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The Stability of Money Demand Function for Egypt:
Implications for Effective Monetary Policy

Neveen Traih

Abstract

The function of money demand is an important tool for monetary policy
formulation. It is essential that this function be stable in order to ensure effective monetary
policy. Accordingly, review the stability of the demand of money demand function of is
an essential condition for Egypt to implement an effective monetary policy; especially that
Egypt uses broad money —defined as M2- as the intermediate target to achieve its main
policy objective (price stability). Since 2003, the Egypt has undergone a number of structural
changes which included substantial degree of banking sector deepening, the adoption of a
managed float exchange rate system, changes in monetary policy, introducing an interest rate
corridor and the reliance on market determined indirect instruments of monetary policy.
These developments may have caused the money demand function to become unstable.
Moreover, from 2008 to 2011, Egypt was exposed to significant global shocks, particularly
with the beginning of 2011, which put the Egyptian economy on the brink of danger; hence,
the main goal of the (CBE) is to manage the liquidity (M2) shocks. The main objective
of this study is to examine the long-and short-run determinants of (M2) money demand
and its stability in Egypt to provide an empirical investigation of the hypotheses that”. The
function of the demand for money in Egypt is unstable during the period 2003 until the
mid of 2013.” Using monthly data from 2003:M1 to 2013:M5. The Johansen cointegration
test shows the existence of a long-run equilibrium relationship between money demand,
income, interest rate, rate of T-bills, inflation rate, exchange rate, budget deficit, and the stock
market indicator. Furthermore, the ECM model shows that the changes in these variables
are important in causing disruptions of MDF in the short run, especially the fluctuations in;
the exchange rate, inflation and money market index..
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(6) aé Walall ) sl (ADF) 5aa 5l) [ las) il (1) Jsas

1st difference Level
Prob* t-Statistic Prob* t-Statistic Variables
0.0000 -10.1569(c&i) 0.9971 1.0699 (c&i) Log(M2)
0.0000 -6.7590(c&i) 09115 -0.3344(c&i) Log(Y)
0.0000 -5.3129(c&i) 0.6025 -1.3541(c&i) Log(IR)
0.0004 -5.0177 (c&i&t) 0.2970 2.5652(c&ik&t) Log(TB)
0.0000 -8.9686 (c&i) 0.2221 -2.159976(c&i) Inf
0.0000 -14.8294 (c&i) 0.1198 2.492114(c&i) Log(EXR)
0.0000 -10.0848 (c&i) 0.5957 -1.368568(c&i) Log(Df)
0.0038 -3.8029(c&i) 0.1854 -2.26211(c&i) TBUS
0.0000 -11.20459(c&i) 02614 -2.059760(c&i) Log(pd)
0.0000 -8.80815(c&i) 0.9828 0.412620(c&i) Log(BI)

CAKT «(ghata s ) C&JT - (ASha ) 52n 511 H3a lew e 31) Judhadl oF s canall Gia il seillaasle
5 shsa Ke—2.579282 (2.885654~ 3.487550- 53 e a (C&I) lall dn ol il . (sl 5 i ¢ sl
5 sinse 322579386 ¢2.885053— ¢ ~3.484196: ) sl e (CEIKT) da sl will - 10% 5 5% « 1% & sina
) 2811 . 195 sinsa ie A yine Leadlis calpuiiall J 5V G35 sal) an oF el sl on - 10% 5 5% ¢ 1% & sina

Akiak Info Criteria AIC« MAXLAG=124 2aaiy yiia IS o lay¥) <l 58 22a]

JalSall a5 s Jand 1 i gil) e Gllall A1l 23 pai i siia JS o Ul

Ja¥) 8 ALl seae ol Lo Gl Al @ pite o5S8 of adgil) b . 1Y)

caaall 138 gy o (J-T) il Jalsal Slaa) J)(6) 8L Aaladl g Lad) st 131 . (Ll
DUV 3 (2) i) Jsaall s

(Johansen Juselius Cointegration Tests) &l jiall JalSil) Hlad) 3 (2) J 5o

Rank of CE(s)
239.2354 283.0629 64.50472 83.88519 At least one =0,
197.3709 211.5214 58.43354 59.44857 At least two <1,
169.4324 163.2053 52.36261 50.85861 At least three <

Jad Cun 5% (5 smn Sio (I gasal) () ) 15 W1 pmnall il 5 ) i ) s llaa e
Y 222 el z3saill 70 & gina (5 siue die o all) JelSl (pgaie 3525 ) Trace test s Max—eigenvalue [lasl
AkalkeJ \sﬁ; c«Ua.\\.“ u\)ﬂl 6.4;3‘}!\ aal) JL\A\ ?"‘ L;u) a\a.u\ [BELY ‘tLﬂA} a;ub (il g ¢ aria J< ;.Ucu\ u\)as

