm.
&Defence 155 43.8 211.7 46.6
Total Employment 347 98.0 454.5
Unemployment 7 2. 1 * *

* Data are not available.
Source :
1) For 1975 figures see: Jordanian Department of 

Statistics.1975 Census , Agriculture, Industry 
and Manpower.

2) For 1982 figures see: LLoyds Bank Group, 
Economic Report.o p . c it.. p.5.
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2.4 : Other Social Indicators

If we take educational efforts as an indicator of 

development , It could be argued that Jordan has a good 
record in education, with an adult literacy rate of 10%. 
However, school enrollment ratios are only a partial 
indicator of a country's investment in e d u c a t i o n . 10 

It is difficult to compare investment in education 
internationally because it is difficult to distinguish 
between current and capital expenditures. Mazur estimated 

the total 1961 Jordanian investment in education, including 
the cost of earnings foregone by secondary and university 
students at 7.5-9.5% of GNP compared with 10% for the U.S.A

and 9% for India. 1981 , 27% of the 20-24 year old
population was enrolled in higher education institutions. 
This compared with 20% in the U.K and 1% in Jordan in 1960 
(LLoyds Bank Report , p.15).

Sayigh used another indicator- the number of university 
students per million of population. This number reached 
8145 in 1974 for Jordan compared with 5900 for Egypt for 
the same period.

It could be argued that this extra educational effort 

affected the rapid growth of GDP in Jordan compared to 
other LD C s . Many educated Jordanian were employed outside 
Jordan, particularly in Arab-Oil producing countries and 
they have contributed to Jordan's economy through

remittances of earnings.
Growth in GNP per capita is another indicator to be

This ratio (enrollment) was estimated (by Mazur) at 7% 
1966 and at 30% in 1981 (by Zaghal) .

Mazur, O p .Ci t .. p.50
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mentioned here. It has declined to -26.18% in 1967 and 
-14.79 % in 1970 . This is related to the Arab-Israeli War
in 1967 and the civil war in 1970 which badly affected the 

Jordanian economy. In 1984, because of the world recession, 
the growth of per capita GNP has registered another 
negative rate (-3.44%) . However, During the whole period 
(1963-1984), the real growth rate for per capita GNP has 

averaged at 1.91% . The high rate of inflation which the
country has witnessed during the 1970s (19.4% in 1974) has 

influenced the modest growth rate of per capita GNP in

Jordan. Finally, the health care indicator deserve to be
mentioned here. In 1980, there were 1700 people per doctor 
compared with 5800 in 1960. The U.K figure for 1980 was 
about 650. In 1982, life expectancy at birth for men was 62
years and for women 65 years. In 1960, the figures was 46
and 48 years respectively.

2.5: The Growth of Real Income
Three periods need to be distinguished in the record of 

Jordanian growth. The first period dates from the 1950s to 
1966. It was a period of comparative tranquility in 

Jordan's turbulent political history. The average rate of 
growth over this period indicates the structure and 
performance of the economy under comparatively normal 
circumstances not distorted by wars, and other disturbance. 
The second period started from 1967 to the beginning of 
1975. This period witnessed two wars between the Arabs and

12JD denotes Jordanian Dinar which is equavalent to 2 Pounds Sterling or $ 2.8 (approximately).
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Israel (1967 and 1973) and the 1970 internal disturbance in 
Jordan. The 1967 war in the Middle East struck Jordan with 
a staggering host of problems. Most important was the 

Israeli occupation of the West Bank, an area especially 

important for agriculture and tourism and an inflow of 
about 300,000 persons from the West Bank and Gaza into the 
East Bank, increasing the East Bank's population by about 

a quarter in one year. Jordan's trade relations, especially 
the sale of phosphates (the main Jordanian natural resource 
endowment) to Turkey and Europe, were hindered by the 1967 
closure of the Suez Canal. The postwar rise of the 

Palestinian resistance movements led to Israeli shelling of 
the East Jordan Valley, including the East Ghor Canal 
irrigation area, the country's major development project.

Considering these circumstances, the period between 
1967-1974 produced a severe, but temporary , set back of 
the economy. The civil war in September 1970 and the 
Arab-Israeli War in 1973 caused damage to the economy and 
their activities were cut back sharply. Real growth of GNP 
registered a negative rate for the first time in the 
history of Jordan . The rate of growth dropped from 10.19% 

in 1965 to -23.56% in 1967. After a few years of economic 
recovery , the 1973 war resulted in a negative rates of 

growth of 1.68% and 3.13 % in 1973 and 1974 respectively 
(Table 2.2).

Finally ,a third period started in 1975. The Suez Canal 
reopened, facilitating trade with Europe and North America 
through the port of Aqaba (the only port in Jordan), and 

the civil war in Lebanon in 1976 made Jordan a refuge for 
both persons and capital, sparking off an unprecedented



-16-
land and construction boom. In 1979, "The Arab League 
Summit" was held at Baghdad which pledged annual budget
support of $1.25 bn for Jordan during the following ten

years. In 1980 and 1981 the Iran-Iraq war provided a 

further stimulus from Iraqi expenditure on imports from 
Jordan and use of transit facilities.

During this period (1975-84), real rate of growth (GNP) 
fluctuated between 20.22% in 1977 ,34.75% in 1976 and 

16.01% in 1980. In 1984, and for the first time in a 
decade, the real rate of growth for GNP declined to -.06%. 

In spite of the negative rates of growth in 5 years 
(67,70,73,74,84), the Jordanian GNP grew by an annual

average rate of almost 6.09 % (in real terms) for the whole
period (1963-84) .

Concerning the sectoral growth in GDP, it was estimated 
that during the period of 1971-1981, 47% of the GDP (factor 
cost) growth originated in commodity- producing sectors , 
42% in the private sector production of services and 11% in 
the production of government services. Of the commodity 
producing sectors, manufacturing contributed 46% of the 

increment in GDP, construction 34%, mining 14% electricity 
and water 4%. The contribution of agriculture was 
insignificant.^ ̂

13J.Robert , o p .cit p . 155.
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Table (2.2) :

Real Growth Rate for GNP and GNP Per capita 
(1963 - 1984) in million of JD

Index
*

G N P G N P
percapita

iGNP
growth

%Per capita 
growth

1963 49 .00 280 .86 187 .24
1964 50 .00 321 .20 188 .94 14 .36 0 .91
1965 51 ..00 353,.92 185 .30 10,. 19 -1 .,93
1966 52 .00 357 . 12 181 .28 0 .90 -2 . 17
1967 52..20 272,.99 133 .82 -23,.56 -26., 18
1968 54 . 10 307 .58 146 .47 12 .67 9 .45
1969 56,.30 350,.62 160 . 10 13.,99 9.,31
1970 59 .60 313 .76 136 .42 -10 .51 -14 .79
1971 62 .70 318,.02 133,.62 1 .,36 -2.,05
1972 67 .30 328 .38 133 .49 3 ,.26 -0,. 10
1973 74,.80 322,,86 127,. 11 -1 .,68 -4..78
1974 89 .30 312,.77 119 .38 -3,. 13 -6,.08
1975 100,.00 376,,00 139,.26 20.,22 16. 66
1976 111 .00 506,,67 182 .25 34,.75 30,.87
1977 127 .,00 519.,76 179,.85 2. 58 -1 .32
1978 137 ,.00 570,.07 191 .30 9 ,.68 6 ,.37
1979 156.,00 590.,58 191 ,.13 3. 60 -0. 09
1980 173,.00 685 ,. 14 218 .90 16,.01 14 ,,53
1981 193.,00 777. 72 240,.04 13. 51 9. 66
1982 207 ,.00 819 ,,03 243 .76 5 ,.31 1 ,,55
1983 215 ., 10 859..27 252,.73 4 .,91 3 .68
1984 220 .70 854,. 15 244 .04 -0 .60 -3 ,,44
Average 481 ,,79 117 .58 + 6,.09 + 1 ,,91

* Cost-of-Living-Index (1975=100) 
Source : Author's calculation.

2.6: Sectoral Distributibn of GDP
2.6.1: Agriculture: Growth, Structure and Performance:

The determination of the long-term growth trend in GDP 

is complicated by the extremely large year to year 
fluctuations occuring in agriculture as a result of 
variation in rainfall. The share of agriculture in GDP was 
significant during the first period (Table 2.3). The 
percentage share of agriculture in GDP increased from 22.9 
% in 1964 to 20.2 % in 1967. Due to the Arab-Israeli War in
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1967, the agriculture sector suffered a severe set-back 
following the loss of the West Bank in 1967. Since then the 
sector's share of GDP has registered a further fall from 
more than 14.4% in 1971 to around 7.7% in 1 9 8 3 . 

tried to compensate for the loss of the West Bank by 
developing the East Bank's relatively sparse resources and 
the Jordan Valley has become the main area of agricultural 

development.
In 1972 the government prepared the 1973-75 (Three Year 

Plan) for the rehabilitation and development of the Jordan 

Valley. In the following year it created the Jordan Valley 
Commision as an autonomous agency with overall 
responsibility for the development of the Jordan Valley. 
The 1973-75 plan for the Jordan Valley was to have begun 
development of the area on an integration basis (with other 
sectors such as housing,education ..etc). This plan was 
simply unrealistic ambitious and could not be implemented. 
Among the causes cited for the failure to implement the 
plan on schedule were the lack of experience, problem of 
finance and unexpected acceleration of worldwide inflation.

In 1975 the Jordan Valley commission issued a new 
development plan (1975-82), which was intended to triple 
the irrigation area in the region. The 1975-82 plan 
contained the uncompleted project of the 1973-75 plan, 

including the King Talal Dam of the Jordan River- much the 
most important of the side Wadi Dam projects. The area 

expected to be irrigated by water from the King Talal Dam 
equals roughly a sixth of the total of 36,000 hectares

14National West Minister Bank: Jordan.an economic report. London , October 1984.
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expected to be irrigated in the valley.

The major new project in the 1975-82 plan and the single 
biggest project in the history of Jordan Valley development 

was the "Magarin Dam" on the Yarmouk River. This project 
irrigates almost 15,000 hectares, or about 42% of the total 
irrigated area in the East Jordan Valley.

For the combined irrigation projects, in the plan, the 

commission estimated an internal rate of return of 12.4% ,a 
rate which appeared to be unrealistic. Of the total plan 

outlays, about 65% were allocated for irrigation projects. 
The other 35% went for transportation, utilities, social 

services, and housing- over 60% of which was for grant and 
loans to farmers for housing construction.

Perhaps the most serious challenge to the success of the 
plan was posed by its need for a doubling of the Jordan 
Valley population. Only about a quarter of the projected 
increase could come from natural growth of the valley 
population , the remainder must come from immigration. 
Achievement of the necessary migration was difficult in 
spite of the improvement of housing and social services in 
the valley.

Although economically important, the Jordan Valley 
represents less than 1% of the country's land surface. Of 

the remaining cultivable land, 90% relies solely on 
rainfall for water needs with the consequence that the 

pattern of production is extremely erratic. This is shown 
by the fluctuation in the share of this sector in the 

GDP.(Table 2.3).
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Table (2.3)
Share of Agriculture in GDP

(1964-1985 and in million of current JD)

Years Volume(current P) % of GDP

1964 34. 1 22.9
1965 34. 1 22.6
1966 27.6 16.2
1967 23.4 20.2
1968 16.2 10.4
1969 22.5 13.8
1970 15.6 8.9
1971 23.9 14.4
1972 26.6 12.5
1973 17.6 8. 1
1974 30.3 12.3
1975 26.0 9.3
1976 37.3 9.3
1977 41 .7 8.7
1978 58.6 10.2
1979 43.6 5.7
1980 64.9 6.5
1981 76.6 6.3
1982 83.8 6.2
1983 110.0 7.7
1984 95.8 6 . 4

* 1985 112.1 7.0

* Estimate.
Source: The Central Bank of Jordan.Monthly

Statistical Bulletins. Different issues.

As far as the agricultural credit is concerned, a common 

picture of agricultural credit in LDCs portrays the mass of 
small farmers as heavily burdened by debt to landlords, 

merchants, and rural moneylenders. In Jordan Valley and 
other regions in the Kingdom, it appears that most farms 

did little or no borrowing and that most of the borrowing 
which took place was mainly from government agencies, 

relatives, and very little from moneylenders.
The primary institutional sources of conventional 

agricultural credit are the Agricultural Credit Corporation
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ACC, the Cooperative Societies (CS) and the Commercial 
Banks. The (ACC) a semi-autonomous government agency, began 
operations in 1960. It raises funds from foreign aid 
donors, the government treasury, and the Central Bank of 
Jordan. Although legally permitted to accept deposits, it 
has not done so, on the ground that its low interest rate 

on loans would not cover the interest rate needed to 
attract depositors from commercial banks (the lending rate 

averaged between 4-6%). The sources of funds and the role 
of these specialized credit institutions in financing 

economic projects will be investigated in more detail 
later.

2.6.2 ; Industry:
Although industry has always accounted for a small share 

of total output, it remains more important for its 
potential than its past or current role in the economy . 
When Jordan was formed after the partition of Palestine, it 
was relatively less industrialized compared to other LDCs 
at a comparable level of income per head. By the late 1950s 
comparative political stability was established and major 
improvements in infrastructure, especially in the road 

network and Aqaba port, have been carried out.
The growth of output in mining and manufacturing 

accelerated to an average annual rate of over 15% during 
1959-66 - almost twice the growth rate of GDP at factor
cost during the same period. Most of Jordan's manufacturing 
output (64% in 1967) was for final consumption (31% went

into intermediate) . ̂ m a n u f a c t u r i n g ,  the industrial 
sector includes mining, which contributed 15% of industrial
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value added in 1965. Of the mining total, 56% was 
attributable to stone crushing and quarrying, the remainder 
to the mining of phosphate, the most important Jordanian 

endowment of basic resources and the only industrial export 
of much significance.

The next phase of the industrial sector followed the 
1967 war and the cut off from the West Bank market and 

resources. The tariffs policy imposed by Israel on West 
Bank imports from the East Bank plus the elimination of 

barriers to trade in manufactures between Israel and the 
West Bank both diverted West Bank purchases of manufactures 
away from the East Bank toward sources in Israel. The 
civil war which broke out in September 1970 halted 
virtually all industrial production for months, and some 
industrial establishments suffered physical damage. 
Manufactures began to recover in 1971, but there seems 
little doubt that most industrial firms were operating well 
below capacity around 1970-73.

Viewed as a whole, the period from 1967 to the beginning 
of 1972 must be considered one of lost time for industrial 
development in Jordan.

As internal and external political conditions returned 
to near normal in 1974, the growth of the industrial sector 
began to accelerate. Table (2.4) indicates the relative 

shares of mining and manufacturing sectors in GDP. In 1958 

the total value of the manufacturing sector was 7.9 JD 
million or 11.4% of GDP at factor cost. This ratio 
increased to 11.9% in 1967. In 1971, it declined to only

1 5 Jordanian Department of Statistics. The National Accounts. 1959-1966 p.85.
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9.9% (civil war) and then increased to 18.4% in 1980. The 
highest level was registered in 1981 when it reached 19.2%. 

It could be argued that after 1981 and due to the 
Iran-Iraqi war and the sharp decline in oil prices, the 

growth of the industrial sector began to decelerate. In 
1985 it was estimated at 12.2 compared to 19.2% and 15.8% 

in 1981 and 1982 respectively.

Table(2.4):

Relative Share of Manufacturing & Mining in GDP 
(1958-1985 ) in million of current JD

Years G D P (fact.cost) share of manuf. 
in JD million

in %

1958 69.1 7.9 11.4
1964 135.5 12.3 9.8
1965 151 .0 16.2 10.7
1966 149.6 17.3 11.6
1967 115.6 13.8 11.9
1969 162.5 18.8 11.6
1970 154.7 15.9 10.3
1971 166.0 16.4 9.9
1972 182.8 19.8 10.8
1973 188.9 21 .2 11.2
1974 244.3 41 .3 16.9
1975 269.4 46.8 17.4
1976 344.7 57.6 16.7
1977 450.9 78. 1 17.3
1978 563.6 94.3 16.7
1979 682 .8 121 .6 17.8
1980 907.3 167.1 18.4
1981 1083.1 208.3 19.2
1982 1171.6 184.9 15.8
1983 1285.2 161.1 12.5
1984 1283.7 166.4 13.0
1985* 1358.6 166.4 12.2

* Estimates.
Sources :

(1) : For the years 1958, 1964 see Sayigh, OP,cit., p
(2) : For the years after 1964 see: The Central Bank

of Jordan. Annual Reports, different issues.
194
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Concerning the investment and import policies, until the 

early 1970s, the licensing of new industrial investments 

was commonly used to restrict the number of enterprise 
established. Around 1971-72 the government began to approve 

nearly all licence applications without regarding the 
number of firms currently in existence. Since then 

investment in "saturated" sectors has been discouraged only 
by granting less generous tax incentives under the 
"Encouragement of Investment Law". Licences generally have 
been granted to small investment projects within a day and 

to large projects within two weeks.
Under Jordan's Encouragement Law potential investors in 

industry could apply to the government for tax exemption. 
If the project was granted the status of "Approved Economic 
Project", it was exempted from custom duties and all other 
charges of imported fixed assets, from income and social 
services tax on profits for a temporary period, and from 
building and land taxes for a permanent period.

Finally, as far as industrial financing is concerned , 
the Jordan government holds shares in industrial 
enterprises, hotels, transport and semi-public institutions 
such as the Housing Bank and the Industrial Development 

Bank. In the industrial sector its shareholdings range from 
a small minority share to nearly total ownership (eg.The 

Royal Jordanian Airline). The strongest justification for a 
policy of government equity participation is based on the 
infant industry argument.

As a main source of industrial financing , Jordan's 
semi-public industrial lending institution, the Industrial 
Development Bank (IDB) was established in 1965. The (IDB)
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is authorised to supply both debt and equity capital to 
firms in both industry and tourism. In early 1975 the 

"Small Industries and Handicrafts Loan Fund" was 
established within the IDB to make small loans with a 

minimum of administrative formality.16^^^ primary function 

of the (IDB) is to provide medium-term loans to medium 
sized industry. It supplements the commercial banks , which 
lend to industry primarily on shorter terms. The sources 
and uses of funds for this institution will be analyzed in 
more details at a later stage of this study.

2.6.3: Services ;
It is difficult to distinguish between civil and 

military services in the sectoral share of GDP. Compared 
with other economies at a similar level of development , 
Jordan's economic structure is unusual. An exceptionally 
large proportion of economic activity is in the services 
sector. The lack of basic resources means that the 
structure of the Jordanian economy is dominated by service 
industries which account for more that 60% of GDP in 
19 84 17Retailing and hotels contribute some 18%, government 
services a further 18%, the financial sector 13% and 
transport and communication 11% . In contrast,
manufacturing , mining and quarrying together account for 

less that 20%.^®xhe causes of Jordan's concentration in

1 6 The maximum amount is JD 2000 and the maximum term is 10 years. Eligible firms are those employing five persons or 
less and producing manually or with simple tools and 
machines.

^^ Service industries accounted for 63% of GDP in 1968, 69% 
in 1970 and 1972, 67% in 1975 , 62% in 1978, and 60% in
1984.
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services are best sought in events occuring during and 
following the partition of Palestine (maintaining a large 
number of security forces) .

2.7: Development Planning in Jordan
It is important to know not only the sectoral

contribution to GDP, but also the expected role of each 
sector in the development process of the country. This will 
be done by examining Jordan's national plans since the 
early sixties.

The first official development plan for Jordan was the 
Five Year Plan for 1962-67 issued by the Jordan Development 
Board (JDB). This plan was abondoned and replaced by the

S e v e n  Y e a r  P l a n  f o r  1 9 6 4 - 7 0 . I ^ ^ ^ c o r d i n g  t o  t h i s  p l a n ,  g r o s s

domestic investment was to rise sharply from 13.8% of GNP 
in 1964 to 25.3% in 1967, after which it would decline 
gradually to 18.7% in 1970. This pattern was primarily due 
to schedule investment in the Yarmouk Irrigation Project.

The Seven Year Plan projected a striking rise in gross 
domestic saving from virtually zero in 1964 to about 15% of 
GNP in 1970. According to the plan, gross private saving 

was to increase from 11% of disposable income in 1964 to 
19.7% in 1970. The plan was overestimated and the result 

showed a discrepancy accounting for about 35% of total 
private saving over the 1964-1970 period as a whole.

18National Westminister Bank, Jordan, o p .cit.. p.5.
19 This plan (1962-67) was limited to proposals forgovernment investment projects and fiscal and
administrative reforms, without much attempt to design an
overall strategy or to make aggregative projections for the
economy as a whole. Due to the lack of finance (mainly from
the U.S.A) , the plan was abandoned .
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In conclusion, the Seven Year Plan appeared to have been 

somewhat unrealistic in its aggregative projections. The 
projections of private consumption , saving and investment 

were highly implausible. In effect, this plan was 
fundamentally a long-term government investment budget, of 

which its aggregative economic projections were not an 

integral part.
For almost five years after the 1967 Middle East war, 

economic development policy was not carried out in a 

systematic manner. This period was affected by the enormous 
uncertainties about the Middle East settlement, return of 
the West Bank, and the civil war which started in 1969.

In 1973, the third Five Year Plan was launched. The plan 
projected an average annual growth in GDP at factor cost of 
8%, with the most rapid growth to be in the sector of 
electricity and water, mining and manufacturing , and

c o n s t r u c t i o n . changes occured during 1973-75 that 
could not have been forseen when the plan was drawn up: the 
oil price revolution, acceleration of world inflation , a 
great increase in aid available to Jordan, enhanced 
employment prospects for Jordanians abroad, and a boom in 
world phosphate prices.

A variety of circumstances contributed to the failure of 
the Three Year Plan to be fully realized. In part the plan 

was overambitious , failing to allow sufficient time for 
project formulation and preparation. The 1973 Middle East 

war, delays in receiving equipment ,cost inflation due to 
worldwide and regional influences, shortage of trained

20The National Planning Council.Three Year Development 
Plan. (1973-1975) , 1973 p.24.
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manpower attracted by employment opportunities in newly 
enriched oil-producing countries of the region - all were 
unpredictable elements outside Jordan's control 
contributing to delays.-^hd cost overruns in planned 

projects. Another Five Year Plan for 1976-80 was prepared 
in 1975. The following table indicates the sectoral pattern 

of East Bank growth and investment projected for the plan 
period (in constant-price ).

Table(2.5):

Sectoral Projection of the FYP (1976-80)

Sectors average
growth

annual
rate

%share in %share in 
total growth tot.inves.

gross 
I COR*

Agriculture 7 . % 
Manufacturing 26.2 
Water,Electricity 17.1 
Transport,Communie. 10.6 
Trade 7 .2 
Dwellings 12.0

of GDP 5.5 of GDP 14.7 
45.4 30.0
2.8 8.9
7.8 18.3 
10.6 .5
6.0 10.8

9 . 3 
2.3 
11.3 
8.2 
.2 

2.7

Total 11.9 100 100 3.5

* Incremental Capital Output Ratio.
Source: The National Planning Council, Five Year 

Plan (1976-80) , PP:109, 122, 292, 681.

From the previous table it is evident that the 

manufacturing sector is the key to the rapid growth. This 
is evidenced by the higher percentage share in total 
investments and higher share in total growth.

The fourth Five Year Plan (1981-85), with projected 
expenditures set at JD 3.3 billion, was designed to 
continue the broadening of the economic base and to give 

more emphasis than its predecessors to infrastructural 
development and social welfare. Within the plan, JD 59
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million (23%) of total investment expenditure was allocated 
to mining and manufacturing ,which were originally 
projected to grow at an annual average rate of 17.8% over 

the period.
The planner projected an 11% rate of growth as a target 

under the current FYP. Growth has slowed down considerably 
in recent years, however, and was running at around 4% a 
year, well below the target rate of growth. 

actual GNP figures indicate 5.3% growth in 1982, compared 
with the plan target of 10.8%. This decceleration stemmmed 
primarily from stagnation in foreign aid and the 
remittances of Jordanian working abroad.

Finally, the new 1986-90 Development Plan is currently 

in its final stage. Although the Ministry of Planning has 
yet to publish the final text of the new plan, its basic 
features are now well established. During the next five 
years , Jordan will promote more modest and realistic 
goals. The real annual average growth target is anticipated 
to be set much lower than in the previous plan, at about 

5%, more in line with Jordan's present development 
capacity. Given Jordan's limited resources base, services 
will continue to dominate the economy, falling to 61.3% of 
GDP (from 63.6%) over the five year planning period . 
However, mining ,agriculture and industry are expected to 

grow at annual rates of roughly 10%, 8% and 7%
respectively. The new plan expects to create about 97,000 
job opportunities in all sectors by 1990.

The hallmark of the plan will be the new scope it will

21National Wenstminister Bank.o p .c i t .. p.3.
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offer to the private sector. The plan is expected to 
emphasize private sector participation with particular 
importance being placed on the development of small 

businesses.

2.8: Sources of Finance (Public and Private)
Having examined the development programmes as 

articulated through the national plans, it is necessary to 
discuss the sources of finance for these programmes. This 

will also highlight the issue of public finance in Jordan. 
Economic objectives as they are shown through development 

programmes will be linked with the financial system in the 
following chapters. This interaction will allow us to 
assess the role given to the financial system in Jordan and 
the extent to which this system has been successful in 
fulfilling these objectives within an economic development 
context.

As far as the share of using sectors in Gross Fixed 
Capital Formation (GFCF) is concerned ,the following table 

shows the contribution of private and government sectors in 
(GFCF) for the different sectors of the economy:
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Table (2.6) :
Share of Using Sectors in Gross Fixed Capital Formation

(1973 - 1975)
Sector %Private Sector % Government Total

Agriculture 2.2 7.9 10.0%
Industry&Electricity 14.4 5.2 19.7
Tourism 2.2 .4 2.6
Transport,Communie. 11.8 16.2 28.0
Housing 20.5 1 .3 21 .8
Others 4.4 13.6 17.9
Total 55.5 44.5 100.0

Source: National Planning Council. F Y P . (1973-75) p.35.

It is evident from the above table that about 45% of 
total investment originated from the government.

To highlight the trend in public finance in Jordan, 
Table 2.7 is constructed. On the expenditure side, the 
above table indicates that the ratio of current 
expenditures to total expenditures remained high during the 
whole period. In 1964 , this ratio reached 78.9% , then
declined to 61.3% in 1975 and finally exceeded 70% in 1985.

With regard to government revenues, the above table 
shows that total revenues increased from JD 46.2 million in 
1964 to 68.2 million in 1970 and 103.2 million in 1973. 

After 1973, government revenues reached 199.4 million in 

1975, 507 million in 1980 and finally reached 640.9 million 
in 1985,

Finally,it is worth mentioning that foreign aid 
represented the main source of finance for government 
deficit. With respect to foreign receipts of central 
government , they amounted to JD 112.6 million in 1984, 
compared with JD 289.3 million in 1981, 247,9 million in
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1979, 180,8 million in 1977 and 37,90 million in 1970.
However, and as expected, government foreign revenues 

started to decline after 1982. This is due to the 
considerable reduction in foreign aid to Jordan (as a 
result of the sharp decline in oil prices). While foreign 
receipts accounted for 48.5% of total government revenues
in 1964, 55.6% in 1970 and 55.4% in 1980, this rat]

declined to only 21. 4%. in 1984.
T a b l e ( 2 . 7 ) :

S u m m a r y  of C e n t r a l  G o v e r n m e n t  B u d g e t
( 19 6 4 - 1 9 8 5 ) in J 0 m i l l i o n

R e v e n u e s E x p e n d i t u res

O o m e s t i c  F o r e i g n T o t a l C u r r e n t  C a p i t a l  T o t a l

196 4 2 3.8 2 2.4 4 6 . 2 3 4.4 9 . 2 4 3 . 6
1 9 6 5 2 6 . 7 1 7 . 9 4 4 . 6 3 5 . 8 1 1 . 2 4 7 . 0
1 9 6 6 2 3.3 12.1 3 5 . 4 2 8.3 1 0 . 3 3 8 . 6
19 67 2 5 . 5 4 4.9 7 0.4 4 4.6 2 3.5 6 8.1
1 9 6 8 2 6 . 3 4 5 . 6 7 1.9 5 7.2 2 3.3 8 0 . 5
19 6 9 3 2 . 5 4 3.8 7 6.3 6 5 . 2 2 3 . 2 8 8 . 4
19 7 0 3 0 . 3 3 7.9 6 8 . 2 5 9 . 0 2 1.7 8 0.7
197 1 3 5 . 7 4 2.5 7 8.2 6 0 . 7 2 2.4 8 3.1
19 7 2 4 2 . 5 5 3.1 9 5 . 6 7 0 . 5 3 1.0 10 1.4
19 7 3 4 6 . 2 5 7 . 0 10 3.2 7 8.6 4 0 . 9 1 1 9 . 5
19 7 4 6 5 . 7 7 4.2 13 9.9 1 0 3 . 6 4 3 . 0 1 4 6 . 6
19 7 5 8 2.6 1 1 6 . 8 1 9 9 . 4 1 2 5 . 7 7 9 . 2 2 0 4 . 9
19 76 1 0 7 . 6 8 6.1 1 9 3 . 7 1 8 5 . 9 7 6 . 6 262 .5
19 7 7 1 4 2 . 2 18 0.8 3 2 3 . 0 1 9 5 . 6 1 4 2 . 2 3 3 7 . 8
19 7 8 15 8.5 17 2.4 3 3 0.9 2 1 2 . 9 14 8.6 3 6 1 . 5
19 7 9 1 8 7 . 9 2 4 7 . 9 4 3 5 . 8 3 2 1.3 1 9 4 . 3 5 1 5 . 7
1 9 8 0 2 2 6 . 1 2 8 0 . 9 5 0 7 . 0 3 3 6.0 2 2 7.1 5 6 3 . 1
19 8 1 3 0 9 . 2 2 8 9 .3 5 9 8 . 5 3 9 1 . 5 2 5 5  .6 6 4 7  .1
19 8 2 3 6 0 . 2 2 4 6 . 6 6 0 6 . 6 43 3.8 2 5 0 . 6 6 5 6 . 3
1 9 8 3 3 9 0.0 2 3 3 . 5 6 2 9 . 5 4 4 8 . 9 2 6 1 . 7 7 1 7 . 6
19 8 4 4 1 2 . 9 1 1 2 . 6 5 2 5 . 5 4 8 5 . 2 2 0 1.3 6 8 6 . 5
1 9 8 5 4 3 4 . 5 2 0 6 . 4 6 4 0 . 9 5 4 1 . 9 2 2 6 . 9 7 6 8 .9

S o u r ce: 1 ) The C e n t r a 1 B a n k  of 3 0 r d a n , Y e a r l v  S t a t i s t i c a l
S e r i e s .  N o .2 0 .19 8 4 p .36.

2 ) The C e n t r a 1 B a n k  of J 0 r d a n , M o n t h l v  S t a t i s t i c a l
B u l l e t i n . V o l . 22 N o . 6 1 J u n e ,19 8 6, p . 40 and
a u t h o r  s c a I c u l a t i o n .
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2.9: The International Sector
Jordanian international trade and balance of payments 

statistics do not include transactions occuring between the 
East Bank and the Arab territories occupied by Israel as a 

result of the 1967 war. Trade barriers between Israel and 
the occupied teritories were eliminated while Israel's high 

protective tariff rates were applied to imports of the 
occupied teritories from the rest of the world, including 

the East Bank. Both measures diverted the trade of the 
occupied territories away from the East Bank toward Israel. 

By the end of 1975 ,19% of the imports of the occupied
territories were from Israel.

As far as the balance of payments is concerned, Jordan 
depends largely on imports to satisfy its consumption and 

investment demand . In fact, Jordan's balance of payments 
is characterised by a chronic trade deficit that dates back 
to the early fifties. Table (2.8) shows that during the 
period 1963-84, the balance of payments (trade account) has 

registered a chronic deficit. While this deficit did not 
exceed JD 41.24 million in 1963, it reached 117.1 million 
in 1974, 596 million in 1980, 956.9 and 943.2 million in
1982 and 1983 respectively.

While the ratio of exports/GDP did not exceed 9.4% , the 
imports/GDP ratio reached 58.63% for the entire period 
(Table 2.8). It is worth mentioning that exports are mainly 
phosphate and some vegetables. The commodity composition of 

imports underwent some changes during the period in 
request. The share of capital goods and raw materials 
represented 44% of total imports in 1964, then increased to 
60% in 1975 and finally reached 68% in 1983.
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Table (2.8)
Evolution of Foreign Trade Sector 

in JD million (1963-84)
Import Export BOP Imp/GDP Exp/GDP

1963 47 .80 6 .56 -41 .24 37 .03 5 .08
1964 50 .30 7,.00 -43 .30 33,.76 4 .00
1965 56 .00 7 .70 -48 .30 33 .41 4 .59
1966 68,.20 8,.70 -59 .50 40,.00 5,. 10
1967 55 .00 10 .00 -45 .00 41 ,.92 7 . 62
1968 57,.50 12,.20 -45 .30 36,.84 7 ,.82
1969 67 .70 11 ,.90 -55 .80 36..91 6 .49
1970 65,.90 9 ,, 30 -56 .60 37..79 5 ,.33
1971 76 . 60 8 .80 -67 .80 41 ,. 14 4 .73
1972 95,.30 12,.60 -82 .70 45.,99 6 ,,08
1973 108 .20 14,.00 -94 .20 49,.56 6 ,.41
1974 156,.50 39 ,.40 -117,, 10 63.,28 15,,93
1975 234 .00 40 . 10 -193 .90 74,,98 12 .85
1976 339,.50 49 ,.50 -290,.00 80.,53 11 ,,74
1977 454 .40 60,.20 -394 .20 88,,37 1 1 ,.71
1978 458,.80 64,. 10 -394,.70 72. 57 10,. 14
1979 589 .50 82,.50 -507 ,.00 78,,29 10,.96
1980 716.,00 120.,00 -596 .00 73., 14 12.,26
1981 1047 .50 169 ,,03 -878 .47 90,,61 14,. 62
1982 1142.,50 185. 60 -956,.90 86.,34 14.,03
1983 1103 .30 160,, 10 -943 ,.20 76.,97 11 ,, 17
1984 1071 ..30 261 .,00 -810,,30 70. 34 17 ., 14
Average 366.45 60.92 -305.52 58.63 9.39

* BOP : Balance of payments (exports-imports).
Source : The Central Bank of Jordan. Annual Reports and 

author's calculation.

As far as the geographical distribution of external 
trade is concerned, the EEC were the main suppliers and 

provided about 30% of imports. Arab countries (21%) , 
Socialist countries (7%) . A s  for domestic exports, Arab 

countries ranked first and took 48.5% of total exports. 
Socialist countries came second (5.1%).

It is worth noting that this trade deficit was partly 
offset by an increasing surplus in the balance of services 
(largely remittances of Jordanian working abroad and 
tourism, and from other foreign resources (mainly aid ) .
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Between 1963-84, capital inflow (mainly aid and 
remittances) represented about 45% of GDP. Total capital 
inflow has also exceeded the balance of payments deficit in 
7 years and averaged to 95% in the same period (Table 2.9).

Table (2.9):
The Relative Importance of Foreign Inflow 

(1963-1984) in JD million
Aid * 
(1)

Rem.
(2)

(1+2)/BOP (1+2)/GDP

1963 22.50 8.52 75.22 24.03
1964 28.25 11.60 92.03 26.74
1965 41 .63 12.90 112.90 32.54
1966 46.52 15.20 103.73 36 . 20
1967 51 .58 11.30 139.73 47.93
1968 53.10 10.30 139.96 40.61
1969 45.80 14.00 107.17 32.61
1970 39. 10 12.60 91 .34 29.64
1971 35.50 13.20 71 .83 26. 15
1972 65.96 13.80 96.44 38 . 49
1973 61 . 10 23.20 89 . 49 38.62
1974 84.40 32.00 99 . 40 47.07
1975 138.00 63.90 104.13 64.69
1976 122.00 140.80 90.62 62 . 33
1977 167.00 145.90 79.38 60.85
1978 102.00 148.80 63.54 39.67
1979 318. 10 168.30 95.94 64.59
1980 390.00 206.30 100.05 60.91
1981 416.30 344.90 86.65 65.84
1982 350.00 372.20 75.47 54.58
1983 295.00 414.80 75.25 49.52
1984 285.00 362. 10 79.86 42.49

Average 149.35 120.86 95.00 45.81

* Includes government budget supports and aid to other 
organizations.
Rem: denotes net remittances and BOP denotes the 
balance of payments (exports-imports; and negative 
during the whole period).

Source: The Central Bank of Jordan. Annual Reports 
and author's calculation.
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As far as the trend in remittances is concerned, the 

above table shows that total remittances , as officially 
recorded, increased more than 50-fold during the period in 
question. The growth of the volume of remittances is 
overwhelming especially during the period between 1979 and 

1982. A primary cause of the rapid growth in remittances 
were the increases in employment and earnings of Jordanian 

workers in the oil-producing countries after the oil-price 
revolution of 1973. Remittances volume was rather low 
during the early sixties (JD 5-9 million), but later 
increased slightly only to fall substantially after the 
1967 (from 15.2 JD million in 1966 to 10.3 million in 
1968). The main reason behind the increasing importance of 
remittances and the rapid growth in their transfers is that 
after 1973 (oil boom), the Jordanian labour was highly 
demanded in the Arab Gulf markets. This resulted in a mass 
emigration of skilled and semi-skilled labour to those 
countries and the transfer of a considerable amount of 
remittances to families in Jordan. Official statistics 

record only remittances passing through the banking system, 
but a large fraction perhaps the greatest part of 
remittances passes through private money changers.

However, Jordan's remittances has declined after 1982 

(due to the sharp decline in oil prices). In 1985, worker's 
remittances (net) was estimated at JD 310 million compared 

to 414.8 and 362.1 million in 1983 and 1984 

r e s p e c t i v e l y . the second source of capital

22For more details see: Saket,B ; Economic Uses of 
Remittances % The Case of Jordan" Paper presented to the 
seminar organized by the University of Jordan, Yarmouk 
University and Oxford University, Amman, 12-15 March, 1983.
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inflow (aid), Table 2.9 shows the trend during the period 
1963-1984. During this period , total foreign aid received 
by Jordan has increased by more than 19 folds. Prior to 
1967, most of Jordanian's foreign aid receipts came mainly 

from the United States and the U.K in the form of "Budget 
Support" . Between 1967-84, aid received from Arab oil 

countries represented about 72.4% of total aid received by 

Jordan. The rest came from other countries and 
international organizations .

Finally,there is no need to emphasise that foreign aid 

may be an undependable source of resources for Jordan. For 
political reasons, donors sources may abruptly decrease the 
amount of aid or may even completely cut off aid. This, in 
fact, has been the experience of Jordan. In the year 1971 
Kuwait suspended aid flows to Jordan and Libya cutt off aid 
altogether . This had adverse consequence for the growth of 
investment and consumer expenditures resulting in a 
substantial decline in the growth rate of GNP (see Table 

2.2) .
Furthermore, most of the Arab countries, which have been 

important donors of aid to Jordan, have experienced a 

substantial decline in their oil revenues in recent years, 
some have even experienced deficits in their domestic 
budgets (Arab Emirates in 1984 budget). The prospect for 
increased aid from these sources, therefore, are not 
sanguine. All this underscores the imperative need for 
Jordan to mobilize the resources needed for development 
from domestic sources. Also she needs to utilize private 
remittances from abroad much more effectively.
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In sum, Jordan needs to seek ways and means of both 

augmenting domestic resources and utilizing the available 
resources more effectively.

Indeed, the national economic plans of Jordan have all 

along recognized the need to augment domestic resources for 
purpose of development . Needless to say financial
institutions should play a major role in both mobilizing
and allocating resources. This is why we think that this
sector (financial) deserves to be assessed more carefully.
This will be done in the following chapters.
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chapter THREE 
3: FINANCIAL INSTITUTIONS AND ECONOMIC DEVELOPMENT :

A Review of Literature 
3.1: INTRODUCTION

In chapter (2) we highlighted the main features of the 
economy and concluded that Jordan should rely on 

domestic resources to finance its economic development. 
Therefore, the financial system should play a major role in 

mobilising domestic savings and allocating these resources 
in productive channels.

This chapter reviews the literature on the role of 
financial institutions in the real growth of developing 

economies. The major concern of this introductory survey is 
to lay the foundation for exploring the relation between 
both financial and real variables in an economic development 
context.

Implicit in this study is the assumption that the 
financial system can contribute significantly to economic 
development. Not everyone will accept this assumption 
without question. Views on the role of financial 
institutions in development are different. On the one hand, 
there are economists who insist that financial institutions 

are only one among several institutional techniques 
available to a country to promote its economic growth 

(Gurley,1967). Others hold the view that financial 
institutions are not only a necessary but also a sufficient 

basis for growth (Cameron,1967 ; Adelman and
Morris,1968..etc). In between lie moderates who assign 
varying degree of importance to financial institutions in
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the process of economic development (McKinnon,1973 ; 

Shaw,1973) . In the following sections, these different
schools will be examined. Historical interpretations of 
developed and developing countries will be discussed in 
section 2 and empirical evidence on the relationship between 
financial development and real growth will be presented in 

section 3. Section 4 will be devoted to examine the 
relationship between the growth of banking and economic 
development where alternative hypothesis are reviewed. 
Finally, having agreed that financial institutions do

mobilize domestic savings and allocate these resources in 
productive channels, the role of financial intermediations 

in the saving-investment process will be investigated in 
section 6.

3.2: Financial Structure and Economic Development;
3.2.1; Historical Interpretation :

Schumpeter was probably the first modern economist to 
study the relationship of financial intermediaton with

d e v e l o p m e n t . r e g a r d e d  banks , along with
entrepreneurship, as the two key agents of development . He 
attached a special importance to money capital and credit in 
fostering entrepreneurial activity.

"By credit, entrepreneures are given access to the 
social stream of goods before they have acquired the 
normal claims to it. It temporarly substitutes , as it 
were, fiction of this claim for the claim itself. 
Granting credit in this sense operates as an order on 
the economic system to accommodate itself to the purpose 
of the entrepreneurs , as an order on the goods which he 
needs.'

1Schumpeter, J.A. : "The Theory of Economic Development Cambridge, Mass:Harvard University Press, 1949 T
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Schumpeter acknowledges that granting of credit to the

entrepreneurial class in the short run might be
inflationary, but argues that in the long run, due to the
application of credit to the productive process, the
"equivalence between the money and commodity streams is more

than restored, the credit inflation more than eliminated,

the effect on prices more than compensated".^ Schumpeter

however, did not evaluate the methods and process of
financial development , he simply took the existence of
banks with ability to create purchasing power as given.
Schumpeter's view is corroborated by some current studies
not restricted to the early history of capitalist
development . Among them is Cameron who states :

"The way in which the financial institutions
perform the functions of intermediation,money 
supply process and the provision of entrepreneurial 
guidance determine the degree of success of the
development effort .As intermediaries , they may
vigorously seek out and attract reservoirs of
domestic savings which could be allocated to 
entrepreneurs for investment in projects with a 
high rate of social return or they may listlessly 
exploit their quasi-monopolistic position and 
fritter away investment possibilities with 
unproductive loans.

On the other hand, the negative view of the contribution
of financial institutions to developing economies is 
particularly associated with the studies of Gurley.

2jibid.. P . 107. 
Ibid.. P . 110.

4Cameron ,R. : "Banking in the Earlv Stage of Industrial
ization ", London , Oxford University Press, 1967 p.5
5Gurley, John :" Financial Structure in Developing
Developing Economies" in Fiscal and Monetary Problems in
Developing States.e d . D.Kriving (New York), Praegor,1967.
Also see; John Gurley; Review of Banking in the Early Stage
of Industrialization, ed. R.Cameron ; American Economic 
Review , No.4 Sep,1967. p.950.
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explicitly states his scepticism about the prominence 
attached to financial development as separate from the other 

institutional choices a country makes to advance growth. 
His view is based on the fact that financial institutions 

are only one among several other institutional techniques 
which a country may adopt to influence real growth. In 

addition to financial intermediation, there are also other 
substitutes for mobilizing and allocating resources for 
development such as central planning and fiscal policy (or 
tax-subsidy technique). Beside these domestically available 
alternatives, Gurley also considers transfers of foreign 
savings. As to rating these alternatives, he points out that 

the actual choice among them depends on the social costs and 
benefits of each. Gurley readily admits that he has not 
performed any systematic analysis of the cost and benefits 
of these alternatives for a country over time or for a group 
of countries. He does not consider any technique as best for 
all countries, or for any one country over its entire 
development path. He contends that such choices are subject 
to change as the balance of benefits and costs is altered 

over time.

3.2.2: The Statistical Evidence :
The relationship between the development of the 

financial sector and real growth was investigated by Adelman 
and Morris. They viewed the contribution of the financial 

institutions to economic development using data for 74 
developing countries. They have evaluated the relative 

impact of 39 socio-economic and political variables on the 

capacity of these nations to d e v e l o p . p u r e l y
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economic variables explored, they found that the level of 
financial institutions's development to be the best 
indicator of a country's development potential. They used 
discriminant analysis to classify the total sample according 

to a country's capacity for successful growth. Among all the 
variables, the degree of improvement in financial 
institutions was said to be statistically most significant.

In their representation of the role of financial 
institutions, they were mainly concerned with the increase 
in saving through the banking system and the volume of 

lending by banks to agriculture and industry . Adelman and 
Morris have offered the development of financial 
institutions as one of the most relevant variable for the 
growth of developing countries.

The findings of Goldsmith's study support what Morris 
and Adelman concluded from their statistical evidence. The 
monumental study by Goldsmith has demonstrated the 
relationship between financial structure and economic 

development (without , however, resolving the causality

controversy).7%% a study of financial structure and 
development for 35 countries, developed as well as 
developing , he quantifies the association between the 
financial superstructure and real infrastructure. Goldsmith 
constructed a ratio of the stock of all financial assets in 
the economy on a given date to the stock of all tangible

6Adelman Irma and Morriç C :" An Econometric Model for Socio-Economic and Political Change in Underdeveloped
Countries "American Economic Review. 58,No.5, 1968. p . 1188.

Goldsmith Raymond : 2 Financial Structure and Development. *' New Haven , Yale University Press") 1969 p. 93 T
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assets or wealth in the economy (excluding human wealth) on 

the same date, called the Financial Interrelation Ratio 
(FIR). This ratio may be considered a measure of the overall 
financial development of the country up to a given date. 
Similar ratios for any type of financial intermediary such
as the banking sector as a whole, or for commercial banks,
can also be constructed.

Goldsmith has examined the relationship of these and 
other financial ratios to per capita GNP and the rate of 

growth of per capita national product using both time series 
and cross-section data. His main finding, is that the 
relationship between the measures of financial structure and 
measure of economic growth is positive but still

unconclusive. The direction of causality between financial 
development and economic growth is difficult to establish 
empirically , and the mechanism through which financial 
development might cause economic growth is extremely complex 
and difficult to verify through quantitative measures only.

The FIR generally tends to increase over time with an 
increase in the per capita national product of the country, 
eventually tending to level off.

In a cross-section comparison of the FIR for different 
countries, it is again found that countries with low level 

of per capita national product have low levels of FIR,
whereas countries with high levels of per capita national 

product generally have high levels of FIR. This ratio is 
found to be in the range of 1 to 1.5 in developed markets or 

mixed economies , and generally within the range of 2/3 to 

1 for developing economies. relation of the assets of
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financial institutions to GNP also shows this direct 
association between financial and real development . The 

statistical evidence gathered in Goldsmith's study again 
shows a wide spread in the values of this ratio comparable 

to the disparity in real development among these nations. He 
found a high of 272 percent for Switzerland and a low of 20 

percent for Nigeria in 1963, with the rest of the 35 
countries in his sample having values within the range.

This is not to suggest that real growth alone explains 
the accumulation of financial assets, for instance, the 

United States was found to have the seventh largest ratio of 
financial institution assets to GNP in the same year.

The direct association between financial and real 
development was also investigated by Bhatia and Khatkhate 

for a selection of African countries. \  suitable measure of 

the relative growth of financial intermediation in these 
countries is given by the proportion of financial assets of 
all kinds to GNP. They depict the relationship between the 
ratio of total financial assets to total GNP and per capita 
GNP in each of these countries in the sample chosen. The 
data do not reveal any systematic pattern of financial 
intermediation. At one end are countries , such as Ivory 
Coast, Kenya and Zambia, where the increase in financial 
intermediation appears to have been positively correlated 

with the growth in per capita GDP. In other countries such

^Ibid.. p.45 
9Bhatia, R and Khatkhate,D :"Financial Intermediation, Saving Mobilization , and Entrepreneurial Development: The 
African Experience," I M F . Staff Papers.1975. pp:132-59.
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as Ghana, Mauritius, and Sierra Leone, despite the growing
level of per capita GDP, financial intermediation has not

increased perceptibly or has even declined. In between these
two extremities are the remaining countries, where financial

intermediation is sometimes positively and sometimes
negatively correlated with the level of per capita 
cno 10' Bhatia and Khatkhate related this lack of positive 
correlation or direct association between financial and real
growth in these countries, to the efficiency of technique
adopted in mobilizing domestic resources and allocating
these savings for productive purposes .

A recent study about the association between the growth 
of commercial bank assets and real development was presented 
by Abdi Aiss. A sample of 30 countries representing 
developed and developing countries were arbitrary

selected. the countries in the sample, the GNP per
capita in 1973 ranged from US.$6.200 for the United States

to US.$110 for M a l a w i . c o m p a r i s o n  of commercial bank 
assets as a percentage of GNP shows a wide gap not unlike
the per capita income differentials. The banking ratios
(bank assets as Percentage of GNP) ranged from

Switzerland's 107.9 to Nigeria's 14.8. As the unweighted

10 Ibid ., p . 145.
11Abdi Aiss:"Commercial Banks and Economic Development The Experience of Eastern Africa." Nëw-Ÿork. Fraeger,19V 8 .
His sample includes 16 developing and least developed 
economies.
12These classification are based on GNP peç capita, with countries at or below US.$300 classified as least
developed.
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country average of the categories are compared, there is an 

unmistakable difference between the developed and developing 
countries, and also between the developing and least
developed. In 1973, the unweighted average commercial bank
assets as a percentage of GNP amounted to 83.3 for developed 

countries , 41.2 for developing countries and 26.1 for the
least developing countries.13

The association between commercial bank assets and real 
growth was measured by using rank correlation analysis. By 
relating the independent ordinal ranking of the 30 countries 

according to GNP per capita and according to the banking 
ratio, a measure of the association was obtained. When the 

30 countries in the sample were included, the correlation 
between the two ranking was found to equal .80, which 
indicates a large positive association. For the separate 
subclassification of the 14 developed countries and the 16 
developing countries , different results were obtained.

Abdi's results indicated that, although there is a large 
association between bank assets and real growth across the 
spectrum of the levels of development, the significance of 
the association declines within close ranges of development.

3.3 : Banking and Economic Development: Alternative
Hypotheses ;

So far we have been discussing the relationship of 
financial development in general with economic growth. 
Needless to say our discussion also applies to the narrower

1 3This ratio was 35.5 for Jordan compared with 32.8 for Syria and 49.7 for Korea. Abdi (1978), o p .c i t .. p . 18.
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question of the relationship between the growth of banking 
and economic development in a country. We shall in this
section make a few specific observations on this narrower
subject of the relationship between the financial system and 

economic growth with special reference to the banking
activities.

3.3.1: £afcEigXrs RsmandzEallpwiag a M  Supplv-Leading 
Phenomena:

In this view, the lack of financial institutions in 
underdeveloped countries is simply an indication of the lack

of demand for their services.1 4 ^  this pattern, the
evolutionary development of the financial system is a 
continuing consequence of the previous, sweeping process of 
economic development . The nature of the demand for
financial services depends upon the growth of real output 
and upon the monetization of a traditional subsistence 
sector. The more rapid the growth rate of real national 
income, the greater will be the demand by enterprises for 

external funds (the savings of others) and therefore 
financial intermediation The financial system (through
intermediation) can thus support and sustain the leading 
sector in the process of growth.

The second pattern in Patrick's approach is the 
supply-leading finance. This pattern means that the supply 

of financial assets and liabilities and related financial

14. Patrick, Hugh : "Financial Development and Economic Growth in Underdeveloped Countries," Economic Development and 
Cultural.Change , Vol xlv , January 1966.
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services is in advance of demand for them. Supply-Leading 
institutions transfer resources from traditional 
(non-growth) sectors to modern sectors and promote an 
entrepreneurial response in these modern sectors. Financial 

intermediations which transfer resources from traditional 

sectors, whether by collecting wealth and savings from those 
sectors in exchange for its deposits and other financial 
liabilities, or by credit creation and forced saving, is 
akin to the Schumpeterian concept of innovation financing. 
Patrick implies that in actual practice, there is likely to 

be an interaction of supply-leading and demand-following 
phenomena. Japan between the 1870s and the beginning of 
World War 1 presents an excellent example of the sequence of 
supply-leading and demand -following banking system. Japan's 
banking system was created in the 1870s, subsidized by the 
right to issue banknotes and by government deposits. The 
banks, in the absence of large-scale industrial demand for 
funds, initially concentrated their funds on financing 
agriculture, domestic commerce, and the newly important 
foreign trade. However, they also became the locus for much 

of the early promotional and entrepreneurial talent which 
initiated the industrial spurt beginning in the mid 1880s, 

especially in rail roads and in cotton textiles. The modern 
banking system thus was not only created in advance of 

Japan's modern industrialization, but by providing both 
funds and entrepreneurial talent on a supply-leading basis , 

contributed significantly to the initial spurt. By the mid 
1890s , the emphasis on banking activities moved from
supply-leading to demand-following in the financing of the 
textile and other industry. On the other hand , the
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financing of most heavy manufacturing industries continued 

on a supply-leading basis perhaps until World War 1, with a 
considerable portion of external funds provided through the 

long-terms loans of special banks established at government 
initiative and utilizing government f u n d s . 15

3.3.2: Gerschenkron's Hypothesis :
The structuralist hypothesis or Gerschenkron's thesis is 

that the contribution of the banks to growth in different 
patterns of industrialization is related to the relative 

degree of backwardness and innovative ability of an economy 

to create new sources of capital finance.I^^^ tried to
classify countries on an industrial basis into a list with 
the very advanced countries at the top and most backward
countries at the bottom. At the top end of this list is 
Britain, midway Germany, and at the bottom is Russia, 
indicating down the line the degree of backwardness.

