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Press Release No. 19/33 International Monetary Fund

February 4, 2019

IMF Executive Board Completes Fourth Review under the Extended Fund Facility
(EFF)

On February 4, 2019, the Executive Board of the International Monetary Fund (IMF)
completed the fourth review of Egypt’s economic reform program supported by an
arrangement under the Extended Fund Facility (EFF). The completion of the review allows
the authorities to draw the equivalent of SDR 1,432.76 million (about US$2 billion), bringing
total disbursements to SDR 7,163.81 million (about US$10 billion).

The three-year EFF arrangement in the amount equivalent to SDR 8.597 billion (about
US$12 billion at the time of approval, or 422 percent of quota) was approved by the
Executive Board on November 11, 2016 (see Press Release No. 16/501) to support the
authorities’ economic reform program.

Following the Executive Board discussion on Egypt, Mr. David Lipton, First Deputy
Managing Director and Acting Chair, said:

The macroeconomic outlook remains favorable, supported by strong policy implementation.
Robust growth and a narrowing of the current account deficit reflect a rebound in tourism
and strong remittances, while unemployment has declined to its lowest level since 2011. The
public-debt-to-GDP ratio declined markedly last year and is projected to decline further over
the medium term due to the authorities’ fiscal consolidation efforts and high nominal GDP
growth.

While the outlook remains favorable, a more difficult external environment poses new
challenges as global financial conditions have tightened. Egypt has successfully weathered
recent capital outflows, but consistent policy implementation will be essential to further
strengthen policy buffers, including by containing inflation, enhancing exchange rate
flexibility, and reducing public debt.
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Monetary policy remains anchored by the medium-term objective of bringing inflation to
single digits. The recent pick-up in headline inflation reflected temporary increases in food
and energy prices, but a restrictive monetary policy stance has helped to reverse the increase
and keep core inflation well anchored. The authorities have taken important steps to deepen
the foreign exchange market and allow greater exchange rate flexibility, including by
eliminating the repatriation mechanism.

This year’s primary surplus target of 2 percent of GDP appears on track, which would
achieve a cumulative fiscal adjustment of 5.5 percent of GDP in three years. The authorities
remain committed to reaching cost recovery for most fuel products by mid-2019 and
implementing automatic fuel price indexation, which together are critical to encourage more
efficient energy use, and combined with revenue enhancing reforms will help create fiscal
space for high-priority spending on health and education.

The authorities’ structural reform agenda aims to support inclusive growth by addressing
long-standing constraints to private sector development. These include reforms to improve
competition policy, public procurement, management of SOEs, and land allocation.
Sustained implementation of these reforms is essential to reduce opportunities for rent
seeking and to support strong and inclusive medium-term growth and job creation.
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Table 1. Egypt: Selected Macroeconomic Indicators, 2015/16-2019/20 1/

2015/16 2016/17 2017/18 2018/19 2019/20
Third rel Third  Revised
Review Review Proj.
Output and prices

Real GDP (market prices) 4.3 4.2 52 53 55 5.5 59

Consumer prices (end of period) 14.0 29.8 12.6 14.4 131 14.5 10.7

Consumer prices (period average) 10.2 23.5 20.8 20.9 14.4 15.8 12.8

Public finances 2/

Gross Debt 96.9 103.2 92.4 92.6 86.2 86.0 833
External 7.8 18.1 18.5 19.2 17.0 18.0 17.6
Domestic 89.0 85.0 73.9 734 69.2 68.0 65.7

Budget sector 3/

Revenue and grants 18.1 19.0 18.2 18.2 18.6 18.3 17.8
Expenditure (incl. net acquisition of financial assets) 30.7 29.9 27.9 27.9 26.7 26.6 24.5
Of which: Energy subsidies 3.0 4.1 34 34 2.1 2.1 1.2
Overall balance -12.5 -10.9 -9.7 -9.8 -8.1 -8.3 -6.7
Overall balance, excl. grants -12.7 -11.4 -9.7 -9.8 -8.1 -8.3 -6.7
Primary balance 4/ -3.5 -1.8 0.2 0.2 2.0 2.0 2.0
Monetary sector

