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Egypt: Reforms picking up steam

Egypt's 600bp rate hike and subsequent FX devaluation from the
Egyptian central bank point to significant reform progress, with an
improved IMF deal agreed following the recent announcement of
investment from the UAE. We think USD/EGP can now stabilise at
the 50 mark, before a gradual transition to a more free-floating
exchange rate materialises

We think USD/EGP can
stabilise around 50
before a transition to a
more free-floating
exchange rate
materialises

Central bank accelerates reform process

Egypt’s central bank yesterday took long-awaited measures to allow more FX flexibility, a key step
in its ongoing reform process that should be seen as a positive for investors. After an unscheduled
600bp rate hike on 6 March, the authorities announced they would allow “the exchange rate to be
determined by market forces”, looking to unify the official and parallel exchange rates and clear
the FX backlog that has been holding back the economy. This step has been anticipated by the
market for a while, but a clear trigger was the recent significant announcement of foreign
investment from the UAE, including $24bn in new funds from wealth fund ADQ purchasing
development rights for the region of Ras El-Hekma.

The EGP has fallen by almost 40% since the announcement versus the USD to near 50, having
been held steady at around 31 since early 2023. This brings the exchange rate towards the
reported parallel rate and in line with the devaluation priced in by 3-month NDF contracts,
although 12-month forwards still point to investor expectations of a further weakening beyond
55 over the next year.
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USD/EGP spot rate and NDF
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EGP NDF shows investors welcomed the measures

The drop in EGP to 50 against the dollar has hit global headlines, but is a mere realignment with
the parallel and non-deliverable-forward market. The 12-month NDF is trading around 55, which is
around 5% above its 52.2 Tuesday close and some 0% above spot, which implies relatively limited
risk priced in of more sharp devaluations.

Despite the hit on the pound today, USD/EGP 12M NDF has reversed less than half of the decline
(i.e. EGP appreciation) since late February, which was triggered by news of an IMF deal, and the
pound is some 17% stronger than the 66.7, 31 January high in the forward tenor.

We deem markets' reaction as quite encouraging, and the EGP forward curve now signals some
cautious optimism on the medium-term success of new reforms.

Investor optimism, but more work to be done

The clear positive for investors is that there have been multiple clear and coordinated actions from
Egypt to show commitment to policy orthodoxy and reform. The combination of large investment
commitments from the UAE, significant interest rate hike and FX devaluation, along with an
upgraded IMF agreement, could drive a virtuous cycle of improved investor sentiment and
potentially more comfortable access to international bond markets. Following the central bank’s
policy announcement, the IMF agreed to increase Egypt's outstanding funding package from $3bn
to $8bn and passed its outstanding reviews.

Yesterday's measures are far from signalling that it is job done for Egypt, however. The step FX
devaluation will ideally be followed by a more free-floating exchange rate, in order to avoid Eqypt
getting stuck in the same cycle it has been in recent years. 2016 saw a significant devaluation and
pledges to float the exchange rate, while there were also several step devaluations in 2022 before
the EGP was returned to being tightly managed. This will leave some lingering scepticism for
investors about a definitive shift in government policy.
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USD/EGP NDF curve
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Disinflation process at risk

A clear issue for Egypt has been the pass-through from exchange rate weakness to spiralling
inflation - this has meant that despite the significant cumulative nominal FX depreciation over the
past decade, competitiveness gains as shown by the real effective exchange rate (REER) have been
gradually eroded by elevated inflation.

EGP spot index and REER (Nov 2016 = 100)
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In this context, the 6 March 600bp rate hike by the central bank is a key step, and likely more
aggressive than market expectations. Inflation spiked in 2017 to over 30% YoY on the back of a
sharp devaluation of the EGP, while 2022 and 2023 saw an even more difficult picture, given the
addition of wider global inflation pressures to the multiple step devaluations of the exchange rate.
The latest FX devaluation is likely to put further inflationary pressures on Egypt, so the central bank
will now be hoping for some stability in the EGP to give the chance for the cumulative effect of rate
hikes to have an impact on activity and prices.
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Egypt YoY inflation and policy rate
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IMF to act as reform anchor

While the latest policy steps have been taken as a positive by investors, the IMF remains a key
player for Egypt. The nation’s outstanding package was marred by delays due to lack of reform
progress. Egypt is already the IMF's second largest debtor, with some $15bn in repayments due
over the next five years, while a $3bn agreement was reached in October 2022. Yesterday's agreed
increase in the size of funding to $8bn looks important given Egypt's overall financing needs and
the scale of economic challenges (including around $5.5bn annually in Eurobond principal and
interest payments over the next four years).

However, perhaps of more importance is the perception of the IMF as an anchor to keep economic
reforms on track, which in turn helps to improve investor confidence, and can act as a catalyst for
further foreign investment.

Egypt projected IMF repayments
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Devaluation and official flows should help correct external
imbalances

Egypt's currency pressures and economic struggles were triggered by the multiple global shocks in
recent years (Covid, war in Ukraine, and global interest rate hikes), but exposed some imbalances
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and vulnerabilities in the economy. Egypt was previously reliant on foreign investment flows into
both international bonds and local currency T-bills to fund a persistent current account deficit.

