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Vector Autoregression Estimates
Sample (adjusted): 1993 2014
Included observations: 22 after adjustments
Standard errors in () & t-statistics in [ ]
variables coefficient | Standard errors t-statistics
CPI(-1) 0.803589 (0.47441) [ 1.69387]
CPI(-2) 0.194063 (0.45003) [ 0.43122]
DB(-1) -0.017615 (0.02225) [-0.79156]
DB(-2) 0.055329 (0.02312) [ 2.39305]
DNB(-1) -0.113471 (0.04851) [-2.33906]
DNB(-2) 0.088307 (0.04575) [ 1.93018]
XP(-1) -0.001370 (0.01699) [-0.08062]
XP(-2) 0.026039 (0.01612) [ 1.61508]
XF(-1) 0.085000 (0.10427) [ 0.81519]
XF(-2) -0.085296 (0.13457) [-0.63385]
M2(-1) -0.107161 (0.27411) [-0.39094]
M2(-2) 0.415006 (0.25857) [ 1.60500]
EX(-1) 2.088611 (2.46930) [ 0.84583]
EX(-2) -3.519532 (2.77091) [-1.98742]
C -22.33481 (23.9885) [-0.93106]
R-squared 0.999517
Adj. R-squared 0.998550
F-statistic 1033.899
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‘ SUMMARY |



The importance of the study is due to the attempt to analyze and measure the

impact of the financial mechanisms used to finance the public budget deficit of the
State on inflation in Egypt since the commencement of the economic reform
program during the fiscal year 1991/1992 until the fiscal year 2018/2019, in order
to identify the mechanisms that Egypt followed to finance the public budget deficit
of the State during that period and the impact of each of them on rising of
inflationary pressures, then identifying the best alternatives to finance the public
budget deficit of the State, which would have the least possible impact on rising of
inflationary pressures, consequently enable the economic policy makers to take
measures that would bring about positive effects to reduce and contain inflation, in
order to achieve the objectives of the economic policy, so the study aims to:
e Analyze the public budget deficit, its sources of financing, the risks of each

and the development of inflation in Egypt during the period 1991-2019.
e Measure the impact of the financial mechanisms for financing the public

budget deficit of the State on inflation in Egypt during the study period.\

The study attempted to answer two main questions:
e Is there a relationship between the various financial mechanisms for financing
the public budget deficit and inflation in Egypt during the study period?
e What is the strength and direction of the relationship between the various
financial mechanisms for financing the public budget deficit and inflation in
Egypt during the study period?

The descriptive approach was used to review and analyze the data of the public
budget deficit of the State in Egypt during the study period and the financial
mechanisms used to finance such deficit. It also deals with the inflation data
expressed in the consumer price index in Egypt during the same period and data of
economic determinants that affect inflation. The standard analytical approach was
also used to build standard model based on the economic theories and previous
standard studies that dealt with the interrelationships between the public budget
deficit of the State and inflation as the standard model includes inflation expressed
in the consumer price index (as a dependent variable), and number of explanatory
variables represented in the financial mechanisms used for financing the public
budget deficit of the State, the import prices at fixed local prices, the money growth
to gross domestic product rate, the exchange rate of Egyptian pound against US
dollar in addition to an dummy variable that represents the political instability.

The study was divided into three chapters, where the first chapter dealt with the

theoretical framework of the relationship between the mechanisms of financing the
public budget deficit of the State and the phenomenon of inflation as the first theme
included in some detail the phenomenon of inflation in terms of presenting its most



important definitions and types. It also deals with the theories that explain the
phenomenon of inflation, then identify its effects and remedial policies of inflation,
while the second theme dealt with identifying the nature of the public budget deficit
and its most important types and an synopsis of the most important causes of the
public budget deficit in Egypt. Finally, the third theme included the financial
mechanisms for financing the public budget deficit and the impact of each of these

mechanisms on inflation.

