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Abstract

This 1s an empirical study of the neglected role of stock market development in the process
of economic growth in the case of a particular developing economy-Jordan. In particular,
this study evaluates the impact of stock market development on economic growth, and takes
Jordan as a country-specific case study using both the macro- and micro-level data sets.
Thus, the study uses an assortment of different data sets and empirical methodologies to
assess the relation between the stock market and economic growth within a specific
country's experience. As a result, this study provides some knowledge that might usefully be

generalised to other developing counties, particularly to those with a similar economic
structure.

The primary contribution of this study lies in the fact that it 1s the first attempt to study the
impact of stock market development on the economic growth process of specific-country
experience, in both the quantitative and qualitative senses. It is also the most comprehensive

empirical study of finance-growth with respect to the role of the stock market in macro- and
micro-level aspects.

The main aims of this study have been to answer the following questions:

(i) Does stock market development have any influence on economic growth in Jordan?

(i1) Is the stock market a leading sector in the Jordanian economy? Or is any feedback
consequence effect of the economic growth generated elsewhere? Or 1s 1t a two-way
causation’

(iii)) Does stock market development facilitate the growth ot Jordanian firms in terms of
value added growth?

(iv) Does stock market development importantly influence Jordamian firms’ financial
structure choices?

(v) Does stock market complement or substitute for the banking sector in providing
financial services to the Jordanian economy?

Chapters V to VIII of the study attempt empirically to answer these questions. The main
findings are: First, stock market development has a significant effect on economic growth,
and this effect remains strong even after controlling for banking sector and other control
variables. Second, while the evidence largely supports the view that there is a stable, long
run equilibrium relationship between the evolution of the stock market and the evolution of
the economy, it provides no support for the view that the stock market is a leading sector 1n
the process of Jordan’s economic development. The evidence supports the view that the
relation between stock market development and economic growth in Jordan 1is bi-directional.
Third, the micro-level tests suggest that stock market development exerts a statistically
significantly and economically large impact on the growth of firms’. More particularly, the
evidence indicates that with more development in the stock market, firms that use equity
finance heavily grow faster than firms that do not. Fourth, stock market development is a
significantly and positively related to the debt to equity ratio of firms. Finally, all the
findings described in this study support the view that the stock market and the banking
sector in Jordan are complementary rather than substitutes in providing financial services to

the economy.
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Chapter I
Precursors

1.1 Introduction

During the last decade the relationship between financial development and economic growth
has become an issue of extensive analysis and debate. The question bears upon whether
financial factors are important in influencing economic development. Academics have vastly
different views on this issue. Some economists believe that the role of finance in economic
growth 1s either unimportant or of second-order importance. Others believe that financial
aspects play a key role in the growth process. For example, Lucas (1988) asserts that
“Economists badly over-stress the role of financial factors in economic growth” (p.3), in
contrast, Summers (1997) asserts that “Financial markets don’t just oil the wheels of economic

growth...They are the wheels of economic growth” (p.1).

That two such prominent economists could hold views so diametrically opposed to each other
1s rather startling to the casual observer. But such disagreements regarding the importance of
financial development in economic growth are not new. Bagehot (1873) and Hicks (1969), for
example, have argued that financial development played a critical role 1n England’s
industrialisation by facilitating the mobilisation of capital for “immense works”. Bagehot
(1873) observed “‘we have entirely lost the idea that any underertaking likely to pay, and seen
to be likely, can perish for want of money; yet no idea was more familiar to our ancestors, or
is more common is most countries. A citizen of London in Queen Elizabeth’s time...would
have thought that it was no use inventing railways (if he could have understood what a
railway meant), for you would have not been able to collect the capital with which to make

them. At this moment, in colonies and all rude economies, there is no large sum of




transferable money; there is no fund from which you can borrow, and out of which you make

immense works” (p.4-3)".

Schumpeter (1912) and Patrick (1966) have argued that services provided by financial
intermediaries are essential for promoting innovation in technology which has important
growth effects. Fisher (1933) argued that one important factor contributing to severe economic
downturn during the Great Depression was poorly performing financial markets. In Fisher’s
view, what made the economy so vulnerable was the high leverage of the borrowing class
before the Great Depression. The deflation due to the recession redistributed the wealth from
debtors to creditors and reduced the net wealth of the borrowing class. The downturn of real
activity forced the borrowing class to cut expenditures or even go bankrupt, which, together
with decreasing net worth, further enhanced the downturn of the real sector. Gurley and Shaw
(1955) 1n their theory made a direct link between financial markets and real activity. Their
theory stressed that financial markets can extend borrowers’ financial capacity and improve
the efficiency of inter temporal trade and they can pool investors’ funds and provide external
finance to producers. Therefore, financial markets are crucial to development because they

enhance physical capital accumulation.

In contrast to the above views, Robinson (1952), for example, does not attribute a “role” to
finance in development, arguing that economic growth creates a demand for financial services
“where enterprise leads, finance follows”(p.86). His view implies that financial development
is just a “side-show” of economic development and financial institutions play no significant
role in economic growth. In addition, in the traditional Arrow-Deberu model of resources
allocation, firms and households interact through markets, and financial intermediaries play no
role. When markets are perfect and complete, the allocation of resources 1s Pareto efficient and

there is no scope for intermediaries to improve welfare (see Friesen, 1979).

Practitioners, in contrast, have a remarkably consistent view of the importance of finance in

the growth process. They consider the financial sector as a “real sector”. The earlier studies in

this field had been done by Goldsmith (1969), McKinnon (1973), Shaw (1973) and others,

Sl ——— -~ .

! This reference is quoted from Sinha and Macri (1999).



who found considerable evidence that financial intermediation is positively correlated with
economic growth. But their work, though insightful, lacked analytical foundations. In
traditional growth theory, financial intermediation could be related to the level of the capital

stock per worker or to the level of productivity, but not to their respective growth rates: the

latter were ascribed to exogenous technical progress.

The recent revival of interest in the link between financial development and growth stems
from the insights and technique of endogenous growth models, which have mainly shown that
there can be self-sustaining growth without exogenous technical progress and that the growth
rates can be related to technology, income distribution and institutional arrangements. This
provides the theoretical background that early empirical studies lacked: financial
intermediation not only affects the level of the economy, but also the growth rate. The
resulting models have provided new impetus to empirical research of the effects of financial
development on growth and vice-versa. This body of literature, reviewed by Gertler (1988);
Levine (1997); Bossone (2000); and Tsuru (2000), emphasises how functions exercised by
financial intermediation, such as mobilising capital, helping to allocate resources, monitoring

managers, and facilitating risk management, can affect economic growth.

However, most of the empirical literature on growth that explicitly models finance as an
explanatory variable in the growth process restricts 1tself to financial intermediation done by
the banking sector and i1gnores the role of the non-banking sector, i.e. stock markets. More
particularly, these studies have used highly aggregated indicators of financial intermediation,
such as the ratio of M2 or private sector credit to GDP. Academics and practitioners have
ignored the role of stock markets on economic development for a long time. The role of stock
markets 1n our everyday life has become rather difficult to 1 gnorez. Recently, more attention
has been given by the theoretical literature on the links between stock markets and economic
growth, but the empirical evidence is still scarce. A primary reason for the lack of empirical
literature on stock markets has been the absence of a standard set of indicators to measure the

extent of market development.

* A recent market crisis in East Asia has further whetted researchers’ appetites to study the impact of financial
development in growth.



