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Interaction of the F Real and Financial

Phenomena in the Egyptian Econonmy
( 4 Study in Methodology )*

I. INTRODUCTIOW

@

In developing countries where the financial markets are backward,
the financial expert contribution in policy making may be questioned.
Monetary and financial theories are developed to suit highly developed
economies in both real and financial sectors, However, the policy maker
whether in developed or a developing economy is facing the same problem;'

how to use financial instruments. to accelerate the rate of growth of real

income? Traditional instruments to achieve this target are available.
Nevertheless, the scope of using them are quite limited in developing
countries owing to their well known characheristics. This does not mean
that the financial expert in = develbbing'economj is helpless. What is
detrimertal is not backwardness of financial markets but the lack of
theory explaining how the real and financial -sectors of the economy are

linked:

‘1, What are the common.economic variables which affect physical
= producticn processes on one. hand, and monetary expenditure

on goods and services?,
=S

2. What are the variables which carry a decision from the real
side to the financial ‘side and vice versa?.

4t the outset, it,shouid'ﬁe enphasized that an answer to the

‘iprevious qﬁesfibns will hot be found without discovering the causal

relationship between_statistically’availthe real and financial varia-

bles with the object of showing "which follows which''y It goes without

% This paper pas ‘been submitted to the 1nternatlonal seminar on problems
of reproduction and: nstional-economic planning, Berlin, July 1974.
(1) Financial merkets are, in mast cases, confined to the institutional
credit of banking system. To this ‘extent, financial-and monetary -
policy are synonymousa. ; | ;




saying that such a knowledge is needed to realize where to work out an

jnstrument to affect renl or/and finenciel activitles of the economye

This paper discusses the causal reletionship petween the reel
and financial phenomena in the Bgypbtian econonye The methodology ex—

plains the struoture of the peper-

Section I is the introduction.

Section II documents income/expenditure flows of the mzin sectors
of the economy over the period 1960/61 - 1969/70 to see
how production, consumption, and investment activities
'affect their financial position—in particular towards

(1)

Section III screens the development over time of some financiel

the baﬂking system.

varisbles, in comperison with GNP es a eagtch-up variable
on the_rgal side of the economye BT (2)
Section IV evaluates the role of Egypticn monetary policy in the
‘ sixties-ih the light of reesl and fisnclal developmentss

II. FINANCILL FLOWS STRUCTURE

The financial & income/expenditure flows structures have
been worked out in another studygj)a condensed picture of the fing=
ncial flows is reproduced in Table II~1. The final statistical
results of that study shows that the public sector (government adnie
nistration and business enterprise) is a net borrower from the private
sector, rest of the world, and the banking systenm. The first column
in Pable II.I shows the initial financial position of the public secto
taking into consideration the funds sransfered by the foreign sector.
The contribution of the private sector is not shown since it was assun

$¢hat surplus funds of the private sector are channelled via the bankir

(1)&(2) See footnote (3)y.Pe Le

(3) El Sayed Nassefs: "Determinants of Monetary Policy §a Bgypt"s
Memo, 342 (Internall Institute of Nstional Planminmg (Cairo).
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system: the savings of the private sector are trusted to the hzuking
system and the latter transferswholly or partly these funds to the
public sector, To avoid double counting, the surplus funds of the
foreign sector which are chennelled via the banking system (colunn
o-Table II-I) increase the debted position of the public sector given
as corrected debted position (column 3-Table II-I). This step is
warranted since it was assumed thet all the foreign sector transfers
are channelled direcfly to the public sector without passing via the

‘banking system., The transfers of the banking system to the public

sector is what we are interested in.

_ It should be emphasized that the banking system transfers
are more than savings entrusted to the system by both the private
and the foreign sectors. Table II-2 shows the debit/credit-position
of the banking system towards the two net lenders sectors: the private
and the foreign sgctors. The difference between figures in column
2..Tgble II-2 and those of column 5-Teble II-I shows the volume of

(1)

banking .credit which supporis the public sectore ‘This banking credit

which augments real savings is expected to have economic consequences.

-

TIr. INTER4CTION BETWEEN:THE REAL AWD FINa 4L PHENOMENA

*Since national expenditure exceeds income generated from
the production process and-the banking system supports this state
of affairs, it is expected thats

1S Tates of change of means of payments (MP) move in the

same direction (+) as the retes of change of real GNP,

2, rates cf growth of(MP) exceeds rates of growth of real -

‘GNP, and

3, the diffarence between the two rates of growth tenta-
tively gives the rate of increase of the general price

level (GPL).