The second chapter tackled the analysis of the relationship between the
mechanisms of financing the public budget deficit of the State and inflation through
clarifying the type and direction of that relationship, as the data of public budget
deficit of the State and was reviewed, as well as tracking the financial mechanisms
for financing the public budget deficit of the State and its relationship to the
consumer price index in Egypt during the period from the fiscal year 1991/1992 to
the fiscal year 2018/2019, using a time series covering the period under study,
where the first theme tackled the analysis of the relationship between the
mechanisms of financing the budget deficit and inflation during the study period, as
this theme was divided into three time periods according to the followed fiscal
policy. This is due to the adoption of different financial policies during those
periods and according to some circumstances that formed distinguishing marks in
the public financial situation, such as the implementation of reform programs
provided by the International Monetary Fund since 1991, as well as according to
some political circumstances that resulted from the January 2011 revolution, which
affected considerably on the total economic conditions, at the heart of which are the
public financial conditions, and in each of those three periods, the date of public
budget deficit of the State was reviewed and analyzed and the data of financial
mechanisms used for financing the budget deficit and the relative weight of each of
them and the data inflation expressed in the consumer price index. With regard to
the second theme, it includes measuring the statistically significant relationship
between the mechanisms of financing the public budget deficit of the State and the
consumer price index during the period of fiscal year 1991/ 1992 to the fiscal year
2018/2019 to show the extent to which there is a correlation between the various
mechanisms for financing the budget deficit and inflation, and the strength and
direction of such relationship. Finally, an overview was given to the public budget
deficit, its financing mechanisms, and inflation expressed in the consumer price
index during the period of fiscal year 1991/1992 to the fiscal year 2018/2019 to
clarify the existing interrelationships between these variables during the entire
study period.

Finally, the third chapter dealt with the use of the standard approach to test the
hypothesis of the relationship between the mechanisms of financing the public
budget deficit of the State and inflation expressed in the consumer price index,



where this chapter was divided into two themes. The first theme discussed the
indicators of the most important determinants of inflation in Egypt during the study
period, which is a set of factors that can bring about a change in the rate of inflation
during a certain period of time, based on the economic theory and previous applied
studies that dealt with the phenomenon of inflation in Egypt, while the second
theme talked about the standard study of the relationship between the mechanisms
of financing the public budget deficit of the State and inflation, where the standard
model included inflation expressed in the consumer price index (as dependent
variable) and the financial mechanisms used to finance the public budget deficit of
the State (as independent variables), in addition to the other most important
independent variables that affect inflation in Egypt during that period, i.e. the prices
of imports at fixed domestic prices, the exchange rate of the Egyptian pound
against US dollar, the money growth to gross domestic product ratio in addition to

dummy variable indicating the political instability.

The most important results of the study can be summarized as follows:

= The applied study proved that some of the financial mechanisms for financing

the public budget deficit of the State are a reason for generating inflationary
pressures in the Egyptian economy:

- There is statistically significant direct relationship between the banking
domestic financing of the public budget deficit of the State and inflation
expressed in the consumer price index in Egypt during the study period,
which means that the use of banking domestic finance for the public budget
deficit of the State increases the inflationary pressures in the Egyptian
economy. This is consistent with the economic theory that attributes a large
part of the inflationary pressures to the Central Bank’s increase in the money
supply to cover the government’s needs to finance the public budget deficit.
This result is also consistent with the analysis of the relationship between
inflation data and banking domestic finance, which was clarified in the
second chapter of this search.

- There is statistically significant inverse relationship between non-bank
domestic financing of the public budget deficit of the State and inflation
expressed in the consumer price index in Egypt during the study period,
which means that non-bank domestic financing can be used for the public
budget deficit of the State to contribute to reducing inflationary pressures in
the Egyptian economy. This is also consistent with the economic theory,
which considers that the use of financial surpluses in the non-banking sector
is an effective way to finance the budget deficit without the occurrence of
inflationary waves. Therefore, this financing mechanism is used at a large-
scale way within the capitalist economies of developed financial markets
through which they are able to provide the funds needed to finance the
budget deficit at low interest rates, which is a method that developing



countries do not use at the required level due to the limited money markets
and the shortcomings in the securities offered in them, as well as due to the
lack of sufficient confidence of some developing country governments by
individual dealers to lend to the governments of those countries. In this
context, it is possible to develop financing means that attract citizens to
participate in the process of financing development in their countries and that
have a financial return in addition to the importance of taking citizens’
opinions into consideration when determining development projects
implemented by the State and explaining the returns of those projects to
society and to shareholders therein.

- It has not been proven that there is statistically significant effect of external
financing of the public budget deficit of the State on increase inflation
expressed in the consumer price index in Egypt during the study period.

- There is statistically significant direct relationship between the import prices
at fixed domestic prices and inflation expressed in the consumer price index
and there is also statistically significant direct relationship between the
money supply to gross demotic product ratio and inflation expressed in the
consumer price index.