(information criterion (AIC
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Josty A3 ST N5 .96 5 &y gina (5 siase die Slld 5 ol jiil) JalSill ania (2) 222 Y e
Ol coxallda 8. cpeaie ge il JalKH) ilgata ) 5lad paagy GBI edall (i sl
0 pme ol e ) Alls clEdlal Ja V) AL sl ALSS A0le 3 pa 5 ) e sl
e 2Y B3 cl@hana g ¢ pan (Bo @l e llal) oy JaV) AL gl d80le s ) Ul
Gemly 531 (3) Jsaal) daim g Lo sa s (M2 e chlaaad) ol il olaily sae i
~2003 Ly il g (6 Aalall)asiil) e bl A1y & i) JolSal) Aslea i il
VI AL gl s U ) 2 el ) juail) o Lalal 3080 ) 5 2013 sle

)AAGSJ}EJ\GJ;JLHJ;‘Y\Z\J”L & yial) Jal&il) Aalaa s =36 (3) J5aa
Normalized cointegrating coefficients of M2 equation for Egypt (2003:M1 -2013:M5)

t-statistics Standard error Coefficient Variables
1.0000000 Log(M2)
{7.73436} (0.13033)* 1.28307 Log(Y)
{-2.18864} (0.05705)** 0.20085 Log(IR)
{1.90972 } ***(0.0723 ) -0.124854 Log(TB)
{-9.20572} (0.05639)* -0.519152 Inf
{-3.62248} (0.124233)* -0.44221 Log(EXR)
{-1.20535} (1.7215) -0.0325695 TBUS
{4.85298} (0.00242)* 0.011870 Log(PD)
{1.82473} (0.033040)*** 0.072409 Log(BI)
{-1.86665} (0.1914)*** -0.39042 Log(Df)

Diagnostic Tests;

Adj. R-squared = 72.65%, F stat= 6.68 Prob(0.0032), Log Likelihood=—29.11535, Log Likelihood=735.258
Breusch-Godfrey Serial Correlation LM test (LL=2) Statistic = 1.752349 (0.17839)

Jarque-Bera normality test ( JB) Statistic = 1.125807(0.569553)

Autoregressive Conditional Heteroscedasticity in the residuals. ARCH F-statistic (LL-3)=0.226872(0.634815)

a5 iy ) JalSil HLEAY Gy . )5 e % 105 <% 5 €% 1 vie geilil) &) sima 1) ol %5 08% ¥ nllaa e
= (Diagnostic Tests)asill @l laay dudlly edall (il J o Lol g oaal) cilay ) 42 lay dalad)
- (Probability) (=8 jl) 5) J sl ddlaia) J] i (asdl) I WEAY (Gl EYG adll) L r 3 sail) 33 5o
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IS Gy oanb <0 Ao sa Gl Ol (eaal) () (b A51SA) pae Ll
JVA (e dmnd i 38 Aoleall coladD I lasiV) (uilad LAY dpuillyy . e
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Lz Asall Cana i

Jalsill Olaa) YA (e — Auloal) A 8 (e JY) e all Gl Glad) s 4
Be e g shii e bl e bl Al Gua ¢ GBI Jlaa ) ge i~ il
Gae Ga G s s cdnaal Y1 eI Ry oS5 L skl Ja V) b G ) B B ) 5
5l SYSAY) Jpand Ao s ¢ e (B 2580 e bl Al Ja ) aad )Y
sale) i saill 13a e jeme S Adall A gl e L il el Ll agTll - Ja )
Uslae ) el a1l (ECM) Undll meomci 73 il LgeLind) JNIA (pa (6) by Alalall o
@il e Gllall Ja Y1 5 pumd AN 5085 il om0 (4) ad Jsaadls < Ja Y]
il e ) paail) alesin) Ay ¢ s



b (nas 48

)AA‘;J}LJ\GJ;JH\ZJNd;zﬂ\thM\@QﬂcM\MCJ}Mﬁﬁ@‘EM)d}h
(328 e A 3381 3 guall)

t-statistics Standard error Coefficient Variables
[1.37710] (0.00489) 0.006740 C
[-3.49738] (0.58387)* -2.042028 dLog(M2)-2
[2.06541] (0.94206)* 1.945738 dLog(Y)-1

[ 1.77846] (0.08808)** 0.147834 Dlog(IR)-1
[-1.88979] (1.11008)** -2.097831 dLog(EXR)-2
[ 1.74302] (0.00588)*** 0.010652 Dlog(TB)-2
[ 1.98324] (0.00890)* 0.017648 d(Inf)-1
[2.91564] (0.54253)* -1.256310 dLog(Inf)-2
[2.38009] (0.00403)* 0.009589 dLog(pd)-3
[1.87439] (0.02833)*** 0.042736 Log(Df)-2
[-3.04386] (0.01979)* -0.067196 ECT(-1)

Diagnostic Tests;

Adj. R-squared = 57.67%, F stat=33.2926 Prob( 0.00000), Akaike AIC=-5.686. DW=1.89

Breusch-Godfrey Serial Correlation LM test (LL=3) Statistic = 96.72213 (0.1122)

Jarque-Bera normality test ( JB) Statistic = 0.775635 (0.3785)

Autoregressive Conditional Heteroscedasticity in the residuals. ARCH F-statistic (LL-3)=0.230589 (0.631088)
Ramsey RESET(F stat)=1.593718 (0.083771)

).mu*** ol d).\a.\\).\r_ ‘).\.\U\A_I\Ju\‘).\ssbc_\\‘).\ul\m‘;\ncam\).\cd).\;l\o‘)}‘an.\.\_yas&\ Glaada
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