Credit to the private sector 14.2 38.0 7.5 10.1 18.2 19.2 18.9

Reserve money 29.3 -7.8 40.2 283 27.6 342 20.7

Broad money (M2) 18.6 393 234 18.5 19.8 20.8 20.5

Treasury bill rate, 3 month (average, in percent) 11.8 17.5 18.5 18.8

External sector

Exports of goods (in US$, percentage change) -15.9 16.2 13.8 18.9 16.5 14.4 53

Imports of goods (in US$, percentage change) -6.4 2.8 45 6.9 10.0 6.4 3.1

Merchandise trade balance -11.6 -14.5 -14.5 -14.9 -125 -124 -11.3

Current account -6.0 -5.6 -2.8 -2.4 -2.6 -2.5 -1.8

Capital and financial account (incl. errors and omissions) 5.1 4.8 5.0 4.0 1.8 2.0 2.0

Foreign direct investment (net, in billions of US$) 6.8 7.8 7.8 7.4 9.5 9.5 11.2

External debt 5/ 18.3 413 34.5 374 29.9 344 313

Gross international reserves (in billions of US$) 171 30.7 44.4 435 44.8 449 454
In months of next year's imports of goods and services 3.0 5.0 6.8 6.6 6.1 6.6 6.3
In percent of short-term external debt 6/ 173.7 124.5 146.2 139.1 191.4 160.2 147.7

Financing gap (in billions of US$) 0.0 0.0 1.1 0.0 0.0

Memorandum items:

Nominal GDP (in billions of Egyptian pounds) 2,709 3,470 4,436 4,437 5,365 5414 6,458

Nominal GDP (in billions of US$) 332 256 250 250

GDP per capita (in US$) 3,686 2,704 2,578 2,573

Unemployment rate (period average, percent) 12.7 12.2 11.1 10.9 9.7 9.6 83

Population (in millions) 90.2 94.8 97.0 97.0 99.2 99.2 101.5

Sources: Egyptian authorities; and IMF staff estimates and projections.

1/ Fiscal year ends June 30.

2/ General government includes the budget sector, the National Investment Bank (NIB), and social insurance funds.
3/ Budget sector comprises central government, local governments, and some public corporations.
4/ The primary balance for 2017/18 excludes the recapitalization of the CBE for EGP 6 billion.
5/ Includes multilateral and bilateral public sector borrowing, private borrowing and prospective financing.
6/ Debt at remaining maturity and stock of foreign holding of T-bills.
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ARAB REPUBLIC OF EGYPT

FOURTH REVIEW UNDER THE EXTENDED ARRANGEMENT
UNDER THE EXTENDED FUND FACILITY

KEY ISSUES

Egypt’s macroeconomic situation has improved markedly since the initiation of
the authorities’ reform program in November 2016. The liberalization of the foreign
exchange market, prudent monetary policy, and ambitious fiscal consolidation have
helped stabilize the macroeconomic environment. Growth has accelerated; external and
fiscal deficits have narrowed; international reserves have risen; and public debt,
inflation, and unemployment have declined. Fiscal savings were in part deployed to
enhance social protection and ease the burden of adjustment on the poor.
Furthermore, ongoing structural reforms aim at promoting private sector-led inclusive
growth and job creation. The remainder of the Extended Fund Facility-supported
program is focused on consolidating the gains in macroeconomic stabilization, further
rebuilding fiscal buffers, and advancing reforms to ensure that lasting progress is
achieved.

The external environment has shifted in recent months, posing new policy
challenges. The tightening of global financial conditions and heightened global risk
aversion have contributed to a pullback by investors from emerging markets. The
resulting capital outflows have increased Egypt's domestic and external borrowing
costs. Despite the new challenges, the authorities maintain their commitment to meet
the program'’s objectives.

