= 29Il g

The EGP Exchange Rate Questions

JFE PHAROS
The Impact of Sterilization, Reasons For Appreciation, and Outlook

July 12, 2017

How do we classify the current exchange rate regime?

The most common question that we hear frequently from our clients is with respect to the

Volatility of

exchange rate regime. We note that the International Monetary Fund (IMF) refers to the Volatility of Volatility of Exchange rate
. . . exchange rate e
EGP exchange rate as a flexible exchange rate regime. However, we decided to run a exchange rate changes reserves classification
simple quantitative exercise to help support our own view. We applied the Levy-Yeyati and e
Sturzenegger (LYS) methodology in order to assess Egypt’s exchange rate regime since FY2002/03 2.3% 4.5% 1.3% Flexible
E;(gzi(:r?ezﬁ)& The LYS methodology uses three indicators to classify an exchange rate FY2003/04 0.2% 0.5% 4% Intermediate
. o FY2004/05 0.5% 1.3% 4.7% Fixed
* Exchange rate volatility, which is measured by the absolute exchange rate monthly
change. FY2005/06 0.0% 0.2% 5.3% Fixed
0, 0, 0, H
* The volatility of exchange rate changes, which is measured by the standard deviation FY2006/07 0.1% 0.1% 2.4% Intermediate
of the exchange rate monthly change. FY2007/08 0.5% 0.7% 4.5% Fixed
* The volatility of reserves relative to the monetary base. FY2008/09 0.4% 1.1% 0.8% Intermediate
. . - e . . FY2009/10 0.2% 0.8% 0.7% Int diat
Looking into the statistics, the classification of the EGP exchange rate shifted from a / ° ? ? ntermediate
flexible regime in FY2002/03, then reverted back to a de-facto managed exchange rate, FY2010/11 0.4% 0.6% 1.9% Intermediate
before turning to a flexible exchange rate in FY2016/17. This reflects, significantly, the .

. . - ! FY2011/12 0.1% 0.2% 2.5% Int diat
sharp devaluation of the EGP exchange rate in January 2003 as the build-up of severe / ? ° ° ntermediate
macroeconomic imbalances contradicted the CBE’s strategy to defend the currency at that FY2012/13 1.2% 1.8% 1.4% Intermediate
tlme. A similar situation emerge;:l in FY2016/17, W.hIC.h result.ed in Ioose_nmg the CBE’s firm FY2013/14 0.2% 0.8% 1.6% Intermediate
grip over the exchange rate regime. Hence, our findings validate our view that Egypt has
shifted to a flexible regime following the CBE announced the liberalization of the EGP FY2014/15 0.6% 1.8% 0.4% Intermediate
exchange rate on November 3, 2016. FY2015/16 1.3% 3.9% 1.2% Intermediate

FY2016/17 8.8% 30.1% 1.3% Flexible

Source: CBE, Pharos research
*An annual figure is calculated in order to reflect Egypt’s fiscal year and compared versus the sample average.

A low exchange rate volatility, low standard of deviation and a high volatility of reserves relative to the

monetary base signify a fixed exchange rate regime. The monetary authorities would defend the exchange

rate (low volatility) by depleting its reserves (high volatility).
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Why the EGP exchange rate did not depreciate beyond the level of EGP18 per USD

According to the latest available data, Egypt’s external position has shown signs of
improvement following the exchange rate liberalization on November 3, 2016. The current
account deficit narrowed significantly as the merchandised non-oil trade deficit narrowed,
tourism revenues increased and remittances continued to return through the official
channels. Meanwhile, the gradual foreign direct investment (FDI) improvement remained
concentrated in the oil and gas sector. The adjournment of approving the new Investment
Law can also be blamed, in addition to the fact that the FDI recovery normally takes more
time to materialize. On the other hand, foreign portfolio investment (FPI) rose significantly
to take advantage of the high nominal interest rate on the EGP-denominated treasuries, in
addition to the undervalued local currency. The aforementioned dynamics, in addition to
the fact that the EGP exchange rate remains undervalued, explain why the exchange rate
did not depreciate beyond the level the level of EGP18 per USD.

