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Introduction

ordan has made major progress over the past several years in macroeconomic stabilization and
transformation in its economic structure. Its impressive performance has been the result of a persistent,
courageous, and difficult process of adjustment and
structural reform, which started in 1989 and intensified in 1992. The IMF and the World Bank have
been associated closely with this process and at the
request of the Jordanian authorities continue to assist
them in these efforts, particularly in the context of a
rapidly changing regional environment. The authorities' efforts to date have been supported by two
stand-by arrangements (1989 and 1992) from the
IMF, and by a three-year extended arrangement
under the extended Fund facility (EFF) that was approved in May 1994. Jordan's efforts have also been

supported by several World Bank sectoral lending
programs, extended debt reschedulings from Paris
Club official bilateral creditors and commercial
banks, and financial assistance from the European
Union.
This paper analyzes recent developments, macroeconomic policies, and structural reforms in Jordan
and focuses on several central aspects of the country's recent experience. Included are discussions on
the factors underpinning growth in the form of structural reforms in key areas, such as public finance,
the financial system, the trade and exchange regime,
Jordan's external debt-management strategy, and the
dynamics of the public debt and its sustainability
(taking into account the recent stance of fiscal
policy).

I
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Overview of Macroeconomic Performance
and Structural Reforms Since Late 1988

Edouard Maciejewski and Ahsan Mansur

recent years, Jordan has made major progress
Iandntoward
achieving macroeconomic stabilization
sustained economic growth. The country's

remarkable success in achieving high real growth
with continued price stability and a strengthening of
its balance of payments is attributable to the stabilization and reform strategy the authorities adopted
in the wake of the balance of payments crisis of the
late 1980s. The strategy was further strengthened in
the aftermath of the August 1990 regional crisis
when 300,000 Jordanians (about 10 percent of the
population) returned from neighboring countries,
leading to a sharp increase in unemployment, a
disruption of trade, a loss of remittances, and a
stoppage of aid flows from other countries in the
region.
This section provides a background analysis covering the structure of the economy, the sources of
Jordan's economic difficulties, and recent adjustment and structural reform efforts. The analysis focuses on the emergence of large financial imbalances in the 1980s and the adjustment and structural
reform efforts undertaken since late 1988.

Structure of the Economy
Jordan is a lower-middle-income country of about
4 million inhabitants and an annual per capita income estimated at $1,370 in 1994 (Tables 2.1 and
2.2). Its economic structure is dominated by tradeand service-related activities (including government
services); these account for more than two-thirds of
GDP at factor cost (Chart 2.1), and manufacturing,
agriculture, mining, and construction account for the
rest. Construction has been the driving force during
periods of strong economic growth. Because of its
very narrow production base, the economy is highly
dependent on imports, which represent nearly 60
percent of GDP. Workers' remittances from the
neighboring oil-exporting countries and processed
mining-based exports are the primary sources of Jordan's foreign exchange earnings.
The size of the public sector in Jordan is large in
relation to the level of domestic economic activity.

Table 2.1. Social and Demographic
Indicators
Area (thousand sq. km.)
Total population (1993; millions)
Population per sq. km.
Rate of population growth
(1983-93; percent a year)
Population per physician
Population per hospital bed
Life expectancy at birth (years)
Crude birthrate (per thousand)
Crude death rate (per thousand)
Infant mortality rate (per thousand)
Population age structure (percent)
0-14 years
15-64 years
Population distribution (percent)
Urban
Rural
Access to safe water (percent of population)
Access to electricity (percent of population)
School enrollment rate
Primary
Secondary
Pupil-teacher ratio
Primary
Secondary
GNP per capita (1993; in U.S. dollars)

89.2
4.2
21.0
6.0'
1.9
1.8
66.6
33.9
3.0
41.2
41.9
55.5
78.0
22.0
97.0
99.0
97.0
79.0
22.0
19.0
1,334.0

Source: Department of Statistics, Government of Jordan, Stot/'sticalYearbook 1993 (Amman, 1993).
Note: East Bank only. Most recent estimates are given.
'Includes the effect of Jordanians returning from abroad in the
aftermath of the 1990 regional crisis.

However, the public sector is not engaged in manufacturing activities; it is primarily limited to providing basic services (health and education), public utilities (water and electricity), and infrastructural
support (mainly in the areas of transportation, communications, and irrigation). Central government
expenditures account for about 35 percent of GDP,
although at about 30 percent of GDP the total ratio
of revenue to GDP is also high in comparison with
other non-oil middle-income countries.

2
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Structure of the Economy

Table 2.2. Selected Economic and Financial Indicators

1989

1990

1991

1992

Est.
1993

Est.
1994

In millions ofJordan dinars
National income
Nominal GDP at market prices
Nominal GDP at factor cost

2,372.2
2,109.6

2,668.3
2,324.5

3,855.0
2,505.6

3,493.0
2,960.9

3,882.5
3,301.2

4,266.2
3,622.1

5.8

5.8

8.3
3.3
13.7
2.1
7.6
9.5
15.0

8.0
3.1
14.4
2.1
7.4
9.7
15.7

Annual changes in percent
Real GDP at market prices

-10.6

1.9

1.8

16.1

In percent of GDP at factor cost
Sectoral shares
Agriculture
Mining
Manufacturing
Electricity and water
Construction
Trade
Transport and communications

6.6
7.3
12.1
2.5
4.8
8.6
17.0

8.1
6.4
14.9
2.3
4.5
9.3
15.6

Government services

20.4

19.3

18.9

18.7

19.5

19.2

Other services

20.6

19.6

20.9

20.7

21.0

20.4

Consumption
Gross national savings
Gross fixed investment

95.0
8.6
23.4

99.0
3.3
26.0

98.8
14.2
31.8

96.7
14.6
27.4

5.1
3.3
1.6
1.0

3.9
3.5
2.7
4.8

8.5
5.0
13.7
2.5
5.0
10.2
15.3

8.3
4.4
13.7
2.2
7.3
9.4
15.2

In percent of nominal GDP
97.4
5.0
23.7

98.5
13.4
30.0

Annual changes in percent
Prices
GDP deflator
Cost of living index
Import price index
Export price index

21.0
25.7
45.1
56.1

11.4
16.2
36.6
19.0

5.2
8.2
0.2
11.3

5.4
4.0
-5.5
-3.7

In millions ofJordan dinars
Government budget
Total revenue and foreign grants
Revenue
Foreign grants
Total expenditure and net lending
Current expenditure
Capital expenditure
Net lending
Extrabudgetary expenditure and discrepancy

869.5
565.2
304.3

1,026.5
734.8
291.7

1,052.8
805.2
247.6

1,306.4
1,169.0
137.4

1,332.4
1,165.8
166.6

1,389.8
1,244.5
145.3

1,053.8
890.0
196.4
16.2
-48.8

1,223.8
976.2
159.5
2.2
85.9

1,300.6
1,028.1
167.7
-35.8
140.6

1,288.6
1,100.1
203.1
-15.2

1,381.6
1,154.9
248.7
-22.0

1,496.7
1,244.3
271.6
-19.2

Overall balance (excluding grants)'

-488.6

-489.0

-495.4

- 1 19.6

-215.8

-252.2

Overall balance (including grants)2

-136.1

-197.3

-247.8

92.8

25.3

-12.8

136.1
90.6
17.2
21.1
-3.9
28.3

197.3
210.5
-101.9
-122.5
20.6
88.7

247.8
24.0
-61.4
-90.7
29.3
285.2

-92.8
39.2
100.8
85.8
15.0
-123.9

-25.3
152.7
-13.8
-28.8
15.0
-20.2

12.8
41.1
-3.8

Financing
Foreign (net)
Domestic (net)
Banking system
Nonbank sources
Change in overdue obligations

In percent of GDP at current market prices
Total revenue and foreign grants
Revenue
Foreign grants
Total expenditure and net lending
Current balance
Overall balance (excluding foreign grants)1
Primary balance (excluding foreign grants)1

30.6
23.8
12.8

38.4
27.5
10.9

36.9
28.2
8.7

37.6
33.7
3.9

34.8
30.0
4.1

32.4
29.2
3.4

44.4
-13.7
-20.6
- I I.I

45.9
-9.0
-18.3
-8.0

45.6
-7.8
-17.4
-6.8

36.9
2.0
-3.2
5.9

36.4
0.3
-5.7
0.7

35.1
-5.9
-0.4

3
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Table 2.2 (continued)

1989

1990

1991

1992

Est.
1993

Est.
1994

Annual changes in millions of Jordan dinars

Money and quasi money
Money
Foreign assets (net)
Domestic assets (net)
Claims on government (net)4
Claims on public entities/enterprises5
Claims on specialized credit institutions
Claims on financial companies
Claims on private sector
Other items (net)6

327.6
145.7
319.1
8.5
21.2
-13.3
-3.6
7.6
101.5
-104.9

150.9
105.6
259.7
-108.8
-122.8
-0.8
-2.0
-16.5
135.0
-75.1

763.9
179.7
778.4
-14.5
76.6
14.2
-7.8
-9.5
89.2
-177.2

308.6
105.8
12.0
296.6
85.8
-6.0
-2.5
10.1
236.3
-27.1

288.93
14.13
-50.8 3
339J 3
-28.3 3
43.53

359.7
16.0
65.6
294.1
-57.3
45.0

35.63
289.83
-I.23

17.0
453.7
-164.3

Changes in percent of beginning period stock of money and quasi money

Money and quasi money
Foreign assets (net)
Domestic assets (net)
Claims on government (net)4
Claims on public entities5
Claims on private sector
Other items (net)6

12.4
12.1
0.3
0.8
-0.5
3.8
-3.8

5.1
8.7
-3.7
-4.1
4.5
-3.2

24.5
24.9
-0.5
2.5
0.5
2.9
-6.2

7.9
0.3
7.6
2.2
-0.2
6.1
-0.5

6.93
-I.23
8.1 3
-0.7 3
I3
6.93
0.83

8.0
1.5
6.6
-1.3
1.0
10.1
-3.3

In millions of U.S. dollars

Current account
Goods and services
Trade balance
Exports, f.o.b.
Imports, c.i.f.
Foodstuffs
Oil and oil products
Other
Services (net)
Remittances (net)
Receipts
Payments
Travel (net)
Receipts
Payments
Investment income (net)
Receipts
Payments
Other (net)
Receipts
Payments
Unrequited transfers
Private
Public
Capital account
Public sector
Disbursements
Payments
Private sector (net)
Costs of restructuring
Transfers of workers'savings
Errors and omissions
Overall balance
Current account balance7
Overall balance

-104
-733
-1,288
1,110
2,398
369
415
1,614
555
533
623
91
126
547
422
-385
40
425
282
693
412
629
30
599

-754
-1,176
-1,668
1,064
2,732
609
466
1,657
493
430
500
71
176
512
336
-402
67
470
289
936
647
422
29
393

-712
-897
-1,439
1,132
2,571
613
430
1,528
543
389
450
61
35
317
282
-362
114
477
481
1,036
555
185
21
164

-741
-1,247
-2,119
1,220
3,339
612
446
2,281
873
741
800
86
112
462
350
-335
112
447
381
985
604
506
158
348

-650
-1,025
-2,293
1,248
3,541
628
454
2,459
1,268
962
1,040
78
218
563
345
-310
99
409
398
1,011
613
375
35
340

-399
-725
-1,950
1,424
3,374
586
430
2,358
1,225
1,000
1,093
93
188
582
394
-315
73
388
306
629
323
326
2
324

-399
-380
574
954
-19
—

-362
-431
439
-871
69
—
112

73
-672
135
-806
26
-158
719

151
-337
335
-672
45
232
600

-147
-415
155
-570
20
-35
480

-54
-271
242
-513
26
226

82

243

372

102

226

17

-421

-760

-267

-488

-571

-436

-2.5
-10.3

-19.1
-18.9

-17.0
-6.4

-14.4
-9.5
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-11.6
-10.2

-6.5
-7.1

Origins of Economic Difficulties

Table 2.2 (concluded)

1989

1990

1991

In millions of U.S. dollars, unless otherwise
Gross official reserves8
End of period
Months of imports
Outstanding external public debt
End of period
Percent of GDP
External public debt service
Percent of exports of goods and services
Exchange rate
U.S. dollar/Jordan dinar
Period average
Percentage change in real effective exchange rate
(-depreciation)

Est.
Est.
1993 1994

1992

indicated

48.0
0.2

221.0
1.0

825.0
3.8

769.9
2.4

595.2
2.2

431.2
1.5

6,412.0
157.0
1,328.4

7,591.0
188.8
1,351.3

6,872.0
163.9
1,290.5

6,625.0
128.9
1,096.5

6,658.0
118.8
1,027.0

6,651.0
108.9
831.0

24.9

23.2

38.7

22.4

19.9

1.7532

1.5089

1.4689

1.4712

1.4434

1.4312

-15.6

-3.0

0.8

-0.2

0.6

9

I.I

Sources: Government of Jordan, Department of Statistics, Statistical Yearbook 1993; Jordanian authorities; and IMF staff estimates.
'Commitment basis.
Cash basis.
3
Based on the revised sectoral classification recommended by the IMF's Statistics Department; because of reclassification, the changes shown under
this column may not be meaningful.
2

4

Consists of central government operations: net general budget and net own budget.
Also includes claims on municipalities and local governments and on the Social Security Corporation.
includes claims on specialized credit institutions (for the period up t o 1993 under the old classification) and financial institutions.
5

7

Excluding grants from the Gulf Crisis Financial Coordination Group and transfers of workers' savings.
Readily usable foreign exchange of the Central Bank of Jordan; excluding foreign exchange deposits by residents at the Central Bank of Jordan, gold,
and claims on the Central Bank of Iraq; data are for end of period.
9
Period averages.
8

The quality of services provided by the public sector in Jordan is generally good and social indicators
are satisfactory. Literacy and enrollment rates at primary and secondary school levels are high, and nutrition and health conditions are generally satisfactory (Table 2.1).
Prudent fiscal (or public sector) expenditure programs, combined with the availability of foreign
grants and the regional economic boom associated
with the sharp rise in oil prices in the mid-1970s and
early 1980s, led to economic prosperity in Jordan
during the 1970s and the first half of the 1980s. Subsequently, however, as the regional economies entered into a recessionary period in the wake of
falling petroleum prices by the mid-1980s,1 Jordan's
underlying financial imbalances came to the fore. By
1987-88, these imbalances had become unsustainable and led to a severe balance of payments crisis
that seriously undermined the economy's growth
'These also provided for Jordan's exports of goods and nonfactor services.

prospects. These problems were compounded by the
adverse effects of the regional crisis that erupted in
August 1990.

Origins of Economic Difficulties
Broad Strategy During the 1970s to
Mid-1980s

From the early 1970s until recently, Jordan's
strategy was to develop itself as a provider of
skilled manpower and trade-related services for the
Arab countries in the region. Accordingly, the
authorities had chosen 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 workers' remittances
and aid received 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.

5
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Chart 2.1. Structure of the Economy
(In percent of GDP)

Chart 2.2. Movement in Monetary
Aggregates, Prices, and the Exchange Rate

GDP Deflator, Prices, and
the SDR-Jordan Dinar Exchange Rate
{Percent chances)

Sources: IMF, International Financial Statistics, and various Recent
Economic Development reports.
'Including government services.

Macroeconomic Outcome: An Overview

Jordan's economic growth during the 1970s and
through the mid-1980s was robust. Domestic prices
were generally stable, with inflation averaging
5 percent during the decade through the mid-1980s,
reflecting in part prudent monetary policy (Chart
2.2).2 As a result of high recurrent expenditures,
however, Jordan incurred large fiscal deficits
(Charts 2.3 and 2.4) that, excluding foreign grants,
averaged more than 20 percent of GDP 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
2
The average rate of inflation was contained at about 5 percent
during the decade through the mid-1980s.

Sources: IMF, International Financial Statistics, and various Recent
Economic Development reports.

sector (averaging 10 percent of GDP). Investment
remained at comfortable levels (at more than
20 percent of GDP), but much of the domestic private sector investment was directed to housing construction and was foreign financed. Despite an unusual import boom, the external current account
remained in virtual balance during this period
(Chart 2.5).
However, because of inappropriate incentives and
price signals, efficient import-competing and export-oriented domestic manufacturing activities
could not develop. Moreover, by the mid-1980s, the
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Origins of Economic Difficulties

Chart 2.3. Central Government
Operations

Chart 2.4. Central Government Deficit,
Revenue, and Expenditure

(In percent of GDP)

(In percent of GDP)

Sources: IMF, International Financial Statistics, and various Recent
Economic Development reports.

flow of foreign grants from traditional regional
countries and inflows of workers' remittances
started to decline in the aftermath of the oil price
collapse. The authorities responded to these developments by (1) turning to external commercial and
domestic bank borrowing to finance unsustainable
levels of domestic aggregate demand and increasingly large budgetary deficits—with claims on the
Central Government by the domestic banking system increasing by more than 300 percent during
1986-88; and (2) maintaining domestic price stability through control of administered prices. As a result, there was a rapid acceleration of the external
debt-service burden, which led to the emergence of
serious financial imbalances. Moreover, the sharply
higher public sector debt-service payments further
accentuated Jordan's medium-term fiscal imbalance. In response to an easing of the credit stance
and a large devaluation, the inflation rate started to
accelerate to double-digit levels by 1988. At about
this time, commercial banks started to accumulate
nonperforming assets, leading to bank failures by
the late 1980s; and access to external borrowing virtually ceased by 1988.
To address these difficulties, the authorities initiated corrective macroeconomic policies, including a
large devaluation of the Jordan dinar (Chart 2.6):
the exchange rate, which had remained fixed to the
SDR for more than twenty years through the end of

Sources: IMF, International Financial Statistics, and various Recent

Economic Development reports.

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, with its ratio of external debt to
GDP increasing to 193 percent of GDP by 1990
(Chart 2.7).
7
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Chart 2.5. External Sector

Chart 2.6. Exchange Rate Indices

(In percent of GDP)

(1980= 100)

Sources: IMF, International Financial Statistics,.and various Recent
Economic Development reports.
Sources: IMF, Information Notice System, and International
Financial Statistics.

Structural Weaknesses

Jordan's economic performance was handicapped
not only by its limited resource base but also by policy-induced structural weaknesses in various sectors.
The tax system in Jordan—although effective in mobilizing resources for government operations—suffered from inefficiencies resulting from cascading,
widespread exemptions, a multiplicity of taxes and
tax rates, and inefficient tax administration. On the
expenditure side, high military expenditure, extensive subsidy programs (covering basic foods, energy,
agricultural production and inputs, and transportation) and a growing external debt-service burden
complicated efforts to reduce the fiscal deficit to a
sustainable level.
Moreover, Jordan's trade regime was characterized, until the late 1980s, by a notionally high and
complex tariff structure, nontariff barriers, widespread exemptions, and institutional inadequacies,
which adversely affected its export and industrial
sector performance.3
3

The maximum tariff rate was 318 percent, while, owing to
widespread exemptions, the bulk of imports were imported duty
free. Nearly thirty institutions accounting for 51 percent of imports into Jordan were exempt from import duty. Nontariff barriers in the form of quantitative restrictions were also widespread;
about 40 percent of imports were subject to quantitative restrictions in 1988. Combined with these nontariff barriers, the high
degree of variations in the tariff rates (between zero and 318 percent, with a standard deviation of 26.1) led to a high degree of
variation in effective rates of protection.

In the agriculture sector, subsidized water and domestic producer price support contributed to the inefficient use of scarce water resources, while production controls on major vegetable crops prevented
higher production and export of high-value
products4 in which Jordan appeared to have some
comparative advantage. The energy sector also suffered from inadequate pricing policies for petroleum
products and electricity, institutional inefficiency in
the associated public sector enterprises, and the limited role of the private sector in energy sector development projects.5 In the financial sector,6 the availability of financial instruments was limited, and
instruments for indirect control had not been developed, although in 1988 reserve ratios started to be
more actively used to absorb excess liquidity in the
banking system (generated in part by rapidly increasing bank borrowing by the Government).
4
For more details on structural issues related to Jordan's agriculture sector, see Jordan: Towards an Agriculture Sector Strategy, Report No. 7547-50 (Washington: World Bank, 1990).
5
For more details on structural issues related to Jordan's energy
sector, see Jordan: Energy Sector Study, World Bank Report No.
7984-JO; Vols. 1 and 2 (Washington: World Bank, 1990).
6
Four main direct monetary instruments were used: banks' reserve requirements, the liquidity ratio, credit guidelines, and interest rate ceilings, with legal reserve ratios being kept low (effectively in the range of 7—8 percent of local currency deposits)
during most of the period through 1987.
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Chart 2.7. External Debt and Debt Service

Source: Jordanian authorities.

Adjustment and Structural Reform
Efforts, 1989-94
To address the rapidly growing imbalances, in late
1988 and early 1989, the Government adopted a
medium-term growth-oriented adjustment program
supported by the IMF and the World Bank, which resulted in some progress toward the reduction of
macroeconomic imbalances and the introduction of
structural reform measures in several areas. However, following the August 1990 regional crisis, real
income declined; unemployment rose sharply—as a
result of the reflux of Jordanians working in neighboring countries; trade was disrupted; and aid flows
from countries in the region ceased. These adverse
developments made it impossible for Jordan to
achieve the program targets.
When the regional crisis ended in early 1991, the
authorities re-evaluated and resumed their adjustment and structural reform efforts. This led to the
adoption of a second medium-term adjustment and
structural reform program beginning in 1992, supported by the IMF and the World Bank and other official donors and creditors.
Performance During 1989-90

Jordan's economic and financial performance during 1989-90 was encouraging. All the policy actions
contemplated in the authorities' program were implemented, which, in combination with debt relief
and bilateral grants, enabled Jordan to meet all its
quantitative performance criteria in 1989. In particu-

lar, 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 program targets, allowing the Central Bank of
Jordan's foreign exchange reserves to exceed the
program target significantly in 1989. The budgetary
situation also improved, although, owing to higherthan-expected interest payments on foreign debt, the
overall budget deficit exceeded the program target.
On the structural front, following the exchange
rate depreciation in 1988, the authorities introduced
a number of reforms in the exchange and trade systems and interest rate policy. These included, in particular, abandoning the dual exchange rate system,
which they had introduced as a temporary emergency measure in July 1989 to address acute balance
of payments difficulties; unifying the official and interbank rates at the level of the more depreciated interbank rate, leading to a further nominal effective
depreciation of 8.5 percent; adopting flexible exchange rate management, with the Jordan dinar
pegged to a basket of currencies; abandoning the
policy of supporting the interbank 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 nontariff
barriers in stages and replacing them with tariffs initially, and reducing tariff barriers as a whole subsequently, to lower effective protection and foster a
broadly neutral system of incentives.7
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 a
medium-term context (see Section VI for details).
Consistent with these objectives, the Government
(1) concluded a restructuring agreement with Paris
Club official bilateral creditors in July 1989 and regularized relations with other official bilateral creditors along terms similar to those obtained from the
Paris Club; (2) initiated negotiations with the commercial banks to obtain a multiyear restructuring of
obligations falling due to banks, with provisions for
new money and options for debt conversion; (3) lim7
In August 1988, 30 categories of products had their import
bans removed and replaced with tariff protection. The percentage
of imports subject to quantitative restrictions was reduced from
40 percent in early 1988 to less than 7 percent in 1990. Import
prohibition on 11 consumer luxury items, which were banned on
a time-bound basis for balance of payments reasons, was eliminated in January 1990. For the remaining 93 percent of the items
subject to tariffs, the range between the maximum and minimum
tariffs was reduced to 55 percent at a first stage, by lowering the
maximum tariff rate to 60 percent and increasing the minimum
tariff rate to 5 percent. This narrowing of the range reduced the
variation in tariffs (measured in terms of the standard deviation)
to 17.5 in 1990 from 26.1 in 1988.
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ited all new borrowings to longer-term maturities
and, in many instances, at concessional interest
rates; and (4) canceled most new commercial borrowings that were in the pipeline.
The authorities implemented various structural
measures in 1990, including tariff reforms and further interest rate liberalization, and pursued flexible
interest and exchange rate policies. However, a number of adverse developments during 1990, including,
in particular, the regional crisis, pushed the economy
off track.
Performance Since 1992

The broad objectives of the authorities' programs
since 1992 are to reduce the macroeconomic imbalances significantly; continue the process of structural reform, despite considerable uncertainties
about trade and aid relations between Jordan and its
neighbors; and achieve balance of payments viability at an early date while attaining satisfactory
growth performance in the context of stable domestic prices and increasing the role of the private sector
in the economy.
The key policy elements of the program are the
following:
• Reduce the fiscal deficit substantially, through
revenue enhancements and containment of current expenditures;
• Contain credit expansion consistent with the external and inflation objectives and with achieving interest rates that are positive in real terms;
• Maintain external competitiveness;
• Carry forward the structural reforms initiated in
1989, including the second phase of tariff reform
and the reform of the indirect tax system through
the introduction of a general sales tax; and
• Pursue reforms in the agriculture and water and
energy sectors for implementation over 1992-94.
Macroeconomic Stabilization and Outcome