The outlook remains favorable, provided policies agreed under the program are
implemented, but the balance of risks has shifted. The authorities’ prudent policies
have been instrumental in preserving macroeconomic stability, even as the external
environment has weakened notably. Growth is expected to strengthen further to about
6 percent over the medium term, assuming sustained implementation of reforms;
inflation would reach single digits; the current account deficit would narrow; and public
debt is expected to continue to decline. A sustained increase in real interest rates due
to a tightening of global financial conditions or an abrupt depreciation of the pound
may adversely affect public debt dynamics. Continued stability of the pound’s exchange
rate against the appreciating U.S. dollar could result in overvaluation and discourage
capital inflows. Short foreign exchange positions of some banks expose them to
exchange rate risk and have also prevented the currency from adjusting to supply and
demand. Higher global oil prices would increase the fiscal burden and require a larger
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adjustment of domestic fuel prices to meet budgetary goals. A realization of the
government'’s significant contingent liabilities could put additional pressure on public
debt. Additional risks include a deterioration of the security situation that could disrupt
the ongoing rebound in tourism, and adjustment fatigue and resistance from vested
interests that could weaken reform momentum. These risks are mitigated by the
authorities’ record of reform implementation, and their commitment to sound
macroeconomic policies.

The program is broadly on track. All end-June 2018 and end-December 2018
performance criteria and indicative targets were met, except for the end-June indicative
target on public debt, which was missed because of higher-than-programmed interest
expenditure (December data is not yet available and the end-December IT on payment
of EGPC arrears, reflecting prepayments in 2017/18. The progress on structural reforms
has been mixed, but the program objectives remain achievable. Sustained efforts are
needed to advance critical reforms in competition, industrial land allocation,
transparency and governance of state-owned enterprises, and public procurement.

Staff supports the authorities’ request for the completion of the fourth review
under the Extended Arrangement under the Extended Fund Facility (the EFF
Arrangement
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Approved By Discussions were held in Cairo during October 17-31. The mission
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M RECENT DEVELOPMENTS AND PROGRAM
PERFORMANCE

1. Egypt has preserved macroeconomic stability thanks to the authorities’ sound policy
implementation. GDP growth rose from 4.2 percent in 2016/17 to 5.3 percent in 2017/18,
supported by the recovery in net exports and investment that offset the softening in domestic
consumption. The unemployment rate has declined to single digits and is at its lowest since 2011.
The current account deficit narrowed to 2.4 percent of GDP from 5.6 percent in the previous year,
reflecting rising tourism and robust remittance inflows. Gross international reserves stood at around
6 months of prospective imports at end-2018. After declining to 11 percent in May, headline
inflation rose to 17.7 percent in October primarily because of the energy price increases in June and
a jump in the prices of some vegetables but fell again to 12 percent in December as the rise in
vegetable prices was partially reversed. Core inflation remained contained at around 8 percent. The
budget recorded a primary

Figure 1. Egypt: Recent Macroeconomic Developments
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surplus of 0.2 percent of GDP in 2017/18," constituting an improvement of 2 percent of GDP from
2016/17, as programmed, which together with strong growth in nominal GDP reduced general
government gross debt from 103 percent of GDP to 93 percent in one year.

2. The external environment has deteriorated. The tightening of global financing conditions

and pullback of investors from
emerging markets has led to
considerable net portfolio outflows
from Egypt since April. This has pushed
up yields on government securities by
around 300-400 basis points, with the
authorities cancelling a number of
domestic bond auctions and shortening
maturities of new issuances to contain
interest costs. The decline in foreign
demand for treasury securities was
partly offset by an increase in purchases
by the state-owned National
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at a comfortable $42 billion in December, equivalent to 6 months of imports.

