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Popular Proverbs and Political Culture in Libya

Mohamed S. Mami"

The literature on political culture shows that democratic
practices and political participation depend Largely on the kind
of political culture dominant in the society. It also shows that
there is a correlation between democracy and participant political
culture, while subject political culture and parochial political
culture are associated with non —democratic practices and
regimes.

This paper represents an attempt to explore political
culture in Libya aiming at discovering the effect of popular
proverbs on its content.

Through examining some of the popular proverbs
dominant in the Libyan culture it is clear that these proverbs
reflect the kind of attitudes associated with subject political
culture, which is not conducive to political participation ard
democracy.

" Assistant lecturer, Political Science Department, Garyounis
University, Benghazi- Libya.
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Horizons of the Integration among ( SEN&SAD )

Group of the Countries

Essa .H . mohamed
Fathi . A. Ahmed"”

Economic integration may be considered as one of the
most important conceptions of our time. The European, Latin
American, Asian, African, are examples of that reality.

The ( SEN&SAD) countries aimed to attain several
economic and non-economic objectives. One of the most
important of these is to increase interregional trade and foster
economic development.

In order to show the importance of this step toward
economic integration, this paper has defined the aims and
concepts of economic integration of the ( SEN&SDA) countries.
The paper further explains the importance and necessary
interaction between the ( SEN&SDA) countries and African
Union. To achieve this, the paper has been organized as follows.
Section one provides some theoretical background for the
economic integration. In section tow, definition of the
( SEN&SDA) countries and its structural.  Section three,
characteristics of the ( SEN&SDA) countries. Final section
provides some conclusions, which should be taken into
consideration in economic integration.

"Assistant Professor of Economics, College of Economics, Econoomics Department
., Garyounis Univerrsity

" "Assistant Lecturer of Economics, College of Economics, Econoomics
Department ., Garyounis Univerrsity
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European imperialistic countries tried their best to preserve the
social, economical and cultural situation in the Arabian societies.
They only changed the political situations when they replaced
the old forms of political institutions by the modern political
institutions similar to those known in Europe.

Thus “The State” was created but locked the requirements
for such a creation, which is the civil society due to the absence
of the civil society, democracy could not exist.

Hence, the different forms of “State” all over the Arab
world can only be called” States merely by name, because they
lack the requisites to because real states with the exception of the
political authority. Therefore, they resemble an ancient form of
political.

These regimes realize that democracy does not only
threaten their interests and privileges, but their existence as well.
Because of this they always try to detain any democratic project.
Worse than that, they try to destroy any effort to create the civil
society, which is the major issue in the process of the creation of
democracy.

The western imperialist regimes are conscious of the fact
that democracy in the Arab countries threatens their economical
and strategic interests in this area.

To conclude, I would say that any honest intention to
create the civil society in the Arab countries, and to make it
lively and active would be an introduction and essential step to
achieve democracy. The enemies of freedom and justice as well
as the allies of the imperialist will only oppose such intention.

74



The Civil Society & Democracy
The comparative analysis of the western and
Arabic Political experiments

Ali .A. Murad’

This study concentrate on the idea that “The State” is a
modern form of political authority and that it is the outcome of
interior factors that resulted from natural, unaffected and gradual
coordination. This has happened in European countries ever
since the Fifteenth Century.

The most distinctive difference between “The State” and
~ the previous forms of political authorities is the fact that the
modern form of political authority relies on three essential
factors: -

1. Political institutions that are vocationally specialized,
legal and enjoy full independence.

2. The government is chosen and sponsored by the civilian
who have the right to replace it periodically and
peacefully.

3. The responsibility of the government is to embody the
will of the civilians, to secure their interests and fulfill
their goals.

These three factors cooperate together to create the
democratic regime. Since this has been accomplished through
the sacrifices of the civil society, it is likely to say that “The
State” is the product of the civil society.

Contrary to this, “The State” in the Arab countries is the
product of exterior, artificial and inconsiderable factors. The

" Assitant Brofessor of Political Science, Garyounis University
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The Primary Market For Securities
Ali A. Abduﬁsalam*

Primary market is where newly issued securities take
place. These Securities Such as shares as shares and bonds are
instruments to finance newly established companies and to
provide more capital for others. They make either a public
offering or special offering of these securities .public offering
allows prospective investors in general to buy the securities
through certain designated channels . On the other, special
offering takes place through investment banks, The underwriter
could either buy the whole lot of shares and sells them on a
piecemeal basis to investors for a profit, or it would sell such
securities for a certain commission, the first arrangement would
provide the company with immediate capital which would enable
it to start working as soon as possible it is imperative for the
issuing company to furnish the investors with the necessary and
complete financial and administrative information required for
the job, so that the investors could make the proper choice. Great
care should be taken in evaluating newly issued securities so that
a viable financial market could be established which will channel
funds to investors and promote growth in the economy at large.

Professor of Economics, College of Economics, Econoomics Department .,
Garyounis Univerrsity
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The Instability of the Administrative
structures and its Effect on The
Health Policy in Libya
1977-2000

Abeer I . Mniena ’

Different studies of public policies showed that these
policies are influenced by the degree of the instability of the
administrative structures and institutions. Public Policies studies
on Libya arrived to the same conclusion where it was observed
that the Libyan political system was characterized by the
instability of most of its administrative and political structures
and institutions with an adverse effect on the economic , social
, and educational policies of the regime .

This study represents another attempt to trace the effect of
structural instability on the monitoring and execution of health
policies in Libya. during the period 1977-2000.

The study shows that this instability had a negative effect on the
health policy in Libya. Some indicators were used to test this
proposion.

These indicators include: financial allocations to health sector
and the actual expenditure , human resources in health sector ,
and the infrastructures of health sector .

The study proves that all these aspects of health policy in Libya
were influenced adversely by these administrative and political
changes.

*Lecturer at the Department of Political Science, Garyounis University
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Series Studies in the International
Relations The National Security

Dr.Abdalla . M.massoud ~

The national security is an important factor in the
international relationsnbjects, though it is the most significat
target of the foreign policy for any state. This Concept has been
known clearly after the national state- notion, when it became a
field of study after ww II and used conclusively to contain
various sides of local and abroud environments particulary when
Robert Mecnamra put a new concept that goes beyond the
military side to include many questions in the economic
development and hence it corrolated with this development. The
national Security is that a ction taken liy the stat within its own
power to keep its unity and its benefits in the present and in the
Future which takes the international changes into consideration.

Some states has exploited this concept in colonial and
Sattelment claims such as isreal.

The United States, in pretending to ensure its national
Security has gone for to interven in other States’ affairs. The
national Security has different various sides such as military
politic, economic, social, coltural, medical, environmental and so
no. There are specific factors that should be available for the
state, in order to, ensure its minimum national Security like the
relative absence of external threat and the ability to shield
hostility either by using its own power or by the international ret
treaties, in like mannar there must be a plan for the national
Security which is able to corried out and thus laid clearly. This
plan should follow rules that related to the national Security
and to the institntions which help to make different policies and
choose the best action for the state to accomplish its national
Security.

The next articale of this series will talk about the Arab
National Security and what related to it

“Assistance Prof. Of Political Science , Garyounis University.
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The Managerial Values, and Their Relationship with
Some Facrtors That Concern The Managers and Their

Performanc : A Fileld Study on The Banks branches’

Managers ( Benghazi).

Dr. abdulrahman M. Al-Mula
Mr. Adel .R. younis "

The present study tride to highlight the managerial values
footwork and their relatioship with some factors that concern the
managers and their performance. It stems from the fact that
values reprent one of the most important cultural facts that direct
the human behavior and, consequeutly, its results.

Data was collected through a questionnair distributed to 26
managers who run the banks acting in Benghazi.

The study has resulted into the fact that the five value
groups (according to buchholz classification ) are found
characterizing the managers in rarious degrees of importance,
Generally , they can be ranked as follows :

The human values ,

The organizational values,

The job ethical values,

The group cooperative values, and

Rest and leisure time values.

The framework of these values has varied according to
soum characteristics of managers. In addition , the nature of the
relationship of these values with the managers performance has
varied .

Aol b

* Assistant Prof ., Bus , Adm Dept, Garyonis University .
" Assistant Lecturer , Bus , Adm Dept, Garyonis University
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The Dialectics of Democracy
and Development in Africa

Dr. Mohamed Zahi Mogherbi *

The Literature on development and democracy was
occupied in the last few decades by questions on the relationship
between regime type and economic development. Is
democratization conducive to economic development? Or could
it be dysfunctional to development, at least in the short run? Are
development countries in general, and Africa in particular, better
off seeking development with authoritarian regimes? Or is the
prospect of development indifferent to the authoritarian or
democratic character of regimes?