(1) Calender figures of column 3-Table II-2 should be converted into
fiscal years.
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Table (II-I)

Equilibrium Financial Position of the Public Sector
1960/61 - 1969/70 '

(LsBse millions)

— D e

“Initie.  Foreig: Ccmnoted Soeial Banking Total di‘fe=
Tinancial sector balance  insura- system trans— rences
Year position transfers (1)+(2) nce trans- trans—- fers (3) -
via banking fers fers ") +(5) (o)
(1) system (2) (3): (&) (5) (6) (7)
OF =) e e
1960/€l + 18.6 32,8 _1492 9) 61.7 6147 475
62,763 + 41.2 5440 128 ' 0 102.8 102.8 90.0
(=) | )4
63/64 135.8 29.1 16449 0] 109.1 109.1 55.8
64/65 129.6 ” 2leh 15 gl 117.6 83.2 200;8 4o 7
65/66 216.2 41.3 2bieh 150. 4 97.0 247.4 10.1
66/67 122.0 45.7 . 1677 161.9 96.0 258.1  90.4
67/68 182.9 2..0 203.9 167.5 5446 222:1 18.2
68/69  —— 1 2ari = e 181.5 527 2l4,2 —

69/70 - 29.6 - 191.5 7348 s e

Source: Institute of National Planning (Cairo) =~ Memo. 342.

(Internal).
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Credit (+)/Debit(~) Position of the Benking System towards
the Private Sector, Government, and the Foreign Sector,
1960 - 1970

(Flows in L.E., millions)

Private Sector Foreign Sector Tetal Government Sector
1) + (2)
(1) (2) (3 (%)
(=) = (+)
+ 2241 45,3 242 69.9
- 16.2 2044 36.7 B3%b
+ 0.l 75.6 757 771
; 2349 3245 56.4 128.5
- 31.7 . 25.7 57,4 89.8
= 1 5e2 17.3 5265 76.6
— 25.2 65.4 90.6 1175
= 52,0 26.1 78,1 755
+ 1664 15.9 + 0.5 33.7
+ 15.9 116 o 43 31.8
- 33.0 47.6 - 80.6 115.8

National Bank of Egypt—Economic Bulletin. (Calculzted fronm

the table entitled: Combined Balance Sheet of the Banking

Systen),
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1)
mabtas of annnal produet nnpnrjty( “of thc Beyplian vconomy
are not available. Hence, the rate of 1ncreﬂse in GPL cannot be calcu-
. (2)
lated as mentioned in point (3) above. OCnly. estimates of sunrreﬁqed“

A

rates 'of change in GPL can be found as the difference between the rate
of change in MP and monetary GNP, Table III-I shows the -development over
time of the obove mentioned three variables (GNP, MP, GND). 4 basic

remark is revealed by this teble: both rates of change in MP and GNP

L
[V}

o
e
™
o
3

o

follow the same direction over the whole period and from year
In the mean timé, the rate of growhth of MP exceeds that of GNP in conly
four years: 1960/561, 63/64, 6G/67, and 67/68. This mesns that over and
above the rote of increase in prices reflected by the index of GPL, the
suppressed price increasc should be added to get the actuesl change in

prices, The opposite is txmue for the remasining years, i.e. the rates

of change in prices are less than what are rellected by the GPL. This

seens impossible.

Onz should not be hasty to conclude that our criterion for calcu-
lating suppressed price increases is weong. The reason is thet when
national expenditure excesds national income, effective demand is sup—
pdrted not only by MP but also by quasi-money (QM). Therefore, a sorean~
of rates cof changes in QM and GNP is needed similar to the one worked
it between MP and GNP before saying anything about the content of any
on zmong MP, gM, and GPL,

o1
Table III~2 gives rates of change in QM.

slthough rates of change in QM move in the szme diresction (+)
@s MP (hence GNP) from year to year,the raie of change in GPL does
not follow the same couys® in most of yearns, So far, the evidence
casts woubt on the usefulness of monetary criteria to discern suppressed
inflation during the investigated period. This doukt can be justified

for two reasonss

6]

ity 1
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2 0

¥i) Annual product ¢

coatributed by t
DProOCEsS,

(2) This ealculated suppressed rate cf change in thﬂ general price

3

has to be cocrrected for any change in the velocity of money c
LO

pa defined as the sum of rsal valus added
e ctio

4.
u
ct of producticn engaged in the produ

a
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lo the official GPL is not accurate and suffers from out—of-
date defects, and

