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 Presidential elections — Egypt is quickly moving towards holding presidential 
elections: the first round is to be held in late May and the run-off in mid-June 2012. 
Given the large number of likely contestants, and rapidly shifting political scene, it is 
very hard to make a sensible prediction about who will win the polls.  

 Constitutional delays — But arguably what is more interesting about the presidential 
elections is that those contesting the poll may not know the full extent of their future 
presidential powers. This is because we think it is unlikely that a new constitution will 
be approved prior to the elections. In fact we think it may well be delayed until 
September. 

 No quick deal with the IMF — With the IMF hoping to have broad political buy-in for 
any lending programme it will monitor, we think it is unlikely that an agreement with the 
Fund can be formally signed until well into 2H 2011 and probably not before the new 
president is sworn in, the recently stated goal of the finance minister. Coupled with only 
limited support from other external donors until a deal is agreed, this suggests that the 
current government could potentially be in ‘muddle through’ policy mode for at least the 
next six months.  

 Is ‘muddle through’ sustainable? — Although we expect capital outflows to slow 
significantly in 2012, the government will still needs to fund the twin deficits over the 
coming six months. Moreover, with reserves having fallen close to critical levels its 
room for manoeuvre is limited. This raises the question of whether the current 
government will be able to find enough resources to fund the twin deficits until the 
political situation is resolved, or whether the Egyptian economy will reach a crunch 
point at some point during the next six months  

 It will be close — Although it is likely to be tight and the room to manoeuvre extremely 
limited, we think the government will just about be able to muddle through until 
September, and then reach an agreement with the IMF. However, the downside risks 
will remain considerable. Moreover, the problem is that, by attempting this course, if 
events do blow the economy off track in the coming months then there are few options 
for the government and it really could potentially face the prospect of an uncontrolled 
devaluation. 
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Uncertain politics: but this is not the real 
problem 

Over the course of this April, the Higher Committee for Presidential Elections will 
formally decide which candidates that have entered the contest to become Egypt’s 
next president will be eligible to contest the first round of voting on May 23/24. With 
various dates set for decisions and appeals, the final list of candidates is due to be 
announced on April 26. This will give those candidates who have qualified a final 
month to campaign before the first round. 

Assuming no candidate secures over 50% of the vote in the first round, a run-off vote 
has been scheduled for June 16/17, with the authorities committed to announcing a final 
result by June 21. This means that by the mid-point of this year Egypt should have a 
new president in place, as well as the parliament that was elected earlier this year. 

A total of 23 candidates had originally entered into the presidential contest. 
However, ten of these, including some who had been considered high-profile and 
with a considerable chance of winning the poll, were barred from contesting it on 
various grounds, on April 16, by the Presidential Election Commission. The ten 
barred candidates can appeal the decision and some may be re-instated. But what 
recent events probably best highlight is that, given the rapidly changing nature of 
the presidential election race, predicting a winner at this early, yet also relatively 
late, stage in the election process, is virtually impossible. 

The other point to bear in mind about Egypt’s current political transition is that it will 
not necessarily have run its course just with the holding of the presidential elections 
in May and June. This reflects the fact that we think that the presidential elections 
will be conducted without a formal constitution in place. This creates a situation 
where all candidates to be the next president will have little idea about their future 
role and powers. This is the case even to the point where it is not clear whether 
Egypt will have a more presidential or parliamentary biased political system. 

This situation has arisen because of the way that politics have played out since 
early 2012. Under huge political pressure to ensure a rapid transition to civilian rule, 
the Supreme Council of the Armed Forces (SCAF) agreed to an accelerated 
timetable for holding the presidential polls, which, even if everything had gone to 
plan, would have run pretty much parallel to the drawing up of a new constitution. 
Perhaps unsurprisingly, the reality has been that efforts to draw up a new 
constitution have not proceeded as quickly as planned 

This reflects the ongoing divisions within parliament about the membership of the 
Constitutional Assembly (CA), which is now trying to draw up the new constitution. 
Initially, around a third of the 100 members of the CA walked out in protest on the 
grounds that the composition of the CA was insufficiently inclusive and their actions 
have been supported by an Administrative Court ruling on April 10 that the CA did 
not reflect the diversity of Egyptian society. As a result, it may take some time to 
agree the exact composition of the CA. 

But the potential disagreements are potentially even more significant. For example, 
it is still not even clear how the approval process will actually work. For example, 
will the CA hold a vote on each clause of the new constitution, or will there just be 
an overall ‘yes or no’ vote for the entire document, which will then be put to a 
national referendum? All this means that there must be a significant level of doubt 
about whether the CA will even be able to produce a draft constitution by its 
September deadline, never mind prior to the presidential poll. 
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This does, of course, create a hugely interesting political situation, in that Egypt will 
be electing a president whose powers are extremely unclear. Not that this need be a 
major problem. A dynamic president, with a strong popular mandate, for example, 
may well be an important figure in resolving disputes within the CA and guiding the 
final drafting process. But it does raise interesting issues about whether the final 
drafts of the constitution, notably decisions about whether to give more or less 
power to the president in relation to parliament, may be influenced by the outcome 
of the presidential poll. 