The few empirical studies in this topic, however, perform cross-country growth regressions.
Therefore, they do not explicitly confront the issue of causality. Stock market development
may predict economic growth simply because it anticipate future growth; thus stock market
development may simply be a leading indicator rather than a causal factor. In particular, this
approach 1nvolves averaging out variables over long time periods, and using them in cross-
section regressions aimed at explaining cross-country variables of growth rates. Therefore, this
technique cannot allow different countries to exhibit different patterns of causality, yet it is
likely that 1n some countries the stock market is a leading sector whilst in others it lags behind
the banking sector. This means that the causality result is only valid on average. Thus, these
researches have not completely resolved the issue of causality but suggest strongly that stock
market development 1s an important determinant of future economic growth. The questions

about causality remain unsolved: does stock market development affect growth, does

economic growth lead to more stock market development, or both?

Furthermore, cross-country growth regressions suffer from a variety of errors: measurement
errors, statistical errors and conceptual errors. There i1s no defensible view for including
different countries in the same regression. Also, since various factors change during the time
period of study (governments, policies, preferences and business cycles), hoping to capture all
these changes by certain explanatory variables averaged over time i1s rather optimaistic.
Consequently, interpreting the coefticient derived from such studies is rather difficult. As with
other cross-sectional studies, the coetfficients are only suggestive of partial correlations. This
approach also by averaging of value over long period of time 1s not able to distinguish whether
or not the development of stock markets affect the long-term growth rate of the economy, or it
just influence the short-term level of development. A country experiencing short period of
rapid growth and no growth after is treated the same empirically as the one experiencing
moderate growth over long period. In summary, we believe that in these studies there 1s no
consensus judgement that stock markets cause growth and what evidence there 1s very much
country-specific. Consistent with our view, the World Bank (1993) expressed that the

economic policies are country-specific and their effectiveness depends on the effectiveness of

the institutions which implement them.



By contrast, this study addresses some gaps in the existing empirical literature and examines
the role of stock market development on economic growth in the small, developing economy
of Jordan. More particularly, this study evaluates the impact of the stock market development
on economic growth, and takes Jordan as a country-specific case study using both the macro-
and micro-level data sets. Thus, we use an assortment of different datasets and econometrics

methodologies to assess the relation between the stock market development and economic

development within a specific country’s experience.

The study of this important issue 1s timely because Jordan, as is the case in many other
developing countries, 1S Starting an ambitious program to improve the operation of the
domestic stock market to be more efftective in the economic growth process. However, there is
no empirical evidence that provides policy makers with information concerning the particular
causal patterns between the stock market development and the real sector in the economy. In
addition, there are points of view that doubt the existence of a positive impact of the stock
market on economic growth in small, developing countries like Jordan. The main reasons are
to be found in market inefficiencies in developing countries. This makes it likely that stock
markets will be more like burgeoned casinos than institutions designate to ameliorating and
mobilising saving rates and enhancing investment decisions, technical innovation, and long-
run growth. Thus, by choosing an individual country-Jordan, this study results will be more
appropriate for policy decisions to developing economies in general and Jordan in particular.
In addition, providing empirical evidence of this important i1ssue within specific-country
experience will add to the literature on the role of stock market development on economic

growth and opens an exciting topic for research.

1.2 Motivation Issues and Objectives of the Study

The question arises here why we are choosing Jordan as our country case study. As with most
developing countries, Jordan has a stock market. The Jordanian stock market (Amman
Financial Market) was established in 1976 and started its first day of business on January 1,
1978. The establishment of this market was a major step on the path of developing the

financial sector in Jordan so as to enable a better utilisation of a valuable resource through the



development of the sound capital market. It was established to contribute towards the capital

raising and capital-allocating process which is so important in to strength Jordan’s economy.

Since 1ts establishment, the Amman Financial Market (AFM) has experienced an impressive
development and become an important force in the financing investment in Jordan. Together
with the Istanbul Stock Exchange, the AFM has become one of the leading capital markets of
the Middle East. El-Erian and Kumar (1995) point out that, “Jordan has a relatively highly
developed equity market which plays an important part in the economic life of the country”
(p-146). Moreover, IMF (1995) asserts that, “the AFM is one of the most active capital

markets in the world” (p.47). These views provide us the main motivation to study this market.

As with most stock markets, two main objectives lay at the root of the establishment of a stock
market 1n Jordan. One goal is to devise a new mechanism for corporate finance in order to
improve the process of fund allocation; the second goal is to improve information flows, both
in the economy and 1n financial markets as a whole, so as to lower the costs associated with

the flow ot funds. Thus, the study will focus to analyse Jordan’s stock market performance

regarding the first objective.

Recently, in an important study Levine and Zervos (1998a) pose a question as to whether
stock markets are merely burgeoning casinos where more and more players are coming to
place bets, or whether stock markets are importantly linked to economic growth. A growing
theoretical literature suggests that stock markets by promoting efficiency, reducing transaction
costs, increasing liquidity, lowering risks, and transferring irreducible risks to those more
willing to bear them, can influence the growth rate of countries. Hence, given an appropriate
regulatory and institutional environment, stock markets can complement banks in not only
generating funds, but also allocating capital optimally. The importance of stock markets stems
from their ability to reduce liquidity and productivity shocks, and expand the information set
at the disposal of the financial sector, both of which affect the marginal efficiency of capital

which, 1n turn, influences output and its growth.

One of the significant roles of stock markets is that they provide a way of checking that firms

are well run with optimal management techniques for operation. Under these circumstances,



Investors have a vast interest in keeping tabs on management. If the management pursues a
policy that 1s not compatible with the investor beliefs, this is reflected in the stock price and
the stock price 1s thus representative of the turn value of the firm. Moreover, continuous
adjustments ot share prices impose control on the investment behaviour of these firms. In
addition, stock markets can and do attract foreign portfolio capital. Much of this capital can be

used to provide additional funds 1n the form of equity to the corporate sector.

However, another important strand of the literature stressed the negative impact of stock
markets on the rate of investment, the time horizon of firms, international competitiveness,
and economic development. They argued that even with well organised stock markets such as
those found in the United States and United kingdom, the market does not in practice perform

at all well 1ts supposed monitoring, screening and disciplinary functions. The perceived
failures of the pricing and takeover mechanism are thought to lead to the phenomenon of

“short-termism’ (Froot et al., 1990).

In light of the somewhat divergent set of views among practitioners (including academics who
subscribe an important role to finance 1n growth) and a large number of academic economists,
this study reviews existing theories on the important of stock market in growth, organises an
analytical framework for the study of the stock market and growth, and evaluates the
quantitative evidence of the importance of the stock market development in economic growth
within an individual country’s experience. The focus on the empirical work derives from the
preponderance of theoretical reasoning that exists in the literature as compared to the scarcity
of empirical work on the subject as well as our believe that this i1ssue 1s very much country-
specific and the conclusions drive from one country or group of countries experience may not

be bound to apply to other countries.

As mentioned before, the main objective of our empirical work is to investigate whether stock
market development leads to economic growth in the small, developing economy of Jordan.
We provide tests at both the macro- and micro-levels. More specifically, at the macro-level we

mainly try to answer the following two questions:

e Does stock market development have any influence on economic growth in Jordan?



* Is the stock market development a leading sector in the Jordanian economy? Or is any

feedback consequence effect of the economic growth generated elsewhere? Or is it a

two-way causation?
At the micro-level we attempt primarily to examine the following two questions:

e Does stock market development facilitate the growth of Jordanian firms in terms of

value added growth?

e Does stock market development importantly influence Jordanian firms’ financial

structure choices?