3. Program performance has been broadly on track. All end-June and end-December

performance criteria and indicative targets were met, except for the end-June indicative target (IT)
on public debt, which was breached because of higher-than-programmed interest expenditure
(December data is not yet available) and the end-December IT on payment of EGPC arrears, with the
shortfall having been pre-paid in 2017/18. However, a number of structural benchmarks (SB) have

" Excluding EGP6 billion of CBE recapitalization.

2 The stated objective of the National Investment Bank is mobilizing local savings for infrastructure development. It
does not have a banking license and is not subject to banking supervision.

3 The CBE Law sets a ceiling on overdrafts at ten percent of average revenues over the past three years.
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been delayed or missed, partly because of capacity constraints. Foreign exchange deposits of the
CBE in foreign branches of domestic banks were reduced to under $1.5 billion on January 3, 2019
instead of December 31, 2018; the working group on the reform of industrial land allocation was
formed in September (end-June SB) due to the cabinet reshuffle; the two reports on state-owned
enterprises (SOEs) were implemented as planned by end-June and end-December respectively, but
due to capacity constraints had gaps in coverage and information; the submission of the draft law
on the Egyptian Competition Authority to Parliament was delayed to January 2019 instead of
October 2018; the formation of the independent regulatory authority for transport was not
completed by end-December 2018 and is proposed as a structural benchmark for end-March 2019;
the reform plan for industrial land allocation was incomplete as it lacked sufficient operational
details particularly with regard to the application of broad market-based principles; and the draft
banking law was submitted to Cabinet in December instead of September to allow more time to
fully reflect the recommendations of Fund technical assistance. Despite the delays, the program
objectives remain achievable.

B OUTLOOK AND RISKS

4. The outlook is favorable, provided policies as agreed under the program are
implemented. The continued strengthening of tourism and construction, and rising production of
natural gas are projected to raise GDP growth to 5.5 percent in 2018/19. Growth is projected to rise
further to 6 percent over the medium term as ongoing structural reforms are fully implemented and
translate into stronger private investment. Inflation is expected in the range of 13-14 percent by the
end of the fiscal year, and to reach single digits in 2020. The current account deficit is projected to
gradually narrow from 2.4 percent of GDP in 2017/18 to under 2 percent of GDP in the medium
term, and general government gross debt to continue to decline to 74 percent of GDP by 2022/23.

5. The balance of risks has worsened with the recent tightening of global financial
conditions. A sustained increase in real interest rates or an abrupt depreciation of the pound could
result in adverse public debt dynamics. Moreover, limited exchange rate flexibility is discouraging
inflows into the local treasury market, while the short foreign exchange (FX) position of some banks
leaves them exposed to a disorderly adjustment of the exchange rate. An unexpected increase in
global oil prices would increase the fuel subsidy bill in 2018/19 and require a larger adjustment in
fuel prices to achieve cost recovery and preserve medium-term fiscal consolidation. Calls on
state-guaranteed loans, which have been increasingly used to finance large infrastructure projects
by public entities, or other contingent liabilities could also put pressure on public debt. Additional
risks include a deterioration of the security situation that would disrupt the recovery in tourism,
resistance from vested interest that could weaken the reform momentum, and concerns about
public reaction to reforms of the fuel subsidy system could complicate their implementation. These
risks are mitigated by the authorities’ record of reform implementation. The more challenging
external environment heightens the importance of maintaining sound policies, including greater
exchange rate flexibility.

INTERNATIONAL MONETARY FUND 7
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B POLICY DISCUSSIONS

In light of the persistent nature of global financial tightening, discussions focused on the needed
adjustments to the macroeconomic policy framework to ensure that program objectives remain
achievable. The authorities are undertaking additional efforts to enhance exchange rate flexibility,
which is essential to prevent the build-up of external pressures; and will maintain a tight monetary
policy stance until the dis-inflation trend is reestablished. The planned completion of the fuel subsidy
reform is critical to free up fiscal space for priority expenditures and to improve the efficiency of energy
consumption. The authorities are also implementing structural reforms to improve the business climate
and reduce opportunities for rent seeking. These reforms are important to attract private investment,
increase productivity and generate higher growth and more jobs.

