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ABSTRACT

This paper attempts to explain the banking performance in Jordan to draw out the implications of related theories and evidence for policy makers. 
Accordingly, they can influence the banking industry, which, in turn, impacts the economy overall. We investigate the portfolio behaviour of Jordanian 
banks. The model used is based on the portfolio choice theory, originated by Hicks (1935) and developed by Markowitz (1952) and Tobin (1958). 
Several nested models are developed to test the theoretical restrictions, including symmetry and homogeneity of the interest rate matrix. The empirical 
results, in general, clearly do not provide any support for interest rates which are important in determining the general composition of the portfolio 
holdings of Jordanian banks. The results show, however, that availability of funds is more important in determining the structure of these portfolios.
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1. INTRODUCTION

Banks play a crucial role in a country’s economy, generating credit 
throughout the economy. Banks take savings from small and large 
depositors, make loans, operate payments systems, and provide a 
mechanism for the transmission of the monetary policy (Garcia, 
1997). At the micro-level, the main objective for individual bank 
is to maximise the value of profit. To do so, banks hold a portfolio 
of assets and attempt to structure their portfolios to maximising 
their return.

With factors such as market interest rate levels, loans and cash 
demands, discount rate level and monetary policy actions, banks 
aim to have the desired distribution of assets in its portfolio. 
If the asset distribution is not as desired, then the bank will 
attempt to adjust its portfolio composition by increasing some or 
decreasing other holding assets, depending upon the cost of doing 
so (Andersen and Burger, 1969).

This paper aims to investigate the portfolio behaviour of 
commercial banks operating in Jordan. It also aims to determine 
if the yields or assets rate of return influence portfolio composition 

of banks operating in Jordan and analyses the manner in which 
they adjust to changes in such variables. Understanding the causal 
factors of portfolio change is of utmost importance for the efficient 
operation of monetary policy, as portfolio changes ultimately affect 
the flow of funds into alternative investment forms.

Based on the above exploratory research the rates of return are 
proposed as being important factors in determining the portfolio 
allocation of banks in Jordan. This research tests the hypothesis 
that the demand for the choice of assets is independent of the 
composition of non-choice assets for the commercial banks in 
Jordan in monthly data from 2002 to 2009.

This paper adopts a narrow view of the portfolio approach, using 
mean-variance methods, and uses interest rates and exogenous 
assets as determinants of the balance sheet composition. The 
expected utility (EU) model is commonly reduced to the mean-
variance model of portfolio behaviour. When using this approach, 
portfolio choice decisions are based on the trade-off between 
their expected return and risk, where the former is the mean of 
the probability distribution of returns and the latter is usually 
approximated by the variance of that distribution. A number 