This paper argues that the African situation is extremely
complex because of the simultaneity of the issues of
democratization and economic development. To solve this
problem, it is necessary to view both values as dialectical
moments amenable to a synthesis. This synthesis can be
achieved through the democratization of development and the
development of democracy. And that means that people become
the agents of development and its goal and end at the same time.
To achieve this people must have ultimate control of Public
Policy.

® Professor of Political Science , Garyounis University , Benghazi ,
Libya .
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interrelationships of interest groups, government growth, and
macroeconomic performance remain unexplored.

Public sector economics examines the relationships
between public expenditure, the financial methods, and the
behaviour of different sectors. However, the market system
especially in developing economics does not bring high
employment, price stability, and desired rate of economic

growth. Public policy is needed 1o secure these goals.
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growth and macroeconomic inefficiency would in turn be tied
together.
4. Conclusions

The impact of government intervention in the economic
activities on economic growth is the subject of controversy.
Empirical studies (presented in section 2), have examined the
impact of the fiscal policy variables such as the tax ratio,
government expenditure, and the budget deficit on economic
growth, with contradictory results. These different results may be
due to (a) different measures of the size of the government,
and/or (b) different degrees of economic growth of the countries
under consideration. Consequently, the results suggest that the
effects of fiscal policy variables on economic growth differ from
one country to another and hence they cannot be generalised. It
is clear from the above discussion that government expenditure
is important especially for LDC’s.

Macro-models of public expenditure are classified into (1)
development model of public expenditure growth, (2) the model
based on Wagner's law of expenditure for growth, and (3)
Peacock and Wiseman’s classic models of public expenditure
growth. The conclusion is that public policy influences the
economic activity. Median voter theorem models and interest
(pressure) groups are used in the literature as micro-models or

decision process models of public choice. However, the possible
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gains from these activities exceed the transaction costs of
bringing them about. Political policies that raise efficiency are
more likely to be adopted than policies that lower efficiency
(Becker;384,1983). This proposition has broad implications for
types of activities that are subsidised and taxed and for the types
of interest groups helped and harmed (see Mueller 1987).
Becker (1983) illustrates how interest group and government
activities to be linked, also demonstrates that the expenditures
and taxes that interest groups bring about have more than merely
redistributive characteristics. Groups whose interests have public
good or externality attributes are more likely to be successful
than those seeking pure redistribution. Groups whose productive
activities have negative externalities are more likely to be taxed
(Mueller;131-132,1987). However, Mueller and Mueller (1985,
1986) presented evidence that interest groups affect the size of
government. Becker (1983) and Mueller and Mueller (1985,
1986) are essentially static, describing an equilibrium in which
interest-group pressures are in balance, an equilibrium in which
government is bigger than it would be in the absence of interest
groups. However, Olson (1982) and Mueller (1984) have
discussed the conditions favouring the growth of interest groups.
If the number of effective interest groups in developed countries
has grown since World War 11, then, their growth could help to
explain the relative growth of government. Hence, government
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concerned with analysis of the revealing majorities associated
with the operation of pressure groups.
3.2.2-Interest Groups

Tullock (1959) illustrates how government may become to0
large under majority rule. Becker (1983) has developed a model
of the influence of interest groups (pressure groups) that is
relevant to the level of the government expenditure. Becker is
analysing the purely redistributive gains of interest groups. The
basic assumption of the analysis is that taxes, subsidies,
regulations, and other political instruments are used to raise the
welfare of more influential pressure groups (Becker; 373-
374,1983).

Each group applies pressure to increase (reduce) its
subsidies (taxes). The marginal cost of each group applying
additional pressure just equals the marginal gain from reduced
taxes or increased subsidies. Competition among pressure groups
favors efficient methods of taxation (Becker;386,1983). Those
groups that can be cheaply subsidised or are expensive to tax do
better. In particular, politically successful groups tend to be
small relative to the size of the groups taxed to pay their
subsidies (Becker;386,1983). Becker’s analysis is entirely
couched in terms of taxes, subsidies, and regulations, as if all
government activity were of a redistributive nature, one of the
implications of the analysis is that the government provides
~whlic goods and alleviate externalities whenever the collective
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wcome. 11 the median voter’s income is greater or less than the
mean income, the aggregate level of public expenditure under
the median voter model will be greater or less than the welfare-
maximising level.

In the case of redistributive public expenditure, Meltzer and
Richard (1978, 1981, 1983) presented a model, which presumes
that all government activity consists of redistribution. This
redistribution consists of a per capita lump-sum grant and a
proportional income tax. The government is required to balance
its budget.

Individuals are assumed to differ only in their productivity
(income). They assumed that income depends on a productivity
factor and the tax rate is determined by the political process
(Mueller, 1987). In this setting all individuals with income below
the mean income will vote for higher taxes and more
redistribution, so that when the mean income rises, taxes rise,
and vice versa (Meltzer and Richard, 1981).

Finally, the median voter model concerning the relation
between median and mean income, indicates that the public
sector will be concerned with redistribution. The consequences
do not provide the basis for a general theory of public
expenditure determination. The median voter theorem postulates
a one-dimensional space in which issues are decided by a direct
vote of the citizen-voters (Mueller, 1987). The major public
choice reaction to the failure of the simple median voter mode] is
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1994: 124). In general social disasters are not completely hnanced
by taxation because taxpayers cannot stand the strain of such large
burdens. Governments therefore borrow.
3.2.Micro - Models of Public Expenditure
The standard micro-economic model of public

expenditure is based on public choice analysis. The purpose of
such a model is to provide an explanation of the level of public
expenditure and the growth of public expenditure. The political
process is the key point of any explanatory model (Barr & Davis,
1966). The median voter’s theorem model and pressure (interest)
groups are used in the literature. Both the median voter’s theorem
and pressure groups are presented briefly below.
3.2.1-The Median Voter Model

The starting point for public choice analysis is based on
demand for public expenditure is the median voter model of
Dawns (1957). The major determinant of the demand for public
goods and services is the relative prices of public and private
goods and services, as recognised by the voter, the income of the
voter, and the underlying tastes of the median voter
(Mueller,1987) (Barr & Davis,1966). The static comparison
between the level of public expenditure on goods and services
would rise under the median voter model and the optimal level
of public expenditure depends upon the details of the case. If
public goods are produced under constant returns to scale, and if
consumers have similar preferences, and they differ in their
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R dlst 10 be lalrly stable. (Peacock and Wiseman; 1961: XX1V).
In their view, tax rates work as a constraint on government
expenditure growth. As a consequence, the limited revenue
capacity of the government in peacetime prevents major increases
in expenditure. (Henrekson; 1993: 54). However, economic
growth and thus income growth increases tax revenue at fixed tax
rates, and therefore, public expenditure would grow in line with
real output. In settled times, therefore, public expenditure would
show a gradual upward trend, even though within the economy
there might be a divergence between what people regarded as
being a desirable level of public expenditure and a desirable level
of taxation. (Brown and Jackson; 1994: 124). This divergence is
likely to be narrowed by social upheaval, such as war, famine or
some large-scale social disaster. Such disturbances create a need to
expand public expenditure. In order to finance the expansion of
public expenditure, governments would raise the taxation level.
Therefore public revenue and expenditure would shift to new
levels. The final result is that a new acceptable tax level emanates,
and a new level of expenditure will continue even after the
disturbance period. Peacock and Wiseman referred to this as the
displacement effect. Public expenditure is displaced upwards and
for the period of the crisis displaces private expenditure. The
process represents an upward shift in the trend line of public
expenditure. Following the period of crisis, however, public
expenditure does not fall to its original level. (Brown and Jackson;
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produced, the lower tax burdens can be Ior a given 1cvel Ul
service.

Here Wagner also highlights the significance for
government growth of supplying income - elastic services; if
these services meet social demands beyond ‘basic needs’ they
will be more highly valued by society. Lastly, Wagner envisaged
public enterprises as being commercially profitable and therefore
able to contribute to exchequer funds; a prediction which, though
never rigorously tested in the literature, seems unlikely to be one
with much empirical support. (Gemmell; 1993: 106).
3.1.3-The Time Pattern of Public Expenditure Approach

Peacock and Wiseman (1961) had adopted this approach. In
the literature this analysis is known as a Supply Side Approach.
The background of this analysis is the time pattern of public
expenditure. The analysis basically depends upon a political theory
of public expenditure determination. The three political *’
propositions underlying Peacock and Wiseman’s analysis are: (@)
governments like to spend more money, (b) citizens do not like to
pay more taxes, (¢) governments need to pay some attention to the
wishes of their citizens. (Peacock and Wiseman; 1961:xxiii).
Therefore Peacock and Wiseman recognised that public
expenditure can be influenced by the ballot box or reasonable
burdens of taxation. They pointed that when societies are not being
subject to unusual pressures, people’s ideas about tolerable

burdens of taxation, translated into ideas of reasonable tax rates,
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PIOSIess. In other words social development would involve an
increase in public goods, particularly for a more equitable
distribution of resources. For Wagner public services such as
education and other services presented above have high income-
elasticity. Thus as real incomes in the cconomy increase public
expenditure on these services would rise by more than unity,
which would explain the expansion of the ratio of government
spending to GNP. Thirdly, establishing new industries requires a
large investment, which either is too much for the private sector
to finance on an efficient scale or if it were it would result in
private monopolies, which would not be socially acceptable.
Wagner therefore, suggests (a) government intervention would
be necessary to control such monopolies and (b) in some cases,
growth of government intervention would not be in evidence of
the growth public expenditure but in the establishment of public
projects. (Brown & Jackson, 1994, Mann, 1980, and Gemmell,
1993).