This meant that when the global risk-off environment drove investor outflows from local currency
debt, and international bond markets were largely shut for issuance from riskier sovereigns, the
central bank was forced to sell down a significant amount of its FX reserves to defend the currency
(from a peak of $44.7bn in February 2020 to $31.3bn in August 2022). This raised investor concerns
about the ability to continue servicing external debt and brought even sharper focus onto official
flows such as IMF loans and deposits from the Gulf Cooperation Council (GCC).

Egypt quarterly balance of payments
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Egypt’s current account deficit has already started to correct narrower, from 4.4% of GDP in late
2021 to nearer 1% as of third quarter 2023 as global tourism and trade and have recovered, while
the latest FX devaluation is hoped to further support the adjustment in the trade balance through
improved competitiveness and import compression. In this scenario, the large inflows from the IMF
and UAE investment could be used to rebuild Egypt’s central bank reserves and improve the
nation’s external balance sheet.

Geopolitical factors remain a risk for Egypt, given the reliance on transit receipts via the Red Sea

and Suez Canal, along with tourism, that could be depressed by the war in Gaza. However, in this
respect, Egypt’s strategic importance has been reaffirmed for both regional partners such as the
GCC sovereigns (especially the UAE and Saudi Arabia) and also Western nations, a clear factor in

the recent commitments of support.

Fiscal consolidation a medium-term challenge

While reform progress has been clear in asset privatisation, foreign investments and exchange rate
policy, Egypt’s fiscal situation remains difficult and could be a drag on further improvements on
the nation’s credit profile. The government has shown restraint in maintaining a primary surplus in
recent years, but large interest payments that eat up some 40-50% of government revenues are a
clear structural restraint that will be difficult to solve. The overall budget deficit is running larger on
a cumulative basis this fiscal year than in previous years, touching 5.9% of GDP in January (fiscal
year runs July-June).
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Egypt central government cumulative budget deficit by fiscal
year (% of GDP)
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As a positive for Egypt's debt sustainability, despite a large government debt load (over 90% of
GDP) and interest costs, much of this debt is held domestically, in local currency. This reduces FX
risks, along with having a much more captive domestic investor base. The growing share of official
sector debt will generally carry exchange rate risk, but much lower rollover risk than commercial
debt. The Eurobond stock (which tends to be among the riskiest form of debt for EM sovereigns) is
not insignificant, but even there a significant share is held domestically, rather than by foreign
investors, which tends to mean holders are stickier, and repayment of this debt means less of a
drain on FX in the system. Investors will still be looking for clear signs of fiscal consolidation and an
eventual downward trend in debt-to-GDP, but near-term risks are in general lower than many
high-yield sovereigns.

Egypt general government debt (% of GDP)
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Sovereign credit spreads have rallied sharply

In terms of investor perception of sovereign risk, Egypt is among the top performers in the EM HC
space this year, with total returns YTD over 20%, following a couple of volatile years. The recovery,
in particular since late October, has seen Eqypt's hard currency bonds back out of distressed
territory (credit spreads over 1000bp) after serious default concerns in 2023. Current yields in the
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high single digits still look prohibitive to sustained Eurobond market access for the country’s
financing needs, so Egypt is not out of the woods yet, but the most acute phase of the crisis seems
to be over.

With spread levels now compressing towards the average for single-B sovereigns and tight to
some African peers, the near-term rally is likely running out of steam, in particular with most clear
catalysts out of the way. For a further compression of credit spreads for Eqypt, investors will likely
need to see more concrete structural reforms, clearer signs of genuine FX flexibility and potential
plans for future Eurobond market access.

Egypt USD sovereign bond spreads, vs single-B average (bp)
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Our view on USD/EGP

The situation in Egyptian markets remains volatile, although the evidence of a cautious optimism
by the investors community after recent domestic developments leaves some space for USD/EGP
to stabilise. The new level is significantly easier to defend by local authorities, and the short-term
focus should be on stabilising around the 50 level as opposed to rushing into a further floating of
the currency, especially given the ongoing risks to inflation and geopolitical events. Official
reserves currently amount to USD33bn, which amounts to around four months of current account

payments. We think authorities will use any appreciating pressure on the pound short-term to
reinforce the reserves position.

Egypt's official reserves
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The transition to a more flexible market-determined exchange rate is probably on the cards later
this year, but should be gradual and only occur once Egyptian authorities are comfortable this will
not lead to excessive market selling pressure.

Global conditions may start to matter more once the dust has settled. Our view that the Fed will
cut rates from June and for a total of 125bp this year-end implies a less stressful environment for
emerging market FX and debt.

We are still far from a situation where the EGP’s stellar carry is able to lure back FX flows on a
sustainable basis, but we now expect Eqypt to succesfully keep the currency close to the 50 mark
in the coming months before a transition to free floating range potentially poses fresh downside
risks on the pound.
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