Recently, many of the debates in financial literature focus on the relative merits of stock
markets versus banks. Many researchers stress the advantages that banks have over markets in
financing country’s growth. Others, however, emphasise the comparative merits of stock
markets. Another argument argues that the stock market versus banks debate is of secondly
importance. According to this view, both banks and stock markets arise to ameliorate
information and transaction costs and thereby provide financial services that enhance
economic growth. Furthermore, banks and stock markets might act as complements in

providing financial services and promoting growth.

In light of the divergence of the above views, at macro-and micro-levels, in this study we also

try to answer the following important question:

e Does the stock market complement or substitute for the banking sector in providing

financial services to the Jordanian economy?

1.3 Contributions of the Study

This study makes the following contribution to the literature of stock market and economic
growth.



* The primary contribution of this study is that it is the first attempt to study the impact of
stock market development on the growth process of specific-country experience, in both the
quantitative and qualitative senses’. Thus, the experience of Jordan in the development of
its economy as well as its stock market presents an excellent opportunity to add the results

of a country-specific study to the debate in the literature on the role of stock market

development on economic growth.

o This study 1s the first to explicitly investigate the direction of causality (both at the short-

and long-terms) between stock market development and economic growth.

e This study 1s the most comprehensive empirical study on finance and growth with respect

to the role of the stock market in macro- and micro-level aspects.

e Unlike most previous studies this study extends and constructs simple empirical models to

incorporate the effect of stock markets on growth taking into account other factors that may

affect growth.

¢ Stock market development and growth are modelled and tested as endogenous. Earlier
studies only treated and tested stock markets as an exogenous variable. Stock markets may
develop 1n anticipate of financial needs of industries or firms. Furthermore, factors such as
quality of the legal system, clearance and settlement issues, transparency and the inside
information problems, taxation issues, accounting standards, liberalisation of restrictions on
international flows, macroeconomic environments, saving and investment, the development
of banking sector as well as non-banking financial institutions (pension funds, insurance
companies, mutual funds and investment banks) are important eliminates for stock market

development.

® Earlier studies base on cross-country regressions imply that countries as well as firms all
countries have identical production functions. It is generally felt that the production

function may actually differ across countries. This study addresses this shortcoming by

— i iy

3 Known by author.



focusing only on one country’s experience; it also uses a panel data framework which

allows for the differences in the production function across firms.

® Finally, unlike earlier studies in this field this study empirically emphasises the dynamic

capital structure decisions of firms.
1.4 Structure of the Study

In order to study the issues mentioned above, the remaining chapters of this study are
organised as follows. Chapter II gives a comprehensive analysis of the macroeconomic
environment ot Jordan. The chronic imbalances that the economy has suffered are analysed
and assessed. In particular, this chapter highlights the performance of the Jordanian economy
covering the recent economic history, economic growth, investment, inflation, fiscal policy,

and external account. In addition, in this chapter special attention is paid to analysis the

evolution of the financial system 1n Jordan.

Chapter III provides a historical account of the development of the Jordanian stock market,
with analysis of the successes and failures encountered along the way. This chapter also
provides a detailed analysis of the current development of the Jordanian stock market with
respect to other emerging and advanced stock markets by using a wide number of stock

market development indicators.

Chapter 1V surveys the literature on the “stock markets-growth nexus” 1o put the research topic
into perspective. The survey begins by looking at how the traditional theories of growth failed
to recognise the importance of the financial factor in the growth process and demonstrates how
the emergence of the endogenous growth literature changed the profession’s views on factors
affecting growth by allowing technical change to be modelled endogenously. The survey
includes a main section on the functions of stock markets. In this survey we focus on ties
between economic growth and the quality of the functions provided by stock markets which
play critical roles in an economy. These functions include facilitating of liquidity, risk
diversification, information production, corporate control and monitoring, capital mobilising,

and transmission path for monetary policy. Then, we review the most important theoretical
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literature that directly modelled the role of financial markets in economic development.
Considering the debate in tinancial literature which hinges on the assumption that debt market
and equity finance are substitutes for each other, this chapter finally includes a section

discussing 1n detaill the important of stock market vis-a-vis banks for the economic

development in developing countries.

In Chapter V empirical tests at macroeconomic level are conducted to gauge the relationship
between the stock market development and economic growth. More particularly, in this
chapter we present a simple plausible framework for studying some elements of endogenous
growth that relate to the main aspects of the functions of financial markets. Based on this
framework, we extend a simple endogenous growth model in order to incorporate the effect of

financial markets. Then, the model 1s estimated and tested by running Two-Stage-Least-

Square (TSLS) regressions.

Since one of the basic purpose of this study 1s establishing the direction of causality between
the stock market development and economic growth in the Jordan case, this study would not
be complete without in-depth analysis of this issue, i.e., whether the stock market is a leading
sector in the process of economic development, or 1s any feedback consequence effect of the
growth generated elsewhere, or it is a two-way causation. Using some of the latest time-series
techniques, Chapter VI examines the causality 1ssue. The causality tests are performed within

a framework based on unit-root testing and cointegration.

Chapter VII investigates the interaction between stock market development and economic
growth in Jordan using micro data. Specifically, in this chapter we provided a firm-level test
of the hypothesis that the development of the stock market is an important determinant of
economic growth in Jordan. Focusing on mobilising of capital, information production and
monitoring roles of the stock market, in this chapter we conducted a simple dynamic empirical
model in which stock market development affect firm growth through enhancing productivity
growth within the firm. We used firm level panel data for a sample of Jordanian quoted
companies covering the period 1988-98. With this panel data set we used the latest technique
in estimating the dynamic panel model. Specially, we used both the difference and the system

GMM dynamic panel estimators.
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The different attributes of debt and equity make the development of markets that facilitate the
1ssuance and trading of these instruments very important. As stock markets become more
developed and as imperfections in the capital markets are removed, corporations will have
greater access to a broader range of financial instruments. This increased access would be
expected to aftect the financial policies of firms, thus affecting firms’ investment, profitability
and productivity growth. Therefore, establishing evidence about the effect of the stock market
on financial structure will add the second side to the relation between the stock market
development and firms’ growth. The financial literature has not addressed this issue of stock
market development and firms’ financial structure 1in great detail. However, as stock markets
develop and as barriers to investment are removed, a priorl expectation suggests that
corporations will use more equity to debt in order to finance new growth. Using both the
difference and system GMM estimators to estimate a dynamic adjustment model, Chapter VIII
investigates the effect of stock market development on the financial choices made by the
Jordanian firms during the period 1988-98. Specifically, in this chapter we attempted to
answer the questions of how stock market development affects the ability of Jordanian firms to

raise capital for new growth and how this development affects the capital structure choices

these firms make.

Finally, Chapter IX summarises the results of the study and discusses some policy

implications.
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Chapter 11

The Jordanian Economy

2.1 Introduction

Jordan 1s the creation of recent political events. Great Britain was established the country
(originally called Transjordan) in 1921 as a semi-autonomous emirate within the framework
of its mandate over Palestine. On May 25, 1946, Transjordan became an independent
Kingdom allied to Britain. From April 1950, it became known as “the Hashimite Kingdom
of Jordan” and consisted of two parts: that original part, originally known as Transjordan,
and the eastern part of Palestine known as the West Bank (of the River Jordan). After the
1967 war, the West Bank was occupied by Israel, and Jordan retrieved its original state. It

has a total area of 89,342 square km, consisting mainly of desert plateau in the east,

highlands in the northwest, and the fertile rift valley along the west.