Finally, Wagner noted some helpful elements for public
sector growth. (1) Wagner seems to have in mind the notion that
the more society values a given government activity the more
willing it will be to bear the necessary tax burden. In modern
terms this implies that the value of a society’s willingness
to pay for public services (as reflected, for example, in an
implicit tax price) is relevant for government expansion. (2) For
similar reasons, the more efficiently public services are
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relative spheres of private and public economy, especially
compulsory public economy. Financial stringency may hamper
the expansion of state activities, causing their extent to be
conditioned by revenue rather than the other way round, as is
more usual. But in the long run the desire for development of a
progressive people will always overcome these financial
difficulties. (Gemmell; 1993: 104).

The foundation of Wagner’s law was empirical observation.
He had observed the growth of public activity in industrialising
economics. This growth is associated with technological and
institutional factors and political participation. According to
Wagner, there are intrinsically three factors, which result in the
growth in public activity. First, as the economy becomes more
industrialised, the legal relationships and communications
between the expanding markets and the agents in these markets
become more complex. This complexity of the market
interaction leads to a need for greater public regulative and
protective functions of the government. Furthermore, the
government needs to expand administration and law and order
services and socio-economic regulation due o0 increased
urbanisation and population densities and social conflicts, 10
allow the economy to continue to grow in an economically and
socially efficient method. Secondly, in Wagner’s view, public
expenditure on education, relaxation, and culture and health
and social welfare services would increase as a result of social
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Rostow (1971) argues that when the economy reaches the
maturity stage spending will transfer from expenditures on
infrastructure to increasing expenditure on education, health, and
welfare services.
3.1.2-Theory of Public Choice

This model is based on Wagner’s law of expanding state
activity (Brown & Jackson, 1994). In the literature this is defined
as the Demand Side Approach. Following Musgrave’s (1969)
interpretation, and referring to Wagner’s law as the hypothesis
that deals with the growth of the relative size of government
activity in the national economy, one can write Wagner’s law as
the following: as real per capita income increases in an economy,
the public sector grows in relative proportion. (Brown & Jackson
1994 and Mann, 1980). In Wagner’s own words the law of
increasing expansion of public, and particularly state, activities
becomes for the fiscal economy the law of the increasing
expansion of fiscal requirements. Both the state’s requirements
grow and, often even more o, those of local authorities, when
administration is decentralised and local government well
organised. Recently there has been marked increase in
Germany in the fiscal requirements of municipalities,
especially urban ones. The law is the result of empirical
observation in progressive countries, at least in our Western
European civilisation; its explanation, justification and cause is
the pressure for social progress and resulting changes in the
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models of public expenditure growth; second, the model based
on Wagner’s law of expenditure for government activity; third,
Peacock and Wiseman’s classic models of public expenditure

growth. (Brown & J ackson, 1994).

3.1.1-Development Models of Public Expenditure Growth

Musgrave (1969) and Rostow (1971) have adapted this
approach. Musgrave distinguishes between three stages of
economic growth and development: carly stage, the middle
stage, and the advanced stage of growth and development. Also
he discriminates between government consumption and
investment spending and transfers, and discusses how each
expenditure may change at different stages of economic growth.
He argues that in the early stages of economic growth, public
sector investment forms a large share of total investment of the
economy. Such investment covers social infrastructure, health,
education, and other investment in human capital. This public
sector investment is necessary to build up the economy to the
following stage (middle stage). In the middle stage of economic
growth and social development, subsequent rises in private
investment serve to reduce the public share as incomes increase
but a tendency for the share of total investment in GNP to rise
helps to weaken the decline in the public investment/GNP ratio
(Gemmell; 1993: 107).
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WO categories of public expenditure separate. (Brown & Jackson
1994).

The purpose of this section is to evince the theoretical
analysis of public expenditure growth. Therefore, two types of
model of public expenditure, which have been discussed in the
literature, are considered. The first can be described as macro -
models. These models begin with data on public expenditure in
terms of broad aggregate variables such as GNP or the rate of
inflation. The second class of models can be described as micro -
models or decision process models of public choice. These micro-
models attempt to explain the underlying micro - economic
foundations of the decision processes that finally give rise to
public expenditure. (Brown & Jackson, 1994). Therefore, the two
models (macro and micro) of public expenditure are presented

below.

3.1-Macro - Models of Public Expenditure

The purpose of the macro-models of public expenditure is to
explain how the government has behaved over the long term. For
example, they analyse the time pattern of public expenditure. In
this regard they differ from short-run  macro-economic
forecasting models in their treatment of public expenditure, as
the latter treat government expenditure as exogenously
determined. Macro-models of public expenditure are classified
into three groups: first, what can be described as development
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3.The Theoretical Analysis of Public Expenditure
Growth

Public expenditure reflects the policy choices of government
and represents the costs of carrying out of these policies. (Brown
& Jackson; 1994: 118). Public expenditure can be classified into
two categories of government activity. First, exhaustive public
expenditure which includes those expenditures corresponding to
the government’s purchases of current goods and services such as
labour, and capital goods and services such as Public sector
investment in roads, schools, hospitals etc. Second, transfer
expenditures, which comprise for example, public expenditures on
subsidies, debt interest, pensions etc. These expenditures do not
represent a claim on the society’s resources by the public sector as
in the case of exhaustive public expenditure. Instead, transfers are
a redistribution of resources between individuals in society (Brown
& Jackson; 1994: 120). Factors that affect one of these categories
may not have the same impact on the other. To examine the
growth of public expenditure and to know which factors influence

the growth of public expenditures; it is helpful to keep the above
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Table (1)
Evidence on the links
Between size of government and growth

Study Period Sample Relationship Found
Horowitz (1965) 1952-60 (64) (14 DC. & 50 LDC) Positive

Ram (1986) 1960-80 (115) (21DC & 94 LDC) Positive

Bairam ¢ 1990) 1960-85 (20 LDC) Negative and Positive
Lin (1994) 1960-85 (62) (20 DC & 42 LDC) N & P for DC, N for LDC

Katz and et. al (1983) 11970-79 (22 DC) No Relationship
Landau  (1983) 1960-77 (104) (20DC &56 LDC) Negative
Landau (1985) 1952-76 (16 DC) Negative
Barth & Bard (1987) 1971-83 (16 DC) Negative
Marlow  (1988) 1960-80 (19 DC) Negative
Barro (1991) 1960-85 (98) (21 DC & 77 LDC) Negative
Martin & Fardmanesh (1990) |1972-81 (76) 21 DC & 55 LDC) _ Negative
Bhat et. al (1994) 1978-88 (22 Indian States) Negative
Fayad (2000) [1962-1997. LDC Positive

. =

DC = Developed Countries.
LDC = Less Developed Countries.

The table and the previous discussion indicate that there is
no simple relationship between the size of the government and
the rate of economic growth, and that the evidence is
contradictory. The various studies cover different periods,
different groups of countries, different combinations of variables
and used different techniques of analysis, and what is needed is a
more general theoretical model showing the link between size of

government and growth.

49



examined the impact of government expenditure, and public debt
on the growth of the output of the non-oil sector for the Libyan
economy during the period 1962-1992. The results indicate a
positive relation between these variables and the growth of GDP
of the non-oil sector. However, in Martin and Fardmanesh’

work it seems obvious that the level of income should be
included as a variable, rather than splitting the countries into
low, medium and high-income groups. Bhat, Nirmala, and
Kannabiran (1994) examined the influence of fiscal variables
such as the ratio of government expenditure, taxes, and deficits
in state domestic product on the growth of real state domestic
product of 22 Indian states. They found that the ratio of public
expenditure to state domestic product had a negative influence
on the growth of Indian states. However, the real interest rate has
competing impacts in relation to its effect on investment. Higher
rates raise the cost of capital thus reducing the level of
investment. Hence, at higher real interest rates, productive
investment is crowded out. This does not apply for the Libyan
case since the interest rate is being fixed by the government for
long periods, and the private investment in the Libyan economy
is negligible. Also, there is no Libyan private investment to be
crowded out because of the interest rate. Table (1) shows a
summary of the evidence on the links between size of

government and growth.
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cxpenditure. Barro (1991]) opines that the influence of
government debt on growth will be irrelevant. This may be
because of the fact that the positive effect of the government
debt on wealth should be exactly matched by the future tax
liability necessary to service that debt (see, Martin and
Fardmanesh, 1990 and Bhat et. al, 1994). Martin and
Fardmanesh (1990) examined the impact of fiscal variables such
as the ratio of taxes, government expenditure, and budget deficits
to GDP on economic growth for 76 developed and developing
countries for the period 1972-198]. They found a negative
correlation between these fiscal variables and growth
performance.