Jordan's macroeconomic performance during
1992-94 was solid. The economy's real growth, inflation, and fiscal adjustment performance were
much better than anticipated at the inception of the
program; and despite a surge in imports associated
with the large influx of returnees, the balance of payments adjustment has been stronger than projected.
After several years of decline or virtual stagnation,
economic activity gained momentum in 1992. Real
GDP growth (at market prices) exceeded 16 percent
in 1992 (with real GDP growth at factor cost at 12
percent), against a program target of 3 percent; and
growth averaged 6 percent a year during 1993-94.
This turnaround is largely attributable to strong activity in construction, but was also facilitated by a

solid recovery in the agriculture, trade, and manufacturing sectors. A favorable supply response and
import prices, coupled with prudent demand-management policies, contributed to a sharp deceleration
of inflation to the 4-5 percent range during this period, much below the program targets. The unemployment rate declined to 12-15 percent during
1993-94 from a peak of 25 percent in 1990, despite
high labor force growth.
The overall fiscal deficit (excluding foreign
grants) declined from nearly 18 percent of GDP in
1991 to less than 4 percent of GDP in 1992, after
taking into account the effect of nonrecurrent revenue sources; this result compares with the program
target of about 14 percent of GDP. This sharp reduction in the fiscal deficit reflected the effect of discretionary fiscal measures (2.5 percent of GDP)
adopted in the context of the 1992 budget; strict expenditure control; and buoyant revenue collection,
including nonrecurring revenues (3.5 percent of
GDP). When the effect of nonrecurring revenues is
excluded, the underlying fiscal deficit is estimated to
have declined to about 7 percent of GDP. The authorities' fiscal policy stance was further tightened
during 1993-94, with the underlying fiscal deficit
(excluding nonrecurring factors) declining to less
than 6 percent of GDP in 1994 as a result of further
discretionary measures and strong economic growth.
The favorable fiscal outturn and cautious credit
policy stance contained the growth of the net domestic assets of the banking system to less than 8 percent in 1992, below the program target of 8.5 percent.8 Supported by the improved fiscal position,
monetary expansion remained well below the increase in nominal GDP during 1992-94.
The external current account deficit declined to
some 14 percent of GDP (excluding workers' savings and grants from the Gulf Crisis Financial Coordination Group (GCFCG)) in 1992, although imports were much higher than programmed because
of the economic expansion. The deficit declined by
an additional 3 percentage points to less than 12 percent of GDP in 1993 and thereafter by a further
5 percentage points to 6.5 percent of GDP in 1994.
This outcome was attributable to the continuing
strong performance of remittances and nontraditional exports and to the strong recovery of tourism
receipts. These receipts largely offset the shortfall in
traditional mineral-based exports caused by problems in shipping phosphate rocks under the UNimposed sanctions, the loss of markets, and the collapse in world market prices, as well as the higher
growth of imports associated with buoyant eco8
For more details on monetary developments and the corrective
measures, see Section V.
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nomic activity in 1992. Nontraditional exports were
strong throughout the period.
With these developments and large transfers of
workers' savings (primarily repatriation of foreign
financial assets of Jordanians who had previously
worked abroad), the overall balance of payments
deficits were sharply reduced in both 1992 and 1993,
and gross official reserves (that is, the Central
Bank's foreign exchange reserves) exceeded the program targets in both years. Rescheduling of debt service and overdue obligations to Paris Club official
bilateral creditors in February 1992 and receipts of
exceptional assistance from the GCFCG significantly contributed to the balance of payments financing during 1992-93. However, uncertainties in
the region stemming from the peace process and the
potential redemption of Jordan dinars circulating in
the West Bank caused gross official reserves to decline sharply in the first half of 1994. They improved
significantly in the second half of 1994, in response
to a substantial tightening of the stance of monetary
policy, but remained below the program target by the
end of 1994.
Jordan also made significant progress in normalizing payments relations with its external creditors and
in reducing outstanding payments arrears. In addition, the authorities took steps to liberalize the exchange system by relaxing restrictions on foreign
exchange for current account transfers. The annual
amount of foreign exchange that residents and nonresidents can transfer abroad was gradually increased, to JD 35,000 (equivalent to $50,000), by
early 1994; and the Central Bank abolished the regulation under which export proceeds had to be repatriated within a specified period.
Structural Reforms

Under its medium-term economic reform program, Jordan intended, in particular, to (1) proceed
with structural reforms initiated in late 1988, specifically, tariff reform, reform of the indirect tax system—through the introduction of a general sales
tax—and the direct tax system; (2) introduce indirect
monetary control and a number of other financial reform steps; (3) move to external current account
convertibility; (4) implement a number of reforms in
the agriculture and water and energy sectors; and
(5) improve the regulatory framework for domestic
and foreign investments.
The tariff reform program initiated in 1988 was
concluded in early 1992, with a further reduction of
the maximum tariff rate (by 10 percentage points) to
50 percent (except for a few luxury items). Further
progress was made in late 1994: basic tariffs that exceeded 50 percent were reduced to 50 percent or less
(except on three items); as a result, together with the

surcharge and other fees, border taxes were reduced
to 70 percent or less, and the effective tariff rate was
reduced to 21 percent. In the agriculture and water
sectors, control of cropping patterns was abolished,
and the average tariff on agricultural imports was reduced to 30 percent, as part of the reform effort supported by the World Bank Agriculture Sector Adjustment Loan (ASAL).
Under the ongoing reform of the energy sector operations supported by the World Bank Energy Sector
Adjustment Loan (ESAL), the authorities are seeking to achieve certain financial targets in the operations of the Jordan Electricity Authority (JEA) and
to formulate a detailed financial and institutional restructuring plan for the power sector, including the
incorporation of the JEA and the establishment of a
new oil and gas company. Furthermore, as part of its
public sector enterprise reform and privatization
program, the Government has sold a large part of its
shares in the Jordan Hotels and Tourism Company
and completed the commercialization of the Alia
Gateway Hotels and duty-free shops at the Amman
International Airport. The Telecommunications Corporation (TCC) is allowing the private sector to provide complementary services, and a strategy to privatize the TCC is expected to be completed by the
end of 1995 under the World Bank Telecommunications Project.
In September 1993, the authorities started to issue
central bank certificates of deposit (CDs) denominated in Jordan dinars as a new indirect instrument
of monetary control. Since then, there has been a
steady strengthening of indirect monetary control
operations and other supporting reforms, with the
Central Bank implementing monetary policy
through a reserve money program and using an indirect monetary control mechanism to effectively influence domestic interest rates, without resorting to
ad hoc and arbitrary use of credit limits. Commercial
banks have been responding efficiently to the interest rate policy the Central Bank is pursuing through
open market operations.
In June 1994, to broaden the domestic tax base
and improve the elasticity and efficiency of the tax
system, the authorities replaced the consumption tax
system with a general sales tax at the manufacturing
and import stages. Its main features are a basic rate
of 7 percent, with a rate of 20 percent applying to 30
items (mainly luxury goods); a tax credit for inputs
to remove cascading of taxes at different stages of
production; and a limited number of exemptions.
Progress was also made in liberalizing the exchange system. In particular, following several steps
to liberalize current account restrictions, in February
1995 Jordan accepted the obligations of Article VIII,
Sections 2, 3, and 4 of the IMF's Articles of Agreement (see Section VII).
II
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Further progress in structural reform was achieved
with the recent passage of additional reform measures and their implementation by the time of the
Amman economic summit in late October 1995. The
package consists of several amendments to the general tax system, a reform of corporate and personal
income taxes, and a new investment law.
The measures to reform the general sales tax include increasing the basic rate to 10 percent; allowing tax rebates for inputs to production if the final
good is exported tax exempt; extending the sales tax
to services according to an extended positive list; allowing taxpayers below a certain threshold to register
voluntarily; and introducing a supplementary duty on
selected luxury products, alcohol, and tobacco.
The authorities improved the direct tax system by
eliminating tax holidays (except for investments in
less developed areas); limiting tax deductibility to
net interest payments; reducing the number of tax
rates, including maximum tax rates, for both personal and corporate income taxes from 50 percent to
35 percent; rationalizing corporate income tax rates,
with a view to treating all corporate sectors equally
by establishing three flat corporate tax rates of
15 percent for companies in "encouraged" sectors

(mining, industry, hotels, and hospitals), 35 percent
for banks and financial institutions, and 25 percent
for all other companies; encouraging capital accumulation by imposing a withholding tax of 10 percent on distributed profits; and broadening the tax
base by reducing and simplifying exemptions and
applying uniform standard deductions for all wage
earners.
The new Investment Law, which replaces both the
Encouragement and Investment Law of 1978 and the
Law Governing Arab and Foreign Investment of
1992, provides for equal treatment of all investors,
eliminates the distinction between projects in the
same sector, rationalizes the incentive structure, and
opens the financial market to all investors.
The package is expected to be complemented later
this year by a law governing the operations of the
Amman Financial Market (AFM), further measures
to deepen the financial markets, and a further tariff
reform. Overall, the reforms that have already been
adopted or are under consideration are consistent
with the authorities' medium-term private sector and
export-led strategy and should enable Jordan to benefit from prospective regional developments and
new trade and financial opportunities.
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Macroeconomic Environment and Factors
Underlying Growth and Investment

Christopher McDermott

his section provides background information on
T
how Jordan's adjustment and reform programs
and the resulting improved macroeconomic policy

environment have influenced investment and growth
in recent years. The basic indicators of the macroeconomic environment that are used to examine the
potential effect of adjustment programs on investment and growth are the inflation rate, the fiscal balance, and the external current account balance.
Movements in the terms of the trade, the inflow of
workers' remittances, and changes in the real exchange rate are basic indicators of external shocks
affecting growth and investment.
The empirical analysis presented in this section
and inferences from other empirical works suggest a
number of conclusions. First, real GDP growth is attributable more to increases in physical capital than
to increases in the labor force. Second, despite impressive growth performance, total factor productivity has declined in recent years because of the need
to absorb into the economy some 300,000 Jordanians returning from abroad. Third, the most significant impact on real GDP growth has been achieved
through fiscal policy; accordingly, the negative impact of the high fiscal deficits of the past has been
declining with the progress made in reducing the
deficit, despite falling foreign grants. Fourth, fiscal
policy has affected real GDP growth primarily by
slowing down the rate of capital accumulation by the
private sector. Finally, the most important determinant of private investment in Jordan is the inflow of
external financing in the form of workers' remittances and transfers of savings.

Economic Developments During
1976-94
Boom of the 1970s

Between 1976 and 1980, real GDP rose by
9.5 percent a year, and investment averaged 35 percent of GDP (Table 3.1). During this period, domestic private sector investment was directed partly to
residential housing construction and partly to the

transportation and mineral-based processing sectors;
such investments therefore had limited direct impact
on the future growth potential of the economy. Jordan's growth and investment depended heavily on
external financing. Private construction activity was
largely financed through workers' remittances, while
grants and loans from oil-exporting countries in the
region accounted for a large part of the financing of
Jordan's public sector investment.
The indicators of macroeconomic policy describe
a mixed situation during 1976-80: inflation averaged about 12 percent, and the fiscal deficit of the
Central Government (excluding foreign grants) averaged 29 percent of GDP; however, the external
current account—reflecting receipts of sizable foreign grants—remained virtually in balance. The
large budget deficits were the result of the authorities' efforts to improve public utilities and services,
together with higher defense expenditure and subsidies for certain basic goods.
Economic Slowdown in the Early 1980s

By the early 1980s, the terms of trade had deteriorated, resulting in the subsequent deterioration in
the external current account balance to a deficit of
some 5 percent of GDP. Furthermore, as oil prices
and related revenues started to decline, the level of
external aid (primarily from regional oil-producing
countries) dropped from about 17 percent of GDP to
10 percent of GDP, which in turn led to a reduction
in public sector investment as a share of GDP from
nearly 19 percent of GDP to less than 14 percent
(Table 3.2). While public sector investment bore the
brunt of the shock, private sector investment remained steady, at approximately 16 percent of GDP.
The decline in investment and inflow of workers'
remittances adversely affected the economy, with
real GDP growth falling to an average of 6 percent
during 1981-85. The fiscal deficit (excluding foreign grants) declined by more than 10 percentage
points, although at 18.5 percent of GDP by 1985 it
remained very high; the reduction in the fiscal
deficit was largely attributable to cuts in development expenditure. Inflation was contained to an av13
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Table 3.1. Macroeconomic Performance
1976-80
Real GDP growth 1
Gross fixed investment2
Inflation rate1
Fiscal balance2
Excluding grants
Including grants
Current account balance3
Terms of trade 1
(1992= 100)
Real exchange rate1
(1992= 100)

1981-85

1986-90

1991-94

9.5

6.2

35.0
11.7

31.0

-0.9
22.3

28.7

4.8

5.4
111
7.8

-29.0
-12.4

0.2

-18.5
-8.5
-5.2

-20.1
-12.8
-3.3

-10.8
-6.0
-12.5

-20.0
-10.1
-4.8

85.3

80.1

91.9

98.8

87.8

171.4

142.7

117.3

99.9

135.6

5.4

7.4

1976-94

9.7

Sources: Department of Statistics, Government of Jordan; Central Bank of Jordan; and IMF staff estimates.
'Period average.
ln percent of GDP.
ln percent of GDP, excluding foreign grants.

2

3

erage annual rate of 4 percent, reflecting the authorities' policy of maintaining a stable nominal exchange rate and a moderation in the world rate of
inflation.
Economic Crisis in the Late 1980s

In the second half of the 1980s, debt-service
obligations and the fiscal imbalance increased
sharply. Jordan's debt service was some 45 percent
of exports of goods and services in 1989, while the
average fiscal deficit (excluding foreign grants) increased to 20 percent of GDP. Faced with growing
budget deficits, the authorities resorted to borrowing from both domestic and foreign commercial
banks. The monetization of the deficit led to higher

inflation. Jordan's economy also remained highly
vulnerable to the unfavorable fluctuations in income
in neighboring countries as a result of declining oil
prices and associated revenues. The decline in
workers' remittances and grants and loans from
neighboring oil-exporting countries led to a growing external imbalance and an associated rapid
buildup of debt and debt service. By 1988, this external imbalance had reached unsustainable proportions. General financial instability in this period in
turn led to bank failures and a reduction in private
capital inflows. Reflecting this deteriorating macroeconomic environment, aggregate investment declined to some 22 percent of GDP, with private sector investment averaging only 7 percent of GDP.
Real GDP declined steadily over 1986-90, with Jor-

Table 3.2. External Financing and Investment
(In percent of GDP)

Private
Investment1

Workers'
Remittances

Central
Government
Capital
Expenditure

1976-80
1981-85
1986-90
1991-93

16.0
16.2

18.9
13.9
15.3
13.1

16.6
10.0

16.3

20.7
22.3
14.2
16.3

1976-94

13.7

18.5

15.4

9.9

Period

7.1

Central
Government
External Aid

7.3
4.8

Sources: Department of Statistics, Government of Jordan; Central Bank of Jordan; and IMF staff estimates.
'Private investment is constructed from total gross fixed investment less central government capital expenditure.
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Chart 3.1. Real GDP Growth and
Investment

Chart 3.2. Real GDP Growth, Fiscal
Balance, and the Current Account

(Percent changes)

(Percent changes)

Sources: Department of Statistics, Government of Jordan; and
Central Bank of Jordan.

Sources: Department of Statistics, Government of Jordan; and
Central Bank of Jordan.

dan's worst recession in recent history occurring in
1989 (Chart 3.1).

effective absorption into the Jordanian economy of
some 300,000 Jordanians from abroad (about 10 percent of the population and a higher proportion of the
labor force), who also brought with them substantial
savings and technical know-how to revitalize the
private sector.

Economic Recovery, 1989-94

Since late 1988, interrupted only by the August
1990 regional crisis, Jordan has been implementing
a medium-term structural adjustment program. Since
1991-92, the macroeconomic policy indicators have
improved significantly. The inflation rate declined to
3.5 percent in 1994, and the average rate of inflation
for 1989-94 was less than 5 percent. The fiscal
deficit declined sharply, averaging about 11 percent
of GDP during this period (Chart 3.2). Including foreign grants and the effect of external debt relief, central government operations on a cash basis were in
surplus during most of the years. The improvement
in macroeconomic indicators also led to a recovery
in investment to about 29 percent of GDP, despite a
significant decline in external official financing
compared with earlier periods; and real GDP expanded by more than 7 percent a year. The strengthening of Jordan's macroeconomic performance since
late 1991 is attributable to three key factors: (1) the
implementation of effective macroeconomic policies, such as restrained fiscal and monetary policy
and prudent exchange rate management; (2) the regularization of external debt-service obligations, a
prudent debt-management policy that contributed to
a sharp reduction in the debt and debt-service ratios,
and substantial external financial support from official bilateral and multilateral creditors; and (3) the

Factors Influencing Long-Term Growth
Recent developments in the growth literature have
emphasized that economic conditions and implementation of appropriate public policies influence the rate
of economic growth. Barro and Barro and Sala-iMartin1 link growth to fiscal variables in their endogenous growth models, which were tested empirically by Cashin2 for member countries of the
Organization for Economic Cooperation and Development (OECD). Fischer3 extends the notion that
'R.J. Barro, "Government Spending in a Simple Model of Endogenous Growth," Journal of Political Economy, Vol. 98 (October 1990), pp. SI03-25; and R.J. Barro and X. Sala-i-Martin,
"Public Finance in Models of Economic Growth," Review of Economic Studies, Vol. 59 (October 1992), pp. 645-61.
2
Paul Cashin, "Government Spending, Taxes, and Economic
Growth," Staff Papers, International Monetary Fund, Vol. 42
(June 1995), pp. 237-69.
3
Stanley Fischer, "Development, Macroeconomics, and
Growth," NBER Macroeconomics Annual, 1991 (Cambridge,
Massachusetts: National Bureau of Economic Research, 1991),
pp. 329—64; and Stanley Fischer, "The Role of Macroeconomic
Factors in Growth," Journal of Monetary Economics, Vol. 32
(December 1993), pp. 485-512.
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Table 3.3. Summary of Estimated Panel Regression Coefficients from a
Growth Accounting Framework
Regressors
Changes in
the terms
of trade

Black market
exchange rate
premium

0.228
(-4.49)

0.043
(-2.71)

-0.017
(-2.76)

-0.018
(-2.49)

0.137
(-3.23)

0.038
(-2.60)

-0.006
(-1.17)

-0.037

H-77)

0.075
(-1.61)

0.008
(-0.62)

-0.019
(-3.56)

-0.002
(-1.14)

-0.007
(-0.53)

0.0009
(-0.29)

0.0003
(-0.22)

Dependent
Variable

Inflation
rate

Fiscal
balance1

Real GDP growth

-0.039
(-4.65)

Productivity growth
Rate of capital accumulation
Labor force growth

Source: Stanley Fischer, "The Role of Macroeconomic Factors in Growth," Journal of Monetary Economicsyo\. 32
(December 1993), pp. 485-512.
Note: Twenty-two countries are in the panel: Argentina, Chile, Colombia, Cote d'lvoire, Dominican Republic,
Ecuador, Ghana, Greece, India, Indonesia, Jamaica, Kenya, Korea, Malawi, Mexico, Morocco, Pakistan, Paraguay.Thailand,Turkey,Venezuela, and Zambia. Figures in parentheses are t-statistics.
'In percent of GDP.

governments can influence growth by creating a stable macroeconomic framework, which can be created
through macroeconomic policies that are conducive
to growth.4 The key macroeconomic policies are considered to be monetary, fiscal, and exchange rate
policies designed to keep inflation low and predictable, a stable and sustainable fiscal balance, appropriate real interest rates, a competitive and predictable real exchange rate, and a viable balance of
payments. The signaling effect government management has on the private sector is one of the key mechanisms through which macroeconomic policies influence growth. To measure this signaling effect,
Fischer recommends using basic indicators of macroeconomic policy, such as the inflation rate, the government fiscal balance, and the current account balance. In particular, Fischer used a regression analog
of growth accounting to identify the channels through
which macroeconomic variables affect economic
growth; the idea behind this growth accounting
framework is to measure the relationship between
growth and several key macroeconomic variables.
Growth can be attributed to changes in the supplies of
factors of production (labor and capital) or to changes
in total factor productivity (reflecting changes in the
efficiency with which these factors are used).
4
Other public policies conducive to growth include the enactment and enforcement of private property rights through the legal
system and the maintenance of national security.

Macroeconomic Stability and Growth
In examining the links between growth and indicators of macroeconomic stability, Fischer estimated
several sets of panel regressions. All of the coefficients from the estimated equation of the growth rate
of real GDP from 1961 to 1988 on a set of macroeconomic indicators and external shock indicators
are significantly different from zero (Table 3.3). The
results imply notably that (1) a country that has an
inflation rate 100 percentage points higher than another will have a growth rate that is 3.9 percentage
points lower; (2) a country with a fiscal balance that
is in greater surplus or lower deficit by 1 percent of
GDP will have a growth rate that is 0.23 percent
larger; (3) a country with a higher black market exchange premium will grow slower than a country
with a lower black market exchange premium, other
things being equal; and (4) negative shocks in the
terms of trade reduce growth. Overall, the results indicate that, when the measures of macroeconomic
policies indicate stability, the prospects for growth
are favorable.
These findings are used to examine the effects of
macroeconomic policies on Jordan's growth performance during 1976-94 (Table 3.4). First, the negative impact of inflation on growth for Jordan is about
a third of a percentage point a year during 1976-94.
However, most of the impact came during 1976-80
and 1986-90. Had Jordan been able to maintain
price stability in those two periods, the growth rates
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Table 3.4. Impact of Macroeconomic Policy on Real GDP Growth
(Percent change)

Policy indicators
Fiscal balance
Excluding grants
Including grants
Inflation rate
Changes in terms of trade

1976-80

1981-85

1986-90

1991-94

1976-94

-6.61
-2.83
-0.46
-0.49

-4.22
-1.94
-0.21
0.16

-4.58
-2.92
-0.38
0.25

-2.46
-1.37
-0.19
0.44

-4.56
-2.30
-0.30
0.38

Source: IMF staff estimates.
Note:The impact on real GDP growth is calculated by multiplying the period mean of the policy indicator (see
Table 3.1) by the relevant estimated coefficient in Table 3.3.

would have been nearly half a percentage point
higher. However, even in the slump years, the restraining effect of inflation on growth is significantly less in Jordan than in the other countries in
the sample. This reflects the fact that Jordan experienced relatively moderate rates of inflation over the
entire period. Second, the changes in the terms of
trade had a limited and mostly positive impact on
Jordan's growth performance.
This analysis shows that the stance of fiscal policy
represents the greatest impediment to Jordan's
growth performance. Over the entire period
1976-94, the fiscal deficit (including foreign grants)
restrained growth by an average of over 2 percentage points a year. Had there been no foreign
grants—which have been used largely to finance
public investment—growth would have been reduced by nearly 5 percentage points. Jordan's reliance on grants from oil-exporting countries in the
region to finance public sector investment—a significant source of growth—diminished over the period.
If the grants received during 1976-80 had not materialized, growth would have been reduced by an average of nearly 7 percentage points. However, if the
grants received during 1991-94 had not materialized, growth would have been slower by an average
of just over 2 percentage points.
Total Factor Productivity Residuals

The World Bank conducted a study of sustainable
growth in Jordan that included an analysis of total
factor productivity.5 The approach uses a production
function to examine the relative contribution to
growth of factors of production and productivity
5
Jordan: Consolidating Economic Adjustment and Establishing the Base for Sustainable Growth, Report No. 12645-JO
(Washington: World Bank, 1994).

growth. The approach is a regression analog of
growth accounting and allows for identification of
the channels through which macroeconomic policies
affect economic growth. Growth can arise through
increased efficiency, which shows up as increased
positive residuals in an estimated production function, or through increases in factors of production.
For this exercise, two specific types of production
function have been specified and estimated. The first
one is a standard Cobb-Douglas production function,
in which output is a function of labor and physical
capital, while the second also includes a measure of
human capital—measured by school enrollment—as
an additional factor of production. The restriction
that the two factors' shares in the Cobb-Douglas production function are equal and satisfy constant returns to scale cannot be rejected using a standard hypothesis test. Based on the extended production
function, the estimated factor shares are 44 percent
for physical capital, 23 percent for labor, and 33 percent for human capital. For the first type of production function, total factor productivity estimates,
Solow residuals = real GDP growth - 0.5 physical
capital accumulation - 0.5 labor force growth;
and for the second set of production function, total
factor productivity estimates,
Mankiw-Romer-Weil (MRW) residuals =
real GDP growth - 0.44 physical capital
accumulation - 0.23 labor force growth
- 0.33 human capital.
Both the Solow residuals and the MRW residuals
show that total factor productivity declined over the
period 1981-94, with the largest decline occurring
during the period 1991-94 (Table 3.5). Estimates
from the simple two-factor production function
show that the growth component provided by extra
17
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Table 3.5. Contributions to Economic Growth by Factors of Production
(Period averages; percent change in real terms)

Growth Contribution of
Labor
force

Human
capital

Solow
Residuals1

MRW
Residuals1

Period

GDP

Physical
capital

1976-80
1981-85
1986-90
1991-94

9.5
6.2
-0.9
7.9

6.5
7.0
0.3
10.2

1.3
2.7
0.3
11.9

1.7
-3.5
-1.5
-14.2

1976-94

5.4

5.5

3.2

-3.3

1976-80
1981-85
I986-87 2

9.5
6.2
5.0

5.7
6.1
3.1

0.6
1.3
I.I

1.2
1.2
0.9

2.0
-2.4
-0.1

1976-872

7.4

5.4

1.0

1.2

-0.2

Source: IMF staff estimates based on World Bank, Jordan: Consolidating Economic Adjustment
'A measure of total factor productivity changes; see text for definition.
2
Data available only until 1987.

labor is more than offset by the decline in total factor
productivity, implying that increased output from a
higher labor force was virtually offset by a loss of
productivity. However, estimates from the three-factor production function, which allows decomposition between an increase in the quantity of labor and
the quality of labor, show that for an increase in economic activity attributable to labor, about 50 percent
can be attributed to an increase in quality. A striking
feature of the results is that most of the growth in
economic activity was generated by increases in
physical capital. The manner in which macroeconomic policy affects investment and, thus, overall
economic growth is examined below.

