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PLANNING FINANCIAL PLOWS IN THE

T ——

EGYPTIAN BANKING SECTOR

¥
Introduction.

The Egyptian banking sector was complebtely rationalized
in 1961. A search is going on %o establish the sector’s mode of
operation under the new circumstances. Resources mobilized and
created by banks are *o be utilized to serve social ends. Defin-

jtions of social goals are in most cases fluid. This affects

in the same quality the operating rulses designed by policy makers-

Experience is gained and learnt by doing i.e., trial and error:
This method of management cannot go on forever Because market
mechanism is suspected. rescurce allocation is effected by

direct controls. The latter methcd entails differentiation among

borrowers on non-price criteria A priority scale for distributin

resources is developed to dictate who gats funds first. Demand

by borrowers on the bottom of the scale is satisfied according to

e W —— L —— et i e e
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This paper was prepared to the conference on Comparatbive

Planning heid wunder the auspice of Ford Foundation in coll-
ahoration with the Institute of Natipmal Planning and the
American University in Cairc May 1975-

/m



availability of resources. Whatever the method of allocation,
productions of supply offand demand for- resources are prere-
quisites for scientific planning, Excess demand or supply can

be trimmed by policy instruments. The level at which instruments
are used depends on their iwmpacts and the level of goals both in
financial and real sides of the economy. This paper is elaborate
ing a mode of operation for the Egyptian monetary policy in a
market-like framework.

The paper is compesed of two sectionsg

Section I: gives the institutional background and the

financial position of the banking sector,

Section Il: shows the mechanism of planning financial

flows,

Condusion ¢ advocates a mutul interaction between physical

and financial planning.

SECTION I s FINANCIAL FLOWS IN THE BANKING SECTOR

l.1. Institutional Background

The banking sector of the Egyptian economy cosists of t he

Central bank, commercial banks, and specialized banks, A brief
history of each component is due. The starting year will be 1898

when the National Bank of Egypt was estapbilished. The National



-3-
Bank of Egypt became known as the Central Bank in 1951. It was
operating as a commercial bank as well as a Central Bank. This
mixed character of activities was ended in 1%1. As late as
195 the Central Bank acquired the power te control money and
credit. A full history of how the Bank became an independent
institution goes hand in hand with the political and econémic
development of Egypt- The same can be said about commercial
banks: Excluding Bank Misr (1920) and Bank of Cairo, all commer-
cial banks operating in Egypt were owned by foreigners- The partic-
ipation in ownership by nationals came with the Egyptinization
Act of 1957 The Nationalization Acts of 1960 and 1961 put
an end to foreign ownership of commercial banks. The last com-
povnent of the banking seclior is the specialized banks whose oper-
ations comprise agriculture, real state, and industry Unlike
commercial banks; their namber remained the same after the Nat-
ionalization Acts of 1961 : an agricultural bank (1930), an,
industrial bank (1947), and 3 real state banks ( the 7 dest

goes back to 1880).

An intruding event came with the establishment of the

Banking Association in 1961. The Association was a subordinate



institution to the Centrai Bank. 1% was mainly concerned with
administrative tasks such as employment reguiation in the banking
seetor. In spite of the fact that the administrative fumctions of
the Association do not overlap with the techmical function of money
and credit contrcl by the Central Bank, the existence of a dual supe-
rvising bodies was seen as unnecessary. In so far as the Association
was deprived of the genuine function of co-ordinating eredit policies
of its subjects, it can be said that the event was a blind imitation
of Public Associations created for non-banking activities. The Bank-
ing Association abolished after about 2.5 year and the Banking Rela=

tions Department of the Central Bank took over.

Administrative changes=as distinguished from ownership changes-
came in 1964 and 1972. The year 1964 witnessed administrative allo-
cation of banks to sérve specific sectors. By then-after liquida-
tion of some banks and affiliation of the rest into larger units~the

banking system structure became as folleows:

The Central Bank of Egypt,

5 commercial banks g
3 real state banks .
An industrial bank 4

An agricultural bank )
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While the sectoral allocation of specialized banks did

not change, the sectoral operations of the five commercial banks

were regulated in such a way that each bank deals mainly with

specific sectors-

The aims of such specification are

to orient each bank with the aciivities of the sectors it
to contain the financial flows of non-banking sectors

within the purview of the banking sector, and

to help planning the financial flows between the banking

Eight years elapsed till a new administrative allocation

I. National bank of Egypt operates with:
a- Associations under the control of the Ministries of
Agriculture, Land Reform, Transport and Communica=

- ¢c. Some activities of the Ministry of Supply-
Bank Misr operates with enterprises under the contrel of

Bank of Alexandria operates with Indusirial Associations
(and enterpriges) excluding Spinning and Weaving enter-

I

degls with,
2-
;.

and ngn-banking-sectors.
1) Specification by Sector :

tions,; and Defence-
b Suez Canal Association

2) :

fHE‘Splnn;ng and Weaving Assoclation.
3). ¢

prises. :
4)- Bank of Port Said operates with:

a. Imsurance cempaniés. .
b. Associations under the control of the MinistTies of
Health, and Supply & Local Trade.
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of banks was introduced‘l) The aims of the new change ars not
different from the old one of 1964. The only difference is that
-each bank should operate with a -homogeneous economic activity
such as industrial and foreign trade operations. This new change
- -may- pave the way towards a full-fledged specialized banking
system a la socialist type-

1 2. Intrabank Financial Flows :

A common feature of the Egypiian barking sector is the
relatively small operations: of the specialized banks ' If that
is a-common chargeteristie shared by mest of developing coun-
tries, it is most vbvious im Egypt- The first reason is that
_the socialist transformation gave rise to.an increasing role

of the national budget in fimancing ecogomic development-in

particular long=term projects- The second reascm of the small

=ro =

Rank of Cairo operates With :
a. Enterprices of the roreign Trade Association..
b. Associations under the comirol of the Ministries of

Consruction, Tourism, and Information.