The World Bank classifies Jordan as a developing country. The Jordanian economy is by
and large a market-based economy despite the fact that economic growth is of great
concern to the Government. The relatively small size of the economy and its limited
natural resources has forced Jordan to develop strong external economic and financial

relations to cover its economic development needs. The level of economic activity in
Jordan tends to be greatly affected by these relations. Important indications of this
relationship are foreign trade with neighbouring Arab markets, foreign financial assistance
(aid and grants), and remittances from Jordanian expatriates, particularly from the Gulf
countries. The result of this dependence on external relations has been a vulnerability of

the economy to exogenous factors beyond the control of the economy itself.

In addition to this peculiar set-up, the economy itself is characterised by the following: (1)
structure problems, indicated by the low degree of complementarity among the various
sectors, and extensive dependence on foreign markets for imports and exports; (11) a

chronic imbalance between budget revenues and expenditures, and the existence of a long-



standing budget deficit, although recently domestic revenues have managed to cover
current expenditures; (1i1) serious discrepancies between investment and national savings,
leading to a significant dependence on external sources, mainly aid, grants and debt for

financing investment; (iv) an imbalance between population density and growth and

employment, resulting in structural distortion in the employment market.

This chapter traces the evolution ol the Jordanian economy. More particularly, this chapter
highlights the performance of the Jordanian economy covering, recent economic history,
economic growth, mvestment, inflation, unemployment, fiscal policy, external account,
and finally the development and structure of the financial system is analysed with special
emphasis on banking sector operations. Thus, this chapter and next chapter provide the

background for the empirical chapters which investigate the interaction between stock

market development and economic growth 1n Jordan.

2.2 Recent Economic History

Jordan does not have a well-developed economy. It is a middle-income country of about
4,77 million 1inhabitants and an annual per capita income estimated at US$ 1552.5 in 1998.
Jordanian economic structure 1s dominated by trade- and services-related activities; these
account for more than two-thirds of GDP, and industry and agriculture account for the rest.
Historically the country has relied on aid and remittances from Jordanians working
overseas to support the economy. Because of its narrow production base, the economy 1s
highly dependent upon imports, which represent over 50 percent of GDP. Some of the
imbalances in the economy have stemmed from the huge waves of refugees which spilled
into Jordan 1in 1948, 1967 and 1990/91. These population changes had a major structural
effect on the economy, contributing to the increased urbanisation of the Jordanian

population, and creating problems for the Government due to the high cost of providing

adequate services.

The size of the public sector in Jordan is large in relation to the level of domestic economic
activity. However, the public sector is not engaged in manufacturing activities; 1t 1s
primarily limited to providing basic services (health and education), public utilities (water

and electricity), and infrastructure support (mainly in the areas of transportation,

communications, and irrigation).
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From the early 1970s, Jordan’s strategy was to develop itself as a provider of skilled
manpower and trade-related services for the Arab countries. Accordingly, the authorities
chose a strategy aimed at educating Jordan’s youth to prepare them for employment in and
around the region. At the same time, with the sizable amounts of worker’s remittances and
aid recetved from abroad, Jordan was able to maintain income and consumption at levels

that exceeded those that could be expected from the available production capacity in the

domestic economy (Owen and Pamulk, 1998).

Jordan’s economic growth during the 1970s and through the mid-1980s was robust.
Domestic prices were generally stable, with high inflation rates averaging 8 percent during
the decade through the mid-1980s. As a result of high current expenditure, however,
Jordan incurred large fiscal deficits that, excluding foreign grants, averaged more than 20
percent through the mid-1980s. These were largely financed by readily available foreign
grants. Fiscal revenues remained highly dependent on international trade-based taxes, even
though the revenue-to-GDP ratio increased to 25 percent of GDP by the mid-1980s. The
domestic savings rate was relatively modest, with private sector savings offsetting large
dissavings of the public sector. Investment remained at comfortable levels, at more than 30
percent of GDP, but much of the domestic private sector investment was directed towards
housing construction. Despite an unusual import boom, the external current account

remained 1n virtual balance during this period.

By the mid-1980s, the flow of foreign grants from Arab oil-export countries and inflows ot
workers’ remittances started to decline in the aftermath of the oil price collapse. As a
result, there was a rapid acceleration of external debt-services payments, which led to the
emergence of serious financial imbalances. Moreover, the sharp increase in public sector
debt-service payments further accentuated Jordan’s medium-term fiscal imbalance. In
response to an easing of credit stance and a large devaluation, the inflation rate started to
accelerate to double-digit levels by 1988. In addition, Jordan’s reserves had fallen to the
equivalent of two weeks of imports (World Bank, 1994). At the same time, banks started to

accumulate non-performing assets, leading to bank failures.

To address these difficulties, the authorities initiated corrective macroeconomic policies,

including a large devaluation of the Jordanian dinar. The exchange rate, which had
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remained fixed to the special drawing rights (SDRs) for more than twenty years up to the
end of 1987, was depreciated by 21 percent in real effective terms in 1988, By that time,
however, Jordan had become one of the most heavily indebted countries in the world

(World Bank, 1989a). with 1ts ratio of external debt to GDP increased to 164.3 percent of
GDP by 1989.

In order to address the rapidly growing imbalances, in late 1988 and early 1989 the
Government adopted a medium-term growth-oriented adjustment programme supported by
the IMF and the World Bank. This was a necessary prerequisite to any rescheduling of
debt. Jordan’s economic and financial performance during the first two years of the
adjustment programme 1989-90 was encouraging. The expansions in the net domestic
assets of the banking system, the trade deficit, and the external current account deficit were
kept below their respective programme targets, allowing the Central Bank of Jordan’s
foreign exchange reserves to exceed the programme target significantly in 1989. The
budgetary situation also improved, although, owing to higher than expected interests on

foreign debt, the overall budget deficit exceeded the programme target.

Following the exchange depreciation in 1988, the Government introduced a number of
reforms 1n the exchange and trade systems and in interest rate policy. These included, in
particular, abandoning the dual exchange rate system, which they had introduced as a
temporary emergency; adopting tlexible exchange rate management, with the Jordanian
dinar pegged to a basket of currencies; abandoning the policy of supporting the inter-bank
rate through intervention; freeing up interest rates, with both deposit and lending interest
rates allowed to be freely determined by market forces; and phasing out non-tariff barriers
in stages and replacing them with tariffs initially, to lower ettective protection and foster a
broadly neutral system of incentives. The Government also adopted a strategy aimed at
obtaining debt relief through the rescheduling and lengthening of the maturity structure of

debt and reducing the debt burden in relation to GDP.

In 1990 the Government continuous implemented various structural measures, including
tariff reform and further interest rate liberalisation, and pursued flexible interest and
exchange rate policies. However, the impact of the second Gulf War hit the Government’s
efforts and damaged the success of the programme, resulting in further imbalances in the

economy as Jordan lost its major trading partner, Iraq, as well as other major local markets
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in Kuwait and Saudi Arabia. Added to this, as a result of Jordan’s stance in the conflict,
around 350,000 Jordanian workers in the Gulf States were expelled. The economic
difficulties reached a peak in 1990 when Jordan stopped servicing its debt. When the
regional crisis ended 1n carly 1991, the Government re-evaluated and resumed their
adjustment and structural reform efforts. This led to the adoption of a second medium-term
adjustment and structural reform programme beginning in 1992, supported by the IMF.
Since the new structural adjustment programme was implemented, Jordan has recovered
from the severe economic disruptions that were caused by the 1990-91 Gulf War. Exports,
imports and inflation are all doing better than expected. The government budget deficit
(excluding grants). reduced to below 10.7 percent of GDP in 1998 from 17.3 percent in
1989, contained credit expansion and lowered tariffs from an average of 35 percent in
1992-94 to 1ts current level of around 21 percent. Jordan’s trade balance, even through

improving, 1s still poor, with a trade deficit of JD 1442.3 million in 1998 or 27.5 percent of
GDP.

