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OverviewOverview
• Motivation.
• Monetary policy framework• Monetary policy framework.
• Objectives of the presentation.
• Recent developments in ultimate and operationalRecent developments in ultimate and operational

objectives.
• The challenge of persistent relative price shocks.
• Transmission mechanisms of recent relative price

shocks.
Oth lti l h k li ti th d t• Other multiple shocks complicating the conduct
of monetary policy.

• Policy implicationsPolicy implications.
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MotivationMotivationMotivationMotivation

• The Egyptian economy more integrationThe Egyptian economy more integration
into global markets higher business-cycle
volatilityvolatility.

• Increasing the need for a broader view of
monetary policy objectives with greatermonetary policy objectives with greater
priority attached to stabilizingstabilizing outputoutput around
its potential alongside the controlcontrol ofof inflationinflationits potential, alongside the controlcontrol ofof inflationinflation.
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MotivationMotivationMotivationMotivation
• Larger capital inflows exacerbate volatility

of the e change rate req iring centralof the exchange rate requiring central
banks to mitigate erratic changes in the
e change rateexchange rate.

• Monetary policy will need to play the primaryprimary
l i b lb l ll i i hrole in stabilizationstabilization policy,policy, as it is much moremore

flexibleflexible than fiscal policy, which suffers from
diff f i l i idifferent types of implementation constraints.
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MotivationMotivationMotivationMotivation

• Moreover, the challenge of relative priceMoreover, the challenge of relative price
shocks has increased in recent years through
steep increases in commodity and vegetablep y g
prices.

• These increases were associated with spikes inp
inflation.

• Unfortunately, these shocks have noty
dissipated quickly, threatening to raise
inflationary expectations.
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Monetary policy frameworkMonetary policy frameworkMonetary policy frameworkMonetary policy framework

• The monetary policy has remarkablyThe monetary policy has remarkably
progressed since early 2004.

• Remarkable changes reshaped strategy• Remarkable changes reshaped strategy,
including the ultimate target, the intermediate
target and the operational targettarget and the operational target.

• The implementation framework and the
i i h bcommunication strategy have been

modernized.
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Monetary Policy StrategyMonetary Policy StrategyMonetary Policy StrategyMonetary Policy Strategy
•• UltimateUltimate targetstargets:: Achieving and maintaining

i t bilit h b th i bj tiprice stability has become the primary objective
of the monetary policy.

•• IntermediateIntermediate targettarget:: The intermediate targetIntermediateIntermediate targettarget:: The intermediate target
needs not be a singlesingle variablevariable. In fact, the CBE in
its monetary statement refers to the developments
in moneymoney supplysupply andand creditcredit as well as a host ofin moneymoney supplysupply andand creditcredit, as well as a host of
other factors including inflation forecast and
output gap forecast which may influence the

d l i f i fl iunderlying rate of inflation.
•• OperationalOperational targettarget:: Overnight interbank rate.
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Monetary Policy ImplementationMonetary Policy ImplementationMonetary Policy ImplementationMonetary Policy Implementation

• The CBE uses two standing facilities (anThe CBE uses two standing facilities (an
overnight lending facility and an overnight
deposit facility) as its main policy instrumentsdeposit facility) as its main policy instruments,
providing the outer bounds of a corridor within
which the overnightovernight interbankinterbank raterate willwhich the overnightovernight interbankinterbank raterate will
fluctuate.

• The CBE manages market liquidity through its• The CBE manages market liquidity through its
openopen marketmarket operationsoperations.
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Communication StrategyCommunication StrategyCommunication StrategyCommunication Strategy

• Monetary policy decisions are taken by theMonetary policy decisions are taken by the
CBE’s Monetary Policy Committee (MPC).
The MPC issues a communiqué immediatelyq y
after its meetings.

• Inflation report is expected to be published atp p p
some point in time.