Factors Influencing Investment
In view of the importance of physical capital investment in generating growth in Jordan, this subsection conducts a detailed time-series study of factors influencing private investment in Jordan. These
factors include some of the policy indicators that
were shown to be important determinants of growth
in the previous subsection, as well as some specific
variables found to be empirically important for private sector investment behavior in Jordan.
Methodology and Data

The analysis is based on empirical estimates of a
private investment function for Jordan during
1977-94. Private investment is specified to be a

function of (1) private external inflows measured by
workers' remittances; (2) a public investment financing constraint measured by the excess of central
government capital expenditure over the Central
Government's available external financing; (3) a fiscal policy indicator, measured by the fiscal deficit
excluding foreign grants; (4) an indicator of the sustainability of financial policies measured by gross
official reserves; and (5) an indicator of macroeconomic uncertainty, measured by changes in the real
exchange rate. The rationale for using external inflows, a government financing constraint, crowdingout effects, and uncertainty over policies and macroeconomic conditions as key factors influencing
investment in Jordan is as follows.
First, in many countries an important element in
investment decisions is the availability of credit for
financing the investment. However, for Jordan, investment financing mainly took the form of external
inflows of private capital—particularly through the
transfers of workers' remittances and savings. Accordingly, private investment in Jordan fluctuated
with the flows of workers' remittances, which in turn
depended heavily on movements in oil prices in the
region's oil-exporting countries.
Second, the possibility that public investment and
fiscal policy may in general crowd out private investment—as discussed in Easterly, Rodriguez, and
Schmidt-Hebbel6—arises from government prefer6
William R. Easterly, Carlos A. Rodriguez, and Klaus SchmidtHebbel, eds., Public Sector Deficits and Macro economic Performance (New York: Oxford University Press, 1994).
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Table 3.6. Estimates of Private Investment Equation, 1977-94
(Dependent

variable: private

investment/GDP)'

Independent
Variables
Constant
Workers' remittances/GDP
Government financing constraint3
Official reserves (in months of imports)
Real exchange rate (percent change)
Fiscal balance/GDP4
Summary and diagnostic statistics5
Number of observations
R squared
Durbin-Watson statistic
Breusch-GodfreyTest for AR(I) errors 6
Breusch-Pagan Test for heteroscedasticity6
From workers' remittances
From government financing constraint
EngleTest for ARCH errors 6

Coefficient
Estimate

Standard
Errors 2

t-statistic

4.16
0.85
-0.81
1.94
-0.23
0.50

3.34
0.23
0.18
0.53
0.10
0.12

1.25
3.64
-4.49
3.68
-2.25
4.22

18.00
0.71
1.38
1.77

(0.18)

4.91
1.18
1.11

(0.03)
(0.28)
(0.29)

Sources: IMF staff estimates based on data provided by the Central Bank of Jordan and the Department of Statistics, Government of Jordan.
'Private investment was constructed from gross fixed investment less central government capital expenditure.
2
Standard errors were computed using White's heteroscedasticity-consistent variance-covariance matrix
estimator.
3
The government financing constraint is defined as central government capital expenditure in relation to GDP
less central government external financing in relation t o GDP.
4
Excluding foreign grants.
5
p-values shown in parentheses.
6 2
X test with one degree of freedom.

ential access to credit at administered interest rates;
or increasing lending rates resulting from a higher
absorption of funds by the public sector; or lower
private rates of return because of competition between the Government and the private sector for investment opportunities. In Jordan, such potential
crowding out is represented by the excess of central
government capital outlays over available external
financing.
Third, uncertainty about policy and the general
macroeconomic environment gives investors the incentive to wait until the uncertainty has been removed before committing themselves to an irreversible decision. Uncertainty is not a measurable
entity, but it is assumed that investors use some indicators to gauge its level. In the case of Jordan, two
such indicators are likely to be the level of gross official reserves and the real exchange rate.
The data used to estimate the private investment
equation are all annual time series covering
1977-94, making a total of only 18 observations.
Accordingly, while this econometric exercise provides some interesting information, any conclusions
derived from it are tentative and should be consid-

ered with caution, given the low degree of freedom
afforded by the small sample available.7
Empirical Observations

The estimates suggest a very strong relationship
between the availability of remittance income and
private sector investment. The marginal propensity
to invest from workers' remittances is estimated to
be 0.85 and is statistically highly significant (Table
3.6). This finding shows the importance of external
financing for Jordan: when the flow of remittances
dries up—as happened in the late 1980s and early

7

A11 the series entering the investment equation were expressed
in scaled form (as a ratio of GDP or imports) or in rates of change
to obtain a meaningful economic interpretation free of spurious
correlations caused by unrelated trends in the data. Because a battery of diagnostic tests indicated the possible presence of heteroscedasticity, all standard errors are calculated using a heteroscedasticity-consistent variance-covariance matrix estimator.
The diagnostic procedures do not indicate any other problems in
the estimation, and the estimated model explains 71 percent of
the movements in private investment.
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1990s—private investment is constrained and
growth is inhibited.
An equally strong but inverse relationship was
found between private investment and the excess of
public investment over available foreign grants. The
estimated coefficient on this variable was -0.81,
nearly equal but of opposite sign to the estimated
coefficient on workers' remittances. Furthermore, an
F-test of whether the estimated coefficients of the
overall financing flows (workers' remittances plus
the financing constraint) sum to zero is also statistically acceptable. The coefficient estimates and tests
show that there is an exact one-to-one correspondence of public to private investment. Virtually all
Jordanian investment is financed through external
sources. If the Government invests more than its
own internal public savings, then it must use financing that would have been available to the private
sector. The size of the financing constraint means
that the cost of public investment is the forgone opportunity in the private sector and that this cost will
be fully reflected.
The estimated coefficients on gross official reserves and the real exchange rate show that these indicators of uncertainty provide a strong signal to
investors about the health of the economy, and this
in turn has a large impact on investment decisions.
The estimated coefficient on official reserves is 1.94
and is statistically highly significant. The implication
is that an improved reserves position would clearly
enhance the country's prospects for private investment. The estimated coefficient on the real exchange
rate is -0.23 and is significantly different from zero.
The implication is that a devaluation is considered a
sign of a weak economy and thus deters private investment, while maintaining real exchange rate stability would encourage confidence and thus investment. These results indicate that Jordan's continued
vulnerability to external shocks and the related perception of uncertainty in the macroeconomic environment tend to discourage domestic investment.
The estimated coefficient on the fiscal balance is
0.5 and is highly significant. The parameter estimate

shows that there is a large crowding-out effect and
that large fiscal deficits are the most important indicator of macroeconomic policy performance. A lack
of fiscal discipline has been a major impediment to
private investment in Jordan in the past. These findings are consistent with the strategy underpinning
the emphasis on fiscal adjustment and the gross official reserve buildup in Jordan's recent structural adjustment programs.

Concluding Observations
The empirical analysis presented above shows
that there is a strong relationship between the macroeconomic environment and growth in Jordan. The
basic indicators of the macroeconomic environment
are found to be the inflation rate, the fiscal balance,
and the external current account balance, with the
fiscal balance having the greatest influence on real
GDP growth. Furthermore, real GDP growth is attributable more to increases in physical capital than
to increases in the labor force, highlighting the role
of savings in achieving higher growth. An analysis
of private investment shows that the inflow of external financing in the form of workers' remittances
and transfers of savings is the most important channel for private investment in Jordan. Fiscal deficits
have adversely affected growth by crowding out private investment. In this sense, Jordan's remarkable
fiscal adjustment in recent years is the single most
important macroeconomic policy instrument that has
favorably influenced its investment and growth performance. Fiscal policy seems to have worked
through two channels: the crowding-out effect on investment and thus growth; and the effect of signaling whether or not the Government is in control of
the economy. Overall, the empirical analysis highlights the importance of sustained fiscal and external
adjustments in creating a stable macroeconomic environment and in fostering growth and investment
and the importance of large transfers of workers'
savings in easing the adjustment process.
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Public Debt Dynamics and Fiscal Policy

Etienne de Callatay and Ahsan Mansur

he public sector in Jordan has traditionally been
T
very large, with central government expenditures averaging about 43 percent of GDP during

1972-94 (Chart 4.1). The public sector also encompasses local authorities, decentralized agencies, financial and nonfinancial public enterprises, and,
until 1991, several extrabudgetary funds. Although
no quantitative estimation is available for the operations channeled through these public sector entities,
they are believed to be of significant magnitude.
Purchases of military equipment through the Defense Fund, financed by foreign assistance, are not
included in the central government accounts. Because of a lack of adequate data, the analysis in the
following section will concentrate on the budgetary
operations of the Central Government.
Although foreign grants from neighboring oilexporting Arab countries were very large during
1975-88, accounting for about 12 percent of GDP,
recourse to foreign and domestic debt financing was
also large, averaging about 10 percent of GDP a year
during the same period (Table 4.1). In the second
half of the 1980s, with rising interest rates and later
the depreciation of the Jordan dinar, fiscal policy
turned out to be unsustainable, requiring an urgent
and comprehensive fiscal consolidation effort.

Historical Background and Buildup of
Public Debt
Origin of the Problem

Jordan's high fiscal expenditure until the early
1980s—equivalent to almost half of GDP—was
largely attributable to two major components—capital expenditure and military outlays—which together accounted for about 62 percent of total central
government outlays and 32 percent of GDP over
1973-83 (Chart 4.2). Capital expenditures—a large
part of which was financed from external sources—
remained extremely buoyant between 1973 and
1983 (averaging 15 percent of GDP), and then declined to a more sustainable level of 9 percent on average between 1984 and 1988. Like most countries

Chart 4.1. Fiscal Balance
(In percent of GDP)

Sources: IMF, International Financial Statistics, and various Recent
Economic Development reports.

in the region, Jordan allocated substantial resources
to national defense, which was extremely burdensome given the narrow production base of the economy. Military expenditures accounted for more than
10 percent of GDP during the 1970s and the 1980s,1
accounting for much of the fiscal deficit and accumulation of foreign debt. Domestic fiscal revenue—
21 percent of GDP on average between 1972 and
1988—was too low to finance such a high level of
expenditure; moreover, its structure was unbalanced,
with taxes on foreign trade providing nearly twothirds of total tax revenue (Chart 4.3).
Jordan was able to sustain such a large public expenditure program because of large receipts of foreign grants, which despite some year-to-year fluctuations remained high until the regional crisis of
]
The figure does not include pension payments for military
personnel or purchases of military equipment through the Defense Fund, generally secured from external sources under various bilateral military aid programs.
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22
12.3

12.7

9.6

7.6

8.5

Nontax revenue

-31.7
-30.7
15.9
-15.9

-14.9
-10.9
6.2
-21.1
-17.1
13.0
-8.1

-17.2
-10.4
6.2
-23.5
-16.7
8.6
-14.9
-22.0
-12.4
-1.4
-20.6
-II.1
12.8
-7.8

-13.7
-3.1
3.7
-17.4
-6.8
8.7
-8.7

-3.6
5.5
-0.4
-3.2
5.9
3.9
0.7

5.8

5.9
6.0
-15.0
-4.7
3.3
-18.3
-8.0
10.9
-7.4

31.5
6.0
2.0
9.1
1.6
8.3
4.4

36.0
6.5
2.1
10.5
2.1
9.4
5.2
36.6
6.1
1.6
10.3
3.3
9.6
5.6

13.4
9.3
12.9

14.1

15.2

13.5
37.3
28.2
22.4
14.1

15.4
3.2
5.1
5.5

12.1
2.3
2.5
7.1

41.9
31.3
25.5
16.0

28.8
21.5

16.3
3.2
6.4
5.2

16.6
3.1
5.8
6.1

18.5
3.1
5.2
8.2

-6.3
0.2
-0.6
-5.7
0.7
4.1
-1.6

-6.4
-0.9
-0.5
-5.9
-0.4
3.4
-2.5

6.4

-20.1
-17.8
2.4
-22.5
-20.2
12.6
-9.9

12.8

-11.2
-2.6
0.7
-11.9
-3.3
7.3
^.5

6.5

33.5
6.4
2.0
8.6
2.1
9.1
5.3
28.8
3.2
1.4
2.3
1.8
11.7
2.0
29.2
6.9
2.0
5.5
1.0
8.5
5.3
30.5
6.4
2.6
6.5
1.4
8.3
5.4
6.5

40.0
31.4
25.0
15.8
41.6
39.3
26.5
14.9
35.5
30.0
23.7
15.2
37.0
30.5
29.0
15.7

29.2

30.7

33.7

Average
1989-94

14.7
3.3
4.6
4.8

Average
1975-88

28.2

1994

1993

1992

1991

42.6
32.2
26.2
16.6

12.7

14.8
4.3
4.5
4.4

27.5

1990
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Sources: Jordanian authorities; and IMF staff estimates.
'Excluding extrabudgetary expenditure and net lending.
2
Net lending data are available from 1978 onward and extrabudgetary data from 1985 onward.

Fiscal balance, excluding grants
Primary balance
Net lending and extrabudgetary operations2
Fiscal balance, excluding grants
Primary balance
Grants
Fiscal balance, including grants

-24.3
-23.1
2.2
-26.5
-25.3
17.7
-8.8

15.0

21.0
-31.7
-30.7

8.3

9.1

8.5

1.2
4.0
10.2

I.I
2.2
12.7

1

37.5
6.5
2.0
9.5
3.1
10.6
5.7

32.1
6.5
2.4
6.8
0.8
11.4
4.3

28.3
5.5
2.5
4.0
1.7
II.1
3.6

28.5

33.0

Current expenditure
Wages and salaries
Goods and services
Interest payments
Subsidies
Military outlays
Other outlays

Capital expenditure

45.8
36.3
28.0
17.3

41.2
34.4
25.3
14.0

36.7
32.8
24.3
13.2

43.5
42.3
27.2
17.0

54.0
52.9
31.9
19.2

Total expenditure
Primary expenditure
Current primary expenditure
Civil current primary expenditure

1

11.5
2.2
4.4
4.4

23.8

11.3
1.9
3.5
5.2

12.2
2.7
2.9
5.9

11.5
2.4
1.7
7.5

13.8
2.2
4.0
7.6

24.0

21.8

19.2

22.3

Tax revenue
On income and profits
On domestic transportation
On foreign trade

1989

Total revenue

1988

1985

1980

1975

(In percent of GDP)

Table 4.1. Central Government Operations
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Historical Background and Buildup of Public Debt

Chart 4.2. Expenditure
(In percent of GDP)

Chart 4.4. Nonmilitary Current
Expenditure
(In percent of GDP)

Sources: IMF, International Financial Statistics, and various Recent

Economic Development reports.

1990; and a low average interest rate on public debt
(significantly below the growth rate of the economy). Notwithstanding the sizable receipts of foreign grants, the overall fiscal deficit (including
grants) averaged 10 percent of GDP during 1972-88
and made external borrowing necessary. Through
1983, interest payments on the external public debt
were relatively modest, accounting for less than
2 percent of GDP during the period (Chart 4.4).

Chart 4.3. Tax Revenue
(In percent of GDP)

Sources: IMF, International Financial Statistics, and various Recent
Economic Development reports.

Sources: IMF, International Financial Statistics, and various Recent
Economic Development reports.

Thereafter, interest payments increased steadily in
response to the rapid debt buildup and increases in
world interest rates. They peaked to an unsustainable
level of nearly 11 percent of GDP during 1990-91,
on a commitment basis. The rapid increase in interest payments after 1988 also reflected in part the
sharp depreciation of the Jordan dinar over 1988-89,
which, together with other policy measures, was designed to address the balance of payments crisis that
had developed.
An important feature of the economic environment of the 1980s was the combination of high interest rates in the world market and moderate economic
growth in Jordan, which resulted in a more rapid
growth in the debt-to-GDP ratio than would otherwise have been the case. This characteristic of the
environment also meant that the Government's solvency constraint—the condition that the value of
outstanding public debt be no greater than the sum
of the present discounted values of expected primary
surpluses and high-powered money—became binding on the operation of fiscal policy. For example, in
1988, just before the balance of payments crisis, tax
revenues amounted to some 11 percent of GDP and
nontax revenues, to about 13 percent, while total
expenditure remained at 41 percent of GDP, of
which 7 percentage points were attributable to debt
service and 9 percentage points to capital expenditures. With foreign grants equivalent to almost 9 percent of GDP, the overall fiscal deficit, including foreign grants, was 15 percent of GDP. Reflecting the
cumulative effect of such policies, the public debt
23
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Chart 4.5. Debt-to-GDP Ratio

Sources: IMF, International Financial Statistics, and various Recent

Economic Development reports.

ratio reached almost 100 percent of GDP in 1988
(Chart 4.5).
Debt Accounting Framework
The growth of the public debt ratio can be decomposed into five major components based on the standard budget financing identity: 2 (1) the structural
component, as determined by the underlying structural fiscal balance depending on trends in revenue
and expenditure; (2) the output variation component,
reflecting movements in domestic economic activity
compared with the trend output; (3) the evolution of
interest payments; (4) the exchange rate effect; and
(5) the annual discretionary fiscal impulse. The
structural component is defined as the average primary deficit adjusted for variations in domestic output. The output variation component of the budget
deficit reflects variations in revenue resulting from
deviations in economic activity from its potential
trend level.3 The fiscal stance can be defined as expansionary (contractionary) relative to the base year
if the actual primary deficit exceeds (falls short of)
the cyclically adjusted deficit, where the base year is
2
Peter Heller, Richard Haas, and Ahsan Mansur, A Review of
the Fiscal Impulse Measure, Occasional Paper No. 44 (Washington: International Monetary Fund, 1986).
3
Primary expenditures are assumed not to be affected by cyclical fluctuations—a reasonable assumption given the absence of
an unemployment insurance scheme in Jordan. Instead of using a
"base-year" approach, as is most often the case when estimating
trend values, the methodology used here is based on average
values.

a period in which actual and potential outputs are assumed to be equivalent and the fiscal stance is neutral. The fiscal stance, in this sense, measures the
magnitude of the stimulus injected (withdrawn)
through the budget into (from) domestic aggregate
demand and beyond the primary deficit implied by
the structure of budgetary operations in the base period. The exchange rate effect matters in countries
where the proportion of public debt denominated in
foreign currencies is large and where the exchange
rates vis-a-vis currencies in which the external debt
is denominated have fluctuated significantly.
Change in the stock of debt (£>) on account of central government operations can be decomposed as
follows:
D,-D,_{ =-(ta- ga)YP, - ta-{Yt - YPt) + r,D,.x
+ FD,_y{(ERtJER,)-\]-lB,,

(1)

where ta and ga are, respectively, the average ratio of
revenue and primary expenditure to GDP during
1975-88; Yt and YPt are nominal and potential GDP
at current prices in year t\ rt is the nominal implicit
interest rate on public debt in year t\ Dt is the net
stock of public debt at the end of year t\ FDt is the
net stock of public debt denominated in foreign currency at the end of year t\ ERt is the average nominal
exchange rate (per unit of domestic currency); and
IBt is the discretionary primary balance in year t.
The appendix provides a detailed methodology.
The debt dynamics can be expressed in relation to
GDP as:
DtIYt - Dt_{IYt_x =-(ta- ga)-YPt/Yt ~ ta<Yt - YPt)IYt
+ rfDtJYt_{ + (FDt_JYt_x)\{ERt_xIERt) - 1]
-lBJYt- [g,l(1 + gt)}
{(1 + r,)-A-i/*M + (FDt/Yt_{).[(ER^/ERt) - 1]}, (2)

with gt representing the nominal rate of GDP growth
in year t. The last two components of the right-hand
side of equation (2) are essentially adjustment terms
because output in the denominator relates to different years. These adjustment terms vanish if actual
current output is used as the common denominator.
The right-hand side of equation (1) reflects the
five aforementioned components, that is, the structural component, the output variation effect, interest
payments, the exchange rate effect, and the annual
discretionary component. The change in the debt
ratio can, in a reduced form, be expressed as the opposite of overall fiscal balance (Bt, corrected for the
exchange rate effect). In turn, the fiscal balance can
be decomposed along the same line, as follows:
Bt = (ta ~ ga)-YPt + ta-{Yt - YPt) - VtDt_X + IBt.

(3)

The fiscal balance reflects the difference between
structural revenue and primary expenditure, the
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cyclical output gap, the debt-service burden, and the
yearly fiscal impulse.
Debt Dynamics and Sustainability of the Debt,
1975-88

Between 1975 and 1988, the ratio of outstanding
central government debt to GDP increased from 68
percent to 95 percent (Chart 4.5; Table 4.2).4 A decomposition of annual fiscal balances indicates that,
of the average annual fiscal deficit (excluding foreign grants5) of 20 percent of GDP during 1975-88,
17.6 percent of GDP was attributable to the structural primary deficit (Table 4.3, Charts 4.6 and 4.7).
The injection of expansionary stimulus was particularly strong up to 1980, and declined substantially
during the early 1980s. In response to the rapid accumulation of the debt burden and external financing
constraints, the authorities started to tighten the
stance of fiscal policy in the mid-1980s; accordingly,
the fiscal impulse turned significantly contractionary
from the mid-1980s. Interest payments on the outstanding public external debt, which was low (at
about 1 percent of GDP) during the 1970s, increased
significantly in the 1980s in line with the growing
debt burden, accounting for 7 percent of GDP by
1988 and 10 percent of GDP by the end of the
decade. Based on these considerations, the observed
deterioration in the fiscal position between 1985 and
1988 would be attributable to the continued large
structural primary deficit, economic slowdown, and
markedly higher interest charges, rather than to discretionary fiscal policy.
The same budget identities can be used to measure
the primary balance required to stabilize the ratio of
public debt to GDP and to compare it with the observed primary balance. Stability of the debt-to-GDP
ratio will be achieved if the primary surplus in percentage of GDP is as follows:
PB,IY, = [(r, - g,)/(l + gdi-D.JY^

+ (FA-i/^-i)-[l/(l + gdHWt-i'ER,) - I).

(4)

Assuming no exchange rate effect on the valuation of the outstanding stock of foreign debt, the re4

For the purpose of this empirical analysis, central government
debt is defined to be limited to obligations arising from fiscal
deficits accumulated over a certain period of time. Accordingly,
the stock of outstanding debt and its accumulation—based on the
analysis presented in this section—are different from the corresponding figures noted in other sections of this paper.
5
Foreign grants, seen as a financing item, are excluded from
total revenue. This can bias the fiscal balance downward, given
that part of the grants have financed expenditure—in particular,
capital expenditure—which would not have taken place otherwise. Extrabudgetary operations, however, are excluded because
no information prior to 1985 is available. Net lending and equity
participation are also excluded.

quired primary balance will depend on the differential between the implicit interest rate on the public
debt and the growth rate, both in nominal terms, and
the current debt ratio. If the differential is positive,
stabilization of the debt-to-GDP ratio requires a primary surplus of a magnitude proportional to the previous year's debt-to-GDP ratio and to the size of this
differential. If the differential is negative, stabilization can be achieved even with some primary deficit.
In Jordan, the implicit interest rate increased
sharply during the 1980s because of a substantial
shift in the composition of foreign debt toward debt
on commercial terms. In 1980, over 80 percent of
the outstanding external debt was owed to official
bilateral creditors, primarily on concessional terms.
By 1988, however, the share of external public debt
owed to foreign banks and commercial companies
had increased to 20 percent from 7 percent in 1980,
as the availability of funds on more attractive terms
from official creditors fell short of the Government's
financing needs. In contrast, interest rates on domestic debt were broadly stable.
The differential between the implicit interest rate
and the growth rate was negative in the 1970s and
through 1984 (Chart 4.8). Simultaneously, although
the actual primary deficit remained high, it declined
steadily through 1984 and remained stable thereafter
through 1988. The combination of those two factors
led to a contraction of the debt-to-GDP ratio between 1979 and 1983 and a steady increase from
1984 onward. In 1988, the debt-to-GDP ratio
jumped by 36 percentage points to 95 percent of
GDP. The large exchange rate adjustment that took
place in 1988 explained about 80 percent of the increase in the debt ratio in 1988.

Shift in Fiscal Policy Stance, 1989-94
The authorities drastically shifted the stance of
fiscal policy beginning in late 1988—in the context
of IMF-supported adjustment programs—which
helped reduce the Central Government's fiscal
deficit, excluding foreign grants, by almost 18 percentage points to less than 6 percent of GDP in 1994.
Two-thirds of the fiscal consolidation was attributable to expenditure restraint and the remainder to an
increase in revenue. Central government finances
started to improve in 1989, as adjustment policies
(including discretionary fiscal measures) were implemented. Despite the adverse effects of the 1990
regional crisis, which depressed economic activity
and increased pressures on public services and social
expenditure programs as a result of the large number
of returnees, the fiscal deficit was reduced further in
1990 and 1991. In response to a strong economic rebound and adoption of sizable discretionary revenue
25
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2.5
20.3
-17.8

2.1
26.2
-24.1
2.5
-30.7
15.9
-12.5
-0.2

Implicit interest rate (r)
Output growth (g)
Interest-output difference (r - g)

Change in debt-to-GDP ratio2
Primary balance effect
Grants effect
Interest-output difference effect
Exchange rate effect

95.1
39.9
55.2
40.6
-8.6
-10.4
6.8
8.6
-31.9

12.5
2.5
10.0

49.1
17.2
32.0
1.9
-1.9
-10.9
4.0
13.0
0.0

8.4
2.0
6.5

30.5
-12.4
12.8
5.2
-25.7

10.5
4.8
5.7

125.6
41.2
84.5
34.8
-9.1
-12.4
9.5
12.8
-25.7

2,372.1
2,980.0
976.7
2,003.3
825.8
-216.9
-295.0
226.2
304.3
-608.9

1989
1991

2,855.1
3,581.2
1,021.4
2,559.8
205.2
-143.0
-89.8
300.8
247.6
-62.2

0.9
-4.7
10.9
-3.6
-10.7

9.3
12.5
-3.2

In percent

126.5
38.2
88.3
14.8
-4.1
-4.7
10.3
10.9
-10.7

-I.I
-3.1
8.7
2.3
-2.2

8.9
7.0
1.9

125.4
35.8
89.7
7.2
-5.0
-3.1
10.5
8.7
-2.2

In percent of GDP

2,668.3
3,376.0
1,019.2
2,356.8
396.0
-109.2
-124.9
276.0
291.7
-286.8

In millions of Jordan dinars

1990

-24.7
5.5
3.9
-13.8
1.5

8.9
22.3
-13.5

100.7
28.7
72.0
-1.8
0.3
5.5
9.1
3.9
1.5

3,493.0
3,517.5
1,004.2
2,513.3
-63.7
10.5
191.0
317.9
137.4
53.2

1992
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39.2
-10.4
8.6
5.4
-31.9

2,264.4
2,154.2
903.6
1,250.6
918.8
-195.5
-236.0
154.3
194.8
-723.3

2,020.2
992.7
347.2
645.5
38.9
-38.9
-221.2
80.3
262.6
0.0

1.0
-10.9
13.0
3.1
0.0

1988

1985

Source: Jordanian authorities; and IMF staff estimates.
'Reconstructed from 1989 debt figure,annual deficits, and exchange rate effect.
Excluding net lending and extrabudgetary expenditure.
3
Negative if depreciation.

-3.4
-23.1
17.7
-8.8
0.0

55.8
16.8
39.0
6.6
-6.6
-23.1
1.2
17.7
0.0

1,180.3
658.6
197.8
460.8
78.1
-78.1
-272.9
14.5
209.3
0.0

68.0
17.3
50.7
16.1
-15.9
-30.7
I.I
15.9
-0.2

379.1
257.8
65.4
192.4
60.9
-60.2
-116.2
4.1
60.1
-0.7

1980

Public debt
Domestic debt
Foreign debt
Public debt variation
Fiscal balance2
Primary balance
Interest charges
Grants
Exchange rate effect3

Observed GDP (Y)
Public debt12
Domestic debt
Foreign debt
Public debt variation
Fiscal balance2
Primary balance
Interest charges
Grants
Exchange rate effect3

1975
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-6.4
0.2
4.1
-3.6
-1.5

7.!
11.2
-4.0

94.3
27.3
67.0
3.7
-2.2
0.2
6.5
4.1
-1.5

3,882.5
3,660.1
1,059.1
2,601.0
142.6
-84.4
6.4
251.0
160.2
-58.2

1993

-1.0
-0.9
3.4
-3.0
-4.6

6.4
9.9
-3.5

93.3
24.8
68.5
7.5
-3.0
-0.9
5.5
3.4
-A.6

4,266.2
3,980.6
1,059.1
2,921.5
320.4
-126.1
-36.9
234.5
145.3
-194.3

1994

2.1
-17.8
12.6
-5.4
-2.3

4.8
16.1
-11.3

57.8
18.8
38.9
9.9
-7.6
-17.8
2.3
12.6
-2.3

n.a.
n.a.
n.a.
n.a.
n.a.
n.a.
n.a.
n.a.
n.a.
n.a.

Average
1975-88

7.3
-2.8
-7.2

-0.3
-2.6

11.3
-2.8

8.5

-7.2

8.6
7.3

II 1.0
32.7
78.3
11.0
-3.8
-2.6

n.a.
n.a.
n.a.
n.a.
n.a.
n.a.
n.a.
n.a.
n.a.
n.a.