The level of development (measured by income per capita)
seemed to influence the linkage between fiscal variables and
GDP growth. Dividing the sample into low, middle; and high-
income countries, higher GDP growth was observed to be
associated with smaller shares of taxes and larger shares of
government expenditure in GDP in low-income countries. The
magnitude of the budget deficits was found to be not important
for these countries growth. In middle-income countries, the
budget deficit and taxes had negative effects on economic
growth. On other hand government expenditure had a positive
impact on economic growth. In high-income countries, the three
fiscal variables had no significant association with the average
rate of GDP growth during the sample period. Fayad (2000)
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expenditure and annual growth rate oL Tedl Pt =EFRE = T
(1994) used the rate of change in the share of government
consumption in GDP as a proxy for government size, for a
sample of 62 countries (20 were advanced developed countries
ADCs, and 42 were LDCs). He found that non-productive
government expenditure had a negative yet insignificant impact
on ADCs economic growth in the short and intermediate run,
while it had a positive but insignificant impact in the short run
and negative insignificant impact in the intermediate run for
LDC's. Bairam (1990) estimated the role of government
expenditure on economic growth in twenty African countries. A
framework based on conventional demand theory was tested
using annual time -series data for the period 1960-1985. He
found that in eleven African countries an increase in government
expenditure had an adverse effect on economic growth. For the
other nine countries under consideration an increase in
government expenditure accelerates economic growth. Katz,
Mahlar and Franz (1983) examined the impact of taxes on
growth and distribution in 22 developed capitalist countries
through the period 1970-1979. They observed no relation
between these variables. While the size of the government is
believed to be important in determining the rate of growth, the
mixed empirical evidence suggests that other variables are
relevant. The first of these that is considered is the government
deficit, the difference between government revenue and
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labour force productivity; (f) government expenditure on health
and education can improve the quality of the labour force and
productivity; (h) subsidies to targeted export industries can
improve the trade balance and accelerate economic growth.

In this context, empirical investigations reveal conflicting results
on this issue. Horowitz (1965) found a positive relation between
the growth of gross domestic product (GDP) and the ratio of
public expenditure to GDP for a sample of 64 developed (DCs)
and less developed (LDC's) countries during the period 1952-
1960. Ram (1986), using cross section and time series data on
115 countries, through the period 1960-1980 found a positive
and significant effect of government expenditure on economic
growth. This could well be stronger in lower income countries,
Landau (1983), using cross section data for 104 countries
observed that a larger government size, measured by the ratio of
government consumption to GDP, depresses the rate of growth
of per capita GDP. Barth and Bardy (1987), using time series
data through the period 1971-1983 found a negative
correlation between the growth rate of real GDP and the share of
government consumption expenditure in GDP for 16 OECD
countries. Landau (1985), and Marlow (1986), concluded that
there was a negative correlation between the GDP growth rate
and government expenditure. Barro (1991) analysed 98 countries
for the time period 1960-1985. He found negative and significant

relations  between non-productive  government  service
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be presented in section three. Section four is allocated for the
conclusion.
2-The Impact of Government Expenditure on Economic

Growth and Macro-Economic Performance

Two different views have been presented in this regard. The
first (Ram, 1986, Bhat, Nirmala, and Kannabiran, 1994) is that
large government size is likely to be an impediment to economic
growth on account of (a) Government operations are often
conducted inefficiently, (b) the regulatory process imposes
excessive burdens and costs on an economic system, (c) fiscal
and monetary policies tend to distort economic incentives and
Jower the productivity of the system, (d) government taxation
may produce a misallocation of resources as well as
disincentives.

The second view (Ram, 1986, Lin, 1994), is that large
government size is more helpful for economic growth because
(a) the government can play a role in harmonising the conflicts
between private and social interests; (b) there is a prevention of
exploitation of the country by foreigners; (c) productiVe
investment will be high and will provide a socially optimal
direction to growth and development; (d) the government can
provide the economic infrastructure to facilitate economic
growth and improve resource allocation; (¢) government transfer
payments can help to maintain social harmony and improve
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Government Size and Economic Growth:
An Introductory Survey

Mohamed, K. F ayad”
1- Introduction

The impact of government intervention on economic
growth has been subject of controversy since the time of Adam
Smith. In the literature there are many different approaches,
which have been used to assess the government size and its
effect on economic growth. Theoretically, one point of view
Suggests that large government size is likely to be detrimental to
efficiency and economic growth. Another view argues that large
government size is likely to be more powerful for economic
development. Recently many empirical studies have attempted to
test the impact of government fiscal policy on economic growth
in both developed and less developed countrie .

This article reviews some of these theoretical and empirical
contributions to the literature.

The rest of this paper is divided into three sections: The
impact of government expenditure on economic growth and
macro-economic performance will be reviewed in the second

section. A theoretical analysis of public expenditure growth will
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(8). McLaren and Upcher (1986) have tested the assumption of
non-negativity definiteness of the matrix of rate of return
responses and show, empirically, that such a restriction can be
upheld.

(9). For discussion of the determination of choice set items on
these kinds of grounds, see White (1975) and Parkin et al (1970).
By contrast, Krehbiel and McCarthy (1989) and McFadden
(1974) have proposed models wherein the distinction between
choice and non-choice items is justified on empirical grounds.
(10). To deal with the singularity problem the m-equation system
should be transformed to an m-1 system of equations in which
the covariance matrix will be non-singular. The equation to be
deleted is arbitrary (see Barten (1969)). Sharp (1973) challenged
that view. However, Davis (1974) showed that his arguments
were invalid.

(11). See Courakis (1974), 189-190.

(12). See Goldberger (1961) and Theil (1971).

(13). This test is called Chow test due to Chow (1960) and
sometimes it is also regarded as a prediction test [see
Cuthbertson ez al (1992)] and see also Koutsoyiannis (1977)

(14). We are generally more interested in testing H,' than Hy>
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the assumption of quadratic or power utility functions. On the
other hand Berndt et al (1980) suggest that the introduction of an
intercept term is inconsistent with the theory, but they tested the
no intercept assumption with both symmetry and homogeneity
restrictions by means of a chi-square test on log-likelihood
values and they rejected such an assumption.

(6). See Parkin (1970) and White (1975). Roley (1983) proposed
that if the Jacobian matrix I”is symmetric, then investors (banks)
exhibit constant mean-variance risk aversion. Deaton (1972)
argues that symmetry “is fundamentally a weak hypothesis” so
that the rejection of these restrictions is “intuitively implausible”.
(7). A rejection of homogeneity can be considered as a rejection
of the mean-variance approach. Sharp (1973) argued that the
zero row restriction in Parkin’s model has been invalidated by
the application of a more general utility maximising framework.
However, Perrin (1980) showed that a mean-variance analysis of
the portfolio allocation problem will always yield demand
equations having interest rate coefficients which sums to zero in
each equation. Perrin (1980) considered the allocation problem
of an investor who is maximising a pseudo utility function where
all yields have a similar scalar adjustment. The optimal portfolio
mix is proved to be invariant to this arbitrary adjustment to all
interest rates unless interest rate coefficients sum to zero in each
equation. For more on the homogeneity restriction see Koch

(1971) and Latitinen (1978).
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¢ AE787), odmanta and Mohamad-Zadeh (1992), Arjoon (1994).
For survey on bank modelling and theory see Baltensberger
(1980), Langhor (1982), Santomero (1984), and more recently,
Bhattacharya and Thakor (1993).

(4). The assumption that the objective of an Islamic bank is the
maximisation of profits form its chosen portfolio; subject to any
feasibility constraints, opportunity set and the requirements
under Islamic law, follows Bashir (1983): though we assume that
it is the utility of profits that is being maximised, and in a world
of uncertainty. Although other objectives might exist, this is
perhaps the most important and obvious objective to ascribe to
all Islamic commercial institutions. Monti (1972) suggests
several objective functions including deposits maximisation.
Alternative models derived from different utility functions can
be examined, for instance, Courakis (1974) found that a
quadratic utility function, is empirically more appropriate and
appealing in his examination of the London clearing banks
assets’ choice behaviour.