• In addition, an inflation and growthg
expectations report which conveys the firms’
feedback might be released in the future.
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Objectives of the presentationsObjectives of the presentationsObjectives of the presentationsObjectives of the presentations

• To provide evidence of the persistent andTo provide evidence of the persistent and
potentially long lasting relative price shocks.

• Assess how such shock poses a challenge to• Assess how such shock poses a challenge to
the current monetary policy framework.
A h h l i l h k li• Assess how other multiple shocks complicate
the conduct of monetary policy.

• Assess the adequacy of conventional
monetary policy instruments.
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Recent developments in UltimateUltimate &Recent developments in UltimateUltimate & 
OperationalOperational Objectives
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InflationInflation surgedsurged onon accountaccount ofof highhigh internationalinternational
prices,prices, butbut moderatedmoderated withwith thethe slowdownslowdown inin thethe
economyeconomy andand aa gradualgradual vanishingvanishing ofof thethe basebase effecteffect..
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Real growth proved to be resilient during the global crisis Real growth proved to be resilient during the global crisis 
and recovery has gained momentum in 2010and recovery has gained momentum in 2010and recovery has gained momentum in 2010. and recovery has gained momentum in 2010. 
Nonetheless, it is not generating enough jobs.Nonetheless, it is not generating enough jobs.

AnnualAnnual QuarterlyQuarterly
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The appreciation episode corresponds to high inflationary The appreciation episode corresponds to high inflationary 
cycles, while the depreciation episode corresponds to weak cycles, while the depreciation episode corresponds to weak y , p p py , p p p
economic growtheconomic growth

EGP per USD
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Implementation tools: following a prolonged expansionary Implementation tools: following a prolonged expansionary 
cycle, a neutral stance has been in effect.cycle, a neutral stance has been in effect.y ,y ,

%%

%%
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Nonetheless, excess liquidity is Nonetheless, excess liquidity is 
evident…lack of leveraged Investmentsevident…lack of leveraged Investments

16



Real growth has steadily picked up with a lag in response to Real growth has steadily picked up with a lag in response to 
successive monetary easingsuccessive monetary easingsuccessive monetary easing.successive monetary easing.

17



Efforts to control recent evidence of supplyEfforts to control recent evidence of supply--side side 
inflationary pressures have resisted an increase in theinflationary pressures have resisted an increase in theinflationary pressures have resisted an increase in the inflationary pressures have resisted an increase in the 

policy rate to preserve economic recoverypolicy rate to preserve economic recovery
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The challenge ofThe challenge ofThe challenge of The challenge of 
persistent relative price shockspersistent relative price shocks
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Consumer Price IndexConsumer Price Index

1- Consists of the following:1 Consists of the following:
•Food (39.2% of headline weight)

bread fruits and vegetablesbread, fruits and vegetables.

•Other Items* (60.8% of headline weight):

* An index based on CAPMAS data series from August 2009 till present, using the year over year price changes, we devised the headline index
as well as its components and then devised the month to month price changes which is used in this presentation.as well as its components and then devised the month to month price changes which is used in this presentation.
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I dditi th i i ifi t l ti b t f d d

Headline inflation has exhibited extensive cyclicality, mostly Headline inflation has exhibited extensive cyclicality, mostly 
driven by food..driven by food..
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Recent developments in bread & cereal and Recent developments in bread & cereal and 
vegetable price inflationvegetable price inflation
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BreadBread && cerealscereals andand vegetablevegetable priceprice inflationinflation ratesrates areare somewhatsomewhat
correlatedcorrelated andand potentially,potentially, sourcessources ofof higherhigher inflationaryinflationary
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BreadBread priceprice inflationinflation isis passedpassed throughthrough toto nonnon--foodfood priceprice inflationinflation withwith
aa laglag.. Moreover,Moreover, therethere seemsseems toto bebe exogenousexogenous shocksshocks thatthat affectaffect thethe
priceprice ofof breadbread andand cerealscerealspriceprice ofof breadbread andand cerealscereals..

