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Abstract

The study aims to modeling the relationship between banking financial
stability and macroeconomic performance in Egypt over the period 2011-
2021. It hypothesis that bank financial stability and macroeconomic
variables in Egypt are interdependent during the period 2011-2021, with a
stable relationship. Thus, this study reviewed the theoretical framework of
the relationship between banking financial stability and macroeconomic
stability, and previous literature review. The VAR model is applied onto
monthly data covering the period starting from January 2011 to December
2021 to explore the relationship between bank financial stability and
macroeconomic variables. The non-performing loans (NPL) ratio, an
indicator of asset quality, is a proxy variable of bank financial stability.
Employed macroeconomic variables include real GDP, consumer prices
index (CPI), the real effective exchange rate (REER), the aggregate stock
price index (EGX100), and the overnight interbank lending rate (a policy
instrument of the CBE). All employed series are found to be stationary in
their first difference except for the NPL that is found stationary in level.
The joint null hypothesis of no-Granger causality has to be rejected for
NPL ratio and CPI inflation rate. The orthogonalized impulse response
functions (IRFs) with Cholesky decomposition over 12 months is
employed. According to IRFs, NPL ratio significantly rises during the first
six months in response to a 1% positive shock in NPL itself, but it does not
revert to its equilibrium level. Moreover, an unexpected positive shock of
1% in GDP growth rate and stock returns result in a decrease in the NPL
ratio at varying magnitudes and months. In contrast, the NPL ratio
increases at varying magnitudes and months in response to an unexpected
positive shock of 1% in CPI inflation and the overnight interbank lending
rate whereas REER has a slight impact on the NPL ratio according to IRFs.
Variance decomposition results reveal that variations of employed
variables could be largely attributed to innovations in the variable
experiencing the innovation.
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