(5). See Parkin et al (1970) for the derivation. Aigner (1973)
drawing heavily on consumer demand theory, developed a
deterministic model of bank behaviour that is essentially
identical to Parkin’s except that Aigner argues for the inclusion
of intercepts. However, Courakis (1989) indicates that
introducing an intercept term is not theoretically consistent with
the assumption of negative exponential utility functions or with
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Endnotes:
(1). A scheduled bank is the legal title of commercial banks in
Pakistan. A scheduled bank is a bank with paid-up capital and
reserves of RS. 0.5 million or more and declared to be a
scheduled bank under section 37(2) (a) of the State Bank of
Pakistan Act, 1956.
(2) For more details see Ayub, M. (1994). Review of the
Measures Taken so far to Islamise the Financial System in
Pakistan (July 1993). Journal of Islamic Banking and Finance.
Vol. 11. No. 3. July-September. PP 32-56.
(3). This approach to portfolio selection originated, of course, in
the work of Hicks (1935), Markowitz (1952, 1959) and Tobin
(1958). Under certain specifications of the utility function and
concerning the probability density function of the portfolio
returns, the notion that agents maximise the expected value of
utility produce objective functions that depend upon only the
mean and the variance of returns (profits). In that format the
mean-variance approach has figured in numerous empirical
studies of portfolio behaviour.

Amongst these we note those of: Parkin (1970), Parkin et
al (1970), Aigner and Bryan (1971), Sharp (1973, 1974[a,b]),
Courakis (1974, 1975, 1980), Hart and Jaffee (1974) and Hester
and Pierce (1975), Berndt et al (1980), Spint and Tarhan (1980),
Bewley (1981), Humphrey (1981), Jahera and Sinkey (1984),

Borio (1984), Spencer (1984, 1989), Sprenkle (1987), Thistle et
32



> valld and provides valuable insights into the decision making
process of these economic units, Though these results may seem
disappointing, they are not disturbing; these phenomena are
typical of reported econometric models of bank behaviour (see
¢.g. Aigner (1973), Humphery (1981), Spindt and Tarhan (1980)
and Thistle ez a/ (1989)).

Although greatly influenced, our mode] reflects the institutional
framework of the banking sector of Pakistan. But what one can
conclude form the results is that the assets within the portfolios
of the banks in Pakistan are held independently of yield and risk
considerations. Hyman ( 1969), for instance, concluded that the
portfolio approach offers interesting insights into bank
behaviour, it must be used with caution because it concentrates
on only one aspect of bank decision making: the risk-yield trade-
off. Its power to deal with the liquidity and customer relations’

aspects of banking is limited
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Islamisation programme to the banking system. This result is a
major in refuting the alleged Islamisation of the banking system.
The results also can be supported by the type of assets and
liabilities that the scheduled banks in Pakistan hold in their
portfolio and the structure of the interest rate (as they called it
rate of return or PLS). Using an equation by equation F-test we
conclude that there were no changes in the operations of the
banking system that might have any effect on portfolio
composition and asset structure in the system.
(5). Concluding Remarks

This paper investigates the portfolio behaviour of the
Pakistani banks over the period 1974-1994. In search for
explanation for such behaviour this paper adopted a portfolio
model based on the mean-variance approach. The empirical
results clearly do not render any support for the hypothesis that
the interest rates structure is an important determinant of the
composition and structure of the assets holdings of the scheduled
banks in Pakistan and did not explain fully the behaviour of the
portfolio of such units. However, it seems that funds availability
is more important in determining the structure of these
portfolios.

Despite the fact that the results indicate that a number of
coefficients have inappropriate signs and in particular the
assumption of non-negativity of the diagonal elements of the

interest matrix has been violated, the model is still to be regarded
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H’: (6%, = (612), Vs. H2,: (6%, # (6, for i = 1,2

4.5
We reject H, if:
URSS,, | [ N, - K]
FZ‘Z —[ RSSN/ ] [Nz -K >ﬁ;(N2 K’Nl K)

4.6
The results of these two tests are shown in Table 4.3:

~ Table 4.3: Results of Tests for parameter Constancy

Variables Fe Fo

A 1.555 0.709
GOVS
A 1.033 0.853
SBPB
A 1.250 0.763
7B
A 1.348 0.519
PSL
A NA NA
CASH .
F(ogs)(]6,l3)=2.35 }*(0'95) (8,13)=322

As can be seen from Table 4.3 the results of the two tests
for parameter stability on the model (both the analysis of
covariance test for parameter stability due to Chow (1960), and
tests for structural break) from the second half of 1985 onwards,
are insignificant. And the nul] hypotheses were not rejected at
the 5% level. Consequently. we can conclude that there has been
no change in banking operations under both systems (interest-
free and interest-based) and as a result, it is concluded that these
regimes can be regarded as one homogenous period despite our
fears. This is an indication that the basic structure of banking

operations did not change despite the introduction of the
29



the context of Pakistan the introduction of Islamisation
programme to the banking system in July 1985 is taken as a
natural break for the adjacent periods. Therefore, two adjacent
periods are considered; the first period started from June 1974 to
June 1985 (N;) and the second period follows directly form July
1985 to June 1994 (N;).

In order to set up the null hypothesis of no structural
changes over the adjacent periods under the first test™, the null
hypothesis is that the model is structurally stable is:

H'o: B1 = B2 Vs. H'a: B1# B2
4.3
Where f is the parameter vector.

The null should be rejected if and only if:

~ URSSN—RSSN,MN,—K]
E,—[ | R AN K)

4.4

Where URSSy is the unrestricted residual sum of squares for the
whole period, RSSy; is the residual sum of squares for the first
period, a is the level of confidence, N, N, and N, are the number
of observations for respective periods, K is the number of
explanatory variables including the intercept term.

A second test, called the homoscedasticity test, is performed,
that is a test for the constancy of the variance of the over the

period™”. In this case the hypotheses are:
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M MY DCTUe sice any increase in the government
borrowing would lead to more issue of government securities to
be placed at the doors of the scheduled banks.

(4.3). Testing for parameter constancy (stability)

Finally, it is desirable to know whether the relationships
estimated in the previous sections have remained stable over the
sample period. Two types of Chow test (denote F; and F,,
below) are used to test for statistical parameter constancy, that is
whether parameter remains stable given that they are always
estimated with error. The general idea of parameter stability
(constancy) tests is that we have some known data N, after
which we believe a structural break may have occurred in the
model. So there is the possibility that the general model has the

form:

F=BX +u, u~N(0,67): t<N
4.1
And

F=BX +u, u~N(0,0}): t<N,

4.2
The total number of observations s N=N;+N,. N, = I,....N;
and N; = 1,....N,.
As mentioned earlier the difficulties of the formal stability tests
is that it is based on the assumption that a possible break point is

known a priori and we simply want to test this known point. In
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loans to changes in the deposits. It emerges that banks have beeh
more willing to allocate funds within their disposal to more
liquid portfolio items than the loan portfolio, this is further
enhanced by comparing the response of treasury bills of 1.754
with those of the loan portfolio. This is a confirmation of the fact
that the main concern of these banks was to manage their liquid
portfolio items. One aspect that could have been useful is to
make distinction between the response of the bank to the
different types of deposits. But we can arguc that the
responsiveness or the willingness of the banks to utilise the non-
interest bearing deposits for choice set portfolio operations is
present. The greater willingness of the banks to apply more of
their non-interest bearing funds to their portfolio may be a
reflection of a higher preference for cost of funds minimisation
in their liability management with respect to their choice items.
Another instrument is public and government sectors
borrowing from the banking system represented by GPUSL in
this study was also significant in affecting the allocations of
funds to some of the portfolio but their influence was not as
important as that of the sources of funds discussed earlier. The
public sector borrowing had positive effects on the loans
portfolio but had negative effects on the government securities.
These results are reversed in the case of the restricted model
which showed that the public and government borrowing had
significant and positive effects on the government securities
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demand) and the capital and reserves. Other factors such as the
policy variable public sector borrowing from the banking system
has its effects since most of the available funds to the banking
system are allocated to both the private and public sectors as

well.

. Table 4.2: Main elasticities on unconstrained model

Equations VGOVS(I) SBPB (2) TB (3) PSL(4)  CASH (5)

GTD  1428[6.11]"  -0.865[  1.754[2.388 0.934[9.35]* -4.981[NA]
4.76)* I8
CAP  0237[2.00]  -0.035[- -1.43[- -0314[-  0.14[NA]
0.477] 4771 771
GPUSL -0.362- 0.09[- 0.081[0.142  0.215[2.787 1472[NA]
2.49) 0.65] | 8
AD “0.0435[- 0.025[0.74] 0.331[2.42]° 0.031[1.65]° -0.294[NA]
S99

NA: Not available because it is not directly estimated. a: Significant at 1%. b:
significant at 5%. c: Significant at 10%.