1t should be noteéd that banking operations in markehing

of agricultural crops-in particular cotion and rice Were

left without specification~they are commoa gparo' i~ »s3

to.all banks-. :
1) Specification by Activiby <

1. HNational Bank of Egypt is specialized in Foreign Trade.

5. Bank Misr (and its affiliate : Bank of Port Said ) is
specialised in local Trade ( including marketing of
agricultural crops}- ;

3. Bank of .Alexandria ( and its affiliate : The Industrial
Bank) operates with Industrial and. Agricultural enter-
prises.. . .

4. Bapk of Cairo is specialized im Services.

It is worth noting that the Specification by Activity extend=
ed to real State Banks. Two of the Real State Banks (L'Egypte
Hypothecare and its affiliate : Regl State 6redit Bank) are
specialized in Housing and Comstruction .
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‘scope of fimancial operations of specizlized banks is the scar-

city of financial resources mobilized by these banmks owing teo
financial investment preferenée in the liguid range hy bhe public.
The result is that internal resources of finance ape not sufficient
to cover demand for credit from each type of these banks - Trials
-to raise fundS . by selling debentures to the public is out of ques-
“tion - The experience showed that such -issues were covered by mone-
tary institutions or by commerical banks with ths guarant eass ot the
-Central Bank- Even the supplement of internal resocurces by debt iss-
ues fell short of the financial needs. The restriction of operations
to the extent of intermal resources of finance means a constriction
of the role of these banks . This cannot bhe accepted inso far as

other credit institutions cannot extend their services to the act=
ivities in the . domain of specilalized banks and at terms of credit

specified by the Central Bank . . There is an indispensable need to
-enrich.the”financial«rasaareastof:sPacialized banks by other credit
institutions : the Central bank and commerc ial banks

In this respect, Tables (1.1-(1 3) provide data for real state banks

industrial bank, and the agricultural bank respectively-

Each type of banks borrowed from the Central Bank and comm-
ercial banks. The reliance on loans from the Central Bank were most
abvious till 1968. The loans from commercial banks became dominant
in the last two years (1969 and 1970): the industrial-and the agrice
ultural-bank replaced the loans of the Central Bank by resources of
‘commercial banks- . The lather resources are relied upon more by the
real state banks. Throughous the pesriod, the average percentgge
ratio of borrowed funds to total assets (or liabilities) is 19.1%
for real state banks, 46 7% for the industrial bank , and 48 6% for
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for the agricultural bank. Twc important remarks are dus.The
first-remerk is that the claims of mometary imstitutions on

.specialized banks represent the demand by the Jatter for credits:
This-demand should teken in congideration in planming the demand
for credit on tha national level., -The sacond - Temerk is a con-
.sequent of the first in so far as-the»mnnetary"iaﬁﬁitutions‘will
fully cater for the eredit meeds of the specialized banks (the
difference between their internal sources of finance and credit
granted by them), planning the supply of financial resources

Cin the banking sector could be confined to mometgry inmstitutions.

Commexcial .banks are in a much betier fimancial positioh .
‘than specialized banks- Table §1'4§ shows that the outflow of
transfers from commercial to-the: Central Babk and to other banks
is larger ‘than the opposite inflow during the period 1958=1966
This trend is reversed-in the following three years. Ia 1970,
out flows overgrow inflows once again. The borrowing of commercial
_banks from the Cembral Bank was pronounced during +the periecd 1965
1970 ; the stock of -borrowed -funds increased from LE 82.7 million
to 378.0 million - It should be moted that the reliance of comm=
. ercial banks onloans ( tramsfers) Ifrom the Central Bank means
that commercial banke are in short of resources-orfamd they per-
- form certain“pyeratiens,,onvbehalf of the Central Bamk. For the
latter purpose;;fuads:ars;entnumted:to.cammerci&l:b&nks; What-
ua#er'tha“inteppﬂatatianx:thafiggtiggpfig! irom.commarcial banks

to other'bankingdimstitutiaRSﬂ:as:a;perccatage—ef-tetal aggsets
(or 1iabilities) aversged 9.1% during the period 1958-1966- The
percentage ratio of met inflow averaged 4.1% during the following

-
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-three-years. IV happened that during the years 1967-1969,
monetary policy was deflationary  Any complaint of nowadays
excess liquility within commercial banks as a whole or within
few of them is due to the lending policy of the Central Bank in

deflationary years-
Table(l-1): Intrabank Financial FlowS—
Real State Banks,1958=1970

(Stocks in LE million)

End of Inflow from Tg%gl Té%gl (3%5%(4)
June Central(l) Commercial(2) Assets
Bank Banks = T (1)+(2)

1958 0-1 - 0-1 208 -
29 0.1 - 0.1 20.9 -
60 0.1 0.2 0.3 21 9 1.4
61 4.7 - 4.7 28 6 16 .4
62 5.0 0.3 5:3 29 .6 17.9
63 4.7 0.3 5.0 29.8 16,7
64 4.9 0.3 5.0 261 19.1
65 5.0 0.1 Bed. 28 .8 177
66 5.2 - 5.2 28.9 17.9
67 5.2 0.8 6.0 28.9 20.7
68 5.2 1.6 6.8 29.5 23.0
€9 2.7 5.3 8.0 9153 25:5
70 1.3 ii.1 12.4 36.1 343

Source : Central Bank of Egypt = Credit and Financial Developments,
1967/68= 1969/70.
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Table (1-2): Imtrabank Financial Flows -
Industrial Bank,1958-=-1970

(Stocks im LE million)

