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Suffering from major macroeconomic imbalances over the last five years, the Egyptian government initiated an
ambitious wide-scale economic reform program in FY2016/17.The program'’s broad objectives include the reduction
of a highly unsustainable budget deficit, restoring sustainable financing of the balance of payments, retrieving the
economy’s competitiveness, reducing the inflation rate to a stable single digit level, and fueling more sustainable
economic growth. To achieve these goals, the government is undertaking various fiscal measures that are meant to
raise revenues and improve the efficiency of the current expenditure. Accordingly, monetary policy tightness was
warranted in order to ease aggregate demand growth, reduce the gap of the balance of payments (BoP) and, hence,
control the consequent inflationary pressures. Moreover, the government initiated a number of structural reforms,
which are equally important in order to heal the rigidities in the Egyptian economy at large (i.e the new investment
law, the industrial license act, etc.)

Positive economic reaction amid various challenges

In reaction, real GDP growth accelerated from 3.4% YoY in 1Q FY2016/17 to 4.9% YoY in 4Q FY2016/17 and 5.2% YoY
in 1Q FY2017/18.This coincided with more sustainable dynamics as the consumption contribution declined, while the
trade balance contribution turned positive. The pressure on Egypt’s external position eased as the current account
deficit narrowed from USD19.8 billion in FY2015/16 to USD15.6 billion in FY2016/17. We note that the foreign direct
investment coverage of the current account deficitimproved from USD -4.3 billion in 4Q FY2015/16 to USD -1.1 billion
in4Q FY2016/17.The improvement in Egypt’s balance of payments led the nominal exchange rate to appreciate from
an average of EGP18.2 per USD in March 2017 to EGP17.6 per USD in November 2017. On the fiscal side, the primary
deficit went down from 3.5% of GDP in FY2015/16 to 1.8% of GDP in FY2016/17. Meanwhile, different price indicators
suggested that the previous reform measures’inflationary shocks were over. The monthly CPI pace stabilized around
1.0% MoM in both Septemberand October 2017 compared to an average of 2.5% MoM in November 2016 — August 2017.
Furthermore, the producer price index (PPl) monthly pace decelerated from 3.5%in July 2017 to 1.5%in September 2017.

Further reforms remain in the pipeline

We highlight additional reform measures in the pipeline:

«  Anew bankruptcy law.

«  Energy sector makeover, which includes the newly approved Natural Gas Act.

«  Afive-year IPO program, which will include public companies in the banking and financial services, oil and gas,
petrochemicals, building materials and real estate development sectors. This will be reflected in higher trading
volumes and better equity market performance over the medium/long term.

+  Theestablishment of aninteragency technical committee, which includes representatives of various governmental
bodies. Such a committee will coordinate macroeconomic forecasts, which would help raise the efficiency of
official projections for budget preparation on a micro governmental unit level.

»  The Automotive Directive, which targets raising the local component of the assembly process from 45% to 60%
over the next five years.

+  The Universal Healthcare Act.

Ramy Oraby
ramy.oraby@pharosholding.com
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We expect the real GDP growth rate to accelerate to
4.7% in FY2017/18 and 6.1% in FY2019/20

We expect a pickup in the economic activity over the next
five years on more sustainable dynamics as foreign direct
investments (FDI) increase, tourism recovers, and oil & gas
production rises. We estimate the annual real consumption
contribution to stabilize around 3.0% over the forecast horizon,
partly on continued fiscal tightness. The annual real private
investment contribution is expected to rise from around 1.5%
in FY2016/17 to c. 3.5% in FY2019/20 as FDI inflows accelerate
and the future domestic monetary stance gradually eases off.
Meanwhile, we expect the positive real contribution from
the trade balance to rise from 0.8% in FY2017/18 to 1.1% in
FY2018/19 as Zohr field production kicks in and foreign services
balance improves (i.e. tourism revenue).

