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E4.  SEQ CHAPTER \h \r 1Case Study IV: Jordan
Jordan is an example of what committed counterparts can do to facilitate financial reform. Despite a small population (6.3 million) and a refugee population estimated between 300,000 and 700,000 (Oxford Business Group, 2008, p. 14) — mostly from the war in Iraq — and a service sector constituting nearly 80 percent of GDP, Jordan has embarked on a series of reforms that has made it a destination of choice for foreign investors. International standards of accounting, a world-class securities exchange, Organization for Economic Co-operation and Development (OECD) corporate governance standards, and a strong banking system have all contributed to the positive investment climate. In general, Jordan’s financial sector can be characterized as sophisticated.
In the late 1980s, the Jordanian government initiated a series of reforms to improve the structure and efficiency of the financial sector. As a result, interest rates were fully liberalized in the early 1990s. In 1993, the Central Bank of Jordan moved away from direct instruments of monetary control by issuing its own certificates of deposit to mop up excess liquidity. In 1996, the central bank’s preferential credit facilities were eliminated, except for small specialized banks involved in credit to the agricultural, handicrafts, and export sectors. In the same year, a new investment law was passed that allows equal treatment for domestic and foreign investors and further opens financial markets to foreign participation. In 1997, a new securities law was approved, improving the structure of the stock market. Capital-account transactions in capital markets securities and money-market instruments were also liberalized. In 1998, the central bank introduced an overnight repurchase agreement with commercial banks and opened an overnight deposit facility. In 2000, a banking law was approved that protects deposits, reduces money-market risk, guards against loan concentration, and contains articles on new banking practices (e.g., e-commerce and e-banking) and money laundering. In addition, government securities were introduced through a regular series of auctions. In 2001, a new public debt law was passed that bars any new direct-credit facilities to the government and calls for the gradual repayment of outstanding credit. The government also began issuing five-year treasury bonds, denominated in Jordanian dinars, at regular intervals, extending the yield curve to five years and assisting in benchmark pricing. All these actions set in train the core elements that make growth of a fixed-income market possible today.

Financial savings in Jordan are primarily intermediated through the banking sector. Jordan’s banking system is fully privately owned, well-developed, profitable, and efficient. Some banks have implemented modern banking practices, including automated check-clearing and the use of magnetic check processors, unified reporting forms, and electronic data-transmission networks. Moreover, many banks have tele-banking and e-banking services. Banks can extend loans and credit facilities in foreign currencies for trade-related purposes. Increasingly, banks have started introducing new products and corporate bond issues. The interbank money market has become prominent over the last few years.
Financial intermediation through the banking system is mostly short-term, however. There are 23 banks, eight of which are foreign-owned, with assets totaling $56 billion at the end of 2007. Two of these banks — Arab Bank and the Housing Bank for Trade and Finance — have combined assets of nearly $37.3 billion. The disparity between large and small banks is significant (Creane, Goyal, Mobarak, and Sab, 2003). Further, competition for business is fierce. There are 150 corporate accounts in the entire banking system. Banks seek to match maturities by lending for the short term, with only a few corporate loans stretching beyond three years in maturity. A large proportion of the lending activity is therefore short-term trade financing and consumer credit. The authorities recognize the need for further financial deepening. In 1994, the Jordan Loan Guarantee Corporation was established to provide guarantees for SMEs, low- and middle-income housing, and craftsmen. In 1996, the Jordan Mortgage Refinance Corporation was established to foster longer-term mortgage lending.

Prudential regulations and banking supervision have been strengthened considerably in recent years. The Central Bank of Jordan exercises strict controls to ensure that banks do not take risky positions on foreign exchange. Moreover, banks are subject to annual on-site inspections and frequent off-site inspections. This emphasis on prudent banking (and transparency in reporting) has served to attract international investment capital, much of which is invested for the long term.

The nonbank financial system is well-diversified. As of 2008, there were 29 insurance companies (only one life insurance company), authorized money changers, investment companies, and a Public Pension Fund with assets of both private- and public-sector employees amounting to about 26 percent of GDP. In addition, a new trust law permitted the introduction of private mutual funds by creating proper fiduciary requirements and standards.

Jordan has a relatively strong institutional environment. The Central Bank is independent of the government and its accounting framework is now in broad compliance with IAS. The legal system facilitates and protects the acquisition and disposition of all property rights.
Despite this relatively high level of development, there remains a need for further financial deepening throughout the economy. For consumers, a greater supply of long-term fixed or partially fixed mortgages would make housing more affordable for a large portion of the population not covered under the government housing subsidies. For corporations, long-term investments remain largely financed out of shareholders’ capital or through foreign financing.