Average
1989-94
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1,180.3
1,092.0
88.3
-287.4
-272.9
-194.7
18.9
14.5
-97.1

-24.3
-23.1
-16.5
1.6
1.2
-8.2
II.1

379.1
430.4
-51.3
-120.3
-116.2
-76.7
—11.0
4.1
-28.4

-31.7
-30.7
-20.2
-2.9
I.I
-7.5
12.0

Observed GDP (Y)
Potential output (YP)'
Output gap (Y-YP)
Fiscal balance2
Primary balance
Structural primary balance
Cyclical component
Interest charges
Discretionary balance

Fiscal balance2
Primary balance
Structural primary balance
Cyclical component
Interest charges
Discretionary balance

CPI increase (in percent)

3.0

-14.9
-10.9
-18.3
-0.6
4.0
8.0

2,020.2
2,078.3
-58.1
-301.5
-221.2
-370.6
-12.5
80.3
161.8

1985

6.6
25.8

-22.0
-12.4
-2.8
-2.8
9.5
-6.8

2,372.1
2,601.5
-229.4
-521.2
-295.0
-67.2
-66.2
226.2
-161.6

2,264.4
2,779.5
-515.1
-390.3
-236.0
^195.6
-110.6
154.3
370.1

-17.2
-10.4
-21.9
-4.9
6.8
16.3

1989

1988
1991

2,855.1
3,268.4
-413.3
-390.6
-89.8
-84.4
-119.2
300.8
113.8

16.1

-15.0
-4.7
-2.9
-3.8
10.3
2.1
8.2

-13.7
-3.1
-3.0
-4.2
10.5
4.0

In percent of GDP

2,668.3
3,021.5
-353.2
-400.9
-124.9
-78.0
-101.9
276.0
55.0

1992

4.0

-3.6
5.5
-2.5
0.8
9.1
7.2

3,493.0
3,398.7
94.3
-126.9
191.0
-87.8
27.2
317.9
251.6

In millions ofJordan dinars

1990

4.7

-6.3
0.2
-2.4
2.4
6.5
0.1

3,882.5
3,560.0
322.5
-244.6
6.4
-91.9
93.0
251.0
5.3

1993

3.6

-6.4
-0.9
-2.2
3.9
5.5
-2.5

4,266.2
3,687.1
579.1
-271.4
-36.9
-95.2
167.0
234.5
-108.7

1994
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Sources: Jordanian authorities; and IMF staff estimates.
'Assuming potential output annual growth rate is equal to the average observed growth rate over 1975-88; potential output in 1994 is such that the sum of output gaps is zero.
Excluding net lending, extrabudgetary expenditure, and grants.

1980

1975

Table 4.3. Fiscal Impulse

7.4

-20.1
-17.8
-17.6
0.3
2.3
-0.6

n.a.
n.a.
n.a.
n.a.
n.a.
n.a.
n.a.
n.a.
n.a.

Average
1975-88

10.4

-11.2
-2.6
-2.6
-0.6
8.6
0.7

n.a.
n.a.
n.a.
n.a.
n.a.
n.a.
n.a.
n.a.
n.a.

Average
1989-94
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Chart 4.6. Evolution of Debt-to-GDP Ratio

Chart 4.7. Fiscal Impulse Breakdown

Sources: IMF, International Financial Statistics, and various Recent
Economic Development reports.
Sources: IMF, International Financial Statistics, and various Recent
Economic Development reports.
Note: The structural balance and the cyclical effects have been
estimated for two subperiods, 1975-88 and 1989-94. As a result,
there is a break in the series between 1988 and 1989.

measures, the Central Government's public finances
improved dramatically in 1992. The underlying fiscal deficit (excluding foreign grants) declined to
about 7 percent of GDP, and, taking into account
nonrecurrent revenue gains, the deficit decreased
even further.6 Fiscal consolidation continued during
1993, albeit at a much slower pace.
Reflecting the discontinuation of grants from most
countries in the region after the Gulf crisis, foreign
grants declined by 5 percentage points over 1988-94
to 3.4 percent of GDP in 1994. As a proportion of
total central government receipts, grants decreased
from 26 percent in 1988 to 10 percent in 1994.
Debt Dynamics and Sustainability of
the Debt Ratio
The evolution of the debt-to-GDP ratio largely
mirrored the fiscal consolidation process that was
started in late 1988. The debt ratio on account of
central government operations, which peaked in
1990 at 126 percent of GDP, declined sharply in
1992 to 101 percent of GDP, and to 93 percent of
GDP in 1994. A reversal in the interest-output differential, which turned significantly negative beginning
in 1992, contributed to the observed debt reduction.
The primary fiscal balance sharply improved beginning in 1990 and became significantly positive in
Equivalent to 3.5 percent of GDP, mainly as a result of the introduction of a customs duty on cars imported by Jordanians returning from abroad.

1992, reflecting strong fiscal efforts and economic
growth, the effect of the Government's discretionary
fiscal measures, and some favorable transitory factors. Overall, the primary fiscal deficit had almost
vanished by 1992, compared with 21 percent of
GDP on average through 1988. Despite higher interest rates, the differential between the average interest rate and nominal output became negative every
year except in 1991, when output growth was
sharply lower in the aftermath of the 1990 regional
crisis. The significant improvement in the debt ratio
occurred despite a substantial reduction in the inflow
of foreign grants and the adverse effects originating
from exchange rate depreciations in 1993 and 1994
(cumulatively, about 6 percent of GDP), as the Jordan dinar was de facto pegged to the U.S. dollar.
Foreign grants declined steadily, from about 13 percent of GDP in 1989 to 3 percent in 1994 as traditional sources virtually stopped providing grants to
Jordan after the regional crisis.
Overall, the turnaround toward a primary budget
balance and the negative interest-output differential
both indicated that, beginning in 1990, with the fundamental shift in the stance of fiscal policy, the debt
ratio became sustainable and exhibited a marked declining trend. The structural improvement in the primary balance was attributable to favorable developments in revenue and expenditure, reflecting efforts
to improve the elasticity of the tax system, broaden
the tax base, and contain recurrent outlays.
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Chart 4.8. Implicit Interest Rate and
Economic Growth Rate

Chart 4.9. Revenue and Grants

(In percent of GDP)

(Percent changes)

Sources: IMF, International Financial Statistics, and various Recent
Economic Development reports.

Revenue Mobilization

Total revenue increased from 24 percent of GDP
in 1988 to almost 30 percent of GDP in 1994, with
tax revenue increasing by 5 percentage points (Chart
4.9). The increase essentially reflected frequent discretionary revenue-raising measures, as the structure
of the tax system remained inelastic with respect to
income. The revenue structure, however, improved,
with a decline in relative terms of taxes on foreign
trade; and administrative procedures for collecting
taxes and arrears were tightened. Receipts from post
and telephone services and profits from the Central
Bank of Jordan were the most buoyant nontax revenue sources.
Taxes on Foreign Trade

Apart from the positive effects on the value of
imports of the 1988 and 1989 exchange rate depreciations, the increase of receipts from customs duties resulted from higher import volume associated
with the acceleration in the pace of economic activity and a tariff reform. Collection of import taxes
was also boosted in the early 1990s by a shift in the
composition of imports in favor of consumer
durable goods, on which higher duty rates were
levied. This shift was associated with the reflux of
Jordanians from neighboring countries after August
1990. In addition, a temporary duty was levied on
returnees' cars from November 1991 to December
1992, boosting revenues by about 2 percentage

Sources: IMF, International Financial Statistics, and various Recent
Economic Development reports.

points of GDP. Also behind the revenue increase
was the removal in January 1990 of the ban, imposed in November 1988, on imports of some highduty luxury items.
While maintaining their efforts to mobilize revenue, the authorities also launched in 1989 a program of gradual tariff reform that aimed at a lower,
more uniform, and nondiscriminatory structure of
protection among economic sectors. As part of this
reform, they reduced the maximum cumulative
import tax rate to 50 percent from more than 300
percent for all nonluxury imported goods. At the
same time, however, to reduce the revenue effect of
this reform, they increased the minimum effective
tariff rate by levying an additional tax at a 5 percent
rate—instead of the standard 3 percent rate—on
imports that were exempted from other import
taxes.
The authorities launched a second round of tariff
reform in November 1994. Customs tariff rates on a
limited range of products, in particular, in the transportation sector (new and used cars, trucks, and
spare parts), were reduced. The tariff range was lowered to 70-200 percent from 125-320 percent for
new cars; and to about 50-150 percent from
115-310 percent for used cars. (The ban on imports
of used cars more than five years old has been maintained for environmental and other considerations.)
Trucks, for which duties varied from 15 percent to
30 percent, are now exempted. The customs duty on
spare parts was reduced to 10 percent from 30 percent. As a result of the various trade reforms under29
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taken in recent years, the maximum customs tariff
rate declined to 50 percent (except that on cars, cigarettes, and alcoholic beverages).7
Taxes on Domestic Transactions

Between 1988 and 1994, the revenue from taxes
on domestic transactions as a proportion of GDP increased to 6.4 percent from 3.5 percent. While the
annual nominal growth rate of GDP averaged 11
percent over the period, revenue from these taxes increased by 23 percent on average.
Revenue from the consumption tax and excise duties—consolidated under the Consumption Tax Law
of November 1988—almost doubled between 1988
and 1994, reflecting several increases in tax rates
and extensions of the coverage of goods subject to
taxation. The total yield of other taxes on domestic
transactions, although of limited magnitude, grew
rapidly over the same period as a result of increases
in the property transfer tax rate and higher airport
departure fees.
The coverage of the consumption tax was broadened in 1992, and with 21 items added in June 1993,
the total number of items subject to the consumption
tax rose to 106. In addition, the existing consumption tax on certain imported items was extended to
their equivalent produced domestically, and certain
specific rates were converted into ad valorem rates.
Despite the coverage extension, the structure of the
consumption tax remained heavily concentrated on a
few products, with excises on cigarettes alone accounting for 44 percent of consumption tax receipts;
the latter, together with receipts from excises on cement, soft drinks, steel bars, and lubricating oil, accounted for 80 percent of consumption tax receipts.
With a view to broadening the domestic tax base
and making the tax system more elastic and more efficient, the authorities replaced the consumption tax
with a general sales tax on June 1, 1994. It is levied
on all imports, all manufactured goods, and some
services produced or rendered locally by providers
whose annual sales exceed JD 200,000.
The standard ad valorem rate of the general sales
tax was 7 percent at its inception in 1994; a 20 percent rate is levied on a limited number of goods,
such as perfume and electrical appliances. Specific
rates continue to be levied on tobacco products, alcoholic beverages, soft drinks, cement, and a few
other products. Exports are zero rated. The recent
amendment to the general sales tax law broadened
the tax base significantly and increased the basic rate
to 10 percent.
7
This rate, however, excludes various fees and surcharges. Including these, the maximum effective tariff rate would be 70 percent, except for a few luxury items.

Taxes on Income and Profits

Receipts from personal and corporate income
taxes, which were less than 2 percent of GDP in
1988, increased to 3.2 percent of GDP by 1994. In
1994, about 60 percent of direct taxes were collected
from corporations; individuals (partnerships and
professionals) contributed 25 percent and salaried
employees 15 percent. Dividends, interest, and capital gains were exempt from taxes.
Although the tax base was somewhat broadened
in November 1989 when exemptions and deductions
were reduced, the personal income tax remained
characterized by numerous exclusions of income
from tax and liberal exemptions, with the effect that
relatively few individuals were actually subject to
income taxation. There were ten income tax brackets, with a top marginal tax rate of 45 percent, and
five different corporate tax rates based on activity
(industrial, financial, other) and ownership (public,
private).
Nontax Revenue

Nontax revenue as a proportion of GDP remained
broadly stable, at about 13 percent of GDP during
1988-94. Fees, licenses, and charges for government
services were increased substantially in 1986 and
again in the subsequent three years. A royalty tax on
phosphate and potash production was introduced in
1989. The operating surpluses from post and telephone services expanded continuously after 1988
because of increased coverage and rate increases.
Expenditure

During 1989-94, the average increase in central
government expenditure and net lending was limited
to 5.7 percent, and, accordingly, total expenditure as
a proportion of GDP declined by 12 percentage
points to 35 percent in 1994. This reduction was
achieved notwithstanding strong pressures on expenditures from several sources. In particular, exchange
rate adjustments during 1988-89 led to the subsidization of food staples and higher interest payments
on foreign debt, and the 1990 regional crisis led to
strong pressures on recurrent expenditures. Supplementary expenditures had to be incurred during
1990-91, to respond to the needs of the large number of Jordanian workers returning from neighboring
countries (especially for housing and education, and
emergency stockpiling of food supplies) and increased military preparedness. However, the authorities succeeded in accommodating these pressures
without significantly hindering ongoing efforts to
contain expenditures. Extrabudgetary expenditure
was stopped, net lending became negative, and both
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current and capital expenditures decreased as a proportion of GDP.8
Since 1992, current expenditure has been fully
covered by total domestic revenue, whereas a significant shortfall existed in the late 1980s. Progress in
changing the composition of expenditure, however,
has been mixed. On the one hand, military outlays
have been reduced by about 3 percentage points of
GDP, and food subsidies have also declined. Gross
lending to public enterprises and decentralized agencies has been significantly curtailed. Capital expenditure was reduced to 6.4 percent of GDP in 1994—
a level broadly in line with the absorption capacity
of the Jordanian economy. On the other hand, the
wage bill increased from 6.5 percent in 1988 to
6.9 percent in 1994, to compensate for the sharp decline in real wages during 1988-91; the share of
public pensions in total outlays also increased significantly during this period.
Wages and salaries, which constitute the largest
component of civilian expenditure, accounted for
25 percent of total current fiscal outlays and almost
7 percent of GDP in 1994. Between 1991 and 1994,
civilian employment increased by 15 percent to
118,500 employees. Over the same period, the total
wage bill grew by almost 60 percent in nominal
terms and by 40 percent in real terms. Pension outlays for both civil servants and military personnel increased by 1 percentage point of GDP between 1988
and 1994, owing to increases in the number of beneficiaries and the average level of pension. The longterm sustainability of pension arrangements also remains questionable.

Recent and Forthcoming Structural
Reforms in the Fiscal Area
The current level of total domestic revenue in
relation to GDP (almost 30 percent) is broadly satisfactory and is comparatively high among developing countries at about the same level of development. There is a need, however, for further decisive
efforts to enhance revenue elasticity and the efficiency of the tax system and to reduce dependence
on nontax revenues. Additional structural improvements in the tax system would help avoid the frequent and politically difficult discretionary revenue
measures implemented to offset the inelasticity of
the existing tax system. They would also help reorient the tax system to the changing structure of the
economy away from a system based on imports to
8
Until 1991, total expenditure included extrabudgetary expenditure, of an unknown nature, measured as the difference between
the financing available to the treasury and the recorded cash
deficit.

one based on broader domestic consumption. On
the expenditure front, further action is needed to
contain the civilian and military wage bill (including pension liabilities) and food subsidies. A number of key policy actions have recently been
adopted by the Jordanian Parliament:
• In September 1995, the Parliament adopted several amendments to the general sales tax, with a
view to improving the efficiency of the tax system. The main amendments increase the standard rate to 10 percent; replace the positive list
of services subject to taxation by a negative list
with limited exemptions; allow for voluntary
registration of taxpayers; and provide for introducing a supplementary duty on selected luxury,
or socially undesirable, products in order to protect revenue in the context of the next stage of
external tariff reform.
• The direct tax system was also reformed in September 1995. The improvements included eliminating tax holidays (except for investments in
less-developed areas); limiting tax deductibility
to net interest payments; reducing the number of
tax rates and the maximum tax rates for both
personal and corporate income taxes; rationalizing corporate income tax rates, with a view to
treating all corporate sectors equally, by establishing three flat corporate tax rates of 15 percent for companies in "encouraged" sectors
(mining, industry, hotels, and hospitals), 35 percent for banks and financial institutions, and
25 percent for all other companies; encouraging
capital accumulation by imposing a withholding
tax of 10 percent on distributed profits; and
broadening the tax base by reducing and simplifying exemptions and applying uniform standard deductions for all wage earners.
• In the next stage of external tariff reform, numerous customs fees and charges will be combined
into one consolidated tariff structure; the number
of tariff rates will be reduced; nontariff barriers
will be lowered through the elimination of import-licensing requirements and import monopolies; and the maximum consolidated tariff rate
will be further reduced. The intended introduction of supplementary (excise) duties within the
framework of the general sales tax will pave the
way for reducing maximum duties without reducing tax revenue. These supplementary duties
should be applied equally on both domestic and
imported goods and imposed on a limited range
of items selected on the basis of equity, health,
and environmental considerations.
Further structural reform measures are to be
implemented in several other areas, including, in
particular, food subsidization. Better targeting,
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cross-subsidization, a higher cost-recovery rate for
subsidized prices, and the complete elimination of
some subsidies, in combination with favorable international commodity price developments, helped
lower the budgetary cost of subsidies from 3.3 percent of GDP in 1990 to 1.0 percent in 1994. However, generalized price subsidies have persisted for
wheat, and the targeting of means-tested subsidies
needs to be improved. A significant increase in commodity prices combined with the steady population
growth rate could jeopardize the savings achieved
between 1990 and 1994. The authorities are thus
considering reforming the current generalized food
subsidy program by charging full prices to consumers while protecting low-income households
through direct cash transfers based on family income. Such a scheme should enable the authorities
to generate net budgetary savings (about 0.5 percent
of GDP, based on current costs) and also prevent
waste and smuggling of subsidized products.

Appendix: Methodology of Debt
Dynamics Accounting Framework
Jordan's successive large fiscal imbalances have
led to a large stock of debt. To analyze the debt dynamics, the growth of the public debt ratio can be
decomposed into five elements:
•
•
•
•
•

the structural trend in revenue and expenditure,
cyclical fluctuations,
the discretionary fiscal impulse,
the evolution of interest payments, and
an exchange rate effect.

The purpose of this appendix is to describe the
methodology used in assessing the relative weights
of factors behind debt dynamics in Jordan, and the
magnitude of the fiscal consolidation effort required
to stabilize the ratio of public indebtedness to output.
Notation will be as follows:
Yt =
YPt =
Dt =
FDt =
Bt

=

PBt =
Tt
ta

=
=

Et =
ga =

nominal GDP at current prices in year t,
potential GDP at current prices in year t,
net stock of public debt at the end of year t,
net stock of foreign-financed public debt at
the end of year t,
overall balance of year t (positive value if
surplus),
primary balance of year t (positive value if
surplus),
total revenue in year t,
average ratio of revenue to GDP during
1975-88,
total primary expenditure in year t,
average ratio of primary expenditure to
GDP over 1975-88,

discretionary revenue in year t,
discretionary primary expenditure in year t,
discretionary primary balance in year t,
nominal implicit interest rate on public
debt in year t,
gt — nominal rate of GDP growth in year t, and
ERt = average nominal exchange rate (per unit of
domestic currency).

ITt
IEt
IBt
rt

=
=
=
=

Instead of a "base-year" approach, which is used
most often to estimate trend values, a methodology
based on "average values" has been designed. In the
absence of reliable proxies, such as the utilization
rate of fixed investment or the unemployment rate,
potential output is assumed to grow at a constant
rate, equal to the average growth rate observed from
1975 to 1988. Once the growth rate is known, the
initial level of potential output must be determined.
A solution would have been to assume that potential
output was equivalent to actual output in the base
year 1974. However, because of the concave shape
of actual output function over time, this would have
led to an almost permanent excess of actual output
over potential output, disturbing the cyclical component. Therefore, the level of potential output in 1974
has been adjusted in such a way that the undiscounted sum of the differences between actual and
potential output became zero.
Decomposition of Debt Dynamics
The starting point is that the change in the stock
of debt in domestic currency is the opposite of the
budget balance, which has a positive value if in surplus. In addition, a correction must be made for exchange rate variations, which affect the value of the
inherited stock of foreign-financed debt. Exchange
rate variations also affect the budget balance
through various channels, such as foreign interest
charges or external grants, but these effects are not
singled out in the following analysis. To ignore the
exchange rate effect, as debt dynamics studies often
do, is a major drawback when significant exchange
rate adjustments have occurred. The exchange rate
pertinent to this analysis is the average one vis-a-vis
currencies in which foreign liabilities are denominated, using weights of the outstanding foreign
debt.
A - A-i =~Bt + FDt^[{ERt^IERt) - 1],

(A.I)

Then the budget balance is decomposed into two
parts: the primary balance and interest payments. Interest charges depend upon the outstanding stock of
debt and the current average interest rate on that
debt. It is assumed that the current deficit does not
lead to interest payments during the current year.
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Bt

PBt

(A.2)

rr D't-\>

DtIYt - Dt-XIYt-x = - {fa - ga)'YPtIYt - ta'(Yt - YPt)IYt

- lBt/Yt + rt-DtJYt_{ + (FA-1/^-1)
UER,JER,)-\] [ Hi'h'0+8,) )]

In turn, the primary balance can be decomposed
into its components: total revenue and total primary
expenditure.
(A3)

PBt = Tt-Et.

Tax revenue during a given year can be broken
down into a structural component, a cyclical effect,
and a discretionary component. In the absence of
discretionary measures, tax revenues are assumed to
be a function of the observed output and the average
tax pressure ratio. To isolate the structural component from the cyclical effect, potential output can be
substituted for observed output to capture the structural tax revenue, and the difference is deemed to be
the cyclical effect.
Tt = ta-Yt + ITt = ta-YPt + ta-(Yt - YPt) + IT,

(A.4)

Primary expenditure can be decomposed in a similar way, but it is assumed that there is no cyclical effect, that is, that noninterest expenditures are, in the
absence of discretionary measures, a function of potential output and the average expenditure-to-GDP
ratio.
(A.5)

Et = gaYPt + IE,

Substituting (A.4) and (A.5) into (A.3) and replacing the difference between the discretionary tax and
expenditure elements by a discretionary fiscal balance element yields the following result:
PBt = (ta - ga>YPt + ta-(Yt - YPt) + IB,

(A.6)

(A.7)

Finally, substituting (A.7) into (A.I), the result is:
A - A-i =-(ta- ga)-YPt - ta-(Yt - YPt) - IBt
+ r , A - i + FDt-.x• [(ERt-i/ER,) - 1].

The last two components of the right-hand side of
equation (A.9) are adjustment terms attributable to
the fact that output in the denominator relates to different years. The adjustment term vanishes if actual
current output is used as a common denominator.
Stabilization of Indebtedness

The same budget identities, with the same limited
data requirements, can be used to measure the primary balance required to stabilize the indebtedness
ratio and to compare it with the observed primary
balance.
Substituting equation (A.2) into equation (A.I)
gives:
A DV-i
+

PBt + rt-D7-J
FDt_v[{ERtJERt)

(A.8)

The five components of the right-hand side of
equation (A.8) are the five aforementioned elements:
(1) the structural component, (2) the cyclical effect,
(3) the discretionary component, (4) the interest
charges, and (5) the exchange rate effect.
The debt dynamics can be expressed in ratios to
GDP:

(A. 10)

1]

Dividing all terms by Y,, or, equivalently, by
y,_i(l + gt), and rearranging leads to:
DtIY, - D,JYt.i = - PB,IY, + [{r, - g,)/( 1 + g,)] D.JY,.,

+ (FD.JY^ylW
[(ER,-i'ER,)-\].

+ g,)]

(A.ll)

Therefore, stability of the debt-to-GDP ratio will
be achieved if the primary surplus in percentage of
GDP is as follows:
PBl/Yl=[(rt-gt)/(\+g,)}-DrJYl_l + (FA-i/F,.,)

[l/(l+g,)H(HWfl?,)-l].

In turn, substituting (A.6) into (A.2) gives:
Bt = (ta - ga)-YPt + ta(Yt - YPt) + IBt - rt-Dt_{.

{(l+r,)-A-i/^-i + (^A/^r-i)
(A.9)
[(ERt.{/ERt)-l]}.

(A.12)

Assuming no exchange rate effect on the valuation of the outstanding stock of foreign debt, if the
differential between the implicit interest rate on public debt and the growth rate, both in nominal terms,
is positive, stabilization of the debt-to-GDP ratio requires a primary surplus whose magnitude is proportional to the preceding year's debt-to-GDP ratio and
to the size of this differential. If the differential is
negative, stabilization can be achieved even with
some primary deficit.
The time series for public debt has been constructed by adding the successive cash deficits. The
implicit interest rate on public debt is equal to interest charges paid during a given year divided by the
stock of debt at the end of the previous year.
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V

Financial Liberalization and Monetary
Reforms

Jean-Pierre Chauffour

ordan's financial system has expanded considerably over the last two decades, as evidenced by the
;
increase in the ratio of money and quasi money to
GDP from 60 percent in 1970 to over 100 percent in
the late 1980s. Like the rest of the economy, the financial system in Jordan was adversely affected by
the financial crisis of the late 1980s. Thereafter, it
strengthened significantly as a result of the implementation of structural reforms, a general rebounding of economic activities after 1992, and the associated increased profitability of the commercial banks.
Although the financial system is deeper than before,
it is still dominated by a small number of domestic
banks; the variety of financial instruments for users
and providers of funds is rather limited; the capital
market—with the exception of the stock market—is
extremely thin. In general, like in many other developing countries, the financial system faces the challenge of funding the most efficient investments
while managing risks and integrating with world financial markets.

Background and Developments
In 1970, the Jordanian banking system was underdeveloped and comprised eight commercial banks,
of which four were branches of foreign banks. The
largest domestic bank and the largest foreign bank
accounted for half the total branches of domestic and
foreign banks in Jordan, respectively. Twenty years
later, the number of banks has increased threefold;{
the total number of branches has risen from 41 to
more than 300 and are spread all over the country
(Figure 5.1). The deepening of the financial system
during these two decades encompassed many areas:
banking intermediation has been enhanced, the payments system improved, and an active stock exchange established.
•The banking system in Jordan consists of the Central Bank of
Jordan, 6 foreign commercial banks, 16 domestic commercial
banks (of which 1 operates on the basis of Islamic financial principles), 7 financial institutions, a number of financial institutions
that do not accept deposits, including the Social Security Corporation, and 18 insurance companies.

The banking system played an effective role in
intermediating short-term savings and long-term financing requirements.2 Total outstanding credit facilities of commercial banks increased from 20 percent of GDP in 1970 to more than 60 percent of GDP
in 1994, reflecting a deepening of private sector financing. Simultaneously, the role of the specialized
credit institutions as major intermediating institutions expanded considerably. Their total loans and
advances to the private and public sectors stood at
20 percent of GDP in 1993, compared with less than
7 percent of GDP in the early 1970s.
The payments system also improved considerably,
with the commercial banks' clearing operations
reaching 7.2 million checks in 1993, compared with
less than 500,000 in 1970. The shift from cash holdings toward time and savings deposits was reflected
in an unprecedented growth of resident deposits in
the banking system, which increased from 20 percent of GDP in 1970 to about 90 percent of GDP in
1993 (Chart 5.1). This rapid monetization of the
economy resulted in a downward trend in the income
velocity of money during the 1980s (Appendix I).
Performance of the financial system was further
enhanced by the establishment in 1976 of the
Amman Financial Market (AFM) for trading in securities. Since its creation, the AFM has expanded
its operations rapidly, making it one of the most active emerging markets in the Middle East.