Average inflation rate is projected to decelerate to 16.6%
YoY in FY2018/19 and 13.3% YoY in FY2019/20

While the average inflation rate remained elevated in 1H
FY2017/18 at c. 30.0% YoY, we expect a gradual deceleration over
the forecast horizon to reach 13.3% YoY in FY2019/20. Despite
the future fiscal reform measure (i.e. energy subsidy reform), the
domestic inflation rate would decelerate on the current tight
monetary policy, a favorable output gap, a stable real absorption
growth and a slow international commodity prices recovery. We
note that a negative money overhang emergedin 2Q FY2017/18,
reflecting the current tight monetary stance, which in return
paves the way for the inflation rate to decelerate going forward.

Gradual monetary easing is required to balance the risks
given the ongoing global monetary policy tightening

Going forward, the aforementioned domestic inflation dynamics
would support the Central Bank of Egypt (CBE) to ease the
stance of the monetary policy. However, the current strong
labor market in the United States, solid economic recovery
in the European Union and a stable growth in China would
all lead to a gradual tightening of global financial conditions.
In return, this would pose some negative risks on aggressive
domestic monetary easing in Egypt. Accordingly, we expect
the CBE to gradually bring down its overnight lending interest
rate from 19.75% to 17.25% in FY2017/18 and 15.50% in
FY2018/19. (Refer to the Appendix for further details on the
monetary policy transmission mechanism post-flotation)
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Chart1| Contribution to real GDP growth rate
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Chart 2| Inflation rate to decelerate on the current
tight monetary policy, a favorable output gap and
a stable real absorption growth
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Chart 3| Petroleum trade deficit to decline on the
uptick in the oil & gas sector’s activity
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Egypt’s external position to improve on lower current Chart 4| Tourism revenue to increase on both higher
account deficit and higher foreign direct investment arrivals and, to a lower extent, higher spending
inflows

We expect the current account deficit to decline to 3.5% of GDP
in FY2019/20 on the following factors:

A declining petroleum trade deficit: The recent uptick in the
oil & gas sector’s activity led the production level upwards
(i.e. West Nile Delta, Nuras and Atoll fields). Moreover, we
expect the gasimports to decline by an average of USD700
million annually over the next two years as Zohr field
becomes fully operational. On the other hand, the pickup
in the domestic economic activity growth would represent
a constraint on further petroleum imports decline. Hence,
the petroleum trade deficit is projected to decline from
USDA4.6 billion in FY2016/17 to USD3.4 billion in FY2019/20.

A stable non-petroleum trade deficit: We expect non-
petroleum exports to increase from USD15.1 billion in
FY2016/17 to USD18.2 billion in FY2019/20, partly on
the real exchange rate depreciation. Since the non-
manufactured exports represent an average of 50% of
total exports, further steps will be needed to promote
an export led growth (i.e automotive directive). On the
other side, the current structure of Egypt’s non-oil imports
remains inelastic to the exchange rate changes. Hence,
we expect the non-oil imports to increase from USD45.9
billion in FY2016/17 to USD50.4 billion in FY2019/20. This
is partly affected by the expected real GDP acceleration.
Accordingly, the non-oil trade balance is projected to
stabilize around USD30 billion over the forecast horizon.

Higher tourism revenue: In 1Q FY2017/18, tourist arrivals
recorded 2.3 million, versus 1.8 million in 4Q FY2016/17
(1.5 million in 1Q FY2016/17). We expect the recovery
momentum to continue as the security situation improves
and political risks wane going forward. We project tourism
revenue to increase from USD4.4 billion in FY2016/17
to USD6.9 billion in FY2019/20 on both higher arrivals
(reaching 9.2 million in FY2019/20) and, to a lower extent,
higher spending.

Higher remittances: Both the gradual recovery of the
international oil prices, in addition to the ongoing reforms
to stimulate the non-oil economic activity in the GCC
economies would help raise Egyptian expats’' remittances
over the next three years to reach USD20.4 billion in
FY2019/20.