2. most important, the Egyptian economy hes not yet achieved

de

a state of full employment so that the interrelation bet—

ween ‘GNP, MP, and prices can be applicable.,

The fzilure of the moneta ry criteriz to discern the existence
of inflationary pressures in the Egyptian economy does not mean the
barrenness of monetary theory. It is highly probsble that & careful
study of the interrelation betwcen productivity, and rémunerations
of factors of production, in particular wages, could reveal pue.cets
of inflation from the cost side. This is not our concern here and
the price level will be dropped out from analysis in the rest of this
Daper.

"

- Left with three wariables (MP, QM, ‘and GNP), a basic feature
of the course of developmen£ of the Fgyptisn economy is prominent.,
The years 1901/62 66767, 68/69 have. witnessed de flationary tendenoies,

To be decisive egbout this conclusion - seen partly from the drop of
tie rotes of growth of the three variables in colparison with the rest
of the years - the financisl position of the public sector towards the
benking system is provided in Table I11-3, It is evident that the in-
debtedness of the public sector — which is mainly responsible for any

excessive increase in liqui dity during the ‘sixties ='is at Lower level

during the deflatiionary years

IV. REACTION OF MONETARY POLICY

)

The reaction of monetary policy to inflationary or deflztionary
tendenoies during:the sixties is revealed by the use of mongtary instru-

ments. We confine oursefives to two instruments: discount rate and

reserve ratic'(and liquidity ratio). The reason is the futility of
cpen narhgu'mp'“ations due to the nonexistence of a murhet for securi-
ties (private or governmental) outside the banking system. Toble IV-T

records the development of the monetary instruments,
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Rate of Growth of GNP, Means of Payments, and the
General Price Level, 1960/61 -~ 1969/70.

M £
' ;zigznzs Rate GNP Rige gi?§231 Rate of Suppressed
oy (;TE’mfl- Growth (?'E° Growth Level StiaqsessGRanES. An
lions) % mile o : % Brioes %
lions) 2 2
1€5)/60  397.2 137240 *.00 = -
60/61 430.1 8e2 1467 .0 6.9 100.5 0.5 + 13
61/62 449.1 4o 1550.0 5.6 101.6 1.6 e-Jian
62/63 479.2 6.7 1679,0 8.3 100.5 ~ 1.1 - 1.6
63,,6[“' 566.0 18.1 1883¢0 12,1 101-7 T2 * 600
64/65 634.4 12,0 2191.8 16.3 108.2 6.5 = = 4.3
65/66 667-.0 541 2388.2 8.9 1Rl 9.1 - 3,8
66/67 693.5 59 2458.9 2.9 126.0 8.7 + 1.0
67/68 713.1 2.8 2509,7 2.0 130.7 .7 T 90,9
68/69 73301'1' 2-8 2657-0 5.8 125.3 -~ 5.4 p— 3.0
69/70 764‘;4‘ ‘,‘}'02 292609 10.1 l}Ons 502 e 5.9
Source:

———

(1) Means of Payments: National Bank of Fgypt - Economic
Bulle '

(2) _GNP

tin.

1960/61-62/63: Hansen & Marzouk:

"Davelopment and Economic Policy in

UAR (¥egypt)', dmsterdam 1965.

1963/64-69/70: Plan Evaluation and
Follow—up Reports - Ministry of
planning.

(3) General Price Level: Institute of National Planning

Cairo). Memos. 181. (Internzl).