Operation of Monetary Policy, 1970-88
Monetary Developments
Jordan's inflation during the 1970s and through
the late 1980s was generally low, reflecting in part a
traditionally, the financial depth of an economy is measured
by the ratio of liquid liabilities to GDP, assuming that the size of
the financial intermediary sector is positively correlated with the
provision of financial services. Total liquid liabilities of the financial system may be proxied by the ratio of money and quasi
money to GDP. In Jordan, this ratio has doubled since 1970, to
reach 125 percent in 1993.
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Figure 5.1. Banking System
1964

Central Bank of Jordan
Foreign Banks

National Banks
Commercial Banks
1930
1956
1960
1960
1977
1978
1989
1991

Aral? Bank PLC
Jordan National Bank
Bank of Jordan
Cairo Amman Bank
Jordan Kuwait Bank
Jordan Gulf Bank
Arab Banking Corporation (Jordan)
Business Bank

29
34
37
20
17
27
9
9

40
4
24
13
7

29

2

8
4
4

7
0
3

10
3
18

3
1
1

1949
1951
1957
1969
1974

Br itish Bank of the Middle East
Arab Land Bank
Rafidain Bank
ANZ Grindlays Bank
CitiBank

5
19
3
14
1

0
0
1
0
0

3
10
109

0
7
7

0
0

Islamic Banks
1979 Jordan Islamic Bank for Finance
and Investment
Investment Banks

1

Arab Jordan Investment Bank
Jordan Investment and Finance Bank
Amman Bank for Investments
Union Bank for Savings &
Investment1
1993 Philadelphia Investment Bank 2
1993 Middle East Investment Bank
1978
1989
1990
1991

Specialized Credit Institutions
Public Ownership

Joint Ownership
1
1965 Industrial Development Bank
1968 Jordan Cooperative Organization
1974 Housing Bank

1

1959 Agricultural Credit Corporation
1965 Housing and Urban Development
Corporation
1966 Cities and Villages Development Bank

16

0

1
2

0
0

Other Financial Institutions
Contractual Credit & Saving Companies

Money Changers

In Amman

44

Outside Amman

28
Representative Offices

Note: Year of establishment is given.
Resulted from the merger of DARCO company and Jordan Finance House.
Previously known as REFCO.

1984 Beit Al-Mal Saving and
Investment for Housing
Company, Ltd. (Beitna)

6

0

2

• Number of branches, including headquarters.
[ I Number of minibranches.
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Chart 5.1. Monetary Aggregates
Deposits with Commercial Banks
(In percent of GDP)

during 1970-88. However, beginning in the early
1980s, a shift took place in the relative composition
of the domestic credit expansion. The rapid expansion in claims on the private sector started to moderate in 1979, decelerating from about 25 percent (as a
percentage of the beginning period stock of broad
money) to 2.8 percent in 1987, whereas credit to the
public sector started to rise at a double-digit rate.
Credit Expansion Driven by the Public Sector

Domestic Credit
(As a percent of beginning stock of broad money)

Sources: Department of Statistics, Government of Jordan;
Central Bank of Jordan.

prudent stance of monetary policy.3 Money and
quasi money expanded at an annual average rate of
18 percent during 1970-88, mainly as a result of the
expansion in the net domestic assets of the banking
system; these increased by 14 percent (as a percentage of the beginning period stock of broad money)
on average during the period. By contrast, the rate of
expansion in net foreign assets was limited to 4 percent on average during 1970-88. The bulk of the domestic liquidity expansion took the form of credit to
the private sector, which rose by about 10 percent on
average during the period. Borrowing by the Central
Government and the public entities remained relatively small, rising on average by 6 percent a year
3
The average rate of inflation was contained at about 6 percent
during the decade through the late 1980s.

As a result of the expansionary fiscal policy
stance from the mid-1980s, Jordan's public finances
deteriorated rapidly during 1987-88. As receipts of
foreign grants declined steadily, recourse to domestic bank borrowing to finance the growing budget
deficits increased sharply. Claims on the Government increased by 130 percent in 1987 and by 50
percent in 1988. This development together with a
concomitant rapid increase in credit expansion to
public sector enterprises resulted in a sharp expansion in the net domestic assets of the banking system. In the event, the annual rate of expansion of
broad money (money and quasi money) averaged 13
percent during 1987-89, a period during which the
real economy was stagnant or in recession. Thus, the
economy was driven by government demand, which
resulted in a large transfer of savings from the private to the public sector, crowding out private sector
activities, and, ultimately, weakened the role of the
banking system.
Use of Monetary Instruments Until the
Late 1980s

From the early 1980s through 1988, money and
credit policies were essentially geared toward stimulating domestic economic activity. Accordingly,
commercial banks' reserve requirements, liquidity
ratios, credit guidelines, and interest rate ceilings
were adjusted frequently to support bank liquidity
and encourage domestic lending. Some of the instruments used to this effect included lowering the ceilings on balances held abroad in relation to their current foreign commitments, extending credit against
securities, lowering the maximum lending rate
charged by the commercial banks and financial companies and the interest rate ceilings on time and savings deposits, and expanding and easing the use of
the export credit facility. In 1987, the Central Bank
introduced further measures to bolster bank liquidity
and thereby facilitate domestic lending activity.
These measures included lowering the amount that
commercial banks were required to invest in stocks
of public shareholding companies to 9 percent from
15 percent of their capital and reserves; reducing the
amount of treasury bonds that the commercial banks
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were required to hold against demand deposits to
5 percent from 9 percent; and, subsequently, eliminating the requirement that commercial banks hold
treasury bills and government bonds against
deposits.

Chart 5.2. Prices and Interest Rates
(Percent changes)

Nominal and Real Interest Rates

Monetary Policy Under Government
Stabilization Programs, 1988-94
Use of Monetary Instruments

In late 1988, the authorities began to tighten monetary policy significantly in the wake of the emerging balance of payments crisis and intensified pressures on the exchange rate and domestic prices. To
encourage domestic savings mobilization, banks removed ceilings on deposit rates, and banks and financial institutions increased their maximum base
lending rate in September 1988 and February 1989.
The commercial banks' interest rate structure was
completely freed in February 1990, following the removal of ceilings on the base lending rate, at which
time the base lending rate (including commission)
edged upward to about 12 percent in September
1990, and the effective lending rate increased to
12-13 percent.
The Central Bank also raised its rediscount rate
and the rate on advances to commercial banks
to 7 percent from 5.75 percent in September 1988,
further increasing the rates to 8.5 percent by August
1989 and restoring positive real interest rates
by 1991 (Chart 5.2). In line with the increase in
the interest rate structure, in August 1989, the
Central Bank also raised the rate of the export
financing facility to 8 percent for exports to Arab
countries that had trade agreements with Jordan
and to 6 percent for exports to other countries. The
rates on government securities were also raised during 1989-90. The rates on treasury bills were increased from 5 percent in 1988 to 6.25 percent in
September 1990, and the interest rate on government bonds with a maturity of six years was increased to 9 percent.
In addition to raising the interest rate structure,
the Central Bank began, in late 1988, to tighten domestic credit expansion. It raised the required reserve ratios on time and savings deposits in Jordan
dinars to 9 percent from 6 percent—the same ratio
that was applied to dinar demand deposits. The
Central Bank further increased the required reserve
ratio on dinar deposits to 11 percent effective October 1989. Moreover, commercial banks were required to place on deposit with the Central Bank 35
percent of their foreign currency deposits (of residents and nonresidents), including advance import
deposits denominated in foreign currency by June

Comparative Inflation Performances

Sources: Department of Statistics, Government of Jordan;
Central Bank of Jordan.

1989.4 To attract foreign currency deposits to the
banking system, residents were allowed, as of July
1988, to deposit JD 50,000 with commercial banks
and financial institutions, up from JD 30,000; this
limit was raised to JD 150,000 in September 1990.5
In October 1990, a reserve ratio of 5 percent was
imposed on investment banks, and the minimum
ratio of capital and reserves that banks and finance
companies were required to hold in public shareholding companies was raised to 20 percent from 15
percent. A measure to tighten credit entailed prohibiting commercial banks from extending credit
against foreign currency deposits and restricting
4
An internationally competitive interest rate is payable on these
foreign currency deposits and a penalty of 10 percent a year
(payable in foreign currency) is required on the amount of the
shortfall.
5
Jordanians working abroad are exempt from these limits.
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In 1994, monetary policy was geared toward
maintaining the attractiveness of financial assets denominated in Jordan dinars, in support of the exchange rate policy, and building up gross official reserves to a more comfortable level. Consistent with
this policy, interest differentials in favor of assets denominated in Jordan dinars were increased to
2.7-2.9 percentage points vis-a-vis assets of similar
maturity denominated in U.S. dollars. The effect of
this high interest rate policy was to limit broad
money expansion to 8 percent, below the nominal
GDP growth of 9.9 percent. The increase in the net
domestic assets of the banking system was limited to
6.6 percent of the beginning period stock of broad
money, partly because of the tight credit stance but
more directly because of net repayments to the banking system by the Central Government and the contractionary effect of other items (net) associated with
the accumulation of reserves and capital by commercial banks.

their overdraft facilities to 20 percent of their credit
facilities. Financial institutions were prohibited
from extending credit in excess of JD 200,000 to
any one client without prior approval from the Central Bank. Ceilings were also imposed on credit expansion to banks' board members and employees, as
well as to limited private shareholding companies.
Following a tightening from late 1988 through
1990, the credit policy stance remained broadly unchanged in 1991 in the aftermath of the regional crisis and was further tightened during 1992-94. Inflation (as measured by the consumer price index)
decelerated sharply during 1989-94 and returned to
its historic low levels, which were comparable with
inflation performances in industrial countries and
considerably lower than in many countries in the
Middle East region. In view of the credit expansion
to the private sector (by over 7 percent of the beginning period stock of broad money) in the first quarter of 1992 and persisting excess liquidity in the
banking system, the Central Bank adopted a series of
restrictive measures. It raised reserve requirements
by 2 percentage points, to 13 percent on commercial
banks and to 7 percent on investment banks in April
1992, and by an additional 2 percentage points in
early 1993, with a view to siphoning off excess liquidity. Furthermore, the Central Bank used moral
suasion with commercial banks to restrain lending.
In May 1992, the Central Bank implemented additional measures. First, it opened a new six-month deposit facility for commercial banks with an interest
rate of 4 percent.6 Second, it introduced, for the first
time, a capital adequacy ratio of 1 to 10 of capital
(including reserves) relative to credit for all commercial banks. Third, it established a new maximum
loan-to-deposit ratio of 90 percent. All commercial
banks were required to observe both the capital adequacy ratio and the loan-to-deposit ratio. Commercial banks that were in violation of any of these ratios had to consult immediately with the Central
Bank on a timetable to achieve compliance.
The credit rationing resulting from the use of direct instruments for credit control prevented the development of proper market instruments to allocate
scarce financial resources efficiently. The money
multiplier increased in the early 1980s, reflecting the
fall in the public's cash-to-deposit ratio, and it decreased during 1987-90, partly because of the regional financial and political turmoil (see Appendix
II). The money multiplier had recovered to its precrisis level by 1991 and remained at about this level
thereafter.

Together with the Istanbul Stock Exchange, the
AFM is one of the leading capital markets of the
Middle East.7 It ranked fifth out of 45 emerging markets in terms of total return index in 1992. The ratio
of Jordan's market capitalization to GDP, which

6
Previous facilities were for a duration of up to three months,
and carried interest rates of 1-2 percent. Reserves held at the
Central Bank under the previous facilities amounted to about 6
percent of the money stock.

7
For more details, see Mohamed El-Erian, and Manmohan S.
Kumar, "Emerging Equity Markets in Middle Eastern Countries,"
Staff Papers, International Monetary Fund, Vol. 42 (June 1995),
pp.313-43.

Banking Supervision and Regulatory Measures

Bank supervision was strengthened in 1989 in the
wake of the financial problems facing two major domestic commercial banks (Petra Bank and the Jordan Gulf Bank). The insolvency of Petra Bank surfaced in August 1989, following the bank's inability
to comply with the directive requiring all banks to
place 35 percent of their foreign currency deposits
with the Central Bank of Jordan. The authorities
acted promptly to prevent a banking crisis by
shoring up Petra Bank's reserves so that it could
meet the run on its deposits and settle some of its
foreign obligations. Financial support was provided
through an overdraft facility with the Central Bank.
Moreover, the Economic Security Council created a
special committee to oversee the operations of the
Petra Bank. Finally, the Central Bank issued a number of additional regulatory measures governing
loan loss provisioning, capital adequacy requirements, and portfolio management of the commercial
banks (see Box 5.1).

Development of AFM
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Box 5.1. Banking Crisis of 1989-90
The collapse of a major bank in August 1989, the
third-largest banking institution in Jordan, together with
the emergence of financial difficulties in six other financial institutions linked to it jeopardized the integrity of
Jordan's banking system.1 The banking crisis emerged
for three main reasons: (1) inadequate banking regulations, (2) overexposure of the banking system to the real
estate market, and (3) imprudent speculation on foreign
exchange.
One of the main reasons for the emergence of a
major banking crisis in the late 1980s was the lack of
proper banking supervision and prudential regulation.
The specialized financial institutions, which are oriented toward long-term sectoral projects and are thus
likely to be exposed to risky intermediation, were not
under the surveillance of the Central Bank but were supervised by their own sector ministries. The Central
Bank was limited to ensuring that commercial banks
complied with five critical operating ratios and to approving any credit in excess of JD 500,000 granted by a
commercial bank. However, this prudent credit management seems to have discouraged the commercial
banks from doing the proper risk credit analysis in their
loan allocations. More important, Jordan's accounting
regulations for loan loss provisions were inefficient in
identifying nonperforming assets early because decisions to build provisions were usually delayed until
after the final court decision on the destitute asset was
rendered. These weaknesses in the regulatory framework resulted in widespread fraudulent practices and
mismanagement that the monetary authorities failed to
detect.
Loans collateralized with real estate property became
nonperforming during the real estate market slump of
the late 1980s. In the aftermath of the second oil shock,
Jordan registered large inflows of workers' remittances,
which reached an all-time high of $1.3 billion (about 25
percent of GDP) in receipts from abroad in 1984; this
injection of demand led to a rapid expansion of private
sector construction activities, and exposure of the banking system. As speculative real estate activities collapsed in the late 1980s, together with the collateralized
values of real estate loans, several banks were highly
exposed, with numerous nonperforming assets in their
balance sheets.
Banks' excessive exposure on their foreign exchange
position also contributed to this crisis. Before 1987, the
Jordan dinar was strictly pegged to the SDR in nominal
terms. In 1987, with the weakening of Jordan's balance
of payments position, a parallel market for foreign exchange emerged, and financial institutions were over!
The major bank accounted for more than 10 percent of the
total assets of the banking system in 1989. Total bad assets
were believed to represent up to 20-30 percent of the total assets of the banking system.

exposed, with high levels of foreign obligations. In several cases, speculative operations in the form of positions between the official and parallel exchange markets resulted in the loss of almost the entire foreign
assets of the banks.
To preserve the security of the entire banking system
from the systemic risk of chain failures, the Central
Bank had to inject $400-500 million (about 10 percent
of GDP in 1989) into the banking system through its
overdraft facility to meet the run on insolvent banks'
deposits and to settle some of their foreign obligations.
This very large injection of liquidity was reflected in
both the Central Bank's balance sheet and the monetary
survey through the growth of reserve money and
money and quasi money aggregates. Both monetary aggregates increased by more than 15 percent in 1989 and
contributed to fuel inflation, which peaked at 26 percent, at a time when real GDP was contracting by 13.5
percent. Since 1990, the Central Bank has gradually
begun to recover a part of these unsecured assets; by
mid-1994, it had recovered 20 percent of the total cost
of the bailout operations.
In the wake of the banking crisis, the Central Bank
issued a number of additional regulatory measures
aimed at improving its surveillance over the banking
system. Specific measures governing loan loss provisioning, capital adequacy requirements, and portfolio
management of commercial banks were enacted. As
regards provisioning for bad loans, the guideline issued in 1992 required provisioning of 50 percent for
loans for which banks had not received any payments
for more than 180 days but less than one year, and
100 percent of the loan amount for loans for which the
banks had not received payments for more than one
year or for which the banks had determined that no repayment would be expected. Regarding general provisioning for ordinary bank credit, 1-2 percent would be
required for direct credit facilities and 0.25-0.50 percent for indirect credit facilities. The guideline also
streamlined the procedure for notifying the Central
Bank about loan losses. The regulations governing
capital adequacy requirements of the commercial
banks issued in 1992 essentially applied the Basle
Convention regarding capital adequacy to Jordan's
banking system.
A subsequent effect of the banking crisis has been to
shift the composition of the assets held by the private
sector, in either cash or deposits, in favor of assets denominated in foreign exchange. In the event, the combination of low nominal interest rates, high anticipated
inflation, and the perception that further depreciation of
the Jordan dinar may follow contributed to a fall in the
demand for holdings of Jordan dinars. Thus, by 1989,
about 30 percent of the increase in broad money was in
the form of an increase in residents' foreign currency
deposits, which in part reflected the valuation gains
arising from the dinar's depreciation.

39

©International Monetary Fund. Not for Redistribution

V

FINANCIAL LIBERALIZATION AND MONETARY REFORMS

Table 5.1. Comparative Performance of Emerging Capital Markets, 1994

Market
Capitalization1
Middle Eastern countries
Egypt
Iran, Islamic Republic of
Jordan
Morocco
Tunisia
Turkey
Other emerging markets
Argentina
Chile
Colombia
Greece
India
Nigeria
Thailand
Industrial markets
Japan
United Kingdom
United States

Market
Capitalization2

Number of
Domestic
Companies

4,263
2,770
4,594
4,376
2,561
21,605

9.4
3.7
81.6
14.1
16.1
17.1

700
147
95
61
21
176

36,864
68,195
14,028
14,921
127,515
2,711
131,479

13.1
130.7
21.1
15.6
45.5
6.6
91.8
81.0
1 13.1
75.4

3,719,914
1,210,245
5,081,810

PriceEarnings
Ratio

Price-Book
Value Ratio

Dividend
Yield

Largest
Market
Share3

20.77

1.71

2.44

45.8

30.99

6.35

3.57

48.6

156
279
113
216
7,000
177
389

17.71
21.36
19.54
10.42
26.67
6.00
21.16

1.42
2.54
1.38
1.89
4.17
1.59
3.70

2.91
2.41
1.70
4.61
0.98
8.37
1.98

41.7
46.4
61.2
37.2
19.4
49.3
35.6

2,205
2,070
7,770

97.30
14.80
16.90

2.17
2.20
2.61

0.70
4.20
2.90

Source: Emerging Stock Markets: Factbook (Washington: International Finance Corporation, Central Capital Markets Department, 1995).
'In millions of U.S. dollars.
As a percentage of GDP.
Share of market held by the 10 largest stocks.

2

3

stood at about 74 percent in 1992, exceeds that of
most emerging markets and is similar to that of industrial countries (Table 5.1). Instruments traded on
the stock exchange include private corporate equities and bonds, Jordanian government bonds and
treasury bills, and development bonds. The bull or
bear markets of the 1980s were determined by developments in workers' remittances (which were
themselves closely correlated with movements in international oil prices). The impressive performance
of the AFM was also attributable to the fact that it
did not have to compete in an environment of perverse yield curve, such as rates of return on fixed interest deposits well in excess of the rate of inflation,
resulting from government intervention. Market capitalization stood at $4.7 billion as of the end of December 1994, and the number of shares traded in
1994 amounted to 134 million for a total value of
$620 million.
Since 1990, the performance of the market has
improved steadily, with the AFM index registering
annual gains averaging 25 percent and the index of
total returns improving markedly. However, during
1993-94, the AFM was somewhat less buoyant than
in 1992 because of a tightening of credit since the
second half of 1993; the number of trade shares de-

clined by 30 percent, to JD 245 million in 1993 and
to JD 134 million to 1994. Since 1990, the increase
in the index has been broadly based, with the industrial sector registering the best performance, followed by insurance, banking, and other services.
Unlike other emerging capital markets, the AFM is
dominated by domestic commercial banks and is
characterized by low foreign participation. Although
the influence of foreign investors is increasing, most
market participants are Jordanian (85 percent in
1992). Residents of some neighboring Arab countries also participate in the stock market. Although
repatriation of investment income in any convertible
currency out of Jordan by Arab and non-Arab investors is free of restriction, foreign participation by
residents of non-Arab countries has so far been
limited.
A range of economic and institutional circumstances have contributed to the successful development of the Jordanian equity market since 1990,
considerably enhancing investors' confidence in Jordan's economic potential. These circumstances include Jordan's recent gains in macroeconomic stabilization, and the progress it has made in reducing the
external debt and debt-service burden, normalizing
payment relations with external creditors, and liber-
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alizing the exchange system. As regards institutional
factors, Jordan has embarked on comprehensive financial liberalization aimed at better mobilizing and
allocating domestic and foreign resources. In particular, the Jordanian authorities decided to improve
the trading, reporting, and accounting systems;
strengthen legal procedures; and liberalize regulations governing foreign direct and portfolio investments, including ownership, market access, and
repatriation of capital, dividends, and profits.

Ongoing and Prospective
Financial Reforms
Although the Jordanian authorities have not issued
a detailed blueprint for further financial reform, they
have already either implemented some elements or
referred to them in official pronouncements. The authorities' strategy, in general terms, entails (1) controlling monetary conditions using the new instruments of indirect monetary control (Appendix III);
(2) maintaining all interest rates positive in real
terms and achieving much more flexibility in interest rates than in the past, with a view to achieving efficient market-based mobilization and allocation of
loanable funds; (3) using central bank CDs denominated in Jordan dinars in a manner that would enable
the authorities to respond to shifts in the flow of foreign assets and movements in the exchange rate, and
to maintain the liquidity of the banking system consistent with domestic price stability; (4) eliminating
redundant monetary control instruments, particularly
following the effective introduction of indirect monetary controls, and improving the efficiency of the
remaining necessary monetary instruments; (5) removing impediments to the development of the interbank market; and (6) improving efficiency
through enhanced competition among commercial
banks and specialized credit institutions, such as the
Housing Bank, the Industrial Development Bank,
and the Agriculture Credit Corporation.
The authorities have made considerable progress
recently in a number of areas of structural reform.
First, the Central Bank has held weekly auctions
of CDs since September 1, 1993 and, since then, has
increasingly used this indirect instrument to exercise
control over reserve money. For the indirect system
of control to have its desired impact, the Central
Bank must maintain reserves close to their required
minimum level at all times by developing proper
monetary programming techniques, including testing, and by improving reserve forecasting. The auctions of CDs are being coordinated with the auctions
of treasury bills in terms of timing and settlement,
eligible holders and bidders, and the range of maturities offered.

Second, in line with the steady implementation of
indirect monetary control operations, the Central
Bank streamlined certain facilities and is improving
existing facilities by (1) replacing the deposit facilities by CDs as the term deposits mature; (2) eliminating the credit-to-deposit ratio once the indirect
monetary control program becomes effective—on
prudential grounds, the authorities have already
adopted the Basle standards regarding the riskbased capital-to-assets ratio; and (3) viewing the
liquidity ratios as having a useful prudential function but not as monetary instruments. The Central
Bank is also (1) gradually reducing reliance on
obligatory reserve requirements as a monetary policy instrument; (2) improving the operations of
reserve requirements by gradually unifying and reducing the reserve requirements for all banks; and
(3) eliminating or reducing preferential credit facilities and providing subsidies explicitly through the
budget.
Third, the authorities are planning to remove the
current impediments to the development of the interbank market. To this end, they eliminated the practice of double reserve requirements on interbank deposits in 1994.

Appendix I: Money Demand Function
Broad money demand (money and quasi money)
is usually analyzed using the income elasticity o(
money demand or, more directly, the income velocity of money.
The transactions demand, the precautionary demand, and the speculative demand for money are
usually proxied in the money demand function with
key macroeconomic variables, in particular, real
GDP, consumer prices, and other variables such as
interest rates or real wealth. The estimation of the
money demand function in Jordan is complicated by
a number of economic factors (such as the policy of
direct monetary control, the recent switch toward indirect control, erratic inflows of labor remittances,
and transfers of workers' savings) or political factors
(such as the August 1990 regional crisis, and recent
developments and prospects in the West Bank and
Gaza Strip). However, a rough estimated relationship for 1980-93 suggests a long-term income elasticity close to unity and that real demand for money
increases with inflationary trends and thus is sensitive to money illusion (Chart Al).
Income money velocity, defined as the ratio of
nominal GDP at market prices to outstanding money
and quasi money at the end of the period, decreased
steadily during most of the 1980s, from 1.2 in 1981
to 0.8 in 1989 (Chart A2). This downward trend reflected essentially the monetization of the economy
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Chart A l . Broad Money Demand

Chart A2. Income Velocity of Money

(In billions of Jordan dinars)

(In percent)

Regression output
Constant
Standard error of Y estimate
R squared
Number of observations
Degrees of freedom

-2.51476
0.04127
0.99425
12
10

GDP
Y coefficients
Standard error
of coefficients
t-statistics

CPI

Source: IMF, International Financial Statistics.

Demand
Deposits

0.933301

0.642500

0.171518

0.1 16819
7.989295

0.123982
5.182207

0.029012
5.911975

Sources: Central Bank of Jordan; and IMF staff estimates.

during the 1970s and 1980s. Since 1989, the ratio
has fluctuated within a narrow range and has been
relatively stable.
In the absence of quarterly national accounts, the
quarterly path for money demand can be captured
with the seasonal information content in available
historical data. Chart A3 presents the quarterly demand for money as a percentage of the annual
change in money demand. It appears that the largest
expansion in money demand generally occurs during
the first two quarters of the year, in line with the seasonal pattern for credit and investment. On average,
75 percent of the year's money demand is reached
by midyear, and the last two quarters account for
only 25 percent.8 Except during 1988-92, when special factors affected the financial system, this seasonal pattern appears rather robust.
8
On average, the annual distribution for money demand is
30 percent for the first quarter, and 45 percent, 15 percent, and 10
percent, respectively, for each subsequent quarter.