Why the exchange rate has not appreciated despite USD9.8 billion inflows in the local
treasuries

A typical foreign investor buys EGP-denominated treasuries through the CBE’s repatriation
mechanism in order to minimize risk. According to the CBE’s instructions, dated March
2013, commercial banks are obliged to sell the foreign currency proceeds to the CBE at
the prevailing market rate. Then, the CBE would place these funds into an off-reserve
account in order to hedge against a sudden capital outflow. Afterwards, the CBE would
undertake an opposite transaction to absorb the additional local currency liquidity
provided to the commercial banks in association with purchasing the EGP-denominated
treasuries (Graph). In reality, the surge in the foreign currency liquidity did not reach the
commercial banks, hence, the impact on the exchange rate remains limited.

Why would the CBE sterilize hot money inflows?

Unsterilized foreign inflows would lead to:

* A surge in the foreign currency liquidity in the banking sector following the foreign
inflows in the EGP-denominated treasuries would lead to an exchange rate
appreciation.
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Accordingly, foreign investors would rush to lock in profits, taking advantage of the high
interest rate and a better exit exchange rate. Hence, the exchange rate would shortly
depreciate. Such a sharp volatility would erode confidence and fuel inflationary pressures.

* Accumulating more foreign assets would be reflected in a domestic money supply
increase, which in the absence of a sterilization intervention would initiate further
inflationary pressures. Raising the nominal interest rates in that case would attract
further foreign inflows, leading to a self-fulfilling vicious cycle.

Therefore, the CBE’s repatriation mechanism, which implies a sterilized intervention,
serves the economy well by keeping the money supply growth in check, avoiding further
inflationary pressures, preserving Egypt’s competitiveness by preventing a short-term
unsustainable real exchange rate appreciation and evading an unneeded negative
confidence shock to the economy.

Would the CBE’s FCY inflows sterilization be indefinite?

The short answer is no. Sterilization intervention has costs. We note that the CBE absorbs
excess liquidity through three options:

¢ The variable interest rate auctions: The sterilization cost is associated with the interest
rate that the CBE pays on such funds. The average paid interest rate rose from 17.1% in
December 2016 to 19.9% in June 2017.

* The Open Market Operations (OMO): Exchanging cash from the commercial banks
with government treasuries from the CBE’s balance sheet would decrease the CBE’s net
domestic assets. Accordingly, the CBE keeps the money supply growth under control.

* Increase the government deposits at the CBE: Raising the government deposits parked
at the CBE would help control the money supply growth by decreasing the CBE’s net
domestic assets. Similarly, the interest rate paid on such amount represents the direct
cost. Another cost may arise from the opportunity cost of holding these funds at the
CBE.
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In order to calculate the sterilization cost, we use the difference between the local interest rate
paid to commercial banks and the foreign interest rate that the CBE receives on the foreign
assets it holds. We note that the interest rate differential has risen from 16.2% per annum in
December 2016 to 18.7% per annum in June 2017. Hence, we estimate the sterilization cost to
be standing currently c.3% of GDP per annum.

Why did the exchange rate appreciate recently?
We believe there are four possible factors that explain the recent EGP appreciation:

* Higher remittances as the inflationary reaction to the recent fuel price hike may
encourage Egyptian diaspora to transfer more money to support their families.

* Lower imports since the Ramadan/Eid season ends.