Inflow from (3 € (5)
"“End of ~Cektral (1) Commercial.le) Total Total (3%(4)
June Bank Banks (L)+(2) Assets
11958 5-9 1.1 7.0 9.0 7T
59 5-9 0.1 6.0 8.0 75 -0
1960 6-9 0.1 70 9.2 76 .0
61 6.9 = 6-9 12.7 54 .3
62 6.3 = 6.3 12.3 51.2
63 6-1 = 6-1 12a1 50 -4
64 5«6 - 546 11.6 48 2
65 5.0 = 5.0 10.7 46 7
66 5.4 - 5.4 11.8 45 .7
67 7.9 0.3 8.8 14 .8 59 .4
68 4.0 6.1 10.1 15.6 60 .8
69 = (% 7.3 18 .6 392
70 = 58 Set 1851 32.0
Source

Central Bank of Bzypt - Credit and Banmking
Developments, 1958-1970.

'4

"
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Table (1.3) : Intrabank Financial Flows-

Agricultural Bank

( Stocks in LE mitliomn }

Inflow from 3 {43 (5)
Eﬁﬁnzf‘ Ceniral (1) Coummercial (2) Total rotal (3)%{4)
Bank Banks (1)+(2) Assets

1958 118 - 11.8 65.8  18.0

59 24 .6 0.4 25 .0 72 .8 34 3

1960 30.9 1.3 32.2 78 .86 40.8

61 24 .6 1.5 26 .2 78.9 33.0

62 38 .4 14.3 52.7 121:6 43 .3

63 Lz .2 29.8 720 128.2 56-1

o4 36-8 46.0 82.8 1517 54 .5

65 33 4 74 .0 107.4 183 +7 59-1

66. 468 o4 .7 111.5 188 .8 59.0

67 = a2 69 .4 85 6 166 .8 51.3

68 36 4 P 110.8 1901 58 .2

69 - 123 -0 123.0 196 -8 72 4

70 = 130.7 130 .7 177-6 73 -5
SOuréé -

Central Bznk of Egypt = Credit and Banking Development s,
1967/68 - 1969/70 =
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___Table “ ' »Intrabank Financial Flows-
Commercial Banks 1958-1970

(Stocks in LE million)

Bnd of Inflow from Total(3)
ey Outflow to Total(6) (7 8) (9)
Jiste 1 (2) (1+2) %) (5) (445) Net flow Total (7)%(8)
Central Spec. Centrgl Spec.
Bank Banks Banks Hanke
1958 1.9 121 1% g 44 &4 1ou2 25.2 41 2 3016 638
, 17.4 18. if 1 1 48 8 28.2 14,
2 G T ad B B s
21 o Z 23.2 223 5 20.6 85.1 53.1 5245 10.1
62 5.0 26.5 31-5 %3 35.5 109 8 78.3 548 5 14 2
63 261 28 0 541 88.9 46.6 135 .5 81 4 617:-3 1341
4 827 2%.7 109.9 102 .9 68.1 170 .1 60 2 79.9 7.5
65" 153.6 20.1 1737 99 2 93 9 193 1 19 4 888 3 2.1
66 187.6 31.9 219 5  136.8 97-8 233 6 il 1 994 .5 1.4
67 224:5 3303 257 8 128 4 92.3 220:7 ' ~37.1 1016.7 -3.6
68 272.0 11.2 283.2 134 .8 851 219 9 63.3 1106.0 5.7
69 332:0 15.3 348 .3 161 7 149 8 311.5 «36 .8 1257.1 =2.9
70 378.0 74 3854  241.3 1517 393.0. '+  7/6 i440,5 *0:5

B et = = Y s e T r—

Source : Central Bank of Egygiﬂ— Credit and Banking Developments, 1967/68-1969/70

i e L g e ot e ————— e

= Net outflow (+) and Net Inflow (-).
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1 3 Fimancial Position of Monegary Institutions *

Intrabank financial flows indicated the extent to which
monetary institutions support specialized banks - Claims of mop-
etary institutions on specialized banks are relatively very
small compared with claims on other sectors of the Egyptian ecomo-
my. The study of the financial position of monetary institutions
toward non-banking sectors will consequently disclose-among other
things-the extent to which the banking sector contributes to econo-
mic development  The non-banking sectors which deal with mbnetary

institutions are three

1. Private Sector defined as househsnlds, private business enterpris-

e€s. and public business enterprises.

iations of public business enterprises. and self-administra-

tive government Organizations ( e g railways)

3. Rest og;the-World Sector defined as exporters and importers.

It should be noted that what is called private sector includes
enterprises of the government business sector  The financial pos=
ition of memetary institutions towards each sector is arrived at
by deducting depesits from claims.. Ciaims are composed of loans
and securities held by banks. For the rest-of the-world sector,

claims are represented by foreign assets held by banks and are
valued in local currency- Tables (1.5) and (1.6) are worked out

on the above basis- The first table gives data in stock terms and
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the seewond in flow terms-.

Claim5 on the private sector in the form of loans is the

deminant component of total claims oh that sector, the percentage
ratio averaisé 92.5% . On the contrary, the dominant component

of total claims on govermnment is in the form of securities issuea

by goverrnment and held by banks, the percentage ratio averaged 89.6%
A pesrsistent upward trend iz observed for total claims on both sec-
tors- The trend is more paramount for claims on government . Flac~
twetions im deposits characterize governmemt deposits while those

of the private sector show a continuous upward movement. Lastly)

claims on the rest of the world dwindled continuously during the
period 1959-1968 -. Minus claims appeared aferwvards- Apart from
trends flactuations-.and relative importance of certain components
of claims-the financial positiom of mometary instituion can be su-
mmarized ag follows ; mohetnry“institutiuns are net borrowers from
private—and the rest of the world-sectors, and net lenders to thé
government sector, In flow terms, Table (1.6) figures the above

conclusioh-

The -previous sketch of the financial position of the menentary
instituions can shed light-in Expost sense-on two topics :
1. QContribution of the bznking sector in financing.develapment
and
2. Tesponsibility of non-banking sectors in generating the supp-
ly of financial resources is the banking sector.