Based on his historical analysis of the role of the 
banking system at the point of industrialization in Europe, 
he argues that in highly industrialized economies like
Britain the role of the banking system can be expected to be 

minimal since great reliance was placed on internal finance 
by the entrepreneurs. Germany on the other hand-the
moderately backward economy- had to rely rather heavily on 
bank intermediation because of the limited resources 

available to enterprises and the need of the large-scale

15Ibid.. p.740.

16Gerschenkron, A . : " Economic Backwardness in Historical Perspective : A  Book of Essavs." Cambridge, Mass : Harvard 
University Press, 1962 pp.12-45.
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units of business. The unimportant role for the banking 

system and the prominent role for the public sector in the 
development process of Russia is perhaps inevitable.1  ̂

Despite the lack of precision of the classification of 
relative states of backwardness, the Gerschenkron analysis 
suggest that in extremely backward economies " the 
contribution of the banking system to capital formation is 
negligible. " Only in "moderately backward economies" , 
where the level of business trust increases and bank's risk 
aversion decreases, will the bank have an impact.

3.3.3: The Financial Repression Hypothesis :
This school (Neo liberals) is associated with the recent 

works of McKinnon, (1973) Shaw, (1973) and Kapur, 
f19761 18' * ' They are strong advocates of the efficiency of
financial development in contributing significantly to the
real growth of the developing economies.

This school criticizes the old belief (the Keynesian) 
that low bank interest rate stimulates investment and , 
hence, economic growth. It maintains that if the real 

interest rate is reduced, demand for investment will 
increase, but actual investment must decrease because the 

low interest rate would reduce the amount of saving.

^^Ibid ., p . 19
1 8Shaw , Edward: "Financial Deepening in EconomicDevelopment" ^.Oxford University Press , w . Y , 19T3.
Kapur, B :"Alternative Stabilization Policies for Less
Developed Economies" , Journal of Political Economy. Vol,84
No.41, August 1976 . Also see: Fry M , 1978,1980 and Galbis
V, 1979.
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McKinnon and Shaw emphasized that the financial sector 

of an economy does matter in economic development but when 
it is repressed and distorted it can destroy impulses to 

development.

In like manner, Kapur (1976) goes on to argue that the 
increased availability of funds for working capital purposes 

(resulted from higher time deposit rates), will also 
increase output and so reduce inflationary pressure, given 

aggregate demand.

The essential common elements of the financial 
repression hypothesis (McKinnon-Shaw model) are shown in the 

following figure:

Real
Rate

Interest ’(Y.)

\y.)

h  Investment,1,
Figure(3*'l) • Saving

Saving and Investment under a Financial Constraint

Let the real rate of interest (r) be measured on the
vertical axis and the investment (I) and saving (S)be

measured on the horizontal axis. Let saving S(Y ) ^t
0

different income levels (Y ,Y ,Y ) be a function of the real0 1 2
interest rate.
Let investment be an inverse function of the real interest
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rate. F represents the financial constraint, taken here to 
consist simply of an administratively determined 

institutional nominal interest rate, which holds the real 
rate r below its equilibrium level. Actual investment is 

limited to the amount of saving forthcoming at the fixed
real interest rate r^. Nonprice rationing of investable 
funds must occur. This typically takes place on the basis of 
quality of collateral, political pressures,"name", loan size 
..etc. Indeed, there will be a preference for traditional, 
low yielding investment because these appear safer and

simplest to f i n a n c e . t h e  monetary authorities decide to 
ease the financial constraint from F to F^ (by raising the
real interest rate from r to r ) , both saving and

0 1
investment will rise. It also rations out all those low 
yielding investments, illustrated by the dots in the shaded 
area, that were financed before. The level of income rises 
in their process and shifts the saving function to S(Y ), 

Thus, the real rate of interest as the return to savers is 
the key to a higher level of investment, and as a rationing 
device to greater efficiency. The impact on growth are 
multiplicative. The policy prescription is to raise 
institutional interest rates and/or reduce the rate of 
inflation. Investment opportunities abound in this economy. 
Abolishing interest rate ceiling altogether produces the 

optimal results of maximizing investment and raising still 
further investment average efficiency. This is shown in the 

above figure by the equilibrium at I^pr^, and a higher 

income level Y g . Clearly, changes in the real interest rate

19See Fry,M.(1978), Op.Cit.. p.465; McKinnon (1973), 
Op,Cit.. p.71; Shaw (1973) , Op.Cit.. p.82.
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trace out the saving f u n c t i o n . 20^^ o r d e r  to show how the 
real deposit rate of interest affects saving, investment and 

growth rates, the transmission mechanism of the 
McKinnon-Shaw's model needs to be examined. This will be 
done be investigating the complementarity hypothesis and the 
debt-intermediation view.

3.3.3. 1: The Complementarity hypothesis:
McKinnon's explanation of how real interest rate affects 

economic growth rests on the following assumptions:
a) All economic units are confined to self-finance.
b) Indivisibilities in investment are of considerable 

importance, i.e., investment expenditures are lumpier than 
consumption expenditure. Potential investors must accumulate 
money balances prior to their investment-Keyne's finance

2 ̂
motive. The higher the real interest rate, the greater will 
be the accumulation of money balances and the larger will be
the inducement to investment. The indivisibility in
investment means that the aggregate demand for money will be

greater, the greater the ratio of investment to total

expenditure. This leads to McKinnon's complementarity 
hypothesis, " the basic complementarity between money and
physical capital", which he applies to " Semi-industrial
LDCs". Complementarity is reflected in the following
demand-for-money function:

(M/P)^ = f(Y/P, I/Y, d-P*) (1)
Where

202iFry,1978 p .466. 
nolbid.. p.470

Ghatak,S.(1981) , O p .Ci t .. p.63.
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M/P = the real money stock (M )

2
Y/P = real GNP
I/Y = the ratio of gross investment to GNP

= the real deposit rate of interest
since d = the nominal interest rate on deposits 

*
and P _ the expected rate of inflation

P = the price level

McKinnon's complementarity hypothesis could also be 
stated in the following investment function:

I/Y = f(r, d-P* (2)

Where r = average rate of return to physical capital
To show the complementarity , we have,

0(M/P) a(I/Y )
________  > 0 :   > 0 (3)
8(I/Y) ô(d- P j

If domestic saving is equal to investment , we have.

(M/P)^ = f( Y/P, Sd/Y, d-P* ) (4)

3. 3. 3.2: The Debt-Intermediation View:
Shaw maintains that expanded financial intermediation 

between savers and investors resulting from financial 
liberalization (higher real institutional interest rates), 
increases incentives to save and invest. Financial 

intermediaries raise real return to savers and, at the same 
time ,lower real costs to investors by accommodating 
liquidity preference, reducing risk through diversification.
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reaping economies of scale in lending, increasing 
operational efficiency and lowering information costs to 

both savers and investors through specialization and 
division of labour.23

The debt-intermediation view produces a demand-for- 
money function that might be characterized as follows:

(M/P)^ = f( Y/P, c, d-P ) (5)
where c is the opportunity cost of money holding. In 

practice, the difference between real yield on government

bonds (b) and P used as an estimate of (c). It is worth
noting that complementarity has no place here, precisely 
because investors are not constrained to self-finance. Where 
institutional credit is unavailable, non institutional 
market invariably appear.

A statistical estimate of McKinnon's demand function for 
money ( see Fry,1978 PP:473-74) in terms of a two-stage 
least square with dummy variables for ten Asian countries 
has yielded the following result:

m = -2.129 - 0.752(Sd/Y) + 0.664(Y* +i.883(d-p*) +0.726 m ,
t = (-4.93) (-2.11) (5.33) (8.82) (14.23) "1

p2^ = 0.995 F= 1461 n= 123
*

where Y _ per capita permanent income in natural
logarithms

*
P = expected inflation

2324Shaw,E. 1973 Op.Cit.. p.62.
Ghatak,S, 1981 Op.Cit.. P.64.

The real yield on government securities could also be used 
as a proxy for (c).
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d = nominal deposit rate of interest 

m = demand for per capital real money balances in 
natural logarithms.

The negative coefficient of the savings ratio in the 
above equation is inconsistent with the complementarity 

hypothesis. Instead of higher average money balances held 
for domestically financed investment than for consumption, 

the reverse result is found. Investment in "semi-industrial" 
LDC's has not been regarded as self-financed and it is 

argued that money is not the only financial repository of 
domestic savings because enterprises accumulate non-monetary 

assets. The substitution between money and other financial 
assets could be shown by the negative coefficient of (b-P*j 

in the following demand-for-money equation of Shaw:

p2R = 0.995 F= 1438

It is worth noting that Fry's results indicate that the 
Asian LDCs used in his analysis have achieved stage of 
financial development beyond the phase in which the 

complementarity assumption might hold. However, the
complementarity hypothesis in the demand for money has been 
strongly supported in other empirical studies conducted so 
far. Vogel and Buser (1976,p.53) have shown that for Latin 
American countries, the negative impact of inflation on the 
ratio of time and saving deposits to GNP is not only highly 

significant but also approximately unit elastic. It has been 
suggested (Ghatak,1981 p.65) that further research is
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necessary to deduce firm conclusions.

In summary, the empirical results reported above show 
that the real rate of interest has a positive effect on 

economic growth in some LDCs(through the saving-investment 
process). Hence,McKinnon and Shaw's stress on the importance 

of financial conditions in the development process is fully 
justified. This result also would support the emphasis given 

by McKinnon and Shaw on the importance of improving 
financial conditions by ending 'financial repression'.

3.3.4: The New Structuralists ±
The McKinnon - Shaw analysis (financial repression 

hypothesis) has, however, been criticized recently by the 
"New Structuralists", in particular V.Wijnbergen 
(1982,1983a,1983b,1985), Taylor (1983), Buffie (1984) and 
Kohsaka (1984).25

The key to the new structuralists' criticism of the 
McKinnon - Shaw analysis of financial liberalization is the 

emphasis on the informal credit markets as an important 
source of residual financing of working capital in most 

developing countries. With bank deposit and lending rates 
regulated (and bond and stock markets particularly

non-existent) there is rationing of credit. As a result, 
informal curb markets or unorganized money markets (UMMs) 

have grown up in which surplus units are able to lend 
directly to deficit firms or farms at unregulated interest

25Buffie, Edward Financial Repression, The New
Structuralists, and Stabiization Policy in Semi- Industrialized Economies, Journal of Development Economics j.
April 1984, 14, 305-22.
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rates, bypassing the organized credit market dominated by 

the regulated banks. The new structuralists argue that if 
this important institutional characteristics of LDCs is 
taken into account, the effect of increasing real bank 
deposit rates will not be unambiguously beneficial in terms 

of greater output, lower inflation and higher growth. In 
effect, they argue that the favourable McKinnon - Shaw 

results depend on a limited view of the portfolio
substitution possibilities between bank deposits, loans to 
the UMM, and what are labelled " unproductive" assets 
(usually envisaged as cash, gold or commodity stock). 
According to this view (Wijnbergen,1985 p.541):

"an increase in time deposit rate are shown to be 
contractionary in the short run, because the 
portfolio shifts they trigger tighten credit 
conditions and cause higher costs of financing
working capital, people shift out of the cur bmarket 
rather than out of cash. The higher cost of
financing working capital, also pushes up inflation 
in the first quarter after the change, making the 
increased in time deposit rate(TD) stagflationary.
This effect dies quickly, however. The persistence 
of the cost of capital is shown to depend on whether 
the commercial banks are allowed to play their
intermediary role or not: If credit limits prevent 
the passing through into bank loans of the influx of 
time deposits caused by the higher rate, substantial 
and persistent real output losses and decreased 
private investment were shown to result".

New structuralists assume that markets for equities and
commercial paper are largely non-existent so money made up
of cash (C) and bank time deposits (TD), forms a significant
proportion of household's financial assets. In addition to C
and TD , surplus households can lend directly on the curb

market to deficit firms (L ). Accordingly, the real wealthUMM
of households (W) is allocated via the following demand 

2 6functions :
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= fC (p.i.r^^.y)W

TD = (p,i,r^^,y)W
L UMMUMM= f (p,i,r^^,y)W

(1)
(2)
(3)

where y = real income

r = the nominal time deposit ratetd
i = the nominal UMM rate

and p = the inflation rate

The intuition behind this argument could be explained 
with the help of the following figure:

i

Figure (3.2):

The UMMs Under the Newstructuralist's Argument

Iff as a result of increasing rtd, substitution in 

household's portfolios is mainly from UMM loans to deposits 
rather than from cash into deposits then the supply of funds

2 6In Kohsaks's model, thg real interest rates (calculated as 
nominal interest rates-P ) are used.
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to firms will decline (ceteris paribus). This is because 
these funds are shifted from the curb market which provides 
one for one intermediation (since no legal reserves are 

required) into the banking system which provides only 
partial intermediations (Wijnbergen,1983b , P.439). Since 

the firms' residual credit demand in the UMM now exceeds the 
supply of UMM loans from the households (as a result of the 
decline in the supply of funds to firms), then i rises (to

i^) to clear the curb market. This could shift the LM (in

Figure 2) to LM^. With a fixed IS curve leftward shift in 
LM implies a reduction in y (from y to y^).^^if ^on the
other hand, substitution , as a result of the increase in

r is mainly from cash to deposits rather than UMM loans to td
deposits then the supply of credit to firms will increase
(ceteris paribus). This is because part of any funds
switched from currency (regarded as 'unproductive') to
deposits will be passed through as bank loans to firms.
Hence,firms will have to reduce residuals credit demand in
the UMM so i falls to clear the curb market (to i ). As a

result LM shifts to LM^ implying an increase in economic

activity (from y to y^). This relationship depends crucially 
UMM Con f r /f r in equation 1 and 3 above, td ^td

However, the new structuralist approach could be 
criticized as follows:

1)This school gives more emphasis on the informal credit

27 New structuralists assume that changes in r̂ .^ have no effect on the goods market.
2 8and an increase in inflation rate in the short run (Wijnbergen,1983b , P.445).
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markets as an important source of residual financing of

working capital in most developing countries. The UMM is
modelled as a perfectly competitive market that transfers

surplus high-powered money from lenders to borrowers with no
leakages. This leads to another crucial assumption that the 

UMM achieves 100% intermediation.
The picture that emerges from the bulk of the literature 

on UMMs is of a highly segmented inefficient market in which 
loans are of a relatively short maturity and in small 
volumes. Links between borrowers and lenders often based on

close personal knowledge.^Sg^^ondary markets in UMM loans 
are non-existent and linkage between the formal and informal 
sectors of the credit markets are generally regarded as 
relatively weak. Long(1983) described the agricultural 

credit market in Asia as follows

"In most Asian countries the agricultural credit 
markets are fragmented into small regional markets 
and are not classifiable either as fully competitive 
or fully monopolized . Competitive may prevail in one 
village market while the next is under the control of 
a single lender. Even within a village one borrower
may have several sources of loans, while another .
lacking alternatives may be forced to pay monopolized 
rates".

As far as the UMM in Jordan is concerned, the findings 
of our survey show that only 7,2% of borrowers in Jordan are

dealing with the UMM (mostly from merchants and money

29
For more details see: Wai,U.1977 p.291 ; C&andavarkar,A.:"The Non-Institutional Financial Sector in Developing

Countries : Macroeconomic Implications for Savings Policies,
Savinas and Development. 9, No.2 ,1985 PP:130-41; Also see:
Bottomley,A ." Interest Rate Determination in Underdeveloped
Rural Areas " in Money and Monetary Policy in Less Developed
Countries. 1983 PP:449-77.
30Long,M . :"Interest Rates and the Structure of Agricultural 
Credit Market" in Money and Monetary Policy in Less 
Developed Countries. 1983 P.479.
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lenders in rural areas). The volume of these borrowings are 
thought to be small and most of them do not carry any

interest r a t e s . f a c t ,  we could not establish any link 
whatsoever between the organized market and the UMM.

2) A key aspect of the new structuralists model is that, 
the UMM provides 100% intermediation (since no legal 
reserves are required). In addition , the new structuralists 
assume that funds intermediated through the UMM are 
channelled 100% into productive uses, i.e., to working
capital. However, several informal malpractices of money

lenders in LDCs (which might contradict with this

assumption) could be listed malpractices had the
effect of creating leakages into intermediation and/or 
leakages into unproductive expenditures.

Concerning the productivity of UMM uses of funds, it is 
worth noting that consumer credit in most LDCs is important. 
Most of the literature on informal credit markets, stresses 
the proportion of UMM loans financing unproductive 

expenditures is relatively high a. result of leakages
in intermediation and leakages to unproductive expenditures.

31
This finding is consistent with Ghatak's about the behaviour of the rural markets in India . See iGhatak ,S."

Rural Money Markets in India". Macmillan of India,Delhi
,1976 and "Rural Interest Rates in the Indian Economy", The
Journal of Development Studies.11.13 ,1975 PP:190-200.
32For example: deducting interest charges when the loan ismade, excessive loan transaction charges, trader-money
lenders may charge higher prices for goods being sold and
pay lower prices for good purchased and loans may be granted
in kind and these may be overprices. See :Wai,U.,1977 pp:80-
125 and Owen,D. and Fallas,0.:"The New Structuralists
Critique of Financil Liberalization : The Role of Unorganized
Money Markets and 'Unproductive' Assets". University of
Reading, Discussion Paper.M a v . 1986 P. 13.
33This volume (unproductive loans) was estimated at 1/3 of the total demand for credit in 15 countries (Wai,1977).
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it is unlikely that the effective market rate i, received by 

surplus units and paid by deficit units will generate an 
adequate UMM credit available for financing working capital 
as suggested by Wijnbergen and his advocators.

3) Finally, the transmission mechanism through which the 

UMMs work , as suggested by this school, is based on the 
classification and treatment of so-called 'unproductive' 

assets such as cash,gold and commodity stock. The new 
structuralists labelling of cash as an 'unproductive' is 

questionable. In this context 'productive' or 'unproductive' 
are defined in terms of more or less pass through into 
capital. Accepting this argument means that any portfolio 
shift into deposits (resulting from higher interest rates) 

comes mainly from 'unporductive'.

In summary, this argument seems to be irrelevant in the
case of Jordan and many other LDCs where the role of UMMs is
insignificant. In addition, the new structuralist hypothesis
were not confirmed even for countries with an efficient
UMMs. This was evidenced by a recent empirical study made by
Yangho in 1985. Yangho tested the validity of the financial
liberalization policy in Korea. On the basis of his

empirical results he concluded that:
"In general, total amount of loans is likely to 
increase with the liberalization. Thus ,the
argument by McKinnon, Shaw is still generally 
valid, even when the UMM is incorporated into the 
model. ... Thus , for our analysis, does not render 
support for the the new structuralists who oppose 
financial liberalization on short-run g r o u n d s . "34 
Finally, in a most recent and joint study (May,1986),

34For more details about this study see:Yangho, Byeon Effect of Financial Liberalization and Monetary Policy in
(Footnote continued)
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Owen and Fallas (0-F) criticized some important aspect of 

the new structuralists' model formulation -^^Qwen and Fallas 
tried to test a modefied formulation of the new 

structuralists by allowing for leakages in intermediation 
and leakages into unproductive expenditure for funds

channelled through the UMM. o-p argue that as a result of 
leakages in intermediation and leakages to unproductive 
expenditures, the effective market rate i,received by 
household/money lenders and paid by borrowers will generate 
less UMM credit available for financing working capital than 
would be suggested by the household/money lender demand

function for L in (1). If however, leakages are largerUMM
(or equal) to bank reserves and asset market equilibrium is 
stable then the effects of increasing bank deposit rates are 
unambiguously expansionary; even in the short run, output 
increases and inflation falls. Hence, the relative 
efficiency of intermediation in the formal and informal 
credit markets can crucially affect the outcome of the 
portfolio allocation effects generated by higher time 
deposit rates; new structuralists ignore this by assuming 
that the UMM is 100% efficient in channelling funds through 

to finance working capital (0-F, p.23).
From the view point of the portfolio allocation effects

34 (continued)the Presence of Unregulated Money Market. Ph.D Thesis, 
Northern Illinois University, 1985.
35Owen,Dorian and Fallas,Otton. 1986, O p .Ci t .. PP:1-18.
3 6By assuming, that a proportion q>f UMM funds is not passed through to finance working capital then the stock of UMM
credit available for financing working capital will be
(1-X)L instead of L in equation 3. For more details
about tînis modefied moaex see-.Owen and Fallas. O p  . C i t . .
pp:12-22.
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emphasized by the new structuralists, 0-F argue that:

"Increasing time deposit rates would therefore 
unequivocally reduce UMM rates, increasing economic 
activity and decrease inflation provided asset 
market equilibrium is stable. If the new 
structuralists characterization of the UMM as a 
perfectly functioning market, with no leakages and 
no explicit allowance required for the 'quality' of 
UMM loans or the project financed, were really 
representative of UMMs in the real world there are 
not abvious reasons , at least from he standpoints 
of financing investment, why policy makers in LDCs 
should be keen to encourage development of the 
unorganized money markets, operating through the 
banking system, for this purpose"(0-F, P. 18).

Finally, 0-F concluded that the sensitivity of the new 
structuralists results to the modelling of intermediation in 
the UMM suggests that further work examining the 
implications of micro behaviour in UMMs for macro policy 
would be desirable. Beside their criticism of some important 
aspects of the new structuralists' model formulation, 0-F 
found that," under plausible conditions, their policy 
conclusions on financial liberalization can be reversed" 
(p.24).

The above analysis shows that the relationship between 
financial development and economic growth and the role which 

financial institutions could play in the economic 
development process of LDCs could best be evaluated through 
the "saving-investment-dilemma". In the following section , 
the role of financial institutions in mobilizing domestic 

savings and allocating these resources is examined.

3.4: Financial Institutions and the Saving Process :
It seems clear that financial development in any economy 

will be growth promoting to the extent that it succeeds in
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mobilizing domestic (and foreign) savings and allocating 
them to productive investment. It is at this point that the 

institutionalization of savings pioneered by McKinnon and 
Shaw has considerable relevance for the rapid growth of 

investment and saving and , therefore, the rate of growth of 
the economy.

When the economy is in the rudimentary stage of growth, 
intersectoral flows take place through direct lending. That 
is to say, surpluses from savers in one sector are lent
directly on the basis of close contacts with investors in

other sectors. No document as such is used in banding these 
transactions. The market for credit by this direct form of 
lending is thus described as an unorganized credit
market 37 This market consists of a number of isolated 
markets where investment takes place only in those pockets
where savings accumulated , while in pockets where savings
are insufficient, investment demand, even when high, tends
to languish. However, as the economy expands, personal
contacts tend to lose their closeness, and direct forms of

lending and borrowing are replaced, more and more by
indirect forms. This indirect form of credit transactions

brings about a total transformation of the credit market.
The savers and investors are joined together by various
kinds of credit instruments and financial institutions that
provide full information necessary for providers and users

of funds, thereby breaking the barriers separating them. If
the development of the economy is to be accelerated , it is

37Khatkhate D :" Prior-Saving and Investment-First Approach 
to Monetary Policy - A critique " IMF.Staff Papers ,1972 
P P : 546.
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necessary first , to provide financial assets for surplus 
sectors to hold their transferable savings and, second to 

increase the amount of such savings . Since income 
elasticity of demand for money is related to the state of 
development of money and capital markets, improvement of 

these markets make the range of assets for savers more 
diversified. Hence, financial assets other than money need 
to be created if savings are to be mobilized for financing 
investment.

The empirical verification of increased savings through 
financial intermediation as institutions develop is well

established. The reasons why financial development may 
instigate an increase in the aggregate volume of real saving

are basically three:

3.4.1: The opportunity to save via the introduction of
new assets that dominate all previously available assets.
The improved-opportunity-to-save effect is based on the 
assumption that in many underdeveloped countries, wealth is 
held in forms "unproductive" of sustained growth (precious 
metals, inventories of foodstuffs, other primary products, 

and in some cases, even finished manufactured goods) in 
amounts considerably in excess of normal consumption or 
production requirements. An important reason for this 
behavior is that, in the absence of suitable financial asset 

alternatives, inventories are the only assets which are

38 See: Patrick H (1966).o p .c i t .. p.40 and Porter R.C : "The Promotion of the Banking Habit and Economic Development" in 
Money and Monetary Policy in Less Developed countries. by 
W.Coat and D Khatkhate, Oxford,Pergamon Press, 1983 pp.55-61



-69-
relatively liquid, divisible, and offer some protection 

against inflation. On the other hand , storage and spoilage 
costs are high , and , for individual commodities, the risk 

of price fluctuation .
Patrick estimates that a reallocation of as much as 10 

percent of this wealth to more productive forms would raise 

the level of output by about 10 percent.

In summary, it could be argued that an improvement in 
the composition of wealth can be quite important from an 
economic development point of view. This more efficient 
composition of real wealth is obtained through the creation 
of financial assets introduced by the development of 
financial institutions which dominate the initially 
available assets in terms of earnings, safety, and 
liquidity. The response of the rate of savings to new 
opportunities to save would depend on the prior stage of 
development of the money and capital markets.

3.4.2: Providing a positive yields to savers (offered by 

a realistic interest rate policy):
The interest elasticity of savings in developing countries 

and the ability of the monetary authorities in these 
countries to affect bank deposits (through interest rate 
variations) is still a controversial issue and needs to be 
elaborated. This will highlight the nature of the interest 

rate structure in developing countries.
Irrespective of low economic surplus in developing 

economies, the scarcity of savings may be partially
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attributed to the low rewards and occasional sacrifices 

associated with savings. In the majority of developing 
countries time and saving deposits actually earn negative 

return when financial intermediation by the banking sector 
is controlled by the government, and, in particular, nominal 
interest rates are pegged.

Evidence supporting the high interest elasticity of 
saving's hypothesis has been established. Gupta found that 

interest rates play a significant role in determining 
household saving in India and their effect is positive .40 

Gupta's conclusion is that higher real interest rates 
generate higher real saving, which suggests that some 
attention should be paid to the structure of interest rates 
in India's case.

The same conclusion about higher interest rates policy 
was emphasised by Khatkhate. She indicates that "it makes 
perfect sense to take recourse to a high interest rate 
policy in order to encourage the financialization of 
personal saving, while at the same time advocating a low 
interest rate policy for investment". Khatkhate tends to 
show the effect of high interest rate policy on the 
unorganized credit market. As the financialization of 

savings proceeds, (through the interest rates effect), the 
size of the unorganized credit market tends to shrink and, 

in consequence, the weighted average interest cost of 
investment declines; in other words, the unorganized credit 

market is supplanted by the organized credit market and 
investment decisions are therefore governed more and more by

40Gupta, K : "Personal Saving in Developing Nations: Further Evidence.", Economic Record. 1970 p.249.
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the credit conditions in the organized credit market. Since 
interest rates in the organized markets are lower on average 
than in the unorganized markets, investment stands to 
benefit from a high interest rate policy as much as does the 
financialization of savings.41

A more detailed empirical investigation of the influence 
of interest rate on saving was done by Gilbert Brown for the

case of South Korea Brown found that both income and
interest rates had a high relationship to aggregate savings. 
The financial reform which lifted the ceiling on interest 
rate caused a high rate of accumulation of saving which 
resulted in a high level of investment and real growth. 
Brown found that the institutional fixed interest rates and 
other financial regulations however, was to reduce the level 
of investment because of the lack of savings. Korea, has 
chronically suffered from an excess of intended or desired 
investment relative to available saving and credit, and what 
has been needed to increase investment has been increasing 
and not decreasing interest rates in order to generate 

savings.
A different point of view about interest rates policy

for developing countries was introduced by Chandavarkar. 
43He distinguishing between realistic and unrealistic 
interest rates policy. Chandavarkar believes in a " flexible

41Khatkhate, Deena, 1972, O p .cit.. p.555.
42Brown, Gilbert:" Korean Pricing : Policies and Economic Development in the 19bOs." (John Hopkins University Press) T 
1973, p . 168.

43 Chandavarkar,A :" Some Aspects of Interest Rates Policies in 
Less Developed Economies. The Experience of Selected Asian 
Countries.", IMF. 1971 , pp:48-111.
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policy aimed at a realistic level of rates high enough to 
stimulate saving without constricting the rate of 

development". By maintaining interest rate at unrealistic 
levels, developing countries may thereby deny themselves the 
use of a potent instrument of policy. Chandavarkar concludes 
that interest rates need not always be high and rising or 
pegged at a given level. Rather, a minimum objective should 

be to ensure a positive real rate of return to the savers 
and, as long as this condition is satisfied, the level and 
spread of nominal rates can vary in keeping with other 

requirement of policy.
McKinnon and Shaw went further in their evidence 

supporting the high interest strategy for developing 
countries by asking for a liberalisation of the financial 
sectors in these economies if these institutions are to play 
a vital role in the economic development process. According 
to the financial liberalization thesis, saving is found to 
be affected positively by the real deposits rate of 
interest, where money is defined broadly to include savings 
and time deposits. Higher yields on deposits will raise 
savings and increase pari passu the real supply of credit. 
Credit availability is an important determinant not only of 

new investment but also of capacity utilization of the 
entire capital stock. Hence, the growth rate in itself is 

affected positively by the real deposit rate of interest 
through two channels:

1) the volume of savings and investment and
2 ) the capacity utilization of the entire capital 

stock (the incremental capital output ratio).
McKinnon suggests a "Laissez-faire" policy prescription
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where the interest rate ceiling is abolished and rates are 
left to be freely determined in the market. Abolishing the 
interest rate ceiling altogether produces the optimal result 
of mobilizing domestic savings, and maximizing investment 

and raising still further investment's average efficiency. 
This " Laissez-faire” policy has received some attention in 
the last few years. Evidence in favour of interest rate 
liberalization has been reported by Fry (1977,1978,1980) .44 

Fry, in his empirical test of pooled time series analysis 
using annual observation for seven Asian less developed 
countries, concludes that the real rate of interest exerts a 
positive influence on the ratio of domestic saving to GNP. 
Real interest rates also affect positively the rate of 
growth in the seven LDCs , and the coefficient was 
significant at the 1% level of confidence (Fry,1978 p.470). 

The same conclusion can also be derived from the findings of 
an empirical test investigated by Fry and others (1977, 
p.306) . They found that the deposit rate of interest exerts
a positive, and expected inflation a negative, influence on 

the domestic savings ratio. According to their results, an 
increase in the time deposit rate of interest (and by 
assumption , all other institutional interest rates) by one 
percentage point raises the savings rates by .112 of a

44Fry M, Abes S, Byoung M, Pairoj V, Panond and Teh-Pei Yu:" 
Financial Liberalization and Domestic Saving in Economic 
Development : An Empirical Test for Six Countries." Pakistan 
Development Review. 1977, p.298.
Fry M : "Money and Capital or Financial Deepening in
Economic Development " Journal of Money.Credit and Banking j_ 
1978.

Fry,M : "Saving,Investment, Growth and the Cost of Financial 
Repression", World Development ,1980 pp.317-27.
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percentage point, e.g., from 12.000 to 12.112 percent of 
GNP. A decrease in the expected rate of inflation by , say 

10 percentage point raises the savings rate by .64 of a 
percentage point, e.g., from 12.000 to 12.64 percent of GNP. 

Similarly, a 10 percent rise in per capita real income 
increases the domestic savings ratio by .556 of a percentage 

point . These findings seem to support the view that 
financial restriction holds domestic saving below the level 
which would occur under a policy of financial 
liberalization.

However, the above argument was challenged by other 
economists. Williamson tried to introduce the interest rate 
variable into his study about personal savings in Asia 45 

He concludes that for Asia at least, the net impact of real 
interest rate movements is either negative or insignificant. 
The result of his cross-section analysis of a large group of 
Asian nations shows that higher interest rates are 
associated with lower real saving in Asia. His explanation 
would appear to lie in the fact that the savings and 
investment decisions are highly interdependent in the Asian 
household sector.

Alberto Giovannini tried to assess the robustness of the 
policy implication vis-a-vis financial liberalization 
suggested by this school. Giovannini tried to reproduce 
Fry's equations using the same set of countries over a 
different sample period. His results indicate that a 
positive and significant real interest elasticity of savings

45Williamson,J Personal Saving in Developing Nations: An
Intertemporal Cross-Section From Asia" . Economic Record. 
1968 P: 194-209.
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is not easily detected using the existing empirical models, 
which generally yield insignificant interest rate parameters 
in the seventies. Giovannini concludes that the existing 

models suffer from serious defects that make it very 
difficult to interpret the estimated parameters.46 

3.4.3: More efficient allocation of resources:
So far the attention has been focused only on the 

skimming of available excess savings from the surplus 

sectors for use by investing units through the medium of 
financial assets. No less important is the transfer

mechanism and the efficient allocation of these resources. 
The foregoing argument, underscoring efficiency, suggests 
that those who use the savings transferred initially to the 
financial institutions are the entrepreneurs of proven merit 
and are endowed with skill and risk-bearing ability, and 
that the financial institutions make credit available 
precisely to those sectors where the necessary preconditions 
for efficient production exist. Thus , the whole rationale 

of allocative and efficiency features of the financial 
intermediation process hings critically on the asset

management policies of the financial intermediation in
developing countries.

As far as the mechanism of allocation is concerned, the 
question that assumes importance, then , is whether 

financial institutions prefer borrowers who are most
productive socially, or alternatively, whether mainly the 
most efficient producers apply for loans from these

Giovannini A :" The Interest Elasticity of Savings in 
Developing Countries, The Existing Evidence," World 
Development ,1983 p.602.
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institutions. Financial institutions, being profit 
maximizers, tend to seek avenues for employment of these 

funds where the profit rate is high, the risk of 
nonrepayment small, and the cost of administering loans low. 

The behaviour of these institutions vis-a-vis their 
allocations of resources is affected by the credit policies 

imposed by the monetary authorities or the prevailing rates 
of interest. If these rates (because of financial 

repression) could not reflect the normal return for this 
investment, a situation of imperfection and distortions will 

prevail in the financial markets and may be accentuated by 
restrictive credit and trade policies, so that a given 
profit rate may not measure social productivity and may 
become a poor guide for allocating resources. To the extent 
that the financial institutions do not recognize these 
market imperfections in devising their lending policies and 
their portfolio adjustment, the allocative impact of
financial intermediation tends to be negative (or 
inefficient). In operational terms,this situation has 
implied a preference for a foreign trade sector and 
reluctance towards financing the most productive sectors. 
This policy has also implied a preference for the 

entrepreneur who can offer good collateral against loans, or 
at least an assurance of marketability of the product. As it 

happens in most of these developing countries, the local 
entrepreneur cannot offer the traditional security 

acceptable to the lending institutions simply because his 
net worth is small. The logical consequence of this 

depressed financial system is reflected not only in the 
higher cost of credit but very often in the non-availability
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ot a credit to the most important sectors or the indigenous 

entrepreneur who rely heavily on money lenders and
brokers 47And even when the pool of so-called creditworthy 
borrowers is exhausted, the financial system, daunted as it
is by the risk of default, does not turn to the less
creditworthy clients or the traditional sectors, but prefer
to leak away resources abroad or keep these funds idle.
Therefore, financial intermediation in such a context is not
playing an efficient allocative role and will not be a
sufficient condition for economic growth.

However, it is necessary to point out that , to satisfy 
the conditions of efficiency, the policy of developing 
financial intermediaries must be supplemented by a wide 
range of measures directed towards the elimination of 
financial dualism which exists in most developing countries.

The benefits resulting from the elimination of financial 
dualism are reflected in further improvement in the 
mobilization and allocation of s a v i n g s . 48

3.5: Financial Institutions and the Investment Process:
(The Capital Formation Effect)

Another important factor in the saving-investment 

dilemma is the capital formation process and the role played 
by the financial system in this process. Acceleration of 
capital formation has been one of the objectives of every

Bottomley A:" Premium for Risk as a Determinant of 
Interest Rates in Underdeveloped Rural Area". Quarterly 
Journal of Economics. Vol 77,1963 p.638.
48For more details about financial dualism in LDCs. see: 
Ghatak, S . :"Monetary Economics in Developing Countries" 
Macmillan , London , 1981 pp.45-48. and Development 
Economics , o p .c i t .. pp.75-90.
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plan formulated by most of the developing countries. Capital 
formation refers to current additions to the stock of 

physical assets. The physical capital formation has a great 
importance in the theoretical growth models. In this 

connection one cannot ignore the impact of the Harrod-Domar

growth model, ^he Harrod-Domar formulation holds that the 
rate of growth is determined by the marginal propensity to
save and the marginal capital-output ratio. The rate of

growth is :
g = S / V

where: g= the rate of growth of output,defined as the ratio
of the increase in income to total income in a 
given period ( AY/Y ).

S= Saving expressed as a proportion of income(S/Y). 
V= The capital-output ratio or AK/AY or I/AY where: 
K= Capital and 1= Investment.

Thus, given the values of S, the ratio of savings to 
income, and V, one can easily calculate the savings efforts 
needed to realise the target growth on the basis of the 
model, and could determine certain policies which could 
enable the financial institutions to operate more 

efficiently in order to reach these targets.SO^^pital 
formation and the saving-investment process is still the 
focus of different schools of economic thought. In its most 
popular representation, the emphasis on the saving-

49DC . .   _Economic Review. 12, 1948 p.7Domar, W. _:",The Problem^of Capital Formation " American

50Domar,E. :"Capital Expansion, Rate of Growth and employment" .Econometrica. 14,1949 p . 139.
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investment process in the limited growth of developing 
countries is indicating by the vicious-circle-of poverty 

argument. According to Professor Rostow, the rate of
productive investment must rise from less that 5 percent to 

over 10 percent of the net national product for the economy 
to take off.51

In Classical doctrine, the growth of an economy was 
thought to be determined by the availability of the factor 
of production alone. Since land is assumed to be fixed , and 
labor was considered a surplus input, capital accumulation 

was alloted centre stage.
In Keynesian theory, not only did capital investment 

play a central role in the capacity of production, expansion 

and labour productivity, as in the Classical doctrine before 
it, but it was also found to be the most volatile component 
of aggregate effective demand of the e c o n o m y . 52

Since the consumption function component was considered 
as a stable function of income, therefore, the capital 
formation determines not only the level of employment and 
production , but also the feasible level of consumption 
goods demand.

The current economic literature pertaining to the 
economic problems of developing countries has also stressed 
the importance of working capital on economic growth. This 
issue was recently emphasized by the new structuralists

51 See: -Rostow, W. :" The Stages of EconomicGrowth".Cambridge University Press,1963 ,P .39 and
Ghatak,S .:"Development Economics ", o p .cit.. p.6-16.
52Keynes,J.M.:" The General Theory of Employment.Interest. 
and Money". New York: Harcourt, Barce and World Inc. 1936 
p. 17.
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(Bruno,1979; Taylor,1981,1983 ; Wijnbergen,1983). They 

recognized the importance of working capital on the supply 
side of the economy. According to this school, without 

enough working capital, factors of production and 
productivity will be affected . Since most of the working 

capital is financed from external sources (banks) in LDCs, 
it is argued that any policy measures leading to an increase 

in total amount of loans (more lending) would cause an 
increase in aggregate supply.53 

Conclusion :
The question of the causal relationship between 

financial development and real growth is still unanswered. 
The direct contribution of financial institutions in 
economic growth will be best analysed through their role in 
the saving-investment process.

This approach is based on the generally accepted 
assumption among the different schools that a permanent 
increase in physical capital formation is essential for real 
growth. The proponents of the supremacy of capital formation 
(the saving-investment dilemma) among the prerequisites for 
economic development are found in every major school of 
economic thought. Financial institutions improve the 

opportunity to save through the introduction of an array of 
financial assets,offering higher yields and promoting higher

53For money in production function see:Laumas, Prem and Martin, William :"An Analysis of the Demand 
for Cash Balances by the Manufacturing Firms in a Developing 
Economy", Journal of Development Economics. 1983,12 169-82. 
Also see: Levhari D and Patinkin D:" The Role of Money in a 
Simple Growth Model" , American Economic Review. 1968, 58, 
713-53 and Ghatak,S."Money as a Consumer or Producer Good in 
Growth Model.Discussion Paper. No.34. 1985.
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marginal propensity to save. An efficient allocation of 
saving which may result in higher returns (by adopting a 

realistic interest rate policy) of investments and increase 
the amount of capital formation from any given amount of 

gross savings could reduce or eliminate the financial 
dualism which exists in most developing countries.

Accordingly, if the financial institutions are to play 
an important role in the economic development process, it 
would be necessary to allow them to operate in a free 
market. Financial liberalization could ensure a positive 
rate of interest which could induce the savers in the 
developing countries to save more, and could enable more 
investment to take place, and hence, raise the rate of 
growth of the economy .

Having reviewed the literature on the role of financial 
development and economic growth, the next chapters will be 

devoted to investigate the structure and performance of the 
financial institutions in Jordan within an economic 
development context.
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CHAPTER FOUR
4: CENTRAL BANKING AND ECONOMIC DEVELOPMENT IN JORDAN

4.1: INTRODUCTION:
The evolution of Jordan's monetary system and the 

implication of the Jordanian colonial period had a great 

effect on the financial deepening which took place in 
Jordan during our period of study(1964-84).

In this chapter an attempt has been made to establish 
the historical experience of Jordan. This will be done 
firstly by examining the nature of the inheritance of the 
colonial monetary experience and the resultant behavioural 
constraints that remained after political independence, and 
then by assessing the actual monetary policy within an 
economic development context.

Section one will be devoted to establishing the 
historical experience of Jordan monetary system prior to 
the establishment of the Central Bank of Jordan(CBJ). 
Section two will examine the monetary policy after the 
creation of the(CBJ), while the actual monetary policy and 

its role in promoting economic development in Jordan will 
be investigated in section 3.

4.2: The Main Features of the Colonial Monetary System:
Jordan was a member of the Sterling area and its 

currency has always been tied to sterling. Prior to the 
introduction of the Jordan dinar (JD) in 1950, several 

currencies and coins were used in Jordan as the medium of 
exchange. Up until 1917, Transjordan,later to be known as
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the Kingdom of Jordan, was part of the Turkish Empire.

During the period of Turkish rule,Transjordan and 
Palestine had been subsumed under the Turkish monetary 

system, their domestic currency being the Turkish gold 
pound,the currency of the Ottoman Empire. Following the 

British occupation of both countries, the Turkish currency 
was withdrawn from the market and replaced by the Egyptian 

pound ,rigidly fixed to the pound sterling.
In 1927, the Palestine Currency Board (PCB) was 

established to issue an independent monetary unit for 
Palestine (the pound). Its members were appointed by the 
U.K government . The function of the (PCB), as defined by 
the regulations issued by the secretary of state of 
Palestine,were :

" To provide for and control the supply 
of currency to Palestinians, to ensure 
that the currency is maintained in satis
factory condition,and generally to watch 
over the interest of Palestine so far as 
currency is concerned".1

To fulfill these functions, the board was authorized to 
arrange for the minting of coins and the issuing of notes. 
These notes and coins were delivered in Palestine against 
repayment of sterling in London as the need for currency in 
Palestine made itself felt. To ensure the convertability of 
the currency, the Board kept and administered a reserve 
fund in London against which it stood ready to issue 
Sterling drafts and telegraphic transfers in return for 
notes tendered in Palestine.

The Palestinin pound was declared as a legal tender in

Tukan,Umayya : " An Analysis of Central Bank in Jordan"Publication of the Central Bank oT“Jordan, Amman,“ T974 p.b.
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Transjordan as from December 1927. The Palestinian pound 
continued to be legal tender in Transjordan up to July 
1950, when the Jordan Currency Board (JOB) was finally 

established. By the provision of the law established the 
JCB (Temporary Law of Jordan Currency,N O .35 1949) , the 
Jordan dinar was set as the monetary unit of Jordan, and 

the exchange value of this unit against the pound sterling 
was fixed at par. The new currency was issued on July 
1,1950, and the JCB exchanged Jordanian and Palestinian 

notes and coins at the rate of one Jordanian dinar (JD) for 
the Palestinian pound, redeeming the Palestinian currency 
against payment in sterling by the Palestine Currency 
Board.

The JCB consisted of a chairman and four members 
appointed by the Jordanian Council of Ministers for three 
years. The law of the JCB gave the Board power to solely 
issue Jordan dinars against payment in advance of sterling 
in London. Other functions of the Board were to make 

available sterling in London against the surrender of 

dinars in Jordan, and to invest its assets in sterling , 
treasury bills and securities issued by governments other 

than that of Jordan.

During the first seven years of its existence, the JCB 
met and had its offices in London and was represented by a 

currency officer in Amman. In 1957, the headquarter of the 
Board were transferred to Amman and an "Investment 
Committee" was set up in London to supervise the Board's 
sterling assets. Among the five members that were appointed 

to the Board, three were British, one of whom was the 
chairman, the two others, were Jordanians.
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The JCB followed the previous policy set by the 
Palestinian Currency Board . It continued to adhere to the 

basic features of the Sterling Exchange Standard, 
maintaining a stable rate of exchange between the Jordanian 
dinar and the pound sterling on a one-to-one basis, and 

keeping a full sterling cover of the Jordan currency issued 
invested in London. Holding any proportion of the currency 
cover in domestic assets was prohibited by law, thus 
precluding any possibility of a fiduciary issue.

One major consequence for this policy was the inability 
of the JCB to exercise any deliberate influence on the 

quantity of money and adjust it to domestic economic needs. 
This practice proved to be similar to the behaviour of the 
African Currency Boards in the West African Colonies. In 
these countries, the financial systems failed to promote

the growth of the poor r e g i o n s .2 Credit policy of the 
commercial banks in Jordan played an insignificant role in 

inducing changes in money supply because of their limited 
domestic activities. Changes in the money supply were 
largely induced by balance of payments net flows and not 
by domestic expansionary policies. This situation involved 

relatively high money creation costs, since such surpluses 
actually represented part of the country's available 

resources. The Board was therefore,incapable of influencing 
the banking system and adjusting it to the particular 
environment of the Jordanian economy. Commercial banks 

continued to follow the traditional practices of holding a

2For more details see ; Ghatak,S Monetary Economics in Developing Countries, o p .cit.. pp:47-48.
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large proportion of their funds in overseas investments. 
The high liquidity ratio and the financing of short-term 
transaction limited the role of banking in the development 
process.

Thus, under the JCB, any expansion of the currency in 
circulation required the immobilization of an equivalent 

amount of sterling, since the foreign assets of the JCB 
were held at all times in U.K Government Securities. Any 
increase in the currency in circulation in Jordan resulted 

in a de facto loan by it to the United Kingdom. This 
monetary arrangement provided an absolute guarantee of 100% 
reserves as the following table shows:
Table (4.1):

Currency in Circulation and foreign assets of JCB 
( In JD million )

Years 1950 1960 1964

Currency in Circulation: 9 . 1 16.4 24.4
Foreign Assets 9 . 1 16.4 24.4

References :
For the years 1950,1960: IMF.IFS.x1 .No 9 1961.
For 1964 , The Central Bank of Jordan , Annual Report.

1966 p.42

This absolute guarantee of 100% reserves (in foreign 

assets) had left the currency dependent on the balance of 
payments position. In such a situation , monetary 
management in the sense of adjusting the currency to 
domestic requirements became impossible . It was unable to 
assist the economic development process of the country by 

adopting a certain monetary policy. Also, the Currency
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Board system regarding the investment of all its foreign 
assets in London money market meant that the resources of 
the community had been lent to the U.K and the future of 

this investment was at the mercy of these markets. Given 
that , the future development of Jordan required a more 
comprehensive monetary authority , the government decided 

to establish a Central Bank in 1960.

4.3: The Creation of the Central Bank of Jordan:
In 1959,the Government of Jordan, recognizing the 

importance and role of an independent central bank , 
enacted the establishment of the Central Bank of Jordan 

(CBJ) by the first central banking law in Jordan (law 
4,1959). On October 1, 1964, almost five years after the 
decision was made, the CBJ commenced business.

The law establishing the CBJ was at best vague and 
badly written. No reference was made to growth or 
development among its objectives, in sharp contrast to the 

objectives of the central banks of most other developing 
countries. However, this law , as amended in 1960, gave the 

CBJ the conventional responsibilities for regulation of 
currency issuance, maintaining a stable exchange rate and 
internal monetary stability, regulating banking activities 
and acting as a banker to the government.

The CBJ was given the sole right of currency 
issuance,was authorized to buy and sell gold and foreign 

exchange, was given the authority to supervise banking 
institutions, and was empowered to engage in open market 
operations. To aid in the control of credit and the



—  8 8 “

supervision of banks, the CBJ was vested with the power to 
establish a minimum liquid asset ratio and with direct 
control over the volume of credit for any customer and the 

conditions of commercial bank credit.

The CBJ was legally defined as a corporate body. 
Responsibility for policy and administration was vested in 

the members of its board. Appointments to the board were 
to be made by the Council of Ministers. In addition to the 
Governor and Deputy Governor, the first board consisted of 
three bankers and two businessmen.

Concerning relations with the government,any 
regulations and instructions issued by the CBJ had to be 

approved by the Minister of Finance.
As fiscal agent to the government ,the CBJ was given 

the responsibility for administering the government 
accounts, and acted as a depository for government funds. 
As banker to the government,the CBJ could make advances to 
the government in the event of a temporary deficiency of 

budget revenues.
Regarding relations with the financial institutions, 

the law empowered the CBJ to purchase, sell and rediscount 

credit instruments of commercial banks. Instruments for 
financing agricultural and industrial production were made 
acceptable for longer maturities than those covering 

commercial transactions, a differentiation through which 

the CBJ aimed at encouraging the development and financing 
of these sectors.

Thus, at this stage, the CBJ was limited in its power 
to pursue monetary policy. Not only did it lack the 
authority to impose reserve requirements on commercial bank
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deposits, but is also had to hold 100% foreign reserve to 
cover the currency issued. The list of assets eligible for 

inclusion in the foreign reserves were carefully specified 
and included only: gold coin and bullion, currencies
convertible into gold, sterling balances , sterling 
treasury bills of the Ü.K, and sterling securities of, or 

guaranteed by, the government of the U.K. The CBJ at this 
stage was very similar to the JCB. Of the main instruments 
used by central banks to achieve their desired monetary 

policies,i.e., the discount rate,open market operations,and 
minimum reserve requirements, the unavailability of the 
third instrument coupled with the 100% reserve requirement 

for currency,made the first two instruments ineffective. 
Thus, the CBJ lacked the ability to control the supply of 
money and credit in Jordan,the raison d"etre of a central 
ba nk.

This policy continued until major changes were made in 
a series of legislative actions taken in 1967. The 

objectives of the CBJ were clarified and the objective of 
promoting economic development was added. The CBJ was given 
the authority to establish a reserve requirement of up to 
25% on commercial bank demand and time deposits (1969), and 

to establish maximum interest rate charged for bank credit 
and paid on time and saving deposits (based on the Ottoman 

Law -murabahah-). The list of assets eligible for backing 
Jordanian currency was expanded to include securities 
issued by the government of Jordan. In a companion 
legislation, the government of Jordan was authorized to 

issue treasury bills in an amount not to exceed 15% of the 
average of the government's domestic revenue of the
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previous three years, and longer-term securities of up to 

15 years maturity in an amount not to exceed JD 8 million.
By the end of 1970s, the role of the Central Bank in 

the economic development process became deeper.3 in 1 9 71 a 
new Central Banking Law (Law No.23 of 1971) came into 
effect, replacing the 1959 and 1966 legislations. As a 
result of this legislation, the maximum rate of reserve 
requirement on commercial bank demand and time deposit was 
increased from 25% to 30% . Government borrowing from CBJ 

was raised from 10 to 20% of its expected domestic 
revenues. With its powers extended by the 1971 legislation, 
the CBJ was much better equipped to carry out monetary 
policy.

Having discussed the evolution of monetary management 
and the monetary instruments available for the CBJ from a 

legislative point of view, section 3 will assess the 
effectiveness of these instruments from a functional point 
of view .

4.4: Effectiveness q£. Monetary Instruments :
There is a significant difference between the 

effectiveness of monetary tools in a developed country and 
that in a developing country, and this difference arises 
from their different stages of development and policies 

adopted by their monetary authorities (central banks in 
general) to adjust these instruments to the country's 
development strategies.4

^See: Law No.23 of 1971 of the C B J . Article 4 p.2 
4McKinnon,R . & Mathieson,D. :"How to Manage a Repressed(Footnote continuedT"
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Central banking has to be thought of quite differently 

in the developing countries where the financial systems has 
yet to be developed. In developing countries, the role of 

the central bank has to be conceived in the context of 
evolving a sound financial infrastructure conducive to 
rapid development, and should not be restricted to that of 

controlling domestic credit (through controlling bank

operations). is the central bank that has to take the
lead in evolving the credit institutions, instruments, and

yield-structure that are essential for the efficient 
mobilization of saving and the allocation of resources 

consistent with development objectives. fulfill these 
objectives , the central bank should be granted the power 
and should be equipped with the appropriate tools. This 
section aims at assessing the effectiveness of these tools 
in order to show the extent to which the CBJ has been 
successful in adopting an appropriate monetary policy 
which could encourage financial development and induce 
economic growth . The traditional monetary instruments will 

be investigated as follows:

4.4.1: Open Market Operations (OMO):
Open market operations, or the buying and selling of 

securities on the open market, are generally considered to

4 (continued)Economy". Princeton University, Princeton, New Jersey, 
December 1981 , P.4

mSÜ#0aiea8,L.y:.;^Çept%al^Bank|gg,aga,gconomic fievglsEr
6See .ggvelopment
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be the most powerful tool in the hands of the central bank 
for controlling monetary policy. Open market operations 
have a direct effect on the volume of bank's reserves, the

monetary base and the money supply.? Although the Central 
Bank of Jordan has been given the power to use open market 
operations as a mean of controlling credit and regulating 
the quantity of money, the CBJ has hardly taken recourse to 
them and appears to be purely passive in nature. It is 
important to mention here that government securities were 

first introduced by the CBJ in 1969. But due to the absence 
of an articulated and broadbased securities market, these 
operations were seldom used as a conscious instrument of 
monetary policy.