In 1995, the Central Bank of Jordan (CBJ) announced that it had pegged the Jordanian
dinar to the US dollar at the rate of JD1.41 to the US$, in order to encourage local
investors to switch from foreign currency deposits to dinar deposits, which would lead to
increased accumulation of reserves. It 1s further worthy of note here, that many important
reform measures during the period 1992-98 were adopted in order to liberalise markets in
Jordan, and to remedy structural distortions in various economic sectors. Efforts to bolster
confidence in the investment climate in the Jordan also continued through the ratification
of the Companies Law, the Security Law, and the promulgation of a new regulation for
promotion of non-Jordanian investment aimed at eliminating all restrictions on foreign
investment. Undoubtedly, these structural reforms are an essential condition for keeping
pace with the requirements of economic globalisation and integrating with the world
markets. This is particularly important since Jordan signed the European partnership-
agreement in November 1997. In addition, steps have been taken to join the World Trade
Organization (WTO), through the lifting of all restrictions and controls on international

trade’.

"In April 11, 2000 Jordan became a number of the WTO.
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Furthermore, as part of its public sector enterprise reform, Jordan’s Government has been
implementing a privatisation programme. In fact, Jordan initiated such a programme 1n
early the 1990s, but the government have been slow in implementing it. There are several
reasons for this: a lack of political consensus about the desirability of privatisation,
fragmented management of privatisation without a strong central direction, and social
concerns especially about potential labour redundancies in the overstaffed public enterprise
sector. The 1nitial focus of the programme will be to secure new financing for
infrastructure development, but the programme is also intended to raise enterprise
efficiency. To achieve this, the Government 1s moving state enterprises into a commercial

environment not only by reducing subsidies, but also by breaking old public monopolies.

2.3 Economic Growth, Inflation and Unemployment

2.3.1 Economic Growth

As we have mentioned betore, Jordan 1s not an oil-exporting countries: the oil booms in the
md-1970s and early 1930s were profitable for Jordan because oil-exporting neighbours
were generous 1n the provision of grants and soft loans and in generating employment for
Jordanians. During the 1970s and early 1980s Jordan’s economy grew in excess of 10

percent per year, and investment averaged 35 percent of GDP. During this period, private
investment was directed partly towards the construction of housing and partly towards the

transportation and mineral-based processing sectors.

The steep decline 1n oil prices that had hit the world by the early of the 1980s caused a
significant slowdown in the economies of the oil-exporting states, causing a decline 1n
grants assistance and remittance income in Jordan. The growth of the boom years was not
self-sustainable due to the excessive reliance on foreign assistance and foreign labour
markets, and after a few years of accumulating costly foreign commercial debt, Jordan
began to experience successive years of weak growth. In 1980, the real GDP increased by
17.6 percent, but this growth declined to 9.8 percent in 1981, and fell further to 5.6 percent
in 1982 and to 2.5 percent in 1983. The growth rate slowed further to a low of 0.8 percent
in 1984, recovering only somewhat in later years: 2.7 percent in 1985, 2.4 percent in 1986

and 1.9 percent in 1987 (see Figure 2.1).
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Due to the Government’s expansionary policy, in 1988 the Jordanian economy experienced
an actual economic crisis with a rapidly growing debt and debt-services burden. With
dwindling foreign reserves and an inability to service external debt, the Jordanian dinar
was devalued 1n 1988 and again in 1989. Reflecting this deteriorating macroeconomic
environment, aggregate investment declined to less than 22 percent of GDP. This
economic crisis was manifested in the sharp decline in real GDP growth, when a negative
growth rate of -2.1 percent was registered in 1988, which fell further to —3.9 percent in

1989, and to —8.0 percent 1n 1990.

Figure 2.1: Real GDP Growth
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Source: Central Bank of Jordan, Monthly Statistical Bulletin, different issues.

In order to overcome this severe economic crisis and revitalise economic activity, Jordan
had to shift its economic policy and started implementing a medium-term economic
adjustment programme for 1989-1993. It aimed at correcting structural imbalances 1n the
economy 1n both the balance of payments and the Government’s budget while maintaining
a reasonable growth rate. However, in 1990 the programme was severely interrupted by the

Gulf crisis.

The restoration of economic stability in Jordan and political stability in the region in the
last quarter of 1991 enabled the economy to achieve a moderate growth of 1.8 percent in
real GDP, which was attributed to improved performance in the construction, trade and
financial services sectors. However, Jordan had to overcome a problem of severe
indebtedness. In 1992, Jordan adopted an amended economic adjustment programme for
the period 1992-97. The macroeconomic policies which Jordan adopted in accordance with
this adjustment programme, led to positive developments in the main economic indicators.
The shift in economic policy became quite obvious after the lapse of the interruption

caused by the Gulf crisis.
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Accordingly, Jordan has rebounded in remarkable fashion. and economic performance has

been 1mpressive, aggregate investiment recovered to reach about 35 percent of GDP in
1992. Real GDP rebounded by 10.1 percent in 1992- the highest in the Middle East and
North Africa region. By 1993, GDP had grown by 5.7 percent against a regional average of
4.8 percent. The steady growth in GDP continued in 1994, as Jordan experienced an
economic growth of 7.6 percent against a regional average of 2.0 percentz. In 1995, growth
in GDP continued, this time at a rate of 3.9 percent. These successive years of strong
growth were fuelled by a construction boom, a sharp increase in exports, strong rebounds
in several other sectors from the recession of 1988-1991, and a major expansion of

remittances from Jordanians returning home as a consequence of the Gulf War.

The sharp decline 1n construction sector activity and the decline in external trade activity
because the negative etfect on business disappointments in the Middle East peace process
had clearly negative eftect on the dynamics of growth in Jordan’s economy in 1996, 1997
as well as 1n 1998. The above factors contributed towards the slowing of economic growth

to 1.0 percent 1in 1996, to 1.3 percent 1n 1997 and to 2.2 percent in 1998.

It 1s worth noting here that the situation 1n Iraq continues to impact negatively on the
Jordanian economy. The shrinkage of the Iragi market due to economic sanctions has
limited the capabilities of the private sector to export to what has been among Jordan’s
largest export areas. Further, inspections at the Port of Agaba have hampered the flow of
goods to Jordan and imposed delays on the receipt of inputs, thus causing production

delays and making several Jordanian industries less competitive.

Overall, as shown above, Jordanian economic performance in the last three years-
1996,1997 and 1998- has been disappointing. The economy needed a persistent increase 1n
investment to accelerate its growth. But the country has always been characterised by the
failure of domestic savings to meet its investment, making investment and capital
formulation even more difficult. Despite the significantly narrowed deficit gap between
domestic savings and investment to 24 percent of GDP in 1998, compared with 23.4
percent in 1992 (see Figure 2.2), the gap is still considered wide, and is the principal

manifestation of the structural imbalance confronting the Jordanian economy. This gap 1s

2 §ee United Nations (1995).
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being financed through various sources, notably through remittances of Jordanians

working abroad, external borrowing and official grants.