The rest of this section is devoted to that end.

It has been shown that monetary institutions are net lenders to

the government sector. It can be seen from data provided in

7
o

i
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Table (1.6) that funds tramsferred to govermment are originally
those of the private and the rest of the world—sectors. Extra
funds are created by monetary institutions to help closing the
financial gap of the government sector. Funds transfered to the
goverament amounted to LE 771.7 million during the peiiod 1960-
1970 . Total domestic savings during the same period reached
LE 2787-0 millioh. If one takes the ratio of mobilized/&ransfe:.v

ed funds to total domestic savings as an indicator of the real

basis of financial intermediation, the average ratio amounts to
27-6%- There is no doubt that the ratio suffers from errors in

basi€ data as well as the effects of inflationary finance--

Inflationary finance is an intricate subject of research.
It is difficult to calculate the share of inflationary finance
in closing the financial gap of the public sector by monetary
institutions- A hybrid of genuine savings and inflationary
scurces are used., The existance of the latter socurces can be
revealed by.the share of public debt held by monetary instituions-.
0f the stock of public debit, the ratio held by banks ranged
between 63.0% in 1959/60 and &4.2% in 1966/67. Treasury bills
are a main component of bublic debt-

Government financial assets were utilized by the Central Bank as

a counterpart to increase means of payments - in particular fiat

money- In this respect; the responsibility of the private= and

the rest of the world-sectors are weak for the following reasons:

1. The private - and the rest of the world-sectors are net lend-
ers to banks,

2- .. demands. for ' credit by households and private business enter-
prises are coasidered only-after the satisfaction of credit

demands by public business sector, and .
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3. - deflationary tendencies are exerted by the rest of the world
. rgesotor as revealed from the: centinuous decrease -of foreign
2ssets held by bankse :

The villain is the-government sector.

-*?hs~deman&*farwcraditﬂisyaademand:for“finzncimi“rasourcos gen=
erated in the samkiag seetor.  Fimamcial resources comprise fiat
'mennwy«curmnnivﬂnpnsit85%anﬂ“quasiamoneye, If. a supply schedule
Tis;spedifted@ﬁ#hl*@etarmina#iﬁn'af“a market for finamgial resources
~e£-th&*bankingﬂ*sa:torannedsfa'paraiial‘spgﬁi?a;nﬁiﬁn of & demard
schedule. The:hingradianttmof*the'dcmand schedul:
banks and non-benking sectors. In se far -s monstary imstituticous
. will fully clese the financial:gap of specialized bamnks, the first
;couponent: of-dempnd can:be considered as EXOZENOUS . 'Equiliﬁrium

are specialized

or disequilibrium in. the market camnot be known umtil predictions
of demand by nou=hanking seciors.are made on the basis of their
behavioural demand fumctions. The role of monetayy pelicy is to
trim market conditions im the light of preconceivad targets of-
the central Bahke

The second section suggests a framework for planning financial
flow= is the banking sector.

>
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Table (1.5): Crddit (+)/Debit(-) Position of Monetary
Institutons
Towards Non=Banking sectors, 1969-1970

(Stocks in LE millicn)

End of Private Sector
year Claims
(1) (2) (3) &) (5"
Loans Securities fotal Deposits T Financial
Position
(3%;}(4)
1959 2396 11.7 251 .4 312 .4 62.0
1860 241.3 14.5 25538 305.7 49.9
61 249 4 i2.9 262.3 328.5 66 .2
62 270.9 20.2 291.1 255 o2 62.1
63 293.6 235 21 7] 403.1 66,0
64 305.0 24 .1 329.1 446 .8 11747
65 312.0 25.6 337.6 470 .5 13249
66 305.9 26 .8 33247 490 ,8 158.1
67 295.2 28.6 323.6 2359 210.1
68 328.5 % 359.8 55345 193.7
69 365.2 3243 3975 275.3 177.8
70 358.6 34.9 393.5 604 .3 210.8

® Cont.on P. (18).
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Pable (1.,5): Credit (+) /Debit (=) Position of Monetary

Institutions

towards Non-banking sectors, 1969-1570

(Stocks in LE million)

Government Sector

(6) (7) CHREI D) (10) . (1)
Bonds Treasury Others '~ Total Deposits Financial
Bills (6+7+8) Position
(9=10)
41.1 1750 53.0 269.1 65.8 20322
111.6 185.0 54 40 350.6 77 .4 273 .2
147.9 198.0 571 403 .0 76 03 3267
197.8 200.0 66,0 463 .8 60.0 403.8
264 .3 275.0 4.1 613 o4 8l.1 53243
(667.2) 83.8 751501289 622,01
(748.6) 89.5 836.1 139.4 698.7
(827.4) 91.2 918.6  102.4 816.2
(913 .4) 84 .5 997.9 106.2 §91.7
(938.5) 85.5 1024.3  98.9 925 o4
(871.2) 88,0 1059.2 102.0 957.2
(1100.9) 92.0 1192.9 119.9 1073.0
+ Cont. on P. (19)
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Table (1.5): Credit (+) Debit (-) Position of Monetary