As the government finalized the new investment law, the
new industrial license act and the new bankruptcy law (in the
pipeline), we project foreign direct investments to increase from
USD?7.9 billion in FY2016/17 to USD10.9 billion in FY2019/20.

ANALYST CERTIFICATIONS AND REQUIRED DISCLOSURES BEGIN ON LAST PAGE OF THIS REPORT
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Chart 5| Remittances are projected to increase,
partly due to the ongoing reforms to stimulate the
non-oil economic activity in the GCC
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Chart 6| FDIs to increase on the new investment
law, the new industrial license act, and the new
bankruptcy law
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Net international reserves to stabilize, recording around
USD36.7 billion in FY2019/20

According to the aforementioned BoP dynamics, the net
international reserve (NIR) level would continue to cover c. 7.0
months of merchandise imports over the forecast horizon. As a
precautionary buffer to adverse external shocks, the projected
NIR will remain well-constructed close to the 150% adequacy
threshold upper boundary over the forecast horizon.

Nominal exchange rate to stabilize in FY2017/18, slightly
depreciating in FY2018/19

We believe that the Egyptian pound (EGP) nominal exchange
rate depends on two key factors:

A favorable decline in inflation differential: We expect the
inflation differential between Egypt and its trading partners
to decline from 18.3% in FY2016/17 to 7.4% in FY2019/20,
mainly due to the domestic inflation rate deceleration. This
would help preserve Egypt’s competitiveness in real terms,
which in return would help ease the pressure on the EGP
nominal exchange rate.

Unfavorable global monetary tightening: The ongoing
monetary policy normalization in the advanced economies
(mainly the United States) means that the real interest rate
gap would remain in favor of the advanced economies. This
would represent a pressure on the EGP nominal exchange
rate. Moreover, we note that the recent tax reform plan
in the United States, which could introduce some fiscal
stimulus to an economy that is at/near full employment,
may imply a larger than expected monetary tightening by
the Federal Reserve.

Therefore, we expect the nominal EGP exchange rate to
record EGP17.5 per USD in FY2017/18 and EGP18.6 per USD
in FY2018/19. We note that such levels would help reduce the
current account (CA) gap (the difference between the actual
CA level and the structural level) to a more sustainable level.

ANALYST CERTIFICATIONS AND REQUIRED DISCLOSURES BEGIN ON LAST PAGE OF THIS REPORT

Chart 7| NIR to remain well-constructed close to the
150% adequacy threshold upper boundary
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Chart 8| A decline in both inflation differential
and real interest rate differential would ease the
nominal exchange rate depreciation pace
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Chart 9| The projected exchange rate would
help reduce the current account gap to a more
sustainable level
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The budget deficit is seen declining to 10.0% of GDP in
FY2017/18 and 8.0% of GDP in FY2019/20 on fiscal reform
measures and the economic activity pickup

The expected pickup in the economic activity, in addition to
the government’s continuous efforts to improve the efficiency
of the tax payment process would help raise tax revenues from
13.3% of GDP in FY2016/17 to 14.0% of GDP over the next three
years. On the expenditure side, the ongoing plans to rationalize
current expenditure would help reduce the total expenditure
from 29.5% of GDP in FY2016/17 to 27.1% of GDP in FY2019/20,
of which:

«  We expect the government to keep the public wage annual
growth pace at 7.0% - 10.0% over the next three years.

«  Onthe energy subsidy reform, we expect the government
to resume the third phase of electricity and fuel price
adjustment in July 2018. More importantly, we expect the
government to introduce an automatic price mechanism,
in which fuel product prices would be set more frequently
according to a predetermined formula. On one hand, this
will help depoliticize the process, as opposed to ad-hoc
changes. On the other hand, applying such a mechanism
would help reduce the risk exposure to international oil
price changes on the national budget via a partial pass-
through to domestic fuel prices at pump.