Various measures of the availability of funds, in particular
the deposit sources of funds appeared more important than the
interest rates across the portfolio choice items in explaining
banks’ allocation of funds, This, however, is true of non-deposits
source of funds, in particular sources from capital and reserves
accounts, which has been significant in two equations. It is clear
that the item deposits were significant in explaining the
allocation of funds to all of the choice portfolio items. One
interesting thing to note is that of the response of government
securities to changes in deposits which is equivalent to 1.43

compared for instance with 0.93 of the response of portfolio
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equilibrium level. This 1s can be scenl it HHAHLHHs  WHEE 52
regarded as priority sectors.

The limited variability of the interest rates may be they do
not actually indicate or reflect the real opportunity the market
offers. In fact, this is more likely to be so where the market rates
are artificially held below the real value of returns they represent
in the market, as is the case in Pakistan. Furthermore, other
causes of non-responsiveness may be due to the self-imposed
restrictions by the banks on holding some categories of
instruments. For instance, as a result of risk and uncertainty
associated with the holding of some category of portfolio items,
the banks may not be induced to assume the high risk associated
with the transactions with the expectations of higher returns. An
obvious example is the holding of loans portfolio. In such cases
the allocation of funds by the banks may be more defensive
rather than speculative and thus their portfolio can be explained
by their aversion to risk rather than by the expected return on the
assets.

(4.2). Results on non-choice assets

The results on non-choice assets in Table 4.2 indicates
that other variables (factors) apart from the interest rates are
likely to be candidates for explaining the portfolio allocation of
the banking system in Pakistan. Very important among these
variables are those measuring the effects of the flow of funds to
the banking system; these include the deposits (both time and
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indication about the response of banks to rates and yields. For
instance, the results indicate that this general view should be
held with caution; to conclude that interest rates generally may
have no role to play in explaining the portfolio holdings of
commercial banks as indicated by our results may be an
exaggeration.

The results, however, indicate that movements in interest
rates were not the most important in explaining the allocation of
funds by the banks to their choice portfolio during the period
covered by the analysis. The majority of the elasticities of the
interest rates variables neither have the expected signs nor they
turned out to be insignificant effect on the portfolio items. There
are several reasons that can be considered to account for the
inability of the interest rates to explain the holdings of assets by
the scheduled banks in Pakistan. The Jirst is that other factors
such as availability of funds may be more important in the
explanation of portfolio assets of these banks. The second may
be traced to the nature of the control exercised on the structure of
interest rates in Pakistan. It is well known in Pakistan that, for
the most of the period covered by this study, the interest rates are
usually either held constant or held below their equilibrium level.
For instant, the bank rate has been fixed for most of the period
except for once or twice and even when it has gone up it did not
bring the intended changes at all. With regard other rates
especially the interest rates on loans which is held below their
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rate elasticity in the case of borrowing irom ihe SBI Hdy Ut
attributed to the pattern of ownership and control (influence) of
the banks. Most of these banks, at least during most of the period
studied, are closely held by the state (government or government
agencies) and influenced by big industrialists customers,
therefore banks could ill-afford to dishonour the wishes of those
big regular customers. Hence the changes in the borrowings from
the central bank were determined partially by the need to
accommodate the existing customers’ requests for more loans.
Therefore, the cost of borrowing i.e. the bank rate, may not be
significant since the increased cost could be easily passed on to
the customers in the form of higher loans rates. Once again the
argument that assets can be held independently of their risk-
return characteristics is prevailing, and the model has not
accounted for the customer relation.
(I1). Results on the cross-rate effects

A priori one would expect that banks’ demand for any
asset would respond positively to own yield and negatively to
the yield on the other assets. This proposition is known as gross
substitutability and although reasonable, it is nonetheless
possible that some assets may be complements. Results in Table
41 show that most of interest rate matrix’ elasticities are
insignificant, this appears consistent with the general notion that
banks in Pakistan are not in general responsive to the movements
in the interest rates. The evidence here, however, contains
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had sought to avoid both from the point of view of controlling
inflation as well as from the viewpoint of its intention to foster
an active capital market. Ultimately, then the yields must be
raised and SBP in its capacity as the financial advisor to the
government must strongly urge increases to the government.
Another result that deserves attention is that of the bank
rate and loan rate which come out (unsurprisingly) insignificant.
It is clear that even if the SBP tries to restrain the banks from the
intensive reliance on borrowing from it by raising the bank rate,
this seems ineffective since the banks response to any change
(increase) in the bank rate by increasing their borrowing. Such a
phenomena can be attributed to two reasons. First reason is
embodied in the fact that banks would easily pass on the increase
to their customers by increasing the loans rate due to the high
demand for loans by the private sector. In other words, loans are
demand determined not supply determined, and therefore any
quantity is supplied in the market would be easily absorbed at
any cost. This is evident form the high correlation between the
loans rate (PSRL) and the bank rate (BR) which was mentioned
in the earlier sections. These findings of the term structure of
interest rate being closely correlated to the bank rate
corroborated similar results on Pakistan by Masih (1979). Such a
result may also be used to confirm our early assumption of
endogeneity of the variable, loans to the private sector since it is
demand determined. Secondly, the insignificant of own interest
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with the scheduled banks.

Figure 4.2: Demand function for Government Securities
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It is possible for SBP to exert such coercion because of its
statutory powers of credit control. If the SBP cannot place all the
securities with the scheduled banks that it wants to, it can then
easily raise the liquidity ratio and the scheduled banks would be
obliged to purchase an increased amount of securities at a given

interest rate.

It is possible to detect a certain note of unorthodoxy in the
above procedure for the placement of government securities with
the scheduled banks and if the yield gap widens (and thus the Qo
and Q; gap) then SBP may have to resort to its role as the
residual holder of government securities still more. Thus SBP

20



scheduled banks to absorb the issues of securities. One needs to
explain the term “coercion” in this particular context and the
procedure through which this is achieved. Whenever government
debt issues are offered SBP officials visit each scheduled bank
and suggest a quota for it, bargaining ensures but the final figure
is seldom much lower than the quota initially suggested. SBP is
always rather well-informed about the position of each scheduled
bank and thus suggests a quota with respect to the reserves held
by the latter. These suggested quotas are based on some concept
of normal complement of securities to be held by scheduled
banks and they depend among other things, on the existing stock
of government securities relative to the total reserves held. The
result of such coercion can in fact be represented by a positive
shift of the scheduled banks’ demand for government securities.
A shift from D to D' is what is necessary to place the required Q,
amount of securities with the scheduled banks and the interest
rate, iy, as a consequence of such a shift in the scheduled banks’
demand function for government securities becomes the
equilibrium interest rate. Again it is possible to show a
combination of upward adjustments of interest rate and coercion
can have the required effect. As seen from figure 4.2 an upward
adjustment of the interest rate and a lesser degree of coercion as
embodied in a smaller positive shift in the scheduled banks’

demand function for government securities [ie. (D-D) > (D-



Figure 4.1: Demand function for the Government SCLULIAIRS
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The implicit assumptions are the usual ceteris paribus
condition, viz., the rates of return on alternative assets remain
unaltered and subjective preferences remain the same. Alongside
this is the supply of (8) government securities consistent with
their reserves position and given the need for financing
government debt operations and thus the debt-financed part of
the government expenditure programme. The market clearing
yield is i; but the yield as seldom up to this level; it is, say,
usually at iy at which the demand is Qo.

Unless the SBP wishes to hold more securities than it
originally planned to, it has two options in such a situation. One
is to permit the nominal issued-yield to rise towards i; by selling
the securities below par, a practice that has occurred to a

negligible extent in the past and the other is to “coerce” the
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Pakistan the government securities are held not on the basis of
their risk-return considerations, but may be on the basis of their
liquidity, since these securities are highly liquid due to the
institutional arrangements and most of these assets are used as
collateral for borrowing from the central bank.

Because they are assured of the liquidity of government
securities the scheduled banks are interested in them. However,
the argument here is that actual stocks of government securities
held have exceeded the amount that could be explained by their
assets’ preference given the returns on alternative assets and the
fact that the SBP acts in a particular way to achieve this. This is
explained as follows. Let us assume that at a given point of time
the demand function (D) for government securities by scheduled
banks is, as shown in figure 4.1, upward sloping function of the

rate of interest rate on the government securities.
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such unrestricted models. Borio (1984) attributed implicitly the
negativity of the diagonal elements of interest rate matrix to the
use of a negative exponential utility function and he reports that
they became positive once a quadratic utility function was
adopted. As is well known (Courakis (1974)), despite its being
criticised on priori grounds (e.g. Arrow (1971)), the quadratic
funétion is more general than the exponential in that it allows for
wealth effects.