Institutions

towards Non=-banking sectors, 1969-1970

(Stocks in LE million)
Rest of the World Sector

Deposits
(12) (13) (14) (152 C16) (17)
Net Cleaping Counter= IMF Total Financial
Foreign Alc fond Position
Assets (U.S.4.) (12-16)
126 .0 5441 26.3 9.7 90 L= ?5;9
112.0 49.1 558 16.5 121.4 9.4
99.3 63.2 &b .9 17.6 129.1 29.8
56 <5 56 .6 67.0 375 -~ 161.9 105 .4
54 .9 47.3 101.5 44,0 192.b 137.9
46.7 230 108 .6 48+5  210.3 163.6
10.6 334 113.2 44.9 191.5 180.9
(=)
50.9 26.9 130.7 378 196 .4 246 .3
65.3 3346 131 4 39.1 294.1 272 ot
bl.3 bl 7 143 4 38.9 227.0 268 .3
79.3 43.3 145.7 -gls0 22046 2999

126 .4 41.5 145 .8 33.8 221.1 3475

Source : National Bank of Egypt-Economic Review ( different
isses).
+ Current, time, Savings, and banking post office=deposits.
+ Includes conterfund for coins and goverament post office
depositse
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Table (1.6) : Credit (+)/ Debit (=) Position of Monetary

Inetitutions towards Non-banking Sectors, 1960-1970

" (Flows in LE million)

(2) ' (2) (3) (4)
End of Private Rest of the Total Government

Year Sector World (1)+(2) - sector
. (:) ; | (f)

1960 +22,1 45,3 -23,2 6949
61 ~16.3 20,4 ~3657 5345
62 + 0.1 7546 =755 77,1
63 -2359 32,5 -56}4 128.5
64 ~31.7 2547 =574 89.8
65 ~15.2 17.3. ~32.5 7646
66 -25.2 65ﬁ4 ~ -90.6 11?55
67 ~52,0 26&1 ~78.1 12545
65 #1654 1549 + 0.5 337
69 +15,9 1156 + b3 31,8
70 =350 47,6 -80,6 115.8

Sources

Table (1,5)
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SECTTON II. PIANNING FINANCIAL FLOWS_IN THE BANKING SECTOR

For planning financial flows in the banking sector. it
makes no difference whether banks are classified by sector or
by activity' The first two aims of manageing the activities
" of banks are secured (of .P .5 ). The third aim is the core of
the problem A step toward this aim was taken in 1966  That
was the introduction of the Unified Acnounflng‘System confined in
its application To public business enterprises- The accounting
system undeubtedly facilitates the flow of unified information - in
particular the financial accounts of business enterprises - to all
units of the banking sector. EX Ante financial plans prepared by
public business enterprises and submitted to banks (irrespective of
their accuracy) are wseful indicators of financial flows in or out
of the banking sector. Similar information are lacking for other
dealers with banks: households & private business enterprises and
the rest of the world It is the task of the Central Bank to
document such information and tc work out prediction of financial
flows in the banking sector This section outlines a framework in

this regard.

We start with the supply side of financial resources-
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II;I Supply of Financial Resources

Supply of financial resources is mainly a function of

financial investment preference of the public (including govern-
ment business enterprises); In section . I,it has been shown that
a market for securities is hardly existent outside the purview of
the banking sector; Intrapublic sector financial flows are not easy

to quantify or control, It can be said thai financial investment of

the public is highly liquid in the form of demaﬁd -~ and savings =
depositsf The ability of banks to supply financial resources is

_increased the larger are the flows of public funds to the banking
sector, On the other hand, the larger the ratioc of currency in the
hands of the public té deposits, the more that ability is limited:

The flow of currency between commercial banks and the Central Bank

represents a second determinant of EX Ante supply; The larger the

i

ratio of currency to deposits which the Central Bank demands, the les

5
~h

is the flow of supply; Thus for planning the supply side, a .sel

predictions are required:
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j. The volume of public's deposits (D).

2. The ratio of currency to deposits held by the public
(K), and

31 The ratio of currency to deposgits demanded by the
Central Bank T;ﬁ)

The first two sets of predictions are schedules of preferen-
ces- The last set is a policy instrument determined by the Central
Bank to set the iflow of fiat money and sequently the supply of
financial resources of the banking sector  This set of prediction 1s

feait with 1ater;

The public‘s demand for deposits i1s dependent on its disposable
income- DispoZ2ble income is arrived at by deducting the following
items from GNP-

il Net resources of the government {taxes minus subsidies)

2. Surplus of public business enterprises. and

3. Forced savings in the form of penszion and insurance,

To cater for the part of savings in the form of deposits

held by government business enterprises. a second explanatory
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variable is the surplus of government business enterprises.

The two explanatory variables represent the scale variable in

the demand function for deposits; Substitutional effects can be
revealed by a vector of interest rates: own rate and opportunity

costse. However; prices will be ignored for the moment .

So, the public's demand function for deposits can be
formulated as follows:

X
DT Dlgt g Y DG e

where Dg = deposits held by the public (lower letter) and entrusted

(1)

to banks (upper letter),,Ydis = disposable income (private sector)

and Sge= Surplus of government enterprises.

The second set of prediction is dependent on two magnitudes;
currency and deposits; The demand schedule for deposits is provided
above. The demand for currency (M) can be considered simply as a
function of GNP (Y) a la cambridge equation as follows:

b
M = KY 2
p @

Where Mg = currency held by the public and issued by banks.
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Financial resources in the banking sector are not confined
to currency and deposits of the public Thore are other two holders
of deposits: the government (Dz) and the rest of the world (D?)
The easiest treatment is to consider both as ekogenous However. a
benavioural function for each component will be provided: For
government . the main determinant is the net revenues of the gdvernment
taxes (T) minus subsidies (A). For the rest of the world, the main
determinant is a composit® variable standing for credit facilities
This variable can be compiled by deducting from the balance of trade
(commodities and services) the sum total of sources of financing that
balance other than credit facilities. Respectively. the demand for
deposats by the government and by the rest or the world are formulated

as follows:

= PD 4 Fl (9 BTY ) (3}and

Where E = exports, X = imports. and Ifz long~term foreign capital

inflow



An aggregate supply function incorporates components of

supplys
b b b b
(SF)b = (DP + MP) + Dg + D (5)
Where (SF)b = supply of financial resources in the banking sector.
- =Sk (1)
IT.2. Demand for Financial Resources
Dealers with banks who are responsible for generating financial

resources in the banking sector are also demanders of . funds from banks;
the public, government, and rest of the world. On the outset, demand
for credit by specialized banks (Cib) will be considefed exogenous for
reﬁsons mentioned before (cfs P; ﬁéﬁ. Amn endeavour is worked out to
split the demand function for financial resources by the public into
two subfunctions: one for the demand by government business enter—
prises and the other for households and private business enterprises.
The first reason is that a vector of determinants can_be.distihguished.
for each component?% Thé second r;aSOn is that the bulk ﬁffgpantéd
credit goes to governmeﬁt'business enterprisesa However, it should

be remembered that data concerning deposits held Ly - and credit

(1) Demand for financial resources is used syncnemously as demand for
credit,



granted to - govermment business enterprises are amalgamated with the
two similar items periaining to households and private business enterwr
prises; This remark is recufrlng 1a£er on. The purpose of this sub-
section is to formulate a demand function for credit by each non-
banking sector. provide an aggregate demand function. and interweave
the demand and supply sides of the market for financial resources

into a planning framework. Before starting with the demand function
for credit by government business enterprises. a documentation on

the dual concept of Authorized and Utilized credii is given;

Each unit of the banking sector is authorized by the Central
Bank to supply a certain volume of credit to sp;cific borrovers in
specific sector or activities (cf: Specification by Sector and
Specification by Activity) This authorized volume of credit can be
labeled then Ex Ante supply or demand. How Ex Ante supply or Ex Antie
demand is quantafaed is nowhere known in published banking documentsT

It is only known that the needs of the administration and the govern-~

ment business enterprises get priority in distributing banking credit
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However, errors in planning are revealed in the market in the form of
excess demand or excess supply; Tﬁe available dat§ pertaining only
to credit -facilities duringlthe period 1959-1967 as shown in Table
QII:I), indicate that there is more or less compliance between
authorized and utilized credit granted by specialized banks and the
Central Bank. Excess demand for or excess supply of credit facilities
from commercial banks is revealed throughout the period; In average,
disequilibrium amounts to 60;4%. For the banking system as a whole
- including specialized banks - the éverage amounts to 56.8%, It
would have been very helpful to know in what sector or activity
disequilibrium reveals itself = at least to know where the errors of
predictions are Host occurant, In this respect, available data as

shown in Table (II;2) are in short. On the level of commercial banks:

there are two probabilities and the choice between them is difficult
to state., The first probability is that a voluntary shift backward
in the demand schedule for credit facilities took place throughout

the period, Excess supply is the consequence; The second probability
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is that commercial banks were not able to satisfy demand for credit-
Excess demand is the result and credit rationing was applled; This
probability does not exclude the case that some commercial banks
experienced excess liquidity- At the same time, intracommercial
banks transfers did not nullify excess demand Whatever the case,
the administrative specification by sector cannot be blamed for

malplanning.

It is left to be shown that credit facilities are not a meagre
portion of total claims of the banking sector. Table (II.3) shows: '
the percentage of credit facilities to total clalms: On the average,
credit facilities represent 33:2% of the stock of total claims-

The percentage rockets higher if imposed investment in portfolios are
excluded from total claims. The conclusion to be considered is that
proper planning of the market for financial resources of the banking

sector will help narrowing the disequilibrium gap.

Demand for banking credit stems from the absence or/and

higher cost of pther sources of finance. The flow of information
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on the financial position of bLorrowers are crucial in predictions

of demand. National Accounting System and Financial Flows Tables

are indispensable in this regard: It is out of question that the
Central Bank should show an immense interest as to the accuracy and
uptodateness of that information system = not to say making use of if;
Statisties on short-and long= term credit are just an aspiration;
Determination of credit to households and private business enterprises
are required instead of mixing them up with credits to gevernment
business enterprises in one category; Claims on Private Sectof;

Until time is ripe for adopting such elementary steps, predictions of

demand are practically informed guessesQ

Leaving aside aspirations and refinements, what is suggested
in the following demand fuctions is that each non=banking sector

exihibits a certain behaviour in demanding credit from banks.,
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66 Jo971.0 | 357.0 |45.3 | 37.9 147 | 4.7 |1032.0 | 409

67 963:6 | 358.1 |60-5 | 537 13.4 | 13-4 1037.5 | 425.2
Average |670. 2 265.5 |37.8 | 35.2 |18.0 | 14.4 728,5 | 315.1

Source: Central Bank of Bgypt « Credit and Banking developments,
1962/67 ' ; "
A = Athorized  and U= Utilized




Table (II.2): Distribubion of credit Facilities by Type

of Economic Activity, 1959-1967

(Stocks in LE Million) |

FERVER

End of Agrié%{ture Indgggry Coéggrce Segﬁgces Btézgs nggl 'nggl i
June Used Authorized (6)%(7)
1959 4};1 7.8 .;,8';;1 11,0 17}_3 189,3 L“56 f+’-s;;6'
1960 13.7 11504 o 12,2 20,8 25649 509.2 504

61 13.1 127.1 16803 13,8 21,1 283.4 574l 49,3
62 25,0 146,8 S 22,0 27,1 309.2 685.9 45,0
63 28.3 i R 234 27,3 3023 i1OBal o .S
6l 13.8 168,8 b 19,8 25.5 304,0  B68,0 35,0
63 2?57 19240 134£o 2650 32,1 411£§ 95339 4342
o2 20,2 193.5 1269 39.3 29,7  409.6 10310  39.7
8¢ 32.5 225.7 11843 30.0 1857  4e5.2  1037.5 4049