* A behavioral reaction to the reported news of more funds into the system would lead

more economic agents to offload their USD holdings as the EGP exchange rate
appreciates

* FCY inflows out of the repatriation mechanism: The BoP fundamentals gradual
improvement implies a higher foreign currency liquidity in the banking system.
Hence, foreign investors’ confidence in the economic reform program is growing,
which may encourage some FCY inflows off the CBE repatriation mechanism. Since it
is not obliged to undertake a sterilized intervention in this case, the CBE would

slightly tolerate such an increase in the FCY liquidity as foreign investors demand on
the EGP-denominated treasuries peaks.

Where do we see the Exchange rate settling in FY2017/18?

We reiterate that the Egyptian Pound is currently 20 - 25% undervalued on a real effective
exchange rate (REER) analysis. Moreover, we expect the current account deficit to narrow from
6.3% of GDP in FY2016/17 to 4.0% of GDP in FY2017/18, as the trade balance continues to
improve, tourism revenues strengthen and FDI inflows pick up. Accordingly, we expect the EGP
exchange rate to appreciate from 17.9 per USD (November 2016 - June 2017) to an average of
16.00 - 16.50 per USD by the end of 2018. Meanwhile, we also expect the EGP exchange rate to
remain undervalued for quite some time in order not to hurt Egypt’s competitiveness.
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Foreign holdings of EGP denominated treasuries are getting closer to the all time high figure
of USD12 billion (24% of the total issued treasuries) in 2010.

I Share of total (RHS) == Foreign holdings of EGP denominated T-bills (USDbn)
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Trade balance to improve on EGP flotation, export-incentivizing programs and new gas
discoveries

I Services Balance (USDbn) Trade Balance (USDbn)

== Balance of goods and services (% of GDP) (RHS)
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CBE sterilized intervention to offset the impact of the hot money inflows on the local liquidity
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The Repatriation Mechanism

$SS

At prevailing market rate

EGP

An off-foreign-reserve account
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Central Bank Of Egypt
el (55 ) gl

_ -~ MoF may deposit some
of the EGP proceeds
back at the CBE
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”

Open Market Operations (OMO) / Variable interest rate deposit

auctions

On the CBE’s balance sheet:

1 - The repatriation mechanism: 2 — The sterilization via OMO / Government deposits at

the CBE:
Assets Liabilities Assets Liabilities
* Net foreign Currency in T * Net foreign Currency in
assets (NFA) circulation (CIC) assets (NFA) circulation (CIC)
* Net domestic * Net domestic
assets (NDA) assets (NDA)

Source: Pharos research

)

Sterilization / Absorbing the additional EGP liquidity

» Offsetting the impact of the foreign inflows on the domestic money

supply growth

Avoiding further inflationary pressures

* Preserving Egypt’s competitiveness by avoiding a short-term
unsustainable real exchange rate appreciation
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The CBE sterilized intervention by the numbers B ARGS
Keeping money supply growth in check, the CBE decreases its NDA to offset the rising NFA, the The sterilization ratio, taking into account the hot money inflows, has been hovering around 1.00 since
slope difference partly reflects depending on variable rate auctions for absorbing the excess December 2016. (No sterilization = 0, Complete sterilization = 1)
liquidit
q ¥ e CBE's net domestic assets (EGPbn) CBE's net foreign assets (EGPbn)** B Total sterilization ratio, including Foreign holdings of EGP-denominated bills
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The CBE’s off-reserve deposits are moving alongside the foreign holdings of EGP The variable interest rate deposit auctions have been the key tool to absorb the excess
denominated treasuries liquidity in the banking system

W Deposits not included in official reserve assets (USDbn) Variable interest rate deposits auction volume (EGPbn)
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This Report is compiled and furnished solely for informative purposes to be considered by the intended
recipients who have the knowledge to assess the information contained herein. Pharos Research
('Pharos') makes no representation or warranty, whether expressed or implied, as to the accuracy and/or
completeness of the information contained herein or any other information that may be based on the data/
information enclosed. Furthermore, Pharos hereby disclaims any and all liabilities of any nature relating to
or resulting from the use of the contents of this Report. This Report shall not be approached as an
investment solicitation nor shall it be considered as legal or tax advises. Pharos highly recommends that
those viewing this Report seek the advice of professional consultants. None of the materials provided in
this Report may be used, reproduced or transmitted, in any form or by any means, electronic or
mechanical, including recording or the use of any information storage and retrieval system, without written
permission from Pharos.