Table (III-B)

Rates of Growth of Quasi-money, 1960/61 — 1969/70

Components of Quasi-money (L.E, Millions) Total Rate of

s Savings and Post Office Governnent (L)+(2) growth

time deposits savings savings +(3) %

(1) (2) (3) (&) (5)

1959/60 85.1 37+2 B747 190.7 -
60/61 87.6 40,1 91.2 128.9 14,7
61/62 95l 43,6 38.8 227.8 Fal
62/63 134.6 51,5 . 67.6 B5347 113
63/64 1670 59.1 81.6 307.8 21.3
64/65 177 b 67.9 1257 367.0 19.2
65/6¢ 191.5 4,1 136.2 401 .8 9okt
65/67 187.9 75.5 108.5 371.9 = 7.4
67/58 208.2 69.5 103.2 380.9 2ol
68/69 226.8 6944 102.0 398.2 4,5
69/70 254.7 72.4 106.8 433, 8.9

P

_Source: Central Eank of Bgypt —~ Economic Reviey.
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Table (III = 3)

Financial Position of the Public Sector Towards
the Banking System, 1960/61-1969/70

yoar Debied ‘posie~ Rate of T T Debted Position Rate of
3 tion (L.E. change year (LE millions) Change
L, _pillions) % _ %
1ge2/61 61.7 20.6 1965,/66 97.0 12.8
1961/72 6543 17.8 66/67 96.5 11.5
62/€3 102.8 21.9 67/68 54.6 6.0
63/64 109.1 1849 68/69 3247 3.4
64/C5 83 .2 12.5 69/70 73.9 6.9

Source: Table (II - 2).
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During the sixties the discount rate changed only once:

in 1961/62 it increased byra% above the level of 1960/61; it
increased'from 5% to 5%. This:does not mean that this increase
is the cause of the drop in the growth rates of GNP, MP, and PL
in 1961/62, This can be seen from the flactuations in the
growfh rates of the above variables while the discount rate
peméined constant at the level of 5% during the rest of the
period. Consequently, it can be stated that the discount rate
has not been effective as a monetary instrument_during the
sixties. One justification of such an increase in the dis-
count rate is to correct some undesirable monetary events of
the fifties. This is evidenced by the similtaneous increase
in the reserve ratio from 5% in 196(/61 to 17.5% in 1961/62.
To be decisive about the effectiveness of the discount rate
change, a similer study to the one carried out here should be
tried. : : -
TR

The legal reserve ratio remained stable at the level of
1961/62 (17.5%) till 19€4/65. Then, it increased to the level
of 20% in 1965/66 and remained stable at this level during the
rest of this period.. If we divide the sixties into two equal
periods — the first five-year plan period (1960/61-64/65) and
the 5-year perisd‘afper—the'drop in the rates aﬁ*éréﬂth in GNP’
and MP oyer the séﬁbﬁé‘sﬁbbériad.is observed, iﬁ.pértiéular dur-
ing the defletionary years: 1966/67 - 68/69.  Since ‘the legel
reserve ratio remained stable during the second subperiod, it
is more accurate to correlate changes in GNP and MP with changes

in the actual reserve rstio to explain the drop in the rates of

growth. The increase in the actual reserve raztio during the

second subperiod coincides with deflationary years.,
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Table (IV - 1)

Discount Rate, Reserve/Liquidity Ratios,
1959/60 - 1969/70

Discount Reserve ratio Liguidity ratio

e R0 Legal Actual Legal Astual

1959/60 3 12,5 19.4 30 45,2
60/61 3 12.5 1547 d 1o 58,1
61/62 5 17.5 16,9 30 6046
62/63 5 17.5 1945 30 62,8
63/6k 5 17.5 20.1 30 59.8

- 64/65 5 17.5 19.7 30 5646
65/66 5 20.0 22,3 30 60.0
66/67 5 20,0 29.8 30 5543
67/68 5 20,0 26,4 30 53 4t
68/69 5 2040 25.0 30 61.9
69/70 5 ' 20.0 35,7 30. 62.0

Source: A. Samy: "The Role of vire 27, ' Bank in Developmeat During
the sixties", & Research Paper, Institute of National Planning

(Cairo) = 10thL Long~Term Course.
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Tabl (Iv-2)

Retes of Gross Domestic Savings/Investment end Foreign

Finance, 1960/61 —~ 1969/70
(% of GDP)
Year Investnent Savings Foreigﬁ finance Iniggizii{
1960/61 155 14,4 i1 92.9
61/62 16.6 10.9 5.7 62T
62/63 7.8 11.6 6.2 65:3
63/64 19.7 12.6 7.6 " 63,7
64/65 174 14,0 3.4 80.4
65/66 187 130 &t Sl 6945
66,767 1547 15.1 0.6 96,1
67/68 13:6 11a5 252 84,1
68/69 12.0 12.9 - 0.9 10742
69/70 14,2 155 0.7 95.0.