— —
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In light of 1ts per capita income, as we have mentioned above, the World Bank classifies
Jordan as a middle-income country. A drastic fall of over 33 percent in per capita GDP was
witnessed following the near collapse of the Jordanian economy and the financial crises in
the late 1980s. However, fiscal discipline, structural reforms, and the investor-friendly
laws of the 1990s all contributed towards a satisfactory recovery in per capita GDP (see

Figure 2.3). This growth, however, was short-lived as Jordan fell back into recession at the

close of the decade.

Flgure 2.3: Per Capita Income
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2.3.2 Labour Force and Unemployment

According to available statistics, the total labour force in Jordan reached 1,031,797 in
1997, of which around 17 percent were civil servants. Employment is widely diversitied
across the various economic sectors. However, a significant number of employees in the

education and health sectors are actually government employees on the payrolls of the
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Ministry of Education and Ministry of Health, respectively. Around 21 percent of the
labour force is employed in mining and manufacturing, whereas only 4 percent is
employed in financial intermediation, despite Jordan’s relatively large banking sector (see

Figure 2.4).

Figure 2.4: Sectoral Distribution of Labour Force
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Source: Department of Statistics, Statistical Yearbook, 1998.

A high rate of unemployment has been one of the banes of the Jordanian economy. With a
large number of refugees entering the labour market at various times, Jordan has had to get
used to a high level of unemployment. The unemployment rate increased from 9 percent in
1979 to 14.8 percent in 1987 to 17.1 percent in 1991 (Marashdeh, 1996). Throughout much
of the 1990s, unemployment has remained relatively high. Following the Gulf crisis,
unemployment reached 19 percent according to official estimates. This has not decreased
significantly despite the Government’s efforts to ease unemployment throughout the past
few years. The Centre for Economic Strategic Studies at the University ot Jordan estimated
the unemployment rate in 1996 at around 27.5 percent. Officially the unemployment rate
was estimated by the Department of Statistics for the period from October through
November 1997, at 14.1 percent, although the Planning Ministry has estimated that 1t was
actually around 15 percent (CBJ, 1997). Unofficial estimates suggest that unemployment
could be at nearly 30 percent. However, while the estimates of unemployment may vary,
the real rate of unemployment is difficult to determine given the parallel economy,

employment in family businesses which falls outside tax reports, and underemployment.

The higher rate of unemployment in Jordan is attributable to several factors: the high rate
of population growth, the increase in migrant workers, and the mismatch between
education and the needs of the economy. Indeed, all these are valid reasons, however, the
absence of employment opportunities because of the lack of industries is actually the main

reason for the high unemployment rate.
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2.3.3 Inflation

Jordan experienced a relatively high inflation rate durin g the 1970s: it was estimated by the
percentage change in consumer price index (CPI) at an annual rate of 8.3 percent. The
influx of mmcome from Jordanians working in Arab oil states, foreign aid from Arab
countries, and high import prices were the major causes of higher domestic prices and the
declining purchasing power of the Jordanian dinar during this period. However, the rate of
inflation slowed as the economy moved into recession in the second half of the 1980s, and
It was estimated at an average of less than 4 percent. This recession stemmed from at least
three factors: the decline in foreign aid from the Arab oil producers, decline in remittances

from Jordanians working in the oil states, and a decline in Jordanian commodity exports.

In 1989 and 1990, inflation increased dramatically to 25.6 percent and 16.2 percent
respectively, as a result of the devaluation of the Jordanian dinar and the consequent
inflationary effects associated with devaluation’. Since then, the control of inflation has
been the main success story of the last few years (see Figure 2.5). The inflation rate
dropped to 3.3 percent in 1993 and to 3.1 percent in 1998 with average rates over the past
eight years of less than 4 percent. The increase in CPI in 1996 to 6.5 percent was due
mainly to the reduction in Government subsidies and the increase in world food prices.
The decrease in consumer prices 1s attributed mainly to the fact that the 1989 peak was a
one-off event caused by the devaluation of the dinar, although the government continued to
adopt economic stability policies aimed at controlling the growth rate of aggregate demand

in order to contain inflationary pressures on the Jordanian economy.

Figure 2.5: Inflation (% )
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3 Kandil (2000) examines the asymmetric effects of exchange rate fluctuations on real output and price in
twenty-two developing countries including Jordan. She finds positive and statistically significant relation
between currency depreciation and price inflation in Jordan (price inflation increases in the face of exchange
rate depreciation).

23



2.4 Public Finance

2.4.1 Fiscal policy

The public sector in Jordan has traditionally been very large. Government expenditure
averaged about 42 percent of GDP during the period 1978-98. The Government provides
modern services 1n various types of infrastructure, as well as in education, health care and
other public services. Capital expenditure and the military, which together accounted for

about 62 percent of total central outlays and 32 percent of GDP during the 1970s and early

1980s, were 1n large part financed {rom foreign grants.

Domestic revenue, which accounted for 22.2 percent of GDP on average between 1978 and
1988, was too low to finance the Government expenditure; moreover, its structure was
unbalanced, with taxes on foreign trade providing nearly two-thirds of total tax revenue.
Notwithstanding the sizable receipts of foreign grants, Jordan was unable to sustain the
public expenditure programme; the overall fiscal deficit (including grants) averaged 10
percent of GDP during 1978-88, and made external borrowing necessary. Excluding

grants, the overall deficit accounted for 21.9 percent of GDP at the same period.

Following the near-collapse of the economy in 1988-89, Jordan turned to the IMF for
supporting a structural adjustment programme to stabilise and restructure the economy. A
component of the programme called tor a tightening of the Government’s fiscal policies
which included restraining public expenditure, freezing public sector payrolls, and
dramatically reducing subsidies. In addition, the programme called for a shifting of the
sources of government revenue from income-based taxes to expenditure-based taxes in
order to stimulate investments and savings. The results to date have been relatively

positive, and the Government’s budget deficit was reduced from 9.1 percent of GDP i1n

1992 to 6.8 percent of GDP in 1997 (see Figure 2.6).
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However, controlling the budget deficit remains an ongoing and difficult challenge. The
budget deficit for 1998 1s estimated to amount to around JD 20 million, or around 8 percent
of the GDP. This rise 1n deficit 1s largely as a result of an 11. 7 percent decrease in tax
revenue due to the recession plaguing many sectors, particularly construction. In addition,
current spending increased by 9.5 percent primarily due to large military and security

expenditures.

Efficient tax collection methods, expenditure restraints, and debt service relief have all
contributed towards a reduction of the fiscal deficit, although not to an appreciable extent.
In a move to boost revenues, the Government implemented a strategy aimed at broadening
the domestic tax base and making the tax system more simple and etticient. Prior to 1993,
there were ten personal income tax brackets (with a top marginal tax rate of 5 percent), and
five corporate tax rates based on a maximum for both personal and corporate income taxes.
Corporate income taxes have been, by and large, standardised, with a marginal tax rate of
15 percent for industrial companies and 25 percent for service companies, although tax
rates for banks remain as high as 35 percent. Export earnings are exempt from tax, but
customs duties remain high. In addition, a general sales tax of 10 percent was introduced to
replace the complicated consumption tax. As a result, tax revenues increased from 11.5

percent of GDP in 1989 to around 16 percent of GDP in 1998 (see Figure 2.7).
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Figure 2.7: Tax Revy
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As mentioned before, Jordan has historically relied on foreign grants to finance much of its
current expenditure. However, in recent years, Jordan’s reliance on international aid has
significantly decreased. Foreign grants as a percentage of GDP have been reduced from a
level of around 16 percent in 1989 to around 5.1 percent in 1998. As a percentage of

central government expenditure, foreign grants have also been reduced from a level of

around 34.4 percent in 1989 to around 13 percent in 1998.