However, the CBJ had tried to enlarge the scope of the 
government securities market by encouraging the public to 
invest in treasury bills. In 1973 the law (The Temporary 
Public Debt Law of 1973) allowed that 50% of the interest 
income coming from treasury bills be deductible for income 
tax purposes. In 1982, the CBJ took several measures, of 

which the most important was the reduction of the legal 
reserve ratio on demand deposits of commercial banks, 

equivalent to their holding of government bonds, from 11%

to ^ ® •̂ Investment banks and financial companies were also 
required to hold treasury bills equivalent to 5% of their

deposits, as a substitute for legal reserves. Although the
CBJ announced its readiness to purchase government bonds

7
Park, .Y. :" The.RoJe of Money in Stabilization Policy in Developing Countries , IMF.Staff Papers. Vol.xx No.2 July
1973.
8The Central Bank of Jordan, Annual Report. 1982 P.2
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from the public at face value at any time, and they are 
protected against the risk of being lost or being 
destroyed, public's holding of government bonds and bills 

did not increase significantly during the period in 
question (1969-85). The total value of Government Bonds and 
Treasury Bills held with the CBJ was only 3.9 million in 

1969,increased to 19.5 million in 1974, then decreased to 
only 9.3 million in 1978 and finally reached 72.6 million 
in 1983 (Table 4.2). This trend could be explained by the 

reluctance of commercial banks to hold government 

securities for profit reasons (low yields).
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Table(4.2):
Selected Assets; of the CBJ (in million of JDs)

Year Total
Assets

Treasury
Bills

G o v . 
Bonds

Advance 
To Gov.

Advance 
To SCI*

direct
Invest

1964 25.9 -- -- —  — — — --

1966 49.1 -- — — — -- --

1966 58.9 —  — -- — — — --

1967 92.6 -- -- — -- --

1968 106.5 —  — -- -- — — — —

1969 101 . 1 3.9 — — — — — —  —

1970 107.0 8.2 - 1 .7 -- — —

1971 112.5 12.6 -- 3. 1 0.2 --

1972 1 10.5 5.0 1 .2 0.7 0.8 --

1973 133. 1 8.2 2.5 14.4 2.2 0.2
1974 153.9 15.6 3.9 8.0 4.0 0.5
1975 200. 9.3 1 .5 13.4 4.3 1 .0
1976 252 . 6 18.1 0. 1 20.3 9 . 1 1 .2

1977 309.5 14.8 6.3 28.8 13.6 1 .2
1978 368.6 1 .0 8.3 37.2 18.0 1 .2

1979 456.7 10.8 10.5 25.4 16.4 1 .6
1980 578.5 31.2 28. 1 50.8 21 .4 1 .8
1981 631 .3 41 .0 22.7 65.0 33.2 2.3
1982 690.2 49.3 28. 1 84.5 58.3 2.3

1983 759.4 32.4 40.2 106.4 91.6 2.3
1984 750.6 - 28.3 121.5 88.5 1 .7

1985 763.9 - 16.9 129.2 101 .5 1 .7
* : Denotes for Specialized Credit Institutions
Source: Central Bank of Jordan, Special Issue No.20, 1984 

and CBJ.Monthly Statistical Bulletin.Vol 22,1986.
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4.4.2: Variable Reserve Ratio (VRR):
The use of VRR by the Central Banks of LDCs became 

very popular. This is related to the narrow scope of 
securities markets in LDCs which usually limits the 
effectiveness of OMO.

However, in view of the imperfections in the money and 
capital markets, as in the general economy of the developing 
countries, banks may not react to a change in the reserve 
requirements in the same way that one would expect them to 
do in modern credit markets. This is due to the existence of 
large unorganized money markets and also because many 

commercial banks in the LDCs enjoy an excess liquidity^

It has been suggested that the effect of VRR are 
discriminatory since a change in the reserve ratio by the 
Central Bank will influence the activities of the
commercial banks but non-banking financial intermediation 
will not be affected at all (Gurley and Shaw 1960).

The reserve requirement ratio was applied in 1969 for
the first time in Jordan when the minimum reserve
requirement was fixed at 1% for current and time deposits. 
At the beginning of the 1980s, the CBJ pursued a flexible 

monetary policy whereby it allowed commercial banks to
expand their domestic loans particularly long-term ones and 

make maximum use of their local liquid funds. To achieve 
this objective,the CBJ introduced some measures, of which 
the most important was the gradual reduction of the legal 
reserve ratio from 14% to 11% on demand deposits and from

9See: Ghatak,S. (1981) O p . Cit.. PP:109-110.
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11% to 8% on time and saving deposits. the actual
economic situation (the slow down in economic activities), 
these ratios were reduced to 10% and 7% during 1983 and 

finally reached 9% and 6% in June 1984.1lThe minimum 
liquidity ratio has fluctuated between 25% and 35% during 
the whole period .

As far as the effectiveness of reserve requirements 
policy in Jordan is concerned,it could be argued that since 

their establishment, these reserve and liquidity 
requirements have not proven to be effective tools for 
monetary management in Jordan. This situation is mainly due 
to the fact that commercial banks in Jordan have 
consistently maintained large excess reserves and a 
liquidity position considerably stronger than required by 
the CBJ. Several major forces had led the commercial banks 
to maintain large excess reserves and a strong liquidity 
position. Among those factors the most important one is the 

interest rate structure (very low rate of return on saving 
and lending).It is not the aim of this chapter to discuss 
these factors in more details (this will be done later), 

but it is worth mentioning here that in a fragmented 
interest rates structure , where inflation is quite high 
(19.4 % in 1974) and lending rate is fixed at 9% (maximum), 

banks will be reluctant to lend to small farmers or 
businessmen and prefer to lend to less risky sectors. 12 As

10The Central Bank of Jordan. Annual Report , 1982 p.3
11 The Central Bank of Jordan, The Monthly Statistical ^^lletin , September 1984.

For more details about this policy (interest ceiling)(Footnote continued)
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a result of such policy, banks would maintain excess 
liquidity in their portfolios which further minimized the 
flow of funds into productive channels,and could work to 

frustrate domestic monetary management. These findings were 
supported by our interviews with bank managers and 

borrowers from different sectors in the economy .12

4.4.3: Discount Rate (Bank Rate ± Policy :
Discount rate is another powerful and important policy 

that could be used by the monetary authority to affect the 

volume and direction of domestic credit From the
establishment of the CBJ in 1964, the bank rate was 
initially set at 5.5% and then reduced to 5% in 1972. This 

rate has fluctuated between 5% and 6.5 % during the period 
of study.

Although the CBJ was empowered to use this instrument , 
it is clear that discount operations have not been of much 
significance as an instrument through which the CBJ has 
been able to influence the commercial bank's credit and its 

cost.
The commercial bank's borrowing from the CBJ has been 

very small ,thus rendering this policy instrument 

ineffective. The ineffectiveness of this policy is

12 (continued) see :
1)McKinnon,R.: "Money and Capital in Economic 
Development",1973, o p .cit P.73 and
2)Shaw,E. " Financial Deepening in Economic 
Development", 1973, o p . cit P. 86.

IL ®g8ïdiî?|"̂ g!'Sx^Sii î!§S?d?li?“ïn^8geïl̂ BaSri§?lf8îSè§‘*
The actual interest rate structure was found to be the main 
factor affecting such phenomena in Jordan. For more 
details, see Appendix 2 .
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evidenced by the amount of credit extended by the CBJ to 

the commercial banks. This amount did not exceed JD 259 
thousands(or .0000003 % of total bank assets) in 1970 , 335 

thousands (or .0000002 %) in 1974 and 22.6 million (or

.0009 % Of total bank assets) in 1985.14^^.^ insignificant
volume of commercial bank's borrowing from the CBJ could 

be related to the limited need of commercial banks to use 
CBJ facilities (as lender of last resort) for strengthening 
their liquidity position. The main reason behind this 

behaviour is also related to the excess liquidity holding 
of commercial banks . This excess liquidity which affects 
the impact of this facility (discount window) is also, and 

as we have already mentioned, a result of the fragmented 
actual interest rate structure policy in Jordan. This 
excess liquidity were so large as to preclude the need for 
any regular recourse to the CBJ credit via rediscount and 
borrowing. Thus ,the bank rate is rendered an ineffective 
tool of monetary management. This point will be dealt with 

in more detail in part three of this study when we 
formulate our econometric model.

Having analyzed the evolution of Jordan's monetary and 
financial system, prior and after the establishment of the 
CBJ, and investigated the effectiveness of the traditional 

monetary instruments in the hands of the Central Bank, an 

important question could be asked: if most of the actual 
monetary weapons are not functioning effectively (or not at 

all), then how is the monetary policy working in Jordan and

14 The Central Bank of Jordan, Monthly Statistica Bulletin Different issues.
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how can the authority regulate and stabilize the economy?. 

This will be answered in the following section where the 
role of monetary policy vis-a-vis the economic development 

process is examined.

4.5 ; Monetary Policy and Economic Development in Jordan: 

This section aims at answering the above questions and 
intends to evaluate the role played by the Central Bank of 
Jordan and to assess the policy measures taken by this 

institution in order to accelerate the economic development 
process.

The first factor to be investigated is the behaviour 
money supply , and how the CBJ could affect this process. 
This will allow us to show the extent to which the CBJ was 
successful in affecting money supply process in favour of 
inducing economic growth in Jordan.

Whether we take Ml (defined as currency plus demand 
deposits) or M2 (defined as M1 plus saving and time 

deposits), Table (4.3) shows that money supply has
increased substantially over the period under 
consideration. This trend in the money supply growth could 

be subdivided into two separate periods :
The first is that prior to 1973 during which the 

monetary growth was absorbed by the rapid growth in the 
economy. However, the picture has changed since then

whereby monetary growth outpaced significantly that of the 
G N P . This trend is clearly reflected in the ratio of money 

supply (M2) to GNP which increased significantly from only 
33.4 in 1964 to 60 % in 1969 , 66.3% in 1972. In 1973 ,as
we said, a new trend started where the ratio of M2/GNP
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increased from about 73% in 1973 to 83.3% in 1979 and 
finally reached 93.2% and 99.9% in 1984 and 1985 
respectively. This behaviour indicates that there was a 

switch out of currency and demand deposits into time and 

saving deposits as a result of lower inflation (and hence 
real yields on savings).

It could be argued that the ratio of M 2 /GNP has a 
direct effect on the composition of domestic liquidity 
which needs to be investigated to see how the CBJ could 

influence these variables.
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Table (4,3) :
Change in Money and Quasi Money (1964-85) 

( and in JD million)
Year GNP Ml Quasi* M2 Qua/GNP M2 /GNP

1964 160.6 39.7 13.8 53.6 8.6 33.4
1965 180.5 47. 1 17.0 64. 1 9.4 35.8
1966 187.7 56.0 20.0 75.8 10.6 40.8

1967 142.5 75.2 18.8 94.1 13.2 66.0
1968 166.4 88.0 20.8 108.8 12.5 65.4
1969 197.4 96.2 22.6 118.8 11.4 60.0
1970 187.0 105.5 23.7 129. 1 12.6 69.0
1971 199.4 108.0 27. 1 135. 1 13.6 67 .7
1972 221 .0 115.0 31 .4 146.5 14.2 66.3

1973 241 .5 139.3 36.8 176. 1 15.2 72.9
1974 279.3 171 .9 47.8 219.8 17. 1 78.7
1975 370.0 224.6 63.7 288.4 16.9 76.7
1976 562.4 276.9 101 .4 378.3 17.7 67.0
1977 660. 1 330.9 136.7 467.6 20.5 70.4
1978 781 .0 375.4 231 .3 606.7 29.0 76.5

1979 921 .3 472.6 300.4 773. 1 32.7 83.3
1980 1185.3 594.8 390.0 984.8 33.7 82.7
1981 1501.0 701 .7 478.2 1179.9 32. 1 78.8
1982 1695.4 787.5 615.8 1403.3 36.5 83.0
1983 1848.3 869.4 745.7 1615.2 40.3 87.4
1984 1885. 1 878.4 879.3 1757.7 47.4 93.2
1985 1856.0 904.4 945.0 1848.4 50.9 99.6

* Defined as : Time+Saving Deposits.

Source: 1) Central Bank of Jordan.Special Issue. 1984.
2) Monthly Statistical Bulletin, June,1986 and 
author calculation.
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Analyzing the behaviour of money supply in narrow 

definition (Ml) ,similar trends were registered during the 
same period. The M1/GNP ratio did not exceed 30.1% during

the first period (until 1967). This ratio increased from

52.8% in 1968 to 61.5% in 1974, and after 1975 it started to 
decline until it reached 46.6% in 1984 (Table 4.4).

As for the components of narrowly defined money (Ml),

there has been a tradition of public aversion towards demand
deposits vis-a-vis currency, especially during periods of
political instability. The reason the public holds currency
has long attracted the attention of economists and bankers

in LDCs, because of its important role in determining the
volume of money supply.15 _ _ _ _Theoretically, under a fractional
reserve banking system, a higher preference for holding 
currency by the public with respect to deposits will reduce 
the bank's reserve and consequently the monetary base .1 & 

Given this situation, the monetary authority has little 
capability to affect the portfolio decisions of the public

15For instance see:
1)Snyder,W. :"Money in a Developing Economy: A case Study 
of Pakistan, 1953-61", The Review of Economic and 
Statistics. Vol 46 No.2 1964 PP:413-421.
2)Brunner,K. and Meltzer,A. :"Studies on Money and Monetary 
Policy: Some Further Investigation of Demand and Supply
Function For Money", Journal of Finance. Vol 19, 1964 
PP:240-71.
16This is given by the following formula:A
M = _______________

r + k (1-r)
Where :

M is the money supply, r is the ratio of commercial 
banks reserves/total deposits, k is the fraction of money 
supply which is composed of currency and A is net assets of 
the Central Bank .
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in favour of deposits , and this in turn reduces the 
ability of this authority to control the money supply.

As far as the high ratio of currency/money supply and 

its implications for the monetary policy in Jordan is 
concerned, two main factors could be responsible for such 
phenomenon:

1) As we previously mentioned, the period between 
1967 and 1973 was characterized by unstable political and 
economic situation in Jordan. Due to the Arab-Israeli War 

and the occupation of the West-Bank of Jordan by Israel in 

1967, the Jordan Dinar became the legal and preferable 
currency for the West-Bankers. Accordingly,this period 

witnessed a mass withdrawal of bank deposits and the 
preference of people to keep a considerable amounts of 
money in cash ( which might be less risky during a period 
of w a r ) .

2) It could be argued that during inflationary
periods,and in the absence of a flexible interest rate

structure,the rate of return on savings will not be
positive and will not compensate for sacrificing the
liquidity preference in favour of quasi assets.1? ,This was
the situation in Jordan during the 1970s and the beginning 
of 1980s when inflation reached 1 9 %  while maximum nominal 
yield on saving deposits did not exceed 6.5%.

The period between 1967-73, as we mentioned, witnessed 
a high currency ratio in the money supply components (Ml). 
This ratio increased from 54.1% in 1966 to 68.5% in 1967 

and 74.1% in 1969 (Table 4.4). The currency/M1 ratio

17
See: Tobin,J. :" Liquidity Preference as Behavior Towards Risk " .Review of Economic Studies .February 1958 PP:65-86.
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reached 78.2% in 1970, 70.0 % in 1973, and then started to 
decline until it reached 58.9% in 1985.

On the other hand, the importance of demand deposits 

in the money supply components has not been changing 
significantly. As Table (4.4) shows,the demand deposits/MI 
ratio was 43.7% in 1965, declined to only 21.8% in 1970, 

30% in 1973 . This ratio started to increase after 1973. It 
registered its highest level in 1977 and 1981 (43.5 and 
41.2 respectively). In general it was considerably high 

during all the period. Thus, it reduces the ability of the 
Central Bank to influence effectively the domestic 
liquidity in favour of financing economic development.
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Table (4.4)

Change in Currency and Demand Deposits (1964-83)
Year Ml/GNP Curren Dem. Dep Ml Dem.Dep/M1 Cur/Ml

1964 23 .9 23..0 16..7 39 .7 42..0 57..9
1965 26 .0 26 . 3 2 0 ..8 47 . 1 43 .7 55 .4

1966 30,. 1 30..3 25..7 56 .0 45..9 54.. 1
1967 52 . 1 51 .5 23..7 75 .2 31 ..5 68 .5

1968 52..8 63..5 24..4 87 .9 27 ..7 72..2
1969 48 .7 71 .3 24..9 96 .2 25 .9 74.. 1

1970 56..4 82..4 23..0 105 .5 21 ..8 78..2
1971 54 .2 83..0 25..0 108 .0 23.. 1 76..9

1972 52..0 81 ..5 33.,5 115 .0 29 .. 1 70..8
1973 57 . 6 97 ..5 41 ..8 139 .2 30..0 70..0
1974 61 .,5 115. 4 56. 5 171 ..9 32., 1 67.. 1
1975 60 .0 138 .9 85 ..6 224 . 6 38.. 1 61 ..8
1976 49..2 161 ..3 115..5 276 .9 41 ..7 58.. 3
1977 50 . 1 187 ,.9 143..0 331 .0 43..5 57 .. 1

1978 48.. 1 219 ..5 155. 9 375 .4 42..0 59..2
1979 51 .3 275 ..4 197 ..2 472 . 6 42..3 59 ..7

1980 50..2 351 .6 243.. 1 594..8 41 ..9 60..5

1981 46 .7 412..3 289..3 701 .7 41 ..2 58..1

1982 46.,4 469. 9 317. 5 787..5 40..4 59 ..7

1983 47 .. 1 516. 353. 4 869 .4 40..6 59 ..4

1984 46. 6 530. 5 347. 9 878..4 39. 6 60. 4
1985 48..7 531 .,8 316. 4 904..4 34..9 58. 9

Source: The Central Bank of Jordan, Annual Reports . 
Different Issues and author calculation.
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As far as the ability of the CBJ in affecting domestic 

liquidity is concerned,it could be argued that prior to 
1973, the expansion of liquidity was mainly attributed to an 

increase in domestic credit, except for 1967/1968. Until 
1967 government deficit used to be financed through the 

Central Bank and it could be argued that domestic credit 
expansion for that period was in turn a result of a 
considerable increase in net claims on the government. 
However, after that period the expansion in liquidity was 

attributed to both external surplus and increase in credit 
to the private sector. Government deficit became an
insignificant factor in affecting domestic liquidity.

It is worth mentioning that no public domestic 
borrowing has been recorded prior to 1969. In 1970, the 
volume of public domestic borrowing did not exceed JD 4.2 

million or 6.1% of total public revenues. In 1975, this 
ratio declined to only 3.5% and finally to 3.4% in 1983.18 

The increase in credit to the private sector accelerated 

from 12.6 JD million in 1967 to 123.0 million in 1974 and 
finally reached 1274.4 million in 1985. The major portion 
of this credit to the private sector was directed towards 
the trade and real estate boom during the period 1973-1980.

On the other hand, the considerable amounts of foreign 
aid received from the Arab Oil countries during the 1970s 

(1.4 billion JD during a period of 10 years, as budget 

support) were the most important source of liquidity

18As stated earlier^(Chapter^2), government,budget deficit was mainly financed through foreign aid (budget support)
from Arab-Oil countries.
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expansion .

As a result of the increased liquidity ,the economy 
faced inflationary pressures which were already apparent 

in Jordan by the beginning of the 1970s (see Table 4.5 on 
page 113). After 1976 inflation started to accelerate 
sharply (13.8% in 1979) as a result of the increase in 
import prices as well as domestic pressures (excess 

demand).
To combat inflation,the Central Bank needs to use its 

traditional instruments and to choose operational targets 

appropriate for this situation.
In the absence of any long-term target for the CBJ and the 

ineffectiveness of most of the traditional instruments (as 
discussed in previous section), the only instrument found 
to be appropriate for the CBJ is to rely on credit control 
policy. Hence credit controls lie at the heart of monetary 
policy .

Prior to 1974, the other traditional instruments of 
monetary policy were the reserve ratio,liquidity ratio and 

the bank rate which had been changed of different times 
without giving any considerable results in affecting the 

monetary target at that time. Since then, with the CB 
addressing itself mainly to controlling domestic credit as 
inflationary pressures built up,it resorted to using moral 

suasion as an alternative to open market operations in 

order to influence bank lending. But, as we have already 
seen in the previous chapter, commercial banks were always 

reluctant to buy government securities at the prevailing 
negative rate of return, and the volume of government 
securities in the banks portfolio was not high enough (only
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.01% of banks total assets in 1983) to make this policy 
successful in affecting domestic liquidity. Failing to 
achieve the desired result,the CBJ moved on to use 
quantitative credit controls along with a
built-in-selectivity element. The CBJ used a discretionary 
power to affect the allocation of commercial banks credit 

by instructing commercial banks to respect the ceiling 
established on the expansion of domestic credit.

However, in a 1974 memorandum, the CBJ established a 
ceiling on the expansion of credit extended by commercial 

banks except for that made for the industrial, agricultural 
and public projects. This ceiling limited the growth of 
credit facilities extended by any commercial bank to not 
more than 5% of their level in the previous year. These 
moves came against the background that between 1964 and 
1974, commercial bank credit facilities provided for the 
commerce and trade sector was more that 40% of their total 
credit extended to all sectors at that time. In 1975, the 

ratio of 5% was increased to 10% and the exception which 
was given to the industrial sector in the credit ceiling 
was abolished in 1976. By the end of 1977, the policy of 

credit ceiling was completely abolished and the commercial 
banks were left free to adjust their portfolios to the new 
situation.

As far as the effectiveness of this policy is 
concerned,there is little doubt that the tightening of the 
controls on bank lending did effectively curtail 
expenditure,and the impact of the more stringent monetary 

measures was felt in 1976. Therefore, while maintaining the 
1 0% ceiling on credit expansion,the credit/deposit ratio
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was reduced by 2% (from 75%). The banks were also required

to maintain with the CBJ over and above their cash
reserves, a special deposit (3%) on their overdrafts.

By the end of 1976, the reserve ratio on demand 
deposits was raised to 15%, while that on time deposits 

remained at 12%. By setting a ceiling to the growth of bank 
lending through the different measures, the authorities 

were able to exert some restraint on money supply.
However, the impact of the persistent use of credit 

controls was manifested in the contraction in economic 
activities. With the significant decline in credit 
facilities, the CB changed course by 1977 to temporarily 
relaxing its policy. First, by abolishing the special 3% 
deposit and suspension of credit ceiling, and then by 
discontinuing the credit/deposit ratio, it gave the banks
incentive to increase credit facilities.

The effects of the above measures on increasing credit 
facilities in the economy were realised by early 1979, 
during which the increase in monetary indicators started an 
upward pressure on prices (inflation exceeded 13.8%). Then 
the CBJ resorted once again to its contractionary measures 

by re-introducing credit/deposit ratio of 70% which later
in the year decreased to 67.5%.

On the other hand, the reserve ratio on demand deposits 

was increased by one percentage point to 16% and interest 

rate on bank's overdrafts and loans were increased to 9% . 
More recently in 1982, the CB imposed compulsory investment 

requirements on commercial banks and investment companies 
in the country in a move to redress the lack of bank's 
participation in financing development efforts. Thus, in
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May 1981, the CB instructed commercial banks to maintain 
their subscription in Treasury Bills of not less than 3% of 
their total assets and their subscription in bonds issued 

by the government or with its guarantee of not less than 5% 
and for investment banks and financial companies not less 
than 2% of their total assets.

In July 1981, these percentages were raised from 4% to 
6 %. In October 1981,this rate was reduced to 5%. 18The CB
also attempted to pay special attention to the quality of 

commercial banks' credit by requesting them to emphasize 
long-term lending and financing of productive projects. 
More specifically,the CB encouraged commercial banks to 
participate actively in local syndicated loans to minimize 
resort to foreign financing . For this purpose,the CB stood 
ready to refinance 50% of total bank's subscription in 
these loans. It also permitted commercial banks to manage 
bond issues for public share-holding companies in order to 
promote the secondary market for financial securities. The 
syndicated loans policy was the focus of the monetary 

authority in 1982 and 1983. The legal reserve ratio was 
reduced by 1% down to 10% on demand deposits and 7% on 

saving and time deposits. A ceiling of 6 - 8 %, varying with 
the term of deposit,was fixed for interest rate on saving 
deposit held by commercial banks.

For the first time ,in an attempt to help develop the 

money market in a way conducive to the diversification of 
the sources of appropriate funds and to the mobilization of 

national savings, the CBJ reconsidered the arrangements of

19The Central Bank of Jordan.Annual Report .1981 p.21
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issuing certificates of deposits by the Jordanian banking 
institutions and set interest rates on them at 7.25-8.5% , 
varying with their term of m a t u r i t y . 2 0

Before ending this chapter, a note is warranted on the 
government's attitude towards interest as part of an 
overall monetary policy. As we have indicated earlier,the 
government put a ceiling on interest rates. This ceiling 
was fixed according to the "Ottoman Law" , where interest 
rates should not exceed 9% under any circumstances. Also 

this law indicates that "total interest to be paid on 
amount borrowed should not exceed the amount itself 
whatever the term of the credit is " .21 In other words, no
agricultural credit institution or mortgage bank are in a 
position to extend a long-term credit since the law 
restricts the amount of interest paid on this loan.

From a theoretical point of view, it could be argued 
that a policy of ceiling on interest rates may have 
provided a desired stability in the structure of interest 

rates in times of high economic growth and no inflation. 
However, inflationary pressures resulted in reducing the 
real rate of returns on deposits . Table (4.5) shows that 

the real rate of bank deposits (real yield) was negative 
for all years between 1969-1982. This negative rate reached 
-14.5% in 1974 when the rate of inflation registered its 

highest level (19.4%). Also,the real rate on bank loans 
(lending rate) was negative in 8 years during the period in

20The Central Bank of Jordan.Annual Report.1983 p . 18
21 This is mentioned under the Civil Law in Jordan. For more details see: Sukkar,Y.: The Interest Rate Structure in 
Jordan(in Arabic),The Central Bank Publication, 1974 
PP:24-28.
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question. As prices continue to rise, people learn how to 

differentiate between the nominal vis-a-vis the real rate 
of return of their assets. The fall in the real rates of 

interest,will not induce people to save with banks on one 
hand,and may divert investment from financial assets into 
real assets possibly into speculation of land and real 
estate (in the case of Jordan) on the o t h e r . 22

c isïemeS ïif y 9^5 )
O P .cit P.43 and E. Shaw (1973) o p .cit P.86
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of Interest Rates in Jordan

Year Nominal Rates Inflation Real Rates

on Loans on Dep. Rate on Loans on Deposits

1965 7.0 4.0 2 . 0 5.0 2 . 0

1966 7.0 4.0 2 . 0 5.0 2 . 0

1967 7.0 4.0 0 . 2 6 . 8 3.8
1968 7.0 4.0 3 . 6 3.4 0.4

1969 7.0 4.0 4. 1 2.9 0 . 1

1970 7.0 4.0 5.9 1 . 1 -1 .9
1971 7.0 4.0 5.2 1 .8 -1 .2
1972 9.0 4.9 7.3 1 .7 -2.4

1973 9.0 4.9 1 1 . 1 -2 . 1 -6 . 2
1974 9.0 4.9 19.4 -10.4 -14.5
1975 9.0 5.6 1 2 . 0 -3.0 -6.4
1976 9.0 5 . 6 1 1 .0 -2 . 0 -5.4
1977 9.0 5.8 14.4 -5.4 -8 . 6
1978 9.0 6 . 1 7.9 1 . 1 -1 .8

1979 9.0 6 . 1 13.8 -4.8 -7.7
1980 9.0 6.4 1 0 . 8 -1 .8 -4.4
1981 9.0 6.5 11.5 -2.5 -5.0
1982 9.0 6.5 7.4 1 .6 -0.9

1983 8.5 5.5 3.9 4.6 1 .6
1984 8.5 5.5 3. 1 5.4 2.4

1985 8.5 - 3.0 5.5 -

Source; Central Bank of Jordan , Annual Reports.
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Having examined the monetary policy in Jordan and its 

significance to economic development ,the following issues 
are to be considered :

1) The Central Bank has been given the major 
instruments of monetary policy to regulate the volume of 
credit and the quantity of money , and to manage the 

country's foreign assets,but the monetary policy in 

Jordan,like most other developing countries ,was restricted 
mainly to use of credit controls. While the credit control 

policy might have been temporarily effective in restraining 
the growth of credit facilities in times of high liquidity 
in the economy,such policies failed to have the same effect 
on changing the direction of commercial banks' credit from 
financing trade and land speculation to productive 
(commodity producing) sectors, such as agriculture and 
industry. In 1974, the credit extended by commercial banks
for agriculture was 4.5% of total domestic credit. This 
ratio declined to 2.2% in 1984. The same argument could be 
applied to industry where the ratio of bank credit to total 
credit fluctuated between 11.1 and 13.2% during the whole 
period 23Concerning the impact of credit controls on real 
growth, it has been suggested (eg.New structuralists) that a
sustained policy of tight credit is shown to produce
long-run inflation and slows down production ^^credit

control was also not successful in influencing the
direction of banks' credit in favour of agriculture and
industry, in spite of its temporary success in restraining

23The Central Bank of Jordan, Annual Reports.
24See Wijnbergen,V : 1983a Op .Ci t .. p .63
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the growth of credit facilities in times of high liquidity 
in the economy. It is clear that such policy failed in 
Jordan, as in many other developed and developing 
countries,to have the same impact on affecting the quality 
of commercial banks' credit in favour of important sectors 
such as agriculture and industry. To cite the U.K as an 

example of a developed country, these credit control 
policies were first introduced in 1955. However, they were 

criticized by banks on the ground that they were thought to 
harm banker-customer relationships on the one hand, and 

were blamed for damaging financial efficiency,on the other. 
Hence they were abondoned in 1971.

As far as the developing countries are concerned, 
several central banks sought to allocate credit by 
establishment of portfolio ceilings. This technique has 
been used in Costa Rica,Colombia and other Asian countries. 
The Colombian system which was in use briefly in the 
1960s,but was discontinued in the 1970s suggests that the 

Columbian authorities were dissatisfied with the result ,or 
that the difficulties of securing compliance were too great 

in view of the result a c h i e v e d . 2 5 ^ ^  ^he Philippines, in the 
1960s, the Central Bank placed ceilings on loans to finance 
certain activities considered to have low priority. It 
imposed no ceiling on loans to finance high priority 

sectors. These regulations have been difficult to enforce 
and do not appear to have been particularly successful in 

stimulating the favoured sectors of the Philippine economy

25 Andrew. Brimmer ;"Central Banking and EconomicDevelopment .The Record of Innovation", Journal of
Money.Credit and Banking. 1971 p.787.



-116-
and were removed in 1 9 7 5 . 2 6

In Nigeria, in 1970, the Central Bank issued guidelines 
to the commercial banks setting the maximum increases 
desired for various categories of loans.The purpose is to 
channel credit away from consumption toward the productive 
sectors of the economy. But the guidelines were not 

strictly mandatory and in 1971 they were generally not

being observed. Finally, portfolio ratios associated with 
reserve requirements have been used to some extent in

Argentine, Brazil, Chile, Columbia,Israel and Indonesia.
But in general,measures to influence the composition of
bank portfolios are difficult to enforce since it is not
easy to ascertain whether or not the loans were made for

the purpose stated or whether the funds were used for the
purpose that the bank intended.28 _In other words , these
measures were not successful in affecting the quality of 
credit,i.e., in channelling bank credits towards high 
priority sectors such as agriculture and industry.

2) The above discussion shows that no serious action 
has been taken by the Central Bank of Jordan for 

mobilization of domestic savings. The focus of the CB was

26Khatkhate, D. Deposit Substitutes and their
Operational Significance in a Developing Economy: The
Philippine Case" , IMF. mimeograph , Oct.1977

27 Ibid. p .788.
28For examples, see:1)Chandavarkar,A . : " Some Aspects of Interest Rate
Policies in Less Developed Economies: The Experience in 
Selected Asian Countries", IMF.Staff Papers .18. 1971
pp:48-112.
2) McKinnon,R. and Mathieson.D , o e  .cit P.25.
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in targeting domestic credit controls. While external

capital,from either aid or remittances, can speed the
development efforts,the country must depend primarily on

its own resources .This being the case,the mobilization of
domestic savings is of fundamental importance . To the
extent domestic savings are made available for development,

the Central Bank can make a significant contribution
through policies which encourage savings, make them remain

at home and flow to financial institutions to be channelled

into productive investment. Once the question of savings

safety is answered,these savings will be attracted by the
promise of reasonable earning. Thus,the interest rate on

savings deposits must be competitive with alternative uses
of funds. However,in an inflationary environment, saving
will not flow to financial institutions- that could make
them available for productive investment - unless interest
rates are high enough to yield realistic earnings. This
means that the rate of interest should be "positive" if

the flow of savings into financial institutions is to be

expected. However,this policy might involve a higher cost
of financing investment because the lending rates of these

institutions would be partly increased to reflect the rise
in the cost of borrowing from the private sector. 
29

Although this would be undesirable from an economic 
development point of view,the overall expected benefits
would be worthwhile, in the sense of substantially
increasing the financial capacity of these institutions and

29.New structuralists açgue that increasing interest rates might cause a contractionary effect, (eg. see: Wi]nbergen 
1983a, 1983b).
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thus their ability to bridge the credit gap in their 
respective sectors .^0

3) As far as the promotional function is concerned, the 

CBJ did not play a significant role in assisting the 
Specialized Credit Institutions who rely heavily on its 
resources.This is shown by looking at the volume of credit 

extended to these institutions (Table 4.2). In 1971,(for 
the first time) , the amount of credit extended by the CB 
did not exceed 225 thousand Dinars. This amount increased 

3.5million in 1975,19.7 million in 1980 and finally reached 
53.5 million in 1983. The term of lending for these 
institutions was only 9 months ,increased to 3 and 5 years 

in 1971.

4.6: General Conclusion:
The above chapter shows that the Central Bank was not 

successful in adopting an appropriate monetary policy which 
could positively affect the asset portfolio behaviour of 

the financial institutions in favour of financing economic 
development in Jordan. The above discussion indicates that 
credit control measures were and are still given the first 

priority for monetary management in Jordan . Given the 
fragmented interest rate structure in this country, we 
believe that a drastic reform of interest rate structure is 

needed ,if the financial system is to play a vital role in 
the economic development process , and if the holding of 
excess liquidity in banks portfolio is to be adjusted. Such

This argument is supported by the findings of our survey where about 85% of answers were in favour of raising 
lending rate slightly in order to relax credit facilities, 
(see appendix 2 ).
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reforms were suggested by many developing countries and 

gave a positive result. Among those countries are Taiwan 
and Korea . In Taiwan, In 1965-1969, interest rate 

structure was revised and reconsidered to be consistent 
with the development objectives of the country. The 
successful experience of Taiwan in the use of the

interest rate weapon also stimulated the interest of the 
Korean authorities in the possible adoption of similar 
reform. In both countries ,the result was positive and 

significant. Private savings were attracted to the banks at 
a greatly expanded rate. Even so , the recourse to 
realistic interest rates became one of the most influential 

factors in the economic recovery and growth of both

countries. chile in 1974, is another country in the few 
recent examples of a sustained financial liberalization.

All financial restriction were removed by 1979 and the
result was positive and significant in channelling domestic
savings to finance sectors thought to be of high priority
for the economic development of the country.

In the next chapter, the operation of the commerical 
banks in Jordan wil be analyzed. The objective is to show 

the extent to which commercial banks were successful in 
financing economic development in Jordan, and to 
investigate the impact of such policy (monetary) on the 

composition of their portfolios and its effect on 
financing economic development of the country.

1)^8 ë a n § a v a r S e f 'o p .cit PP: 48-112
2) J.Williamson: Why Korean Save So Little? Journal

of Development Economics N o .6 1979 pp:343-362.
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CHAPTER FIVE
5 : COMMERCIAL BANKS AND ECONOMIC DEVELOPMENT IN JORDAN

5.1: INTRODUCTION:
In the previous chapter, we have concluded that even 

though the CBJ had been given the major instruments of 

monetary policy to mobilize domestic savings and to regulate 
the volume and direction of credit and the quantity of money 
supplied in general,the monetary policy in Jordan,was (and 
still is ) restricted mainly to the use of selective 
controls. This policy ,in spite of its limited effectiveness 
on influencing short-term credit,seems to be inefficient in 
adjusting the allocation pattern of bank resources in 
accordance with the set development strategies. It has been 
shown that the Central Bank in Jordan,as in many other 
developing countries must assume a larger development role 

in influencing the portfolio behaviour of commercial banks 
in favour of priority sectors. To fulfill these

objectives,we suggested that a drastic reform in the 
interest rates structure is required.

In this chapter, we intend to investigate the structure 

and performance of the commercial banks,to show the extent 

to which these institutions have been successful in
financing economic development in Jordan.Also we intend to

investigate the effectiveness of monetary actions in
providing an adequate financial climate and in seeking 
policies and pursuing innovations capable of exercising
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vigorous influence over the banking system and directing its 
operations towards development. Section 2 of this chapter 
will demonstrate the historical and structural evolution of 

the banking system in Jordan. Different indicators and 
measures will be applied to assess the development and trend 
which took place in this sector. While section (3) will 

analyze the sources of bank funds , the uses of bank funds 
will be investigated in section (4).

5.2: Historical and Structural Evolution af Commercial 
Banks in Jordan.
Commercial banking is a relatively recent business in 

Jordan,dating back only to 1925. Its development has been 
affected by social, economic , and political factors. 
Concerning the socio-economic factors,the use of banks has 
been inhibited by a considerably high propensity to hoard 
any wealth in the form of gold or jewellery. Also, the
introduction of banking was initially restricted to the 
capital city, and it is only since the sixties that bank 
offices have been established in most of the large cities. 
Therefore, rural and nomad areas have had little contact 
with the banking system.

On the political side, the 1967 Arab-Israeli war and 
1970 civil war and their consequences also had a 
significant impact on the growth of the banking habit. As a

1This^ behayiour^ could be related to Islam's attitude towards interest-taking (profits usury). For more details
about the interest rates in Islam see: Wilson, Rodney
(1984)."Islamic Business. Theory and Practice".The
Economic Inteligence Unit.
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result of the 1967 war, all deposits in bank branches in the 
West Bank were frozen by the commercial banks for about six 
years. This experience discouraged the use of banks , 

especially during the period between 1967-1972.
Finally, the government's levy of a stamp duty on the 

use of cheques could be mentioned as a hindering factor for 

the spread of the banking habit. Until today there is a 
stamp duty to be paid on circulated cheques. Because of this 
stamp, people are reluctant to deal with cheques in their 

day to day operations in order to avoid paying this stamp 
duty.

As stated earlier, the first bank to start operation in 
Trans-Jordan was the Ottoman Bank, a British bank which in 
1925 opened a branch in Amman. The Arab Bank ,which was 
established in Jerusalem in 1930 and moved its headquarters 
to Amman after the 1948 war, was the first Arab bank to 
start business in Trans-Jordan.

By 1948, there were four banks operating in Trans- 
Jordan, none of which was Jordanian. These banks had five
offices in two cities which meant that there was one office
per 75,000 people. The expansion of the country to include 

the West-Bank of Jordan in 1950 has resulted in a 
significant change in the structure of the commercial 
banking system. The Arab bank moved its head office from

Jerusalem to Amman, thus beginning an era of national

banking. By the 1960s the Arab Bank had become the largest 
bank in the Arab Middle East in terms of deposits and 

lending, and even the loss of the West Bank branches did not 
upset its position .2

In 1960, the number of banks had increased to nine. Three
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local banks, the Jordan National Bank, the Bank of Jordan,and
the Cairo-Amman Bank were established in 1956,1960 and 1960
respectively. Moreover, three Arab banks, the Arab Land Bank

(Egypt), the Rafidain Bank (Iraq) and Intra Bank (Lebanon)
started commercial banking business in Jordan in 1951,1956
and 1958 respectively. Barclays Bank stopped its operations

in the early fifties. Thereafter, more local and foreign
banks were established bringing the total number to 16 by the
end of the 1984, of these,eight are Jordanian,three Arab and
five foreign (Table 5 .1 ).3 , ^ .After 1980, new bank establishment
was prohibited by the Central Bank , but actual banks were 
allowed to open new branches in any part of the country.

2Wilson, Rodney (1983)." Banking & Finance in the Arab Middle East" , Macmillan Publishers L t d . P .47
3The Financial Structure of Jordan : Department of Researchand Studies,Central Bank oT~Jordan, 1984.
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Table (5.1)
Commercial Banks in Jordan (in 1982)

Name of Bank Establishment: Year No., of Branches
Jordanian Banks :

Arab Bank Ltd. 1930 2 2

Jordan National Bank 1951 23
Bank of Jordan 1960 21

Cairo-Amman Bank 1960 11

Jordan-Kuwait Bank 1977 11

Jordan and Gulf Bank 1978 13

Petra Bank 1978 13
Arab Jordan Inv. Bank 1978 1

Jordan Islamic Bank 1978 7
Syria-Jordan Bank 1980 -

Total 1 2 2

Foreign Banks;
British Bank of the M.East 1949 3
Arab Land Bank (Egypt) 1951 6

Rafidain Bank (Iraq) 1957 3
Grindlays Bank (U.K) 1959 1 1
Bank Al-Mashrek (Lebanon) 1972 2

Citi Bank (U.S.A) 1975 -

Bank of Credit&cComm. Intern (Lux) 1975 2

Chase Manhattan Bank(U.S.A) 1976 -

Total 27

Source: The Central Bank of Jordan.Annual Report.1983
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5.3: Bank Legislation in Jordan:

The evolution of legislation dealing with commercial 
banking business in Jordan started in 1959 when the first 

banking law (law No.4, 1959) was issued. The Bank's Law of 
1959 laid down the conditions under which banks operate with 
emphasis on those provisions relating to licencing, capital 

and surplus. In practice, this law was non-operative due to 
the absent of a central bank.

In 1966, the Law No.94,1966 was issued, two years after 

the Central Bank of Jordan had commenced its operations. 
This law restricted commercial bank activities in several 
business areas. Bank credit or investment in traditional 

sectors (such as agriculture and industry) should not exceed 
25% of its paid-up capital and reserves. Also, according to 
this law, a commercial bank cannot engage on its own 
account, or on a commission basis, in wholesale or retail

trade including foreign trade.4^^^ igeg law was re-enacted 
in amended form in 1971. The Bank's Law of 1971 incorporated 

a system for the control of commercial banks , the power for 
maintaining this system was delegated by the Act of the 
Central Bank of Jordan. Under this law, the term "bank" 

could only be used by an institution licensed by the Central 
Bank under conditions laid down by the Act. Further,the 
Central Bank had the power to cancel the licence of any 

commercial bank if the latter does not abide by any of the 
provisions of the Bank's law or any of the rules, 
regulations or orders issued in accordance with this law.

The 1971 Law also empowered the Central Bank to impose a

4The Central Bank of Jordan, Law No.94.1966.
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minimum liquidity ratio on deposits of licenced banks. The 
law made provision for controls on the number and location 
of branches in the country. This control was achieved by 
requiring the Central Bank's approval of the creation of new 
branches and the reallocation of existing ones. This law 
continued until 1975.

In 1975, the Law No.5,1975 was issued. At present it 
governs bank activities in Jordan. Commercial banks were 

asked to increase their capital to not less than JD 3 
million at any time (then raised to 5 million in 1985). ^

As far as the nature of the banking system in Jordan is 
concerned, it could be argued that commercial banks follow 
the branch banking system of the British types mainly due to 
the long association between them and the historical 
experience mentioned previously ( see Chapter 4). The 
commercial banks are the largest deposit institutions and 
the main source of short term credit in the country. All 

commercial banks are privately owned.
The striking feature of the ownership of banks is the 

predominance of the indigenous banks as evidenced from Table 

(5.1). The Jordanian offices went up to 122 in 1982 whereas 
the foreign bank offices did not exceed 27.

Foreign banks in Jordan carry out normal banking 

activities in accordance with the banking law and banking 
regulation in force, like any other national bank. 
Therefore, and for practical purposes, we can neglect the 

foreign connections of the foreign banks.

5The Central Bank of Jordan, Law no.5.1975. and CBJ,1986.
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The enormous growth of commercial banking in the case of 

Jordan is reflected in various indicators used by us and 
shown in Table (5.2).

Table (5.2)

Evolution of Commercial Banks in Jordan:Main Indicators

Year 1955 64 70 75 78 80 83

Bank Branches 2 . 0 2 2 . 0 41.0 79.0 105.0 142.0 154.0

Bank Credit/GNP a 18.3 24.4 33.7 41 .3 47.6 55.8
Bank Deposits/GNP * 26.4 26.7 41 .4 55.3 64.4 73.8
Population 1 .4 1 .87 2.3 2.7 2 . 8 2.9 3.2

Bank Density** .01 . 12 . 18 .39 .38 .49 .52

* Data is not available .
** Defined as bank office per ten thousands person.
Reference: For the Year 1955 see: The IMF. Financial 

Statistics.
For other years see: The Central Bank of Jordan, 
Annual Reports .

The number of bank branches increased from only 2 in 
1955 to 154 in 1983. At the same time the banking business 
increased rapidly. This is reflected in the ratio of bank 
credit and of bank deposits to GNP ( though it does not tell 

us anything about their causal connection). The table shows 
that the ratio of bank credit to GNP increased from 18.3 in 

1964 to 33.7 in 1975 and 55.8 in 1983. This ratio averaged 
to 33.1 during the period 1964-83. At the same time the 
ratio of bank deposits/GNP increased from 26.4 in 1964 to 
41.4 in 1975 and 73.8 in 1983. The table also points out the
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trend in the bank density (or 1 0 , 0 0 0  persons per bank 

office). The bank density index reached .52 in 1983 against 
.39 in 1975 and .12 in 1964 from only .014 in 1955.6 To
investigate the trend in financial growth during the period 
under study, the bank assets/liability structure needs to 
be examined. It is worth mentioning here , that bank 

deposits are taken from both ,Jordanians (including those 
resident abroad) and from non-Jordanians.
Deposits can be made in local currency, or in foreign 

currencies from non-residents and residents whose accounts 
are financed externally. Table (5.3) shows that bank 
assets/liabilities structure indicates a rapid growth after 

1973. Total bank assets/liabilities reached 1863 JD million 
in 1983 compared with 823.7 million in 1979, 367.4 million 
in 1977 and 226.2 million in 1975. While the period of 
1978-80 witnessed a noticeably rapid growth in total volume 
of banking assets, bank activities began to register a 
relative slow-down after 1980. This slow-down in bank 

activities could be noticed by comparing the rate of growth 
in bank assets during the 1980s. This rate declined from 30% 
in 1980 to 24.3% in 1981, and 16.7% in 1982.7

6
This index was suggested by Cameron and calculated as : Number of bank offices multiplying by 10.000 /total 

population.
7The Central Bank of Jordan, Annual Report.1983.
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Table (5.3) :
ASSETS/LIABILITIES OF COMMERCIAL BANKS

Selected Years (in JD million)

Years 1964/72 75 77 79 80 81 82 83
Reserves 17.1 35.8 67. 1 101.6 116.6 115.1 118.5 134.0
Foreign Ass 4.1 31 .4 36.7 80. 1 205.2 233 . 3 255.4 304.4

Balance with 
local banks .5 3.8 10.1 51.2 64.9 92.9 51 .7 93.0

Credit 47.2 126.7 201 . 1 465 . 1 563.9 721 .3 887.2 1031.0
Domes. Inv. 1. 1 .7 2.5 6.7 9.6 13.4 20.3 27.8
Treasury Bills9. 24.5 32 . 8 73.8 59.8 80.8 102.8 147.2

Other Assets 5.3 2.3 17. 1 45.2 50.5 73.9 117.7 126.0
Total Assets84. 226.2 367.4 823. 7 1070. 5 1330. 7 1553.5 1863

CapitalScRes. 7.9 12.2 20.7 67.9 76.8 91 .7 131 .2 140.3
Foreign Liab.3.6 9.4 19.3 83.6 148.2 177.4 201 . 1 247 . 6

Gov.Deposits 6. 18. 17.4 45.8 63.6 77.2 78.3 79.2

Public Dep. 2.8 7 . 1 3.6 14.8 31 . 50.5 36.2 48.4
Private Dep.51.3 143.6 245.8 465.4 580.6 706.4 883.4 1035

Bank D e p . 4.1 11.2 16. 1 54.7 64.3 87 . 46.2 68.5

Other Liab. 8.5 24.7 44.5 91 .4 105.9 140.4 77.2 225.7

Total Liab. 84. 226.2 367.4 823.7 1070.5 1330. 7 1555. 3 1863

Source :
The Central Bank of Jordan, Annual Report. different 
issues.
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This slow-down in the banking system's activities was partly 

reflected in the monetary system, where expansion of
domestic liquidity (M2) started to register a decreasing

rate of growth by the beginning of 1980s. The expansion of
domestic liquidity went down from a rate of 19.8 in 1981 to
18.9 in 1982. In 1983,this trend declined to 15.1% which was
the lowest growth rate since 1975.8 .This rate of growth is
relatively low if compared to 29% in 1978 and 27.9% in 1979 
( see Table 4.3 in chapter 4). One might ask about the 
reason behind this decceleration in bank's activities. A 
number of economic and political factors could be mentioned, 
most important of which were the world economic recession 
and its repercussion on the Oil-Exporting Arab Countries 
(which resulted in a reduction in foreign aid from JD 416.3 
million in 1981 to 285 million in 1984), the political 
instability in the region due to the Iran-Iraqi war and the 
Israeli invasion of Lebanon. These factors coupled with the 
declining amounts of Jordan remittances resulted in the slow 

down in bank activities and its implications on the 
country's economic growth.

Concerning the bank holding of foreign securities, it is 

worth noting here, that after 1964, foreign securities 

(government bonds and securities) held by commercial banks 
registered a remarkable slow-down in their activities. 

Foreign securities declined from JD 24.7 million (or about 
40% of bank total assets) in 1964 to only 2.7% million (or

8The Central Bank of Jordan.Annual Report.1983 p.4
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2.8%) in 1972. By 1973, the volume of foreign securities 
started to increase. It amounted to 205.2 million (or 19.2%) 
in 1980, 233.3 million (17.5%) and finally 304.4 million

(or 16.3% of bank total assets) in 1983 (Table 5.3).9

Having looked above at the growth and structural changes 
in the assets/liabilities of the commercial banks, we intend 

to go deeper by examining in more detail the sources and
uses of banks funds and showing the extent to which bank
portfolios were in line with economic development 

requirements.

5.4: SOURCES OF BANK FUNDS: Manor Trend Since 1964:

The major role which commercial banks could play in 
financing economic development depends primarily on the 
resources which are available and the ability of this sector 
to mobilize the community's savings and other idle funds.

As far as the main sources of funds for commercial banks 
in Jordan are concerned. Table (5.4) shows that deposits 

are the main source of finance for this sector. In this
section, an attempt is made to examine the evolution and 
composition of bank's deposits :

5.4.1: Evolution of Bank's Deposits :
The distribution of deposits according to ownership 

indicates the rising trend towards government deposits prior 
to 1964. Before the establishment of the Central Bank of 
Jordan (1964), government deposits were considered to be 

the most important among other deposits. During the period

9The Central Bank of Jodrdan .Annual Report , Different Issues.
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1950-64, government deposits accounted on average for over 

one third of total deposits at the banks. When the Central 
Bank became the government's banker, the relative importance 

of government deposits declined. In 1985, government and 
semi-government deposits represented only 6.9 % of total 
bank deposits. This ratio was 20.3% and 9.8 % in 1970 and 

1975 respectively .
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On the other hand, the share of the private sector in 

the volume of total deposits increased rapidly after 1964. 
Private sector deposits represented only 61.2 % of total 

deposits in 1964, then increased to 88% in 1973 88.3% in 
1980 , and finally reached about 90% in 1985 .10

The sharp increase in personal deposits might be due to, 

among other things:
a) Growth in the National Income (GNP).
b) Drastic increase in the volume of Jordanian 

remittances.
c) Expansion of bank branches.

Concerning the types of deposit held by commercial banks 
in Jordan, there are basically three kinds :

5.4.1.1 : Demand Deposits :
Demand deposits are the deposits against which the

customer has the right to draw cheques or to demand cash on
the spot. They are, therefore, the most immediately
available purchasing power. Demand deposits in Jordan are
entitled to interest rate payments. This interest rate was
4% in 1975, increased to 5% in 1977 then reduced to 2% in
1978. In 1983, interest rate payed on demand deposits was

fixed at 4% .  ̂  ̂  ̂ ^The trend towards demand deposits is
evidenced by Table (5.5 ). In 1964, demand deposits

represented 47.2 % of total deposits, increased to about

1985.

11The Central Bank of Jordan, Annual Report. 1983.
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59.1 % in 1967. This ratio continued to be high till 1978
when it declined to 38.5 % . A new trend started by 1982,
when demand deposits ratio declined to 30 % and 21.1% in 

1982 and 1983 respectively (Table 5.5). In 1985, this ratio 

was estimated at only 21.4%.

In general , it could be shown that demand deposits as a 
proportion of total deposits was high during the period 
1964-83 (averaged to 41.7% of total deposits). The sharp 

decline in the ratio of demand deposits/total deposits in 
1984 and 1985 (25.6% and 21.4% respectively) could be
explained as a starting of a new trend in the composition of 
bank deposits in Jordan. Although the period is not long
enough, it could be argued that there was a switch from
demand deposits to term deposits as a result of low 

inflation (3.6% in 1985). However, this issue will be dealt 
with later.
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5.4.1.2 : Time Deposits :
Two types of time deposits could be distinguished:
a) Time deposits due on fixed dates and

b)time deposits subject to notice.

The interest rate paid on each type is very similar, but
the first type is considered to be more flexible than the

other.
Total time deposits increased from 22.6 JD million Or 

46.4% of total deposits) in 1964 to 34 million (or 30%) in 

1973. This volume reached 191 million ( or 57%) in 1983. 
Private sector represented 48.6% of total time deposits in 
1964, increased to 70.3% in 1973, and finally reached 85.7%

in 1983. The most important issue in the development of 
time deposits is the increasing significance of non-resident
deposits which jumped drastically from only .74 JD million
(or 3.3% of total time deposits) in 1963 to 31.7 million (
or 16.6% ) in 1978, 130.7 ( or 21%) in 1982 and 179.6
million or (23%) in 1983. The trend could be related to the

huge volume of remittances ( Jordanian's transfers), and the
improvement in bank habits among people.