This report was prepared, approved, published and distributed by Pharos Securities Brokerage company
located outside of the United States (a “non-US Group Company”). This report is distributed in the U.S. by
LXM LLP USA, a U.S. registered broker dealer, on behalf of Pharos Securities Brokerage only to major
U.S. institutional investors (as defined in Rule 15a-6 under the U.S. Securities Exchange Act of 1934 (the
“Exchange Act”)) pursuant to the exemption in Rule 15a-6 and any transaction effected by a U.S.
customer in the securities described in this report must be effected through LXM LLP USA.

Neither the report nor any analyst who prepared or approved the report is subject to U.S. legal
requirements or the Financial Industry Regulatory Authority, Inc. (“FINRA”) or other regulatory
requirements pertaining to research reports or research analysts. No non-US Group Company is
registered as a broker-dealer under the Exchange Act or is a member of the Financial Industry Regulatory
Authority, Inc. or any other U.S. self-regulatory organization.

Analyst Certification. Each of the analysts identified in this report certifies, with respect to the companies
or securities that the individual analyses, that (1) the views expressed in this report reflect his or her
personal views about all of the subject companies and securities and (2) no part of his or her
compensation was, is or will be directly or indirectly dependent on the specific recommendations or views
expressed in this report. Please bear in mind that (i) Pharos Securities Brokerage is the employer of the
research analyst(s) responsible for the content of this report and (ii) research analysts preparing this report
are resident outside the United States and are not associated persons of any US regulated broker-dealer
and that therefore the analyst(s) is/are not subject to supervision by a US broker-dealer, and are not
required to satisfy the regulatory licensing requirements of FINRA or required to otherwise comply with US
rules or regulations regarding, among other things, communications with a subject company, public
appearances and trading securities held by a research analyst account.

Important US Regulatory Disclosures on Subject Companies. This material was produced by Analysis Pharos
Securities Brokerage solely for information purposes and for the use of the recipient. It is not to be reproduced under
any circumstances and is not to be copied or made available to any person other than the recipient. It is distributed in
the United States of America by LXM LLP USA and elsewhere in the world by Pharos Securities Brokerage or an
authorized affiliate of Pharos Securities Brokerage. This document does not constitute an offer of, or an invitation by
or on behalf of Pharos Securities Brokerage or its affiliates or any other company to any person, to buy or sell any
security. The information contained herein has been obtained from published information and other sources, which
Pharos Securities Brokerage or its Affiliates consider to be reliable. None of Pharos Securities Brokerage accepts
any liability or responsibility whatsoever for the accuracy or completeness of any such information. All estimates,
expressions of opinion and other subjective judgments contained herein are made as of the date of this document.
Emerging securities markets may be subject to risks significantly higher than more established markets. In particular,
the political and economic environment, company practices and market prices and volumes may be subject to
significant variations. The ability to assess such risks may also be limited due to significantly lower information
quantity and quality. By accepting this document, you agree to be bound by all the foregoing provisions.

LXM LLP USA assumes responsibility for the research reports content in regards to research distributed in the
U.S. LXM LLP USA or its affiliates has not managed or co-managed a public offering of securities for the subject
company in the past 12 months, has not received compensation for investment banking services from the subject
company in the past 12 months, does not expect to receive and does not intend to seek compensation for investment
banking services from the subject company in the next 3 months. LXM LLP USA has never owned any class of
equity securities of the subject company. There are not any other actual, material conflicts of interest of LXM LLP
USA at the time of the publication of this research report. As of the publication of this report LXM LLP USA, does not
make a market in the subject securities.