Lags of 
Bread Correlation between bread and non-food) Lags of 

vegetables Correlation between vegetables and non-food)Bread

0 0.27

1 0.36*
2 0.21

vegetables

0 0.27

1 -0.02

2 -0.02

3 0.13

4 0.07

3 0.23

4 -0.06

* Significant at 10% level.  **Significant at 5% level
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ThereThere isis aa positivepositive correlationcorrelation betweenbetween breadbread priceprice
andand internationalinternational wheatwheat priceprice..pp

Correlation Matrix bread Vegetables Non-food

EGP/USD change 0 23 0 15 0 14EGP/USD change -0.23 -0.15 -0.14

M2 change 0.17 0.10 -0.39

world wheat price change 0.57*** 0.31 0.30

• *Significant at 10% level.  **Significant at 5% level. ***Significant at 1% level.
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There is a quick and strong passThere is a quick and strong pass--through of through of 
international wheat price to the price of international wheat price to the price of breadbread. . p pp p
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Possible other hidden lag effects?Possible other hidden lag effects?
Broad money growth rate passes through to nonBroad money growth rate passes through to non--food price inflation with afood price inflation with aBroad money growth rate passes through to nonBroad money growth rate passes through to non food price inflation with a food price inflation with a 

lag.lag.
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Transmission mechanisms of Transmission mechanisms of 
t l ti i h kt l ti i h krecent relative price shocksrecent relative price shocks
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Why are relative price shocks considered Why are relative price shocks considered 
somewhat permanent for wheat?somewhat permanent for wheat?

• Global warming Droughts.Global warming Droughts.
• Sustained growth in emerging and developing

economies.
• Increase in demand for oilseeds and grains for bio-

fuel production.p
• Subsequent shift in land use from wheat and other

crops to bio-fuel grains.
• Fertilizers’ price increase.
• Increasing transportation costs worldwide.g p
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Why are relative price shocks considered Why are relative price shocks considered 
h f bl ?h f bl ?somewhat permanent for vegetables?somewhat permanent for vegetables?

• Exports of vegetables have increasedExports of vegetables have increased.
• Food manufacturing is gaining momentum.

i ifi l ff d b l b l• Egypt, significantly affected by global 
warming.

• Fertilizers’ domestic price increase.
• More tight regulations concerning the use of g g g

insecticides          Shortage of availability
Higher costsHigher costs.
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Effect of bread and cereals price shocks on Effect of bread and cereals price shocks on 
i fl i d hi fl i d hinflation and output growth..inflation and output growth..

PP

Dominant inflationary pressureDominant inflationary pressure

S2S2

S1S1
Relatively larger decrease in Relatively larger decrease in 
supply due to the propagation of supply due to the propagation of 

h t i h k i t i th t i h k i t i t

e1e1

e2e2

e3e3

wheat price shock into many input wheat price shock into many input 
requirements, establishing requirements, establishing 
priorities to priorities to fight inflationfight inflation....

D1D1
D2D2

QQ
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Effect of vegetable price shocks on Effect of vegetable price shocks on 
i fl i d hi fl i d hinflation and output growth..inflation and output growth..

PP

Dominant Output Contraction..Dominant Output Contraction..

S2S2
S1S1

Relatively larger decrease in Relatively larger decrease in 
demand due to purchasing power demand due to purchasing power 
ff t t bli hi i iti tff t t bli hi i iti t

e1e1

e2e2

e3e3

effect, establishing priorities to effect, establishing priorities to 
revive growthrevive growth....