2.4.2 External Debt

As mentioned above, Jordan’s economy lacks abroad spread of earnings and has had to
depend principally upon the remittances of workers overseas and foreign aid to supplement
government reserves. In the late 1980s, foreign aid, remittances and tourist revenues
accounted for over 60 percent of current receipts (World Bank, 1994). This 1s a huge

imbalance for any economy.

The steep decline in oil prices that hit the region in the first half of the 1980s caused a
significant economic slowdown in the oil-exporting states, which meant that grant
assistance and remittance income declined sharply in Jordan. Despite the ensuing
substantial reductions in remittances and foreign aid, the Government attempted to
maintain their domestic economic policies unchanged during the period 1984-88. Instead
of adjusting to the lower financing available, the Government resorted to external
borrowing in order to finance the deficit in the Government budget and the balance of
payments. After a few years of accumulating costly foreign commercial debt, the Jordanian
economy had begun to experience an actual economic crisis with high debt and debt-
services burden. With an external debt amounting to JD 4,317.9 million or the equivalent
of US$ 6.088 million (109.8 percent of GDP) by the end of 1988 compared with US$
1,900 million in 1980 (less than 53 percent of GDP), Jordan had become one of the most
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heavily indebted countries in the world. Also the debt service as a ratio of GDP increased
from 5.9 percent in 1980 to 22.1 percent in 1988 and to 34 percent in 1990: as a percentage

of exports the debt service increased from 1.8 percent in 1980 to 49.7 percent in 1988 and

to 50.5 percent 1n 1990.

As payments difficulties emerged, and as part of an overall strategy to achieve external

current account adjustment, the Government initiated an external debt-management policy

m 1989 aimed at obtaining debt rclicf through rescheduling, lengthening the maturity

structure of debt, and reducing the debt burden in relation to GDP over the medium term.
However, the 1990/91 Gulf crisis severely aggravated Jordan’s external situation because
of the loss of export markets for goods and services in neighbouring countries and the loss
of foreign aid. Moreover, there was a sharp reduction in remittance flows, largely resulting
from the massive return of Jordanians who had been working abroad. In the event, Jordan
was unable to discharge its external debt-service obligations and made payments only to
official creditors. The Government were aware that Jordan was unable to normalise
payments relations with 1ts creditors through regular debt servicing in cash and that
exceptional financing through restructuring of the debt and debt service payments was
necessary. Its also become clear that capitalisation of the unpaid debt-service obligations
would lead to a build-up of external debt and that growth in debt service would exceed the
growth potential for external current account receipts, making the overall situation

unsustainable 1in the medium- to long-term (Alonso-Gamo and Mansur, 1996).

The situation called for the Government’s immediate revision of its debt management
strategies and accordingly, Jordan negotiated with both the Paris Club and the London
Club to reschedule the debt. The Government was successful in reducing its debt with the
London Club through judicious buy-back agreements which took advantage of heavily
discounted rates. In 1993, Jordan and the Paris Club replaced a year-by-year agreement
with a three-year rescheduling accord. In 1997, the accord was extended, and Jordan

received its final debt rescheduling from the Paris Club.

Debt rescheduling has provided some cash-flow relief, but has not decreased the stock of
debt to an appreciable extent. However, as a result of decreased new borrowing, debt buy-

back, and debt swaps, external debt as a proportion of GDP had fallen steadily to around
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96 percent by the end of 1998. Also the debt service ratio had fallen to manageable levels

of less than 21.4 percent of export earnings 1in 1998 (see Table 2.1).

Table 2.1: External Debt and Debt Burden (1988-1998)

Disbursed External Debt (JD \
million) 4230 | 4338 | 4465 | 4722 | 4580 | 5009

4318 1 4462 | 3801 | 4958 | 4577
Debt Burden (JD million) 500 | 966

As a cruntdﬂe of GDP (%)

As a percentage of exports (%

Source: Central Bank of Jordan, Monthly Statistical Bulletm, different 1ssues.

2.4.3 Privatisation

Since its inception in the mid-eighties, privatisation has acquired an increasing degree of
importance, and has been considered by many in Jordan as an indicator of a new economic
direction. However, although there has been a growing recognition of its need and
desirability, privatisation in Jordan is less advanced than originally expected. Despite a
heightened awareness of the excessive size of the public sector in Jordan and its increasing

inefficiency over the years, rhetoric on privatisation has far exceeded action.

The extent of public involvement in economic activities in Jordan can be summarised in
two different areas of intervention. The first is the direct involvement of the public sector
through the actual production of goods and services. Public enterprises in Jordan are
concentrated in five major sectors: water, electricity, transport, telecommunications, and
mining. In most cases, such enterprises enjoy monopoly status. This is particularly true of
electricity generation and distribution, mining (phosphate and potash), and

telecommunications.

The second area of public involvement and participation in economic activity in Jordan 1s
through direct equity shareholding by the central government. This is carried out through
the Jordan Investment Corporation (JIC), the investment arm of the Government. In 1998,
the JIC held shares in around 20 companies listed in the Amman Financial Market (AFM),

with an approximate market value of around JD 464 million, accounting for around 11

percent of total market capitalisation.
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In order to facilitate the process of privatisation in an efficient and transparent manner, the

Executive Privatisation Unit was cstablished at the Prime Ministry to coordinate the

preparation of privatisation transactions based on comprehensive guidelines and

regulations. The Unit also manages the marketing efforts of enterprises being privatised,

executes transactions, and negotiates with the concerned parties.

The Government has recognised that the fiscal burden caused by subsidising public sector
enterprises and specific Government services would be a drain on the financial resources
needed to sustain the impressive economic performance experienced during the last few
years. This 1s particularly true since part of these resources was planned to be in the form
of external borrowings, leading to a rise in the external debt of the already heavily indebted
country. In addition, the Government has concluded that, in light of the limited government
funding sources for investment in infrastructure, it iS necessary to mobilise private
financial resources. Privatisation, therefore, 1s considered to be important as a vehicle to
accelerate the mobilisation of resources for investment in infrastructure. The Government
has used the following two methods: first, sale of privatisation candidates in the utilities
sector to strategic. or anchor, investors to bring in immediate revenues for investment in
infrastructure; and second, linkage ot the sale to mandatory investment requirements,
where strategic investors must commit themselves to provide new investments during a

specific period of time 1n order to expand and improve services (Gupta, 2000).

In addition, there are other equally important factors behind the Government’s drive for
privatisation: First, privatisation is expected to reduce the financial burden on the
Government budget caused by regular subsidies to public sector enterprises. By releasing
scarce financial resources, the Government will be able to increase investment allocations
to sectors that directly benefit the poor, such as education, nutrition and health. Secondly,
privatisation will improve the efficiency of public sector enterprises, which have not only
been performing poorly, but have also been highly resistant to change despite almost
continuous reform efforts. Finally, privatisation will bring in the investment resources

needed for the modernisation of the public sector.

The Government, however, has indicated that privatisation in Jordan will not necessarily
be limited to the sale of the assets of public sector enterprises to the private sector, i.e.,

changing ownership of public sector enterprises, but that other methods are also under
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consideration. For example, the privatisation of the Alai Gateway Hotel and the Duty Free

Shops at Queen Alia International Airport was carried out by means of the

commercialisation of the former and the corporatisation of the latter.