Appendix II: Money Multiplier and
Reserve Money, 1980-94
Ex post, the money multiplier (k) is simply the
ratio of the stock of money and quasi money (MQM)
to reserve money (RM): k = MQM/RM. Ex ante, the
money multiplier is derived consistent with the cashto-deposit ratio (C/D), the ratio of banks' cash in
vaults to deposits (VC/D), the ratio of required reserves to deposits (RR/D), and the ratio of excess reserves (excluding cash in vaults) to deposits (ER/D):
k = (C/D + 1)/(C/D + VC/D + RR/D + ER/D). This
expression is derived from the following three
identities:
(1) MQM=C + D,
(2) RM = C + VC + RR + ER, and
(3) MQM = k* RM.
Identity (1) means that the money supply equals
the sum of cash outside banks (C) and deposits of
the public in the banking system (D). Identity
(2) means that reserve money equals the sum of
cash holdings outside of the banking system and
total bank reserves (including banks' cash in
vaults). A simple manipulation substituting (1) and
(2) into (3) yields the ex ante definition of the
money multiplier.
The money multiplier, that is, the relationship between reserve money and broad money, was affected
by four factors during 1980-94: the public's cash
holding over time, the licensed banks' cash in vaults,
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Chart A3. Quarterly Demand for Money

Chart A4. Currency Outside Banks

(As a percent of annual change in money demand)

(As percent of deposits)

Annual Distribution

Sources: Central Bank of Jordan; and IMF staff estimates.

Quarterly Distribution

the legal rate for reserve requirements (which is the
weighted average of legal rates applicable to licensed banks9 on various deposits), and the licensed
banks' behavior toward constituting excess reserve
(excluding cash in vaults). Accordingly, the following key constituents are analyzed for 1980-94.
Cash-to-Deposit Ratio
The pattern of cash holdings is reflected in the
change in the ratio of currency outside banks to
total deposits in the banking system. This ratio has
steadily decreased since 1980, except during
1988-90 when unusual events (including the collapse of Petra Bank, the bankruptcy of several financial institutions, and the August 1990 regional
crisis) temporarily undermined confidence in the
banking system. This downward trend is the result
of various institutional and financial innovations,
including in particular the proliferation of means of
payments other than cash (such as credit cards or
banking transfers); and increasing confidence in the
banking system. The cash-to-deposit ratio, which
exceeded 55 percent in 1980, declined to less than
30 percent in the early 1990s. The estimated equation indicates that the cash-to-deposit ratio declined
at an annual average rate of 1.7 percent during the

1980s and was sensitive to developments in inflation (Chart A4). 10
Furthermore, the analysis of the quarterly cash-todeposit ratio reveals a strong seasonal pattern associated with the seasonal consumption, or demand, of
the private sector. On average, the ratio declines during the first quarter, rebounds during the second and
third quarters, and decreases sharply in the fourth
quarter. However, the stability of this seasonality
was disrupted in the late 1980s and in 1990 as a re-

9
Twenty-two licensed banks (including the Housing Bank)
have liabilities in the form of sight and time deposits payable on
demand, transferable by check, or otherwise usable for making
payments.

10
This is apparent from the following regression for the cash-todeposit ratio during 1980-93: C/D = -0.017*Time + 0.05inflation + Dummies 1988-90 + 34.6 (-17.8) (5.1) SER = 1.3%; R2 =
0.98.

Sources: Central Bank of Jordan; and IMF staff estimates.
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suit of the unusual events mentioned. Since 1991,
however, this seasonal pattern appears to be holding,
although it is less pronounced.
Ratio of Cash in Vaults to Deposits

Because of improvements in banking management and a deepening of the financial system, the
ratio of cash in vaults of licensed banks to deposits
decreased during the 1980s, from 1.3 percent in
1980 to 0.8-0.9 percent of deposits in the early
1990s (Chart A5). Although banks' cash in vaults,
like other deposits at the Central Bank of Jordan,
represents immediate and final payment, it (i.e.,
banks' cash in vaults) cannot currently count toward
satisfying the reserve requirements. Until the treatment of cash holdings is changed so that they count
as reserve assets, cash in vaults is independent of
other reserve assets in Jordan's monetary program.

posits, and by the exemption of advances for expon
promotion toward reserve requirements.
Banks' excess reserves at the Central Bank of Jordan (excluding remunerated deposits at the Central
Bank) are less predictable than legal reserves because they are related to (1) the microeconomic situation of each individual bank, (2) the interest rate
and credit control (credit ceiling) policies, and
(3) individual constraints on commercial banks' balance sheets. Three different phases ca.> be identified
in the evolution of the ratio of licensed banks' excess
reserves to deposits during the 1980s 'Chart A6).
From 1980 to 1987, the ratio declined to 1 percent

Chart A5. Banks'Cash in Vaults and
Reserve Requirements
(As a percent of deposits)

Legal and Excess Reserves Ratios

The money multiplier is highly sensitive to the
ratio of banks' required and excess reserves at the
Central Bank to deposits. Although legal reserves
are supposed to be easily predictable because they
are known institutional instruments, the existence of
different reserve requirements complicates the predictability of this component. Legal reserve requirements are currently higher for commercial banks
(14 percent) than for investment banks (9 percent)
because of the authorities' belief that investment
banks are better able to forecast their liquidity
needs.11 In addition, with a legal reserve requirement
of 5 percent, the Housing Bank was granted an exemption because of its involvement in long-term financing.12 As a result, the ratio of effective reserves
to deposits is a weighted average of the legal rates
for commercial and investment banks, and the fluctuations within the range reflect substitutions in the
public deposit behavior between these banks (Chart
A5).13 In addition, projecting the actual rate for the
legal reserve requirement is complicated by the requirement that reserves be held against interbank den
Until 1988, legal reserve requirements for Jordan dinars differed according to the nature and maturity of deposits (demand,
time, or savings deposits).
12
Since 1994, the Housing Bank is subject to a 15 percent legal
reserve requirement on its commercial activities (which represent
less than 1 percent of its total activities); and a 5 percent legal reserve requirement (which gradually increased to 9 percent in
1994) on its traditional activities.
13
In 1993, deposits in commercial banks (excluding those of
the Housing Bank) represented 71.4 percent of total deposits in
the banking system. The total deposits of the Housing Bank and
other investment banks represented 18.3 and 10.3 percent, respectively, of total deposits in the banking system.

Banks' Cash in Vaults

Legal and Actual Reserve Requirements

Sources: Central Bank of Jordan; and IMF staff estimates.
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Chart A6. Excess Liquidity and Money
Multiplier

Licensed Banks' Excess Liquidity
(As a percent of deposits)

the Central Bank in 1992.14 In 1993, this component
of excess liquidity appears to have been largely absorbed, mainly through the newly introduced CDs
denominated in Jordan dinars. It disappeared completely in 1994 as the remunerated deposits of three
and six months matured.
Money Multiplier
The money multiplier is defined as the ratio of
money and quasi money (M2 in the case of Jordan)
to the narrow concept of reserve money.15 Consistent with the trends in the above constituents, the
money multiplier increased in the early 1980s, up to
3 by 1987 (echoing the fall in the cash-to-deposit
ratio), and decreased thereafter to 2.6 by 1990, partly
in response to the regional financial and political turmoil. The money multiplier recovered to its pre-crisis level by 1991 and remained at about this level
thereafter, reflecting declines in both the cash-to-deposit ratio and the licensed banks' excess reserves.

Money Multiplier

Appendix III: Monetary Program
Under Indirect Monetary Control
As part of their medium-term structural reform
program, the authorities moved from a system of direct credit controls16 to more market-based and indirect instruments of monetary control.
In this new monetary environment, the program
aims at forecasting the Central Bank's balance sheet
in two stages. The first stage consists in ascertaining
reserve money, consistent with the estimated money
demand resulting from the overall macroeconomic
baseline scenario (targeted growth, inflation, fiscal
and external adjustments). The second stage essen-

Sources: Central Bank of Jordan; and IMF staff estimates.

from 5 percent, notwithstanding sharp fluctuations
around this trend. In 1988, the ratio collapsed and
turned negative, reflecting the emergence of the
banking system crisis. By the early 1990s, the ratio
had recovered to its pre-crisis level, and in the aftermath of the August 1990 regional crisis, the excess
reserves accounted for 2.5 percent of total deposits.
This latter level seemed to have been the historical
average level targeted by the licensed banks to preserve themselves against an unexpected shortfall in
liquidity. However, it should be noted that the effective level of excess liquidity should also include the
banks' remunerated deposits at the Central Bank,
which represented half the total banks' deposits at

14
In 1991, the Central Bank promoted its three- and six-month
remunerated accounts to sterilize the large inflows of foreign assets generated by labor remittances and the transfer to Jordan of
workers' or returnees' lifetime savings from neighboring countries. These deposits accumulated to more than JD 350 million out
of total deposits of JD 700 million at the Central Bank in 1992.
15
Money and quasi money includes currency in circulation and
demand, saving, and time deposits of residents, denominated in
Jordan dinars and foreign currencies, with both the Central Bank
and the licensed banks (including the Housing Bank). Reserve
money is defined as the sum of currency in circulation (currency
outside banks and banks' cash in vaults) and demand deposits of
licensed banks at the Central Bank (excluding remunerated deposits and CDs denominated in Jordan dinars). In line with the
recommendations of the IMF Statistics Department, a broader
concept of reserve money would include all demand deposits at
the Central Bank, particularly those of the financial institutions,
public nonfinancial institutions, and the private sector.
16
The system of direct monetary controls consisted of a maximum loan-to-deposit ratio of 90 percent and the 10 to 1 ratio of
credit to capital. These ratios were reinforced by limits on the expansion of individual bank credit introduced in late July 1993.
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tially forecasts the rest of the Central Bank's balance
sheet, in order to project the volume of CDs denominated in Jordan dinars that the Central Bank should
auction to manage total liquidity in the banking system. The sequence in which the program is worked
out is illustrated by the following relationships:
(1) RM = MQM (targeted)/m (projected),
(2) NDA = RM - NIR (targeted), and
(3) CDs = CREDg (targeted) + CREDbs
(projected) + OIN (net) (projected) - NDA.
The first equation indicates the level of RM consistent with the projected money multiplier (m) and
desired broad money supply MQM. The second
identity gives the level of the Central Bank's net
domestic assets (NDA) consistent with the projected
reserve money and targeted (or desired) level of net
international reserves (NIR). The third identity indicates central bank intervention in the CD market
through its sales and purchases consistent with
(1) the Central Bank's projected NDA; (2) the targeted government borrowing at the Central Bank
(CREDg); (3) the estimated amounts of rediscount
at the Central Bank's credit facility windows
(CREDbs); and (4) the projected changes in other
items (net) (OIN). With respect to the conduct of
monetary policy, the sequence is reversed: through
its intervention in the CD market and its control over
government borrowing and the rediscount credit facilities, the Central Bank tries to manage its net domestic assets17 consistent with the targeted floor of
net international reserves, so as to keep reserve
money at levels conducive to the country's desired
money supply.
Reserve Money and Money Multiplier

The money multiplier is estimated in line with the
projections for public cash holdings, currency outside banks, banks' cash in vaults, and legal and excess reserve requirements. The quarterly pattern
should reflect the projected seasonal pattern of cash
to deposits, all changes in the legal rates of reserve
requirements, and the expected changes in commercial banks' excess reserves at the Central Bank. Consistent with the adjustment program in terms of
growth, inflation, and fiscal and external adjustments, the projected reserve money remains highly
dependent on the quarterly demand for broad money.
The money demand function may be temporarily
disrupted by the financial liberalization as well as by
17
Net claims on government, claims on licensed banks, and
CDs denominated in Jordan dinars are the largest components of
the Central Bank. Other components are either known with certainty (for example, capital accounts) or easily predictable (remunerated deposits, other items (net), and net claims on nonbanks).

recent developments and prospects in the West Bank
and Gaza Strip.
Other Balance Sheet Items of the
Central Bank

For the indirect system of control to have its desired impact, the monetary authorities must monitor
the Central Bank's NDA closely,18 in particular, government borrowing from the Central Bank and its rediscount credit facilities, consistent with the targeted
or desired level for net international reserves.19 On
this basis, the Central Bank would control the liquidity of the banking system by auctioning dinardenominated CDs and by intervening in the secondary market.
Of the constituents of the Central Bank's net domestic assets, net claims on the Central Government
(CREDg)20 are projected in line with the contemplated fiscal adjustment and required central bank financing,21 and the seasonal pattern, which has been
associated with government borrowing and deposits
at the bank in the past.
Consistent with the program objective of building
up official foreign exchange reserves, the Central
18
The Central Bank's net domestic assets are defined as the difference between the sum of (1) claims on the Central Government
(general and own budgets), (2) claims on the Social Security Corporation, (3) claims on municipalities and local government,
(4) claims on public nonfinancial institutions, (5) claims on the
private sector, (6) claims on licensed banks, (7) claims on other
financial institutions, and (8) unclassified assets; and the sum of
(1) dinar-denominated CDs, (2) licensed banks' remunerated deposits with the Central Bank, (3) deposits of the Central Government (general and own budgets), (4) other public sector deposits,
(5) deposits of financial institutions, (6) deposits of the private
sector, (7) unclassified liabilities, and (8) capital accounts. Alternatively, the net domestic assets of the Central Bank are defined
as the difference between reserve money and the Central Bank's
net international reserves.
19
Jordan's net international reserves consist of (1) gold, (2) its
IMF reserve position, (3) purchases from the IMF, (4) SDRs,
(5) treasury bills and securities in foreign currencies, (6) balances
and deposits in foreign currencies, (7) bilateral accounts (net),
and (8) other deposits in foreign currencies less deposits of international institutions. Net international reserves are equivalent to
the Central Bank's net foreign assets, adjusted for purchases and
repurchases from the IMF.
20
These consist mainly of advances to the Government, development bonds, and treasury bills.
2
'By law, the Central Bank may grant an interest-free ordinary
advance to the Government of up to 20 percent of domestic revenues as estimated in the general budget law. It may also extend a
profit advance to the Government from its share of net profits. As
regards issuance of government bonds and treasury bills, the Central Bank is not committed by law to buy any amount of the public debt issues. (The nominal value of bonds issued by the Government cannot exceed 20 percent of the actual capital
expenditures of the previous year; that of treasury bills issued
cannot exceed 25 percent of the average domestic revenues collected in the past three fiscal years, or of total currency in circulation, whichever is larger.)
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Table A l . Sensitivity of the Monetary Program to Selected Parameters

Baseline scenario
Elementary simulation1
Income elasticity of money demand2
Cash-to-deposit ratio 3
Reserve requirement4

Money
Multiplier

Change in
Reserve Money

Change in
Money Demand

Sales of
CDs (net)

3.02

5.70

12.3

84

I.I
—
—

-12
-27
40

—
-0.04
0.08

1.0
1.7
-2.5

Source: IMF staff estimates.
'Different from baseline scenario.
2
lncome elasticity of money demand 0.1 point higher.
3
4

Cash-to-deposit ratio I point higher.
Reserve requirement (legal or excess) I point lower.

Bank should gradually increase the stock of gross
foreign exchange reserves.22
Claims on the banking system (CREDbs) consist of
the credit facilities at the Central Bank's rediscount
windows and the unsecured advances attached to the
bailout of bankrupt financial institutions during the
1980s. First, concerning the rediscount facilities, the
Central Bank operates a standard rediscount facility at
an interest rate of 8.5 percent; because of the commercial banks' excess liquidity, they have not drawn on
this facility since 1989. However, the shift toward market-based instruments for monetary control will probably make this facility more attractive to the banks when
the excess liquidity is absorbed. The Central Bank also
operates two preferential credit facilities. Although
they are of limited quantitative significance at present,23 the Central Bank must exercise strict quantitative
control over access to its refinance and rediscount facilities, both on standard and preferential credit facilities, and rationalize the interest rates on these facilities.
Second, with respect to the unsecured advances to
those banks that experienced serious difficulties during
the 1980s,24 the Central Bank may expect to gradually
recover part of these unsecured assets.
The amount of dinar-denominated CDs to auction
is residually determined so as to balance the balance
sheet of the Central Bank.
22

Defined as net international reserves excluding gold, foreign
exchange deposits of residents at the Central Bank, and claims on
the Central Bank of Iraq.
23
The Central Bank charges 3.5 percent for its export credit facility on documentary credit (90 percent of the value of the credit
may be rediscounted for a period of up to 18 months). It also operates a credit facility for specialized credit institutions (such as the
Industrial Development Bank, the Housing Corporation, and the
Agricultural Credit Corporation) for a period of up to five years.
24
Total injection of liquidity toward the restructuring of failed
banks amounted to $400-500 million, of which the Petra Bank
alone accounted for $300 million.

Sensitivity of the Monetary Program to
Selected Parameters

Under indirect instruments of monetary control,
the monetary program is likely to be highly sensitive
to its achievements in terms of growth, inflation, and
fiscal and external adjustments; financial liberalization and financial innovations; and monetary and
banking developments and prospects in the West
Bank and Gaza Strip. In particular, the money multiplier (and thus the broad money supply) may become unstable because of public behavior with respect to holding cash25 or the banks' behavior with
respect to building excess reserves. In addition, as
experienced by countries that have recently switched
to more market-based instruments of monetary control,26 the demand-for-money function may not remain stable, at least during the transition period. The
use of the Jordan dinar as legal tender in the West
Bank and Gaza Strip and the opening of banks dealing in Jordan dinars may contribute to this instability
of the demand for money. In this regard, some fluctuations in the money multiplier and in reserve
money may result from variations in three selected
variables: the income money velocity, the ratio of
cash to deposits, and the ratio of reserve requirements to deposits (Table Al).
A money demand income elasticity that is 0.1
point higher than the baseline scenario would require an additional increase in money supply of
25
The currency-to-deposit ratio is likely to vary for economic
reasons, including, in particular, the opportunity cost of holding
cash, but also for political reasons, especially confidence in the
peace process and the development of a sound banking system in
the West Bank and Gaza Strip.
26
See for example, W. Tseng and R. Corker, Financial Liberalization, Money Demand, and Monetary Policy in Asian Countries, IMF Occasional Paper No. 84 (Washington: International
Monetary Fund, 1991).
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about 1.1 percentage points, a supplementary increase of reserve money of about 1 percentage
point, and, consistent with the underlying level of
net international reserves, the repurchase of some
JD 22 million in CDs from the baseline scenario.
Similarly, a ratio of cash to deposits that is 1 percentage point higher by the end of the year would
allow for an additional increase in reserve money of

about 1.7 percentage points and would require the
purchase of JD 27 million in CDs compared with
the baseline scenario. More important, a decrease in
the ratio of reserves to deposits (in either legal or
excess reserves) would imply lower reserve money
growth of about 2.5 percentage points (compared
with the baseline) and the auction of an additional
JD 40 million in CDs.
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ordan's economic expansion accelerated in the
1970s in the wake of the regional economic boom,
which opened up opportunities for Jordan's exports
and for employment of Jordanians in the area; these
developments led in turn to a markedly higher inflow of external grants from neighboring oil-exporting countries. This process continued through the
mid-1980s, even when the regional economies
started to experience recessions resulting from the
collapse of petroleum prices.

Emergence of the External Debt Crisis
Despite the ensuing substantial reductions in remittances and foreign grants, the authorities attempted to maintain their domestic economic policies unchanged during 1984-88. Instead of adjusting
to the lower financing available, Jordan resorted increasingly to foreign borrowing on commercial
terms; as a result, its external outstanding public or
publicly guaranteed debt built up steadily during this
period to $8 billion by the end of 1988 (127 percent
of GDP), while its outstanding short-term debt
reached $400 million. By that time, with the slowdown in economic activity and high real interest
rates in the world market, the debt burden had
reached unsustainable proportions.
In response to these developments, Jordan's external scheduled debt-service payments rose to nearly
$1.4 billion in 1989; at the same time, receipts from
remittances declined and exports slowed markedly,
so that the scheduled debt service as a percentage of
exports of goods and services increased to 46 percent in 1989, about five times the corresponding
ratio in 1983.l Jordan's external vulnerability was
exacerbated, and its creditworthiness impaired, by
the high debt-to-GDP ratio and high dependence on
'This compares with 16 percent for the developing countries in
general and 27 percent for the heavily indebted countries as observed in 1989. The ratio of external debt to exports of goods and
services reached 213 percent in 1989, compared with 290 percent
for the heavily indebted countries and 135 percent for the developing countries as a group.

receipts from services; about one-half of the external
current account receipts in Jordan derived from services, mostly remittances and receipts from tourism
and travel. Arrears on external debt-service payments began to accumulate in 1989.

Debt Management Strategy After the
Debt Crisis
As payments difficulties emerged, and as part of
an overall strategy to achieve external current account adjustment, the authorities initiated an external debt-management policy in 1989 aimed at obtaining debt relief through rescheduling, lengthening
the maturity structure of debt, and reducing the debt
burden in relation to GDP over the medium term.
This strategy has four major elements. First, the authorities concluded a restructuring agreement with
Paris Club creditors in July 1989 and regularized relations with other bilateral creditors along terms
similar to those obtained from the Paris Club. Second, they initiated negotiations with the commercial
banks to obtain a multiyear rescheduling of obligations falling due, with provisions for new money and
the option for debt conversion at a discount. Third,
they limited all new borrowings to longer-term maturities, mostly at concessional interest rates. Along
these lines, they also converted all short-term debt to
medium-term maturities and incurred no new shortterm or nonconcessional debt in the maturity range
of 1-12 years. Finally, Jordan canceled most new
commercial borrowings that were in the pipeline; the
cancellation of a military aircraft purchase agreement reduced the debt burden by $1 billion.
Paris Club Agreement, 1989

About half of Jordan's public and publicly guaranteed external debt was owed to Paris Club creditors, in the form of either official development assistance or officially guaranteed suppliers' credits.
Another 15 percent of the debt was owed to other
official creditors, such as Arab countries and the former Soviet Union. At the request of the Government
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of Jordan, Paris Club creditors rescheduled Jordan's
external debt on July 19, 1989. The 18-month consolidation period (July 1, 1989-December31, 1990)
coincided with the term of the first stand-by
arrangement.
Under the Paris Club agreement, all arrears and
amortization falling due during the consolidation period on account of debt from before the cut-off date2
and six months of interest payments were subject to
rescheduling. Total debt relief from Paris Club creditors was estimated to be $587 million over the 18month period.3 Jordan was also required to offer
other bilateral official creditors terms not better than
those offered to Paris Club creditors. This provision
allowed Jordan to receive additional debt relief
worth $645 million during the same period.
Negotiations with Commercial Bank Creditors

Unlike many other heavily indebted developing
countries, Jordan's debt to commercial banks was
small in relative terms, accounting for about 15 percent of the outstanding public and publicly guaranteed external debt. Initially, the authorities sought a
multiyear rescheduling agreement with commercial
bank creditors, extending the repayment period over
a longer term. An informal agreement was reached
with the steering committee of commercial banks in
October 1990, under which Jordan agreed to pay all
interest obligations in arrears through the end of
March 1990, and the banks agreed to reschedule or
refinance all remaining interest and all amortization
obligations. In the event, however, agreement could
not be reached by the time the regional crisis erupted
in August 1990. Moreover, as operations to reduce
debt and debt service were soon gaining momentum
in negotiations between the commercial banks and a
number of heavily indebted developing countries
(including Argentina and Brazil), the multiyear
rescheduling agreement was abandoned.