J «

Source: National Bamk of Egypt — Economic Bulletin, 1972,

S Foreign finsnce is equal to the trade balance

(goods znd services).
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Table (IV-3)

Production Growth%, 1960/61-1969/70,

e

Year 1960, 61/ 62/ 6 / 6L/ Year - 1965/ 66/ 67/ 68/ 69~
Scotors 53 52 65 ! €5 Sechors 6€ 67 £8 69 7k,

Production e 4,0 10,7 a2 3.0 Production 5.3 -0.9 0.1 6.6 Go8

nistribution 13«8 3.0 6.2 . 4.9 6.3 Distribution : 8.2 3.8 1762 ' 43 Te&

Services 5.9 1ol 16623140 5.1 Services 648 24 =721 :10.8 78 i
8 =

Average rate average rate 1

Of growth ?.8 2.? ll.o 809 438 Qf growth 6.8 2’3 —3'3 ?u':‘. ?-13

Source: Calculated froms:

Evaluation and Follow—up Reports-—Ministry of Planning.
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The legal liquidity ratio is constant at the level of 50%,

The actual liquidity retio is ebove the legal ratio znd rangeé
between 55.3% (1966/67) and 62.8% (1962/63). The vqriation in
actuel liquidity and reserve ratio from year to/giggests that
they are ths only instruments avaible to monetary authority for

the control of credits development.

Now a set of imporitant questions arises:

1. was it correct to follow a deflationary policy during
1961/62 and 1966/€7 -~ 68/697

2., was it not more wise to accelerate the rate of growth
of GNP by following an expansionary monetary policy

during 1961/62 and 1966,/67 -~ 68/697

%o can it be inferred that priorities of monetary p
e

e
0]

as shifted from growth to stabilization targ

e

&t
o
o)

above three deflationary years?

3

he answer %o the above questions takes the rsst of
this paper.

Generally, it can be said that the purchasing power of
money is a uceful indicator to guide policy decisions for stabi-
lization. Over the first five vears, the rate of change in prices |
was 8% while ilreached 20%over 1965/66-1969/70, 4 stebilization
policy was much needed in the second half of the sixties. Speaking
of the past, such a comparison is only sppropriate to gauge the
effectiveness of stabilization policy but not-the need for it,
The same argument is appliccble if a2 comparison is conducted
between the shadow exchange rate of the Egyptian pound during the
first and second subperiods, It is obvious that we connai rely
on the price level to give an answer to the above questions. 4&n

alternative is io bring back the conclusions of section III.
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With the help of scraening some financial variables, it was shown that
the Egyptian economy has wiinessed deflationary tendencies during some
yearss 1961,/62 and 1966/67 - 68/69. On the real side, a slackening of
rates of growth cau bs discerned during the same years., 4&s an exanple,
EEEEE_EESE gives raies of investment (savings) as a percentage of GDP

and the Tebis IV-3 zivss rates of production growth.

The rats of iaveostment is lower during the deflstionary years:
The rate decreassd from 18,7% in 1965/66 to 1547% in 1966/67. During
the following two years, it continued falling to reach a minimum level,
On the other hand. thz rate of savings increased from 13% in 1965/66 to
15.1% in 1966/67. 1lte rate of savings in 1966/67 is the maximum rate
during the sixties cad nearly equals the rate of investment. In 1968/
69 a surplus of savings over investment is realized. This is not because
a drastic chenge in the savings rate took place but because the rate of
igvestnent was at minimum. On the whole, the average rate of investument
and sevings was lower during the deflationary years,
4s for production rate of growth, the average rate is at minimum in
1961/62 compared with the rest of the first five year period. Also,
the average rate oi p?oducfion growth is minimum in years 1966/67 -
1967468 of the second half of the sixties. |

Now, i% can be inferred that: financial pianomenon does not
—x28lcla. pisnomenon does not

depend only on the real phenomenon but also follows it. Within the

information given here, the causal relationship runs from the real to

the finandial, not vice versa, This is not a surprising conclusion,

In the Egyptian experiance, economic forces of the supply side are the
main concern of the planner., This means that the financial authority

is given only a passive role in setting targets of development; they

have to follow the leader and adapt financial policies to the require-
ments of physical targets. Whether this is optimum is not our concern
here. Finably, it #s loft to state that eny evaluation of the effective—~
ness of financial policy during the sixties has to take into consideration

the dependent character of this policya



