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The EGP on a roller-coaster, but is it sustainable?

A short-term analysis

Why does the EGP appreciate?

In a previous macroeconomic flashnote, we explained the dynamics of exchange
rate volatility following currency flotation. Back then, we anticipated that “the
persistence of such a positive sentiment should help strengthen the EGP to
average at EGP14.00-15.00 per USD in FY2016/17".We believe the current EGP rally
is attributed to a combination of both internal and external factors:

1. DollarTrump rally reversal: Following the announcement of the US presidential
election results, the USD rallied on the prospect of the new administration
pro-growth fiscal stimulus. However, the USD rally was inverted following
the inauguration speech. Moreover, the repercussions of the presidential
executive order on immigration fueled further USD depreciation versus
major global currencies. Meanwhile, emerging markets’ currencies witnessed
an appreciation versus the USD over the same period as shown on J.P.
Morgan emerging markets currency index. Egypt is not isolated from the
aforementioned developments (Chart 1 & 2).

2. Improved foreign currency liquidity domestically: Following the EGP flotation
in November, commercial banks’ FCY liquidity has improved significantly as
reflected on exchange rate bid-ask spreads (Chart 3). Remarkably, foreign
holdings of EGP-denominated treasuries witnessed a notable increase starting
January. As the EGP exchange rate started to stabilize, foreign investors seized
the opportunity of higher short-term interest rates.

3. Weaker local demand: We reiterate that diminishing/declining sales volumes
across various sectors is yet another signal of weaker demand following the
EGP flotation in addition to other economic reform measures undertaken last
November, which helped pause the pressure of further EGP depreciation.

What to expect next over the next 3-6 months?

Exploring the outlook over a short time horizon, we underline the following
external and internal dynamics.

Stronger USD may add some pressure on the EGP, but it won't be a
free fall

In a recent testimony to the Senate, the Federal Reserve Chair reiterated that
monetary tightening is not conditional upon fiscal plans. The FOMC dot plot
originally suggested three interest rate hikes in 2017, while the market consensus
hints for two hikes with a probability of 50%-+ of a hike starting May. Not to mention,
the sentimental impact of revealing more details regarding fiscal stimulus and tax
reform plan. A strong dollar should add downward pressure on the EGP exchange
rate, but we don't estimate a grave capital flight due to:

«  The foreign investors’ exposure to Egyptian assets is already small.

«  The macroeconomic transformation story in Egypt is seen to attract more
foreign currency inflow versus other emerging economies.

«  The FOMC's forward guidance strategy means that any policy decision is
smoothly communicated in advance.
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Chart 1| Bloomberg Dollar spot index cap-
tured the USD weakening versus leading
alobal currencies
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Chart 2| Emerging markets’currencies appre-
ciation versus the green back
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Chart 3| Commercial banks’ exchange rate
bid-ask spreads indicate improved FCY Ii-
quidity
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Mixed domestic factors may cause some volatility

Looking ahead, we highlight four different domestic events that will affect the EGP
exchange rate over the short-run:

1.

The Ramadan-seasonal effect (downward pressure): The holy month of Ramadan
traditionally marks a relatively higher import and consumption levels compared
with the rest of the year.

A pick up in import activity (downward pressure): The recent solid EGP appreciation
may encourage importers to resume their activity, albeit slightly due to a notable
decline in sales volume.

IMF loan second tranche (upward pressure): In an online press briefing following the
release of the IMF staff report on Egypt, Chris Jarvis explained that “the next tranche
of the loan is due to be disbursed in the spring”. Such a second vote of confidence for
the Egyptian economy would be positive for the Egyptian pound.

More FCY inflows in EGP-denominated treasuries (upward pressure): The
sustainability of the current high foreign demand of local treasuries should increase
the commercial banks’ FCY liquidity and strengthen the Egyptian pound.

In that context, we would like to reemphasize the fact that economic agents’ behavior
and expectations play a decisive role determining the direction and the magnitude of the
exchange rate movements, which makes short-term level projection a highly judgmental
call. Finally, we reiterate our long run position that the Egyptian pound would strengthen
over the next couple of years as it remains undervalued on REER analysis.
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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 orim—plied, 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 recom-
mends 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 de—scribed 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—ula-
tory 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 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 preparing 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,
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 invi-
tation 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 infor-
mation 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 estab-lished 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 com-
pensation 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 sub—ject securities.