5.4.1.3: Saving Deposits:

Saving deposits is another important source of funds for 
commercial banks in Jordan. Saving deposits as well as time 
deposits bear interest which is fixed by the CBJ,according 

to the condition , maturity and volume of deposits. It could 
be argued that due to the rapid growth in bank branches, 
bank habit among people in Jordan has been improved. 
Accordingly, savings deposits held by commercial banks had

12The Central Bank of Jordan, Monthly Statistical Bulletin. Different Issues.
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increased. This is shown by Table (5.5) where savings 
deposits amounted to 3.1 million ( or 6.3% of total 
deposits) in 1964. This volume increased to 5.9 million ( 
or 10.2% ) in 1970, 24.6 million ( or 14.6% ) in 1975. In
1979, total saving deposits reached 109.1 millionCor 18.4%), 
but decreased to 16.5% of total deposits in 1981 and finally 

declined to 15.4% in 1983.
It could be argued here, that the insignificance of 

savings deposits and its declining share among total bank 

deposits support the financial repression hypothesis that 
where real deposit rates are negative,as in Jordan, the flow 
of savings into financial institutions will be restricted to 
a few special cases, such as deposits by individuals with no 

other means of holding their funds, by those who use saving 
accounts for current transactions, precautionary and by 
those who deposit funds for special purposes, such as
gaining access to bank credit. This was evidenced by the 
findings of our survey about the behavioural factors 

affecting saving and investment in Jordan ( see questions 
9,10 and 11 in Appendix 2). When people were asked about the 
principal reasons for depositing with banking institutions 

and what influenced them to choose such a form of account 
(current or saving), safety and accessability to funds,and 
not the interest rates on these deposits (since it was very 

low), were found to be the main reasons behind such

behaviour. It is worth noting that after 1983, the ratio of 
saving and time deposits/total deposits started to increase. 

It reached 74.4% in 1984 (compared to 72.3% in 1983). In
1985, this ratio was estimated at 79.0%. This supports our
hypothesis (stated earlier) that after 1983 (and as a result
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of improvement in the real yield of bank deposits caused by 
lower inflation), a switch off from holdings of currency and 
demand deposits into time and saving deposits has been 

observed in Jordan.
An important conclusion to be derived from such analysis 

is that the interest rate structure in Jordan is not playing

any important role in affecting savings behaviour of the
people in this country. This is due to the rigidity of this 
structure and its failure to provide a realistic yield for 
savers and hence affects the composition of bank deposits in 
an inflationary climate. This structure needs to be 
reconsidered if domestic savings are expected to be altered.

The striking feature in saving deposits is that private
savings represented more than 99% of total saving deposits
in 1984. About 95.9% of saving deposits in 1984 were held by 
the resident accounts while only 4.1% were owned by 
non-residents.

As far as the interest rates for bank deposits is
concerned, interest rate structure had been characterized by
a high degree of regidity. Interest rates paid on bank
deposits are fixed by the monetary authority and nothing to

do with market mechanism. During the whole period (1964-84)
interest rate paid on bank deposits had been fluctuated
between 4.5- 8.8 on saving deposits, 5.5- 6.5 % on time

deposits. Given the high rate of inflation which the country

witnessed during the 1970s and early of 1980s, this meant
that the real yield on deposits was negative in many 

1 3years. ’

13See Chapter 4, Table 4.5 .
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5.4.2: Banks Borrowing From the Central Bank:
Central Bank lending to commercial banks is another 

source of bank's funds. Historically, the primary function 
of a central bank had been to stand ready to supply 
liquidity-promptly and in abundance- whenever the banking 

system is in need because of a shortage of money. While that 
is no longer its sole function, it is still one of its most

important. ^he Central Bank is the ultimate source of 
liquidity in the economy, since its powers over bank
reserves can increase (or decrease) the liquidity of the
banking system to create money.

The history of the banking system in Jordan indicates
the weakness of this function played by the Central Bank as
a lender of last resort. This is evidenced by looking at the
volume of commercial banks borrowing from the CB which did
not exceed 10 JD million (or .009% of their total
liabilities) in 1980. The highest ratio was in 1984 when
this volume reached 78.1 million ( or 3.6%) .15 .It IS worth
noting here that in the context of the high liquidity 
position (such as the case in Jordan), commercial banks will 
find it unprofitable to borrow from the Central Bank, since 
there is no need for such borrowing. This situation tends to 
weaken the ability of the Central Bank in affecting bank's 

portfolio , and in stabilizing the economy. This is a very 
important issue, and needs to be investigated carefully .

15
Interbank borrowing is excluded .
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5.4.3: Excess Liquidity and its Implication on 
Economic Growth: *

Table (5.6) shows that banks in Jordan aimed at a high 
degree of liquidity. Excess liquidity reached 20.68 JD 

million or 113.5% of required liquidity in 1972. In 1967 
this ratio was 78.0% then declined to 64.41% in 1974. In 
1980, this ratio increased to 74.20% then declined to 35.10% 
in 1983. In 1984 and 1985, this ratio registered its lowest 
levels ever been (24.7% and 13.75% respectively). In general 
this ratio averaged to 58.63 % during this period (1967-85) 

which is considered to be high if compared with other 
countries such as Pakistan (it was negative) .

* See Table 5.6 for a definition.
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Table (5.6):

LIQUIDITY RATIO OF COMMERCIAL BANKS IN JORDAN
( 1967 - 1983 ) * in JD million

Years % legal 
Liquidity

(1 )

Legal Liq. 
in volume

(2 )
Actual Liq. 
in volume

(3)
Excess 
L i q .(v o l )
(4)

4 as ' 
of 2

1 967* 25 13 ,. 35 23 .70 10,.41 78 ,.00
1968* 25 13..53 23 .80 10..27 76,. 93
1969 25 14,.35 23 .00 8 ..65 60 .40
1970 25 14..42 23 .70 9 ..28 64,.40
1971 25 13 ..41 27 .80 14..39 107 ,.31
1972 25 18..22 38 .90 20..68 113..50
1973 25 21 ..43 42 .30 20..78 96 ,.97
1974 25 28..77 47 .30 18 ..53 64..41
1975 30 50..61 73 .00 22 .. 39 44,.24
1976 30 75..00 96 .40 21 .,40 28..50
1977 30 94..45 137 .00 42..55 45 ,.05
1978 30 134..55 224 .30 89 .,75 66 .,70
1979 30 177 .. 93 252 .20 74.,27 41 ,. 74
1980 30 182.,55 377 ,.00 135.,30 74.,20
1981 30 293 ., 28 422 . 40 131 ., 10 44 .. 66
1982 30 350.,85 467 ,.80 116.,95 33..38
1983 30 419.,34 566 ,.50 147 ., 16 35 ., 10
1984 30 480.,90 563,.47 119.,31 24.,70
1985 30 524 .16 596 ,.30 12., 10 13 .,75
Average 58 . 63

* Estimates

Excess Liquidity was calculated as :
(Actual Liq-Legal Liq) =( Vault Cash + Reserve 
held with the CBJ + Treasury Bills & Gov.Bonds)
- (Total Deposits multiplying by legal reserve for 
each year).

Source: Calculated from the CBJ, Annual Reports. Monthly 
Statistical Bulletin. different issues.
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It could be argued that maintaining unnecessary excess 
liquidity could have significant repercussions on the

overall performance of the country's economy, as well as on 
the bank's themselves from a profitability point of view. 

Beside the social opportunity cost which might result from 
unnecessary holding of liquid assets, while economic 
development projects are desperately needed for these funds, 
holding of excess liquidity minimizes the effectiveness of 

domestic monetary management (as mentioned in previous 
chapter). Clearly, the effectiveness of a Central Bank's 
actions depends largely on the liquidity position of the 
commercial banks at the time when monetary policy measures 
are taken. Using reserve requirements policy to influence 
bank's portfolio will not be effective if commercial banks 
rarely resort to the Central Bank for liquidity purposes. 
This situation( holding of excess liquidity) might work to 
frustrate domestic monetary management and leave their 
instruments ineffective.

Having analyzed the size and impact of holding excess 
liquidity by commercial banks in Jordan, let us move to 
investigate the reasons behind such phenomena.

Excess liquidity holding by commercial banks in Jordan 

was investigated deeply by J . S a l a h . 1 6 ^ ^  knowledge, this

is the only study which investigates the causes and impact 
of this behaviour on the financial system in particular and 
economic growth in general.

Salah considered the lack of academically qualified

J.Salah : The Role of Financial Intermediaries in the 
Economic Development of Jordan", Unpublished Ph.D Thesis 
University of Keele, 1979 PP:150-197.
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persons in the banking system as the most important reason

behind such behaviour. He stated:
"The insignificant role played by balance 

sheet factors can be attributed to the lack 
of academically qualified persons with 
adequate banking orientation among those who 
are responsible for general policy in many 
commercial banks. Bank policies (including 
liquidity considerations) are determined by 
the bank's board of directors. As a private 
share-holding company, the members of the 
board usually represent the major owners 
participating in the bank. Therefore,some 
members may assume their position without 
being well qualified in banking. It was 
noticed that bank liquidity was largely 
influenced by the attitude of the bank's 
board of directors, especially the chairman 
(i.e. whether it was conservative or 
aggressive,optimistic or pessimistic).This 
indicated the fact that liquidity behaviour 
of commercial banks, in general, was largely 
influenced by personal judgement and 
intution, rather than being guided by 
rational balance sheet management".
Salah concluded that :

"The fact which clearly emerged from 
personal interviews was that the maintainance 
of excess liquidity was largely attributed to 
conservatism and over-cautiousness on the 
part of many banks,still influenced by their 
recent past experience when they used to 
operate under the colonial monetary system"

The validity of Salah's argument was challenged by the 
facts which clearly emerged from our personal interviews

with bank managers in Jordan. From a theoretical point of 
view, it is clear that banks have to manage their funds so 
that they are not only in a position to meet their demand 
obligations but also to earn adequate income to remain in 
business. The holding of cash assets helps the bank to meet

1 7Salah,J O P .cit p . 108
1 8This was done during the author's field research in 
Jordan in summer 1985. Six bank managers ( Jordanians 
and foreigners) were interviewed.
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its liquidity needs. The holding of earning assets helps to 
earn income (liquidity and solvency versus income). But too 
much cash means unnecessary sacrifice of income. On the 
other hand,too little cash would mean the risk of liquidity. 

It is a major challenge for the bank management to reach an 
optimal combination of cash and earning assets. Cash 
-earning -assets combination selected by an individual bank 
reflects, among other things the attitude of management 

toward income and liquidity, the expected returns of 
available loans and investments, and the banks anticipated 
short and longer term liquidity requirements.

Given the above theoretical problems, I asked bank
managers from different institutions (through personal
interviews) about the principal reasons behind the holding
of excess liquidity in bank portfolios, and whether this
behaviour is mainly attributed to the lack of academically
qualified persons in the banking system ,as mentioned by
Salah. The facts which clearly emerged from their answers
were in contrast with Salah's argument. Five (out of six) 
1 9of them recognized the financial repression caused by the 
interest rate structure in Jordan.They argued that the

unsetteled political conditions which the country faced in
1967 and 1970 could cause an over-cautious policy and

conservatism in bank management, but the picture had been
changed after 1972. It could be argued that commercial banks

might be highly liquid during the absence of a central
bank. When the central bank is ready to lend to banks who

are short of liquidity (lender of last resort) , any excess

19The one .who disagreed represented the Central Bank of Jordan, Irbid branch.
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in liquidity will be at the expense of bank's profitability. 

Given the very low yield on bank's lending, any expansion in 
bank investment (and especially medium and long-term) will 
endanger the composition of its portfolio. Thus, bank 

managers agreed that the yield implication of an asset 

management decision is perhaps the first criteria which 
determine bank activities in Jordan. This argument is 
supported by the findings in Table (5.6). This table shows 

that between 1971-73 ,the ratio of excess liquidity to legal 
liquidity reached its highest levels (113% in 1972) . This
could be related to the political instability which the 
country witnessed during that period. After 1981, when 
inflation started to decline in Jordan, excess liquidity 
held with commercial banks started to decline and reached 
its lowest level in the history of the country (8.2% and 
13.75% in 1984 and 1985 respectively).

When bank managers were asked about the relationship 
between the lack of academically qualified persons and bank 
attitudes towards excess liquidity,it was clear from their 
discussion that the majority of bank decision makers were 
university graduates. Most of them have obtained higher 
degrees in the field of economics or finance. Also, there is 

no evidence that most bank decisions were largely 
influenced by personal judgement and intuition,( as Salah 
stated) rather than being guided by rational balance sheet 

management. This issue will be empirically examined later.

5.5: The Uses of Bank Funds : Manor Trends :
The allocation function of commercial banks has an 

important role in assuring sufficient funds for
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entrepreneurs, and has considerable implications for the 
country's rate of economic growth. It is by this allocation 

function that such institutions can substantially assist the 
development process by adjusting their assets structure in 

accordance with the defined development strategies.
The major trend over the last 20 years in uses of bank 

funds are presented in table (5.7).



-148-

î  B
o  «o 
t .  g

1 d

00 KN

r i

-i’

s
UN
CTN

NO

i

CM
NO
%

NO
KN
KN
KN

UN
CM
3

r~-
KN
S

UN

é
o

1^

i

UN
KN

P

KN
KN
NO
00

O S

§
+>
c

1 "S
1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 ■r

;
g

H
1 iH

>

lT\
O 4 KN

O NO n - CTN
CM NO 00 KN

CM
KN
KN KN

co3 00

00

CTN
OO

' K>

p

g
g S ̂ W

m ON

00

ifN
NO

CM 00

CM
00

CM
NN
UN - t

CM
UN

ON
UN

UN
ON

KN
KN
ON

co r~
00

UN
CM
UN

k

«  .r 1 1 00
rO

K%
m NO

CO N-N -4-
CM CM

00

UN

NN NO CTN

Â
KN

s
vo

)ê o
CM %

CTN

g
UN 
KN ,

■ ^
CM

m

----------

a
V .

é
m

CNJas ON

UN
KN
as

CM
ON

NO
ON

UN
NO
ON

-t NO

i
UN

à
CM

à
KN

CTN

KN

S
CM
o
ON

ON
O
00

ON

00

NO
KN
00 *

co
KN
% -

i
i

rH .P «}

|| 1 
• A

M if \

%

m
m
vû

ON

d

ON

$

UN

é a CM
ON

UN
O i HN

CM
-i
KN

CO
UN

UN

a
UN

co

g UNso
co

UN

i

00

i
CM

ON

s
UN

UN

i
w . CM

ON NO
-t
NO r - UN

00

CTN NO NO
CM
NO

00-i UN
NO

VOri r -
NO

o
UN
\0

1
a>

-< 1 CNJ UN
NO

NO
J

CO
- i NO UN NO

UN
- i

NO CM
O
CM CM CM

UN

UN UN
UN

UN
00

§
00
Ov
CM

1
u

î 1
KN

1 1 1 1 f 1 1 1
KN UN vO CM

S-5
1

M

>

;s 1 ON ON CTN
CM -J NO r -

KN UN NO
NO
ON

-t
KN

KN
O
CM

CO

CM

*S
---- «—

r4

3 1 1 1 1 UN
-:J

- t
O

CTN
NO

CM
O

00

o
ON
NO

ON
CO

r^
cT

ON
00

SO
UN NO

NO
VO

CTN
2 p

M
3 <« ®  
d  >
£  5 :S

1 1 1
OO
HN r<N

NO
co NO NO

NO
as

UN

g
KN
CM

00

% é 00

R

00

K

CO

§
00

CM
O

CM

S
1S

5

CJ
s

s i
o  _

o \
KN
CM

CM
CM

00
NO

CO
NO eu 00 -i UN CM

Q co
CTN
vÔ ..sô -

E-i
CO
W
%

S
Si

>
CTN
SO

r -
m

NO
CM

ON
CM

hn 00

NO
CM

ON

% é.
ON

s )é UN
CTN

NO

s
UN
VO
O

ON
r~-
o

O
«

<
'Zi
■g.

W  ^ 

"cfl °* K%
CM
KN

r-
KN KN

CM
CM

MN
CM CM

MN
UN NO

KN
UN

ON
J

UN
00

CTN
VO

CTN -d- r^
UN

o

â > 0 \ H-N
CM

CO CM
CM

ON
UN
KN

ON

â 3 r^

UN

CO

i

vo
UN
o 2

0)
c” g

3  H
m  «

-t KN CTN -t
O

ON
ON

ON
O

UN CM
O

CTN
cT

ON -t i>
CTN

KN
o 2

? tS
C\J
OS

HN

00 co
ON
00 CO 00

-t CO
CM NO

OO

:
KN

À

lA

3
KN

ON
KN
ON

CM

é i
ON

Ê

co

00

e

«a

U
p

îaL

CM

3

CM

3 i

NO

i
CM

3 î

O n

3 3

CM

UN

ON

i i 5

CTN

3 î 3  . 3
in 3

§
I-)

:S

VO

à

NÛ

% KN
NN

UN
NO
KN

NO

R

00

% 3 3

CMé g
CO

g
i

j -

s

r«-

S
ON

K

CM i 00 * 
CM

sH va1 1 r -
vo
ON

@
o \

% S
ON O n ON

P
ON

3
CTN g

1 1 1
rA
g

I

&I



-149-
The main uses of bank funds might be classified as

follows :
5.5.1: Bank Credit and Investment :
commercial banks lending activities consist of financing 

bills and bonds and making loans and advances for both 
private and public sector.

The classification of bank credit into private and 
public sector points out the decreasing trend towards public 
sector and increasing trend towards the private sector. 
Claims on government and semi-government institutions
represented 25.3% of total bank credit in 1970, 21.1% in

1980 and 20.It in 1983. most striking change which the
Jordanian banking system underwent over the last twenty 
years was a substantial increase in the volume of credit 
extended to the economic sectors. Between 1964-84, the 
volume of credit outstanding increased at an average annual 
rate of 37.1. During this period, advances by commercial 
banks ( including loans, cash credits and bill discounted) 
increased at a faster rate , from JD 33.9 million in 1964 to 
45.5 million in 1970 and 84.9 million in 1974. In 1975 
domestic credit reached 126.7 million , then increased to 
563.8 million in 1980 and finally reached 1184.8 million in 
19 8 4 ^ ̂ The overdraft and advances represented 71.1% of total 
banking credit in 1964, increased to 82.6% in 1970, and 82%
in 1983. Bill discounted represented 29.9% of total bank
credits in 1964, decreased to 17.4% in 1970 and slightly

20The Central Bank of Jordan.The Yearly Statistical Series. Special Issue. 1984 Table 10.

21 The Central Bank of Jordan.Annual Reports.
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increased to 18% in 1 9 8 4 . 2 2

In the employment of their credit , banks in Jordan 
have generally favoured the commercial loan theory 
according to which a bank should primarily provide 

self-liquidating short-term loans. Such policy can de 
detected by looking at the sectoral distribution of 

outstanding commercial bank credit.
When advances are classified by economic groups, the 

striking feature that is revealed is the high relative 
share of bank credit going to commerce and the decreasing 

trend to agriculture. Between 1964-66 for instance, credit 
to finance internal and international trade accounted for 
51% of bank credit outstanding . This ratio was 40.4% in 
1971, 42.4% in 1972 and 40.5% in 1973 (Table 5.8). Since
then, the relative importance of credit to this sector 
declined to reach 28.8% in 1979, 31.3% in 1981 and 24.7% in 
1984.

The agricultural sectors share of bank credit was never 
of much significance. Increasing from 1.3% in 1970 to 4.5% 
in 1974 and then decreased to 3.4% in 1977 and 2.2% in 1984 

(table 5.8). It is worth noting here that while the share 
of bank credit to trade sector averaged to 38.3% during the 
period of study, the contribution of this sector to GDP did 
not exceed 18.6% during the same period.

On the other hand , while agriculture contributed 
about 12.10% of GDP, its share in bank credit did not 
exceed 2.6% during the whole period ( 1964-84). It could be 
understood that the needs for credit by this sector could

22Ratios are calculated from Table (5.7).
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mainly be met by the agricultural credit institutions, 
since the main objective for these agencies is to finance 

agricultural projects.
Although bank credit to manufacturing has slightly 

increased over the years ( 10.9% in 1967, 12.4%in 1975 and 
14.3% in 1984), the major share went to construction as a 

result of the boom in residential and luxury housing which 

the country witnessed during the latter half of the 1970s. 
Credit to construction reached 32.5% of total bank credit 
in 1979, compared with 7.9% in 1964-66 and 27.3% in 1984. 
On average, the share of credit extended to this sector by 

commercial banks averaged to 22.7 % during the period in 
question (1964-84).23

23 see Table 5.7.
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Table (5.8)
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Finally, as far as the other uses of funds is concerned, 

Table 5.7 shows that bank's investment in Treasury Bills and 
Government Bonds had fluctuated between 4.4% and 13.2%. 

Banks investment in private sector projects did not exceed 

1.5% of total uses. This situation reflects the fact that 
commercial banks in Jordan were always reluctant to finance 
medium and long-term projects and were always in favour of 

the 'self-liquidating' thesis.

The above analysis indicates that, despite the declining 

trend in trade credit, the sectoral distribution of bank 
credit was , and still is, inconsistent with the new trend 

towards the diversification and industrialization of the 
economy as emphasised by all national plans. The following 
factors could be listed as the main reason for such 
behaviour :

1) The high risk of default in lending to agriculture 
and industry:

From a portfolio management point of view, it could be 
argued that banks were always reluctant to finance 

agriculture mainly because of the high element of risk 
stemming from the great fluctuations in agricultural output.

2)The low yield on lending (the lending rate):
Since lending to agriculture is mainly medium and long-term 
credit, the yield on such lending should be high enough to 
compensate for such risk. Like the interest rates paid on 
bank deposits, the rates charged by banks on their loans and 
advances have been stable to a large extent throughout the 
period under study. The rate had ranged between 5% and 9% 
which is the legal m a x i m u m . 24
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3)The liquidity preference criteria:

Following the 'self-liquidating' thesis, banks in Jordan 
aimed at a high degree of liquidity. To ensure this 
liquidity, lending on a short-term basis might be preferable 

from a security point of view. As we mentioned previously, 
the historical record of the banking system in Jordan shows 
that commercial banks tend to hold a large portion of liquid 
assets which exceed what is required by law.

5.5: GENERAL CONCLUSION:

This chapter has investigated the structure and 
performance of commercial banks, and then assessed their 
role in financing economic development in Jordan. The 
analysis demonstrated that these institutions have played an 
important,though still insufficient, role in carrying out 
the saving- investment process .

On the saving side, the rise in both the deposits/GNP 

ratio and the banking density ratio reflect the notable 
extent to which commercial banks have been successful in 
mobilizing domestic resources. In spite of the widespread 
bank branching, the ratio of savings deposits to total 
deposits did not increase significantly. This indicator 
means that commercial banks were unsuccessful in introducing 
new effective methods or techniques for encouraging a 
continuous influx of resources to the banking system, 
especially savings of Jordanians working abroad 

(remittances). The rigidity of the interest rates structure

24For more details about the interest rates structure in Jordan see: Yousef Suffar: " The Structure of Interest
Rates in Jordan", o p . cit p.25.
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could be responsible for the failure to offer real and 
attractive yields on banks deposits and for discouraging the 

flow of foreign savings into bank liabilities , which could 
be channelled to finance economic projects.

On the investment side, the sectoral distribution of 
bank credit shows an insignificant and decreasing role 
played by commercial banks in financing the "productive" 
sectors such as agriculture and industry. The agricultural 

sector share of bank credit was never of much significance, 
averaged to only 2.6% of total bank credit during the period 

of study (1964-84).
Industry, on the other hand, got a much larger share 

than agriculture , averaging to 11.7% for the same period. 
The lion's share of bank credit went to trade where it 
averaged to 38.3% during the whole period.This phenomon 
reflects the unsuccessful efforts of commercial banks in 
transferring the relativly more stable time and saving 
deposits into instruments of medium and long-term finance. 
Commercial bank managers blamed the low yield on bank credit 
as a factor behind such behaviour. This situation was 
aggravated by maintaining high liquidity, especially in idle 
cash reserves, which further minimised the flow of funds 
into productive channels. There is no doubt that maintaining 

excessive liquidity had a significant repercussion on the 
overall performance of the economy, as well as on the banks 

themselves. Beside the profitability effect (resulting from 

unnecessary holding of liquid assets), holding of excessive 
liquidity will undoubtedly minimize the effectiveness of 
domestic monetary policy and render its weapons

inefficient. is worth noting here, that any action done
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by the Central Bank in order to stabilize the economy, will 
depend largely on the liquidity position of the banking 

system, and therefore, any excess liquidity will work to 
frustrate this action and weaken its effect.

Finally, given this situation, the government 

recognized the need to establish financial institutions 
which would be able to finance economic sectors (such as 
agriculture and industry) which have had difficulties in 

access to commercial bank facilities. Hence, the National 
Plans recognized the need to establish agricultural and 
industrial banks who could fill the gap which exists in 
financing these sectors. In order to examine the extent to 
which these specialized credit institutions have been 
successful in financing agriculture and other sectors, the 
structure and performance of these institutions need to be 
investigated. This will be done in the next chapter.

25For more details see Chapter Four.
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CHAPTER SIX
6; Specialized Credit Institutions (SCI) and Economic 

Development in Jordan 

6.1: Introduction :

In the previous chapter, we have concluded that 
commercial banks in Jordan were generally reluctant to 

extend sufficient credit to finance and promote the 

activities of agriculture and industry, because of the 
long-term nature of the credit required and also because of 
the high risk involved in financing such activities. The 

sectoral distribution of bank credit indicated that 
agricultural and industrial shares in total bank credit were 
never of much significance, averaging only 2.6% and 11.7% 
respectively during the period of study(1964-84) , compared 
to 38.3% for trade in the same period. This situation 
emphasised the necessity of creating specialized credit 
institutions capable of financing the basic sectors of the 
economy, which had been given priority in the country's 
development plans.

This chapter intends to show the extent to which these 

specialized credit institutions have been successful in 

providing adequate finance to "productive" sectors, such as 
agriculture and industry, which had difficulties in access 

to commercial banks activities. In section 2, the evolution 
of these institutions is reviewed . Four major areas of 
finance are selected.^The role of these institutions in 
financing agriculture will be assessed by investigating the

^Those areas are mainly: agriculture,industry,housing and
villages and manicipalities.
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Agricultural Credit Corporation (ACC) and the Jordan 

Co-operative Organization (JCO) in section (3). The 

Industrial Development Bank (IDE) and its role in financing 
manufacturing and mining will be presented in section (4). 
Section(5) will investigate the housing credit institutions 

where the activities of the Housing Corporation (HC) and the 
Housing Bank (HB) in financing the housing sector are 
discussed. In spite of the limited role played by the

Municipalities credit institutions (MVLF) in extending 

credit to public and semi-public sectors, the operations of 
these agencies need to be examined ; this will be done in 

section (6).

6.2: The Evolution of the Specialized Credit
Institutions (SCI) : Major Trends

The idea of creating independent specialized credit
institutions emerged for the first time in 1955 when the
World Bank Mission visited Jordan and issued its report
which recommended the necessity of creating such
institutions. In 1960, all agricultural credit bodies were
merged in one institution called the Agricultural Credit
Corporation (ACC). The Municipal Loan Fund (MLF) was
affiliated to the Jordan Development Board in 1957. In
July,1966, a new decree was issued to recognize the
financial affairs of this institution whose name was changed

2to the Municipal and Village Loan Fund (MVLF).
The Industrial Development Bank (IDE) started its activities 

on 15 August,1965, to replace the Industrial Loan Fund (ILF)

2 In 1979, this fund was replaced by the Bank of Municipal 
and Village Development (BMVD).
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which had been established in 1957. The Housing Agency (HA) 

started its operations on 26 October 1965 followed by the 
Housing Bank (HB) in 1974. Finally, the Bank of Municipal 

and Village Development (BMVD) was the last to be 

established in 1979.^
The government favoured these steps because it was felt 

that the creation of such institutions would improve the 

generally inadequate credit facilities in certain sectors of 
the economy (eg.agriculture and industry). The main 
objective was, as mentioned in the First National Plan 
1964-70:

"to augment the flow of adequate resources into 
key sectors of the economy through extending 
term loans^ to the private sector and local 
government .

This view was strengthened, as was mentioned previously, 
because commercial banks have consistently avoided medium 
and long term credit, particularly to the agricultural 
sector. The capital for these institutions was principally 

supplied by the Jordan government and foreign sources. All 
of these institutions,except the Housing Bank,are managed by 
boards of directors appointed by and responsible to the 

Council of Ministers. After their capital , borrowing is 
another important source of funds which the specialized 
credit institutions rely on . It is worth noting that these 
institutions rely heavily on loans from domestic and foreign

3Jordan, Ministry of Information, Annual Book,1968 ( in
Arabic). PP:133,270.
4 The Seven Year Program for Economic Development ,1964-70 , 
Amman , p.341.
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sources. Such loans are arranged through the Jordanian 

government, and usually carry a low rate of interest.
The relative importance of specialized credit 

institutions in the case of Jordan is reflected in various 

indicators used by us ( Table 6.1).

Table (6.1):

The Relative Importance of Different Types of 
Financial Institutions in Jordan
( as at Jan,1985 and in JD million)

Institution Assets Deposits Credit

(1) Banking System: 2886.6 1762.2 1394.8

(l.A) Central Bank 750.6 159.1 210.0
(l.B) Commercial Bank 2136. 1603.1 1184.8
(2) Specialized Cred.Ins. 591.1 262.8 375.1
(2.A)* Housing Bank 375 253.8 247.1
(2.B) Other Sp.Cr Inst 216.1 9.0 128.0

(3) Others 166.8 95.4 76.7

(4) Total 3644.5 2120.4 1846.6

(2 ) as % of (4) 16.1 12.4 20.3
(2.A) as % of (4) 10.3 11.97 13.3
(2.B) as % of (4) 5.9 0.43 7.0
(2.A) as % of (2) 63.4 96.6 65.9
(2.B) as % of (2) 36.6 3.4 34.1
(3) as % of (4) 4.6 4.5 4.1

* Figures are estimates.
Source: 1)

For HB figures see the H B .11th Annual Report,1984

2) for the other Institutions see: The Central Bank 
of Jordan,Monthly Statistical Builetin,1985 
(Tables: 5,6,9,11,15,16 and 17).

This table shows that these institutions constitute only 
a very small part of the financial system in Jordan. Total
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assets of all specialized credit institutions did not reach 

JD 591.1 million in January 1985. This amount represented 

only 16.1 % of total assets of the financial system in
Jordan. If we exclude the Housing Bank ( as many studies do) 
this ratio will decline to 5.9 %. The remaining Non-Bank 
Financial Institutions represented only 4.6 % of total
assets of the financial sector in 1985. This indicator means 
that commercial banks are still the predominant element in 
the financial system where their assets reached JD 2163.0 
million in 1985. In January,1985 the share of Specialized 
Credit Institutions in total deposits held by the financial 

system was 12.4% . When the Housing Bank was excluded ,this 
ratio declined to only .43%. The same analysis could be 

applied to credit which represented 13.3 % of total credit 
extended by the financial system in Jordan . Excluding the 
Housing Bank loans, this ratio declined to 7%. The above 
figures indicate the insignificant role played by these 
specialized institutions in mobilizing domestic savings and 
in financing economic development projects.

In order to examine the sources and uses of SCI's funds. 
Table 6.2 and 6.3 were constructed.
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Table (6.2):
Sources of Fund for Specialized Credit Institutions 

( as % of total fund)

1967 1970 1975 1980 1981 1982 1983 1984 1985

Capital&Res. 63.7 61.4 42.5 19.7 18.0 17.5 15.0 14.9 13.3
Grant,Aid .9 1.8 3.4 .7 - - - - -

Borrowing: 31.5 31.1 25.1 23.2 23.6 28.5 31.0 31.2 30.4
From CBJ — 8.4 8.0 9.9 13.4 14.1 14.9 15.1
Foreign Ins. 25.3 19.8 11.3 6.6 5.9 5.4 6.9 5.4 4.9
Others 3.0 - 1.6 8.0 7.8 9.7 10.0 10.9 10.4
Deposit - 24.4 49.5 50.9 44.1 48.0 45.8 43.7
Other Sour. 3.9 5.7 4.6 6.9 7.5 9.9 7.0 8.1 12.6

Total 100 100 100 100 100 100 100 100 100

Sources: Ratios are calculated from :
1) The Central Bank of Jordan, Special Issue, No.20
2) The CBJ, Monthly Statistical Bulletin,Vol 22.

Table (6.2) shows the rapid growth in deposits which 
took place after 1975. While the share of deposits did not 
reach 24.4% of total funds in 1975, this ratio has more than 

doubled in 1980 (Table 6.2). This rapid growth in the
deposits is related to the establishment of the Housing Bank 
in 1974, and its successful policy in attracting domestic 

savings.
Apart from deposits, borrowing is another important 

source of finance for these institutions. The above table 
reveals the declining trend in foreign borrowings. After
1975 (with high inflation), borrowing from foreign
institutions became less available, given the low interest 
rates which these institutions are allowed to borrow at.
This situation added another constraint to the performance
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record of these institutions in providing cheap borrowing 

for agriculture and manufacturing projects.

With respect to the uses of SCI's fund. Table (6.3) 
shows the declining importance of loans. The ratio of 
loans/total funds has declined from 83.3% in 1967 to 58.8% 

and 62.4% in 1981 and 1985 respectively.

Table (6.3):
Uses of Funds of Specialized Credit Institutions

( as % of Total Funds)

1967 1970 1975 1980 1981 1982 1983 1984 1985

Liquid Ass .13.7 13.0 19.8 19.2 24.2 13.7 11.7 8.7 10.7

Negotiable 
Asset. 1.1 5.5 5.6 6.5 9.9 13.3 14.4 18.9 19.1
Loans 83.3 78.7 69.4 65.9 58.8 62.9 62.5 63.4 62.4
Fixes Ass. 1.9 2.8 2.4 4.5 3.8 5.1 4.6 4.9 5.0

Other Ass. - - 2.8 3.9 3.3 5.0 6.8 4.1 2.8

Total 100 100 100 100 100 100 100 100 100

Sources: As in Table (6.2).

The striking feature when examining the loans's trend is 

the dominance of the HB as a main supplier of credit. Total 
loans extended by the HB exceeded 65.7% (1985) of total
loans extended by all SCI (Table 6.4). This issue will be 
discussed in more details later.
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Table (6.4):

% Share of Each Institution in Loan Activities 

of Specialized Credit Institutions

Inst. 1969 73 75 77 79 81 82 83 84 85

MVLF 29.1 29.8 21.3 11.4 9.5 7.8 9.2 9.9 9.6 9.8
IDB 14.4 17.4 18.2 13.5 11.9 12.5 12.0 11.4 10.1 9.9

HA 5.9 6.6 7.9 3.4 1.7 2.4 2.3 2.7 2.6 2.7

ACC 44.5 41.5 29.3 31.3 9.7 8.8 7.9 6.9 6.0 6.2

JCO 6.1 4.7 5.8 4.8 5.2 5.4 7.4 6.8 5.8 5.7

HB - - 17.5 53.6 62.0 63.1 61.2 62.3 65.9 65.7

Total 100 100 100 100 100 100 100 100 100 100

Sources; Ratios are calculated from:
1) The Central Bank of Jordan,Special Issue,No.20
2) The CBJ, Monthly Statistical Bulletin, Vol.22 

June,1986.

However, in order to show the extent to which these 
credit institutions have been successful in financing 
development projects in Jordan, each credit institution 
needs to be examined separately.

6.3: Specialized Agricultural Credit and Economic 

Development in Jordan:
The history of agricultural credit institutions in 

Jordan started in 1920 when the first specialized agency- 

the Agricultural Bank was created in Transjordan, followed 
by another institution- the Agricultural Co-operative in 
1952 which was administered by a separate government 
department. In 1955, the World Bank Mission visited Jordan
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and issued its famous report in which it recommended the 

necessity to establish an efficient specialized agricultural 
credit institution to replace the inefficient existing

5ones. In 1960, the Agricultural Credit Corporation (ACC) 

was emerged, followed by the Jordan Cooperative Organization 

(JCO). This section intends to assess the role played by 

each institution in financing the agricultural projects.

6.3.1: The Agricultural Credit Corporation(A C C )
As we stated earlier, the ACC,a semi-autonomous 

government agency, was created in 1955 and began its 
operations in 1960. It raises funds from foreign aid 
donors,the Government Treasury, and the Central Bank. 
Although legally permitted to accept deposits, it has not 
done so, on the ground that its low interest rate on loans 
would not cover the interest rate needed to attract 
depositors from commercial banks or from the public. This is 
evidenced by table (6.4) which shows the ACC's sources of 
funds.

5The International Bank for Reconstruction and Development. 
The Economic Development of Jordan , Baltimore: The John
Hopkins press , 1957 PP: 360-380.
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Table (6.5):
The ACC's Sources of Fund: Relative Importance ( in %)

Capita&
Reserve

Loans
Recovered

Borrowing 
(Local)

Borrowing 
(Foreign)

Total

1964 74.8 15.4 - 9.8 100
1965 71.5 13.4 - 15.1 100
1966 71.5 8.8 3.5 16.2 100

1967 71.2 10.4 1.1 17.3 100
1968 68.2 8.2 2.7 20.9 100

1969 62.0 12.3 3.6 22.1 100

1970 62.1 8.4 4.8 24.7 100
1971 59.6 10.5 4.4 25.5 100
1972 57.0 12.7 4.0 26.3 100
1973 53.8 12.3 9.3 24.6 100
1974 49.1 15.5 13.4 22.0 100
1975 51.7 20.2 10.0 18.1 100
1976 54.9 17.4 10.0 17.7 100
1977 53.9 17.4 12.6 16.1 100

1978 52.0 19.4 13.9 14.7 100
1979 50.1 17.1 12.3 20.5 100
1980 47.6 19.2 8.4 24.8 100

1981 42.7 19.8 11.6 25.9 100

1982 42.6 18.8 11.8 27.4 100
1983 37.2 11.9 13.7 26.4 100

Average 11.4

Source :
For the years 1964-82 see: Bani Hani Shafik:"Analytical 
Study of the A C C 's Financial Situation (In Arabic) 
Agricultural Credit Corporation, Department of Studies & 
Statistics, 1984 p.15
For the Years 1983 see: The Agricultural Credit 
Corporation ,Annual Report,1984.
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The table indicates the declining share in capital&reserves 

in total assets and the increasing trend in borrowing from 
both domestic and foreign sources. While capital&reserves 

contributed 74.8% of total assets in 1964, this ratio

declined to 37.2% in 1983. On the other hand ,the share of 
domestic and foreign borrowing increased from 9.8% of total 

assets in 1964 to 40.1% in 1983 (Table 6.5). Among this

borrowing about 26.4 % was from foreign agencies (mainly
from FAG, W.Germany, IFAD and U.S.A).

The striking feature when examining the ACC's

liabilities structure is the absence of any financial 
contribution made by the private sector. The ACC relied
exclusively on funds provided by official sources and by the 
International Development Associations. This could be 
related to the failure of the ACC to attract domestic 
savings at the prevailing negative yields. The inability of 
the ACC to mobilize domestic savings had resulted in 
decreasing substantially the capacity of the ACC to extend 
more credit to this sector and to reduce the increasing 
volume of foreign borrowing.

As far as the use of funds is concerned, the ACC makes 
long-term, medium term and seasonal loans to farmers. Prior 
to 1970, the loans extended by the ACC were medium and 

long-term. In 1970, the corporation started a new policy of 
extending loans on short-term basis to finance the 
purchasing of seeds and fertilizers during one season or one 

year. Short-term credit represented about 15% of total ACC's 
credit during the period of 1970-1983.It is worth noting 
that these loans were secured by bank guarantees, the
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signatures of two guarantors or secured by real property.

Concerning the trend in agricultural loans, the striking 

feature indicated by Table (6.6) is the declining importance 

of the ACC as a specialized agricultural credit institution. 
In 1967 total credit amounted to 5976 thousands or 79.8% of 
total credit outstanding to agriculture. By 1973, this ratio 

declined to 71.6% and 47% in 1977 and finally to 31.7% in 
1983. The declining significance of the ACC in financing 
agricultural projects could be related to the difficulties 

in obtaining credit from foreign sources and the decreasing 
assistance provided by the Central Bank and other 
International Development Agencies especially in lending 
long-term credit to this institution.

Table (6.6):
Relative Importance Of Agricultural Sources of Credit

(1967 -1983 and in JD 000)
Year The ACC 

in Vol. in %
The JCO 

in V o l . in %
The Comm, 

in Vol.
Banks

in%
1967 5976 79.8 755 10.1 767 10.1
1968 6400 83.2 630 8.3 654 8.5
1969 5951 79.3 833 11.1 717 9.6
1970 5922 81.1 797 10.9 853 8.0
1971 5912 79.0 770 10.3 799 10.7
1972 6408 79.4 863 10.7 804 9.9
1973 7269 71.6 825 8.1 2061 20.3
1974 7976 62.1 1129 8.8 3745 29.1
1975 8867 62.3 1759 12.4 3608 25.3
1976 9724 54.0 3075 17.0 5160 29.0
1977 10644 47.0 3840 17.0 8311 36.0
1978 11611 39.8 4849 16.6 12706 43.6
1979 2723 34.5 6809 18.5 17361 47.0
1980 14049 34.6 9300 23.0 17205 42.4
1981 17280 36.5 10643 22.5 19386 41.0
1982 20217 31.7 18837 29.6 14630 39.0
1983 22000 31.7 21822 31.4 25626 37.0

Average 58.5 15.5 26.0

Source: This table was derived from tables 13 and 19 in : 
The Yearly Statistical Series, op, cit,1984.
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Another factor that could be related to the deficiencies in 
the ACC's performance is the relatively poor repayment 

record on its loans. Despite the security required, the 
repayment of loans has been poor during the period 1964-72 
(averaged to 10.9%). This situation may be explained by the 

special circumstances the country has experienced. The 1967 

Middle East war, the occupation of the West Bank and the 

internal disturbances which ended in 1971, all impeded the 

collection of debts to the ACC. The picture had been changed 

since 1972 and the repayment record in recent years, 
although still weak, has been improving . The recovery ratio 
increased from 8.4% in 1970 to 20.2 % in 1975, then declined 
to 11.9% in 1983 (Table 6.5).

As far as the lending rate is concerned, it is worth 
noting that on medium-and long-term ACC loans , the interest 
rate has been maintained at 6% , which was below the cost of 
farmers borrowing from alternative sources of funds- 9% on 
commercial bank loans and 20-30% on loans from merchants and 
money lenders. Not surprisingly, demand for ACC loans on 
these very favourable terms greatly exceeded the supply. 
When demand for loans greatly exceeds supply ( given the 

negative yield which cannot attract savings), small farmers 
will generally have less access to institutional credit than 
large farmers. This argument was supported by the findings 

in our survey. In this survey , we found that the main 

reasons for small farmers and tenants having less access to 
ACC and other institutional credit supplies are probably 
their security requirements (providing collateral) and other 
criteria for creditworthiness.^Before any loan is extended.
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the farmer should furnish a document of ownership or other 

collateral whose value should exceed the amount of loan to 

be extended. Therefore, the limited supply of ACC's credit 

has been rationed out among prospective borrowers in such a 

way as to favour larger farmers ( who could offer collateral 
and possibly might have great political influence to exert 
on ACC loan decision).

In summary, it could be argued that the very low 
interest rates on loans is a main factor behind the 
declining significance of this institution in financing 
agriculture . In our belief, higher interest rates may 
greatly increase the supply of credit available to small 

farmers. At subsidized interest rates there is a continual 
erosion of the ACC's capital, which must be replenished by 
periodic infusion of funds. Higher interest rates not only 
could end this erosion of the ACC capital base, but could 
allow its expansion by attracting deposits at competitive 
interest rates. It could be argued that the ACC policy is 
influenced by aid donors and by condition imposed by the 
Central Bank and other public lenders since private deposits 
could not be attracted.^

Finally, higher interest rate policy may have a 
negative effect on the cost of borrowing for small farmers; 
but when a farmer is borrowing from non-institutional 
sources at an interest rate averaged between 20-30% and only

U.Wai estimated the interest rate in unorganized money
markets in LDCs to be above 30%. See: U.Tun Wai :" Money and 
Monetary Policy in LDCs, op,cit p.544.
^All Central Bank loans to ACC are on short- and medium-term 
bases, and should be repayed within a maximum of 5 years.
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on short term, and when he may be able to adopt an

innovation with an annual rate of return of, say 20% ,
asking him to pay say 10-11% interest on loans is hardly an

unwarranted imposition, especially since inflation in Jordan

consistently has reached 19.4% per year (1974). This
argument is supported by findings based on our survey and

0
two other surveys in Jordan. One sample survey of tenant 

farmers in the Jordan Valley found that only 7% of those 
receiving credit had loans from specialized credit 
institutions. Another study surveyed some borrowers from 

institutional agricultural credit agencies (70 of which were 
from the ACC) and 80 borrowers from non-institutional 
sources ( merchants,money lenders,friends etc.). It found 
the average farm income of borrowers from institutional 
sources to be almost twice that of borrowers from non- 
institutional lender. The difficulties which small farmers 
have faced in obtaining credit from the institutional 

sources are related to the hard conditions required for 
obtaining such loan.

As far as our survey is concerned, among the 250 
selected questionnaires ( out of 600 ) ,we found that about
7.2% of the sample were dealing with the unorganized money 

markets ( mainly merchants and money lenders). About 5.6% of 
those borrowers have paid interest ranging between 10-20% , 
12.4% at 20-30% and only 3.2% have paid interest higher

9than 30%. We also found that about 16.4% of this sample did 
not pay any interest (they borrow from friends and

0
gFor more details see; Mazur Michael, op,cit pp;185-192 
For more details see Appendix 2.
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relatives).^^When people were asked about the reasons for 

borrowing from the unorganized money markets,we found that 

21.2% of them could not offer collateral or sponsorship 
accepted by the ACC or other banks (see Appendix 2, question 
17) .

6.3.2: The Jordan Cooperative Organization (JCO)
The second agricultural credit institution is the Jordan 

Cooperative Organization (JCO). Before we assess the role 
played by this institution in financing agriculture, the 
historical experience of the cooperative movement in Jordan 
needs to be demonstrated.

Generally, organized cooperatives did not exist in 
Jordan until 1952.^^The official cooperative movement ,since 
its foundation has passed through, 3 phases:

6.3.2.1: Phase 1 :1952-1959
The first cooperative legislation was issued in 1959. It 

was the cornerstone in a developed cooperative movement. An 
official organization, the Cooperative Development 
Department, was established and given the role of spreading 
the concept of cooperatives. It was responsible for the 
registration, supervision and financing of cooperatives.

During this phase, the whole attention was directed to 
the rural areas of Jordan, where saving and lending 
cooperatives societies were founded. One of the basic 
targets of encouraging these societies was to protect the 
farmers from dependence on high interest loans, obtained

^^For the same point see: Ghatak,S., 1976, Op,Cit.
Jordan Cooperative Organization , Research Statistical 

Section . Statistical Yearbook 1982. p.1
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from the userers, their main lenders .

In the mean time, the number of societies and membership

rose rapidly from 43 societies in 1953 with 20 thousand
12members to 247 societies with 14520 members in 1959. While 

member deposits increased from only JD 29 in 1954 to JD 100 
thousand in 1959, members loans rose from 44.2 thousand to
584.7 thousand during the same period (Table 6.6).

6. 3. 2. 2: Phase 2j 1960-1967
In this phase,recognizing the need for a banking society 

, the Jordan Central Cooperative Union was established in 

1959. By this , it is meant the formation of new 
cooperations, and the expansion in credit services. This 
phase was hindered by the 1967 war and the loss of about JD 
445 thousands as loans lent to the cooperative members of 
the West Bank of Jordan. By the end of 1967, member deposits 
reached JD .2 million and members loans amounted to 1.2 
million (Table 6.6).^^

6.3.2.3: Phase ^  1968 and above ;
This phase was characterized by the passing of the 

cooperative law of 1968, which provided the establishment of 
the Jordan Cooperative Organization (JCO), which replaced 
all the existing cooperative departments. This law put an 

end to the duplication and overlapping which had existed in 
the official cooperative work.

In 1970-1971 , some of the cooperative regulations as

well as the Cooperative Law of 1971 were issued. In 1975, 

member deposits and total loans outstanding reached 6.9 and

, p.2 

, p.3
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21.8 million respectively ( Table 6.6).

As stated earlier, the most important development in

respect of the cooperative movement was the issuance of the

cooperative law of 1976 which transferred the responsibility 
of societies registration from the Ministry of Social
Development to the JCO. In this phase, the JCO has gained

financial support from the Central Bank of Jordan, and has 

received technical and financial support from the U.K and 
W.German governments as well as from some international 
agencies.
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Table (6.7):
Cooperative Movement Indicators
(1953- 1983 and in JD mill ion)

Year (1) (2) (3) (4) (5) (6)

1953 43 20000 _ .04
1959 247 14520 .1 .1 .6
1960 255 15031 .2 .1 .6
1964 636 30969 .3 .1 .1
1967 716 43461 .4 .2 . 2 .1
1970 695 44771 .1 .2 .9
1971 295 16474 .2 .2 .9
1972 218 10948 .3 .1 .9
1973 214 12350 .4 .2 .8
1974 236 15431 .6 .2 1.1
1975 254 18955 1.1 .2 .2 1.7
1976 295 25562 2.5 .7 .3 3.1
1977 302 28773 3.1 .6 .5 3.8
1978 314 28988 4.7 .7 1.1 4.8
1979 327 35955 7.1 1.4 1.6 6.9
1980 359 38094 1.1 1.7 2.1 9.3
1981 389 39311 10.3 .7 2.7 10.6
1982 408 4011 10.0 .8 1.1 18.8
1983 406 42017 14.0 .9 6.9 21.8

Key :
(1 )
(2 )
(3)
(4)
(5)
(6 )

; Number of Societies 
:Number of Members 
: Share Capital 
: Capital, Reserve 
: Member's Deposits 
: Total Loan Outstanding

Source: Jordan Cooperative Organization, Statistical Yearbook 
1982 (Tables: A,B,C and D) and 1983 (Tables 5/C and 17

It could be argued that only in 1975 when the JCO began 
the first serious efforts to finance the supply of 
agricultural inputs ( including fertilizers, seeds, and 
equipments, often at subsidized prices) to member societies. 

Also in 1975 the JCO, in cooperation with the Ministry of 
Agriculture and the UNDO/FAO, began a project for integrated
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agricultural development of rainfed areas in the Irbid

district, Jordan's major wheat-growing area.
Since cooperative societies provided low-interest loans 

to members, and since the interest rates were always below 
market rates ,maximum borrowing permitted to members was
gradually limited to a modest amount (335 JD in 1983).

The above analysis shows that the role of the JCO has 
been more succesfful than that of ACC in mobilizing rural 
savings which reached JD 6.9 million ( about 3% of bank's 
saving deposits) in 1984. Also, in contrast to the ACC, the 

role of JCO in financing agricultural projects is
increasing. While total loans outstanding did not exceed .64
million in 1960, this volume reached 21.8 million in 1983.

As far as the maturity of loans is concerned, it is 
estimated that short-term loans averaged 56.7% of
classified loans in 1974, 38.7% in 1977 and 23% in
1983.^^Although about 77% of total agricultural loans were 
extended by the JCO, its repayment record has been
reasonable, taking into account the special problems of 
this sector. The loans recovery ratio reached 84.1% in 1974 

, 68% in 1982 and 61.5% in 1983.
Generally speaking, the JCO could play a more valuable

role in the development of the agricultural sector. As

previously noted, (Table 6.6), and in contrast to the ACC, 

the relative importance of the JCO in financing agriculture
is increasing. While the share of the ACC in total
agricultural credit decreased from 79.8% in 1967 to 31.7% in

^^JCO, Statistical Yearbook, 1975,1977 and 1983.
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1983, the contribution of the JCO to agricultural credit 

increased from only 8.3 % in 1968 to 31.4 % in 1983. It 
could be suggested that the financial resources of the JCO 
could be increased by government contributions and Central 

Banking support, besides its important role in tapping 

domestic sources of funds through offering term deposits and 
long-term bonds at a positive yield. Offering reasonable 
yields could attract domestic savings in rural areas, (which 

may otherwise be held in idle forms), and enable it to 
obtain further resources necessary to extend more 
agricultural credit.

6.3.3: Conclusion:
Having assessed the role played by the ACC and the JCO 

in financing agricultural projects, we can conclude that 
these institutions as development agencies, have undoubtedly 
promoted the growth of this sector. As financial agents, 
their credit represented the major source of institutional 
finance in the agricultural sector, accounting for an 
average of 74% ,throughout the period 1967-83. The remaining 

percentage of 26% was financed by the commercial banks which 
formed the other source of institutional credit. An 
examination of Table (6.6) shows that specialized credit 
decreased in relative importance from about 90% in 1967 to 
63% in 1983. This decline was attributed to the rise in the 
proportion of commercial bank's credit (short-term) going to 
agriculture. Commercial banks loans to agriculture reached 
47% of total agricultural credit in 1979. . This increase
occured at the expense of the relative share of credit 

extended by the ACC, which declined from 80% in 1967 to 
31.7% in 1983. The declining relative share of the
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specialized credit institution reflects the fragmented 
interest rate structure in Jordan which resulted in 

providing a limited supply of agricultural loans in volume 
well below the amount demanded at the very low interest rate 
it charged. The limited supply of credit had been rationed 
out among prospective borowers in such a way as to favour 

larger farmers ( who could offer collateral) at the expense 
of the small ones. Therefore, given this supply constraint, 

we believe that higher interest rates not only could end 
this erosion of the ACC and JCO's capital base, but could 
allow their expansion by attracting deposits at competitive 

interest rates. Higher loan- rates might also divert large 
numbers to borrowing from other sources, such as commercial 
banks, whose credit worthiness criteria could be met, 
leaving more of the specialized funds available to meet the 
credit needs of the smaller farmers,( who may not meet their 
criteria) and who rely on merchants and money lenders as a 
major source for their finance.

Finally, despite the decline in the relative importance 
of specialized loans, the significance of specialized credit 
has been related to its long-term nature which commercial 
banks and money-lenders have not offered. Moreover, the 

geographical extension of these institutions services into 
rural and remote areas further increased the significance of 
specialized credit for the country's economic development. 

This policy helped to minimize the adverse effects of the 
bias in the credit system, resulting from the concentration 
of finance activities in the main cities. Also, the 

technical role played by these institutions has been ever 
greater. By preparing feasibility studies and advising
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farmers on technical aspects of their projects, specialized 

institutions worked to contribute significantly to 

agricultural development.