In commenting on the results presented in Table 4.1, two
variables deserve attention, those of the own interest rates of
government securities and borrowing from the central bank,
considering both the sign and the magnitude of the elasticity on
the own government securities interest rate. The empirical results
shows a small elasticity which would underline that in Pakistan
government securities are interest-inelastic. With regard to the
wrong sign, it plausible that such a result is an indication of
either the scarcity of investment opportunities in the country or
of the fact that such an asset is held independently of the risk-
return consideration. Such an argument is supported by Hyman
(1969) who concluded that the application of the portfolio model
offers interesting insights into bank behaviour, however, this
model must be used with caution since it concentrates on only
one aspect of bank decision making: the risk-return trade-off.
The power of the model to deal with liquidity and customer
relations aspects of banking is limited. Likewise in the context of
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Table 4.1: Main elasticities on unconstrained model

Equations ~ GOVS (1)  SBPB(2) TB (3) PSL (4) CASH (3)
GBY -0.103[- 0.092[1.54]  0.403[1.66]° -0.05[-1.51] -0.158[NA]
1.33]
BR 0.0168[0.09  0.152[1.144  0.11[0.204] 0.029[0.44] 0.0952[NA]
9] ] ]
CMR 0.081[1.58]  -0.051[- -0.316][- -0.008[-  -0.537[NA]
1.277] 1.97]° 0.387]
PSRL 0.0168{0.09 0.152[1.144  0.11{0.204]  0.029[0.441 -
9] ] ] 0.0038[NA
INF 0.0168{0.09 0.152[1.144  0.11[0.204]  0.029[0.441 -
9] ] ] 0.0038[NA]

NA: Not available because it is not directly esti;nated. a: Si—gniﬁcant at 1%. b:
significant at 5%. c: Significant at 10%.

Based on the above table we discuss the effects of
changes of interest rates on the choice set items of the portfolio
as follows:

(I).  Results on the own-rate effects

It is evident that three of the five own interest rates
elasticities (since the estimation performed in variables of log-
form) are directly estimated. All three come out as insignificant
using the conventional r-test. More disappointedly, none of the
three mentioned interest rates have the correct expected positive
sign. The coefficients on these interest rates are negative and
opposite to what expected by the theory. Therefore, this model is
clearly violates a priori beliefs about the direction of own
interest rates effects for all assets since all elasticities are
insignificant on the basis of asymptotic f-ratios. This is a

common feature as noted by Mclaren and Upcher (1986) for
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restrictions stipulated in equations 3.5 and 3.6 being imposed
separately and jointly for the Pakistani banks.
(4). Review of the empirical results

In this section the results of the unconstrained model are
presented and discussed since this model is superior to all its
nested (constrained) and myopic variants. Basically, four
equations were directly estimated and one treated as the residual
equation due to the balance sheet identity. The coefficient’s
matrices of equation 3.4 are given in Tables 4.1 and 4.2. In
proceeding, we review first the findings for the coefficients in
the matrix on the rates of return.
(4.1). Results on interest rates matrix

Five interest rates variables were employed in the
estimation of the static analysis model: GBY: represents the
interest rates on government securities; BR: represents the bank
rate charged by the SBP on borrowing from it; CMR: represents
call money rate as a surrogates for the rate on short and medium
term papers (treasury bills); PSRL: represents the average
interest rate charged on loans to private sector and INF:
represents the negative inflation rate as the return on the cash
held by banks in their portfolio. Three of these rates are involved
directly in the estimation process, these are GBY, BR and CMR.

The estimated coefficients on these rates are shown in Table 4.1.
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and, accordingly, the variance-covariance matrix is:

var(ﬁ) =ZQ(XX)™
3.10
Where T is the n x n covariance matrix of the error vector
across the n equations for any 7.
In this case, therefore, least squares is the minimum
variance, linear unbiased estimator. Accommodating the within
and cross equation restrictions on the stacked B vector in

equation 3.8 produces this estimate of the vector when the sum

of squared residuals is minimised:*
Pu=B-txo'x Y THXQT X)W (P - )
3.11

Here: Q'=z®)"; is the estimate of the vector of
R

coefficients under the linear restrictions, r = ‘Pﬁ; and j is the
estimate of the vector in the unrestricted version of the system.
Obviously, should the restrictions that are imposed on g through
the particular structure given to A hold completely then the
ultimate term in equation 3.11 will be (effectively) zero and the
two estimates of the vector will be identical, because the data
themselves reveal a pattern that complies with the specific
restrictions. System 3.4 is estimated by the multivariate

regression technique, as suggested by Zellner (1962), with
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the residuals’ covariance matrix: and since the density of the
resulting vector of residuals is independent of the index of the
deleted component, the statistical properties of the model remain
unaltered.
Writing the n equations in 3.4 for all £ observations in
stacked format we have:
b2 X, 0 A 078 (¢

|0 XA 0B &

A

A

Y] LO 0 X, 8.1 Len
3.8
Here: the y; are the k observations on endogenous asset i; X; are
the observations on the m exogenous variables (stacked in order
of their appearance on the right-hand side of equation 3.4)
relevant to choice asset i; the g, is the vector of coefficients on
the exogenous variables in the equation for choice asset i, so that
they are the ith row of 7 and B combined in that order; and, the
g, are the vectors of errors over the sample period for equation i.
In this portfolio framework the X; are, of course, identical across

the choice asset equations. Accordingly, the generalised least

squares estimate of the vector of the stacked B; coefficients,
namely, E, is:

F=Uewx " xy
3.9
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PRAai R R DRLAVIOUD 0L ACPOosILors (as a consequence perhaps
of the banks’ setting interest rates on deposits rather than the
central bank) or to the behaviour of the central bank in imposing
controls on interest rates or on ‘quantities’ or on both. In
addition, those factors as well as past decisions are likely to
inhibit the banks from adjusting their stocks of choice assets at
will, thereby imparting a dynamic dimension to the portfolio
selection problem.i" In the context of Pakistan, Table 2.1, Panel
A, shows the composition of each set of assets, bearing in mind
the above considerations. That table also indicates the status of
the liabilities and provides details of the notation that we have
adopted for the scalar variables and returns.However, before
proceeding we note that because of multicollinearity between the
interest rates, the results that we present here arise from deleting
some of the interest rates -inflation rate (/NF) and interest rate on
loan to private sector (PSRL)- that have high correlation with
each other and retain a representative variable, bank rate (BR), to
count for their impact. We also aggregated demand and time
deposits into general total deposits (GTD).

When applied to the Pakistani data, 3.4 will be a five-
equation system. It is possible to delete one equation from
system 3.4 without any loss of information as to the precise
value of the coefficients of that equation.* This is due to the
aggregation properties across the various coefficients.¥ The
omission of one equation removes the problem of singularity of

11



We note, for the sake of formal completeness, that a
necessary (but not sufficient) condition for bank profit
maximising behaviour to exist is that liabilities’ supply (which
we do not model) yield elasticities be non-positive and that

viii

assets’ demands have yield elasticities that are non-negative™",

that is:
[ <0Y 4,

3.7a
I 20,Y 4

3.7b

The system defined by equation 3.4 defines a static
system which is estimated for the Pakistani banks.
(3.2). Empirical specifications: choice vs. non-choice items
and estimation procedures

To determine the banks’ optimal portfolio and, therefore,
its asset demand and liabilities supply equations, the balance
sheet items have to be separated out into choice and non-choice
items. In our case, given the system of controls imposed by the
State Bank of Pakistan, the banks will be selecting only assets,
so that the distinction amounts to one between choice and non-
choice assets (that is, with liabilities entered as negative assets).
The banks have to take whatever deposits they can at the interest
rates that are pre-determined by the central bank. In general,
assets can become outside the control of the banks for reasons

10



Cournot Aggregation condition. As a consequence of the latter
and the symmetry of I it also has rows that sum to zero." We
note in addition that there are no intercepts in equation 3.1. In
respect of B we observe that it has column sums of 1. This is the
Engel Aggregation condition.

The conditions and restrictions on the elements

(coefficients) of /"and B are:

iT=0

3.5a
r,=T,

3.5b
i'B=—i

3.5¢

Equations 3.5a and 3.5b are, respectively, the Cournot condition
and symmetry. Imposing symmetry is likely to increase
estimation efficiency especially in circumstances where
multicollinearity may be present.” Equation 3.5c states the Engel
condition, which has the negative sign on the right-hand side
because we have entered liabilities as negative assets.

The condition that the row sums of I are zero, that is the
system of demand equations is homogenous of degree zero in the
vector of asset returns (prices)"“; is:
iT' =0

3.6



Where, for an » dimensional choice set and an m dimensional set
of non-choice (exogenous) variables, 4, is a n-column vector of
choice assets at time ¢ and 4, is an m-column vector of
exogenous variables; and the transpose of j; are unit row vectors.