Source: Central Bank of Egypt = Credit and Banking Developments, 1962/67;

_ag_



Facilities/Total Chal Claims Granted

by _the Ranking System. 1959/1967

(Stocks in LE Million)

— B TP ST B R A S i i e A s S A S S i S R P O B A A £, Ve e P S e S Y AR A T S

) Monetary Instituticn Specialized Broking system
S e e e e e S 15) TG (e
Private Govern- Claims Clainms Claims™ Facilities
T Ee i e SRR o e G L e
1959 2514 269 1 520.5 48 4 568.9 189 3
1960  255.8 350.6 . 606 4 S48 661 .2 256 .9
61 262;3 403 0 €65 3 { €8.3 ?33;6 283. 4 }
62  291.1 463 8 7549 953 | 850.2 309 .2 é
63 . 3171 613 4 930.5 | 101.5 1032.0 372.3 |
64 3291 751 .0 1080.1 1025 %1132.6 304. 0
65  337.6 838, 1 1175.7 120.7 2L29674 411.8
66 332.7 918.6 ©1251.3 123 9 | 1395,2 409 .6
67  323.8 997.9 13217 | 128.6 | 1450, 3 425 2

iFacilities/
Total Claims

.,Eg =

=)

Source Centrdal Bank of Egypt - Credit and Barking Developments, 196%7/68-1969/70

+ Stocks of claims in the form of portfolic are given in Table (I.9).
++ Percentages are calculated on grosgs basis i.e. , intrabanking transfers

ignored. While it 1s possible to delineate transfers from; the central 3nnh to Comne:

banks_ and +«c transfers £rom monetary 1ubtltut1nn to puclﬂllﬁhﬂ bauks)
to calculate credit facilities on a net basis

it is 1mpoau1ble
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Demand for credit by public business enterprises is assc-
ciaied with operating and invesiment needs. Operating needs are

‘-

revezled by income expenditure statements of the enterprises;

An excess of expenditure over income reflects a financial gap to be
covered by indigenous transfers or/and non-operating revenues:

Transfers and non-operating revenues are a buffer=stock against

financial emergencies. They perform the same Function as precautionary
liquidity held by‘enterprisesg If periodical revenues are not
synchronized with_peri&d&bal:gxperditure,temporary-needsVror'cr;dit arisess
The ability to pay such credits depends on the final results of the
operating stage: Over a given peried, outstanding credits reveal

the need of the operating stage to borrowed funds. A catch-up

variable to be associated with such need is the operating volume quantiie
ied 2. production volumel As for investment needs, borrowed fﬁn@s are
supposed to be positivly coﬁrelated_to investment vdluﬁe anﬁ negativily
with undistributedlprofiés; Taken tqge?her and assuminé that bgrrowed

funds from outisde the banking system are nily the demand for credit

is a function of these wvariable:




l, Production volunme
2, Investment volume; &nd

3. Undistributed profits.

The specification of only these variables as determinants is
imposed by the availability of data, Production volume will De
denoted by (Vge) investment of aovernment bussiness ~:« enterprises
by (Ige)’ and undistributed profits by (Pge), and demand for credit
by this sector will be referred to as (C%e }; Thus, the demand functica
can be specified as follows:

ge ; S T & (6
Cb — é 5 Sl V + &2 :B; + (\3 PBC - :‘,)

Demand for credit by government administration (C%) can be
specified as a function of tax yields (T) and government consumption
(Cg); Government consumption represents the bulk of expenditure to
the extentrthat investment expenditure can be ignored; (In fact; the
burden of investment is carried out by government business_enterprises)
However meager the investment of the administration (Ig), it will be
considered as a determinant.

Theoritically, demand for credit is

positively related to expenditure (Cg + Ig ) and inversely
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related to tax yields;

So the sescond demand function can be specified as followed:

CE = 4%‘ + ‘QET + '4% (Ig + Cg) (7)

The demand function for credit by households and private
business enterprises can be specified as for government business
enterprises; Only, one should account for credit to finance
consumption of the households, In other words, household consumption
(Ch) is added to the list of other variables; volume of production
(Vpe); investment (Ipe). But since financial gap in the households
and private business enterprises occurs unly when expenditure exceeds

disposable income, the latter should also be added to the previous

variable. A composite variable'is defined’ as’ consumption and invest-
ment minus disposable;éycomg:(Ipe+.ch-rYdis)‘to;gaﬁeg for the finan-

cial gap. The more the gap, the more the demand for credit.
foagh s i L 1 o “the dapnnnd o cradis

Lis
So, the thTird function for credit can be specified as follows:

EREPE o e S, -0, ) 2 B+ S

b 0 2 ' pe e 0

The last component of demand is that by the rest of the

world, The dependent variable is foreign assets held by banks,



In the final analysis, the flow of foreign assets ocul or intc the

banking sector is dependent on the financial position of the balance
of payments, The experience in Egypt shows that foreign assets were

ts in the balance of paymenis

[=is

used as a source of financing defic
(of: pe 19)e Other sources of financing the deficit are long=term

foreign capital inflow and credit facilities, Thus a composite

(s}
=4
ct
o)
et
-
i
[l
«

explanatory variable can be arrived at by deducting fr
balance (E = X) both long~term foreign capital inflow (I{) and credit
proportional to the above compesite variable, Thus, the function for

credit demand by the rest of the werld can be formulated as follows:

f o o— B
C, = \\E&:—xl - If-l'}l:] (9)

An aggregate demand for credit function incorporates

components of demand:

’ o wEe e ~Dtpe 1
‘DF)b = Cb . Be o+ Cy, + Cp 4 q

Where (DF)b = demand for financial resources of the Banking s=2cior,

and Cib = demand for credit by specialized banks from monstary institu-

e

‘tlons.