Hence, the primary fiscal balance is expected to improve from
a deficit of 1.8% of GDP in FY2016/17 to a surplus of 1.0% of
GDP in FY2019/20. Accordingly, the overall budget deficit would
decline from 10.9% of GDP in FY2016/17 to 8.0% of GDP in
FY2019/20.

Net government debt level is expected to improve on
favorable automatic debt dynamics, in addition to the
ongoing fiscal consolidation

Over the next three years, the government’s net debt is projected
to decline from 110.8% of GDP in FY2016/17 to 87.4% of GDP in
FY2019/20 on two main factors:

«  The ongoing fiscal consolidation: As the primary balance
turns positive, the accumulation of debt would decelerate
leading the debt ratio (as % of GDP) downward.

«  Favorable automatic dynamics: Apart from the fiscal policy
stance, the supportive overall macroeconomic environment
over the next three years would also help reduce the debt
ratio. We estimate the real effective interest rate on local
currency (LCY) debt to remain below the real GDP growth
rate over the forecast horizon. Accordingly, the nominal
GDP growth rate would exceed the net government debt
growth rate, leading the debt ratio downwards.
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Chart 10| Ongoing plans to rationalize current
expenditure would help

reduce the total
expenditure to 27.1% of GDP in FY2019/20
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Chart 11| The primary balance is expected to turn

positive, leading the overall budget deficit to
decline to 8.0% of GDP in FY2019/20
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Chart 12| The BoP sustainable resources’

improvement would help reduce the total external
debt to 26.8% of GDP in FY2019/20
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Moreover, we ran a stress test under which the economy is
exposed to four different shocks to the real GDP growth,
domestic and foreign interest rates, primary balance and
exchange rate. In the four scenarios, the debt ratio continued
to decline, albeit at a slower pace, compared to our baseline
scenario. In this context, we expect the external debt ratio to
decline from 40.9% of GDP in FY2016/17 to 26.8% of GDP in
FY2019/20.

External shocks represent major downside risk to our
outlook

Egypt’s economic stress cycle usually starts with an external
shock. Remittances, which represent a key source of foreign
currency in Egypt, are vulnerable to oil price volatility, as the
majority of Egyptian diaspora is located in the oil-dependent
GCC. Meanwhile, other international commodity price shocks
do affect the Egyptian economy (i.e. the World Food and Swine
Flu crises in 2007 and 2008, respectively, led the inflation rate to
accelerate significantly in Egypt). Going forward, we highlight
five sources of external shocks:

« Asharp international commodity prices recovery.
«  Faster than expected US monetary tightening.

«  Asignificant protectionism stance in Egypt’s major trading
partners (i.e. US and the EU).

« An escalation of global political tensions that might
negatively affect the global economic growth outlook.

«  Aregional confrontation that would affect tourism arrivals
negatively.

We note that the domestic political risks are expected to ease
following the conclusion of the presidential elections in 4Q
FY2017/18.0n the other hand, we believe that higher domestic
gas production, higher than expected FDI inflows and faster
fiscal consolidation represent the major upside risks to our
outlook.

Chart 13| Under various stress scenarios, the net
government debt ratio continued to decline, albeit
at a slower pace, compared to our baseline scenario
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debt ratio:
Real GDP growth slows to 2% in FY2017/18
GDPgrowth 4 Fy2018/19
Interest rates Domestic and foreign interest rates go up by

200bps in FY2017/18 and FY2018/19

Primary balance A primary deficit of 2% of GDP in FY2017/18
and FY2018/19

Exchange rate The nominal exchange rate depreciates by
25% in FY2018/19 and FY2019/20
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Appendix| Monetary policy transmission mechanism post
flotation
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2012/13  2013/14 2014/15 2015/16 2016/17p 2017/18f 2018/19f 2019/20f