Changes in Debt Strategy
The August 1990 crisis severely aggravated Jordan's external situation because of the loss of export
markets for goods and services in neighboring countries and of foreign grants. Moreover, there was a
sharp reduction in remittance flows, largely resulting
from the massive return of Jordanians who had been
2

The cut-off date for Jordan was January 1, 1989, which was
six months prior to the beginning of the consolidation period.
3
The maturity period for the rescheduled amortization obligations was 9.3 years with 4.8 years of grace, and for rescheduled
interest obligations, the maturity period was 10.3 years with 5.8
years of grace.

working abroad. In the event, Jordan was unable to
discharge its external debt-service obligations and
made payments only to official creditors, primarily
to multilateral organizations. Cumulative overdue
obligations by the end of 1991 amounted to almost
$800 million, and the amount falling due in 1992
was estimated at that time at $1.1 billion.
The authorities were aware that Jordan was unable
to normalize payments relations with its creditors
through regular debt servicing in cash and that exceptional financing through restructuring of the debt
and debt-service payments was necessary. It also became clear that capitalization of the unpaid debt-service obligations would lead to a buildup of external
debt and that growth in debt service would exceed
the growth potential for the external current account
receipts, making the overall situation unsustainable
in the medium to long run.
Moreover, the new medium-term outlook implied
that, in addition to limiting new borrowing to only
concessional terms and longer-term maturities, the
revised debt-management strategy would require
more concessional rescheduling terms from Paris
Club official bilateral creditors. Jordan would have
to undertake operations to reduce debt and debt service through commercial bank creditors and several
smaller official bilateral creditors.
Paris Club Rescheduling Agreements,
1992 and 1994

Immediately after the approval of a new 18-month
stand-by arrangement with the IMF, Jordan concluded the second rescheduling agreement with the
Paris Club in February 1992. Under the agreement,
Jordan obtained debt relief through rescheduling of
all interest and amortization on debt incurred before
the cut-off date that would fall due during an
18-month period beginning on January 1, 1992, and
all amortization arrears and 50 percent of interest arrears accumulated up to the end of 1991. The terms
allowed for longer repayment and grace periods than
the 1989 agreement. Overall, the debt relief from
Paris Club creditors was estimated at $771 million
over the 18-month period, and the amount for 1992
(including the rescheduling of arrears) was estimated to be $603 million. The agreement provided,
on a voluntary and bilateral basis, for selling or exchanging debt, in the framework of debt for nature,
debt for aid, debt for equity swaps, or other local
currency debt swaps. The consolidation period was
further extended to correspond to the extension of
the stand-by arrangement.
After the IMF's Executive Board approved on
May 25, 1994 a new three-year program for Jordan
under the extended Fund facility (EFF), the Jordanian authorities sought further debt rescheduling from
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Paris Club creditors for debt payments falling due
during the program period. In recognition of Jordan's efforts at macroeconomic stabilization and
structural reform, creditors granted Jordan more favorable rescheduling terms than under the 1992
rescheduling agreement. They rescheduled all debtservice obligations that had not already been
rescheduled (interest and principal) on debt incurred
before the cut-off date; and current maturities (principal and interest) as a result of the 1989 agreement
falling due during July 1, 1994-May 31, 1997 on
graduated repayment terms (over a period of 18
years).4 In addition, all interest payments under the
1992 Paris Club agreement falling due during July 1,
1994-June 30, 1995 were also deferred, with repayments over five years, beginning December 31,
1997. Total debt relief obtained as a result was estimated at about $1.2 billion (including $50 million in
deferred interest payments) over the consolidation
period. Assuming similar terms from other official
bilateral creditors, overall debt relief during the EFF
period would amount to about $1.4 billion.
Revised Debt Strategy vis-a-vis
Commercial Banks
After the regional crisis, it became evident that, to
attain medium-term balance of payments viability,
Jordan should undertake operations to reduce market-based debt and debt service. There were growing
concerns regarding the impact of the external debt
overhang on Jordan's growth potential.5 While repeated principal rescheduling and interest refinancing (through concerted new money loans) could provide the necessary short-term cash-flow support,
medium-term projections indicated that the resulting
debt stock and debt-service ratios would remain
high, well above the average level of some 40 percent of GDP and 27 percent of exports of goods and
4
These terms were being applied for the first time to a lowermiddle-income country.
Specifically, foreign and domestic assessment of country risk
may not improve when the stock of contractual debt surpasses
economic agents' perceptions of the debtor country's capacity to
service the debt. These uncertainties are perceived to increase the
cost of capital in excess of the normal return and vitiate the environment for investment over a prolonged period. Issues related to
debt overhang, linkage between domestic and foreign indicators
of country risks, and impediments to access to credit have been
covered in Michael P. Dooley and others, Debt Reduction and
Economic Activity, IMF Occasional Paper No. 68 (Washington:
International Monetary Fund, 1990); Hoe E. Khor and Liliana
Rojas-Suarez, "Interest Rates in Mexico: The Role of Exchange
Rate Expectations and International Creditworthiness," IMF
Working Paper 91/12 (Washington: International Monetary Fund,
1991); and Joseph Stiglitz and Andrew Weiss, "Credit Rationing
in Markets with Imperfect Information," American Economic Review, Vol. 71 (June 1981), pp. 3 9 3 ^ 1 0 .

services for developing countries facing debt-servicing problems.
The increasing emphasis on operations to reduce
debt and debt service was also motivated by a number of other considerations. First, given the balance
sheet situation of some commercial banks, the assessment at that time was that it could prove difficult
to arrange adequate interest refinancing through
concerted new money loans.6 Second, apart from the
financing implications, the potential absence of such
concerted new financing raised comparability problems vis-a-vis other official creditors. Third, there
was growing evidence that many commercial banks
were willing to dispose of their claims on Jordan,
often at substantial discounts. This shift in the overall debt strategy also gained momentum in Jordan in
1992 when, following the record level of repatriation
of returnees' savings after August 1990, Jordan's official foreign exchange reserves increased markedly.
By the end of December 1992, the foreign assets of
commercial banks amounted to $1.4 billion, of
which some $600 million was deposited with the
Central Bank of Jordan.7
With a view to improving Jordan's debt-servicing
capacity and creditworthiness in the longer term, the
authorities revised their strategy further, seeking a
more comprehensive restructuring of the debt stock
on the basis of a market-based financing menu.8
Given the favorable circumstances, in early 1993,
the Jordanian authorities stepped up their efforts to
buy back debt. By then, Jordan was able, through
cash buybacks, to extinguish external debt owed to
commercial banks for a total amount of about $600
million at a cost of $115 million. In addition, the
country devoted $39 million during the earlier part
of 1993 to buybacks from commercial banks, for
debt with a face value of $100 million.
Negotiations proceeded in parallel and, finally, on
June 30, 1993, the Jordanian authorities reached an
agreement in principle with London Club creditors
on the terms for restructuring Jordan's external debt
to foreign commercial banks. Jordan continued to
6
As reflected in the case of other major debtor countries such
as Mexico, Brazil, and Argentina, because of more stringent regulatory provisioning requirements on developing country exposure
and the prospects of seemingly endless episodes of concerted new
money packages based on existing bank exposure, the erosion of
cohesion within the banking community intensified and made it
extremely difficult to implement new money packages.
7
The proportion of commercial banks' foreign assets held with
the Central Bank of Jordan was higher than the legal requirement
(35 percent) because the banks found it a preferred option, given
the excess liquidity prevailing in the economy at that time.
8
The menu icluded such options as reduced interest par exchange, discount exchange, and buyback at a discount, which allowed the authorities, in particular, to bring the contractual value
of commercial bank claims and other debt more in line with Jordan's debt-service capacity.
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pay 30 percent of interest due until the closing date,
December 23, 1993. The agreement covered $736
million in principal and about $121 million in interest arrears. A recalculation of interest arrears using
the lower interest rates that prevailed at the time
saved Jordan about $33 million. Banks opted to
exchange 32.8 percent of the debt ($243 million)
for discount bonds9 and 67.2 percent ($493 million)
for par bonds;10 only a small fraction of the debt
($0.25 million) was bought back in the context of the
debt- and debt-service-reduction package, as the
buyback price of 39 cents per dollar was well below
the prevailing market price. On the closing date, Jordan made a cash payment of 10 percent of interest
on eligible debt to be exchanged for par bonds and
50 percent of interest on eligible debt to be exchanged for discount bonds. The balance of interest
arrears was exchanged for floating-rate, past due interest bonds (PDIs).11 The overall cost of the package was about $150 million, financed by a drawdown of gross official reserves and the issuance of
CDs denominated in foreign currency.12
Negotiations with Other Official Creditors

The authorities have also sought rescheduling or
refinancing agreements from all other external creditors (including suppliers, and official bilateral creditors other than the Paris Club) on terms no more favorable than those accorded to Paris Club creditors.
As a result of the rescheduling of overdue obliga9

A collateralized discount bond option, at 65 percent of face
value, with a bullet payment after 30 years, and interest at a floating rate of six-month LIB OR (London interbank offered rate)
plus 13/i6 a year. Principal was fully collateralized, in addition to a
six-month rolling interest guarantee.
10
Collateralized par bonds, with a 30-year bullet payment. The
exchange bonds pay interest at a fixed rate of 4 percent for the
first four years, 5 percent in year five, 5.5 percent in year six, and
6 percent thereafter. The principal amount and six-month rolling
interest guarantee were fully collateralized.
1
•Repayable in 19 semiannual installments with a three-year
grace period, and carrying interest at six-month LIBOR plus l3/i6 a
year. The PDI bonds were not collateralized.
12
As follows: $21 million in interest collateral ($6 million for
discount and $15 million for par bonds); $97 million for principal
collateral ($24 million for discount and $73 million for par
bonds); $29 million as a cash down payment for interest arrears
($21 million for discount and $8 million for par bonds); and
about $3 million in transaction fees. For the balance of interest arrears ($91 million), PDI bonds were issued. The cost of the buyback was marginal.

tions by Paris Club creditors, the stock of arrears
outstanding has been gradually reduced from a peak
of $780 million at the end of 1991 to about $120
million at the end of 1992 and $11 million at the end
of 1993. The authorities have reported progress in
formalizing rescheduling agreements with some official bilateral creditors not covered by the Paris
Club agreements.
Finally, in line with the revised debt strategy, in
1992 Jordan completed an agreement with Russia,
whereby $614 million of its debt to the former Soviet Union was extinguished at a large discount. The
first payment for the buyback was made in cash for
$88 million in 1992; further installments were settled during 1993 and 1994 in the form of commodity
exports. Similarly, official debt to Brazil was bought
back at a large discount.
As a result of its sound external debt management,
geared to restoring access to world financial markets, Jordan's creditworthiness has continued to improve. By limiting new borrowing and pursuing debt
buybacks at substantial discounts, Jordan reduced its
ratio of debt to GDP from 193 percent in 1990 to less
than 110 percent at the end of 1994. Successive Paris
Club reschedulings lowered debt service as a share
of exports of goods and services from 45 percent in
1990 to 25 percent at the end of 1994. Moreover, in
the wake of the peace process, $800 million of debt
forgiveness was granted to Jordan, mostly by the
United States ($702 million). Debt-for-equity and
debt-for-nature swaps with Switzerland and Germany have already been concluded, and more are
likely to follow.
Nevertheless, the debt-to-GDP ratio would still
remain high—96 percent by the end of 1998—even
under the assumption of continuing rapid growth of
exports, yearly remittances of $1.1 billion, and substantial foreign direct investment. Whether these
would materialize depends crucially on private sector
perceptions of the debt and prospects for servicing
the debt: the existing large debt overhang, however,
could act as a disincentive to private sector investment. To reassure the markets, Jordan would need
not only to continue its sound debt-management policies, but also to obtain sufficient new concessional financing and, possibly, further debt relief. Continued
strong adjustment and proper incentives through
eliminating distortions would also contribute to the
attainment of sustainable export-oriented growth and
help improve Jordan's creditworthiness.
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n late 1988, in response to the balance of payments crisis, Jordan embarked on a reform of its
Iexternal
tariff and trade system. Trade liberalization

gained momentum in 1990, when tariff and nontariff
trade barriers were unilaterally reduced.1 These measures were complemented by a reform of the Encouragement of Investment Law and institutional reforms in support of the industrial sector.
The ongoing reforms seek to better integrate the
Jordanian economy with the rest of the world by
improving external competitiveness to gain market
share in foreign markets and by promoting a more
efficient allocation of resources—especially toward
tradable goods—to widen the country's narrow
export base. On both counts, Jordan has registered
a notable degree of success so far. Its external
competitiveness (as measured by the real effective
exchange rate) has improved considerably since
1988, as evidenced by the growth of nontraditional exports and the diversification of its trading
partners. As for internal competitiveness, the tradables sector has become more competitive, with
domestic production shifting toward the tradables
sector since 1988.2 The continuing liberalization of
Jordan's trade system is a cornerstone of its outward-oriented growth strategy, and will enable the
country to benefit from regional developments and
new opportunities arising in the wake of the peace
process.

Structure of Trade
Jordan's trade is characterized by an unusually
large imbalance: the merchandise trade deficit
amounted to 31.9 percent of GDP in 1994 (down
from 40.9 percent of GDP in 1993). In fact, in 1994,
the value of receipts in the services account (factor
plus nonfactor) was almost twice (191 percent) that
'Jordan's effort to liberalize the trade regime was supported by
an Industry and Trade Policy Adjustment Loan from the World
Bank.
2
The share of tradables in GDP rose by 25 percent during
1986-92, and that of nontradables declined by 8 percent.

of merchandise exports; in particular, workers' remittances were equivalent to 77 percent and travel
receipts to 41 percent of exports of goods.
Export diversification has continued to increase
in recent years. Based on the Standard International
Trade Classification (SITC) of commodities, Jordan's exports in 1988-91 were dominated by traditional goods, mainly raw materials such as potash
and phosphates. Other important exports are pharmaceuticals, detergents, and fertilizers, together
with other manufactures, food, and live animals.
But phosphates and potash, which accounted for
34.1 percent of exports in 1989, accounted for only
19.4 percent of exports in 1994. By contrast, the
share of nontraditional exports has continued to increase: manufactures and chemicals accounted for
29 percent of exports in 1989 and 34 percent in
1994. As for imports, there has been a shift toward
capital goods and raw materials: the share of capital
goods increased from 21 percent in 1989 to 26 percent in 1994, allowing for sustained growth with
lower imports.
Jordan's exports and imports are not geographically concentrated, and there has been some further
geographic diversification of exports over the last
five years (Table 7.1). The principal destination of
exports in 1994 was other Arab countries (42.4 percent), particularly Saudi Arabia, and India (11.1 percent), the European Union (EU) (5.1 percent), and
Japan (1.6 percent). The relatively low share of the
EU and Japan may be partly attributable to the
still-dominant role of barter and protocol trade, the
limited list of manufacturing products, as well as
institutional barriers to access to those markets. Iraq
remains one of the most important sources of
imports, especially for crude oil, along with the
EU (33.2 percent of the total) and the United States
(9.9 percent), whereas Japan's share (4 percent) is
relatively small. Although more than 40 percent
of Jordan's exports are directed toward Arab countries, only 22 percent of imports come from Arab
countries. Jordan maintains a trade surplus with
Saudi Arabia and India, but has very large bilateral
trade deficits with Iraq, the EU, and the United
States.
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Table 7.1. Direction of Foreign Trade
1989

1990

Domestic exports, f.o.b.
Arab countries
European Union
India
Japan
Eastern European countries
China
Other countries

534.1
241.3
25.1
94.9
18.2
42.7
11.0
100.9

612.3
258.9
22.1
129.1
13.0
24.4
18.0
146.8

598.6
172.3
18.5
109.6
10.6
27.8
32.6
227.2

Imports, c.i.f.
Arab countries
European Union
France
Germany
Greece
Italy
United Kingdom
Others
Japan
United States
Eastern European countries
China
Other countries

1,230.0
337.6
365.7
72.6
80.8
6.0
51.2
74.0
81.1
45.7
170.8
55.8
21.9
232.5

1,725.8
348.4
494.1
97.9
101.2
6.9
67.6
89.4
131.1
54.3
299.5
85.3
25.0
419.2

1,710.5
338.6
512.2
73.6
133.2
15.9
73.6
77.8
138.1
61.1
178.2
85.6
29.1
505.7

Domestic exports, f.o.b.
Arab countries
European Union
India
Japan
Eastern European countries
China
Other countries

100.0
45.2
4.7
17.8
3.4
8.0
2.1
18.9

100.0
42.3
3.6
21.1
2.1
4.0
2.9
23.0

100.0
28.8
3.1
18.3
1.8
4.6
5.4
38.0

Imports, c.i.f.
Arab countries
European Union
France
Germany
Greece
Italy
United Kingdom
Others
Japan
United States
Eastern European countries
China
Other countries

100.0
27.4
29.7
5.9
6.6
0.5
4.2
6.0
6.6
3.7
13.9
4.5
1.8
18.9

100.0
20.2
28.6
5.7
5.9
0.4
3.9
5.2
7.6
3.2
17.4
4.9
1.4
24.3

100.0
19.8
29.9
4.3
7.8
0.9
4.3
4.5
8.1
3.6
10.4
5.0
1.7
29.6

1991

1993

1994"

633.8
222.4
19.1
96.4
12.1
15.7
14.0
254.1

691.3
285.3
27.9
65.9
9.8
32.9
16.5
253.0

793.9
337.0
40.4
88.1
12.6
13.7
8.2
293.9

2,276.0
524.0
650.1
78.1
186.7
9.4
110.8
108.4
156.6
132.2
246.2
129.7
52.1
541.7

2,453.6
498.8
753.8
98.5
202.8
15.2
134.9
127.9
174.5
123.6
311.5
151.9
50.6
563.4

2,362.6
523.1
794.7

100.0
35.1
3.0
15.2
1.9
2.5
2.2
40.1

100.0
41.3
4.0
9.5
1.4
4.8
2.4
36.6

100.0
42.4
5.1

100.0
23.0
28.6
3.4
8.2
0.4
4.9
4.8
6.9
5.8
10.8
5.7
2.3
23.8

100.0
20.3
30.7
4.0
8.3
0.6
5.5
5.2
7.1
5.0
12.7
6.2
2.1
23.0

100.0
2.1
33.6
4.7
7.8
0.4
5.9
5.1
9.7
4.0
9.9
5.8
2.6
21.9

1992

In millions ofJordan dinars

II 1.8

184.4
9.4
138.6
120.8
229.7
93.6
232.9
137.9
62.4
518.0

In percent of total

II.1

1.6
1.7
1.0
37.0

Source: Central Bank of Jordan.
'Preliminary actuals.

Trade Regime and Trade Policy
Reforms Since Late 1988
Trade Regime Prior to the Reforms
Jordan's trade regime in the late 1980s was characterized by high tariff and nontariff barriers and by

institutional inefficiencies that severely hindered its
export and industrial sector performance. Although
the average tariff rate on the value of total imports
was about 19 percent, because of widespread exemptions, private firms and households in Jordan
were shouldering a high burden of import taxation.
The maximum tariff rate was 318 percent, while the
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bulk of imports were imported duty free. Nearly
thirty institutions were exempt from paying import
duty, which implied that about 51 percent of imports
into Jordan were not subject to customs duty. Nontariff barriers were widespread, with about 40 percent of domestic manufacturing activities being protected through quantitative restrictions in 1988. The
high degree of variation in the tariff rates (between
zero and 318 percent, with a standard deviation of
26.1 percent), combined with these nontariff barriers, led to a high degree of variation in effective
rates of protection.
As a result of the protective system, the overall incentive structure favored production for the domestic market, despite its limited size. There were no
significant export incentives to even partly offset the
bias against exports. By the late 1980s, the longterm implications of the extensive protection of the
domestic economy became apparent. The importsubstitution policy promoted and protected an industrial sector that was generally inefficient, and the
growth potential of the nontraditional export base remained unexploited. This trade policy stance, together with an appreciating exchange rate in real effective terms, contributed to a low and stagnant level
of nontraditional exports. According to some estimates at that time, the protection regime imposed a
heavy burden on consumers and industries that used
the products of the protected sectors (equivalent to
9.6 percent of GDP).3
Policy Changes in the Trade Regime
• Phasing out of quantitative restrictions. To foster a broadly neutral system of incentives, the authorities lowered effective protection by shifting
from quantitative restrictions to tariffs and, subsequently, by reducing tariff barriers as a whole. In August 1988, they removed import bans on thirty categories of products and replaced them with tariff
protection. Following this shift, the remaining quantitative restrictions can be classified into four categories: (1) imports of 5 products—tomato paste,
fresh milk, certain dairy products, mineral water, and
table salt—remained banned (cigarettes were subject
to quota); (2) 11 imported luxury, predominantly
consumer, items were banned on a time-bound basis
for balance of payments reasons; (3) products whose
imports were regulated for a variety of reasons, including health and safety; and (4) mass consumption
goods imported by the Ministry of Finance to protect
the poor. At the next stage, the authorities eliminated
a large number of quantitative restrictions, including
3

Jordan: Policies and Prospects for Small and Medium-Scale

Manufacturing Industries, Report No. 6848-JO (Washington:
World Bank, 1988).

those of the second category, thereby reducing the
share of domestic manufacturing protected by such
restrictions from 40 percent in early 1988 to less
than 7 percent in 1990. In 1995, in the context of the
World Bank Agriculture Sector Adjustment Loan
(ASAL), the Government eliminated the remaining
restrictions (with the exception of those on some essential food items).
Pricing policy also plays an important role in restricting imports. The Ministry of Supply sets distribution margins on imports of consumption goods and
on 19 consumption goods produced in Jordan. The
authorities set retail prices for fresh food and vegetables. Price interventions cover 11 percent of domestic consumption. The Government also provides consumer subsidies on sugar, rice, powdered milk, and
wheat, which help reduce the domestic prices of
these goods and may discourage production.
• Tariff reform. In designing the reform, the authorities were constrained by the need to protect revenues from customs duties because domestic tax potential was impaired by the underdeveloped nature of
the tax system and administrative capacity. They
therefore lowered high tariffs while raising low tariffs so that the average tariff was broadly unchanged.
The effect of this act was to reduce the discrimination
implied by a more differentiated structure, producing
a more uniform tariff regime. Two groups of commodities required special treatment. First, tariffs on a
short list of goods, primarily mass consumption
items amounting to 6.5 percent of dutiable imports,
were kept at zero in the face of the overall tariff reform. The main items on this list included capital
goods (3.6 percent of dutiable imports), cereals
(1.8 percent), books and newspapers (0.6 percent),
and gold for financial transactions (0.5 percent). Capital goods were included as an integral part of the liberalization of investment controls (announced in
1989), under which all investment licensing was removed and a cumbersome discretionary tariff exemption approval process was replaced with a uniform
tariff of zero on capital goods. Second, for luxury
goods the total tariff was split into a basic tariff and a
consumption tax, the tariff being subject to a statutory legal maximum. The consumption taxes on imports were collected at the import stage, while taxes
on similar domestically produced items were introduced in connection with the general sales tax in
1994.
For the remaining 93 percent of the items subject
to tariffs, the range between the maximum and minimum tariffs was reduced to 45 percentage points in
two further stages over a two-year period. First, the
maximum tariff rate was reduced to 60 percent, and
the minimum tariffs (except those on a few basic
items) were increased to 5 percent in 1990; this narrowing of the range reduced the variation in tariffs
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measured in terms of the standard deviation to 17.5
compared with 26.1 in 1988. Second, in early 1992,
the maximum rate was reduced to 50 percent, and
the standard deviation further declined to 15.9. Because of measures to increase the minimum tariff
rate to 5 percent, the revenue loss resulting from
these two rounds of tariff rationalization was less
than JD 1 million.
In June 1993, as part of the move toward the introduction of the general sales tax, the coverage of
the existing consumption tax was expanded while
certain specific unit taxes were converted into ad
valorem, and other rates were raised to 10-20 percent. In October 1994, the Government lowered all
tariffs of more than 50 percent to 50 percent (tobacco, alcohol, and cars) or less, affecting 21 percent of imports. It also announced the reduction in
tariff bands to six rates (5, 10, 20, 30, 40, and 50
percent). These measures were motivated mainly by
the required synchronization with the newly introduced general sales tax, which is levied, unlike the
consumption tax, on amounts that include customs
duty. Further tariff reductions are being undertaken
in the context of the new extended arrangement
with the IMF
The trade reforms initiated in late 1988 resulted in
a more uniform tariff regime, with reduced variance
in tariff rates: the import-weighted average tariff was
reduced from 34.4 percent in 1987 to 25 percent in
1994; and the tariff coefficient of variation was reduced from 167 in 1987 to 88.5 percent in 1994.4
The increased uniformity was achieved mainly by
reducing the combined tariff and surcharges at the
upper end of the spectrum. In May 1995, under the
ASAL, the Government eliminated the remaining
quantitative restrictions except on a few essential
food items, and converted them to tariffs. Importlicensing requirements were eliminated (except for
protocol trade and product standards).5 The introduction of an import registration system, switching
from product-based licensing to a list of approved
4
In 1994, of a total of 6,735 tariff lines, 330 (4.9 percent) were
zero rated, covering 16.7 percent of imports; 1,302 (19.3 percent)
had a tariff of 5 percent and accounted for 24.6 percent of all imports; 672 (10 percent) had tariffs of 10 percent and accounted for
13.2 percent of all imports; 1,229 lines (18.2 percent) had rates
between 15 and 30 percent, accounting for 20.3 percent of all imports; 1,926 (28.6 percent) had tariffs between 35 and 45 percent
and accounted for 12.8 percent of imports; 999 (14.8 percent) had
tariffs of 50 percent and accounted for 7.1 of imports; and 277
had tariffs in excess of 50 percent and accounted for 5.3 percent
of all imports. Imports tend to be in commodities with lower
tariffs and production in sectors with higher tariffs. Weighted average nominal rates of protection were quite low in agriculture
(8.9 percent) and mining (1.0 percent) relative to manufacturing
(24.1 percent), but there were wide variations within manufacturing industries.
5
As provided in Import and Export Regulation No. 74 of 1993.

traders who would not require an import license
once registered, is under consideration.
• Promotion of exports. Exports are generally not
subject to taxes, and there are no explicit restrictions on exports from Jordan. However, to overcome the hidden bias against exports, a number of
initiatives have been undertaken since 1989 to promote exports: a drawback system for import duty
and taxes paid on inputs used in exports was introduced; measures streamlining administrative procedures were implemented; the requirements for admission of intermediate inputs were eased; and the
arrangements for export finance were rationalized,
as were incentives for investments in general. The
Government upgraded the existing export-promotion institution—the Jordan Commercial Center
Corporation (JCCC)—giving it primary responsibility for export and investment promotion. Moreover,
to rationalize and improve export financing, the
Central Bank of Jordan improved the operation of
its export rediscount facility in 1990 and 1992 by
extending both the coverage and duration of export
credits. At the same time, it reduced the interest rate
subsidy available to exporters and allowed the interest rate for export finance to vary in line with commercial rates.

Opening Up the Economy
Jordan has initiated negotiations on accession to
the World Trade Organization (WTO) and for a trade
agreement with the EU. Numerous benefits may derive from WTO membership: most-favored-nation
treatment, the use of established settlement procedures for disputes, active participation in the formulation of multilateral trade rules, and access to various organizations that facilitate international trade. It
would also help the authorities lock in trade liberalization measures and resist domestic protectionist
pressures, because rules of the General Agreement
on Tariffs and Trade (the WTO's predecessor) foster
the use of nondiscriminatory price-based instruments (tariffs); require equal tax treatment for domestic and imported goods; and constrain the use of
quantitative restrictions and trade measures—such
as surcharges—for exclusively balance of payments
reasons.
In the context of a new Mediterranean strategy,
the EU is working toward establishing a EuroMediterranean Economic Area, creating a 33-country free trade zone within 12 years. Agreements have
already been signed with Morocco, Tunisia, and Israel. Against this backdrop, Jordan has initiated its
negotiations with the EU. To facilitate the economic
and social adjustment that this process entails, the
EU will provide financial support.
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Developments in the Exchange System

Regional Developments and
Future Challenges
Peace has created a number of opportunities for
Jordan, including the possibility of an investmentled boom in the region that could increase the demand for Jordanian exports of goods and services.
But peace also poses challenges. First, although the
accord with Israel offers Jordan additional trade opportunities, a set of complex bilateral issues prevents
Jordan from benefiting immediately from the expanding trade and investment opportunities in the region. Second, there is potential for an expansion of
trade between Jordan and the West Bank and Gaza
Strip, but it may be some time before it materializes.
On the other hand, if a free trade area covering only
Israel and the West Bank and Gaza Strip were constituted, it would represent competition for Jordan. A
major restructuring of trade patterns in the region is
also likely to ensue from the prospective early liberalization of trade between several regional
economies and the EU. For Jordan to remain competitive, it would need to proceed with its efforts at
swift trade liberalization.

Developments in the Exchange System
In the wake of the balance of payments crisis in
1989, the authorities tightened the payments and exchange system initially to cope with the intensifying
balance of payments difficulties. As the balance of
payments position improved, however, they gradually liberalized the exchange system, and by the end
of 1992 Jordan had reverted to the liberal exchange
system that it had enjoyed in the past. The specific
measures adopted to liberalize the exchange system
are summarized below.
In February 1991, Jordan reduced advance import
deposit requirements markedly and eliminated them
in May 1992. Jordan's Central Bank doubled the
amounts of foreign exchange that residents and nonresidents could take abroad in November 1991 and
again in November 1992. It also increased substantially the limits for resident and nonresident holdings
of foreign exchange deposits in Jordan. As a result of
these liberalization steps, by mid-1992 the exchange
system had became quite liberal; for all practical

purposes, the remaining restrictions on current invisibles were not binding for bona fide transactions and
did not hinder foreign investments.
Further liberalizing steps were taken during 1993
and early 1994. In 1993, banks were authorized to
offer foreign currency accounts to residents. Licensed banks and financial companies were authorized to offer investment portfolio management services to nonresidents in major foreign currencies.
They were also authorized to offer margin trading
services for nonresidents through their nonresident
foreign currency accounts credited with foreign
means of payment coming from abroad, subject to a
30 percent margin. From January 1994, licensed
banks and financial companies were authorized to
open accounts in foreign currencies for nonresidents
without restriction. Withdrawals and transfers from
nonresident accounts were permitted freely. At the
same time, the annual amount that residents were
permitted to transfer abroad to meet current payments for invisibles, without prior approval or justifying documents, was raised to JD 35,000 from
JD 20,000. Transfers by residents in excess of that
amount were allowed with supporting documentation, and authorizations were granted liberally.
As a result of these measures, current account
convertibility was virtually achieved. The crucial
step came in February 1995, when the Jordanian authorities formally accepted the obligations of Article VIII, Sections 2, 3, and 4 of the IMF's Articles
of Agreement.
Jordan continues to take steps to further liberalize
its exchange system. A draft law to regulate foreign
exchange transactions has been submitted for parliamentary approval. The new law, which will supersede the Transitory Foreign Currency Supervision
Law, guarantees complete current account convertibility for residents and nonresidents and capital account convertibility for nonresidents; in particular,
no restrictions are imposed on the repatriation of
profits and dividends for foreign investors. The law
also allows residents to engage in a number of capital account transactions and to take out any funds
originally brought into Jordan through the banking
system. Under the new legislation, the Central Bank
will allow interbank lending in foreign currency,
thereby fostering the creation of a foreign currency
interbank market.
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Social Aspects of the Adjustment
Program: Strengthening the Social
Safety Net

Ahsan Mansur
I n addition to maintaining the traditional familybased social arrangement and the formal pension
system that operates through the Social Security Corporation for the private sector (see Box 8.1) and the
government pension plans, Jordan has strengthened
the safety net system for the poorer segments of the
population since the 1989 economic crisis. Before
1989, Jordan operated a system of administered
prices, primarily involving an overvalued exchange
rate. The massive devaluation of the Jordan dinar in
1988-89—although an important component of Jordan's effort to ensure sustainable long-term growth
and eventual improvement in overall living standards—in the short term hurt the poor as well as
workers receiving inadequate wage adjustments.
As a result of the economic crisis of the late
1980s, per capita real income and consumption
dropped sharply through a slowdown in domestic
economic activity and a decline in the inflow of
workers' remittances and official transfers. The
poverty profile deteriorated markedly, following
sustained improvements during the 1970s and the
first half of the 1980s. The actions taken to reduce
domestic imbalances—particularly, containment of
the public sector wage bill and other current expenditures, exchange rate realignment, and price adjustments—also lowered household income in real
terms in the short run.