The important question now arises. How useful is the under—
lining of the problem in a market framework, The framework is useful
so long as it provides maeans for rational allocation of resources.
Applying this oriterion will show that the mechamism of supply elucid-
ates how financial resources are generated; A cost factor can be congid=-

llv;\r ®

i

ered explicitly in predictions of demand for deposi®s and curr

The cost is a hyrid of interest rates paid on deposits and the oppore—
tunity cost of holding currency by the public; As is well known, th=
cost should be lifted up by banks in order to decrease the ratia of
currency to deposits held by the public. The rewar& is that the mech-
anism of supply deponds more on genuine savings rather than on fiat
money; Jbviously the supply mechanism can generate a supply price of

o

resourcese

On the demand side, functions have been specified intentional’

without prices. Prediction of demand can proceed on the basis of

-
L

nonprice determinants., Total demand is then compared with total

in order to gauge the extent of excess demand or supply. Excess
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eserve ratio (f{);

L

supply can be frustrated by adjusting the
The resultant excess demand can be frustrated in two ways: by cost
or/and credit rationing: The degree of rationing depends upon the

extent to which cost affects demand. This points out the indispensable
need to incorporate a price determinant into the demand functions, The
price should be the same wherever demand comes from. The implication

is that distribution of credit should be price-guided in the first place.
Credit rationing tekes care of the prioity scale mentioned before. In
other woeds, the specifioation of the demand side of a market discloses
two needs for rational allocation of credit:

l. The supply mechanism should generate a tentative
supply price for credit, and

2, Credit rationing will supplement price nechanism,

The above mechanism in summarized in the following diagram:
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Supply of Demand for
funds r_giﬂgg_*ia funds §
- R _—— (4) 7R
Use of policy Stage Credit
instruments (3) rationing
T = y
Determination ‘ Demand |
Stage e
of supply (2) ” (Priced)
price s T(‘
Supply of funds Demand
Stage
to banks (15 (non-priced)
(non-priced)

The diagram is best understood if viewed as a circle divided
into two halves: The righthand half depicts stages of determining
demand: The lefthand half depicts stages of determining supply.

In stage (1), the banking system is receptive; it forms estimates of
demand for credit and supply of savings in the form of demand = angd
time~deposits (with.out consideration of debit/credit costs). The
supply price is determined in stage (2) on the supply side. This
price is feeded to demand side to form estimations of the influence

of credit cost on demand = hence the determination of demand taking
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in consideration prices. In stage(3), the Central Bank shouid

s

decide the degree of credit rationing in the light of information

3
2

given in stage (2) as well as the levels it sets for reserve ratio,
Equilibrium is ensured automatically in stage (&) even if there is

differential setting of prices or/and credii rationing by sector,

Differential¥ treatment can Ee seen both in a capitalist
arnd in a socialist economy. The technique of credit rationing
caters for such discrimination among borrowers and frustrating excess
demand, Excess demand can be eliminated by higher costs or/and non=-
price conditions of credit such as dear collateral, short period of
repayment, and small size of loans, This phenomenon is paramount in
a mixed economy in which government and private economic units compete
for scarce credit of the banking system. It is correct to argus that
certain borrowers, sectors, or activities should get credit cheaply
and easily. The specification of these prefered clients are subject

to political and economic criteria, Interference of criteria excludes
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any setting of a shadow price applicable to borrowers without =

.-

differentiation? In so far as the above is pragmatic, one is con-
fronted with a set of supply prices for credits However, the
determination of each component of such a set should revolve around

a realistic price of credit. At any case, the line of argument is

that the suggested framework is viable with different supply prices;

Conclusinon
An intergral part of planning financial flows on the sectoral

level is to plan flows in each bank seperately; The suggested framework

is still useful in this regard, Since excess or shortage of resources
on the unit level is expected to take place owing to specification rules,
=

intra-banks transfers should be regulated by the Central Bank ia‘%rder

i

tc res’ize targets of planning the sector as a whole, 'éa§toral targe™:

are an intergral part of national targets.

£

E G e

( )A pure market machanism is in work in case the markei Ior <rss
cleared only by price. If demand and supply schedules are st
statistically tested, and are stable=solution of the equilibriuam

condition will yield a shadow price for creditb,

5 ¥
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real and financial sides of the economy. The Egyphian experience shows

-
]

that financial phenomenon does not cnly depend on the rea

(1)

but also follows it. In other words, the causal relationship

from the real to the finaneial, not vice versa, This state of af

means that the financial planner assumes a passive role in policy

L= -

making. The indispensable need to finance pard of investment by

creation should be reconciled with stabilization needs in sc far

i

investment is both a capacity = and demand = generating variabls,

doubt, the performance of the shori-run stabilization policy will.

the extent to which real per capita income is growing in longer tim

e

periods. The mutual interaction between the real and financial

phenomena can be demensratsd by our suggested framswork.

(1) El Sayed Nassef:"Interection Retween the Real and Financial
Phenomena in the Egyptiah Economy", Memoc 1093, Institute of
National Planning, Cairoc.
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The Central Bank is informed with developments of real
variables (Exogenous); In so far as real developments will affect
the banking sector; predictions of inflow/outflow of financial
resources via the banking system are worked out., Conditions in
financial markets will decide the extent to which the Central Bank
could comply with conditions in goods markets, i.e. whether the
Central Bank should follow an expansionary or defl;tionary policy.
A passive role is not an interesting one: If an active role is assumed,

targets on the real side of the economy can be made realistic in

promoting economic growth;