6.4: The SCI and the Manufacturing Sector :

6.4.1: Introducttion
Although industry has always accounted for a small share 

of total output and employment ( see Table 2.1 and 2.4 in 

Chapter 2), this sector in Jordan is considered to be of 
more importance for its potential than its past or current 
role in the economy. Before we examine the role of 

specialized credit in promoting this sector, it is necessary 
to begin with a survey of the evolution of the manufacturing 
sector through the following phases:

6.4.1.1: The first phase : 1948-1960
During this period, Jordan was relatively less 

industrialized compared to other LDCs at a comparable level 

of income per head( like Egypt,Syria and Lebanon).
Throughout the 1950s, industrial growth was of marginal 
significance. This situation was related both to the 

political instability , and the lack of efficient financial 

institutions and other infrastructure.
6.4.1.2: The second phase : 1961-1970

For the industrial sector,this phase was one of little 

overall development but cycles induced by changing political 
circumstances. This period witnessed the 1967 Middle East 

war followed by civil war in 1970. The immediate impact of 
the 1967 Middle East war and 1970 civil war on the East Bank
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manufacturing was to cut off the West Bank markets and

physical damage cause to industrial establishments.

6.4.1.3: The Third Phase : 1971 and above

By 1972 a new era started when internal and external

political conditions returned to normal and the growth of

the industrial sectors began to accelerate. The industrial
sector began to occupy considerable attention in the

National Plans. Constant price value added in the mining and

manufacturing was projected to increase by an average annual
growth rate of 26.2% in the Five Year Plan of 1976-80 and an
average annual growth rate of 17.5% for the Third Year Plan
of 1981-85.The incremental capital output ratio ( ICOR) was
projected by 2.3 for the first plan and 2.8 for the second 

15o n e .
Having analysed the evolution of this sector since 1950 

and the importance given to industry in the national plans, 
we now move to assess the role played by specialized credit 
institutions in financing industrial projects and in 
fulfilling the development objectives as mentioned 

previously. In order to do so, the operations of the 
Industrial Development Bank (IDB), the only specialized 
credit institutions in the industrial sector need to be 
investigated.

6.4.2: The Industrial Development Bank (IDB):
The IDB was established in 1965 . It succeeded the

Industrial Development Fund, a lending agency, founded in

15For the 1976-80 plan see: Mazur,M., op, cit p.218.
For the 1981-85 plan see: The Central Bank of Jordan ,
Annual Report, 1981 p.94.
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1957, which had suffered from a poor collection record and 
whose loan portfolio was taken over by the IDB, The IDB is a 
semi-autonomous institution where the government holds a 
little less than half of the volume of paid-in capital in 
the form of ordinary shares ( on which no dividends have 
been paid) while the remainder- in the form of preferred 

shares guaranteed a minimum 6% tax-free return by the 
government- is held by the private sector, primarily local 
banks, pension funds and other companies.

In addition to share capital, borrowing has since 1970, 

provided an additional source of funds for the IDB. 
Discounting by the CBJ was the largest single source of 
borrowed funds and financed about a third of total IDB 

assets in 1975.^^In 1984, foreign aid and credit from 
external sources, particularly from W.Germany and Kuwait, 
were also important sources of borrowed funds. It is worth 
noting that most of these loans are guaranteed by the 
government and carry interest at between 4-6.95 %
annually.^^In 1984, total loans from domestic and foreign 
sources reached JD 25.8 million or 51% of the IDB's assets. 

Prior to 1983, the IDB had not accepted deposits, which 
would place it in competition with commercial banks, some of 

which are important shareholders in the IDB. In 1983, a 

drastic change took place in the IDB's liabilities structure 
when fixed deposits reached 3.8 million then increased to 
8.3 million in 1984.^^Although the IDB is authorised to

^^IDB, Eleventh Annual Report, 1975 p.29
^^IDB,Annual Report, 1981 pp:50-51 
1 AIDB, Annual Report, 1984 p.41
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supply both debt and equity to industrial firms, the IDB

ownership of shares represented only about 5% of the total
financing extended in 1975. This ratio increased to 7.4% at

the end of 1983. Most of the IDB credit is medium and

long-term lending. Between 1965-74, about 83% of the amount
19of loans approved were for 5-15 years. By the end of 1983 ,

this ratio declined to 75.4%.

As far as the total industrial credit (TIC) is

concerned. Table (6.8) shows that this amount increased from
4.7 million in 1965 to 7.1 million in 1970 , 79.6 million in
1980 and 147.5 million by the end of 1983. This table also
indicates the declining importance of the IDB as a source of
industrial finance. While the share of IDB's credit to total
industrial credit reached 37.1% in 1972, this ratio started
to decline after 1977. It reached its lowest level in 1979

20and 1983 when it declined to 5.9 and 5.8% respectively.

19Mazur,M., op, cit p.230
20 IDB , Annual Report, 1984 p.40
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Table (6.8) :

Relative Importance of IDB in Total Industrial Credit(TIC) 

(1965- 1984 and in JD million)

Year Recovery
%

% TIC@ 
V o l .

Share of 
V o l .

IDB
%

Share of Comm 
V o l .

. Banks
%

1965 * 4.7 0.4 8.6 4.3 91.4
1966 * 5.6 0.9 15.5 4.7 84.5
1967 * 5.6 1.6 28.5 4.0 71.5

1968 A 5.6 1.6 28.5 4.0 71.5

1969 A 6.0 1.8 30.3 4.2 69.7
1970 66.6 7.1 2.3 32.7 4.8 67.3
1971 73.5 7.1 2.5 35.4 4.6 64.3

1972 73.5 7.3 2.7 37.1 4.6 62.9
1973 81.7 9.3 3.0 32.7 6.3 67.3
1974 84.1 14.5 4.0 27.6 10.5 72.4

1975 90.2 20.6 5.5 26.8 15.1 73.2
1976 92.1 30.0 7.9 26.3 22.1 73.8
1977 75.3 31.5 4.7 14.9 26.8 85.1
1978 79.5 43.4 5.1 11.7 38.3 88.3
1979 74.6 64.3 3.8 5.9 60.5 94.1
1980 75.7 79.6 6.5 8.1 73.1 91.9
1981 83.2 97.5 8.2 8.4 89.3 91.6
1982 84.0 122.9 10.3 8.4 112.3 91.6
1983 84.2 147.5 8.5 5.8 139.0 94.2

Average 80.0 4.27 20.5 33.1 79.5

* Not Available 
@ Total Industrial Credit

Source :
1) The IDB , Annual Report, Years from 1966 to 1984.
2) The Central Bank of Jordan,Annual Reports,Different 

Issues.
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On the other hand, while the share of commercial banks
in total industrial credit averaged 72.8% during the period

1965-77,(compared to 27.2% for the IDB),this ratio reached
91% for the period 1978-83. ( compared to 9% for the IDB).
The declining importance of the IDB reflects the supply
constraint caused by the bank's limited resources . Although
the interest rate charged on its loans was a bit higher than
the ACC (7%), but it is clear that this rate was always

lagging behind commercial banks rates, and did not
contribute to mobilizing domestic saving.

As far as the ordinary IDB loans procedures is concerned,
the bank monitors the project fairly closely and studies its
feasibility before the loan decision is made. It could be
noticed that the loan policy of the IDB was biased against
fairly small loans and small businessmen which were excluded
from the bank's activities. Between 1965-74 , only 16% of
the total amount of loans approved went in loans of less
than JD 25,000. In 1975 the IDB began to recognize this
problem when the Small Industries and Handicrafts Loan Fund

(SIHLF) was established within the IDB to make small loans
with a minimum of administrative formality. The loan

21application procedures were minimized. Security may be in

the form of real estate,machinery, or a co-signer. Since the
22maximum loan allowed is very small, the total amount of 

loans extended to handicrafts and small businessmen did not

21A loan requires only a single visit to the site by a loan 
officer. All the process is expected to take less than one 
week.
22 JD 2000 and the maximum term is 10 years. This maximum 
amount of loan is limited to the purchases of machinery and 
tools for firms employing 5 persons or less and producing 
manually or with simple tools and machines.
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exceed 3.7 million during the whole period (1975-84). Table 
(6.8) shows the number of loans increased from 52 in 1975 to 

188 in 1984. The amount of loans also increased from .07 
million to .49 million in the same period.

Table (6.9):
SIHLF Loans's to Small Business 

(1975-1984)
Year No.of Loans Amount(million)

1975 52 .07
1976 110 .17
1977 100 .17
1978 129 .24
1979 109 .27
1980 102 .29
1981 184 .57
1982 227 .67
1983 261 .77
1984 188 .49

Source: IDB,Annual Report, 1984 p.23

Since the interest rate charged on these loans are 
considerably lower than those on alternative sources (7% 
compared to 9% for commercial banks), the IDB was 

unsuccessful in attracting domestic resources (savings) . As 
stated previously, borrowing from the Central Bank and other 
foreign agencies, at a subsidized interest rates, 

represented more than half of the IDB's assets.

Conclusion :
The previous analysis has shown that although the 

financial operations of the IDB have increasingly assisted 
and facilitated manufacturing growth, the bank has not been
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the primary source of finance for this sector. The 

commercial banks have been quantitatively the more 
important. Since 1964, the commercial banks have accounted 

for about 80% of outstanding loans to this sector ( Table 

6.8). Although commercial banks continued to claim the lions 
share of total institutional credit extended to 
manufacturing , the role played by the IDB is considered to 
be of special importance due to the fact that this bank 
represented the only institutional source of financing the 
long-term requirement of the manufacturing sector besides 
its promotional role of providing technical advice to these 
projects. Commercial banks credit to this sector was always 
confined to short-term loans. Given the projected industrial 
rate of growth in the 1981 plan,additional resources must be 
made available to the IDB if it is expected to play its 
role effectively. The lack of sufficient financial resources 
restricted the ability of this institution to perform its 
assumed development role . These resources can be increased 

not only by waiting for foreign aid and loans or for 
government contribution and Central Bank support, but mainly 
through tapping domestic sources of funds and through 

offering deposits and long-term bonds.
The above analysis indicates that the IDB showed very 

little success in mobilizing private savings. Although the 

interest rate on bank's operations is higher than that of 
Agricultural credit institution, it is still below the 
interest rates of other competitive institutions such as 
commercial banks . However, for recourse to domestic 

mobilization of private savings to be effective, the yield 
on bank's deposits should be competitive with other
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alternative sources ( mainly commercial banks), and should 

be positive to attract private savings to be held in term 
deposits which could be channelled to finance industrial 
projects. This undoubtedly might induce higher cost in 

financing investment, but its overall impact on growth, on 
the long-run should be positive. The interest rate structure 
for the IDB should be reconsidered within a higher interest 
rate strategy for Jordan.

Finally, the decision to create the (SIHF) within the 
IDB, was essential to finance the needs of small businessmen 

who had difficulties in access to alternative sources. 
However, because of the IDB limited resources,it is 
difficult for the SIHF to extend appropriate credit to small 
business. In 1983 (after 10 year of activities), total loans 
outstanding did not exceed .49 million. This figure reveals 
that this fund is still far from fulfilling its assumed 
development responsibilities.

6.5: The SCI and the Housing Sector:
Introduction :
Jordan like many other countries is still facing the

problem of shortage in suitable housing. Studies made so far

on housing, including the population census for 1979, have
shown that about 16,000 housing units will be needed 

23annually. This takes into account the rate of increase in 

population ,migration from rural areas to the cities and the 
need arising from the substitution of old houses by new 
units.

23The National Planning Council,The Five Year Plan (81-85), 
p.308.
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In spite of the fact that the housing sector attracted 

about 21% of the fixed total investment during the Five

Year Plan of 1976-80, Jordan still suffers from a shortage
of suitable housing, especially for limited, low and very 
low-income groups. Given the reasons behind the housing 
crisis in Jordan (influx of refugees in 1948,1967 and 
internal migration), the problem has been particularly great 
for people belonging to the low and middle-income groups. 

The recent study about housing needs for the next 10 years 
was prepared in 1976 by the Housing Corporation. According 
to this study, about 53% of the country's housing needs was 
established to be required for accommodating people within 
the low-income group, 25% for the middle-income group, and 
the remaining 22% for the higher income group. The 
government has recognized the problem of housing,
establishing a specialized credit institutions which could 
assist in reducing the gap which exists in financing housing 
projects. The Housing Corporation (HC) started its operation 
in 1965. Although the HC loans were extended on a long-term 
basis, the volume of loans was insufficient to finance the 
housing needs. During the first five years of its
activities, the HC's loans did not exceed 1.4 million. By 

the end of 1976 this amount increased to 10.9 million. The 
government recognized the existing housing problems and the 
unsuccessful attempts made by the HC to reduce the financial 

gap in this sector, suggested the establishment of the 
Housing Bank (HB) which started its operations in 1974.

6.5.1: The Housing Bank (HB):
The Housing Bank (HB) was established in 1973 with a
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capital of JD 1 million, then increased to 2 million made up 
of one million shares owned by the Government and the 

Central Bank, and one million shares held by the private 

sector.
The objectives of the HB as defined in law emphasised

the building of residential houses, the encouragement of

savings to be channelled for housing purposes and assisting
in the establishment of housing credit societies.

The main aim of the HB was to help in solving the severe
housing problem facing Jordan. It's lending policy was
designed mainly to help 1imited-income individuals and
housing cooperatives, although contractors and companies can

24apply for loans with different conditions. To assess the 
HB's accomplishments and development ,the main items of the 
Bank's balance sheet are examined.

Table(6.10) shows that the HB's assets have increased 
more than 56-fold during a period of 10 years (1974-83). 
This trend could be related to the rapid growth in the HB's 
deposits as a result of a flexible "yield " policy adopted 
by this bank. It is worth mentioning that although the 

maximum official interest rates were fixed by the monetary 
authorities (at 9%), but the HB operated under a special law 

which gives the bank more flexibility in managing its 
portfolio than any other commercial bank. This special law 
allowed the HB to attract more savings by offering them 
higher yields . Bank's balance of loans rose from only JD

These conditions were related to the size of thg housing 
unit to be financed which should not exceed 175 M and the 
amount of loan should not be more than JD 5000 for building 
or buying a house unit, or 3000 for completing or enlarging 
the existing unit. The interest rate was also varied 
according to term of credit (ranging between 7.5-8.5%
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1.0 million in 1974 to 180.0 million in 1983. According to
the HB's law, the bank's policy was designed to encourage

savings by Jordanians, with the twin aims of soaking up
excess liquidity to dampen inflationary pressures as well as

to redirect money into productive long-term investments
25within the context of the national development plans. To 

examine the extent to which the HB has been successful in 

encouraging saving by Jordanians and redirecting it into 

productive investment, the bank's sources and uses of funds 

need to be examined.
The main source of bank funds to be examined here is the 

bank's deposits. Concerning the trend of these deposits, as 
the figures show (table 6.10), total deposits have increased 
from JD 3.1 million at the end of 1974 to 122.6 million in 
1980 and 212 million in 1983.

2 5The Housing Bank, 6th Annual Report,1979 p.14
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Table (6.10):

Growth in the HB's Main Items of Balance Sheet 
(1964- 1983 and in JD million)

Key 1974 75 76 77 78 79 80 81 82 83

1 4.1 6.9 5.4 8.1 20.6 22.1 38.3 61.1 42.5 41

2 1. 5.3 25.3 43.9 61.0 81.3 102.9 123.8 155.7 180

3 - .1 .5 1.1 1.5 2.3 3.6 5.4 10.0 13

4 - • .9 1.6 2.8 3.3 5.8 8.5 13.6 17

5 3.1 10.7 22.8 36.7 61.6 86.2 122.6 159.8 168.5 212

6 .1 .1 .5 .9 1.6 2.1 2.7 3.1 3.3 2.2

7 5.2 13. 32.1 54.9 86.6 111.7 153.8 202.9 229 293

Key :
1 Cash & Liquid Assets
2 Loans,Credit Facilities
3 Equity Shareholdings
4 Real Estate Investment
5 Deposits
6 Net Profit
7 Total (Assets/Liabilities)

Source :
1) For the years 1974-1979 ses the Housing Bank, 6th 

Annual Report 1979 p.13
2) For the years 1980-1983 see the Housing Bank, 10th 

Annual Report 1983 p.12

It is clear that the HB has encouraged saving accounts 

rather than other accounts, a strategy whose success is 

reflected in table (6.11).The total deposits of the HB have
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grown at a faster rate than the deposits of the country's

commercial system. Between 1974-83, HB's total deposits had

increased more than 68-fold (compared to 12-fold for the

commercial banks) . The trend in saving deposits shows that
these savings had also increased rapidly (329-fold compared

to 13-fold for the commercial banks). It could be noticed
that the bank's strategy pays special attention to
attracting saver's deposits because they are more stable and

fit the bank's objectives. It is worth mentioning that

deposits in local currency reached JD 188.5 million at the
end of 1983 compared to less than 3 million in 1974. The

striking feature in this development is that the bank's
deposits are based on a very large number of depositors and
savers in such a way that in 1983 about 12% of Jordan's

2 6population were banking with the HB.

2 6The number of accounts held by the HB increased from 1342 
in 1974 to 288872 in 1983. Saving deposits at the bank 
comprised 61.5% of all saving deposits held by the financial 
system in Jordan at the end of 1983.
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Table (6.11) :

HB's Deposits Compared to Banking System's Deposits 
(1974 - 1983 and in JD million)

Year Total Depos. Saving[ Depos.
All banks HB 

(1) (2) 2as%of 1
All banks 
(3)

HB
(4) 4 as% of 3

1974 115.1 3.1 2.7 16.5 .25 1.5

1975 168.7 10.7 6.3 24.6 .9 3.9
1976 250. 22.8 9.1 49.1 2.9 5.9

1977 314.8 36.8 11.7 61.8 8.7 14.1

1978 448.5 61.7 13.7 85.1 18.4 21.6
1979 593.1 68.2 14.5 109.1 29.1 6.6
1980 808.5 122.6 15.2 129.1 39.7 30.7
1981 977.6 159.8 16.3 161.1 55.7 34.6
1982 1169.5 168.5 14.4 180.4 64.4 35.7
1983 1397.8 211.8 15.1 215.9 82.2 38.1

Source: :
1) The Banking System figures are derived from the

Central Bank of Jordan,Statistical Series,1984 
(Table 12) .

2) For the HB figures see the Housing Bank, Annual 
Reports, 1979,1983 pp:16-17

This means that the HB had been successful in affecting 
banking habit in Jordan. As stated earlier, the HB operated 

under a special law excluding its operation from banking 
control regulations. Undoubtedly, this policy gave the HB *
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more flexibility in managing its portfolio than was the

case for commercial banks whose their activities were
27controlled by banking law and regulations.

As a specialized credit institution, and in contrast to all 

similar institutions in Jordan, the interest rates on 
deposits and loans were left to be determined by banks 

management (within the maximum official rate fixed at 9%),. 

The impact of this policy was evidenced by the rapid rate of 
growth in the HB's deposits and the increasing ratio of 
saving deposits compared to other banks in Jordan (Table 

6.10). The rapid growth in saving deposits could be related 

to the success of the HB in mobilizing more domestic savings 
attracted by well organized campaigns and offering more 
incentives to small savers (Tombola, prizes, lottery..etc).

Finally, concerning the other sources of HB's funds, 
borrowing from the Central Bank of Jordan was never of much 
importance for this institution. It did not exceed 2.3 
million in 1976 (or 7.2% of the HB's total assets),7.2 
million (or 6.4%) in 1979 and finally reached 29.7 ( or
14.4% ) in 1983. This volume seems to be insignificant if
compared to that of other specialized credit institutions 
such as the agricultural and industrial institutions.

Having analyzed the source of HB's funds, the next 

attempt is to examine the uses of bank's funds and the 
bank's role in financing development projects in Jordan.

27Excluding the HB operations from banking control 
regulation could have a negative impact on the effectiveness 
of pursuing domestic monetary policy which has been so far 
confined only to commercial banks activities.For more 
details see chapter 5.
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The financing role played by the HB got more inclusive

in the national economy in general and in the housing and
construction sector in particular. The bank's regulations

pay more attention to financing the housing needs of limited

income and other groups of society to provide adequate and

decent housing for all citizen an easy terms and as cheaply

as possible, in harmony with the stated objective of the
28National Plans. To assess the extent to which these 

objectives have been fulfilled , the loans policy of the HB 
need to be examined.

Table (6.12) :
Loans Extended 

( 1974 1983 and
by The Housing 

in JD million)
Bank

Year No.of Loans Total Credit Recovery %

1974 718 1.8 n .a
1975 2092 8.6 100
1976 3078 33.1 100
1977 2409 15.4 100
1978 2798 22.7 99.9
1979 2856 22.7 99.9
1980 2877 42.7 99.9
1981 2706 47.6 99.8
1982 2604 63.9 99.8
1983 2341 90.7 99.8

Source : The Housing Bank , Annual Report, Different Issues

Table (6 .12) indicates that credit outstanding increased
from 1.8 million in 1974 to 90.7 million in 1983. The number 
of loans has also increased rapidly. They reached 2341 in

28The HB, 10th Annual Report, p.19
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1983 compared to 718 in 1974.

It could be shown that the HB has played a major role in 
the provision of loans to finance the construction and 
purchase of houses. The housing sector took the greater part 
of the Bank's loans. Between 1974-1979 about 95% of bank's 
loans were used to finance the construction, completion or 
enlargement of housing units. The ratio averaged 92.6% 

during the entire period .
As far as the maturity of loans is concerned. Table 

(6.13) shows that while 5 years or less term loans 

represented 13% in 1974, this ratio increased to 72% in 
1983. On the other hand, while medium and long-term credit 
represented 35% and 52% respectively in 1974, they declined 
to 21% and 7% in 1983. This reveals that only 28% of loans 
outstanding at the end of 1983 had long-term maturities 
ranging between 5 to 15 years whereas the remaining 
percentage of 72% represented short and medium-term loans 
granted for periods of 5 years and less. This figures 
clearly points out that the HB's strategy as a specialized 
credit institution charged with financing long-term housing 
projects is not in line with the development objectives of 
the country, and even with its main objective , as mentioned 

in its law,(i,e., to extend long-term credit to medium and 
low-income groups).If this strategy continues, the bank will 
find itself diverted far away from it's assumed development 

responsibilities (i.e., a specialized credit institution 
responsible for extending long-term credit to lower-income 
groups in the housing sector).
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Table (6.13) ;

Terms of Loans Granted by the HB 
(1974-1983)

Years 5Years or less 5-10 more than 10 Total %

1974 13 35 52 100
1975 36 31 33 100
1976 30 54 16 100
1977 38 33 29 100
1978 47 39 14 100
1979 41 43.5 15.5 100
1980 61 24 15 100
1981 45 22 33 100
1982 67 24.5 8.5 100
1983 72 21 7 100

Source : The Housing Bank, Annual Report,1979 p.24 and
1983 p.29

Conclusion ;
The above analysis indicates that the HB as a mobilizer 

of funds, beside its specialisation in financing housing has 
been successful in institutionalising savings and in 
channelling these savings to assist in solving the 
country's housing problems. This is evidenced by the HB,s 

deposit record where deposits increased about 68-fold 
between 1974-83, compared to 12-fold for the commercial 
banks for the same period. Saving deposits represented about 

39% of HB's total deposits and increased more than 329-folds 
compared to 13-folds for commercial banks. These figures 
demonstrate the success of the HB in attracting deposits as 

measured by its rapid rate of growth as compared with that 
of commercial banks.

As indicated earlier, this trend in deposits growth can 

be attributed to branch expansionist (supply-leading) policy 
together with the interest rate policy adopted by the bank.
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2 9and other innovative technique# intredueed hy the As

stated earlier, the HB is operating under a special law 

where its activities are not subject to the Central Bank 

control. Since the bank deposits represented 13.2 % of the 

banking system deposits in 1983 ( compared to 2.6% in 1974), 

this situation must draw the attention of the Central Bank 
to the impact of HB operations on the effectiveness of 
pursuing domestic monetary p o l i c y . I f  the holding of 
excess liquidity by commercial banks tends to frustrate any 

monetary policy to be applied,there is no doubt that 
excluding the HB's activities from banking control 
regulations will have the same effect from a monetary 
management point of view.

On the allocation side, the HB has undoubtedly financed 
a large part of the country's housing needs. The relative 
importance of the HB's credit has risen . Its share in total 
credit extended to the housing sector by all financial 

institutions in Jordan increased from only 4.7% in 1974 to 
42.2% in 1983. In spite of this trend, the examination of 
the maturity structure of loans outstanding indicated a 

declining trend in long-term credit. In 1974 long-term 
credit represented 52 % of total credit , but the proportion 
declined to only 7 % in 1983. This behaviour could be
related to the lending policy of the HB which in fact was 
directed towards certain categories of population , who 
could satisfy the necessary conditions for obtaining 

long-term loans ( owning a land or building and high

29Such as prizes for new savers,tombolla,raffles..etc. 
^^This issue was also raised by Salah, op,cit p.230
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31income). The HB's lending policy was discussed during an 

interview with a senior official at one of the HB's 
branches. The answer forthcoming was that the bank always 
consider the security of its loan before any lending 

decision is made and the first prerequisite for obtaining a 
loan is to own a house or a property whose value exceeds the 
amount of loan to be extended. This policy could be biased 
towards high income borrowers at the expense of low income 

groups who in general do not own any property or can not 
offer any collateral accepted by the bank .

Finally, it can be argued that despite the recent 
increase in the HB activities , the housing problem in 
Jordan still exists and housing supply is still lagging 
behind demand. This situation requires further efforts to be 
made by the HB and other housing institutions in order to 
provide a comprehensive housing project, with lower 
construction costs, for the benefit of lower-and 
1imited-income groups.

31Because of the lending requirements, the repayment ratio 
for the HB loans is very high (about 99.8%).
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6 .6: The SCI and the Municipal and Village Counci Sector.
6.6.1: Introduction

The rapid economic and social development which the
country witnessed during the last two decades faced local
government (Municipals and Villages Councils,(MVC), with
increasing pressure on essential public services in
different fields of public utilities. The MVC are agencies

for public participation in local government in order to
meet the needs of local communities , including public
services and basic facilities, and mobilize resources for 

32development. Based on this concept, the government has 
given priority to upgrading the sector and supporting its 

activities. The number of Municipal Councils increased from 
89 at the end of 1975 to 104 at the end of 1980. During the 
same period the number of Village Councils increased from 
190 to 243. The Ministry of Municipal and Rural Affairs and 
the Enviroment prepared physical plans to create new 
villages and made annual allocations in the general budget 
for the construction of village schools and streets.

In order to provide for the financing of rural and 
village projects ,the Cities and Village Development Bank 
(CVDB) was established in 1979 with an authorized share 
capital of JD 10 million . It replaced the Municipal and 
Village Loan Fund (MVLF) whose local resources were small 
in relation to its assumed development responsibilities. 
This agency relied exclusively on funds provided by the

32This sector accounted for 8.2% of the total investment of 
the Three Year Plan of 1973-75 , 5.1% of the Five Year Plan 
of 1967 and 5.5 % of the Five Year Plan of 1981.



— 201-
Government and the Central Bank and other regional and 
international development agencies, since no attempt to 

attract private savings has been made , (because of the low 
interest rates on fund's lending- between 6 - 7.5% >.
Therefore, the ability of this institution to extend loans 
was automatically dependent on credit and assistance 

received. Due to the long-term nature of these needs, and 

the high risk involved, these financial requirements for 
this sector were neglected and commercial banks were usually 
reluctant to extend appropriate credit to this sector. The 
planners recognized this problem and the Five Year Plan of 
1967 recommended the creation of an efficient credit 
institution , capable of providing assistance to local
government. In 1979, the government enacted and established 
the Cities &Villages Development Bank (CVDB). This section 
will examine the extent to which this bank has been 
successful in financing the development projects of this
sector.

6.6.2: The Cities & Village Deve1opment Bank (CVDB):
As mentioned previously, the CVDB was created in 1979

to replace the unsuccessful MVLF. It is aimed that this
institution will render further assistance to urban and 
rural areas by financing basic social services ( public
utilities) and by implementing income generating projects to 
improve living standards. It is also hoped that this 
specialized bank will be able to provide the required
technical assistance and advisory services to its clients 

which might eliminate the financial as well as technical
existing gaps in this sector. The bank is administered by a
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board of directors headed by the Minister of Municipalities 

and the vice president (nominated by the cabinet of
ministers ). According to the CVDB's law , two types of 
projects need to be distinguished in its lending policy:

1) The productive projects for both Municipal and 
Village Councils. The interest rate charged on this type of 
loans is 8.5% for Municipalities and 7% for the Village
Councils and the term of loan should not exceed 10 years.

2) The public utilities and social projects for both 
councils . These projects were given priority in lending 
with a lower interest rate ( between 6- 7.5 %).

The bank fixed the minimum amount of credit extended to
Municipal Councils by JD 8000 and JD 4000 for the Village
councils. The maximum amount of credit for any local council
should not exceed 3% of bank's capital (36 thousands dinar
in 1983). The interest rate charged on this type of loans is
7.5% for Municipalities and 6% for Village Councils, and the
term of credit should not exceed 10 years for the former and

3315 years for the latter. As far as the sources of bank's 
funds is concerned, the Assets/Liabilities structure 

indicated that the bank relies heavily on borrowing from the 

Central Bank and other international development agencies. 

In 1983, borrowing from domestic and foreign sources 

represented 27.7% of bank's total assets. Municipal and 
Village Councils deposits accounted for 30.2% of bank's 

deposits in the same year.
It is worth mentioning that no attempt has been made by the 
bank to attract private savings because of the negative

33The Cities & Village Development Bank, Temporary Law n o .38 
of 1979.
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yield on these deposits.

Concerning the uses of bank's funds. Table (6.14) shows 

that total credit extended by the bank has increased from 
2.9 million in 1979 to 11.4 million in 1983. The share of 
Municipal Council Credit in total loans represented 82.3% 
and 67% in 1982 an 1983 respectively. The table reveals that 
only 13.6% of this volume was allocated to productive 
projects in 1982. This ratio increased slightly (14.9%) in 
1983.

Apart from the lending activities, the CVDB did not 

attempt to issue securities in order to attract additional 
resources or to be involved in any other investment.

Table (6.14):
Loans Outstanding of the CVDB(in JD million)

( 1979 -1983 and in JD million)
Year * M.C V.C LPP Others Total

1979 2.0 0.89 0.19 2.7 2.9
1980 6.1 2.40 0.40 8.0 8.4
1981 10.7 2.80 0.34 13.2 13.5
1982 12.1 2.60 2.00 12.7 14.7
1983 7.6 3.80 1.70 9.7 11.4

M.C: Municipal Councils
V.C: Villages Councils
LPP: Loans for productive Projects
Source: The Cities&Villages Development Bank,Annual 

Report , 1983 pp:ll-16

Conclusion:
Although the CVDB was established in 1979, five years of 

experience shows that this specialized institution had 
played an important, but insufficient, role in financing and
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promoting the enormous development needs of local 

governments. In 1983, the CVDB contributed to 11.4 million 

or 14.8% of total loans extended to the municipalities and 

public corporations compared to 65.4 million or 85.2% for 

commercial banks. The insignificant amount of loans extended 
by the CVDB was mainly due to the lack of sufficient

resources available to the bank to extend further credit. 

The interest rate charged on bank's loans are still lower 
than that of other competitive sources of finance, such as 

commercial banks or the Housing Bank (6% for the CVDB

compared to 9% for other banks). The low interest rate 
restricts the ability of the bank to attract domestic 
savings at the prevailing negative yield. Another 
restriction on bank operations is that the maximum amount 
of loan should not exceed 3% of the bank's
capital,regardless its purpose . In 1983, this ratio 
represented only JD 360 thousand which is far below the
financial requirement of huge projects ( eg.sewage). This 
ceiling on the amount of loan might be justified by the fact 

that the bank relies heavily on the Government and the 
Central Bank and other public institutions for providing 
funds. Without tapping domestic savings and without being 

equipped with dynamic technical machinery and research 
facilities, it is doubtful that these sources of funds will 
persist and continue in an appropriate volume , and this 

will reduce the ability of the bank to assist the 
development of urban and rural areas and to implement income 
generating projects which improve the living standards of 
these areas.
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Finally, as stated earlier, other financial institutions 

( in addition to banks and specialized credit institutions) 
do exist in Jordan , but these are either not under the 
control of the CBJ such as the insurance companies and the 

post office savings funds, or are in their early stage of 

development such as investment banks and representative 
offices.^^However, these institutions could make an 

important contribution to economic development They are 

able to mobilize domestic saving and to supply loanable 
funds to deficit units in the economic sectors. In 1982, 

their total assets amounted to 48.7 million. This figure 
represented only 1.8% of total assets of the banking system 
in Jordan, indicating their early stage of development and 
hence, the insignificant role in financing economic 
development . For the purpose of this study and due to the 
lack of data, these institutions will not be considered in 
our empirical investigations.

As far as Amman Financial Market (AFM) is concerned, it 

is worth noting that this market started operations in 

January ,1977 with the aim of strengthening the capital 
market and mobilizing and channelling savings to investment 
areas. Also it was hoped that this market could help in 
facilitating and accelerating the process of open market 
operations and make it one of the most powerful monetary 
instruments in Jordan. Unfortunately , and after nine years

These institutions are: The Arab Finance Corporation(1979) 
, The Jordan Security Corporation (1981), The National 
General Investment Company (1981), The Jordan Finance House 
(1981), The Islamic Investment House (1981), The Finance and 
Corporation (1982), The Jordan Investment and Finance 
Corporation (1983), and Darco (1984).
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of activities, the role played by this financial market is

still of modest one. Taking number and volume of shares
traded as an indicator for financial intermediation, the
figures show a declining trend since 1979. The percentage
change in number of shares traded declined from 174.1 in
1980 to 63.3 in 1981, 18.4 in 1982 and finally declined to 5
in 1983. A similar trend also took place in the volume of
trading where the percentage changes in these volumes

declined from 161.6 in 1980 to 82, 48.8 , and 6.6 in
351981,1982 and 1983 respectively. This downward trend was

attributed to a number of factors notably the drop in the 

volume of funds available for investment in shares as a 
result of the slow down of economic growth, the decline in 
the flow of Arab funds to Jordan and the impact of these 
development on the performance of most companies whose 
shares are traded in the AFM.

In summary, it could be argued that ,with the exception 
of the HB, all specialized institutions have suffered from 
the shortage of financial resources. Also, these 
institutions have not been successful in attracting domestic 
savings. The inefficiency of these institutions in
mobilizing domestic savings could be related to the low 
interest rate policy dictated by the Central Bank.

Having investigated the operations of the financial 

institutions in Jordan and assessed the extent to which 
these institutions have been successful in mobilizing 

domestic savings and financing development projects, the

^^The CBJ, Annual Report , 1984 p.30



-207-
following part of this study intends to formulate an 

econometric model for Jordan. This will be done in the 

following chapters.
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CHAPTER SEVEN
7: FINANCIAL INSTITUTIONS AND ECONOMIC DEVELOPMENT : AN

ECONOMETRIC INVESTIGATION.

7.1 INTRODUCTION:

The purpose of this chapter is to present an econometric 

model of the role of financial institutions in financing 
economic development in Jordan. More specifically, this 
study aims at examining the functional relationships between 

the financial variables (such as bank credit, interest 
rates... etc) and the real variables ( such as private 
consumption, investment ,imports..etc). Given the knowledge 

of the functional relations between real sectors and 
transmission variables, ( such as interest rate, flow of 
bank credit ..etc ,through which monetary changes make their 
impact on expenditures), on the one hand, and between those 
transmission variables and the policy instruments of the 
model, on the other, the monetary authority in Jordan could 
see (with the help of the simulation exercises of the model) 
what instruments could be varied to affect the target 
variables: financial deepening and monetary management.

Our investigation tends to indicate that :
a) Financial development is an essential ingredient, if 

not a prerequisite, of economic growth unless it is 
repressed . In this situation (financial repression), 
non-price rationing of investment funds must occur. This 

typically takes place on the basis of quality of collateral, 
political pressures, and other non-economic factors.
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b) Interest rate ceilings discourage risk-taking by the 

financial institutions; risk premia cannot be charged when 

ceilings are binding.This itself rations out a large 
proportion of high yielding potential investors.

c) Removing interest rate ceilings could increase 

savings,ration out low yielding investments and increase the 
average efficiency of investment . Thus, the real rate of 

interest as the return to savers is the key to a higher 

level of investment and real growth.
However, there is a different story as well. It has been 

suggested (Wijnbergen,1983a,1983b,1985; Taylor,1983; Buffie, 

1984) that the resulting higher real interest rate could 
raise the cost of borrowing and leads to an acceleration of 
inflation in the short-run. This will have a stagflationary 
impact on the economy (Wijnbergen,1983a p.45).^

While it may be the case that higher deposit rates 
(caused by financial liberalization) reduce the level of 
investment by raising the cost of borrowing, realized 
investment actually increases because of the greater 
availability of funds (the McKinnon effect). Of course, this 
assumption applies only when the capital market is in 
disequilibrium- that is , in a rationing situation where the 

demand for funds exceeds the supply. Otherwise, the rise in 
the interest rates would reduce investment demand below the 
supply of loanable funds, and thereby realized investment 

would tend to decline.

^For more details about the new structuralists see Chapter 3.
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7.2: Comparative analysis with other studies :

As mentioned earlier, none of the existing studies has

been designed to investigate the financial structure in

Jordan within a financial repression framework. The first
empirical model intended to investigate the Behaviour of

2Money Supply in Jordan was formulated by Marto (1974). His 

model was based on the money multiplier framework. It was 
linear,static and covering the period between 1951-1965. In 
this study no attempt has been made to investigate the role 
played by the financial institutions in the economic 
development process of Jordan.

Anani Jawad in his study( 1975) compared the effect of
fiscal and monetary actions on economic activity in Jordan,

3using the St.Louis Model. Anani took two sub-periods 
(1960-67) and (1967-73) and tried to test the influence of 
monetary and fiscal actions on economic growth. He concluded 
that both policies had a positive impact on GNP and 
therefore any successful stabilization policy should rely on 
a mix of both policies. The focus of the study was on 
deriving a stabilization policy for the Jordanian economy 
without examining the financial institutions or 
investigating their role in the development process.

Another study deserving to be examined here is the 
econometric monetary model of the Jordanian economy 
constructed by Haddad (1979).^Haddad's study is an attempt

2Marto M A Money Supply Model : Jordan *' Amman, Central
Bank of Jordan , 1974.
3Anani Jawad;" A Comparison Between the Effect of Fiscal and 
Monetary Actions on Economic Activities: Case of Jordan,"
University of Georgia, Ph.D Thesis, 1975

(Footnote continued)
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to construct an econometric monetary model of the Jordanian 
economy for the period (1956-1975) using annual data and 
expressed in nominal prices. The study focused on

constructing behavioural equations for the monetary and real 
sectors of the economy . The study did not intend to examine 
the financial system or the implications of the financial 

repression hypothesis on the real development of the

economy.
Shehadeh (1982) in his study investigated the

behavioural relations governing the demand for and the

supply of money in Jordan.^ His model consists of two 
equations for demand for and supply of money in Jordan and 
was estimated in nominal and real terms. The nominal
interest rate was investigated in Shehadeh*s study. He
confirmed that the supply of money is interest responsive,
while interest elasticity of demand for money is not.

Finally, the most recent study to be examined here is 
The econometric investigation of the structure of Jordanian 
economy by Ibrahim Issa (1983).^Issa formulated behavioural 
equations for each sector in the economy including the 

monetary sector, and his model was estimated by OLS and in 
nominal terms. This study as previous ones was general and 

did not intend to investigate the impact of financial

4.(continued)
Haddad Adeeb:"An Econometric Monetary Model of the 

Jordanian Economy." Ph.D Thesis, University of Oklahoma 
State University, May ,1979.
5Shehadeh Ali Qandil:" Determination of the Demand for and 
Supply of Money in Jordan 1967-1980", Ph.D Thesis, 
University of Illinois of Urbana-Champaign. May,1982.
^Issa Ibrahim:"The Structure of the Jordanian Economy: An
Econometric Investigation" Ph.D Thesis, University of 
Southampton , 1983.
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development on economic growth.

Before we formulate our model, some statistical criteria 
in model building need to be considered.

7.3: Some Technical Considerations :

It is worth mentioning that when dealing with econometric 

models, especially for LDCs , the following issues need to 
be carefully considered:

7.3.1: Data Problems : Two sorts of problems need to be
distinguished as far as Jordan is concerned:

7.3.1.1: Data Limitation: As already mentioned, the
estimates are based on 21 annual observations covering the 
period 1964-1984. Another observation was used (1963) 

whenever a lagged variable is introduced into the equation. 
All figures are in nominal values then deflated , (using the 
Cost-of-Living-Index).^It is worth noting that there are no 
data at the disaggregated level, such as savings, private 
investment, wages,production and capital... etc. Also, there 
is no quarterly data for any of the key economic variables. 
Quarterly data are published for some variables and for a 
short period. Thus , our analysis is limited to annual data.

As far as the size of the sample is concerned, this 
could impose some limitation on the quality of the work that 
can be undertaken and on the importance that can be 

attributed to the statistical findings. One of the 
limitations is the effect of the sample on the capacity of 
the equations with regard to the number of the explanatory

The sample is reduced to 16 years in equations which 
include government securities variable since the latter were 
introduced in Jordan for the first time in 1969.
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variables which are used, due to the loss of degrees of

freedom. The estimated coefficient of the lagged endogenous 

variables is likely to be biased in small samples. It is
worth mentioning here that the model is assumed to be linear 

and all variables are in nominal values ( except the 
interest rate and legal reserve ratio which are in

percentages and then deflated by the consumer index).

7.3.1.2: Data Accuracy:
Data inaccuracy is another problem which could affect 

the statistical results of the model. As far as this problem 
in Jordan is concerned, different official bodies provide 
different figures ( due to the applied statistical 
techniques ) which makes it difficult to distinguish 

correlations representing a true economic relationship from 
correlations arising through common statistical errors. 
Since little is known about the nature of the error in these 
series of data, and since there is a scarcity of data for 
some explanatory variables { changes in inventory,rural 
credit,interbank loans..etc) these variables are not 
included in the model , and the omission could generate some 
problems, such as errors in variables and mis-specification.

7.3.2: Simultaneous Equation Bias :
From an econometric point of view, it is generally 

agreed that the OLS is a naive approach for estimating 
parameters of a system of simultaneous equations. This

Q
See: Malinvaud, E." Statistical Methods of Econometrics,"

Amsterdam, North-Holland Publishing Co.1966, p.551.
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technique ignores the distinction between explanatory 

endogenous and included exogenous variables. It leads to 
biased and inconsistent estimates because the variables not 
included in the equation are correlated with the endogenous

9variables included among the explanatory variables. For the

above mentioned reasons the estimation of the parameters in
our model has to be carried out by two methods, the

traditional single equation Least Square method (OLS) and
Theil's Two Stage Least Square technique 2SLS.^^The first
method (OLS) was used through all the stages of
experimentation with alternative hypotheses concerning

economic behaviour . The second method (2SLS) was used when
we had decided which equation to use. As suggested by
Johnston,^^One would be reluctant to use OLS in estimating
the parameters of a system of mutually interdependent
relationship - in the light of existing information-
whatever the purpose of estimation may be. The superiority
of 2SLS technique is that it takes into account all
exogenous and predetermined variables in the model.
Therefore, the 2SLS could be the most appropriate technique

12usually apply to correct inconsistent estimates •
7.3.3; Serial Correlation:

9 See: Hurwicz,L ” Least Squares Bias in Time Series in
T.C.Koopmans (e d ) Statistical Inference in Dynamic Economic 
Models" 5, New York , Wiley and Sons, 1950. Also see: 
Intriligator Michael " Econometric Models, Techniques and 
Applications, Englewood Cliff,N.J: Prentice-Hal1 Inc. , 1967 
p.375.
^^Theil H " Economic Forecasts and Policy " Amsterdam : 
North-Holland Publishing Co., 1970 P P : 240-280.

Johnston, J " Econometric Methods" New York: McGraw Hill
C o . , 1963 pp:275-295.
1 22SLS estimates might also be biased.
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Serial correlation means that the residuals are

interdependent i.e., E(Ui Uj) = 0 for it], i.e., the

off-diagonal elements of the variance-covariance matrix of
the disturbance term are non-zero). From an econometric
point of view, it could be argued that the problem of serial
correlation is a frequent, if not typical, one when using

time series data since in that case the stochastic
disturbance term, in part reflects variables not included

explicitly in the model, which may change slowly over time.

If the model includes lagged dependent variables among the
regressors, the presence of the serial correlation in the
estimated equations will cause the estimated parameters to
be biased and inconsistent . Also, the variance of the 

2estimators ,R , and (t) as well as (F) statistics will be 
incorrect. Two main reasons usually account for serial 
correlation :

1- A mis-specification problem, such as an incorrect 
functional form, or the omission of relevant independent 
variables which are autocorrelated.

2- The influence of random shock caused by external 
events such as strike,wars... etc.

Throughout our work,whenever we found positive or 
negative serial correlation measured by the (D-W) or the (h) 
statistics ( when relevant),an auto correlation test was 
applied. The technique used in this test is the (Cochrane- 

Orcutt) procedure. This approach involves a series of 
iterations , each of which produces a better estimate of rho 
(p) than the previous one. It uses the notion that p is a 

correlation coefficient associated with errors of adjacent 
time periods. In the first step,(OLS) is used to estimate
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the original model. The residual forms of this equation are
then used to perform the regression and the estimated value
of (p) is used to perform the generalized differencing

13transformation process, and a new regression is run. This 

technique also allows for a new estimate of (p) to be 

obtained using second-round residuals.The iterative process 

can be carried on for as many steps as desired. Standard 

procedure is to stop the iterations when the new estimates 
of rho differ from the old ones by less than .01 or .005 or 
after 10 or 20 estimates of rho have been obtained.

The primary difficulty with the (Cochrane-Orcutt) 
procedure is that there is no guarantee that the final 
estimate of rho will be the optimal estimate, in the sense 
of minimizing the sum of squared residuals.

Higher orders, however, will not be tried because we 
are dealing with annual rather than quarterly data (this is 
related to the degree of freedom restrictions).

7.3.4: Multicollinearity :
Multicollinearity arises when two or more explanatory 

variables ( or combinations of variables) are highly ( but 
not perfectly) correlated with each other. It may be a 
sample problem, in which case new data may cause the problem 
to disappear. Therefore, it could be argued that 
multicollinearity is a problem inherents in the data itself 
and could be caused by the following factors:

- Errors related to the sample size and data collection, 

and the use of proxy variables or approximation for some 
unquantified explanatory variables.

13For more details about this technique see: Pindyck and
Rubinfeld op,cit p.157.
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- If the dependent variables show the same pattern of 

growth over time i.e.,the same pattern of variation in the 
presence of lags in the explanatory variables.

The most important consequence which the presence of 

multicollinearity could have on the statistical results of 
the model is that the estimated coefficients will not be 
precise and stable and the sign of some of the estimated 

parameters may be changed, or their magnitudes may be 
meaningless, and the large standard error ( or low t ratios) 
will result in the non-significance of the estimated 

parameters. In other words, the interpretation of the 
estimated coefficients will be quite difficult.
Solutions for Multicollinearity:

Pindyck and Rubinfeld argue that because multicollinearity 
is dependent directly upon the sample of observations, 
little can be done to resolve it unless more information 
about the process in question is available.

The easiest way to tell whether multicollinearity is 
causing a problem is to examine the standard errors of the 

coefficients. If several coefficients have high standard 

errors and dropping one or more variables from the equations 
lowers the standard errors of the remaining variables, then
multicollinearity will usually be the source of the

, . 15problem.
A more sophisticated analysis would take into account 

the fact that covariance between estimated parameters ( and 
standard error of coefficient) may be sensitive to

14^^See: Pindyck R and Rubinfeld D . op,cit.,PP:87-90 
Or the opposite in the case of using (t) statistics.
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multicollinearity i.e., a high degree of multicollinearity 

will be associated with a relatively high (in absolute 
value) covariance between estimated parameters. This 
suggests that if one estimated parameter is likely to
overestimate the true parameters B^, a second parameter 
estimate B^ is likely to underestimate B j , and vice versa.

7.3.5: Identification :

As stated earlier, the method of 2SLS can be applied to 
estimate the parameters of a structural equation only if the 
parameters of the equation are exactly identified. The order 

condition necesary to identify an equation is " the number 
of exogenous variables excluded from the equation must at 
least equal the number of endogenous variables included on 

the RHS of the equation"
Having examined the technical considerations in our 

model formulation, the structural equations of the model are 
presented in section (3).

7.4: Model Formulationt (Construction and Specification)
As mentioned previously, our model takes into account

the appropriate link between monetary and real sectors
18within an economic development context. In the monetary

Ibid. , p. 90. Also see: Hoel Paul and Jessen Raymond:"
Basic Statistics for Business and Economics." Third Edition, 
Wiley&Sons,Inc. 1982 p.34
17 For more details see: Wonnacott Wonnacott.op,cit.,
chapter 8 and Pindyck and Rubinfeld, op,cit p.186.
18In this context the model is similar to other models 
developed for LDCs such as: Imam K:"A Structural Model of
Pakistan's Monetary Sector", Pakistan Development Review 
,X (Fal1,1970) pp:359-799. Wayne Snyder" Money in a 
Developing Economy: A Case Study of Pakistan",Review of
Economic And Statistcs XLVl (Nov,1964) PP:413-20. Park Yung

(Footnote continued)
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sector a bank portfolio model is formulated. This 
specification will help us to incorporate the role of the 

banking system in financing economic development and
influencing monetary management in Jordan. Our behavioural 

equations are based on the theory of portfolio choice with 

relevance to the financial repression hypothesis. On the 
demand side, different forms of demand for money (Ml,M2) and 
its components are formulated .

In the real sector, effective demand is determined by a 
consumption function, an investment function,imports, 
government expenditures and exports.Monetary variables such 
as the interest rates,liquid assets,bank credit will be
tested in the real sector equations. This will allow us to 
establish a link between the two sectors.

7.4.1: The Monetary Sector :
As stated earlier, the financial sector of the economy

is built around the organized and unorganized monetary
sectors. There is no link between the two markets. It is
worth noting that the size of the unorganized money market
is still very small and insignificant even in the

19predominant sector such as agriculture. Due to the lack of 
data about the scope and operations of these unorganized 
markets,our emphasis will be on the organized financial

18 (continued)
" Toward a Monetary Model for Developing Countries " in Coat 
and Khatkhate,o p ,c i t ., pp:675-84. and Abdul Masih:"Financial 
Institutions and Private Investment in Pakistan 
1955/56-1969/70" Ph.D Thesis, 1974 University of Leeds.

19See question (15) of our survey in appendix 2



-220-
markets . In the next part of this chapter, a bank portfolio 
model is formulated.

7.4.1.1; Commercial Bank* s Equations < Bank *s
Portoflie Behavior):Theoretical Considerations :

According to the theory of portfolio choice, there is 

one basic problem common to all commercial banks: liquidity 
and solvency versus income. Banks have to manage their funds 

so that they are liquid and earning adequate incomes to 

remain in business. The holding of cash assets helps the 

bank to meet its liquidity need, while the holding of 
earning assets helps it to earn incomes. While too much cash 
would mean unnecessary sacrifice of income, too little cash 
could mean the risk of illiquidity. This cash-earning-assets 
combination of a bank constitutes its portfolio.

However, any bank is faced with two types of liquidity, 
namely "deposit liquidity" and " loan liquidity". The former 
refers to the bank's ability to meet its demand obligations, 
and the latter refers to the bank's ability to satisfy the 
legitimate requirements of its customers. The deposit 
liquidity of a bank is of a primary importance, and mainly 
influenced by the structure and behaviour of its deposits 

liabilities . The loan liquidity of a bank on the other 
hand, is related to the customers demand for loans. 
Accordingly, the overall liquidity requirements of an 

individual bank have to be related to the total demand for 
funds made upon it by depositors and borrowers over time. 
The time pattern-seasonal and cyclical of it's expected 

liquidity requirements are all of much importance and need 
to be considered. A rational bank's management can correct
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any forecasting error in connection with its liquidity 

requirements by borrowing from the Central Bank or from 

other commercial banks or by selling earning assets. 

Anyhow,liquidity and solvency go hand in hand.

However, for any bank to select its earning assets, it 
would have to consider the liquidity of various types of 
loans and investment , the various types of risk associated 
with these assets, and their expected returns among other 
things.

As far as the degree of risk is concerned, two types of 

risk could be distinguished:
1- The credit risk or the inability of borrowers to 

repay their loans (mainly private sector)
2- The interest risk which reflects the market price of 

securities resulting from an institutional increase 
of interest rate.

In order to compensate for this risk and other 
uncertainties which face a bank, the expected yield on bank 
credit needs to be considered. If this yield is positive 
banks will be encouraged to extend more credit on 
medium-term basis,since high lending rate will compensate 

for any potential risk.
On the other hand,when interest rates are institutionally 

fixed below their equilibrium levels,banks will ration their 

loans outstanding to private sector by non-price factors 

(such as requiring collateral,creditwortheness..etc). As a 

result of this situation bank will prefer to hold a 
considerable amount of excess reserves in their portfolios 
and bank borrowing from the Central Bank will be
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insignificant, and this results in weakening the 
effectiveness of traditional monetary instruments.

Having examined the theoretical considerations of bank 

portfolio management in Jordan, the next step will be 

intended to formulate the bank portfolio equations. The 
following equations are formulated:

7.4.1.1.1: Bank Holding of Excess Liquidity (ER):
Excess liquidity plays a substantial role in determining 

the commercial bank's portfolio in Jordan. Commercial banks 
hold a proportion of liquid assets considered to be higher 
than what is required by law (25-30% of total deposits).

For reasons of liquidity in the short-run , the 
commercial banks in Jordan will have to hold some balances 
in cash assets above the required minimum. These balances 
could take one or all of the following forms:

a) Vault-Cash
b) Balances with the Central Bank.

c) Government Securities held by commercial banks ,and
d) Balance held with other banks ( interbank deposits).