Poverty Profile
Associated with the economic boom, poverty in
Jordan declined steadily during 1980-86, with the
share of the population below the poverty line declining from 24 percent in 1980 to less than 3 percent in 1986-87. However, as the economic situation
faltered, the poverty situation deteriorated sharply in
the late 1980s, worsening further after the 1990 regional crisis (Table 8.1). At the same time, Jordan's
rapid population growth has strained the availability
and quality of social services. The strong economic
turnaround during 1992-93 is believed to have
helped somewhat in reducing the level of unemployment and alleviating poverty.

Poverty and Income Distribution

Available information on per capita output growth
and inequality (as measured by the Gini coefficient)
suggests that during 1973-80, per capita income increased by 7.9 percent a year while income inequality increased, especially in rural areas; and, during
1980-86, per capita income was flat, but income distribution improved, especially in rural areas. Based
on the 1986-87 income and expenditure survey,
World Bank estimates indicate that 100 percent of
Jordanian households were above the severe poverty
or general poverty lines. Using a much higher level
of annual per capita income (JD 148) than that of the
World Bank to define what he called the "absolute
poverty line," Al-Saquor found that 3 percent of the
population fell below this line.1 The depth of
poverty, measured in terms of the poverty gap,2 was
1.9 percent for the lowest decile and 4.8 percent for
the lowest 20 percent. Based on Al-Saquor (1990),
the depth of poverty below the absolute poverty line
was 0.3 percent.
Dimensions and Distribution
of Poverty, 1991-92

Poverty worsened during the balance of payments
crisis and the regional conflict. Regardless of the
measure chosen, a comparison of data indicates that
poverty was deeper and more widespread and that
there was greater inequality among the poor. In
1991, 8.7 percent of the population was estimated to
be below the severe poverty line, and 19.8 percent
below the general poverty line compared with zero
percent in 1986.3 The poverty gap also deteriorated
1
M. Al-Saquor, "The Poverty Line in Jordan," in Income Distribution in Jordan, ed. by K.A. Jaber, M. Buhbe, and M. Smadi
(Boulder, Colorado: Westview Press, 1990).
2
Based on a concept that reflects the percentage of national income by which the expenditures of the poor would have to be increased to bring them up to the poverty line.
3
The expenditure data for 1991 were unreliable because the average expenditures reported in the survey were only 76 percent of
those in the national income accounts, compared with 94 percent
for the 1992 income and expenditures survey. Accordingly, the
1991 estimates for poverty are likely to be biased upward.
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Box 8.1. Social Security Corporation
The Social Security Corporation (SSC) was set up in
1980 to provide social insurance for old-age pensions,
survivor pensions, disability pensions, work accidents,
and vocational diseases for nongovernment workers.
The scheme is mandatory for companies with five employees or more and voluntary for others. About 9,000
companies are enrolled, totaling some 275,000 contributors. Contributions are equivalent to 15 percent of
gross wages, of which 10 percent is paid by the employer and 5 percent by the employee. The overall
number of beneficiaries is currently about 23,000.
The benefit formula for old-age pensions is based on
the average salary over the last two years of activity,
multiplied by 2 percent times the number of years of
contributions. Once pensions are paid out, there is no
subsequent cost of living adjustment. There is a minimum pension of JD 50 a month. Because the SSC is
relatively recent, the average number of contributing
years is still limited; therefore, about 90 percent of the
recipients take advantage of the minimum pension provision. Old-age pensions are supplemented with family
allowances equivalent to 10 percent for the spouse and
5 percent for each dependent child under the age of 26,
with a maximum of two. The retirement age is 60 for
men and 55 for women. Early retirement, with a small
penalty, is allowed from the age of 45 if the applicant
has contributed for at least 15 years. For work accidents

and vocational diseases, the benefit is equivalent to 60
percent of the last salary; for survivor pensions, it is 50
percent of the last salary.
For the time being, the financial position of the SSC
appears to be strong (see table), largely because it is a
new establishment, with a ratio of contributors to beneficiaries of more than 10 to 1. Current arrangements,
in particular, regarding early retirement and the minimum pension provision, may appear in the long run to
be too generous or may require transfers from the budget to maintain full funding. If the SSC turns out to be
only partially funded, changes in demographic trends,
in particular, a lower population growth rate and increased life expectancy, will affect the long-term sustainability of the current scheme. With the increase
over time in the average number of contributing years,
the relative weight of the minimum pension provision
should decrease. However, given the absence of cost
of living adjustment, pressures to increase the minimum pension amount are likely to remain strong. Another source of concern is related to the return on investment. The SSC scheme is based on a so-called
defined-benefit principle; that is, beneficiaries do not
share the risk on investment. In this regard, investment
in operations owned or controlled by the Government
(particularly if the public enterprises are not efficient)
may not be judicious.

Assets and Liabilities of the Social Security Corporation
(Millions ofJordan dinars)

1987

1988

1989

1990

1991

0.4
49.0
25.8
14.5
24.3
82.2
13.6
3.3
10.0

0.1
61.8
31.5
30.8
24.8
94.9
17.6
3.4
5.3

0.9
88.4
29.6
50.4
25.7
97.2
19.9
3.8
5.3

0.2
135.8
29.5
49.5
24.8
104.6
21.5
5.1
10.5

0.4
163.8
40.0
52.1
25.5
128.5
19.5
7.7
8.7

Assets = Liabilities

223.1

270.2

321.2

381.5

446.2

Balance of net accruing revenues at the beginning of the year
Net revenue for the year
Creditors
Other

178.4
43.5
0.9
0.3

221.9
47.2
0.5
0.6

269.1
48.3
0.4
3.4

317.4
55.0
0.5
8.6

372.4
64.3
0.8
8.7

Cash
Deposits with banks and financial institutions
Development and corporate bonds
Companies' shares
Investment in full ownership of an institution
Loans
Advances and claims on participants
Fixed assets
Other assets

Source: Social Security Corporation.

sharply, widening to between 1.9 percent and
5.0 percent.
Based on the 1992 income and expenditure survey, poverty was somewhat less severe in 1992.

However, the extent
somewhat less than
analysis because of
1991 data. Although

of improvement was perhaps
what appears from the data
potential weaknesses in the
poverty appeared to have de59
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Table 8.1. Selected Poverty Indicators
Poverty Line
(Jordan dinars per capita
a year at current prices)
Income and expenditure survey, 1986-87
Al-Saquor's absolute poverty line
World Bank
Severe poverty line
General poverty line
Maximum income
Lowest 10 percent
Lowest 20 percent
Income and expenditure survey, 1992
Al-Saquor's absolute poverty line
World Bank
Severe poverty line
General poverty line
Maximum income
Lowest 10 percent
Lowest 20 percent
Employment, unemployment, returnees,
and poverty survey, 1991
World Bank
Severe poverty line
General poverty line

148

Head Count Index1

Poverty Gap2

(In percent)

3.0

0.3

197
246

10.0
20.0

1.9
4.8

261

14.9

3.7

104
139

0.5
1.8

0.1
0.4

223
294

10.0
20.0

2.3
5.3

102
137

8.7
19.8

1.9
5.0

59
79

Sources: World Bank, Jordan: Poverty Assessment, Country Sector Study Report No. l2675,Vol. I (Washington, 1994); M.AI-Saquor, "The Poverty Line in
Jordan," in Income Distribution in Jordan, ed. by K.A.Jaber, M. Buhbe, and M. Smadi (Boulder, Colorado: Westview Press, 1990).
'Measures the percentage of the population for whom per capita expenditures are below the poverty line.
2
Measures the depth of poverty—that is, the percentage of national income by which the expenditure of the poor would have to be increased to bring
them up to the poverty line.

clined in 1992 more than had been envisaged, all indicators point to a marked deterioration compared
with the pre-crisis situation. In particular, based
on Al-Saquor's absolute poverty line, the proportion of the population below the absolute poverty
line was almost 15 percent, that is, a fivefold increase from the pre-crisis level based on the same
measure.
Why Poverty Deteriorated

During the past two decades, Jordan's poverty
profile has been directly related to its economic
growth performance. As real expenditures per capita
declined by 22 percent in real terms (from JD 530 to
JD 415 in constant 1986 prices) between 1986 and
1992, real expenditures declined for all groups. For
the poorest 20 percent, the decline in real expenditure was 36 percent, whereas for the top 20 percent,
the decline was limited to 11 percent. During
1986-92, food prices measured in terms of nominal
market prices increased by 78 percent because of the
devaluation of the Jordan dinar and the reduction or

elimination of many food subsidies.4 For the bottom
20 percent, average food consumption—accounting
for about half of their total expenditures—dropped
by 36 percent during the corresponding period.
A breakdown in the change in poverty in terms of
underlying factors, such as growth and redistribution, indicates that between 1986 and 1992 the head
count index (which measures the percentage of the
population for whom per capita expenditures are
below the poverty line) increased by 11.9 percent,
about 70 percent of which could be explained by the
decline in economic growth (Table 8.2). However,
unlike previous episodes or in other countries in
similar circumstances, redistribution of expenditures
(an indicator of income)—particularly for the urban
areas—partly mitigated the rise in poverty. The rural
population suffered a greater deterioration, which
was attributable both to a decline in income and
expenditure and increasing income inequality near
the poverty line. Poverty alleviation policies—which
4

As noted, a part of the increase was mitigated through the introduction of a food coupon system in 1990.
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Table 8.2. Factors Contributing to Change in Poverty
(In percent)

Growth

Redistribution

Residual

-23.6

-14.7

-15.8

6.9

11.9
10.4
17.3

8.3
7.1
12.5

-1.3
-2.1
1.4

5.0
5.4
3.4

World Bank poverty line, 1980-86'
All Jordan
Al-Saquor poverty line, 1986-92
All Jordan
Urban sector
Rural sector

Source of Change

Change in Head
Count Index

2

Source: World Bank, Poverty Assessment.
Note:The negative sign indicates that income distribution around the poverty line became more nearly equal.
'Defined in Table 8.1. The head count index was 24.5 percent in 1980 and zero in 1986.
2
Defined in Table 8.1.The head count index was 3.0 percent in 1986 and increased to 14.9 percent in 1992.

are more focused on urban areas because of better
accessibility—could have contributed to this effect.

Poverty Alleviation Policies
The authorities have been responsive to the social
and human resource dimensions of its development
strategy. Accordingly, expenditures on education
and health have always accounted for a large segment of Jordan's total budgetary outlays. This strategy has paid dividends in terms of marked improvements in literacy, health, and other social indicators.
Following the economic crisis in the late 1980s, in
addition to maintaining its commitments to health
and education sectors, Jordan has also increased its
expenditures on welfare programs. A large part of
this welfare expenditure has been in the form of subsidized staple commodities. Moreover, programs
that provided direct income support to the extremely
poor—such as through the newly established National Aid Fund (NAF)—were also introduced at
that time (1989).
Temporary Social Safety Net Instruments

The authorities' expenditure on safety net programs primarily consisted of generalized food subsidies, food coupons, transfers through the NAF, and
health cards. In 1990, total food subsidies amounted
to 3.5 percent of GDP, accounting for almost 10 percent of central government current expenditure. Despite the Government's best intentions, the generalized food subsidy was both expensive and inefficient
from a distributional point of view. Accordingly, the
authorities reduced the budgetary cost of the welfare

program—particularly the generalized food subsidy—from its peak in 1990 by issuing food coupons
directly to the poor. In addition to providing food
subsidies, the safety net system alleviates poverty
through cash or in-kind assistance. The main programs are cash transfers through the NAF, health
care subsidies, employment through projects that
generate income, and in-kind grants. The Government is the main provider of food, cash, and health
care subsidies, whereas nongovernment organizations (NGOs) and the United Nations Relief Works
Agency (UNRWA) are dominant in in-kind assistance and income-generating projects.
Food Subsidy Schemes

To cushion the poor from the effect of the large
depreciation of the Jordan dinar in 1988-89, the authorities initially left unchanged the domestic prices
of a range of food items sold through the Ministry of
Supply. Consequently, budgetary outlays for food
subsidies rose to a peak of JD 83.5 million in 1990
(3.1 percent of GDP) (Table 8.3). Until September
1990, no targeting mechanism was in place, and the
income distribution effect of general subsidies was
not satisfactory.5 Moreover, the subsidies represented an open-ended budgetary commitment, which
was unsustainable given the rapid population growth
5

In principle, only inferior goods justify a general subsidy because of demand patterns; most of the benefits are self-targeted to
the poor. Ahmad (1991) estimated on the basis of the 1987 income and expenditure survey, that, of the subsidized goods, only
flour could be considered an inferior product. Thus, it was likely
that until September 1990 the generalized subsidy system made
substantially greater transfers to the rich and the middle classes
than to the poor.
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Table 8.3. Food Subsidies
1988

1989

1990

1991

1992

1993

1994

-43.3
-9.0
2.7
-6.7
-4.3
—
—
—
7.0
-53.6

-39.5
-3.3
-0.5
-4.8
-3.0
—
—
—
7.9
-43.2

-1.4
-1.3

-1.0
-1.0

In millions ofJordan dinars
Wheat
Barley
Sugar
Rice
Milk
Meat1
Sorghum2
Maize2
Other
Total subsidy (-)

-6.8
-3.6
0.7
-0.2

-36.2
-7.2
-15.6
-7.3

7.3

-5.6

-4.0
-6.6

-1.2
-73.1

-40.5
-6.9
-27.4
-11.9
-4.4
-4.8
2.2
^.3
18.9
-83.5

-34.7
-7.0
-2.4
-5.2
-3.9
—
-2.8
-7.3
2.0
-61.2

^3.3
-8.6
1.9
-5.8
-6.7
—
—
—
5.2
-57.3

In Ipercent of GDP
Total subsidy (-)
Generalized subsidies

-0.3
-0.3

-3.1
-3.1

-3.1
-3.4

-2.1
-1.8

-1.6
-1.5

Source: Jordanian authorities.
'Subsidies for meat were eliminated in 1990.
Subsidies for sorghum and maize were eliminated in 1992.

and the fiscal adjustment required under the authorities' stabilization program.
To contain or reduce the growing budgetary costs
of the general food subsidy scheme, a scheme was
introduced in September 1990 to ration sugar, rice,
and powdered milk through food coupons; it has remained in effect since then. The food coupon system
aims at ensuring the availability of fixed quantities
of these food items at reasonable prices for all Jordanians. Arrangements were also made to ensure the
availability of additional quantities of these commodities at a price generally higher than the full
cost. By introducing the rationing scheme, the authorities essentially limited the open-ended budgetary commitment implied by a generalized subsidy. Under the food coupon system and through the
implicit cross-subsidization scheme, subsidies on
milk, sugar, and rice were reduced from JD 43.8 million in 1990 to JD 8.3 million in 1994, notwithstanding a significant increase in the population, particularly after the 1990 regional crisis.6 Other operations
of the Ministry of Supply resulted in budgetary savings because the prices of products were generally
maintained above their import costs. In 1994, when
means testing was introduced for food coupons,
households with a member earning more than
JD 500 were excluded from the benefits.

6
A large part of these budgetary savings, however, reflected declining import prices for sugar and rice (these prices declined by
about 30 percent and 20 percent, respectively, over 1990-92).

Although the general subsidy on wheat was costly
and there was scope for achieving better results, the
program was maintained partly because of its distributional impact. According to the 1987 household
income and expenditure survey, wheat and bread
were the main food expenditure items, accounting
for about 15 percent of expenditure for the poorest
20 percent of the population, compared with only 2
percent for the richest 20 percent. Thus, even with
similar savings in nominal terms, the relative gains
to the poor households were much higher. Some
modest price adjustments were made in 1993 to contain the budgetary costs of the wheat subsidy.
National Aid Fund

Since its establishment in 1987, the NAF—an autonomous government agency—has steadily increased its operations to provide direct income support for extremely poor families with financial
support from the Government. In 1994, the NAF
provided direct income support to about 31,000
extremely poor households with 147,000 persons
(3.5 percent of the population) at or below the
poverty level. In that year, the NAF budget amounted
to JD 12.7 million, which was divided among three
major categories: cash transfers (JD 11.1 million),
the rehabilitation program (JD 1.0 million), and administration (JD 0.4 million). Despite the continued
fiscal adjustment, the authorities increased the budgetary support to the NAF from JD 8 million to
JD 10 million in 1993 and to JD 12.7 million in
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1994. This increased budgetary support allowed for
a significant broadening of NAF operations by providing an additional JD 10 a month for each family
and an increase in the number of families covered
under the program by 8,000, to 31,000.7 Currently,
an average of JD 6.3 a month for each person is
being transferred to the beneficiaries; this compares
with the absolute poverty level of JD 11.5 a month
for each person.
Health Care Subsidies

The Ministry of Health gives cards to the poor,
granting them lower fees for health care, and also
waves fees on a case-by-case basis. People with incomes below JD 200 a month are eligible for health
cards, and disabled persons are eligible irrespective
of income. About 50,000 health cards—valid for two
years—were issued during 1991-92; the total number of beneficiaries was estimated to be 322,000 in
1992. The amount of income transferred (subsidies
beyond the general subsidy of the Ministry of
Health) was rather modest, at JD 3.5 a person a year,
and the total estimated transfer on this account was
also modest (JD 1.1 million).
Other Welfare Programs

Other income transfer programs, funded by private
contributions and UNRWA, also provide income support to a large number of households. Under an
UNRWA program for special hardship cases, more
than 30,000 individuals qualified to receive predominantly in-kind assistance equivalent to a monthly
transfer of JD 9.2 a person. The Zakat Fund—financed through private contributions but administered by the ministry charged with religious charities
and institutions (Aw'qaf)—supports 3,000 households on a regular basis (with an average monthly
transfer of JD 7.7 to each household in 1991).
Permanent Social Safety Net Arrangements

In addition to setting up the temporary arrangements, the authorities have also alleviated poverty
and contributed to human resource development
through a number of permanent programs. Through
these, education, health, pensions, and social security are available to all eligible residents without
means tests. Traditionally, the authorities' contributions to these programs have been high, and priorities for social sectors have been maintained.
7
The NAF's monthly assistance to households amounts to
JD 25 for the head of the household, and JD 5 for the spouse and
each additional dependent (up to four, because there is a ceiling
of JD 50 a family).

Public Education System

Like in most other countries, poverty in Jordan is
inversely related to the rise in the level of people's
education. Illiterates account for 22 percent of the
population 21 and older, representing about 42 percent of the lowest 10 percent.8 Because the likelihood of being poor decreases with education, and
given that Jordan has achieved remarkable progress
in reducing illiteracy and establishing good educational standards, the prospect for further poverty reduction through education is good.9 In spite of the
economic crisis during the late 1980s, growth in the
number of teachers was more than twice the increase
in enrollment over the last decade; the number of
classrooms increased by 50 percent during the
1980s, and every village with ten or more children of
school age has a school. Accordingly, the illiteracy
rate has declined from 54 percent in 1965 to less
than 20 percent currently, and the absolute number
of illiterate adults has decreased despite the high
rates of population growth. Overall, Jordan maintains a high-quality comprehensive public education
system that is cost-effective (Table 8.4).
Virtually universal primary school enrollments
suggest that public spending on education has
reached the poor. Public education costs are 95 percent subsidized, and poor students (about 15 percent) are not required to pay school fees. Reflecting
these developments, the poorest 20 percent of the
population spent about 0.8 percent of total expenditure on education, compared with 3.5 percent for
nonpoor households (1986 income and expenditure
survey).
Public Health System

Although Jordan does not have a formal public
health insurance system, health indicators suggest
that the coverage of the current health system is
quite comprehensive (Table 8.5). All military and
civil employees and their dependents pay a small
monthly premium and are covered under government health insurance plans.10 The insurance plan
covers free treatment at public hospitals and very
low fees in primary health care facilities. Only the
eligible poor and disabled receive the benefits free
of charge. All other households have access to pri8
At the other end, people with vocational or secondary educations or higher represent only 11 percent of the lowest 10 percent
while comprising 34 percent of the population 21 and older.
9
More than 70 percent of the poor and very poor heads of
households are older than 40 and grew up before primary education was universal.
10
For military personnel and their dependents, the premium is
1.1 percent of the basic salary with a ceiling of JD 1.5 a month;
for civil servants, the premium is 2 percent of the basic salary
with a ceiling of JD 8 a month.
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Table 8.4. Selected Countries: Expenditure on Education
(In percent, unless otherwise indicated)

Educational Quality
Illiteracy rate,
ages 15-19
(1990)
Algeria
Egypt
Iran, Islamic Rep. of
Jordan
Morocco
Syria
Tunisia
Yemen (1987)

Students advancing
to final year of
primary school
(1987)

Ratio of
pupils to
teachers
(1989)

90
95
87
96
67
89
72
31

28
24
24
28
26
26
30
45

12
36
21
3
21
18
5

Spending on Education (1990)
Share of total
Share of
GDP
government spending

13.4
21.7
14.8
17.0
7.4
17.0
15.5

4.9
3.8
5.4
4.8
2.2
5.1
6.0

Unit Cost
of Primary
Education
(1990)'

212
138
142
150
175
157
178
181

Sources: World Bank, Social Indicators of Development (Washington, 1992); and IMF, Government Finance Statistics (Washington, 1992).
'In U.S.dollars.

mary health care centers and are charged subsidized
fees somewhat higher than those public sector employees are charged.
Other Safety Net Arrangements
The Social Security Corporation (SSC) provides
retirement pensions and medical expenses for workrelated injuries. The SSC is financed through taxes
on private, formal sector employment, with contributions by enterprises and employees. The scheme is
mandatory for companies with five employees or
more and voluntary for others. About 9,000 companies are currently covering some 275,000 contributors (about one-third of the labor force). Contributions amount to 15 percent of gross wages, of which
10 percent is paid by the employer and the remainder
by the employee. The total number of beneficiaries is
currently estimated to be about 23,000 (see Box 8.1).

Overview of Recent Developments and
Medium-Term Strategy
While pursuing stabilization and structural reform
programs involving large price adjustments, the authorities have launched new programs and strengthened existing ones to protect the vulnerable segments
of the population; they have also maintained the quality and availability of education and health care services for all Jordanians. In the first two years
(1989-90), however, in the absence of a comprehensive strategy for a social safety net, the program was
not well targeted and the costs were not sustainable.
To address this problem and improve basic social assistance, the authorities expanded the operations of the
NAF, introduced a coupon system for several food
items, raised certain prices, and introduced cross-subsidization; through these initiatives, they have succeeded in significantly reducing the cost of the safety

Table 8.5. Health Indicators, 1991
(Per 10,000 population)

Jordan
Doctors
Nurses, midwives
Dentists
Pharmacists

17.1
8.7
3.8
5.7

Arab
Nations

Developing
Countries

Industrial
Countries

8
II
3
4

7
II
2
2

27
70
9
8

Source: World Bank, Poverty Assessment.
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net program in recent years while improving the targeting of benefits. In particular, the total budgetary
cost of the authorities' food subsidy program declined
from a peak of 3.5 percent of GDP in 1990 to 1.4 percent of GDP in 1993. Following further price adjustments in 1994, the cost declined further in 1994 to
about 1 percent of GDP; most of the decline was on
account of the generalized subsidy on wheat.
In addition to contributing significantly to a sustained reduction in the fiscal deficit, this consolidation of the subsidy program made it possible to increase the budgetary transfers to the NAF for direct
income support for the poor. NAF expenditure accounted for 23 percent of total targeted safety net
transfers in 1992, and this ratio increased further in
1993. Both benefits and coverage have been expanded significantly since 1993. By providing per
capita benefits of JD 75 a year, this program succeeded in bringing about 3.5 percent of the population (who were below the absolute poverty line)
close to the poverty line. The food coupon system
served the majority of the population, although individual benefits were relatively low (totaling JD 6.5 a
year). It is believed that the low- and middle-income
households—who either do not qualify or avoid
means-tested transfer programs—receive benefit
transfers only through food coupons and the generalized subsidies. The health card system provides
fairly comprehensive health care coverage to more
than 8 percent of the population, at a reasonable cost
(JD 3.5 a person a year).

In addition to maintaining good social infrastructure through expenditure programs on education
and health, Jordan has succeeded in establishing a
wide network of welfare programs ranging from
generalized subsidies to targeted means-tested income support programs. The poverty reduction effect of the generalized subsidy program, however, is
believed to be rather limited. In contrast, targeted
programs under the NAF and the health card have
benefited a sizable segment of the poorest households. A redistribution of the resources away from
generalized subsidies to the targeted programs
could further improve the efficacy of the authorities' welfare program.
Sustainability of the cost of the authorities' safety
net program—currently at about 1.6 percent of
GDP—needs to be addressed in a medium-term
context. Notwithstanding the remarkable progress
achieved in recent years, continued efforts are necessary to further consolidate and sustain the resulting
gains. The recent reduction in the level of wheat and
other subsidies was partly attributable to a decline in
international commodity prices, which may reverse
over time. High population growth (at a rate of more
than 3 percent a year) would also continue to exert
pressures on food subsidies and other expenditure
programs, such as pensions, education, and physical
infrastructure. The authorities' ongoing mediumterm adjustment and reform program may imply
short-term costs to certain socioeconomic groups
that would then have to be addressed.
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