When equation 3.2, taken for the banking system as such,
is maximised subject to equation 3.3 it is a straightforward
matter to deduce that the demand equation system in the static
version of the model can be written as variants of those in Parkin
et al (1970), namely as:

Ap=IR+ B4y + &

3.4

R is an n component vector of expected decision period returns
on choice set items; /" and B are respectively nxn and nxm
matrices of parameters on interest rates and exogenous variables;
& is an n component vector of disturbance terms assumed to
possess a normal distribution with mean of zero and an unknown
variance covariance matrix, (2, that is e~N (0, £) and 2 = Q2
(e)=*®1I; where X is the covariance matrix of the errors across
the n equations for any given point in time, ¢.

A number of restrictions on the coefficients’ matrices I~
and B are implied. The matrix /" is symmetric and semi-definite
with strictly positive diagonal elements, since it is the variance-
covariance matrix of asset returns multiplied by the scalar 5/2.

This matrix also has zero row column sums; which is the



equivalent (CE). That is to say, the objective function amounts to
one that equals the mean of profit discounted by the product of
its variance and (half of) the bank’s risk-aversion parameter.
Thus let:
E(U)=E(a-ce™™)

3.1
Where: E is the expectation operator; U is utility per decision
period; a, b, ¢ are positive parameters; e is the Naperian e; and, ©t
is the level of real profit. If profit is normally distributed then the
expected value of the exponential term in equation (3.1) is
immediate since it is, effectively, the moment generating
function of a normal variable, with constant term of - 5. Hence to
maximise E(U) the bank (banks) should maximise:
CE = u—(05b)c*

3.2
Here, 4 and o’ are, respectively, the mean and the variance of
profit. The parameter b, of course, is the degree of risk-aversion
(of constant absolute risk-aversion in the sense of Pratt (1964)
and Arrow (1965)). The balance sheet is viewed as a portfolio of
assets (liabilities are treated as negative assets: hence the plus
sign in the following equation) and this must balance so that:
i, A, +iy,' Ay, =0

3.3



Table 2.4 shows that the variable capital and reserves (CAP) is
the most volatile with a 0.999 measure of dispersion. Figure 2.1¢

shows a plot of the exogenous variables.

(3.1). Model and Assumptions

We draw on the traditional mean-variance approach to
bank portfolio modelling™, doing so by assuming that all banks
behave in identical fashion (so that we can aggregate over banks
and refer to banks collectively) by maximising the expected
value of a concave (exponential) Von-Neumann-Morgenstern
utility function of profit (r). Profit is normally distributed, since
we assume that the returns on assets and costs of liabilities are
themselves normally distributed”. A bank is assumed to be a
price taker in the asset markets and therefore to maximise the
expected utility of profit from its portfolio, subject to the balance
sheet constraint (which must hold always) and to any other
constraints such as, say, that on the proportion of liquid assets,
which the central bank imposes on its portfolio.

The exponential utility function has proved to be a
popular function ever since it was first introduced into this type
of literature by Freund (1956). This is attributable to the fact that
when the argument in the utility function is assumed to be
stochastic and to possess a normal p.d.f, the optimal composition

of the portfolio is derived from the maximisation of its certainty
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Table 2.4: Descriptive Statistics on the Exogenous Variables
(million/rupees) o )
Variables* Mean Maximum Minimum SD SD/Mean**
™ 128709.7 447347.5 13100.40 117481.80 0.913
DD 46102.09 145774.2 9042.200 36959.51 0.802
GPUSL 24539.78 59210.00 4040.539 15906.26 0.648
CAP 11910.09 42136.00 899.4000 11908.56 0.999

* Variables ad defined in Table 2.1. **SD/Mean measures relative diépérsibﬁ.



Tables 2.2 to 2.4 contain such statistics for each class of variables.

Table 2.2: Descriptive Statistics for the Endogenous Variables

(million/rupees)
Variables* Mean Maximum Minimum SD SD/Mean**
GOVS 43862.17 150097.5 5709.400 42602.35 0.971
SBPB 32381.77 107172.5 5762.000 28776.67 0.889
TB 19386.63 89443.00 442.2000 21052.79 1.086
PSL 104973 .4 343116.9 14938.58 95100.51 0.906
CASH 28743.33: 103578.6 3418.900 27824 .41 0.968

* Variables as defined in Table 2.1. **SD/Mean measures relative dispersion.

Table 2.2 shows that the most active variable of the dependent
(endogenoﬁﬁ) variables is treasury bills (7B), which has a
relative measure of dispersion of 1.086. Figure 2.1a shows a plot
of the endogenous variables over the sample beriod.

Table 2.3: Descriptive Statistics on the Main Interest Rates (%)

Variables* Mean Maximum Minimum SD SD/Mean**
3BY 8.964 13.77 5.77 0.599 0.067
BR 9.829 10.00 8.00 0.442 0.045
CMR 8.705 12.92 3.79 2.057 0.236
PSRL 11.517 13.40 9.73 0.759 0.066

* Variables ad defined in Table 2.1. **SD/Mean measures relative dispersion.

In general, the interest rates are relatively stable, the
highest is CMR with a measure of dispersion of 0.236. The time-
profile of the interest rates are depicted in Figure 2.1b. Also, it is
important to mention that the nominal value of BR (bank rate)
has not changed very frequently and it is expected, therefore, that
there is a little information that it can convey in the estimation of

the banks’ demand equations.



insignificant when compared to other factors such as the
availability of funds. The model suggests that, amongst other
things, some interest rates have a significant role to play in the
formulation of policies designed to influence portfolios and,
thereby, the monetary conditions in the economy.
(2). Descriptive Statistics of the Variables

A list of the balance sheet items is given in Table 2.1: the
notation and the definition of the status of an item relate to the
econometric studies of section 3.

Table 2.1: Choice and Non-choice Assets of the Pakistani banks

Notation Status Description
Panel-A; Balance Sheet of Pakistani Banks
Assets
GOVS Endogenous  Government Securities (Bonds)
TB Endogenous  Treasury Bills
SBPB Endogenous  Borrowing from the State Bank of Pakistan
PSL Endogenous  Private Sector Loans
CASH Endogenous  Cash holdings
Liabilities
DD Exogenous Demand Deposits
D Exogenous Time Deposits
GPUSL Exogenous Government and Public Sector Borrowing
CAP Exogenous Capital and Reserves
ADJ Exogenous Adjustment  Item (residual assets-residual
liabilities)

Panel-B: Rates of Return on the Assets

Interest Rates

GBY Exogenous Government Bond Yield (interest rates on
GOVS)

BR Exogenous Bank Rate

CMR Exogenous Call Money Rate

PSLR Exogenous Interest rate on loans to private sector

INF Exogenous Inflation rate



loans continue as before and are governed by the terms of the
loans. In addition, all finance provided by banks to the
government, public or private sectors, joint stock companies is to
be only on basis of the specified Islamic modes of financing.

Over two decades have now elapsed since the
introduction of the Islamic system in Pakistan, yet research into
banks’ portfolio behaviour is largely uncharted territory. The aim
of this paper is to begin the process of filling that void by an
investigation into the behaviour of the Pakistani banks over the
period 1974-1994, by means of formal modelling and
econometric analysis. In addition, the paper aims to test if there
has been any change in the behaviour pre- and post-Islamisation.
The model used is based on the portfolio choice theory
originated by Hicks (1935) and developed by Markowitz (1952)
and Tobin (1958) and tested by Parkin et a/ (1970) for
commercial banks.

The remainder of this paper is organised as follows. As a
backcloth to our formal modelling and econometric analysis,
section two presents some descriptive statistics on banks’
portfolios. The third section presents the model, gives details of
the estimation procedures employed and defines the set of choice
and non-choice items. The statistical results are presented and
evaluated in the fourth section. Section five summarises our
findings and conclusions. The results, in general, show that some
interest rates are important but they appear relatively

2



Portfolio Behaviour of Scheduled Banks' in
Pakistan: 1974-1994

K.A. Kagigi"
(1). Introduction

The Islamisation process” of the financial system in
Pakistan was initiated in 1979 when the specialised credit
institutions in the public sector reoriented their financial
activities towards non-interest bearing operations. In January 1%
1981, all domestic commercial banks were permitted to accept
deposits on the basis of profit and loss sharing (PLS), during this
phase most banks were allowed to practice traditional banking
alongside the Islamic system. Therefore, separate interest-free
counters started operating in all domestic commercial banks, and
one foreign bank (Bank of Oman) began to mobilise deposits on
a profit and loss sharing basis. By July 1* 1985, all commercial
banking transactions in rupees (local currency) were made
interest-free and since then no bank in Pakistan, including
foreign banks, has been allowed to accept any interest bearing
deposits and all existing deposits in a bank have been treated on
the basis of PLS. Deposits in current accounts continue to be
accepted but no interest or share in profit or loss is allowed.

However, foreign currency deposits in Pakistan and foreign

* Department of Accounting, Garyounis University, Benghazi-Libya.
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