Theoretically, there are two major determinants of bank
excess liquidity. First:,since banks act as risk averting
profit maximizers, bank's holding of excess reserves
involves an opportunity cost which could be represented by
the expected alternative net yields of various bank's

assets. Goldfeld argues that bank holding of liquid assets
depends positively on its own yields and negatively on all 

20other yields. In Jordan ,as in most of developing
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countries, the most obvious alternative to those excess

reserves would be the yield on government securities
,(R G ).Accordingly one would anticipate a negative

21relationship between (ER) and (RG). Following our

discussion in Chapter(5), other explanatory variables may
also be considered : the deposit liabilities of the
commercial banks (D) ,and bank loans to the private sector

(CR) as constraint variables . Concerning the inclusion of
(D) in the excess reserves equation, Meltzer argues that
there is a close relationship between excess reserves held

by banks and bank total deposits even in a banking system
without legal reserves. Given the distribution of deposits,
the amount of precautionary reserves held is based on a
probability distribution for the expected drain . All
reserves above the amount required on the basis of the

22probability distribution of deposits are excess reserves. 
With regard to the reasoning behind the inclusion of (CR), 
we know that banks have the alternative of holding the rest 
of their reserves ( after investing whatever amounts they 
desired) in excess reserves or expanding their commercial

20Goldfeld Stephen:"Commercial Bank Behaviour and Economic 
Activity" Amsterdam: North-Holland Publishing Company,1969
pp:69-71.
21According to Brunner and Meltzer (the modern Portfolio 
approach), excess liquidity could also be determined by the 
interest rate and the discount rate of the Central Bank. For 
more details see:
Brunner and Meltzer (1964). Teigen R " Demand and Supply 
Function for Money in the United States: Some Structural
Estimates" Econometrica ,(Oct,1964)pp:504-06, Goldfeld(1969) 
and Modigliani el al (1970).
22Meltzer Allan," The Behaviour of the French Money 
Supply,1938-54" , Journal of Political Economy,67(June 1959) 
p. 278. Also see: Brunner, K and Meltzer, A:" Some Further
Investigations of the Demand and Supply Function of Money" 
Journal of Finance, XlX(May,1964) pp.249-52.
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loans . Due to the uncertainties which banks might face and 

the delay in decision process, the inclusion of lagged 
dependent variable could be justified.

Another variable to be tested is the required reserve 

(RR).It could be argued that any increase in the legal 
reserves could negatively affect the situation of excess 
reserves held with banks.

Finally, a dummy variable (Dum) could be included to see 
whether the political instability which the country 
witnessed during 1967-73 has affected bank behaviour or 
n o t .

On the basis of the above discussion, the functional 
relationship for commercial bank holding of excess reserves 
may be specified as follows:

ER = &Q + a^ RG+ a 2 D + CR +a^ RR +a^ Dum + a^ ER^_^

7.4.1.1.2: Banks Borrowing from the Central Bank 
of Jordan(CB):

The first hypothesis to be tested here, is whether the 
commercial bank borrowings from the Central Bank vary 
directly with the volume of bank lendings. The striking 
feature about this borrowing is that this source of finance 

was never of much importance for commercial banks, despite 
the fact that the Central Bank was always ready to play its 
role as a lender of last resort. In the 1970s, the Central 

Bank's policy was designed to allow commercial banks to 
extend more credit to finance the increasing needs for funds 
by the agricultural and industrial sectors ( see chapter 5). 
The effect of such policy has been sought to be captured by 
including the variable commercial loans to private sector
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(CR) .

Another hypothesis that deserves to be tested in this 

equation is whether excess liquidity (ER) had any 

significant influence on banks borrowings from the 

CB.Therefore, the (ER) variable is included in this 

equation.

The third variable to be tested is the interest rate on
bank lending. This is plausible in view of the profit theory
of borrowing which emphasizes the possibility of commercial
banks procuring funds at the rediscount rate (through the
rediscount window) and utilizing such funds at the
commercial loan markets,therefore increasing their profits.
One would expect a direct relationship between the variable
lending rate (RC) and commercial bank borrowings from the

23Central Bank (CB). Another candidate for inclusion is the 
required reserve ratio (RR). One would expect a direct 
relationship between this variable and banks' borrowing from 
the CB.This is so because (ceteris paribus) as required 

reserve increases, the excess reserves will decrease and 
this will reduce the extent of the expansion of bank credit. 
It could be argued that if banks had only a small amount of 
excess reserves and in the face of the newly increased 
reserve ratio, then it becomes more than probable that they 
will have to borrow from the CB as a temporary measure until 
they adapt themselves to the new situation.

Finally, and given the partial adjustment mechanism, a 
lagged one year dependent variable is included to test for

23The interest rate on lending could also be defined as the 
difference between the rediscount rate and the rate charged 
by commercial banks on their lending. See: Goldfeld S:
op,cit., p.43.
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the impact of last year borrowings on actual CB.

On the basis of the above discussion, the functional 
relationship for commercial bank borrowing from the Central 
Bank may be specified as follows:

CB = bp + b^ CR + bg ER + b^ RC + b^ CB ^

7.4.1.1,3: Bank's Holdings of Government Securities (GOV):
As stated earlier, the volume of government securities

held by commercial banks did not exceed 9 % of their assets

in 1985. The Central Bank tried to enlarge the scope of the
government securities market in Jordan by issuing the 1973
law which allowed that 50% of the interest income coming
from treasury bills be deducted for income tax purpose. In
addition the CBJ announced its readiness to purchase
government bonds at face value at any time , and they are

24protected against the risk of being lost or destroyed. In 
1982, the CBJ reduced the legal reserve ratio on demand 
deposits of commercial banks, equivalent to their holding of 

government securities, from 11% to 5%.
In formulating our bank equation, the first variable to 

be identified is bank deposits (D) . Commercial banks are 

supposed to be working under the constraint of liquidity 
ratio (in addition to the reserve ratio). In calculating 
this ratio, bank holdings of government securities are 

considered, and banks have a choice between non earning 
assets and earning assets. This would lead us to assume that 
total deposits variable (D) should have a positive

^^The Central Bank of Jordan,Tenth Annual Report(1973) p.106
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relationship with bank holdings of government securities 

(GOV) . The next variable to be considered is the yield on 

government securities (RG). The desire to hold government 

securities is likely to be sensitive to a rise in the yield 

of the security because that rise will, to that 
extent,reduce their opportunity cost of lending to the 
public ( assuming no excess reserves).

An important variable to be included is the government 
annual deficit (DBF). It is known that banks are always 
reluctant to hold more of government securities for 

profitability reasons. In the case of Jordan and some other 
developing countries ,the CB might instruct banks to hold 
more securities than they want , at a given yield. 

Accordingly, one would expect the variable (DBF) to have a 
direct relationship with the volume of government securities 
held by banks.

The excess liquidity variable (ER) also deserves to be 
tested in our equation. If banks hold a considerable amount 
of liquid assets ( in excess of what is required by law) , 
banks might prefer to hold part of this liquidity in the 

form of earning assets ( i.e., government securities) even
at a low yield. Hence,we expect a positive relationship 
between (ER) and (GOV). On the basis of the above discussion 
,the equation for commercial bank holdings of government 

securities may be postulated as follwos:

GOV = Cp + c^ D + Cg RG + Cg DBF + ER
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7.4.1.1.4: Supply of Bank Loans to the Private

Sector (CR):
The availability of credit channel may be the most

direct and powerful source of transmission of monetary

changes to the real sector in developing countries.
According to Goldfeld,the availability of credit mechanism

is a very important possible link between the monetary
25sector and the real sector. This channel influences

aggregate demand through consumption, and investment
expenditures. Variations in the volume of bank credit 
transmit the effect of monetary policy changes throughout
the economy. Thus , there are two ways by which the 
commercial banks can vary their commercial loan portfolio:

1) By non-price credit rationing , and
2) By rationing through prices.
In an underdevloped capital market, such as in Jordan, 

interest rates charged to borrowers by the commercial banks, 
are determined by the monetary authorities , and not by
market forces, and tend not to change even where there is a 
change in the demand for funds. Hence, the commercial banks 
ration the availabile supply of credit among the would-be 

borrowers by various nonprice considerations such as 
variations in the standard of " credit-worthiness" of 
borrowers and the vague notion of " customer relationship".

25Goldfeld Stephen:" Commercial Bank Behaviour and Economic 
Activity " Amsterdam: North Holland Publishing company,
1966, p.16. Also see: Jaffee D : " Credit Rationing and the
Commercial Loans Market-An Econometric Study of the
Commercial Loan Market", John Wiley&Sons,Inc. 1971.

^^Goldfeld,S ,1966 , op,cit., p.63.
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As Modigliani points out, the demand for credit is limited "

not by the borrowers willingness to borrow at the given rate
, but the lender's willingness to lend, or more precisely,
by the funds available to them to be rationed out among the

27would-be borrowers. In the case of bank credit, given the 

assumption that there is no lack of demand for it, it is a 

function of the availability of resources of the bank. Flow 
of bank credit in this situation, will be constrained by the 

flows of deposits (D>, real lending rate (RC), borrowing 
from the Central Bank (CB) and excess liquidity assets or 
excess cash reserves (ER).

In addition , some other variables ,such as selective 
credit controls and moral suasion are also considered more 
specifically linked with bank credit. The role of selective 
credit controls, though quantitatively highly important in a 
developing economy is difficult to test empirically .

Similarly, the role of moral suasion being a qualitative 
instrument in Jordan, though important, is not quantifiable. 
Because of the lack of satisfactory data of that nature it 

may not be possible to take account of these measures in our 
aggregate bank credit function.

On the basis of the above discussion, our equation for 
supply of bank credit will be formulated as :

CR = dp + D + dg RC + d^ CB + ER

27Modigliani Franco The Monetary Mechanism and its
Interaction With Real Phenomena" , Review of Economics and 
Statistics, Xlv (Feb,1963) p.98.
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7.4.1.2: Public Demand for Financial Assets ( Money and

its components):

The main objectives of this part is to formulate and
test empirically the behavioural relations governing the
demand for money and its components in Jordan. Also, this
part aims at formulating a sound monetary policy in Jordan
and accurately evaluating the impact of such policy actions
within an economic development context.

As far as the literature of the demand side of money is

concerned, this literature is enormous and growing rapidly.
28Hence, we do not intend surveying the field here. What we

propose to do is to try to examine the nature of the

transmission mechanism through which the monetary variables
could affect the real growth of the economy ( through the
saving- investment process).

It is generally agreed that some forms of constraint
variable either " wealth" or " income" and some form of

29"interest rate " variable is relevant. However, there
is still a disagreement about which income should be 
included (wealth,current , permanent) and which interest 
rate should be considered (short or long term,nominal or 
real interest rate). There is evidence in favour of all the 
variants listed above. For the purpose of model formulation, 
the first variable to be tested here is income. While

2 8For more details see :
Laidler David:" The Demand for Money- Theories and Evidence" 
, International Text Book Company, 1970. Ghatak (1981). Fry 
(1976). Wong (1977). Akhtar(1974) . Hanson and Vogel(1973) 
and Adekunle (1968).

29Teigen,R: op,cit., p.428.
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Friedraan uses both wealth and income as constraint

variables, the study made by Meltzer points towards the use
of the non-human wealth part of the wealth variable as the

appropriate constraint variable.Tobin also suggested the
inclusion of a wealth portfolio variable in the demand for

money equation besides income and interest rate.SOp^^^dman
*used the hypothesis of permanent income (Y ). in a study 

made by Adekunle, he showed that the variable is defined as 
follows :

+ (1-X) Y + (1-A)2 Y. , +...(1-A)" Y^ +..]t: t— 1 t—z t-n
*where Y ^ is the permanent or expected income, Y^ is the 

current measured and À  ̂ is the adjustment coefficient.
In the case of a developing economy like Jordan, lack of 

satisfactory data on " wealth" rules out its use as a 
constraint variable. As to whether permanent or expected 
income ( defined as an exponentially weighted average of 
current and past level of income) or current income, there
does not seem to be much difference in a developing economy.

The role of price changes ( or rate of inflation) is
also considered as a plausible variable in influencing
demand for money in Jordan. Due to the fact that the 
Jordanian economy is a small open economy ,heavily dependent 
on imports to meet a considerable portion of the consumption 
and investment requirements of the population , Jordan is a 
price taking economy. This form of imported inflation 

adversely affected the behaviour of people in different 
ways.

Tobin, James:" The Interest Elasticity of Transaction 
Demand for Cash " Review of Economic and Statistics.vol 39 
(August 1956) p p : 241-47.
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As far as the impact of inflation on demand for money is

concerned, it could be argued that inflation could reduce
the real value of financial assets and the extent of
intermediation, so producing the characteristics of "shallow

finance" noted by Shaw (1973). The controversial issue here

is whether to include actual inflation or expected rate of

inflation in the demand for money equation. Some studies
assume that expected rate of inflation is not different from

31current rate of inflation. Different methods are also
suggested in calculating expected rate of inflation • The

32one used in our model is suggested by Box and Jenkins. This
technique ,uniike Almon's, does not require a large number
of observations in the time series data.

As far as the inflation effect on investment and other
sectors is concerned,it could be argued that during
inflationary period one might expect a tendency for
entrepreneurs to opt for projects of a short-term nature

rather than projects which yield returns over the long
period which are particularly vulnerable to the unforseen

and erratic effect on real cash flows of changes in the rate

of inflation and the associated changes in credit

availability.Inflation could also influences the degree of
monetization of the economy by causing a slowing up,or even

33reversing the trend towards monetization.

31Akhtar, op,cit., p.41.

32Box G and Jenkins G:" Time Series Analysis", Revised 
Edition,Hoden Day,1973. Also see: Meeker,W ;"TSERIES A User 
Oriented Computer Programme for Identifying,Fitting ,and 
Forcasting ARIMA Time Series Models" , 1973,ASA,1077.
3 3Ghatak S:" Monetary Economics in Developing Countries, 
op,cit., p.89.
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The third variable to be tested in our model is the rate

of interest. The inclusion of this variable in the demand

for money function is still an unconclusive matter. Ghatak

has suggested that the interest rate should not be used in
money demand function for developing countries due to:

The limited size of the organized financial markets, the
institutional pegging of interest rate, the limited size of

financial assets and their limited substitution with money.
He also argues that the opportunity cost of holding money
will be the expected rate of inflation rather than the

34interest rates. This argument was also suggested earlier
35by Park (1973) and recently by Presley. In contrast to this

argument, Laidler and Goldfeld employed this variable in
their aggregate money demand function (Laidler 1977 and
Goldfeld 1973).

Another different point of view was raised by McKinnon
-Shaw (and their followers), emphasizing the importance of
including real interest rate in the demand for money
function for developing countries. The reason alleged here
is that such low rates prevent the effective channeling of
financial resources to support investment activities.

3 6(McKinnon conduit effect). According to the financial 
repression thesis (McKinnon-Shaw model) , the more

^^Ibid., Chapter 2.
35 Presley J:" The Monetary Sector in a Financial Surplus 
Islamic Developing Economy : The Case of Saudi Arabia"
Research Paper,No 3, Feb,1985 (LÜBC) University of 
Loughborough, P.11.
3 6This implies that a rise in the real interest rate 
increases investment instead of reducing it in the 
neoclassical hypothesis.
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attractive the process of accumulating money,i.e., the
higher the real deposit rate of interest, the greater the
incentive to save and to invest. However, the interest rate

(RS),inflation (P)and the yield on government securities

(RG) are all tested in our model.Another important

explanatory variable in the context of the developing
economies is the growing monetization of the economy and its

impact on the demand for money. We take care of this
37important variable by the time trend (T). The last variable 

to be included is the lagged dependent variable (MD^ It
is hypothesized that money holders tend to neglect to manage 
their cash balances as close as they might,and therefore,one 
would expect to find lags in their response to change in 
income,the interest rate and possibly other variables.

On the basis of the previous arguments, the demand 
function for money in Jordan could then be specified as 
follows ;

MD= 0Q + e^ Y + 02 RS +0g RG + 0^ T + 0g MD^_^

7.4.1.3; Demand for Money Components ;
In this part, we decide to investigate whether we could

successfully explain the factor determinants in the
components of money demand. In other words, we intend to

37The ratio of M2/Y could also be used .
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investigate the behavioural factors of each component in

order to determine which variables have the most influence

and what policy variable could be suggested for a financial

deepening in Jordan. The following equations are formulated:
7.4.1.3.1: Demand for Currency (DC):

In chapter (5) , we have mentioned that currency holding

/despite its decline ,still represents a high ratio in money
(Ml) components. This is not surprising since currency is a
more widely acceptable means of payment in developing

countries and Jordan is not exceptional. Therefore, the
greater the volume of each transaction in an economy the
greater would be the share of currency in money supply. As a

result,one would expect a direct relationship between
currency and the volume of transactions. The yield on bank
deposits could influence the public demand for currency .
Accordingly one would expect the interest rate on saving and
time deposits (RS) to affect the decision to hold currency.

The last two variables to be tested are the degree of 
3 8monetization (T) and the dummy variable to take into 

account the political instability, cyclical and other social 
factors affecting currency holding in Jordan.The demand for 
currency equation is then formulated as:

DC = fq + f^ Y + fg RS + fg T + Dum

7.4.1.3.2: Demand for Demand Deposits (D D ):

It could be argued that at the early stage of 
industrialization , we expect that demand deposits are kept 
mainly for transaction purposes and transaction balances are

3 8Demand deposits/Ml could also be used as a proxy for 
monetization ratio.
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most likely to be affected by the level of income (Y).

The rate of interest on time and saving deposits <RS)is 
expected to affect the individual's decision to hold demand 

deposits. This variable is expected to have a negative sign. 
The demand for demand deposits equation is formulated as:

DD= 9o + 9i Y + 92 RS

7.4.1.3.3: Demand for Time and Saving Deposits (DT):
The first variable to be tested in this equation is the

real interest rate on bank deposits (RS). This will

highlight the issue of the interest elasticity of savings in 
39LDCs. It has been suggested ( McKinnon-Shaw ) that higher 

time deposit rates will lead to an influx of deposits into 
commercial banks. This raises the real size of the banking 
system and hence the net flow of bank credit to finance 
investment . However, this argument has been criticized by 
the new structuralists. They agreed that the validity of 
McKinnon-Shaw's analysis depends on whether time and saving 
deposits are close substitutes for "unproductive" assets 

providing no pass through into capital, like cash, gold or 
commodity stock, or to "productive" assets like loans 
extended in the curbmarket (Wijnbergen, 1983a, p.451). If 

this assumption is not upheld, then the resulting higher 
real interest rates will lead to a contractionary effect. 
Another variable to be included is the level of income (Y). 

We experimented with the following explanatory variables:

DT = hg + h^ Y + hg RS

39For more details about this issue , see Chapter 2
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7.4.2; THE REAL SECTOR
As mentioned before,one of the primary objectives of

constructing this model is to relate the real sector

directly to financial variables. This will permit analysis

of the basis interactions of the monetary mechanism with

real economic phenomena. The importance of asset market

structure for the effect of monetary policy was stressed a
long time ago by James Tobin and then developed by Levhari

40and Patinkin and others. The Tobin-type analysis was then

incorporated by the new structuralists. Wijnbergen (1985)
has formulated a macro-model incorporating the link between
the credit and the supply side of the economy via the

41financing of working capital. Wijnbergen's model includes a
detailed sub-model of the financial sector, plus in addition
to the usual demand side transmission channels of monetary
policy a link between the financial sector and the supply
side of the "real part" of the economy via the cost of

42financing working capital ('Cavallo*-effect). New
structuralists argue that any change in the real bank 

deposit rates are assumed to affect the economy through

40 For more details see:
Tobin, J :"Money and Economic Growth",Econometrica, 33 ,
1965 pp:671-84
Levhari D and Patinkin D . Op,Cit., PP:713-53.
Johnson H : " Money in a Neo-Classical One Sector Growth 
Model" in Harry Johnson , 1978, Selected Essays in Monetary 
Economics, George Allen and Unwin. London,(1966-67) .
Ghatak,S." Money as a Consumer or Producer Good in Growth 
Models", Discussion Paper No.34, Leicester University,1986.
41Wijnbergen,V : "Macro-Economic Effects of Changes in Bank
Interest Rates. Simulation Results of S.Korea", Journal of 
Development Economics, 1985 pp:541-554.
42Cavallo,D:" Stagflationary Effects on Monetarist 
Stabilization Policies, Unpublished Ph.D Thesis (Harvard 
University, MA)., 1977.
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their impact on the cost of financing working capital. 
Wijnbergen then went to analyze the effect of capital 
accumulation and medium-run growth. However, and for the 
purpose of our model, the real sector will consist five 
behavioural relations (Private consumption. Investment, 
Government expenditures. Imports and Exports) and an 

identity (GNP) . The real sector equations are formulated 

as :

7.4.2.1: Private Consumption Function (PC):
The consumption function is essentially a Keynesian

contribution . This Keynesian specification of the
consumption function as a function of disposable income (Yd)
or national income (Y) has been modified and sometimes
rejected on the grounds that such specification did not take
into consideration other variable such as prices, liquid

43assets, lagged variables..e t c . In 1957, a quite different
approach was developed by Friedman. He rejected the usual
concept of income and distinguished between actual income
and permanent income. A similar rejection for the

traditional consumption function was also made by Ando and 
44Modigliani. They distinguished between income from labour 

and income from wealth. Also they argued that the proportion 
of income saved depends on the lifetime average income

43For examples: see: 1) Duesenberry,J . :" Income,Saving and
the Theory of Consumer Behaviour ", Cambridge: Harvard
University Press, 1949. 2) Brown ,L.M.:" Habit Persistence
and Lags in Consumer Behaviour" Econometrica, 1952, 20
pp:335-71.
44Ando A and Modigliani F :" The Life Cycle's Hypothesis of 
Savings: Aggregate Implication and Tests, American Economic 
Review, (March,1963) pp: 55-85
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making savings relatively insensitive to income. The
inclusion of a wealth variable in the consumption function

45was developed by Spiro. He assumed that consumption should
be a function of wealth. Ball and Drake have also assumed a

positive relationship between changes in wealth and 
46saving.

The inflationary pressures which took place in the early
1970s highlighted the effect which inflation might have on
economic progress. It could be argued that in an

inflationary enviroment, consumption no longer changes in
47proportion to real income. Given the above arguments,

inflation P (or change in inflation) was included in many
consumption functions and found to be an important variable
in influencing consumption behaviour( Davidson,1978,p.661
and Bean ,1978).

The impact of liquid assets on consumption also could
not be neglected. (LA) are a part of an individuals' wealth,
and they may have an effect on consumption directly, or via
the inflation rate. Hendry and Ungern (1980) found that the
liquid assets variable has a significant impact on

4 8consumption behaviour. The inclusion of liquid assets (

45 Spiro A ;" Wealth and the Consumption Function " , Journal 
of Political Economy, ,70, 1962 pp;339-54
46Ball,R and Drake P The Relationship Between Aggregate 
Consumption and Wealth", International Economic Reveiw, 
1964,5 pp:63-81
47Townend J.C:" The Personal Saving Ratios" , Bank of 
England Quarterly Bulletin, 16 , 1976 pp:53-73.
48 Hendry, D. and Sternberg,T .:" Liquidity and Inflation 
Effects on Consumer's Expenditure, in A. Deaton (ed) Essays 
in the Theory and Measurement of Consumer Behaviour" , 
Cambridge: Cambridge University Press , 1980.
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defined M2/GNP) in the consumption function could also

reflect the income distribution effect on consumption .

The last two variables to be tested are bank credit (CR)

and lending rate <RC). With respect to (CR), there is a

direct link between the flow of bank credit and consumption,
especially in durable goods. With regard to (RC) , it could

be argued that low cost borrowing could increase bank credit
to finance the purchases of durable goods ( or luxury

goods). Cuthbertson found that the inclusion of cost of
credit variable performed better than other variables in the

49consumption function. Therefore, we expect those two
variables to have a positive effect on consumption .

On the basis of this argument,and given the partial 
adjustment mechanism the consumption function for Jordan is 
formulated as:

P C  = ±Q + Y  + ±2 P + ±3 L A  + C R  + 1^ R C  + ig P C ^ _ ^

7.4.2.2 : The Investment Function (I):
Perhaps the most familiar investment approaches are the

Keynesian marginal efficiency of investment and the
50"accelerator principle". The first approach assumes that 

investment is a function of expected rate of profit and the 
current interest rate. The second approach postulates a 
certain fixed relationship between the desired capital stock

49Cuthbertson , K " The Determination of Expenditures on 
Consumer Durables ." National Institute Economic Review, 94, 
1982, p p :  62-72.

50Keynes John, op,cit., p.135 .
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and output. This was later developed into a stock-adjustraent
and a capacity utilization version by Goodwin and 

51Chenery. In Jordan, as in many LDCs, the interest rates are 

administered rather than market determined and hence,do not 
reflect the scarcity of capital. Interest rates are below 
the market level, and the marginal efficiency of capital 

thereby exceeds the institutional interest rates. Due to the 

lack of adequate data on the marginal efficiency of capital 
and the desired capital stock in most developing countries, 

the above approaches seem to be difficult to follow. Also 

,the unimportant role of profit as a source of funds also 
makes the neo-classical (Jorgenson) approach difficult to 
test.52

The most applicable approach ,therefore, is a modified 
form which takes into account the financial repression 
effect and includes other important factors in financing 
economic development in LDCs. This approach could be the one 
developed by McKinnon and Shaw and known as the neo-liberal 
school.

The neoliberals argue that the main determinants for
private investment equations are the interest rate of bank
d#po#it8 (RS) and the expected rate of inflation (P ).5^

Thus, under the assumption that an economy is financially

repressed, the private-investment ratio will be positively
*related to (RS) and negatively related to (P ). The yield on

51Goodwin R :" The Non-Linear Accelerator and the 
Persistence of Business Cycle", Econometrica, (January,1951)
pp;l-17 and Chenery H :" Over Capacity and the Acceleration 
Principle", Econometrica, (January,1952) pp;l-28.
52Jorgenson Dale;" The Theory of Investment Behaviour;" 
Aigerican Review, proceedings, 53, 1963 p: 247.

Given the assumption of self-financing.
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government securities (RG),(where exist), could also affect 

private investment.
In addition to the above variables, it is necessary in

the analysis of investment in the LDCs to distinguish

between private and public investment, as the latter is an
54important fraction of the total in many of them. In 

addition, there are theoretical reasons both in favour of 

and against a strong relationship between private (PI) and 
public investment (GI). Arguments in favour are based on the 
analysis of alternatives open to the government to expand 
its investment. It may raise taxes, thereby depressing 
private demand and output. It may borrow directly from the 
Central Bank, causing inflationary pressures and thereby
leading to financial disintermediation and the reduction in
private investment (because of the conduit effect).

However, even in some LDCs with highly developed 
financial markets where investment is financed through the 
issuing of public debt in the open market, the rise in
interest rate ( or the so-called crowding-out effect) , 
would tend to reduce private investment • Arguments in 

favour of complementarity between private and public
investment mainly stress the impact of overhead capital on 
private-investment opportunities .

Finally, the variable of Jordanian remittances (REM) 
could be considered as a main source of new funds and these 

are allocated mainly to investment in construction ( real 
estate and land speculation).

54Galbis Vicente:" Money,Investment,and Growth in Latin 
America,1961-73", Economic Development and Cultural Changes, 
27,1978-79 p.429.
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With these provisions, the private equation is;

I = jo + ji CR + J 2 RS + jg P* + GI + jg RG + jg REM

7.4.2.3 ; The Import Function (IMP);

As stated earlier ( chapter 2), the main characteristic 
of the Jordanian economy is the rising chronic deficit in 

its balance of trade. This trade deficit has been mainly 
financed by foreign aid. Hence, the foreign aid variable 
(AID) can be included in the import equation.

Bank credit (CR) to the private sector is another 
determinant, in the sense that this is a source of direct 
finance to import, and since this sector had the lion share 
in total credit outstanding ( 38.3 % during the period under 
study). The inclusion of this variable appears to be a very 
important factor in linking the monetary sector with the 
real sector.

In addition to the income variable, the stock of imports 
of the last year could affect actual demand for imports . 
Accordingly, the import equation will therefore be 

postulated as :

IMP = kg + k^ Y + k2 AID + k^ CR + k^ IMP^_^

However, the definition of variables of the complete 
model is summarized at the end ot this chapter.

Having formulated the behavioural equation of the model 
and presented the theoretical rationale for each equation, 
the statistical results of the model will be presented in 

the next chapter.
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DEFINITION OF VARIABLES

ER

CR
CB

GOV

Y

Y*

1- The Endogenous Variables :

: Volume of excess liquid assets (excess reserves held 
with commercial banks.

: Supply of bank credit to the private sector.
: Bank borrowings from the Central Bank of Jordan.

: Government securities held with commercial banks.

: National income ( absolute income).
: Permanent income (calculated as a moving average of 

the last two years).
Yd

DS
DC
DD
DT
D
LA
IMP
Mdl
Md2
PC

I
PI
INV/Y
DS/Y

Disposable income .
Domestic savings (defined as GNP-consumption). 
Currency held by the public.
Demand deposits held by the public.
Time & saving deposits held by the public.
Total deposits liabilities of the commercial banks. 
Liquid assets (defined as M2/GNP).
Total imports.
Money stock (narrowly defined).
Money stock (broadly defined).
Private consumption expenditures.

Gross investment expenditures.
Private investment expenditures.
The ratio of gross investment to Y .
The ratio of savings to Y .

2- The exogenous and predetermined variables :

P : Consumer price index with base = 1975.
P* : Expected rate of inflation (estimated by ARIMA).
RCn : Bank lending rate (in nominal term).
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RC : Real bank lending rate (calculated as RCn - P*).

RSn ; Rate of interest on time & saving deposits (in nominal 
term).

RS : Real interest rate on time & saving deposits 
(calculated as RSn - P * ) .

RGn : Nominal yields on Government Securities.
RG : Real yield on government bonds securities.

T : The time trend , used as a proxy for degree of
monetization

DUM : Dummy variable ( 1 for the years 1967-1973 and 0 
otherwise).

AID : Foreign aid.
R C ^ R e a l  lendign rate lagged one year.
RG^_^: Real yield on government bonds and securities lagged

one year.

C B ^ B a n k  borrowing from the Central Bank lagged one year. 
Mdl^_^tMoney stock (Ml) lagged one year.
Md2^_^;Money stock (M2) lagged one year.
RR : Legal reserve ratio (in %).
DC^_^: Currency held by public lagged one year.
DEF ; Government annual deficit.
PC^_^: Private consumption lagged one year.
GDP^_^:Gross Domestic Product lagged one year.
IMP^_^:Total imports lagged one year.
G ; Government consumption expenditures.

X : Total exports.

THE BEHAVIOURAL EQUATIONS; (THE COMPLETE MODEL)

1 ; The Monetary Setcor;
a ; Bank's Portfolio equations ;

ER = ag + RG + ag D + ag CR + a^ RR + a^ Dum+ a^ ER^_^
CB = bp + CR + bg ER + b^ RC + b^ CB^_^
GOV = C q + D + Cg RG + Cg DEF + c^ ER
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CR = dg + D + dg CB + d^ ER + d^ CR

b; Public's demand for Money and its components :
*MD + e Y + e 2 + e, RG + =4 T + eg MDt_i

DC " ^0 + f Y + f. RS + fg T + f ̂ Dum
DD = 90 + 9 Y + 92 RS
DT = ho + h Y + hg RS

2 : The Real Sec or;
PC + i Y + i. P + i3 LA + i4 CR RC + ig PCg_i
I = io + j CR + j2 + ^3 P + J4 GI +jg RG + 9 g REM
IMP + k Y + kg AID + ^3 CR * IC4 IMPg.i

h The Identity;
GNP = PC + I + G + (X - IMP)



-247

CHAPTER EIGHT 
8: THE STATISTICAL RESULTS OF THE MODEL

8.1: Introduction

In the previous chapter, the behavioural equations of the 
model and the theoretical rational for each equation were 

presented. In the model there are 12 structural relationships: 
11 behavioural equations and 1 identity. Also, there are 21 

endogenous variables and 24 exogenous and predetermined

variables. behavioural equations in the model are over
identified by the order condition. Due to the simultaneous
nature of our model, the 2SLS technique is s u g g e s t e d . ^

8.2: The Two-Stage Least Square (2SLS):
It is agreed that there is no generally applicable method

of obtaining unbiased estimators of the structural parameters
of a simultaneous model. However, the 2SLS could be suggested
for a simultaneous model despite the statistical problems
associated with this technique ( see Chow,1983 p.155 and
Pindyck and Rubinfeld,1981 p . 180). The 2SLS estimation of a
system of equations is actually an instrumental variable (IV)
estimator, where all the predetermined variables are treated as
instruments for each equation. The first stage involves
estimates of the reduced form of the model and deriving fitted

values of the dependent variables. The fitted values of the
endogenous variables become purged of the stochastic component

1This includes equations which are dropped from the model.
! 2A block identification test was carried out (by applying "collect" and "solve" procedures in the TSP package). It 

indicates that the model includes 3 blocks , one of them is 
) simultaneous. Accordingly, the OLS will not be appropriate.
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and are then used to get the 2SLS estimates of the equations in 
the system.

However, other alternative techniques , such as Full 
Information Maximum Likelihood (FIML) and 3 Stage Least Square 

(3SLS) could be mentioned. While FIML estimators are more 
efficient with a system of equations, the cost is high if there 

is a specification error. In addition, 2SLS are known to 
perform better than FIML in the presence of high correlation 
among the predetermined variables. There is no doubt that some 

of our predetermined variables are highly correlated. On the 

other hand, the 3SLS is invalid for models which include 
identities such as ours.

In this section, a discussion of the empirical results 
obtained by 2SLS is presented along with statistical 
information on other variables that were tried but found to be 
insignificant. The criteria used in testing the model 
performance will be as follows:

First : To test for the goodness of fit, the adjusted

multiple correlation coefficient R-bar squared (R2, . ,) IS used.2 . 
The formula for R given by Theil as follows:

r2 2
R = 1-C1-R )/ [(N-1)/(N-K)]

where :
N: is the number of observations.
K: is the number of parameters.

Second : To detect first-order correlation, the well known
Durbin-Watson statistics(D-W) and the Durbin's h statistics 
were applied. If the equation includes a lagged dependent 
variable ,the D-W test will not yield a consistent estimate

3H Theil," Principles of Econometrics ( New York: John Wiley and Sonsl INcT,197ITTPP:i /a-ï79.
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and the Durbin's h test should be applied. The formulas for 

(D-W) and Durbin's h are given as:

■ ' %  - / S S ,
Where : 

e 2^ = Sum of squared residuals.
SST= The total sum of squares.

D-W T
h = (1- ______  )/ (_____________ )

2 1-T[Var(B)]
Where :

T : Number of observations.
Var (B): is the squared value of the standard 
error of the coefficient of the lagged endogenous 
variable.
If the value of Var(B) is greater than 1, the Durbin h 

test will not be valid ( we cannot take the square root of 
a negative number). In this case, Durbin proposes an
alternative test which is only slightly more complicated.
The suggested test can be done by applying the following 
formula :

G = a 4- a e + a Y + a X + U  t 0 1 t-1 2 t-1 3 t t
Where :

The residuals from the original equation.
Y = The lagged endogenous variable, t - 1

= The other exogenous variables in the equation.

= The random error.
We then do a test of the null hypothesis that e is not

1
significantly different from 0. If we reject that null 
hypothesis, we conclude that correlation is present^

4 more details see: Pindyck and Rubinfeld, o p .cit.. 1981
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Third: To test for the significance of the variable ,

the t- statistics are provided below each estimated
coefficient.5 . _ . ^ _The rho is listed below the relevant
estimated equation where a serial correlation (AR1) is 
m a d e .^
8.3: The Statistical Results :
8.3.1: The Monetary Sector:

The monetary sector of the model is made up of eight 
behavioural equations. Four of them determine the bank's 
portfolio behaviour [ Excess Liquidity (ER) ,Holding of 

Government Securities (GOV),Borrowing from the Central Bank 
(CB) and Supply of Bank Credit (CR)], while the other four 

equations determine the demand for money and its components 
[Demand for Money (Mdl,Md2),Demand for Currency (DC), Demand 
for Demand Deposits (DD), and Demand for Time and Saving 
Deposits (DT)].

8.3.1.1: Behavioural Equations for Commercial Banks
Portfolio:
8.3.1.1.1: Excès Liquidity Held bv Commercial Banks (ER):

ER=.20 - .008 RC(-1) + .60 D - .67 CR (1)
(5.50) (-2.62) (5.19) (-4.47)

r 2 = .88 D-W=1.70 F=46.97 SEE= .05 p=.40

ER=.20 -.008 RG(-1) + .60 D - .66 CR (2)
(4.49) (-2.00) (5.00) (-4.32)

r 2 7.87 D-W=1.70 F=45.75 SEE= .52 p=.41 *

5The standard error is also valid.
6T h e ^ . estimated rho .would be, inconsistent .for thos equations which contain a lagged dependent variable X se
Pindyck and Rubinfeld, 1981, o p . cit.. p.421

e see
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In the above equations, the lending rate (RC) and the 

yield on government securities (RG), were tested together
with bank credit to the private sector (CR) and bank

deposits (D). Apparently the statistical fit in both

equations is good with more than 87 % of the total variance
in the dependent variable being explained by the volume of 

bank credit (CR) ,total deposits held by commercial banks 
(D) and both the lending rate (RC) and the yield on 
government securities (RG). All variables have their a 

priori signs and their coefficients are significant at the 

1% probability level except the yield on government bonds 
(RG) which is significant at 5% level. However, we must 

have noticed that equation (1) is superior to equation (2)
as indicated by the high t-statistics of (RC-1) and high
r 2

The D-W statistics is at the level where the 
null-hypothesis of auto-correlation is rejected at the 5%
probability level. An auto correlation test (AR1) using
Cochrane-Orcane technique indicates that the calculated rho

is .40 and .41 for equation (1) and (2) respectively. This
indicates the absence of auto-correlation in both
equations.

As was expected, the lending rate and the yield of 
government securities ( both in real terms and lagged one 
year) have a negative effect on the volume of excess 

liquidity held by commercial banks. It could be argued that
any increase in the real interest rate could lead to a
reduction in excess liquidity held with banks in the next 

year . It is not surprising to find a lag in the adjustment

7* Bold equations are chosen in the simulation exercises.
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process of bank portfolio in LDCs and Jordan is not an 
exception. This is because banks need time to adjust their 
behaviour to the new change in the interest rates 

structure.

The significance and negative sign of the interest rate 
variables support the facts revealed from our interviews 

with bank managers in Jordan ( in summer 1985) about the 
impact of low interest rates on bank's behaviour towards 
excess liquidity holdings. Five (out of 6) bank managers 
strongly criticized the actual interest rate structure and 
recommended a radical change in it. This statistical result 
is also consistent with the findings of our survey ( see 

question 20 in appendex 2) and supports our argument about 
the impact of low interest rate on bank's decision to hold 
excess liquidity.

The policy implication to be derived from such findings 
is that any increase in the lending rate (or the yield on 
government securities) could result in reducing the volume 

of excess liquidity held by banks. This will of course 
affect the volume of bank credit available to the private 
sector, hence could raise investment and economic 

growth.
Finally, the legal reserve requirement (RR),the lagged 

dependent variable and the dummy variable (Dum) were found 

unsatisfactory and therefore dropped from the model.

8.3.1.1.2: Banks Borrowing from the Central Bank (CB):

CB = -.03 + .01 CR + .99 CB (i)
t-1

(-2.0) (2.61) (7.04)
r 2 = .94 F=147.8 SEE=.03 h = .130
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CB =1.27+ .10 CR -.114 (Dis-RC) +.90 CB +  ̂ r r  (2) 
(4.5) (10.6) ( .08) (3.09^-1 ’ (.23)

p2^ = .89 F=57.6 SEE=.03 h = 3.985

In the case of commercial bank borrowings from the CBJ, 

there are among others, the "need" and the "profit" 
theories of borrowing. In view of the liquidity position of 
commercial banks in Jordan, it is unlikely that the above 

argument (need -profit) is valid.
Equation (1) shows that commercial banks borrowing from

the Central Bank is determined by the volume of credit

(CR), and a lagged dependent variable (CB \ -phe
t-1

adjustment coefficient of (CB) was found to be quite high 
which indicates that about 99 % of (CB) is adjusted within 

one year. All the variables have the correct signs and 
their estimated coefficients are significant at 1 % level. 
The estimated coefficients are also efficient since the 

value of the h test permits the rejection of the 
null-hypothesis of auto-correlation at probability
level. These results support the hypothesis that commercial 
banks' borrowing from the Central Bank vary directly with 
the volume of commercial loans .

In equation (2), the difference between the discount 

rate (Dis) and the loan rate (RC) was examined to see 
whether or not the bank wanted to profit by that margin 
during the period of study ( this also could assess the 
effectivness of the discount window). However, this 

variable was unsatisfactory and was dropped from the model. 
The reserve requirement ratio (RR) was also examined , but
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found insignificant. The insignificance of the (RR) 
variable could be related to the volume of excess liquidity 
held by banks . If banks had only a small amount of excess 

reserves and in the face of the newly increased reserve 

ratio, then it becomes more than probable that they will 
have to borrow from the CB as a temporary measure until 

they adapt themselves to the new situation. However, 
variation in the legal reserve ratio was used by the 
Central Bank frequently, but its impact was always very 

limited ( see Chapter 4) .
Finally, it should be mentioned here that the real 

lending rate (RC) was tested in the CB equation. 

Unfortunately, this variable was insignificant and was 
dropped from the equation.

8.3.1.1.3: Bank holding of Government Securities (GOV):

GOV = -1.40 + .09 D + .27 RG + .342 ER (1)
(-3.39) (4.00) (3.36) (1.96)

r 2^ = .80 D-W=1.79 F=23.25 SEE=.06 p=.62

GOV = -1.08 + .13 D + .22 RG + .03 DEF (2)
(-2.52) (6.75) (2.58) (.78)

r 2 = .72 D-W= 1.57 F=17.15 SEE=.07 p=.64

As seen from equation 1, the statistical fit is good 
and judged from the coefficient of determination adjusted 
for degree of freedom. About 80% of the total variance in 

the government securities equation is explained by the 
constraint variables bank deposits (D) ,the real yield on 
government securities (RG) and the volume of excess



-255-
liquidity held with banks (ER). The behaviour of (RG) is 
plausible since a rise in the yield of government
securities will increase bank holdings of new issues of 

government bonds and securities. The relationship between 

(RG) and (GOV) is an important issue in the case of Jordan 
and other LDCs and needs to be elaborated. It could be 

argued that the government in a developing economy has the 
tendency to run a deficit budget as their sources of 
revenue for economic , political and administrative reasons 

are meagre. Governments are forced to undertake heavy 

expenditures (military in particular) mostly in excess of 
what their available revenues permit. Hence in order to 

finance the budget deficit they have to borrow. Since the 
cost of borrowing is kept low by keeping the yield 
relatively small, government securities have little market 
outside the banking system. As the authorities have a 
considerable influence upon the banking system, they can 
instruct banks to hold government securities even at 
relatively low yield (by moral suasion).

However, our findings of the significance of (RG) is 
consistent with the plea made by Masih (1979) for raising 

the yield on government securities in Pakistan. It is 
important to mention here that banks in Jordan are always 
reluctant to hold more of the government securities for 

profitability reasons. As a result, the CB might have to 

use its controlling power in compelling the commercial 
banks to hold more securities than they want, at a given 
yield.

Finally, and as expected, the variable of government 
deficit (DEF) was insignificant in affecting the behaviour
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of (GOV),(equation 2). This result is not surprising since 
government budget deficit was mainly financed by foreign 
aid .

8.3.1.1.4: Supply of Bank Credit (CR):

CR = .21 + .82 D + .005 RC - .71 ER (1)
(5.78) (39.91) (5.39) (-3.88)

r2^ = .99 D-W= 1.96 F=588.25 SEE= .06

CR = .18 + .80 D + .004 RS - .71 ER (2)
(5.63) (39.00) (1.61) (-3.87)

r2^ = .99 D-W= 1.62 F=350.84 SEE=.06

CR= -21.24 + 174.7 D - 14.39 RCn - 106.1 ER (3)
(11.04) (-.30) (-1.48)

r2 = .89 D-W=1.83 F=51.04 SEE=34.3 p=.84

CR= -206.62 + 173.6 D + 10.7 RSn - 106.9 ER (4)
(9.82) (.36) (-1.53)

r2^ = .88 D-W = 1 . 8 3  F=45.1 SEE=34.2 p=.84

It could be argued that, given the assumption that
there is no lack of demand for bank credit, it is a
function of the availability of resources of the banks. 

Flow of bank credit in that situation , will be constrained 
by the flow of deposits, the lending rate and excess 

liquidity held with banks.
In equation (1) and (2) the lending rate (RC) and bank 

deposit rate (RS) were tested separately in the (CR)

equation and found to be significant at the 1% level with
their a priori signs. However,the (RC) variable has 
performed better than (RS). This could be seen from the
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high R D-W in equation (1). As to the other price of
the assets,i.e., (RG), it was expected that the supply of
bank credit should be negatively related to the yield on
government securities (RG) as a substitute for (RC) or
(RS). However, this variable (RG) was tested and found
negative but insignificant and therefore was dropped from

the model.

The policy implication to be derived from such
statistical result is that the price of the assets (real 

lending rate) is a powerful factor in the supply of bank 
credit function and the monetary authorities are able to 
use this instrument as a policy variable in affecting the 

flow of bank credit to the private sector.
The high significance of the constraint variables,i.e., 

total deposits (D) and the running down of the excess
liquidity lends supports to our hypothesis discussed
earlier, that the availability of loanable funds is the 
main determinant in the flow of bank function.

It could be mentioned that variations in the lending 
rate by the monetary authority could have a significant 
effect on both (D) and (ER). Positive lending rate can

reduce excess liquidity , attract new deposits into 
commercial banks. This raises the real size of the banking 
system and hence the net flow of real bank credit to 

finance investment. This again, should help economic 
growth.

Finally, a dummy variable was introduced to take care 
of the role of selective credit controls in affecting the 
total quantity of bank credit but came out insignificant. 
That does not indicate the unimportance of this variable in
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a developing economy such as Jordan, but only because a 
model has to be highly disaggregated if one wants to 
examine the effects of the qualitative weapons ,and because 

of the lack of data in an aggregate bank credit function 

such as ours. This finding is in line with the contentions 
made by Gupta (1970, p.56) about these qualitative
instruments in India.

8.3.1.2: Public Demand for money and its components (Md):
8.3.1.2.1 : Public Demand for money :

As stated earlier,the collection of theories and 
evidence about the demand for money indicates the nature of 
the disagreement over what variables go into the argument 
for the demand for money ( Laidler 1977). For developing 
countries , the problem is made worse by the lack of data 

comparable to the studies that have been done for developed 
countries.

One issue of controversy is what constitutes the 

quantity of money i.e., the definition of money ( the 

choice between Ml or M2..etc). Other issues are related to 
the choice of one or more variables to represent the 

opportunity cost of holding money,income and the 
appropriate price index. It could be argued that the most 
crucial issue in dealing with demand for real money 
equation is the stability of this function. This issue 
dominates most of the empirical studies and is still an 
open question. However, a controversy of this nature and 

the empirical evidence of the stability behavioural of 
money demand in LDCs is beyond the scope of this work. For 
the purpose of this study, both Ml ( Ml is the money
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stock, defined as currency plus demand deposits), and M2 ( 
M2 is defined as Ml plus savings and time deposits) will be 
tested. the absolute income and the permanent income also 

need to be tested separately to determine which income is 

more appropriate for the demand for money function in 
Jordan. Finally, the real rate of interest for saving and 

time deposits (RS) will be used as the interest rate 
variable in our model and the real yield on government 
securities (RG) as the opportunity cost of holding 
financial assets.

The following table reports our results of 2SLS 
estimation of the demand for money in Jordan.

Md1 .32 + .74 Y _ QQ Rg -.09 RG + .75 Mdl ( D
(1.79) (1.65) (-.89) (-1.05) (7.13)t-1

r 2^ = .99 F=329.71 SEE=.106 h= .976

Md2= 43+.86Y^^^ (2)

r 2= .97 D-W=1.14 F=157.64 SEE=.36

Md2= .33 +.88 Y*
n . ; 2 ) +  !#.?§)- (̂ §.58)-'i:2̂ m

r 2 = .98 D-W= 1.34 F=203.25 SEE=.32

Md2 = .29 + .87 Y+ .48 RS- .45 RG - 1.50 DS/Y (4)
(6.86) (1.41) (-1.50) (-1.70)

.96 D-W= 1.56 F= 124.5 SEE.41

Md2= .20 +.20 Y* + .31 RS - .30 RG + .77 Md2
(2.71) (2.91) (-3.03) ( 9 . 3 6 ) t - 1

(5)

= .99 F=1064.7 SEE=.132 h= .550

In equation (1), the real demand for money (Ml) was
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tested. (RS) variable came with a negative sign but
insignificant. Also, the yield on government securities(RG)
was insignificant even at the 10% level. In the other
equations, money in broad definition (M2) was tested with
different assumptions. More than 96% of demand for money
variation is explained by the above relationships. It could

be argued that whether one chooses relative income (Y) or
permanent income (Y*), both variables are expected to
perform well, as indicated by the very significant

t-statistics of the coefficient of these variables . In

equation (5), the coefficient of (Y*, that a JD 1
rise in real GNP leads to a JD .20 % rise in real-money
balances.

As equation (2) shows, the investment ratio (INV/Y ) did 
not perform according to McKinnon's complementarity 
hypothesis (it came with a negative sign). However, this 
finding did not come as a surprise, given McKinnon's 
assumption that money balances are mainly held in the LDC's 

by firms for the purpose of making disbursements associated 

with large investment, but there is little evidence that 
this is the case in Jordan and in many other LDCs which are 

different from McKinnon's near-subsistence economy with 
households firms. The bulk of investment in Jordan as in 
many other LDC's is undertaken by government and 

corporations none of whom act in a marginal choice between 
storing up money for frequent consumption disbursements 
versus infrequent investment disbursements.

Another attempt has been made to test the transmission

8
The money variables have been deflated by the general price level so that they represent real stock or money).
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mechanism in which financial conditions affect saving and 
economic growth. The investment variable (INV/Y) was 
substituted for the domestic saving variable (DS/Y) in the 

money demand function ( equations 3 and 4). Domestic saving 
is equal by definition to domestically financed investment. 
Again, the negative coefficient of the savings ratio in 

these equations is also inconsistent with the 
complementarity hypothesis as developed by McKinnon. Instead 
of higher average money balances held for domestically 

financed investment rather than for consumption, the reverse 
result is found. Despite the fact that investment 
expenditure is typically lumpier than consumption 

expenditure, larger cash balances do not have to be 
accumulated for the former, as suggested by McKinnon ( 1973 
p. 58) .

On the other hand , the negative sign and high 
significance of the yield on government securities(RG) 
variable is also inconsistent with the complementary 

hypothesis. It simply indicates that money is not the only 
financial repository of domestic savings in Jordan. 
Entrepreners borrow or accumulate funds in non monetary 

assets. Savers face a range of assets in which to embody 
their savings. There is a" substitution" between money and 
other financial assets as shown by the negative coefficient 

of (RG) in all equations.
On the basis of the partial adjustment mechanism, 

(discussed in previous chapter), the lagged dependent 

variable in equation (5) indicates that in any period the 
quantity of money demanded may not adjust completely to 
obtain the desired level. The hypothesis is that people make
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partial adjustment of their current money holdings by a 
proportion of the difference between the desired money stock 
and their holdings at the end of the last period. Equation 

(6 ) shows the coefficient of adjustment to be .23 for M2.

Finally, the computed elasticity for income and interest 
rate of demand for money (as calculated from equation 5), is 

.264 and .180 respectively. It shows that demand for money 
was inelastic with respect to income (also it shows that 
money is not a luxury good in Jordan). The high rates of 

inflation in the 1970s obviously discouraged the holding of 
money and encourged asset holding in non monetary forms. 
This supports the hypothesis that inflation causes financial 

repression and has adverse effects on the economic

development of the country.9^^ could be argued that the 
resulting financial repression reduces domestic savings , 
bank deposits and investment (in real terms) , produces 
shallow financing and the diversion of investments from more 
indivisible items of capital equipment to smaller 
investments with lower return or lower social productivity. 

There is some evidence that these effects were observable in 
Jordan during the period after 1973. The boom in land and 

estate speculations which the country witnessed during the 
period 1974-80 supports this argument.

Conclusion : The empirical results reported above
supports McKinnon and Shaw's stress on the importance of 
financial conditions in the development process. The 
expanded financial intermediation between savers and 
investors resulting from financial liberalization.

9See: McKinnon (1973),Shaw (1973) and Ayre (1981).
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i,e.,higher real institutional interest rates, increases 
incentives to save and invest and raises the average 
efficiency of investment. Financial intermediations raise 
real returns to savers and , at the same time, lower real 
costs to investors by accommodating liquidity 

preference,reducing risk through diversification, reaping 

economies of scale in lending ( through specialization and 
division of labour). However,the transmission mechanism by 

which financial conditions do affect real growth, rejects 
McKinnon's complementary hypothesis in favour of Shaw's 
debt-intermediation view. The existence of Amman Financial 
Market (AFM) and the subscription in government bonds and 
business firm equity capital indicate that money is not the 
only repository of domestic savings in Jordan. Entrepreneurs 
borrow or accumulate funds in nonmonetary assets. Savers 
face a range of assets in which to embody their savings. 
There is a substitution between money and other financial 
assets as shown by the negative sign of (RG).

8 .3.1.2.2: Public Demand for Currencey (D C );

DC = 1.67 + .14 Y - 163.33 MO - .04 RS (1)
(7.63) (6 .6 8 ) (-9.39) (-.75)

R^ = .94 D-W = 1.62 F=90.76 SEE=.059

DC = .02 + .08 Y + .11 DÜM + .75 DC._^ (2)
(2.60) (1.64) (7.62)

= .96 F=169.20 SEE=.102 h= .201

In equation (1) the interest rate on saving and time 
deposits (RS) was tested and found to be insignificant in



-264-
affecting the public's demand for currency. This is quite 
consistent with the facts that at a negative yields ( for 
bank deposits) ,switches from currency holdings to bank 

deposits, as a result of the change of the interest rates, 
will not be large enough to be significant in the (DC) 
equation .

Another factor which could be mentioned is that in the 
occupied West Bank of Jordan, there is a general tendency 
among people to hold currency in large quantities for 

security reasons. The income variable (Y) and the
monetization ratio (MO) were highly significant and came 
with their a priori signs.

Equation (2) indicates that currency holdings were
found to depend positively upon income Y (transaction
purpose), dummy variable (DUM) and lagged dependent

variable (DC ) it could be argued that currency is a more 
—  1

widely acceptable means of payments in a country like 
Jordan. It must be pointed out here that after 1967 
(Arab-Israeli War and the occupation of the West Bank), 
most people decided to withdraw their holdings from the 
banks for fear of their being confiscated by Israel. This 

must have lasted for quite a few years afterwards. The 

extent of these withdrawals can not be estimated.
Finally, the positive sign of the (DUM) reflects the 

climate of general unrest in the Middle East, which 
inevitabley involved Jordan (1967 War,1970 Civil War and 
1973 Arab-Israeli War).