Monetary, Exchange Rate, and Financial Sector Policies

6. Monetary policy will remain anchored to the CBE’s medium-term objective of guiding
inflation down to single digits. While the pick-up in inflation in recent months was driven primarily
by supply-side factors (energy and food prices), the monetary policy stance is expected to remain
restrictive to contain possible second-round effects. Sustained disinflation would provide scope for
market interest rates to ease. However, should demand pressures remerge, the CBE remains
prepared to tighten the policy stance further as needed. To achieve its operational targets set in
terms of reserve money, the CBE will continue to manage domestic liquidity using open market
operations, while containing government overdrafts (proposed end-March 2019 PC). Beginning in
fiscal year 2019/20, all overdrafts will be issued at market rates.* To address the historically high
volatility of food prices, the government is taking measures to address supply bottlenecks by
improving logistics and transport infrastructure.

7. Exchange rate flexibility is essential to buffer external shocks and preserve
competitiveness. The Egyptian pound has remained stable against the dollar but appreciated
against other trading partner currencies in both nominal and real effective terms.’ If this pattern
persists, it could limit further narrowing of the current account deficit. A significant share of portfolio
outflows has been absorbed through the repatriation mechanism,® with no effect on the exchange
rate or reserves. The remainder, has passed through the interbank market, but its impact on the
exchange rate has largely been offset by foreign currency sales by some large state-owned banks,
which have breached their regulatory limits on net open FX positions (NOP). To enhance exchange
rate flexibility and deepen the FX market, in November the CBE eliminated the repatriation

4 Currently, overdrafts under the limit are issued at a fixed rate of 12.25 percent, with any amount above the limit at
the policy rate plus 400 basis points.

> The EBA-light assessment shows that Egypt's external position in 2017/18 was broadly in line with fundamentals
and desirable policies.

6 The repatriation mechanism guarantees the availability of FX for capital repatriation to portfolio investors that
choose to sell FX to the CBE at the time of entry at the average daily exchange rate. Apart from selling FX to investors
under the repatriation mechanism, the CBE has not intervened in the FX market.
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mechanism for new inflows. Moreover, since the persistent breach of FX exposure limits could
weaken the rules-based system of banking supervision that underpins financial stability, and expose
banks to exchange rate risk, the CBE will no longer grant exemptions from the NOP limit and will
strictly enforce sanctions as envisaged in banking regulations (proposed continuous SB, MEFP 120).
Notwithstanding these, the position of the banking system has overall remained unchanged from
the previous review: banks remain liquid, profitable, and generally well capitalized, and
nonperforming loans are contained and well provisioned.

8. International reserves remain adequate. Gross international reserves stood at about

125 percent of the Fund’s Assessing Reserve Adequacy (ARA) metric at end-2018 and are projected
to be maintained at about the same level throughout the program period. As part of an ongoing
effort to strengthen reserve management, the CBE reduced its holding of FX deposits in foreign
branches of domestic banks to below $1.5 billion in early January (a small delay from the end-
December SB), and will reallocate the rest in at least A-rated banks and financial instruments, in line
with the previously announced schedule (MEFP 18).

9. The CBE intends to gradually move to an interest rate-based monetary policy
framework anchored to inflation in the medium term. To strengthen its institutional framework,
a revised draft Banking Law was finalized with the support of Fund technical assistance and sent to
Cabinet. The new draft law will improve collegial decision making in the CBE, establish price stability
as the primary objective of monetary policy, limit monetary financing and strengthen the CBE's
institutional and operational autonomy. It will also limit CBE lending to banks for short-term liquidity
support and clarify the role of the CBE and government in crisis management. Finally, it will
strengthen the supervisory framework for early intervention and resolution (MEFP 110).