D1D1
D2D2

QQ

32



Other multiple shocks Other multiple shocks complicating the complicating the 
conduct of Monetary Policyconduct of Monetary Policy
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NetNet FDIFDI headingheading backback towardstowards prepre--crisiscrisis levelslevels....
N h lN h l f lif li ii ii ii fl ifl iNonetheless,Nonetheless, portfolioportfolio investmentsinvestments remainremain erraticerratic reflectingreflecting
investor’sinvestor’s uncertaintyuncertainty....
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DespiteDespite recentrecent depreciationdepreciation ofof thethe poundpound relativerelative toto
thethe USUS dollardollar appreciationappreciation ofof thethe realreal effectiveeffectivethethe USUS dollar,dollar, appreciationappreciation ofof thethe realreal effectiveeffective
exchangeexchange raterate threatensthreatens competitivenesscompetitiveness..
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The recent depreciation trend of the Egyptian pound could The recent depreciation trend of the Egyptian pound could 
prove to be inflationary at a time when foreign prices are prove to be inflationary at a time when foreign prices are 
generally stable, except for food prices..generally stable, except for food prices..
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Growth,Growth, accordingaccording toto underlyingunderlying components,components, hashas beenbeen
largelylargely dependentdependent onon thethe increaseincrease inin privateprivate consumptionconsumptionlargelylargely dependentdependent onon thethe increaseincrease inin privateprivate consumptionconsumption
whichwhich cannotcannot bebe sustainedsustained goinggoing forwardforward……
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Policy ImplicationsPolicy ImplicationsPolicy ImplicationsPolicy Implications
•• Priorities should remain focused on:Priorities should remain focused on:
-- price stability to contain inflationary pressures and preserveprice stability to contain inflationary pressures and preserve-- price stability to contain inflationary pressures and preserve price stability to contain inflationary pressures and preserve 

competitiveness towards supporting economic growth.competitiveness towards supporting economic growth.
-- In addition to stabilizing economic fluctuations to reduce In addition to stabilizing economic fluctuations to reduce 

uncertaintyuncertaintyuncertainty.uncertainty.
•• Nonetheless, shortcomings in the intermediation process Nonetheless, shortcomings in the intermediation process 

should be addressed to enhance the transmission mechanism should be addressed to enhance the transmission mechanism 
of the monetary policy and mobilize private credit growthof the monetary policy and mobilize private credit growthof the monetary policy and mobilize private credit growth.of the monetary policy and mobilize private credit growth.

•• Exchange rate policy should aim at striking the balance Exchange rate policy should aim at striking the balance 
between export promotion and containing inflationary between export promotion and containing inflationary 
expectationsexpectationsexpectations.expectations.

•• However, persistent relative price movements challenge the However, persistent relative price movements challenge the 
conduct of monetary policiesconduct of monetary policies
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Policy ImplicationsPolicy Implications
•• It boils down to how to accommodate the shock and to what It boils down to how to accommodate the shock and to what 

extent the shock is perceived as permanent.extent the shock is perceived as permanent.
•• Permanent shocks demand a change in the orientation ofPermanent shocks demand a change in the orientation of•• Permanent shocks demand a change in the orientation of Permanent shocks demand a change in the orientation of 

monetary policy, namely factoring in their impacts and setting a monetary policy, namely factoring in their impacts and setting a 
realistic horizon for inflation targeting, in addition to structural realistic horizon for inflation targeting, in addition to structural 
policies aiming at addressing persistent rigidities, namely:policies aiming at addressing persistent rigidities, namely:

-- Addressing structural distortions affecting distribution markAddressing structural distortions affecting distribution mark--ups.ups.
-- Enforcement of monitoring schemes and market regulations toEnforcement of monitoring schemes and market regulations to-- Enforcement of monitoring schemes and market regulations to Enforcement of monitoring schemes and market regulations to 

ensure more competitive markets.ensure more competitive markets.
•• Transitory shocks can be accommodated using nonTransitory shocks can be accommodated using non--traditional traditional 

policy tools; for example:policy tools; for example:
-- Export and import regulations.Export and import regulations.
-- Availing temporary liquidity cushionsAvailing temporary liquidity cushions-- Availing temporary liquidity cushions.Availing temporary liquidity cushions.
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