- There is a significant inverse relationship between the exchange rate and
inflation expressed in the consumer price index in Egypt during the study
period.

The public budget deficit in Egypt represents a major problem in the Egyptian
economy because it is a structural, chronic and high deficit.

There is strong direct correlation between both public revenues and public
expenditures during the period under study.

The sensitivity of the Egyptian economy to external shocks that affect public
finance, whether they are economic or political.

The burden of public debt has raised significantly, especially the external debt,
during the recent period, the matter which represents an additional burden on the
public budget of the State.

The association of the public budget deficit with the problem of high public debt
leads to other economic problems, at the heart of which are high inflation rates.
The public expenditures to gross demotic product ratio tend to be decreased
continuously during the period under study.

Not paying attention to the sound technical studies for major projects
implemented by the government through the public budget of the State.

The administrative decisions to increase some items of public expenditures
(especially items of wages, subsidies and government investments) without
taking into account the status of public finance.



The significant and continuous decline in the public revenues to gross demotic
product ratio during the period under study confirms the weakness of the tax
system.

The tendency to finance the public budget deficit through local sources of
financing, especially the non-bank finance, and ceasing the use of external
financing sources in some years of study led to controlling the high volume of
external debt.

The use of local banking finance to finance the budget deficit of the State
significantly during the entire period under study had direct impact on the
increase in inflation rates.

The most important recommendations can also be summarized as follows:
Stop using the banking finance due to its harmful effect on increasing the
inflation rates.

The non-banking domestic finance of the public budget deficit is an effective
way to avoid inflation and external crises.

Expanding the use of various financing formulas to finance government
investments instead of financing through the public budget of the State such as
financing through partnership with the private sector and instruments (Sukuk).
Introducing financing means - especially Islamic financing formulas - as they
will be a source of great attraction for citizens to participate in the development
financing process.

Develop a medium and long-term strategy for financial management.

The transparency when setting financial policies and communicating with the
stakeholders.

The declared objective of the fiscal policy is to increase the rates of economic
growth, employment and investment.

Taking measures to hedge against the external shocks that the Egyptian
economy may be exposed to.

Develop future scenarios to deal with the emergency crises that affect status of
public finance.

Employ the governmental investments in their rightful place, which are sectors
related to national security and those in which the private sector does not invest.
Conduct the feasibility studies for projects implemented or contributed by the
State through the public budget of the State.

Stop issuing the administrative decisions related to increasing wages or
subsidies.

Increasing the tax effort, the consequent reform and computerization of the tax
system.

Creating mechanism to survey the citizens' opinions towards the major national
projects.
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The aim of the study was to analyze and measure the impact of the financial
mechanisms for financing the public budget deficit of the State on inflation in
Egypt during the period from the fiscal year 1991/1992 to the fiscal year
2018/2019, to identify the best mechanism that can be used to finance the public
budget deficit of the State with having the least possible impact on raising the
inflationary pressures in Egypt.

The study used the descriptive approach to review and analyze the data of
public budget deficit of the State, the financial mechanisms used to finance this
deficit and the consumer price index in Egypt during the study period. The study
also used the standard analytical approach to build a standard model that includes
inflation expressed in the consumer price index (as dependent variable) and number
of explanatory variables represented in the financial mechanisms for financing the
public budget deficit of the State, the import prices at fixed local prices, the money
growth to gross domestic product ratio, the exchange rate of Egyptian pound
against US dollar and dummy variable that represents the political instability.

The most important results of the study were represented in that there is
statistically significant direct relationship between the domestic banking finance of
the public budget deficit and the consumer price index in Egypt during the study
period, which means that the use of domestic banking finance for the public budget
deficit increases inflationary pressures in the Egyptian economy, and it was also
proven that there is statistically significant inverse relationship between non-
banking domestic finance and the consumer price index, which means that non-
banking domestic finance can be used to finance the public budget deficit to
contribute to reducing inflationary pressures in the Egyptian economy, while it has
not been proven that there is statistically significant effect of external finance for
the public budget deficit of the State on the consumer price index, as it has been
proven that there is statistically significant direct relationship between the prices of
imports at fixed local prices, the money growth to gross domestic product ration
and the consumer price index as well as significantly inverse relationship between
the exchange rate and the consumer price index in Egypt during the study period.
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