Fiscal Policy

10. The 2018/19 budget is on track to reach the targeted primary surplus of 2 percent of
GDP. This will complete the programmed three-year fiscal consolidation of 5.5 percent of GDP. The
overall deficit is also projected to narrow from 9.8 percent of GDP in 2017/18 to 8.3 percent in
2018/19, which is 0.2 percent of GDP higher than programmed due to higher borrowing costs. Tax
revenue is expected to fall slightly short of the programmed number but would remain unchanged
from the previous year at 14.2 percent of GDP. The consolidation is being driven by the projected
reduction in the energy subsidy bill (by 1.4 percent of GDP), of which 0.9 percent of GDP is due to
lower fuel subsidies as higher oil prices have been partly offset by reduced consumption, and a
smaller wage bill (by 0.3 percent of GDP). Part of these savings will be used to increase investment
(0.3 percent of GDP). A smaller overall deficit and high nominal GDP growth are projected to reduce
general government gross debt from 93 percent of GDP last year to about 86 percent this year. The
authorities remain committed to delaying non-priority spending if needed to reach the primary
surplus target. At the same time, to create fiscal space for the needed spending in health, education,
infrastructure, and social protection, they are implementing a Medium-Term Revenue Strategy,
which aims to strengthen and modernize revenue mobilization. The Fund is providing technical
assistance in this area.

INTERNATIONAL MONETARY FUND 9
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11. Strengthening social protection has been the authorities’ priority since the start of the
reform program. Since product subsidies are inefficient, costly and inequitable, the authorities have
been gradually expanding better-targeted social programs. These include (1) Takafol and Karama—
cash transfer programs to the poorest households, the coverage of which has been expanded to
more than 10 million people’; (2) Forsa—a program that helps create job opportunities; (3)
Mastoura, which helps with microcredit for women; and (4) Sakan Karim—a program that promotes
access to clean drinking water and sanitation. Additional measures to compensate the impact of the
adjustment, including on the lower middle class, include lump-sum public wage bonuses, a

15 percent increase in pensions, and progressive tax credits. The authorities are also considering a
broader reform of the pension system, the distributional implications of which will need to be
assessed carefully.

12. The reform of fuel subsidies is on track to be completed in 2018/19. The authorities are
committed to reaching full cost recovery by the end of 2018/19 for all fuel products, except for LPG
and fuel oil used in bakeries and electricity generation (SB for June 15, 2019)8. At current oil prices,
these are priced at about 85-90 percent of cost recovery. The authorities have opted for a phased
approach to the planned introduction of fuel price indexation for all products indicated at the time
of the third review. In December the Prime Minister issued a decree to implement the fuel price
indexation mechanism for gasoline Octane 95 from end-December 2018 with the first price
adjustment at end-March 2019.° Indexation for other fuel products will be introduced by June 5,
2019 with the first price adjustment at end-September 2019 (proposed SB). The authorities are also
planning to hedge oil prices, but the mission advised caution in using financial instruments with
upfront costs that protect only temporarily against extreme price movements. Reform of electricity
subsidies will continue as planned towards the goal of full elimination by 2020/21.

13. A steady reduction in public debt remains the key objective of fiscal policy in the
medium term. The updated debt sustainability analysis indicates that Egypt’s debt is sustainable,
but subject to significant risks (Annex 1), including from less favorable financing conditions. Egypt's
interest cost as a share of tax revenue is higher compared to peers, while the increased reliance on
shorter-term debt and foreign currency financing have increased rollover and exchange rate risks.
With the sizable exit of foreign investors from the treasury securities’ market, higher local currency
yields may be unavoidable in the near term, and cancelling bond auctions to avoid high rates may
result in financing shortfalls or the need to resort frequently to CBE o