Bond Market Forum

A focused and well-organized conference or forum is an ideal venue for launching a new initiative in cooperation with government and market participants. In February 2004, USAID and the Association for Investment Management and Research (AIMR) hosted a forum that focused on development of the Jordanian fixed-income market (“Financial Forum identifies initiatives to enhance Jordan’s corporate bond market,” 2004). Attendees agreed that for Jordan’s primary and secondary fixed-income markets to develop and expand, more instruments would need to be issued and offered to the market, a credit rating agency needed to be established, a better yield-curve framework for reference pricing should exist through development of the domestic government bond market, and legislative reforms should be instituted.
The absence of an independent domestic credit-rating agency was regarded as a significant impediment to growth in Jordan’s corporate bond market. According to formal investment policy, many institutional investors cannot invest in a fixed-income instrument that has not been rated by an independent agency. A rating agency would provide a local rating scale to facilitate the issuance of new bonds and assist in investment decisions in all investor categories, including the general public.
Participants also agreed that Jordan needed a better yield-curve framework in which the bond market could operate — both for pricing of primary issues and for secondary market trading. It was suggested that a more regular stream of treasury bond issues with varied maturities and interest rates would provide a fundamental benchmark for pricing and rating corporate bonds.
Between 2006 and 2008, the Jordanian government conducted a second phase of privatization that nearly completed the transition of state-owned assets to private ownership. These shares were issued at the same time new corporate governance regulations meeting OECD standards were mandated by the Securities Commission. The result was a heightened level of transparency that offered investors increased access to information that helped facilitate successful share placement to institutional investors. Such standards will soon be applied to all companies listed in the Amman Stock Exchange. Partly as a result of these efforts, foreign ownership of Jordanian shares on the Amman Stock Exchange has grown to more than 50 percent (Oxford Business Group, 2008, p. 73).
Institutional Investors
Jordan’s institutional investors comprise banks, the state pension fund, insurance companies, and mutual funds; there is no shortage of demand. The Social Security System Corporation manages more than $8 billion of assets that, by law, must be invested locally. The absence of suitable fixed-income investments has forced investments in less-traditional asset classes, such as real estate and equities from privatizations. Payouts are not indexed to inflation and actuarial assessments indicate that the social security system will run out of money between 2037 and 2040 (Oxford Business Group, 2008, p. 92). Development of inflation-indexed bonds, as well as reforms to the system (Pillar II and III), will be needed to avoid insolvency. The insurance industry, though relatively undeveloped, is growing, due in part to the requirement that all drivers have car insurance. Car and health insurance constitute nearly 60 percent (40 percent car insurance) of all premium income; property and casualty insurance account for approximately 18 percent.
Financial Infrastructure
Jordan has the key financial institutions to support bond market development and the legal and regulatory basis to support issuance. A strong banking sector with deposit insurance and a functioning mortgage market, the Securities Depository Center as custodian for all transactions clearance and settlement, the Amman Stock Exchange, the Jordanian Securities Commission, and the Insurance Commission are essential for the country’s market to function.
Potential for Issuance

Because most corporations in Jordan are over-banked, the most likely promise for corporate bond development rests with issuance of corporate bonds by banks and mortgage-covered bonds and mortgage securitizations conducted by the Jordan Mortgage Refinance Company. Banks need a diversified asset base and local corporate bond issuance in domestic currency that can mitigate asset liability mismatches. The pending passage of a securitization law will also afford flexibility to banks that wish to refinance mortgages without the burden of balance-sheet maintenance. The law, however, will add to the cost and complexity of doing business. Furthermore, the country needs a recognized domestic rating agency; development will be impeded until one is established and achieves market credibility.  SEQ CHAPTER \h \r 1Nevertheless, demand exists and issuance will grow with SMEs or small banks borrowing in the capital markets; these will become the next generation of corporations to issue with some support from USAID, followed by pilot covered bonds once the legislative basis is in place (Strauss, 2005, pp. 3-4). Another aspect of corporate bond development involves Islamic finance and Jordan’s unique regional position to develop sukuk bonds similar to asset-backed bonds.
Conclusions
The Executive Summary mentions factors for sustainable markets. Jordan has them all: committed counterparts in the government and private sectors, a legal and regulatory base, market-based public debt management, a strong investor base, and essential financial infrastructure. In many ways, Jordan defies convention, given the size of its population and large service sector. However, past performance demonstrates that the missing pieces of enabling legislation (e.g., the law on securitization and covered bonds) and financial infrastructure (e.g., a domestic credit-rating agency) will soon be part of Jordan’s continuing evolution as a regional financial hub, enabling formation of a significant primary and secondary market in corporate securities.
Macroeconomic impact on market development will remain the biggest uncertainty, though inflation should decrease markedly in 2009 due to a drop in underlying commodity prices and a spike in 2008 resulting from the government lifting energy subsidies. Any increase in the current account deficit due to a slowdown in foreign direct investment would also cause concern, though it would be cushioned to some degree by remittances (estimated at $3.2 billion) by the approximately 700,000 emigrants working outside the country (Oxford Business Group, 2008, p. 32). Jordan must also address its two biggest challenges: oil and water, commodities it is lacking.