8 .3.1.2.3 : Demand for Demand Deposits (DD):
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DD = -.15 + .20 Y - .02 RS
(-3.60) (24.14) (-6.18)

= .98 D-W = 1.62 F= 430.10 SEE=.070

The above equation shows that 98% of demand deposits 
variation ( in real terms) is explained by income (Y), and 
real interest rate on time and saving deposits (RS). All 
coefficients are significant at 1 % level and have their a 
priori signs. The high significance of (Y) is quite 
consistent with the fact that at the early stage of
industrialization, we expect that part of demand deposits 
are kept by the businessmen and the industrialists for 
transaction purposes and transaction balances are most
likely to be affected by the level of GNP (Y). On the other 
hand , the significant and negative sign of (RS) indicates 
that part of these demand deposits are most likely to be 
affected by the real yield on time and saving deposits. It 
simply means that a switch from demand to time and
savings could be possible through interest rate variations. 
This has a policy implication for the monetary authority in 
Jordan. It indicates that any increase in the real rate of 
interest on bank deposits could cause a shift from demand
deposits holdings to other form of saving or time

. 10 deposits.

8 .3.1.2.4: Demand for Time and Saving Deposits (D T ):

DT = -2.20 + .79 Y + .035 RS

^^The nominal interest rate was tested in the following 
equation :

DD = .61 + .11 Y + .03 RSn
(3.70) (.63)

R^ = .48 D-W = 1.56 F= 6.43 SEE=.06 p=.93
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(9.71) (17.52) (1.84)
r 2 = .95 D-W = 1.63 F=167.73 SEE= .377

With regard to the public's demand for real time and saving 
deposits (DT) , we found that in Jordan, these holdings respond 
positively to GNP and to the real rate of interest on time and 

saving deposits ((RS). The (RS) variable is significant at the 
5 % level (and less) with a positive sign. This implies that 
there was some switch from demand deposits to time and saving 
deposits. It simply means that an increase in the real interest 

rates on time and saving deposits will eventually increase
deposits held by banks. In contrast to what "new

structuralists" argue (eg.V.Wijnbergen,19832, 1985; Buffie,
1984) 11 the substitutability between Ml(currency and demand 
deposits) and time and saving deposits is strong and clear in
the case of Jordan and many other similar LDCs. The fact that
higher RS increases DT is quite consistent with our survey
findings (see question 14 in appendix 2). As the interest
rates on time and saving deposits are fixed by the Central

Bank, this opens up the possibility of using such interest
rates as a policy instrument to mobilize domestic savings and

even for credit allocation . A rise in the interest rate on
time and saving deposits could cause a substitution effect from
the aggregate of currency and demand deposits in favour of time

and saving deposits since transaction demand for such deposits
can be met. As far as this issue ( transaction demand) is

argues that an increase in time deposit rates are
contractionary and has a stagflationary impact ( or
"financial shallowing")



-267-
concerned, it is worth noting that, in Jordan, a large saving 
deposits component is included in the time deposits liabilities 
of commercial banks , and some of these deposits could be used 

for transaction purposes. Hence, time deposits including the 
saving deposits served as assets held for precautionary and

speculative purposes. ^his is why the inclusion of (Y) and 
(RS) came significant with the expected signs.

The main conclusion to be derived from such analysis is 
that higher time deposits rate will lead to an influx of 

deposits into commercial banks ( attracting new deposits by 
offering positive yields). This raises the real size of the 
banking system and hence the net flow of bank credit to the 
private sector. This , of course, should increase investment 
opportunities and hence, stimulate economic growth.

8.3.2: The Real Sector ±
8.3.2.1 : Private Consumption Equation (PC):

PC = .06 + .73 Yd + .15 PC

(8.78) (1.43)
r 2
^ = .99 F=706.1 SEE=.167 h=2.266

PC = 84.41 + .48 Yd + .39 CR (2)
(2.89) (3.47) (2.61)

r 2
^ = .99 D-W= 2.45 F=586.03 SEE=.161

PC = .53 + .63 Yd + .24 CR (3)

Inflation in Turkey" Ph.D Dissertation, University of East 
Anglia,1971 p . 154.

2) Masih, A , O p .c i t .. p.236.
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(2.27) (5.50) (1.90)
r2 = .99 D-W=1.96 F=1110.96 SEE=.16 p=.29

PC = -72.4 + 161.9 LA + .78 Yd - 1.09 P (4)
(-1.39) (1.82) (18.06) (-1.01)

52 = .98 D-W= 2.90 F=310.66 SEE=18.4

In equation (1) the standard Keynesian consumption
function was tested. The lagged dependent variable (PC )

t -1
and the calculated h-test were not satisfactory.

As stated earlier , the main objective of our model is 
to bring a link between the monetary and real variables. 
Therefore an attempt has been made to test the relationship 
between bank credit and private consumption in Jordan and 
other forms of PC were tested. In equation (2),the credit 
variable (CR) came with a positive sign and was significant 
at the level.

There is some evidence that after 1974,commercial banks 
in Jordan have extended a considerable amount of credit to 

finance the purchase of durable goods. Up to 99 % of the 
variation in private consumption is explained by disposable 
income (Yd) and bank credit to the private sector (CR). Due 
to the high D-W , an auto-correlation correction was 
carried out (using C-0 method), in equation 3. Since the 
value of D-W and the h-test in both equations did not 
allow us to reject the null-hypothesis of auto-correlaton 
at the level of confidence, therefore, we decided to

accept equation 2 despite its limitation.
As mentioned earlier, most empirical studies record 

that the inflation rate ( or change in P) has a significant 
impact on consumption. The price variable (P) In equation
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(3) did not support Davidson (1978) and Bean (1978) 
hypothesis about the importance of this variable in the 
consumption function ( especially in the case of LDCs).

Finally, and as expected ,the role of the liquid assets 
variable (LA),( defined as M2/Y), which was included to 
reflect the aggregate wealth effect on consumption was 
significant at the 5% level and came with the a priori 
sign. The positive sign for (LA) reveals that as the ratio 
of liquid assets to GNP increased , private consumption 

might increase as well. This finding rejects Davidson el 
al's (1979) argument in favour of Hendry and Sternberg's 
(1980) views about the association between liquid assets 
and private consumption .

8 . 3. 2. 2: The Investment Functions (PI.I ) :

PI = .003 + .00008 ACR + .004 GI + .005 K (1)
3.62) (.03) (-2.08) (2.56)

r 2 = .51 D-W = 1.40 F=8.1 SEE=.014

PI = .003 - .003 Y + .00003 P* (2)
(3.72) (2.81) (.41)

r 2 = .29 D-W= 1.09 F= 5.19 SEE=.001

PI = .003 + .0005 CR - .00006 AID + .003 GDP (3 )
(2.31) (2.49) (-.73) (2.27) ^-1

R 2^ = .41 D-W = 1.58 F=5.78 SEE=.002

I = .23 + .40 CR + .60 AID (4)
(1.51) (7.78) (3.81)

r 2
^ = .91 D-W = 1.50 F=102.82 SEE=.255

PI/Y = .17+ .05 REM + .03 RS - .04 RG + .14 GI/Y (5)
(2.09) (1.10) (-1.02) (1.01)
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r2 = .86 D-W = 1.73 F=23.78 SEE=.025

In the above table , different forms of investment 
function were tried. In equation (1), a modified version of 
the flexible accelerator theory of private investment (PI) 

was examined. This approach was suggested for LDCs by Wai 
and Wong (1982). According to this approach, change in bank 
credits (ACR),government investment (GI) and capital flow 
to private sector (K), (or remittances in the case of 
Jordan) are the main determinants for private investment 
(PI). The performance of the equation is poor as shown from

the low R the t-statistics of the credit variable.
In equation (2) , we tested the method suggested by

Leff and Sato (1980) for developing countries. Only 29 % of 
the variation in private investment was explained by income 
(Y) and the price variables (P).

Another recent approach suggested by Semudram for

Malaysia (1982) was tested in equation (3)-^^The GDP lagged 
one year,credit (CR) and the foreign assets (AID) explained 
only 41% of private investment variation. The (Aid) 
variable came out with the wrong sign and was 
insignificant.

In equation (4), gross investment was found to be 
determined by banks credit (CR) and foreign aid (AID). It 
is worth noting that foreign aid plays an important role in 
financing economic development in Jordan.

Finally, an attempt has been made to test a modified
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version of McKinnon's model suggested by Galbis (1979) 
(equation 5). The ratio of private investment to income 
(PI/Y) was regressed against remittances(REM), real deposit 

rate(RS), real yield on government securities(RG) and the 
ratio of government investment to income ( GI/Y).
Again the (RG) variable did not perform according to 

McKinnon's hypothesis (complementarity), but the (RS) 
variable was positive and significant at less than 5% 
level. The positive sign for (GI/Y) indicates that 

government investment could be considered as complementary 
to private investment in Jordan. This result is not 
surprising since there is no reason to expect crowding-out 

to occur at any great extent during the sample period. This 
assumption is related to the fact that domestic borrowing 
from private sector non-banking system is still very 
limited. It is worth noting that the budget deficit in 
Jordan is mainly financed by foreign aid. However, this 
variable was insignificant in influencing private 

investment equation.
In summary , the empirical results reported above show 

that investment in Jordan is determined by the availability 

of bank credit and capital inflows (mainly aid). This 
foreign aid might be disrupted or affected by the sharp 
decline in oil prices. This requires that more domestic 

resources should be mobilized if the investment trend is 

not to be affected.

8 .3.2.3 : Imports (IM):

IMP = -1.40 + .79 Y - .62 CR + .58 IMP
(-2.41) (2.90) (-1.83) (2.04t-1
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= .95 F=134.40 SEE=.35 h= .655

The above equation shows that the demand for imports

(IMP) is a function of income (Y) ,bank credit (CR) and the

stock of imports for the last years (IMP ) These
t -1

variables account for 95 percent of variance of the 
dependent variable. All variables have the expected sign 
except (CR) which came with a negative sign. This is not 

surprising since bank credit to the trade sector started to 
decline after 1978 ( see Chapter 5 Table 5.8 ).The value of 
the h-test is such that the null-hypothesis of 
auto-correlation is rejected at 5% level . The t-statistics 
for income and foreign aid variables are significant at 
the 1 % level.

Finally, the dummy variable was included to capture the 
relative effect of 1967, 1970 and 1973 wars on imports but 
found to be unsatisfactory and was dropped from the demand 
function for imports. Furthermore, the import price index 
was also tried but found insignificant.

In summary, whatever the limitations of the model, 
especially as it is annual data with small sample size, the 

high values of the square of correlation coefficient ,the 
high (t) statistics and high F-statistics , show that all 
equations are quite good.

Having analyzed the structural equations estimated by 
2SLS, the next step aims at evaluating the model 

performance through simulation exercises.
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However, the statistical results of the complete model is 
presented as follows:
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8.4: THE STATISTICAL RESULTS OF 2SLS
( 1964-1984 ) n=20

1: The Monetary Sector :
1.1: Bank's Portfolio Equations ;

ER=.20 - .008 RC(-l) + .60 D - .67 CR
(5.50) (-2.62) (5.19) (-4.47)

R^ = .88 D-W=1.71 F=46.97 SEE=.05 p=.40

ER=.20 - .008 RG(-l) + .60 D - .66 CR
(4.49) *(-2.00) (5.00) (-4.32)

R^= .88 D-W=1.70 F=45.57 SEE=.50 p=.41

CB = -.03 + .01 CR + .99 CB._.,
*(-2.0) (2.61) (7.64T

R^ = .94 F=147.8 SEE=.03 h= .130

GOV = -1.40 + .09 D + .27 RG + .32 ER 
(-3.39) (4.00) (3.36) *(1.96)

R^ = .80 D-W=1.79 F=23.25 SEE=.06 p=.62

CR = .21 + .82 D + .005 RC - .71 ER
(5.78) (39.19) (5.39) (-3.88)

R^ = .99 D-W= 1.96 F=588.25 SEE= .06

CR = .18 + .08 D + .004 RS - .71 ER
(5.63) (39.00) *(1,61) (-3.87)

R^ = .99 D-W= 1.62 F=350.84 SEE=.06

1.2: Demand for Money Equations :

Md2= .20 +.20 Y* + .31 RS - .30 RG + .77 Md2._.
(2.71) (2.91) (-3.03) (9.36)

R^ = .99 F=1064.7 SEE=.132 h= .550

DC = .02 + .08 Y + .11 DUM + .75 DC._.
(2.60) *(1.64) (7.62)^

R^ = .96 F=169.86 SEE=.102 h= .201
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DD = -.15 + .20 Y - .02 RS

(-3.60) (24.14) (-6.18)
R^ = .98 D-W = 1.68 F= 430.10 SEE=.070

DT = -2.20 + .79 Y + .035 RS
(9.71) (17.52) *(1.84)

R^ = .95 D-W = 1.63 F=167.11 SEE= .377

2: The Real Sector:

PC = 84.41 + .48 Yd + .39 CR
(2.89) (3.47) (2.61)

R^ = .99 D-W= 2.45 F=586.03 SEE=.161

I = .23 + .40 CR + .60 AID 
*(1.51) (7.78) (3.81)

R^ = .91 D-W = 1.50 F=102.82 SEE=.255

IMP = -1.40 + .79 Y - .62 CR + .58 IMP._^
* (-2.41) (2.90) *(-1.83) *(2.04)

R^ = .95 F=134.40 SEE=.35 h= .655

n : is the number of observations.
2R : is the coefficient of determination, that is , what 

percentage of variation in the dependent variable is 
explained by the regression.

D-W: is the Durbin Watson statistical test for auto 
correlation .

2F : is a measure of the significance of the R .
h test is the test for auto correlation in an equation which 

includes a dependent lagged variable.

* : indicates that the coefficient is significant at the
5 % level of confidence and 1% otherwise.

SEE: is the standared error of the equation.
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CHAPTER NINE

9: MODEL SIMULATION ANALYSIS

9.1: Introduction :

In the previous chapter, the statistical results of the
2SLS were analyzed. This chapter intends to test the

validity of the postulated relationships and to see how
well they hold. This is done by simulation exercises . Two
methods for simulation exercises could be suggested. The
first method is achieved by finding the reduced form of the

model. In the reduced form , the endogenous variables are
presented as the function of exogenous and predetermined
variables only.\, ^ . _ . .However, the above analytical approach is
convenient for a small linear model. For a large linear

The reduced form is obtained from the structural linear form as follows:
AY + BX = U

Where :
A = The coefficient matrix of the endogenous variables (N%N). 
Y = The column vector of the endogenous variables (N%1).
B = The coefficient matrix of the predetermined variables 

(NxK).
X = The column vector of the predetermined variables 

(Nx1). and
U = The vector of disturbance terms (Nxl).

The reduced form is derived by pre-multiplying the 
matrices by the inverse of the matrix A, i.e.,

A~ ̂ "1 -1AY + A BX = A U.Then the reduced form of the system is :
Y = 1BX+ A U or, Y = Ï Ï X + VWhere:
^ ^ B, i.e., the multiplier matrix;

and V = A"1 ^
For more details see : Pindyck and Rubinfeld.o p .cit p.311.
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model and for a non-linear models, the simultaneous 
equations must be simulated on a computer program. Since 
our model is considered to be quite large, and since the 

policy implications of the model are derived and simulated 
under different assumptions,the TSP computer program is 
applied. The superiority of this technique is that it 

provides simulation error measures which could be applied 
in testing for the stability and sensitivity of the 
structural equations of the model.

As stated earlier, the aim of this simulation exercises 
is to examine the extent to which the behavioural equations 
of the model are valid for policy implications and for 

providing helpful information for policy makers .
In this chapter, three aspects of simulation analysis 

are involved. In section (2) the overall performance of the 
model is evaluated . The actual and simulated values are 
examined to see how each endogenous simulated data series 
tracks its corresponding historical data series closely. In 

section (3), the stability of the model will be tested. 
This is an important procedure if any policy simulation is 
to be derived. Two stability tests are applied ; Chow-test 

and Farley and Hinich (F-H)test. This procedure provides 

some basis for confidence in the tracking ability of the 
model in estimating the economic response to some economic 

variables over the time path. That is , without 
ascertaining that the model is stable, any economic 
implications drawn from it would lose their significance.

Finally, the policy simulations of the model are 
examined in section (4).
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9.2: Evaluation of Model Performance:

In the econometric literature ,there are different 
criteria to measure quantitatively the discrepancy between 

predicted and actual values of the endogenous variables. 
The criteria that are most often used are:

9.2.1: Root Mean Square Error (RMS):

The RMS is a measure of the deviation of the simulated 
value from its actual value. Larger values denote greater 

deviation and poorer forecasting fit of the model. It is 
formulated as :

RMS = / 1/N [N  ̂ a. 2
n=1 Y )

9.2.2: Mean Absolute Error (MAE):

It is a measure of the absolute value of the deviation of 
the simulated (or forecasted) value from its actual (or 
historical) value. It is defined as:

MAE = 1/N E N / ( yS _ Y* )
n=1

Where :
yS

= the simulated value of the endogenous variable.
ya = the actual value , and 
N = the number of observations.

9.2.3: Theil's Inequality Coefficient (U):
This coefficient indicates whether the goodness of fit is 
reasonable or not.If (U) value is equal or close to zero, 
for all (t), we have a perfect fit. Theil's inequality
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coefficient test (U) could be formulated as

/ 1 / T [T (ys _
u = ____________t = i________

/  1 /  T = ̂  + / 1 / T  e V ,  ( ï "

9.2.4: The Systematic Error Proportion (UM):
This fraction of error due to bias measures the extent to 
which the average values of the simulated and actual series 

deviate from each others. It is defined as :

UM = ( ys a 2 s a 2 ̂ - Y ) / (1/T) [ (Y - Y )
UM should be minimum and close to zero.

9.2.5: The Fraction of Error Due to Different Variation
(U ) : 

s
The larger U indicates that actual series has fluctuated 

s
considerably, while the simulated series has shown little

fluctuation. U is given by the following formula: s

U - f „  ̂2 s a 2- ( a - a ) / ( 1/T ) E ( Y - Y )

2.6: The Fraction of Error Due to Covariance (U ). The
c

covariance proportion measures what we might call 
unsystematic error; i.e., it represents the remaining error 
after deviation from average values and average 

variabilities have been accounted for ( the closer this 
variable to 1, the less will be the systematic error). U

c
is defined as :
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“ = 2 (1-q ) o o / (1/T) / (Y® _ Yc s a  t

9.3: Ex Post Simulation:
The ex post or historical simulation is performed in 

order to evaluate the model's ability to replicate the 

actual data. To perform the ex-post simulation test , the 
TSP program is adopted. The most powerful procedure in this 
package to evaluate simultaneous equation models, is SIML. 
This technique uses Newton's method applied to linear and 

non-linear equation solutions.
The ex post simulation test is accomplished by

simulating the estimated model over the sample period 
(1964-1984) , and by comparing the actual values of the 
endogenous variables with their simulated values. The 
simulation error measures are presented in Table (1). In 
addition, actual and simulated values for all the 
endogenous variables are listed and plotted in the chapter 

appendix.
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Table: (9.1)
Statistical Criteria for Model Simulation * 

( 1964 - 1984 )
Variable RMS MAE U Um Us Uc

ER 05449 .03604 .01542 1.687D-12 .01525 .985

CB ,02500 .01778 .04060 1 .747D-15 .01397 .986
GOV 09031 .07750 .06019 2.990D-12 .03607 .983

CR ,05840 .04392 .00055 6.667D-13 .00037 .999

Md2 11401 .09609 .00074 1 .093D-12 .00077 .999
DC ,07912 .06634 .00249 3.546D-14 .00582 .994

DD 04907 .03792 .00241 9.221D-14 .00291 .997
DT 3477 .28372 .02365 7.804D-14 .01190 .988
PC 15356 .11746 .00155 2.546D-13 .00303 .997
I , 17665 .12017 .01341 6.456D-14 .01121 .989
IMP 31317 .25279 .00998 3.622D-16 .00969 .990
Y 3541 1 .25857 .00941 .00001 .00900 .991

* This will be considered as the initial period in F-H test

RMS Error: Root-Mean-Squared Error.
MAE :Mean Absolute Error.

U : Theil's Inequality Coefficient.
Um : Fraction of Error Due to Bia s .
Us : Fraction of Error Due to Different Variation.
Uc : Fraction of Error Due to Different Covariation.
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It is clear from Table (9.1) that on the whole, the 

performance of the model is satisfactory and its structure is 
able to predict the behaviour of the system during the sample 

period. The above table shows that the computed values of all 
variables are fairly close to their actual values, with a RMS 
and MAE range between .05 - .35 and .01 - .28 respectively. 

The Theil's inequality coefficient (Ü) is close to zero in 
all equations which indicates the goodness of fit for the 
model and its ability to predict its policy simulations 

accurately. The coefficients for (Um) and (Us) are also as 
expected. Finally, the high values for Uc (it is close to 
unity in all equations) indicates that the systematic error 

among equations is kept at minimum.
In summary, it is clear from the foregoing discussion that 

the model over all tracks the historical time path of the 
variables fairly well and it is valid in deriving the policy 
simulation which could help the decision makers in Jordan.

9.4: Stability Test q£. the Model :
As stated earlier, and in order to formulate a successful 

policy simulation,the stability of the model needs to be 
tested. This test is an important step in determining whether 
the model is valid or not . This could be done by examining 
the reaction of the model to any changes in the initial 

period used for simulation.
Actually, if the model approximately represents the real 

world, then the model should not be very sensitive to any 

change in the initial period of simulation. If the initial 
period is 1964-1984, then it should not matter very much 
whether the simulation is begun in 1964 or 1973. To examine
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the property of temporal stability of our estimated equation, 
the two stability tests alluded to earlier were employed, 
namely the Chow and the F-H tests. Because different 

stability techniques explore different types of stability, it 
was deemed advisable to use alternative stability tests to 
generate sufficient evidence on the important issue of the

temporal stability of the model.2 purpose of this
test two methods are applied:

9.4.1: The Chow-test: This method requires that the
initial period should be split and a number of simulation
runs should be made with the initial period of simulation
being altered from run to run. Each run generates time paths

for all endogenous variables in the model.3^ . .For each such run,
the time path generated may be compared with corresponding time 
path of the original initial simulation period, and observed 
differences may be related to the change in the initial period 
of simulation that was used ( applying the same statistical 
criteria mentioned in Table (9.1).

The deficiency of this approach is the limitation imposed
by the number of observations. If the sample period is small
(say less than 15 observations) , then altering the initial 
period of simulation more than twice will not be accurate and 

the discrepancy in each run might not be observable .
9.4.2: The Farley-Hinich test: This test does not require

altering the sample period. It could be appropriate for small

2Pindyck and Rubinfeld, O p . cit ., p.319.

= J u î y , ^ ^  P ^ 3 . ^  process?;"
Chow,G.C " Test of Equality Between Sets of Coefficients in 
Two Linear Regression", Econometrica. 25,July 1969.
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sample and in a single run which generates time paths for all 
endogenous variable in the model and for the entire period.4 

However, in the present study, both methods are applied.

In applying Chow-test , the estimated model is simulated 
under two different initial periods, namely 1964-1974 and 
1974-1984. These alternative periods are selected to represent 

two different periods in the history of economic development of

Jordan . results of the stability test and the comparison
result are given in Table (9.2).

4Farley,J.Ü and M.J,Hinich:"A ^yest for â  ^Shifting Slope Coefficient in a Linear Moael Journal o f t h e  American
Statistical Association. 65, Sep,1970.

poîiMîcal inslabiîiëy '?SSe^^96^f?97^î^£raS-îsraeli^Sajsf anS 
1970 civil w a r ) .



285-

Table (9.2)
The Statsitical Results of Chow Test

(1964 - 1974 and 1974 - 1984)

Variable RMS MAE Ü UM Us Uc *

ER .06519 .04761 .08798 .01077 .02045 .968 **
. 10652 .09031 .03657 .02258 .20593 .771 ***

CB .02466 .02290 .06552 .22629 .10030 .673
.03449 .02686 .04253 .00017 .08364 .916

GOV .09354 .08258 .43078 .00221 .04194 .955
.12343 .10962 .06509 .00511 .00124 .994

CR . 19530 .16064 .05472 .00235 .00891 .988
.26202 .21769 .00633 .01776 .00212 . 980

Md2 .15228 .13544 .00516 .00440 .01589 .979
.08112 .06160 .00023 6.977D-06 .22463 .775

DC .27219 .24707 .05435 .63534 .16904 .205
.15424 . 14329 .00671 .71898 .07115 .308

DD .05849 .04675 .01248 .05266 .19051 .757
.60744 .04828 .00224 .09522 .12401 .781

DT .27513 .22479 .31815 .04012 .35011 .609
.41888 .35012 .01922 .00009 .03315 .967

PC .06757 .05500 .00071 1.525-12 .01725 .983
. 15543 . 12978 .00109 7.777D-14 .00344 .996

I . 18754 .14987 .01346 3.334D-09 .04445 .879
. 18766 .12654 .02132 5.444D-13 .01223 .977

IMP .08187 .06962 .00406 3.053D-12 .04127 .958
.22412 .20342 .00306 2.338D-15 .00901 .991

Y .25347 . 19834 .00785 .04398 .01849 .937
.42458 .31298 .01046 .04705 .14765 .815

* The simulation error measures ,explained as in Table (9.1)
** The simulation result of the first period (1964-1974).
***The simulation result of the second period (1974-1984).
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The statistical results in Table (9.1) and (9.2) 

indicate that the model is stable and tracks the historical 
time path of the variables fairly good. However, a 

comparison of results obtained by Chow test (Table 9.1) 
indicates that the first period (1964-74) is rather 
sensitive to changes in the second period (1974-84) or to 

the whole period (Table 9.1). This is evidenced by the low 

Uc for (DC) and (DD) equations and by the variation in the 
RMS and MAE. Also , the U coefficient for the (GOV) and 

(DT) equations is considered to be higher in the first 
period than in the second one. This could be related to the 
unstable period which Jordan witnessed at that time.

In general, we can conclude that the behavioural 
equations of the model perform fairly well in both F-H and 
Chow test, and accordingly the stability of the model is 

proved to be valid.

Having tested for the stability of the model, the next 
step is to derive the policy simulation of the model. This 
will be done in section (4).

9.5: Policy Simulation af the Model:
As noted earlier, the intention of the exercise is not 

to derive the significance and elasticities of each 

behavioural equation. The concern is to simulate the 
response of the model to a policy change. For the purpose 
of the study, our policy variables are:

1) The interest rate on time and saving deposits (RS).
2) The bank lending rate (RC).
3) The yield on government bonds and securities (RG).
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4) The credit outstanding (CR), ( or supply of bank

credits).^

It is worth noting that all these variables are 

monetary instruments , manipulated by the monetary 
authority . Each of these instruments is examined 
separately in order to evaluate their impact on monetary 

and real endogenous variables. For this purpose, the 
following policy simulations are examined:

9.5.1; Policy implications for the bank's portfolio 
equations :

9.5.1.1 : Excess Liquidity equation (ER)
In this section we intend to simulate the implication

of a 1 % increase in the interest rate on the volume of
excess liquidity held by commercial banks (ER). Let us 
suppose that we want to examine how the unit change in the 
rate of interest affects bank holdings of excess liquidity. 

As the structural equations of the model shows, both
variables (RC) and (RG) are separately included in this 
equation and could affect its behaviour .

Table (9.3) shows that an increase of 1% in either RG 
or RC will reduce bank excess liquidity by 2.25 % and 2.07 
% respectively. The conclusion to be derived from such an 

experiment is that any increase in bank lending rate (RC) 
or the yield on government securities (RG) will have a
significant implication on (ER). It simply indicates that 

excess liquidity held by commercial banks could be

6
All these variables are in real terms
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effectively altered through interest rate variations rather 
than Central Bank instructions.7 

Table (9.3)

Implication of a 1% Increase in (RG) and (RC) on ER:
Actual ER Simulated ER Actual ER Simul.ER

1965 20.. 94 19 .68 20.,94 19,. 72
1966 23 , 65 20 .35 23..65 20 .38
1967 19.,92 18 .30 19.,92 18,.34
1968 18 .85 18 . 10 18.,85 18 . 13
1969 15.,45 15 . 18 15 .,45 15,.20
1970 15,.60 14 .85 15 ..60 14,.89
1971 20..57 19 .25 20.,57 19.. 13
1972 30 .76 26 .26 30.,76 26,.76
1973 27. 94 26 .98 27 .,94 27 ..36
1974 20,.72 28 .22 20.,72 28,.50
1975 22. 40 33 .85 22.,40 33,.65
1976 19 ,.28 18 .06 19 .,28 18,. 18
1977 33. 54 31 .26 33. 54 31 ..28
1978 65 ,.62 52 .02 65.,62 51 ,.57
1979 47 .63 40 .96 47 .63 41 .,25
1980 78..21 74 .09 78. 21 73.,73
1981 67 .93 66 .96 67 .93 67 .,44
1982 56 ..47 60 .05 56. 47 60., 15
1983 68 .43 77 .28 68. 43 77 .,57
1984 80..79 76 .07 80.,79 76 ..01
Mean
% Change

37.74 36.89
-2.25

37.74 36 . 96 
-2.07

9.5.1.2 : Government Securities equation (GOV)
The effect of an increase in (RG) on the volume of 

government bonds and securities held by commercial banks 

follows quite readily from the structural parameters of the 
model. Since (RG) enters the (GOV) equation with a positive 
sign, any increase in this variable will bring an increase 

in the volume of government securities held by banks. Table

This finding iç in line with what b a n k .managers argued about the association between bank lending rate and the
volume of excess liquidity held with banks. For more
details, see Chapter 5.
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(9.4) shows that a increase in (RG) has led to an
increase of 13% in government securities held by commercial 
banks . This ratio seems to be quite high compared to other 

variables. This is not surprising since government 
securities are sponsored and secured by the Central Bank of 
Jordan against any losses . This could encourage commercial 

banks to hold more earning assets at any given positive 
yield.

Table (9.4):
Implication of a 1% increase in RG on GOV equation

Actual Gov Simulated GOV

* *
1969 0.21 1 . 68
1970 6.68 17.75
1971 5.94 17.86
1972 13.64 21 . 40
1973 24.03 28 . 82
1974 22.65 26.29
1975 16.70 21.14
1976 24.48 22.34
1977 20.75 20.15
1978 25 . 87 30.66
1979 50.07 52.62
1980 47.32 38 . 86
1981 34.57 58.83
1982 41 .85 53.34
1983 49 . 65 45.17
1984 68.44 54.92
Mean 28 . 29 31 .99
% Change +13.00

* Values are 00 for the years 1965-68

9.5 . 1 . 3 : Bank Credit Equation (CR)
The positive signs on (RS) and (RC) indicate that an 

increase in any of these variables could lead to an
increase in the volume of credit extended by the banking

system to the private sector. The simulation results
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(Table 9.5) show that an increase of 1 % in the ceiling 
loan rate (RC) brings an increase of 2.1 % in the volume of 
credit outstanding.

It has been suggested (New Structruralists and others) , 
that this policy (increasing lending rates) will have a 

negative impact on the demand side of the economy, i.e., on 

the cost of borrowing from the commercial banks by the 
private sector. As stated earlier, and given the supply 
constraint in most LDCs, we are concerned with the 

availability rather than the cost of credit. People are 
willing to accept a modest increase in the lending rate in 
order to have an easy access to credit facilities (see 
question 20 in Appendex 2).

However, the whole argument behind such policy (raising 
the interest rates) is that in the long run, any increase 
in the real interest rate will bring more saving to be 
attracted and channelled into the liabilities of commercial 
banks. This could increase the availabilty of investments 

and lower the cost of borrowing by the private sector.
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Table (9.5):
Implication of a 2.1% increase in CR on CB and implication 
of 1% increase in RC on CR:

Actual CB Simulated CB Actual CR Simul.CR

1965 0.47 0.29 62.40 60.73
1966 0.34 0.14 65.29 68.26
1967 0.23 0.03 74.98 76.38
1968 0.33 0.12 74.50 75.57
1969 0.26 0.05 75.79 77.26
1970 0.32 0.11 80.64 79.42
1971 0.17 0.37 76.34 76.49
1972 0.95 1.15 74 . 80 74.89
1973 0.30 0.52 75 . 19 79.77
1974 0.29 0.55 82.62 89 . 42
1975 0.89 1 .23 95.07 107.53
1976 4.48 4.98 126.70 133.52
1977 1 .51 2.03 189.49 190.20
1978 7.97 8.62 192.13 189.35
1979 10.02 10.82 242.92 250.87
1980 8.39 9.26 298.08 295.09
1981 10.40 11.40 325.90 330.97
1982 13.27 14.41 373.73 377.95
1983 27. 10 28.38 428.60 430.11
1984 40.93 42 . 36 479.27 489.30
Mean 6.431 6.79 168.95 171.94
% Change + 5 . 60 + 2.01

9.5. 1 .4 : Borrowings from the Central Bank
Equation (CB):

We can see from the structural system that the interest

rate variables (CR) do not affect (CB) directly. We should.
therefore, examine the mechanism as to how a change in the
lending rate (RC) ultimately affects banks borrowing from
the Central Bank. This mechanism is obvious from the
specifications of the model. We can see from the (CR)
equation that an increase of 1 % in (RC), .initially
increases the volume of bank credit to the private sector
by 2.1 % . As (RC) is a determinant variable in the (CB)
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equation, a 1 % increase in (RC) will bring an increase in 

the volume of bank borrowing from the Central Bank by 5.6 % 

( Table 9.5). This finding has an important policy 

implication for the monetary authority . It simply means 
that variations in the interest rate could affect the 
process of open market operations and render this 

instrument more powerful in influencing monetary management 
in Jordan.

9.5.2: Impact of Interest Rates Change on Demand for
Money Equations (Md):

The effect of an increase in the interest rate on time 
and saving deposits on the demand for money and its 
components follows quite readily from the structural 

parameters of these equations. The (RS) variable enters the 
demand deposits equation ((DO) with a negative sign. Hence, 
any increase in this variable will bring a decline in 

demand deposits. Consequently, this decline is caused by 
public switches from demand deposits ( and even currency) 
to interest bearing assets. The net result is thus an 

increase in M2 by 6.93 % (Table 9.6).
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Table (9.6):
Implication of a 1% increase of RS on Md equations

Actual M2 Simul. M2

1965 126.59 159.91
1966 145.81 178.65
1967 180.23 186.50
1968 201.15 209.25
1969 211.07 233.56
1970 216.66 240.49
1971 215.49 261.16
1972 217.65 259.54
1973 235.39 262.90
1974 246. 18 270.44
1975 288.43 305.89
1976 339.28 357.03
1977 365,72 411.74
1978 436.04 450.67
1979 491 .78 511.77
1980 566.62 584.18
1981 613.29 649.00
1982 679.66 701.75
1983 750.86 764.74
1984 796.40 832.47
Mean 366.21 391.58
% Change + 6.93

On the other hand, it could be argued that an increase 
in (RS) will encourage people to switch from holding 

currency to bank deposits. We can see from Table (9.7) that 
an increase of 1 % in (RS) initially increases the annual 
flow of demand and time deposits into the banks by 5.6 % . 

The increase in time deposits is mostly at the cost of 

currency in circulation . This fact was supported by the 
finding of question (14) in our survey. This situation 

might be explained as a new change in the attitude of the 

Jordanian public towards interest rate policy. In contrast 
to most other studies about the interest response in Jordan 
(e g .Salah,1978 ; Ibrahim,1983), or the substitution between
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"unproductive" and "productive" assets (time and saving 
deposits ) in most LDCs (eg. New Structuralists) ,our 
findings support the hypothesis that variation in the real 

interest rate of saving and time deposits could attract 
more domestic savings and increase saving deposits held 
with commercial banks . This will increase the availability 

of funds, increase investment and accelerate economic 
growth.

Table (9.7):
Implication of a 1% increase in RS on DD and DT:

Actual DD Simulated DD Actual DT Simul. DT

1965 40.78 47.88 38.43 76.55
1966 49 . 42 48.72 41 .92 78.77
1967 45.40 32.11 41 .95 11.65
1968 45 . 10 39.86 43.25 37.75
1969 44.23 47.63 44.40 73.27
1970 38.59 44.65 45.13 36.88
1971 39.87 43.42 46.41 43.64
1972 49.78 48.36 49 . 63 47.20
1973 55.88 53.42 51 .34 32.81
1974 63.27 65.72 56.22 51 .50
1975 85.60 69.06 69.90 66 .81
1976 104.05 96.69 99.01 168.07
1977 112.60 108.61 117.32 163.34
1978 113.80 103.27 201.39 228.30
1979 126.47 129.39 243.59 208.76
1980 140.52 135.62 300.81 304.43
1981 149.95 155. 16 342.54 376.23
1982 153.38 155.72 389.86 421.54
1983 164.30 161.35 469.60 500.40
1984 157.63 151.23 540.76 568.11
Mean 89.03 86.89 161.67 170.80
% Change -2.40 + 5 . 60
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9.5.3: Impact of Interest Rate Changes on 

the Real Sector :

As stated earlier (Chapter 7), the main objective of our 
model is to provide a link between the monetary variables 

and the real sector. By doing so, we would be able to 

establish the transmission mechanism of the monetary policy 
throughout the economy ,i,e., the impact of the monetary 
policy is transmitted to the real sector.

In reviewing the literature (Chapter 3), we examined 
different schools and different approaches dealing with 
this issue. We also concluded that the impact of the 

monetary variables is transmitted to the real sector 
throughout the working capital effect (or the investment 
process).

However, as far as our model is concerned, the bank 
credit variable (CR) is the only monetary variable found to 
be significant in affecting the real sector. This variable 
(CR) is included in three of the real sector equations 
(PC,I,IMP). Besides the working capital effect, the impact 
of the monetary transmission mechanism could also affect 

the behaviour of private consumption and imports.
Our intention in this simulation exercise is to show the 
impact of changes in CR on the real economic growth (the 

national income). For this purpose, the following 

simulation is examined:
In simulating the bank credit equation (CR) , we found 

that a  ̂ % increase in RC will bring an increase of 2.1 % 

in the supply of bank credit (CR). Since this variable (CR) 
enters the PC and I equations with a positive sign and
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(IMP) equation with a negative sign, it is expected that

any variation in it will lead to a similar variation in the
level of national income (GNP). The simulation result for 

an increase of 2.1 % in (CR),(resulted from 1 % increase in 
RC), will bring an increase of 1.06 % in the income (Y) .
This result is presented in the following table.

Table (9.8):

Implication of a 2.1 % change in CR ( resulted
from 1% change in RS ) on the real income (Y):

Actual Y Simulated Y

1965 317.61 290.61
1966 304.42 287.65
1967 294.00 345.34
1968 370.18 380.78
1969 451.17 376.18
1970 364.70 333.40
1971 361 .75 327.32
1972 366.86 361.11
1973 247.59 257.03
1974 319.88 374.94
1975 357. 12 413.54
1976 385.21 449.21
1977 421.87 438.27
1978 530.32 472.37
1979 558.72 606.66
1980 660.09 695.50
1981 684.44 715.59
1982 728 . 89 690.67
1983 727.00 696.33
1984 808.50 845.66
Mean 463.02 467.91
% Change + 1 .06

It is worth pointing out that there is apparently a 
paradox in a rise in the rate of interest leading to an 

increase in the rate of growth (through the investment 
mechanism). However, this is quite plausible in the context 
of the period under review. Private investment in Jordan
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was insensitive to the rate of interest on private 

borrowing because the rate of return on investment was well 
in excess of the controlled market rates of interest . 

Private investment in Jordan was linked to the availability 

of funds rather than to the price of the funds. Anything 
increasing the flow of available funds to the private 

sector increased private investment. This fact was 
supported by our survey ( see questions 19,20). Hence, in 

accordance with our model, a rise in the real interest rate 

(RC or RS) which resulted in an increase flow of funds to 
the private sector,increased private investment. 

findings are consistent with observations made by McKinnon 

(1973),Shaw (1973), Fry (1978) and Masih (1979), that in 
the context of the majority of LDCs, where the effective 
limitation on investment is not a deficient demand for loan 
funds but a deficiency of supply, a rise in the real 
interest rate will actually increase real investment to the 
extent it raises the supply of real savings .

9.6: Conclusion:
The above statistical results show the following:

1) An increase of 1% in the real lending rate (RC) will 
bring a decrease of 2.07 % in the volume of excess

liquidity held by commercial banks. Also, an increase of 1 
% in the (RG) could bring a similar reduction ( 2.25) in 
ER.

Q
Private consumption is expected to decline since the cost of borrowings for consumption purposes (purchasing durable 

goods) will rise. This could bring additional resources for 
investment.
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2) An increase of 1 % in (RS) will increase M2 by 

6.93%. This is because an increase in the real interest 
rate on saving and time deposits will bring a switch from 

both currency holdings and demand deposits to time and 
saving deposits. This will increase the supply of 
investable funds , reduce the cost of private borrowing and 

lead to a sustainable economic growth.
3) An increase of 1 % in RC will cause bank's credit to 

private sector to be increased by 2.1 % . This ratio will 

bring an increase of 1.06 % in the real rate of growth of 
income, Y .
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APPENDIX I
Appendix to Chapter Eight 

Table (9.9):

Simulation of ER equation with respect to (RG) and (RC)

Actual ER Simulated ER Actual ER Simul. ER

1965 20 .94 2 2 ,.24 20 .94 22 .24
1966 23 .65 22 .58 23 .65 22 .58

1967 19 ,.92 2 0 ,. 15 19 .92 20 .28
1968 18 .85 19 .90 18 .85 20 .29
1969 15 ,.45 16,.96 15 .45 16,.96
1970 15 . 60 16 .69 15 .60 16 .69
1971 2 0 ..57 21 ..02 20 .57 21 ,.02
1972 30 .76 29 ,.53 30 .76 29 .52

1973 27 ..94 29 ,. 13 27 .94 29 ,. 13
1974 20 .72 29 ,.28 20 .72 30 . 28
1975 2 2 .,40 34..43 22 .40 34..43

1976 19 .28 18,.95 19 .28 17 .95
1977 33.,54 32.,05 33 .54 31 ..05
1978 65 ,.62 52 .,35 65 . 62 52,.35

1979 47.,63 42.,03 47 .63 41 .,03
1980 78..21 74.,51 78 .21 75..51
1981 67. 93 6 8 .21 67 .93 6 8 .,21

1982 56.,47 60. 92 56 .47 59 .,72
1983 6 8 .43 78. 34 6 8 ,.43 79.,34
1984 80. 79 76. 79 80 .79 76.,79
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Table (9.10):

Simulation of CB and GOV equations

Actual CB Simulated CB Actual GOV Simulatd GOV

1965 0.47 0.00 0.00 0.00
1966 0.34 0 . 10 0.00 0.00
1967 0.23 0.03 0.00 0.00
1968 0.33 0.12 0.00 0.00
1969 0.26 0.05 0.21 0.41
1970 0.32 0.11 6.68 7.05
1971 0.17 0 . 10 5.94 6.12
1972 0.95 0.46 13.64 17.70
1973 0.30 0.31 24.03 25 . 12
1974 0.29 0.46 22.65 22.59

1975 0.89 0.85 16.70 17.84
1976 4.48 4.24 24 . 48 18.64

1977 1 .51 1 .20 20.75 16.45

1978 7.97 6.32 25.87 26.96

1979 10.02 14.60 50.07 48.92
1980 8.39 5.78 47.32 45.16

1981 10.40 7.61 34.57 35. 13
1982 13.27 15.87 41 .85 49.64
1983 27 . 10 30.06 49.65 41 .47

1984 40.93 40.36 68.44 61 .22
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Table (9.11):

Simulation of Md and CR equation

Actual Md2 Simulated Md2 Actual CR Sim. CR

1965 126.59 134.54 62.40 57.85
1966 145.81 153.28 65.29 60.77
1967 180.23 161.13 74.98 68.25
1968 201.15 183.88 74.50 76.58
1969 211.07 208.19 75.79 74.70
1970 216.66 215.12 80.64 77.44
1971 215.49 235.79 76.34 79.59
1972 217.65 234. 17 74 . 80 76.02
1973 235.39 237.54 75 .19 74.68
1974 246.18 245.07 82 . 26 85.27

1975 288.43 280.53 95.07 100.12
1976 339.28 331.66 126.70 132.67

1977 365.72 386.37 189.49 174.12
1978 436.04 425.30 192.13 189.62
1979 491.78 486.41 242.92 243.37
1980 566.62 558.82 298.08 295.29
1981 613.29 623.63 325.90 329.96
1982 679.66 676.38 373.73 337.45

1983 750.86 739.38 428.60 424.98
1984 796.40 807.10 479.27 489.25
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Table (9.12)

Simulation of DC equation

Actual DC Simulated DC

1965 51 .67 56.58
1966 58.33 59.77

1967 98.70 94.25
1968 117.47 108.58
1969 126.63 122.70
1970 138.31 130.44
1971 132.39 136.59
1972 121.05 122.02

1973 130.32 135.68
1974 129.28 136.27
1975 138.95 134.12
1976 145.36 142.67
1977 148.02 150.12
1978 160.18 159.62

1979 176.53 168.37
1980 203.25 182.29
1981 213.63 209.96

1982 227.04 216.45
1983 239.91 231 .98
1984 240.38 243.25
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Table (9.13):
Simulation of DD and DT equations

Actual DD Simulated DD Actual DT Simul.DT

1965 40 .78 40,.63 38. 43 33,.07
1966 49 .42 45 .92 41 .92 45 ,.29

1967 45,.40 43,.45 41 .95 38,. 18

1968 45 ,. 10 44 ,.59 43. 25 44,.27
1969 44,.23 47,.39 44. 40 45,.79
1970 38 ,.59 46,.95 45 .13 43,.40

1971 39 .,87 42..58 46 .41 40.. 16
1972 49 ,.78 46,.21 49 .63 43..72
1973 55 .,88 55..55 51 .34 49 ..33
1974 63,.27 6 8 ,.69 56. 22 55 ,. 98

1975 85 ..60 71 ..20 69 .90 63..33
1976 104,.05 98 ,. 82 99 .01 100..60

1977 112.,60 114..75 117. 32 120..86
1978 113,.80 112..41 201 .39 204,.83
1979 126.,47 130.,53 243. 59 245.,28

1980 140.,52 136.,76 300. 81 300.,95

1981 149. 95 153. 29 342. 54 372. 75
1982 153.,38 156.,86 389 .86 418.,06

1983 164. 30 160. 49 469. 60 453. 93
1984 157 .63 159 .37 540. 76 464. 63
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2 : Simulations of The Real Sector : 
Table (9.14)

Simulation of PC and IMP equations

Actual PC Simulated PC Actual IMP Simul.IMP

1965 273.53 266.49 109.80 115.77
1966 291 .35 274.41 131.15 156.26

1967 198.85 200.14 105.36 108.84
1968 235.49 242.98 106.28 117.05
1969 278.51 267.69 120.25 136.08
1970 256.38 246.55 110.57 120.55
1971 257.89 248.14 122.17 128.47
1972 263 . 60 252.18 141.60 143.03

1973 244.79 247.73 144.65 146.91
1974 223.74 242.35 175.25 174.30
1975 295.40 283.73 234.00 241.11
1976 326.67 327 .12 305.86 278.26
1977 370.47 367.87 357.80 329.53
1978 409.05 413.26 334.89 369.26

1979 463.21 454.95 377.88 337.94
1980 476.59 478.39 413.87 417.47
1981 555. 18 555.50 542.75 459.60

1982 590.14 590.49 551 .93 558.66

1983 626.64 622.14 512.92 524.37
1984 632.99 628.34 485.41 502.95
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Table (9.15):

Simulation of I and Y equations

Actual I Simulated I Actual Y Simul.Y

1965 46.65 50.04 317.61 289.00
1966 53.27 56.69 304.42 285.80
1967 50.80 81 .49 294.00 343.51
1968 69.59 81.60 370.18 378.91

1969 114.74 120.41 451.17 454.19
1970 67.87 64.48 364.70 331.51
1971 79.38 59.15 361.75 325.47
1972 76.08 81 .31 366.86 359.25
1973 68 . 58 75.29 247.59 254.99
1974 93.44 86.59 319.88 372.60
1975 109.00 121.08 357 . 12 410.42
1976 135.24 127.60 385.21 444.61
1977 155. 12 141.11 421.87 433.53
1978 162.77 128.99 530.32 466.38
1979 188.78 217.68 558.72 599.31
1980 229 . 94 239. 12 660.09 687.46

1981 292.64 288.11 684.44 706.37
1982 288 .41 276.00 728.89 680.10
1983 233.75 247.20 727.00 684.50
1984 217.49 213.60 808.50 832.42
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Figure ( 9 » )

ER Equation ( with respect to RS)
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Figure ( 9*2)

ER Equation(With respect to RG)
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Figure (9.3)

Banks Borrowings from the CBJ Equation
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Figure l9«4)

Banks Holdings of Gov. Securities Equation
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Figure (9.5)

Bank Credit to Private Sector -Equation
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Figure (9*6)

Demand for Money (M2) Equation
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Figure ( 9*7)

Demand for Currency Equation
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Figure

Demand For Demand Deposits Equation
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Figure (9.9)

Demand for Time & Saving Equation
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Private Consumption Equation
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Figure ('9.11)

Gross Investment Equation
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Total Imports Equation
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Figure

The National Income Identity
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CHAPTER TEN 
10: CONCLUSIONS

The following conclusions and policy implications emerged 
on the basis of our study:

10.1: Summary:
1: In reviewing the literature (Chapter 2), we found that

the issue of whether a country's financial system can actually 
influence real growth has not yet been conclusively resolved. 
The nature and the direction of this association (between 
financial development and real growth ) is still an empirical 
issue. However, among the different schools, we found a 
generally accepted argument that financial institutions improve 
the opportunity to save through the introduction of an array of 
financial assets, offering higher yields to savers and 
promoting higher marginal propensity to save. Mobilizing and 
efficient allocation of these savings could increase the 
availability of investable funds , lower the costs of borrowing 
by the private sector and hence,accelerate economic growth.

2: In examining the main features of the Jordanian economy
( Chapter 3), we found that, during the period of study,the 
economic growth has been quite high. On the real side, GNP per 
capita increased from JD 187.2 in 1963 to JD 218.9 in 1980 and 
finally reached JD 244.04 in 1984 ( in constant prices). The 
rate of growth of GNP has averaged at 6.09% per annum during 
the period of 1963-1984 ( in real terms). The sectoral
contributions of GDP shows that agriculture's share has dropped 
from 22.9 % in 1964 to 10.2 % in 1978 and finally dropped to 
only 7.0 % in 1985. The share of mining and manufacturing in
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GDP has increased from 11.4 % in 1958 to 15.8% in 1982,but 
finally declined to 12.2% in 1985.

3: In establishing the historical experience of Jordan's
monetary system, the monetary policy, prior to and after the 
creation of the Central Bank of Jordan (CBJ), was examined 
(Chapter 4). Our analysis showed that the CBJ has not been 
successful in adopting an appropriate monetary policy capable 
of encouraging financial development and inducing economic 
growth. The rigidity in the interest rate structure and other 
credit control measures has led to many deficiencies in bank 
operations ( excess liquidity, reluctance to borrow from the 
CBJ and to hold government securities).

4: The assessment of the commercial banking activities in
Jordan ( Chapter 5) demonstrated that commercial banks have 
played an important , though still insufficient, role in 
extending domestic credit to economic sectors. Despite the 
steady rise in deposit/GNP ratio, credit/GNP and bank density 
ratio,commercial banks had little success in tapping savings 
available largely in rural and remote areas of the country. 
Also, there was a failure to introduce innovative techniques to 
encourage the inflow of further resources into the banking 
system ( advertising campaigns, auto bank machines, special 
schemes for small depositors etc.).

As allocators of funds, we found that their asset portfolio 
behaviour has not been in line with the development objectives 
of the country, and thus has not actively promoted the required 
structural changes in the real economy. Excess liquidity 
maintained by commercial banks which has been unnecessarily 
held (thus involving considerable opportunity costs from the 
private as well as the social points of view) is an important
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deficiency in bank operations. Also, the absence of any term 
lending and the sectoral distribution of bank credit ( bias 
towards the financing of the trade sector) is another main area 
of functional deficiency needs to be recognised if commercial 
banks are expected to play their vital role in the economic 
development process.

5: The specialized credit institutions were created to fill 
certain gaps in basic sectors of the economy ( agriculture, 
manufacturing , housing and urban -rural affairs) , which had 
been given priority in the country's development plans. In 
assessing their activities ( Chapter 6), it was shown that 
although the credit gaps in the above priority sectors have 
been noticeably reduced after the creation of these 
institutions, such gaps still exist. This can be related to the 
lack of sufficient financial resources (because of the negative 
yields on deposits) and the inadequacy of some operational 
policies pursued by these institutions ( unnecessary procedures 
in extending credits,routine ..etc).

6 : The empirical investigations showed that variations in
the interest rate variables [the lending rates,bank deposit 
rates and the yield on government securities (in real terms)] 
could have a significant impact on the portfolio behaviour of 
commercial banks. The volume of excess liquidity, bank 
borrowings from the CBJ, the volume of government securities 
held by banks and the supply of bank credit to the private 
sectors were found to be significantly influenced through 
interest rate variations.

7; In testing for public demand for financial assets, we 
found that the demand for money and its components (M2) is 
interest elastic. Interest rate variations do influence public
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demand for money and quasi money. An increase in the real 
interest rate on time and saving deposits was found to be 
significant in reducing public demand for demand deposits in 
favour of saving deposits ( this was supported by the finding 
of question 17 in our survey).

8: In testing for the associations between monetary and
real sectors, monetary variables (credit,liquid assets and 
prices) were included in the real sector equations ( PC,I,IMP). 
The only monetary variable found to be significant in affecting 
the real sector is bank credit (CR). The unexpected sign of 
this variable in the import equation explains the new trend in 
bank credit. The relative weight of this sector (import) in 
total bank credit has declined from 51% in 1965 to only 24.7%
in 1984 (this could be related to the world recession and the 
decline in import prices).

9 : The statistical results of the simulation exercises
(applying Chow and F-H tests) indicated that ,given the 
availability of data, the model is considered to be stable and 
satisfactory in deriving its policy implications.