1998 was an important year for privatisation in Jordan, both in terms of successes and
fatlures. In November 1998, the Government closed the sale of 33.09 percent of the Jordan
Cement Factories Company to Lafarge of France. The sale was worth JD 72 million, priced
at JD 3.6 per share. Also, in the same year, the Government delayed the sale of the Jordan
Telecommunication Corporation, following a decision by Southern Bell Corporation of the
US to withdraw from the final bidding. This left Cable and Wireless of the UK as the only
remaining bidder from the four which had originally shown genuine interest. Another
important privatisation was initiated for the proposed restructuring and sale of the national
airline, Royal Jordanian (RJ). The financial advisory mandate had originally been awarded
to Citibank, but negotiations collapsed following disagreements between the Government
and Citibank on matters relating to indemnification. Banque Paribas of France has since

signed a contract to advise on the restructuring and privatisation of RJ.

Despite all the positive points that have just been discussed, up to now the privatisation
process has not been smooth. There are, as a World Bank report argues, some key issues
that still need to be addressed®. These issues, and the policy action expected, are as
follows: First, a lack of broad public participation in privatisation. To establish such
participation, the Government intends to combine the sale of shares to a strategic investor
with a public share offering. Secondly, the involvement of foreign investors. There 1S a
concern that privatised public sector enterprises may fall into the hands of foreign
investors. This, 1t 1s argued, will give control over public sector enterprises to foreigners,
reduce the economic sovereignty of the country and make 1ts economic activities even
more vulnerable. To avoid such a development, the Government is expected to require
foreign buyers to have local partners. The Government itself also intends to introduce the
so-called “golden shares rule” in order to acquire a voice in the decision-making process
of the privatised public sector enterprises. Finally, the limited absorptive capacity of the
AFM. This, however, is not considered to be a real concern. Subscription to shares of

privatisation candidates usually takes place at the financial institutions which issue the

* World Bank (1995). Jordan privatisation note. The World Bank; Washington, D.C.
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privatisation equities on behall of the privatisation candidates. Commercial banks, by
virtue of their dominance in the AFM, can buy ailing public sector enterprises and resell
them after readjusting their financial and administrative structures. This is expected to
accelerate the privatisation process, cspecially for public sector enterprises which cannot
be otfered for sale through public subscription. The banks can also raise funds for public
sector enterprises. through implcmenting reform programmes for their affiliated
companies, as a first step towards privatisation. Moreover, the banks, as a means of

supporting the privatisation process, can expand the margin of their finance mechanisms

by developing investment trustee services regarding buying and trading shares.

T'able 2.2:Major Privatisation Deals in Jordan

. Company Date Size & Type of Privatization
Jordan Hotels and Tourism Jan. 1995 |JIC sold its 87% shareholding to Zara Investment
JArab Potash Company April. 19951 1C Two thirds of the Company’s authorised capital came
from 6,000 private investors
Jordan Tobacco and Cigarettes Sept. 1996 |JIC floated 40,000 shares on the AFM
Jordan Paper and Cardboard Sept. 1996 (JIC floated 587,00 shares on the AFM
Jordan Co. for TV, Radio and Cinema Production |Feb. 1996 |JIC announced its intention to sell 75.7% of its stake
Jordan Tournst and Spa Complex Feb. 1996 |J1C announced plans to sell 78% of the company
Jordan Food Processing Feb. 1996 ‘J IC announced its intention to sell 77% of its stake
Jordan Glass Industnial Company June 1996 |Shareholders voted to liquidate the firm. JIC, which
owns, 60% had been attempting to sell its stake since
Jordan Electricity Authority Aug. 1996 1C?39nd\rferted into a company owned fully by the

Government and capitalised at JD500 million in

anticipation of privatisation

Jordan Holiday Company IAug. 1996 [JIC sold 33.7% of the company’s share to a private
I |Jordanian investor
Arab International Hotels Company Dec. 1997 |JIC shareholding diluted due to capital increase
Jordan Cement Factories Nov. 1998 |JIC sold 33.09% of its holdings to Lafarge of France
Jordan Tourism and Spa Complex Dec.1998 |JIC leased the complex to Accor and Arm companies

Source: Jordan Investment Corporation

2.5 External Account

Jordan’s external economy has been perpetually under pressure from a large structural
trade deficit. Income from expatriate remittances helped with the price of oil in the mid-
1980s but with the subsequent slowdown in the regional economies, the current account
moved heavily into deficit. This was particularly evident in the early 1990s when the

current account deficit mcreased to around 16.3 percent of GDP. The deficit has been
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gradually diminishing, and in 1997, the country registered a surplus of around JD 20.8
million. It 1s estimated that Jordan’s current account balance slipped back into a deficit of

around 1.0 percent of GDP 1n 1998 largely as a result of a fall in workers’ remittances (see

Figure 2.3).
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Figure 2.8: (,urrent Account Balance
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Source: Central Bank of Jordan, Monthly Statistical Bulletin, different issues.

2.5.1 Trade Balance

The deficit in the trade balance 1s considered to be one the basic characteristics of the
Jordanian economy. It has been suffering from a chronic trade deficit of an increased
magnitude as commodity imports have substantially surpassed visible exports. This has
been a result of Jordan’s relatively narrow export base and its heavy reliance on imported
consumer goods and energy products. Despite the devaluation of the Jordanian dinar,
which made Jordanian goods more attractive internationally, and trade liberalisation
policies which sought better to integrate the Jordanian economy with the world, the
practice of curtailing imports and stimulating exports has met with little success. Although
exports and imports have grown by 72 percent and 52 percent respectively since 1990, this
has not had much effect on the trade deficit. This is due to an import bill which has
historically been around twice as high as export earnings. Historically, merchandised trade
deficits have been financed by remittances from Jordanians working abroad, foreign aid,

external borrowing and a considerable draw down of foreign exchange reserves.

Jordan’s external commodity trade has been expanding rapidly. Commodity exports
increased significantly from JD 90.9 million in 1978 to JD 1275.6 million in 1998, at an

average annual rate of 13.5 percent’. On the other hand, commodity imports increased

> World Bank (1996) classified Jordan within “fast growing exporters” developing countries.
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from JD 458.9 million in 1978 to JD 2,717.9 million in 1998, at an average annual rate of
8.8 percent. The share of commodity exports in financing commodity imports increased
from 19.7 percent in 1978 to 46.9 percent in 1998. However, exports have not been able to
cover imports and this has led to a trade deficit of an increasing magnitude, rising from JD
368.0 million 1n 1978 to JD 1442.3 million in 1998. As a percentage of GDP, the trade
deficit declined from 47.2 percent in 1978 to 27.5 percent in 1998 (See Figure 2.9).

Figure 2.9: F orelgn Trade Indlcators
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Export diversification has increased in recent years as Jordan has moved away from
traditional crude material exports and focused on value-added manufactured products.
Although phosphates and potash continue to be the country’s major exports- representing
around 25 percent of total exports in 1998- manufactured products such as pharmaceuticals
account for an increasing share of Jordanian exports. This trend toward a more diversified
export base is encouraging, especially as Jordan prepares to integrate formally into the

global economy through WTO membership.

Manufactured goods, mainly consumer products, continue to be one of Jordan’s major
imports. However, machinery takes up the lion’s share of imports as a result of Jordan’s
drive toward building up a capital intensive manufacturing base and the Government’s
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