Nominal GDP (EGP billion) 1860.4 2130.0 24439 2708.3 3496.0 4335.7 5144.8 6042.6
Real GDP, growth rate 2.2% 2.9% 4.4% 4.3% 4.1% 4.7% 5.7% 6.1%
Unemployment rate 13.0% 13.4% 12.9% 12.7% 12.2% 11.7% 11.5% 11.2%
Inflation rate, average 6.9% 10.1% 11.0% 10.2% 23.3% 22.4% 16.6% 13.3%
ggﬁg'\' lending rate, end of 1075%  9.25% 9.75% 1275%  17.75%  17.25%  1550%  13.50%
Net government debt (% of GDP) 82.0% 85.4% 89.7% 99.7% 110.8% 98.9% 94.4% 87.4%
External debt (% of GDP) 16.4% 15.6% 14.8% 18.1% 40.9% 31.7% 28.6% 26.8%
Total revenue (EGP billion) 350.3 456.8 465.2 491.5 659.2 825.1 974.8 1,152.9
Total revenue (% of GDP) 18.8% 21.4% 19.0% 18.1% 18.9% 19.0% 18.9% 19.1%
Tax revenue (EGP billion) 2511 260.3 306.0 3523 464.4 601.2 709.2 841.0
Tax revenue (% of GDP) 13.5% 12.2% 12.5% 13.0% 13.3% 13.9% 13.8% 13.9%
Expenditure (EGP billion) 588.2 701.5 7334 817.8 1,031.9 1,261.0 1,423.0 1,640.1
Expenditure (% of GDP) 31.6% 32.9% 30.0% 30.2% 29.5% 29.1% 27.7% 27.1%
Ei‘l)l?;’:snsat'o” of employees (EGP 143.0 1786 1985 213.7 2255 2423 2613 2824
Interest payments (EGP billion) 147.0 173.2 193.0 243.6 316.6 394.6 463.0 543.8
Subsidies, grants and social

197.1 228.6 198.6 201.0 276.7 362.8 406.8 474.3
benefits (EGP billion)
Primary balance (% of GDP) -5.0% -3.9% -3.5% -3.5% -1.8% -0.9% 0.3% 1.0%
Overall fiscal balance (% of GDP) -12.9% -12.0% -11.4% -12.5% -10.9% -10.0% -8.7% -8.0%
Current account balance (USD

-6.4 -2.8 -12.1 -19.8 -15.6 -10.1 -10.8 -10.5

billion)
Current account balance (% of

-2.3% -0.9% -3.7% -6.0% -5.9% -4.1% -3.9% -3.5%
GDP)
Balance of goods and services

-25.7 -33.1 -34.0 -36.7 -33.0 -28.4 -30.1 -30.9
(USD billion)
Tourism revenue (USD billion) 9.8 5.1 74 3.8 44 5.6 6.2 6.9
Suez Canal revenue (USD billion) 5.0 5.4 54 5.1 49 5.1 53 55
Remittances (USD billion) 18.7 18.5 19.3 16.8 17.5 18.3 19.3 204
Net foreign direct investments
(USD billion) 3.8 4.2 6.4 6.9 7.9 9.0 9.9 10.9
Net portfolio investments (USD 15 12 -0.6 1.3 160 10.0 70 30
billion)
Net international reserves (USD 14.9 167 20.1 175 313 375 351 367
billion)
USD/EGP, average rate 6.6 7.0 7.4 8.2 14.9 17.5 18.6 19.8

Source: MoF, CBE, MoP, Pharos Research
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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 dis-
tributed in the U.S. by LXM LLP USA, a U.S. registered broker dealer, on behalf of Pharos Securi-
ties 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 Reg—ulatory 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. ovr 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 compensa-
tion was, is or will be directly or indirectly dependent on the specific recommendations or views
ex—pressed 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 pre-
paring this report are resident outside the United States and are not associated per—sons 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 regard—ing, among other things, com-
munications 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. Itis 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.
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