10.2: Policy Implication:

1 : The Central Bank of Jordan did not pursue a realistic
interest rate policy and provide an adequate financial climate 
capable of influencing bank portfolios in favour of medium and
long-term finance.

2: The rigidity of the interest rates structure could be
responsible for the failure to offer real and attractive yields 
on banks deposits and for discouraging the flow of savings 
into bank liabilities (which could be channelled to finance
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economic projects).

3: A distinct bias has occured in bank credit towards the
financing of trade sector at the expense of other priority 
sectors such as agriculture and industry. During the period of 
study, the lion's share of bank credit went to trade ( averaged 
at 38.3% compared to 11.7% and 2.6% for industry and
agriculture respectively).

4: The Specialized Credit Institutions, as distinct from
ordinary commercial banks, have not been successful in 
providing both significant financial and promotional functions. 
It was shown that the importance of these institutions has 
declined significantly . This situation could be related to the 
unrealistic interest rate structure imposed by the CBJ which 
resulted in the lack of sufficient financial resources ( 
because of the very little success in mobilizing private
savings).

5: The financial repression hypothesis is confirmed in the
case of Jordan. In contrast to the New-Structuralist and some 
other views ( eg.Wijnbergen,s,1983,1983a,1985;Buffie,1984) , 
McKinnon and Shaw's (also see Kapur,1975) emphasis on the role 
of financial liberalization is fully justified. However, our 
empirical results rejected McKinnon complementarity hypothesis 
in favour of Shaw's debt intermediation views.

6 : The policy simulations of the model showed the 
following:

6.1: An increase of 1% in the real interest rate (RS or 
RG) brings about 2 - 2.25 % reduction in the volume 
of bank excess liquidity.

6.2: An increase of 1% in the ceiling loan rate (RC)
brings an increase of 2.1 % in bank credits
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available to the private sector.

6.3: An increase of 2.1 % in bank credit will cause the 
volume of banks borrowing from the CBJ to be 
increased by 5.6%.

6.4: An increase of 1% in the real interest rate on
saving and time deposits brings an increase of 6.93 
% in M2.

6.5 An increase of 1% in bank credit brings an increase 
of 1.06% in real growth (GNP).

10.3: Concluding Remarksj.
On the basis of the work undertaken, the following suggestions 
are offered to the Jordanian policy makers and to future 
investigators :

1 : The structure of the interest rates ought to be more
rational and the administrative constraints imposed on it need 
to be considered. The law which Jordan inherited from the 
Ottoman Empire ( under which the maximum lending rate was fixed 
at 9%) ought to be revised. We strongly believe that a flexible 
interest rate policy capable of attracting domestic savings, 
reducing bank excess liquidity and ensuring the availabilty of 
bank credit to the private sector ought to be given a try. 
This, in our opinion, will help in maintaining monetary 
stability and adjusting bank portfolios in a direction 
consistent with development objectives.

2: Establish a security institution for small depositors
and guarantee small financing loans in the sectors of 
agriculture, industry, handicrafts and constructions.

3: Encourage banks to establish specialized departments to
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evaluate prospective loans in order to make their operations 
accord with sound financial practices .

4 : Induce commercial banks and investment institutions to 
mobilize savings of Jordanians abroad and promote their 
integration with national economic activities, by offering them 
reasonable yields and by acquainting them with investment 
opportunities in Jordan .

5 : Develop the operations of the commercial banks by
introducing modern methods and techniques in their activities 
(computers, auto-bank machines , credit cards, special schemes 
..etc) and their financial management procedures ( by reducing 
the unnecessary routine ) as well as in their evaluation and 
financing of projects to ensure proper performance by both 
savers and borrowers.

6: Expand the range of borrowers, with special attention
given to small borrowers ( in 1979, 4 % of the private borrowers
received more than 48% of total credit facilities). Also,
expand the scope of commercial bank credit to include rural 
areas which find difficulties in having access to bank's 
facilities.

7: Amman Financial Market (AFM) is still inefficient and
not wide enough . It rests on a narrow base of investors and 
its instruments are limited and short. Its function could be 
improved if the administrative constraints were relaxed. The 
yield differentials (eg. the yield on government bonds is 6.25% 
for banks compared to 8% for individuals) does not facilitate 
dealing in government bonds in or outside AFM. On the regional 
scene, AFM could act as an Arab financial market ,especially 
after the collapse of the Kuwaiti Financial Market (Souk 
Al-Manakh) in 1983. This requires more liberalization in its
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policies .

8 : Require the banking system to seek more technical advice 
and expertise from the Jordanian universities (Amman , Yarmouk 

and M u 'ta) and other organizations specially in the field of 

feasibility studies.
9 : Since the availability of credit played a crucial role

in stimulating economic growth, given the validity of the 
availability doctrine in our model, more efforts should be 
devoted to create a new financial institutions capable of 

playing a more efficient role in the economic development 
process.

10: More efforts should be devoted to the availability and
accuracy of data (quarterly in particular). Further
disaggregation of the model both in terms of functions and 
sectors ( if data is available) would give one more insight 
into the working of the economy.

11 : More efforts should be devoted to investigating the
activities of the non-bank financial institutions ( such as 

insurance companies, pension funds ,...etc). Also, more future 
research is required to assess the activities of merchants, 
moneylenders in the unorganized money market, to see the extent 
to which these activities could influence economic development 

in Jordan.

It is hoped that this study will provide some guidance to 
the decision makers in Jordan and may prove pertinent to future 
investigation of the financial system in Jordan.
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APPENDEX TWO
A SURVEY ABOUT BEHAVIOURAL FACTORS 

AFFECTING SAVING & INVESTMENT FOR A JORDANIAN SAMPLE
1 : Introduction:

This survey was carried out during the author's visit
to Jordan in summer 19851 designed to test for the
saving and investment behaviour in Jordan . It links the 
statistical findings which emerged from this questionnaire 
with the results of econometric investigations presented in 
Part III of this study. Before we present the findings of 
this survey, the following statistical criteria are 
considered :

a) Definition of objectives : Any survey should be 
started by drawing up a broad set of objectives. Bear these 
objectives in mind when designing the questions. As stated 
earlier, the main objectives of our survey are to test the 
hypothesis related to the saving-investment process in 
Jordan and to see whether the people in Jordan will respond 
to the suggested financial liberalization policy or not.

b) Run a Pilot Survey : If at all possible, the 
questionnaire should be tested on a small sample of our 
subject first. For this purpose, the first draft of our 
questionnaire was tested on a sample of 50 people. It 
allowed us to detect any flaws in the questionnaire and to 
exclude any open ended questions. Having done our pilot 
survey we could make amendments necessary to maximize our 
returns and minimize our error rate on answers. This will 
also allow us to perform the analysis on our pilot sample 
and hence test our computational procedures and produce 
some initial hypotheses.

c) Ranked Replies : Any survey could be ranked or 
unranked. A ranked survey could be done by demanding a 
numerical ordering form from 1 to a maximum number you are 
interested in. Since our survey is not an ordereing sample, 
therefore, most of the statistical criteria ( except the 
mode,the valid cases and the missing cases) will not be 
applied.

d) The Statistical Technique : The most powerful package 
which could be suggested is the SPSS (or the SPSSx). In our 
survey, the SPSSx version was applied in calculating the 
statistical results.

e) The Statistical Results : As stated earlier, the main 
objective of this survey is to support the findings of our 
empirical investigations. The statistical results of our 
survey indicate that higher interest rates policy could 
attract more savings and brings a more efficient 
allocations of the existing financial resources. This is in

With the help of a group of students from Yarmouk University in Jordan.
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line with our empirical results about the financial 
liberalization process in Jordan and its implications to 
economic growth (Chapters 8 and 9).

f) Technical Considerations : Before we present the 
statistical results of the survey , the following 
explanatory notes should be considered:

1) Each question will be given as a variable (V).The 
survey includes 21 variables.

2) Each sub-variable will be given a number (eg. 1 
for a,2 for b, 9 for not releveant and so on).

3) Value label is explained by writing the content of 
each question.

However, the questionnaire and the statistical results 
are presented as follows;

2- THE QUESTIONNAIRE: (translated from the Arabic)
QUESTIONNAIRE ABOUT BEHAVIOURAL FACTORS AFFECTING 
SAVING & INVESTMENT FOR A JORDANIAN SAMPLE

- Please answer all questions if possible.
- You are not required to mention your name.
- This questionnaire is for the purpose of research and all 

information is treated confidentially.
Section 1 : General Information
(1) What is your work field? 

a- Industry
b- Agriculture 
c- Trade
c- Governmnet or public sector 
d- None

(2) Location of your work area? 
a- In urban
b- In rural
c- In Badia (deserts)

(3) If you have a business (farm,factory,shop), how many
people are employed in it?
a- Less than 5 workers 
b- From 5-10 workers 
c- From 11-15 workers 
d- 15 and above 
e- Not relevant

(4) If you have a business, what is the size of the 
authorized capital?
a- Less than JD 1000 
b- From 1001 to 5000 
c- From 5001 to 15000 
d- From 15001 and above 
e- Not relevant
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(5) If you are an employee (public or private), which group 

of income you represent?
a- Group (A) 
b- Group (B) 
c- Group (C) 
d- Group (D) 
e- Group (E)

(Monthly income is JD 400 and above) 
(Monthly income between JD 300-400)
(Monthly income between JD 200-300)
(Monthly income between JD 100-200)
(Monthly income between JD 100 and below)

(6) Which of the following institutions you deal with 
financially?
a- Commercial banks
b- Specialized credit institutions (please specify)
c- Unorganized agents (such as merchants,money lenders)
d- Not relevant

(7) If you are involved in banking activities,then how 
long ago did you start using banking facilities? 
a- Less than one year
b- From 1 year to 5 
c- From 6 to 10 
d- More than 10 years 
e- Not relevant

(8) What type of transactions do you have with banking 
institutions?
a- As a depositor (current or saving accounts) 
b- As a borrower 
c- As depositor and borrower 
d- Not relevant

Section II: Depositing with Banks ;
(9) What were the principle reasons for depositing with 

banking institutions?
a- Safety
b- Accessability to funds 
c- Lack of other opportunities 
d- High interest rate on deposits 
e- For buying a house 
f- For future borrowing 
g- Not relevant

(10) What type of accounts do you have with financial 
institutions?

a- Current account 
b- Saving , time account
c- Current plus saving (or time) accounts, 
d- Not relevant

(11) What influenced you to choose such a form of account 
as mentioned in question (10)?

a- Higher interest rates on saving&time accounts 
b- Accessability to funds
c- Low interest rate on saving&time accounts 
d- Interest rates is not the criterion in my decision 
e- Not relevant

(12) Did you consider alternative forms of savings such as : 
a- Buying shares
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b- Buying gold
c- Buying government securities or investment bonds 
d- Buying land or property 
e- Lending to friends or relatives 
f- Not relevant

(13) Did you ever save (or deposit) money with foreign 
financial institutions?
if yes, then is it because of : 

a- Higher interest rates 
b- Less beaurocracy 
c- Confidentiality 
d- Security 
e- Others (specify) 
f- Not relevant

(14) If the banks in Jordan were to increase the rate of 
interest on saving (time) accounnts, would you save 
more with the banks?

a- Definitely yes 
b- May be 
c- Yes
d- This will not affect my behaviour
e- It depends upon the extent of increase in interest 

rates
Section III: Borrowing from Banks :
(15) If you are a borrower which of the following parties 

do you deal with?
a- Commercial banks
b- Specialized credit institutions (please specify) 
c- Merchants and money lenders 
d- Friends / relatives 
e- My employer 
f- Not relevant

(16) What is the purpose of your borrowing? 
a- For my business
b- For buying house or property
c- For buying durable goods
d- For education
e- Not relevant

(17) Do you usually deal with the unorganized sector (such 
as merchants or brokers)?
If yes, what are the reasons for such dealing?

a- I can not offer collateral or sponsorship
b- Barriers imposed by banks
c- I have exceeded the amount of borrowing allowed 

by financial institutions 
d- Banks are reluctant to lend me because of my 

past record 
e- Not relevant

(18) If you borrow from the unorganized markets 
(merchants,brokers..), at what rate of interest did 
you borrow the money?

a- 10-20 per cent per year
b- 20-30 per cent per year
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c- 30 per cent and above 
d- Not relevant

(19) If the banks were to relax their loan facilities while 
keeping interest rate (lending rate) unchanged, would 
you shift from borrowing from the unorganized sector 
to the organized market?

a- Definitely yes 
b- May be
c- I don't think so
d- This will not affect my behaviour 
e- Not relevant

(20) If the banks were to increase the lending rates in 
order to improve the credit facilities, could this:

a- Make you borrow more from the banks 
b- Borrow less from the money lenders 
c- Negatively affect your future borrowings 
d- It depends upon the extent of increase in interest 

rate
e- Will not affect my behaviour 
f- Not relevant

(21) Which of the following statements would you choose to 
describe (evaluate) the lending activities of the 
financial institutions in Jordan?

a- Very complex 
b- Not efficient 
c- Efficient 
d- Reasonable
e- Efficient and I am satisfied with it 
f- No comment

3: IHE STATISTICAL RESULTS : 
0 V 1 : X  question 1)

VALUE LABEL: VALID CUM
(WORK FIELD) VALUE FREQUENCY PERCENT PERCENT PERCENT

1 40 16.0 16.0 16.0
2 93 37.2 37.2 53.2
3 64 25.6 25.6 78.8
4 51 20.4 20.4 99.2
5 2 .8 .8 100.0

TOTAL 250 100.0 100.0
MEAN 2.528 STD ERR .064 MEDIAN 2.000
MODE 2.000 STD DEV 1.015 VARIANCE 1 .029
KURTOSIS -0.930 S E KURT .307 SKEWNESS . 168
S E SKEW .154 RANGE 4.000 MINIMUM 1.000 '
MAXIMUM 5.000 SUM 632.000

VALID CASES 250 
n - -

MISSING CASES 0
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01 VALID CUM
VALUE LABEL: VALUE FREQUENCY PERCENT PERCENT PERCENT
(LOCATION)

1 114 45.6 45.6 45.6
2 100 40.0 40.0 85.6
3 36 14.4 14.4 100.0

TOTAL 250 100.0 100.0
MEAN 1.716 STD ERR .051 MEDIAN 2.000
MODE 1.000 STD DEV .809 VARIANCE .654
KURTOSIS 6.379 S E KURT .307 SKEWNESS 1 .619
S E SKEW .154 RANGE 6.000 MINIMUM 1 .000
MAXIMUM 7.000 SUM 429.000

VALID CASES 250 MISSING CASES 0
0-  -  

0V3: (Question Ü
01 VALID CUM

VALUE LABEL: VALUE FREQUENCY PERCENT PERCENT PERCENT
(FORMS OF OWNERSHIP)

1 85 34.0 34.0 34.0
2 47 18.8 18.8 52.8
3 19 7.6 7.6 60.4
4 25 10.0 10.0 70.4
9 74 29.6 29.6 100.0

TOTAL 250 100.0 100.0
MEAN 4.008 STD ERR .213 MEDIAN 2.000
MODE 1 .000 STD DEV 3 . 366 VARIANCE 11 .333
KURTOSIS -1.317 S E KURT .307 SKEWNESS .689
S E SKEW . 154 RANGE 8.000 MINIMUM 1 .000
MAXIMUM 9.000 SUM 1002.000

VALID CASES 250 MISSING CASES

0V4: (Question ü
) VALID CUM

VALUE LABEL: VALUE FREQUENCY PERCENT PERCENT PERCENT
SIZE OF CAPITAL)

1 30 12.0 12.0 12.0
2 59 23.6 23.6 35.6
3 42 16.8 16.8 52.4
4 38 15.2 15.2 67.6
9 81 32.4 32.4 100.0

TOTAL 250 100.0 100.0
MEAN 4.620 STD ERR . 199 MEDIAN 3.000
MODE 9.000 STD DEV 3. 154 VARIANCE 9.947
KURTOSIS -1.455 S E KURT .307 SKEWNESS .534
S E SKEW .154 RANGE 8.000 MINIMUM 1 .000
MAXIMUM 9.000 SUM 1155.000
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MISSING CASES
0-  - - - - - - - -

0V5: (Question 5)
0

VALUE LABEL: 
(INCOME GROUPS)

VALID
VALUE FREQUENCY PERCENT PERCENT

CUM
PERCENT

1 12 4.8 4 .8 4.8
2 10 4.0 4 .0 8.8
3 6 2.4 2 .4 11.2
4 35 14.0 14 .0 25.2
5 187 74.8 74 .8 100.0

TOTAL 250 100.0 100 .0
MEAN 7.248 STD ERR .171 MEDIAN 9.000
MODE 5.000 STD DEV 2.706 VARIANCE 7.320
KURTOSIS -0.448 S E KURT .307 SKEWNESS -1.080
S E SKEW . 154 RANGE 8.000 MINIMUM 1 .000
MAXIMUM 9.000 SUM 1812.000

ALID CASES 250 MISSING CASES 0
0
QV6: (Question 6)
1 VALID CUM

VALUE LABEL : VALUE FREQUENCY PERCENT PERCENT PERCENT
TYPES OF INSTITUTION)

1 164 65.6 65.6 65.6
2 47 18.8 18.8 84.4
3 18 7.2 7.2 91 .6
4 12 8.4 8.4 100.0

TOTAL 250 100.0 100.0
MEAN 1 .592 STD ERR .066 MEDIAN 1 .000
MODE 1 .000 STD DEV 1 .050 VARIANCE 1 . 102
KURTOSIS 11.390 S E KURT .307 SKEWNESS 2.726
S E SKEW . 154 RANGE 8.000 MINIMUM 1 .000
MAXIMUM 9.000 SUM 398.000

VALID CASES 250 MISSING CASES 0
0-  - - - - - - - -

0V7: (Question 7)
0

VALUE LABEL: 
(BANKING HISTORY)

VALID CUM
VALUE FREQUENCY PERCENT PERCENT PERCENT

1 45 18.0 18.0 18.0
2 117 46.8 46.8 64.8
3 46 18.4 18.4 83.2
4 35 14.0 14.0 97.2
9 7 2.8 2.8 100.0

TOTAL 250 100.0 100.0
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MEAN 2.440 STD ERR .082 MEDIAN 2.000
MODE 2.000 STD DEV 1 .298 VARIANCE 1 .685
KURTOSIS 8 . 499 S E KURT .307 SKEWNESS 2.259
S E SKEW . 154 RANGE 8.000 MINIMUM 1 .000
MAXIMUM 9.000 SUM 610.000

VALID CASES 250 MISSING CASES
0-  - - - - - - - -

0 V 8 : (Question 8)
1 VALID CUM

VALUE LABEL : VALUE FREQUENCY PERCENT PERCENT PERCENT
TYPES OF TRANSACTION)

1 91 36.4 36.4 36.4
2 65 26.0 26.0 62.4
3 78 31 .2 31 .2 93.6
9 16 6.4 6.4 100.0

TOTAL 250 100.0 100.0

MEAN 2.348 STD ERR .114 MEDIAN 2.000
MODE 1 .000 STD DEV 1 .800 VARIANCE 3.240
KURTOSIS 7.102 S E KURT .307 SKEWNESS 2.567
S E SKEW . 154 RANGE 8.000 MINIMUM 1 .000
MAXIMUM 9.000 SUM 587.000

VALID CASES 250 MISSING CASES
0-  -  

pyj.:
01 VALID CUM

VALUE LABEL : VALUE FREQUENCY PERCENT PERCENT PERCENT
REASONS FOR DEPOSITING; WITH BANKS)

1 48 19.2 19.2 19.2
2 106 42.4 42.4 61 . 6
3 36 14.4 14.4 76.0
4 12 4.8 4.8 80.8
6 2 .8 .8 81 .6
7 6 2.4 2.4 84.0
9 40 16.0 16.0 100.0

TOTAL 250 100.0 100.0

MEAN 4 .640 STD ERR .214 MEDIAN 3.000
MODE 2.000 STD DEV 3.378 VARIANCE 11.412
KURTOSIS -1.749 S E KURT .307 SKEWNESS .318
S E SKEW . 154 RANGE 8.000 MINIMUM 1 .000
MAXIMUM 9.000 SUM 1160.000

VALID CASES 250 MISSING CASES
0-  - - - - - - - - -

0V1Q _L (Question 10)
0

VALUE LABEL: 
(TYPES OF ACCOUNT)

VALID CUM
VALUE FREQUENCY PERCENT PERCENT PERCENT

1 141 56.4 56.4 56.4
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2 26 10.4 10.4 66.8
3 53 21.2 21.2 88.0
9 30 12.0 12.0 100.0

TOTAL 250 100.0 100.0
MEAN 3 .872 STD ERR .213 MEDIAN 3.000
MODE 1 .000 STD DEV 3.364 VARIANCE 11 .317
KURTOSIS -1.216 S E KURT .307 SKEWNESS .769
S E SKEW . 154 RANGE 8.000 MINIMUM 1 .000
MAXIMUM 9.000 SUM 968.000

ALID CASES 250 MISSING CASES 0
0
0V11 _L (Question 11
1 VALID CUM

VALUE LABEL : VALUE FREQUENCY PERCENT PERCENT PERCENT
INFLUENCIAL FACTORS)

1 36 14.4 14.4 14.4
2 106 42.4 42.4 56.8
3 19 7.6 7.6 64.4
4 11 4.4 4.4 68.8
9 78 31 .2 31 .2 100.0

TOTAL 250 100.0 100.0
MEAN 4.232 STD ERR .209 MEDIAN 2.000
MODE 2.000 STD DEV 3.299 VARIANCE 10.886
KURTOSIS -1.408 S E KURT .307 SKEWNESS .680
S E SKEW . 154 RANGE 8.000 MINIMUM 1 .000
MAXIMUM 9 .000 SUM 1058.000

VALID CASES 250 MISSING CASES
0-  -  

0V12 (Question 12)
) VALID CUM

VALUE LABEL: VALUE FREQUENCY PERCENT PERCENT PERCENT
ALTERNATIVE FORMS OF SAVING)

1 24 9.6 9.6 9.6
2 68 27.2 27.2 36 .8
3 9 3.6 3.6 40.4
4 81 32.4 32.4 72.8
5 4 1 .6 1 .6 74.4
9 60 25.6 25.6 100.0

TOTAL 250 100.0 100.0
MEAN 6.700 STD ERR . 192 MEDIAN 9.000
MODE 4.000 STD DEV 3.038 VARIANCE 9.231
KURTOSIS -1.116 S E KURT .307 SKEWNESS -0.757
S E SKEW .154 RANGE 8.000 MINIMUM 1 .000
MAXIMUM 9.000 SUM 1675.000
FALID CASES 250 
1- - - -  - -  - -  - -  -

MISSING CASES 0
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0
VALUE LABEL: 

(FOREIGN BANKING)
VALID CUM

VALUE FREQUENCY PERCENT PERCENT PERCENT

1 25 10.0 10.0 10.0
2 9 3.6 3.6 13.6
3 5 2.0 2.0 15.6
4 3 1 .2 1 .2 16.8
5 1 .4 .4 17.2
9 207 82.8 82.8 100.0

TOTAL 250 100.0 100.0
MEAN 7.752 STD ERR . 176 MEDIAN 9.000
MODE 9.000 STD DEV 2.779 VARIANCE 7.721
KURTOSIS 1 .484 S E KURT .307 SKEWNESS -1.834
S E SKEW . 154 RANGE 8.000 MINIMUM 1 .000
MAXIMUM 9.000 SUM 1938.000

VALID CASES 250 MISSING CASES 0
0-  -  

QV14 (Question 14
0 VALID CUM

VALUE LABEL : VALUE FREQUENCY PERCENT PERCENT PERCENT
(PUBLIC RESPONSE TO AN INCREASE IN DEPOSIT RATES)

1 62 24.8 24.8 24.8
2 47 18.8 18.8 43.6
3 29 11.6 11.6 55.2
4 38 15.2 15.2 70.4
5 74 29.6 29.6 100.0

TOTAL 250 100.0 100.0
MEAN 4.096 STD ERR . 196 MEDIAN 3.000
MODE 5.000 STD DEV 3. 103 VARIANCE 9.629
KURTOSIS -1.089 S E KURT .307 SKEWNESS .719
S E SKEW . 154 RANGE 8.000 MINIMUM 1 .000
MAXIMUM 9.000 SUM 1024.000

VALID CASES 250 MISSING CASES
0-  - - - - - - - - -

0V15 j. (Question 15)
0 VALID CUM

VALUE LABEL: VALUE FREQUENCY PERCENT PERCENT PERCENT
(OTHER SOURCES OF BORROWING)

1 90 36.0 36.0 36.0
2 40 16.0 16.0 52.0
3 18 7.2 7.2 59.2
4 41 16.4 16.4 75.6
5 5 2.0 2.0 77.6
9 56 22.4 22.4 100.0

TOTAL 250 100.0 100.0

MEAN 4.240 STD ERR .222 MEDIAN 2.000
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STD DEV 3.515
S E KURT .307
RANGE 8.000
SUM 1060.000

VARIANCE
SKEWNESS
MINIMUM

12 352 
.507 

1 .000

VALID CASES 250 MISSING CASES 0
0-  - - - - - - - -

0V16 _L (Question 16
VALID CUM

VALUE LABEL: VALUE FREQUENCY PERCENT PERCENT PERCENT
PURPOSE OF BORROWING)

1 95 38.0 38.0 38.0
2 30 12.0 12.0 50.0
3 16 6.4 6.4 56.4
4 15 6.0 6.0 62.4
9 94 37.6 37.6 100.0

TOTAL 250 100.0 100.0
MEAN 4.452 STD ERR .230 MEDIAN 2 . 500
MODE 1 .000 STD DEV 3.637 VARIANCE 13.229
KURTOSIS -1.747 S E KURT .307 SKEWNESS .374
S E SKEW . 154 RANGE 8.000 MINIMUM 1 .000
MAXIMUM 9.000 SUM 1113.000
ALID CASES 250 MISSING CASES 0

0V17 _L (Question 17)
VALID CUM

VALUE LABEL : VALUE FREQUENCY PERCENT PERCENT PERCENT
(DEALING WITH THE UNORGANIZED SECTOR)

1 37 14.8 14.8 14.8
2 16 6.4 6.4 21 .2
3 6 2.4 2.4 23.6
4 4 1.6 1.6 25.2
9 187 74.8 74.8 100.0

TOTAL 250 100.0 100.0
MEAN 7.272 STD ERR . 194 MEDIAN 9.000
MODE 9.000 STD DEV 3.064 VARIANCE 9.388
KURTOSIS -0.162 S E KURT .307 SKEWNESS -1.300
S E SKEW . 154 RANGE 8.000 MINIMUM 1 .000
MAXIMUM 9.000 SUM 1818.000

VALID CASES 250 MISSING CASES 0
0-  -  

0V18: (Question 18)

VALUE LABEL: VALUE FREQUENCY PERCENT
(INTEREST RATES IN THE CURB MARKET)

1 14 5.6
2 31 12.4
3 8 3.2

VALID
PERCENT

5.6
12.4
3.2

CUM
PERCENT

5.6 
18.0 
21 . 2
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9 197 78.8 78.8 100.0

TOTAL 250 100.0 100.0

MEAN 7.604 STD ERR . 174 MEDIAN 9.000
MODE 9.000 STD DEV 2.748 VARIANCE 7.549
KÜRTOSIS .580 S E KURT .307 SKEWNESS -1.547
S E SKEW . 154 RANGE 8.000 MINIMUM 1 .000
MAXIMUM 9.000 SUM 1901.000

VALID CASES 250 MISSING CASES 0
0- - - - - - - - - - -
0V19 : (Question 19)
0 VALID CUM

VALUE LABEL: VALUE FREQUENCY PERCENT PERCENT PERCENT
(RELAXING LOAN FACILITIES)

1 117 46.8 46.8 46.8
2 37 14.8 14.8 61 .6
3 6 2.4 2.4 64.0
4 6 2.4 2.4 66.4
9 84 33.6 33.6 100.0

TOTAL 250 100.0 100.0
MEAN 3 . 956 STD ERR .230 MEDIAN 2.000
MODE 1 .000 STD DEV 3 . 644 VARIANCE 13.279
KURTOSIS -1 .547 S E KURT .307 SKEWNESS .625
S E SKEW . 154 RANGE 8.000 MINIMUM 1 .000
MAXIMUM 9.000 SUM 989.000

VALID CASES 250 MISSING CASES 0
0- - - - - - - - - - -
0V20 : (Question 20)
0 VALID CUM

VALUE LABEL: VALUE FREQUENCY PERCENT PERCENT PERCENT
(PUBLIC RESPONSE TO AN INCREASE ;IN LENDING RATES)

1 81 32.4 32.4 32.4
2 28 11.2 11.2 43.6
3 7 2.8 2.8 46.4
4 38 15.2 15.2 61 .6
5 7 2.8 2.8 64.4
9 89 35.6 35.6 100.0

TOTAL 250 100.0 100.0
MEAN 4.584 STD ERR .219 MEDIAN 4.000
MODE 9.000 STD DEV 3.468 VARIANCE 12.027
KURTOSIS -1.657 S E KURT .307 SKEWNESS .332
S E SKEW . 154 RANGE 8.000 MINIMUM 1 .000
MAXIMUM 9.000 SUM 1146.000

VALID CASES 
O

250 MISSING CASES 0

0
0V21 (Question 21)
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0 VALID CUM

VALUE LABEL: VALUE FREQUENCY PERCENT PERCENT PERCENT
(EVALUATION OF LENDING ACTIVITIES)

1 60 24.0 24.0 24.0
2 78 31 .2 31 .2 55.2
3 12 4.8 4.8 60.0
4 25 10.0 10.0 70.0
5 6 2.0 2.0 72.0
9 70 28.0 28.0 100.0

TOTAL 250 100.0 100.0

MEAN 4.048 STD ERR .206 MEDIAN 2.000
MODE 2.000 STD DEV 3.253 VARIANCE 10.581
KURTOSIS -1.253 S E KURT 1 . 992 SKEWNESS .724
S E SKEW .154 RANGE 8.000 MINIMUM 1 .000
MAXIMUM 9.000 SUM 1012.000

VALID CASES 250 
n- - - - - - - - - - -

MISSING CASES 0

END.
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STATISTICAL APPENDIX £

ER GOV CBJ CR INDEX

1964 20.00 0.00 0.00 31.20 50.00

1965 10.68 0.00 0.00 33.30 51.00
1966 12.30 0.00 0.05 38.99 52.00
1967 10.40 0.00 0.00 38.89 52.20

1968 10.20 0.00 0.00 41 .00 54.10
1969 8.70 3.76 0.00 45.40 56.30
1970 9.30 3.54 0.26 45.50 59.60
1971 12.90 8.55 0.69 46.90 62.70
1972 20.70 16.17 0.31 50.60 67.30
1973 20.90 16.94 0.23 61 .80 74.80
1974 18.50 14.91 0.41 84.90 89.30
1975 22.40 24.48 2.85 126.70 100.00
1976 21.40 23.03 0.27 207.00 111.00
1977 42.60 32.85 6.60 244.00 127.00
1978 89.90 68 .60 8.66 332.80 137.00
1979 74.30 73.82 7.18 465.00 156.00
1980 135.30 59.81 10.00 563.80 173.00
1981 131.10 80.78 14.68 721.30 193.00
1982 116.90 102.77 39.07 887.20 207.00
1983 147.20 147.22 64.66 1030.90 215.10
1984 119.30 208.51 89.07 1184.82 220.70

* Cost -of-Living- Index (1975=100).
e All figures are in JD million and in nominal terms .The interesi

rates and other indexes are in %.



-341-
Table (2):

CUR D(dep.) T(dep.) S(dep.) Y

1964 23.02 16.70 22.60 3.10 160.60

1965 26.35 20.80 15.70 3.90 180.50
1966 30.33 25.70 17.70 4.10 185.70
1967 51.52 23.70 18.20 3.70 142.50

1968 63.55 24.40 19.50 3.90 166.40
1969 71 .29 24.90 20.20 4.80 197.40
1970 82.43 23.00 21 .00 5.90 187.00
1971 83.01 25.00 21.80 7.30 199.40
1972 81.47 33.50 23.90 9.50 221.00
1973 97.48 41 .80 26.00 12.40 241 .50
1974 115.45 56.50 33.90 16.30 279.30
1975 138.95 85.60 45.30 24.60 376.00
1976 161.35 115.50 60.80 49.10 562.40

1977 187.99 143.00 87.20 61.80 660.10
1978 219.45 155.90 190.80 85.10 781.00
1979 275.39 197.30 270.90 109.10 921.30

1980 351.63 243.10 391.30 129.10 1185.30
1981 412.31 289.40 500.00 161 .10 1501.00
1982 469.98 317.50 626.60 180.40 1695.40

1983 516.05 353.40 794.20 215.90 1848.30
1984 530.52 347.90 958.31 235.14 1885.10

DT = T(dep.) + S(dep.).
Total deposits(D)= D(dep. )+DT.



Table (3):

-342-

CONS YD IMP EXP

1964 149.11 125.00 144.71 50.30 7.00

1965 170.55 139.50 159.98 56.00 7.70

1966 183.10 151.50 167.77 68.20 8.70

1967 164.10 103.80 124.23 55.00 10.00

1968 154.45 127.40 147.30 57.50 12.20
1969 181 .90 156.80 174.41 67.70 11.90

1970 192.20 152.80 165.54 65.90 9.30
1971 193.20 161.70 176.10 76.60 8.80
1972 210.20 177.40 193.25 95.30 12.60
1973 231.25 183.10 207.38 108.20 14.00
1974 260.40 199.80 235.72 156.50 39.40
1975 327.65 295.40 317.86 234.00 40. 10
1976 469.20 362.60 473.30 339.50 49.50
1977 611.25 470.50 542.36 454.40 60.20
1978 720.55 560.40 657.72 458.80 64.10

1979 851 .15 722.60 770.20 589.50 82.50
1980 1053.30 824.50 1010.64 716.00 120.00
1981 1343.15 1071.50 1268.03 1047.50 169.03

1982 1598.20 1221.60 1432.27 1142.50 185.60
1983 1771.85 1347.90 1555.43 1103.30 160.10
1984 1866.70 1397.00 1569.53 1071.30 261.00

* Permanent income
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Table (4):

RSh RGh RCh P
*

P

1964 3.00 5.00 8.25 2.00 --

1965 3.75 5.00 8.25 2.00 1 .96
1966 3.75 5.00 8.25 2.00 1.96
1967 3.75 5.00 8.25 0.20 0.44

1968 3.75 5.00 8.25 3.60 3.47

1969 3.75 5.00 8.25 4.10 3.87
1970 3.75 5.00 8.25 5.90 5.54
1971 4.50 5.00 9.00 5.20 4.92
1972 4.50 5.04 9.00 7.30 6.91
1973 4.50 4.90 9.00 11.10 10.45

1974 4.50 4.90 9.00 19.40 18.11
1975 5.25 4.90 9.00 12.00 11.23
1976 5.25 4.91 9.00 11.00 10.32

1977 5.50 5.00 9.00 14.40 13.49
1978 5.50 4.75 9.00 7.90 7.41
1979 5.50 4.50 9.00 13.80 12.98

1980 5.50 4.00 9.00 10.80 10.22

1981 5.50 4.50 9.00 11.50 10.84
1982 5.50 4.50 9.00 7.40 6.83

1983 5.88 4.83 8.81 3.90 3.73

1984 6.33 5.12 8.75 3.10 2.89

is the expected rate of inflation as estimated by ARIMA.
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DISCR INV GE AID REM

1964 5.50 18.80 43.62 28.25 11.60
1965 5.50 23.90 46.99 41.63 12.90

1966 5.50 27.70 38.60 46.52 15.20
1967 5.25 24.00 68.15 51.58 11.30
1968 5.25 27.00 80.52 53.10 10.30

1969 5-25 35.80 88.41 45.80 14.00
1970 5.25 25.20 80.71 39.10 12.60
1971 5.25 30.70 83.15 35.50 13.20
1972 5.00 36.30 101.00 65.96 13.80
1973 5.00 47.20 45.00 61 . 10 23.20
1974 5.00 63.20 119.51 84.40 32.00
1975 5.00 87.90 146.62 138.00 63.90
1976 5.50 150.20 204.86 122.00 140.80
1977 5.50 197.00 262.48 167.00 145.90

1978 5.50 223.00 337.84 102.00 148.80

1979 6.00 294.50 361.51 318.10 168.30
1980 6.00 397.80 515.66 390.00 206.30

1981 6.50 564.80 563.14 416.30 344.90
1982 6.50 597.00 647.10 350.00 372.20
1983 6.50 502.80 656.28 295.00 414.80
1984 5.60 480.00 717.65 285.00 362.10
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POP LA Ml M2

1964 1.70 0.33 39.7 53.6

1965 1.91 0.36 47.1 64.1
1966 1.97 0.41 56.0 75.8
1967 2.04 0.66 75.2 94.1

1968 2.10 0.65 87.9 108.8
1969 2.19 0.60 96.2 118.8
1970 2.30 0.69 105.5 129.1
1971 2.38 0.68 108.0 135.1
1972 2.46 0.66 115.0 146.5
1973 2.54 0.73 139.2 176.1

1974 2.62 0.79 171 .9 219.8
1975 2.70 0.77 224.6 288.4
1976 2.78 0.67 276.9 378.3
1977 2.89 0.70 331 .0 467.6
1978 2.98 0.76 375.4 606.7
1979 3.09 0.83 472.6 773.1
1980 3.13 0.83 594.8 984.8
1981 3.24 0.79 701 .7 1179.9
1982 3.36 0.83 787.5 1403.3

1983 3.40 0.87 869.4 1615.2
1984 3.50 0.93 878.4 1757.7



—346—

BIBLIOGRAPHY

Abdul, Masih (1974)." Financial Institutions and Private 
Investment in Pakistan. 1955/56-1969/70", Ph.D Thesis,
University of Leeds.

Adekunle, J.(1968)." The Demand for Money-.Evidence from
Developed and Less Developed Economies ", IMF Staff
Papers,15.

Adelman ,Irma and Morris, C.C1968)." An Econometric Model 
for Socio-Economic and Political Change in Underdeveloped 
Countries", American Economic Review. 58, No.5.

Aiss, Abdi (1978) ."Commercial Banks and Economic
Development. The Experience of Eastern Africa" , Praeger, 
New York.

Akyuz, A. (1971)." Money and Inflation in Turkey", Ph.D 
Dissertation, University of East Anglia.

Annani, Jawad (1975)." A Comparison Between the Effect of 
Fiscal and Monetary Actions on the Economic Activities : 
Case of Jordan" Ph.D Thesis, University of Georgia.

Ando, A and Modigliani, F.(1963)." The Life Cycl's 
Hypothesis of Savings: Aggregate Implication and Tests" , 
American Economic Review. March.

Ayre, P . (1981)." Money , Inflation, Growth in : Ghatak,S.: 
Monetary Economics in Developing Countries". Macmillan.

Ball, R and Drake, P . (1964)." The Relationship Between 
Aggregate Consumption and Wealth", International Economic 
Review. 5.

Banin Hani, Shafik (1984)." Study of the Agricultural 
Credit Corporation's Financial Situation". (in Arabic), 
ACC, Department of Studies and Statistics.



-347-

Bean, C.(1978)." The Determination of Consumer's
Expenditure in the U.K.", Treasury Working Paper. No.4, 
July.

Bhatia,R and Khatkhate,D.(1975)."Financial Intermediation, 
Saving Mobilization and Entrepreneural Development-The 
African Experience", I M F .Staff Papers.Vol.XXII , No.1.

Bottomley, A . (1963)." Premium for Risk as a Determinant of 
Interest Rates in Underdeveloped Rural Area", Quarterly 
Journal of Economics. Vol 77.

Box, G. and Jenkins, G.(1973)." Time Series Analysis". 
Revised Edition, Hoden Day.

Brimmer,Andrew (1971). "Central Banking and Economic 
Development - The Record of Innovation" , Journal of Money. 
Credit and Banking. 3.

Brown ,L.M.(1952)." Habit Persistence and Lags in Consumer 
Behaviour", Econometrica. 20.

Brunner,K. and Meltzer,A .(1964)." Studies in Money and 
Monetary policy: Some Further Investigation of Demand and
Supply Function for Money", Journal of Finance. X1X.

Buffie, Edward.(1984)." Financial Repression , The New 
Structuralists, and Stabilization Policy in
Semi-Industrialized Economies", Journal of Development 
Economics. 14.

Cameron, R.(1967)." Banking in the Early Stage of 
Industrialization" , Oxford University Press, London.

Cavallo, D.(1977),“ Stagflationary Effects on Monetarist 
Stabilization Policies", Ph.D Thesis, (Harvard
University,M A ) .

Chandavarkar, A . (1971);" Some Aspects of Interest Rates



-348-
Policies in Less Developed Economies. The Experience in 
Selected Asian Countries", IMF.Staff Papers.18.1.

Chandlers, L.V.(1962)." Central Banking and Economic 
Development". University of Bombay.

Chenery, H.(1952).“ Over Capacity and the Acceleration 
Principle", Econometrica. 20.

Chow,G.C.(1969)." Test of Equality Between Sets of 
Coefficients in Two Linear Regression", Econometrica. 25.

Coat,W. and Khatkhate,D.(1983)." Money and Monetary Policy 
in Developing Countries" , Pergamon.

Cuthbertson, K.(1982). The Determination of Expenditures on 
Consumer Durable's " , National Institute Economic Review. 
94.

Domar, E . (1948)."The Problem of Capital Formation", 
American American Review. 12.

Davidson,J.,Hendry,F .,Srba,F.,and Yeo,S.(1978)."Econometric 
Modelling of the Aggregate Time-Series Relationship Between 
Consumer's Expenditure and Income in the United Kingdom", 
Economic Journal. 86.

Domar, E.(1949)." Capital Expansion , Rate of Growth and 
Employment", Econometrica. 14.

Duesenberry, J.(1949)." Income. Saving and Theory of 
Consumer Behaviour". Cambridge: Harvard University Press.

Farley,J.U and Hinich,M.J.(1970)." A Test For Shifting 
Slope Coefficient in a Linear Model", Journal of The 
American Assosiation. 65.

Fry, Maxwel (1978)." Money and Capital of Financial 
Deepening in Economic Development" , Journal of Money. 
Credit and Banking. 10,(4) .



-349-

Fry, Maxwel (1980);." Saving, Investment, Growth and the 
Cost of Financial Repression" , World Development. 8.

Fry, M; Abes, 5; Myoung, M; Pairoj, V; Anond, p and 
Teh-Pei, Yu. (1977)." Financial Liberalization and Domestic 
Saving in Economic Development : An Empirical Test for Six 
Countries", Pakistan Developmetn Review. 16.

Galbis, Vicente (1978-79)." Money, Investment, and Growth 
in Latin America, 1961-73.", Economic Development and 
Cultural Changes. 27.

Gerschenkron, Alexander (1962 ." Economic Backwardness in 
Historical Perspective ; A Book of Essavs". Cambridge, Mass: 
Harvard University Press.

Gilbert, Brown (1973)." Korean Pricing ± Policies and 
Economic Development in the 19 66". John Hopkins Universitiy 
Press.

Ghatak,S.(1975)." Rural Interest Rates in the Indian 
Economy", The Journal of Development Studies. 11,13.

Ghatak,S.(1976)." Rural Money Market in India". Macmillan 
of India, Delhi.

Ghatak, S . (1981)." Monetary Economics in Developing 
Countries". Macmillan, London.

Ghatak, S.(1986a). 2  Development Economics". Allen & Unwin, 
London.

Ghatak,S.(1986b)." Money as a Consumer or Producer Good in 
Growth Model", University of Leicester, Discussion Paper, 
No.34.

Giovannini, A . (1983)." The Interest Elasticity of Savings 
in Developing Countries, The Existing Evidence", World 
Development. Vol.11 ,No.7^



-350-

Goldsmith, Raymond (1969)." Financial Structure and 
Development" , New Haven, Yale University Press.

Goldfeld, Stephen (1969)." Commercial Bank Behaviour and 
Economic Activity". North Holland Publishing Company , 
Amsterdam .

Goodwin, R.(1951).“ The Non-Linear Accelerator and the 
Persistence of Business Cycle", Econometrica. January.

Gurley, John (1967)." Financial Structure in Developing 
Economies" in: Fiscal and Monetary Problems in Developing
States. ed. D.Kriving , Praegor, New York.

Gurley, John (1967)." Review of Banking in the Early Stage 
of Industrialization " , e d . R.Cameron: American Economic 
Review. No.4.

Gupta, K.(1970)." Personal Saving in Developing Nations: 
Further Evidence", Economimc Record. Vol.46.

Haddad, Adeeb (1979)." An Econometric Monetary Model of the 
Jordanian Economy", Ph.D Thesis, Oklahoma State University.

Hanson,J and Vogel,R.(1973)." Inflation and Monetary 
velocity in Latin America", Review of Economic and 
Statistics. 55.

Hendry,D and Sternberg,T.(1980)." Liquidity and Inflation 
Effects on Consumption's Expenditure, in A.Deaton (ed). 
Essays in the Theory and Measurement of Consumer
Behaviour". Cambridge University Press.

Hurwic, L.(1950)." Least Square Bias in Time Series . In 
T.C. Koopmas (ed) Statistical Inference in Dynamic
Economic Model". 5, New York.

Hoel, Paul and Jessen, Raymond (1982)." Basic Statistics 
for Business and Economics". Wiley and Sons, Inc.



-351-

Ibrahim, Issa (1983)." The Structure of the Jordanian 
Economy: An Econometric Investigation", Ph.D Thesis,
University of Southampton.

IMF. International Financial Statistics.

Imam ,A. (1970)." A Structural Model of Pakistan's Monetary 
Sector", Pakistan Development Review. X.

Intriligator, Michael (1967)." Econometric Model. Technique 
and Applications". Englewood Cliff, N.J. Prentice-Hall Inc.

Jaffe, D .(1971)." Credit Rationing and the Commercial Loans 
Market- An Econometric Study of the Commercial Loan Market" 
^ John Wiley and Sons, Inc.

Johnson, H.(1978)." Money in a New-Classical One Sector 
Growth Model", in Harry Johnson, 1978, Selected Essays in 
Monetary Economics. George Allen and Unwin. London.

Johnston, J.(1963)." Econometric Methods ", Me Graw Hill 
Co., New York.

Jorgenson, Dale (1963)." The Theory of Investment 
Behaviour", American Review. Proceeding ,53.

Kapur,B.(1976). " Alternative Stabilization Policies for 
Less Developed Economies", Journal of Political Economy. 
Vol.84, No.4i, August.

Keynes,J.M.(1936)." The General Theory of Employment. 
Interest and Money". Harcourt, Barce and World Inc. New 
York.

Khatkhate,D.(1972)." Prior-Saving and Investment-First 
Approach to Monetary Policy- A critique", IMF. Staff 
Papers . No . 19_i_

Khatkhate, D.(1977). " Deposit Substitutes and Their



-352-
Operational Significance in a Developing Economy. the 
Philippine Case", IMF. memeograph, October.

Khosaka,A.(1984)." The High Interest Rate Policy and
Financial Repression", The Developing Economies. 22.

Laidler, David (1970)." The Demand for Money ^  Theories and 
Evidence". International Text for Book Company.

Leff,N. and Sato,K.(1980)."Macroeconomic Adjustment in 
Developing Countries :Instability,Short-Run Growth and 
External Dependency", The Review of Economics and
Statistics.26.

Levhari,D and Patinking,D.(1968)." The Role of Money in a 
Simple Growht Model", American Economic Review. 58.

LLoyds Bank Group (1985). Jordan j. Economic Report.

Lumas, Prem and Martin,William (1983)."An Analysis of the
Demand for Cash Balances by the Manufacturing Firms in a 
Developing Economy", Journal of Development Economics.12.

Malinvaud, E . (1966)." Statistical Method of Econometrics". 
North-Holland Publishing Co. Amsterdam.

Marto, M . ( 1974)." A Money Supply Model : Jordan". Central 
Bank of Jordan, Amman.

Mazur, Michael (1979)." Economimc Growth and Development in 
Jordan" , Crom Helm. London.

McKinnon,R and Mathieson, D.(1981)." How to Manage a 
Repressed Economy". Princeton University, Princeton, New 
Jersey.

Meltzer,Allan (1959). " The Behaviour of the Frensh Money
Supply,1938-54", Journal of Political Economy. 67.

Meller, W.(1973)." TSERIES a User Oriented Computer



-353-
Proaramme for Identifying. Fitting and Forcasting ARIMA 
Time Series Models." ASA, 1077.

Modigiliani, Franco (1963)." The Monetary Mechanism and its 
Interaction With Real Phenomena", Review of Economics and 
Statistics XIV.

National Westminister Bank (1984)." Jordan, an Economic 
Report. London.

Owen,D. and Fallas, 0.(1986)." The New Structuralists 
Critique of Financial Liberalization: The Role of
Unorganized Money Market and Unproductive' Assets" , 
Discussion Paper, University of Reading, May.

Park,Y.(1973)." The Role of Money in Stabilization Policy 
in Developing Countries", IMF. Staff Papers. Vol.XX, No.2.

Park , Y.(1983)." Towards a Monetary Model for Developing
Countries", in Money and Monetary Policy in LD C s .

Patrie,Hugh.T.(1966)."Financial Development and Economic 
Growth in Underdeveloped Countries", Economic Development 
and Cultural Changes. Vol XIV.

Pindyck and Rubinfeld (1981)." Econometric Models and 
Economic Forecsts", McGraw Hill Company, New York.

Porter, R.C.(1983)." The Promotion of the Banking Habit and 
Economic Development" , in Money and Monetary Policy in 
Developed Countries. by Coat,W and Khatkhate,D., Pergamon 
Press, Oxford.

Presley,J.(1985)." The Monetary Sector in a Financial 
Surplus Islamic Developing Economy: The Case of Saudi 
Arabia", Research Paper No.3, University of Loughborough.

Roberts John (1984)." Jordan's Economic Growth in the 
1970's :Policies for Responding to an External Stimulus",
Development Policy Review. Vol.2, No.2.



“354“

Rostow, W . (1963)." The Stage of Economic Growth". Cambridge 
University Press.

Saket, Bassam (1983)." Economic Uses of Remittances The 
Case of Jordan" , Amman.

Salah, J.C1979)." The Role of Financial Intermediaries in 
the Economic Development of Jordan", Ph.D Thesis , 
University of Keele.

Sayigh yusif (1978)." The Economic of the Arab World". Crom 
Helm. London.

Schumpeter,J.A.(1949)." The Theory of Economic
Development". Cambridge, Mass: Harvard University Press.

Semudram,M.(1982)." Macromodel of the Malaysian Economy: 
1959-1977", Developing Economies. 20.

Shaw, Edward (1973)." Financing Deepening in Economic 
Development". Oxford University Press.

Shehadeh, Ali Quandil (1982)." Determination of the Demand 
for and Supply of Money in Jordan 1967-80", Ph.D Thesis, 
University of Illinois of Urbana-Champaign.

Snyder,W.(1964)." Money in a Developing Economy: A Case 
Study of Pakistan, 1953-61" , The Review of Economic and 
Statistics. Vol 46 No.2.

Spiro,A. (1962)." Wealth and the Consumption Function", 
Journal of Political Economy. 70.

Sukkar,Y .(1974)." The Interest Rate Structure in Jordan" , 
(in Arabic), The Central Bank Publication, Amman.

Teigen,R.(1974)." Demand and Supply Function for Money in 
the United States : Some Structural Estimates",
Econometrica. October.



-355-

Theil , H . (1970)." Economic Forecasts and Policy" 
North-Holland Publication, Amsterdam.

The International Bank for Reconstruction and Development: 
The Economic Development of Jordan". Baltimore: The John 
Hopkins Press.

Tobin, James (1956)." The Interest Elasticity of
Transaction Demand for Cash", Review of Economic and 
Statistics. Vol.39.

Tobin,James(1958)." Liquidity Preference as Behaviour 
Towards Risk", Review of Economic Studies. February.

Tobin, James (1965)." Money and Economic Growth",
Econometrica. 33.

Towned,J.C .(1976)." The Personal Saving Ratios", Bank of 
England Quarterly Bulletin. 16.

Umayyah, Tukan (1974)." ^  Analysis of Central Bank in
Jordan". Publication of the Central Bank of Jorda, Amman.

W a i ,Ü .(1957)." Interest Rates Outside the Organized Money 
Market of Underdeveloped Countries" , IMF. Staff Paper. 6.

Wai,U. and Wong,C.(1982)." Determinants of Private
Investment in Developing Countries", The Journal of 
Development Studies. 19.

Wonnacott Wonnacott (1979)." Econometrics" , John Wiley & 
Sons. New York.

Wijnbergen, V.(1982)." Stagflationary Effects of Monetary 
Stabilization Policies : A Quantitative Analysis of South
Korea", Journal of Development Economics. 10.

Wijnbergen,V.(1983a)." Credit Policy, Inflation and Growth 
in a Financially Repressed Economy", Journal of Development



-356-
Economics. 13.

Wijnbergen, V.(1983b)." Interest Rate Management in LDC's 
", Journal of Monetary Economics. 12.

Wijnbergen, V.(1985)." Macro-Economic Efffect of Changes in 
Bank Interest Rates: Simulation Results for South Korea", 
Journal of Development Economics. 18.

Williamson, J.(1979)." Why Korean Save So Little?", Journal 
of Development Economics. No.6.

Wilson,Rodney (1983)." Banking & Finance in the Arab Middle 
East". Macmillan Publishers LTD.

Wilson, Rodney (1984)." Islamic Business. Theory and 
Practice". The Economic Intelligence Unit. No.178.

Yangho Byeon (1985)." Effect of Financial Liberalization 
and Monetary Policy in the Presence of Unregulated Money 
Market. Ph.D Thesis, Northern Illinois University.

Zaghal, A l i (1983)."Social Changes in Jordan". Yarmouk 
University, Jordan.

Publication:

The Central Bank of Jordan, Annual Report.
The Central Bank of Jordan, Monthly Statistical Bulletin
The Central Bank of Jordan , Yearly Statistical Series.
The Central Bank of Jordan. (1984), Special Issue.
The Central Bank of Jordan, Law N o .23 of 1971.
Jordanian Departyment of Statistics.
The National Planning Council.
The Agriculatural Credit Corporation, Annual Reports.
The Jordan Agricultural Cooperative. Annual Reports.
The Industrial Development Bank , Annual Reports.
The Housing Bank, Annual Reports.