It also raises question-marks over the exact procedures under which a new 
government is potentially appointed after the presidential polls. What has become 
clear in recent months is that tensions between the Faith and Justice Party (F&JP) 
and the SCAF have increased, with the F&JP feeling that, although it has a clear 
majority in parliament, it has little influence on government policy. The current 
government of prime minister Kamal Ganzouri was appointed by the SACF in 
December 2011. At present, we think that this situation will remain until after the 
presidential polls, but at that point the elected politicians will seek to appoint their 
own government. 

While we are positive that most of these political uncertainties can be resolved over 
time, arguably the more interesting question is whether the economy will run into a 
crisis before the political transition has run its course – especially if, as we suspect, 
the political transition is dragged out until at least September of this year. Although 
the current finance minister, Mumtaz al-Saeed, indicated on April 12 that the 
government would like to sign a deal with the IMF before May 15, our reading of the 
current political situation suggests this is unlikely. In fact, we think a more plausible 
scenario is that an agreement with the Fund may potentially be delayed into the 
second half of the year, with September a more likely outcome. 
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Finding a solution to the economic problems 
that have emerged in 2011 

What is clear is that, at this point in the country’s political transition, the last 18 
months have taken their toll on the economy and this will not change soon. This is 
most visible in the fact that growth has slowed, unemployment is rising and inflation 
has remained high. Moreover, and crucially, the emergence of the twin budget and 
current account deficits and the ongoing struggle to finance them are important 
economic concerns. 

What also seems increasingly clear to us is that, while politicians and policy-makers 
are clearly aware of the emerging economic issues, the political transition has 
created a policy inertia which makes it impossible to put in place a short-term plan 
to close the deficits or more generally to return the economy to a path of sustainable 
growth. In fact, this inability to generate a local economic policy option has meant that, 
since late 2011, an inordinate amount of faith has been placed in the government 
reaching a deal with the IMF to allow the reform process to move forward. 

Figure 1. Slowing growth and rising unemployment  Figure 2. Stubbornly high inflation 
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Source: Haver Analytics  Source: Haver Analytics 

 
The other problem is that, while there have been a steady stream of press reports, 
both local and international, suggesting that donors are willing to provide support for 
the Egyptian government, actual substantive commitments have been much more 
limited to date. This highlights the fact that for some donors it is important to have 
an IMF deal in place before they are willing to provide significant commitments. 
While this is not an insurmountable problem, it is still a problem and in the interim, 
while there will be some promises of support, these are unlikely to be significant 
enough to close the financing gap. 

Given that signing a deal with the IMF is expected to be a significant positive for the 
country, the lack of progress to date seems hard to explain. But we think it broadly 
reflects two main issues. 
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 First, under the current political arrangement it now seems that distrust is too 
high between all the major political actors to agree to a deal. This, in turn, may 
prove problematic for the IMF, which is seeking broad political support for any 
programme – at the end of its most recent mission to Egypt, it noted in its press 
release that “broad-based support for a national economic program is essential 
to bolster confidence and ensure its successful implementation in the period 
following the current political transition”. This, of course, makes sense for the 
Fund, which does not want to sign a deal with the current government, only to 
find that a new president and/or new government wants to re-negotiate it. 

 Second, there is little incentive for any political party to make a deal with the IMF 
in the run-up to the presidential poll, if, as seems the case, Egypt’s current 
nationalist mood has made borrowing from the IMF unpopular. The clearest 
indication of this sentiment was provided by a March 2012 Gallup poll, which 
suggested that 57% of Egyptians now oppose borrowing from the IMF, compared 
with 36% last August. 

Not that this means that reaching a deal with the IMF is not possible in the medium 
to long term. In fact, an interesting part of the emerging economic story in Egypt is 
that many of the policies currently being proposed to help support long-term growth 
are relatively pro-market. In fact, what is even more interesting is that they seem 
little different from those being proposed by the former reformist governments in the 
mid-2000s. 

For example, there does seem to be widespread recognition of the need to get the 
budget deficit under control – for example, by reducing food and fuel subsidies 
(notably by more effective targeting of them). Another theme that seems to persist is 
the need to reform the country’s internal markets to make them more efficient and 
help reduce inflation. Perhaps the major difference going forward will be that the 
democratic legitimacy of any new post presidential election government will mean 
that it is much better placed to push through difficult reforms in these areas. 

In fact, stepping back from the more specific economic reforms required in Egypt, 
there still seems to be reasonably robust support for market-based economics in 
Egypt. In fact, we think a relatively broadly held view within the country is that, given 
that many of the senior leaders of the Muslim Brotherhood are businessmen, there 
is a strong political desire within its leadership to create an economic environment 
that is friendly towards the private sector, albeit with a more prominent role for 
Islamic finance.  

Perhaps where the biggest concern might arise in this respect is that, while some 
politicians may have a relatively clear idea of where they want to go, they are not as 
clear as to which route should be taken to achieve this overall policy goal. There 
may also be too much faith being put in the idea that, with the end of the ‘crony 
capitalism’ of the late 2000s, there will be a considerable amount of additional 
finance available to help ease the reform process. We are concerned that the reality 
may be that the savings are unlikely to be as great as many people predict. 
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Is ‘muddle through’ possible for the next six 
months? 

Back-of-the-envelope calculations 

All this points to a situation where, although progress with reform is possible in the 
medium to long term, at least for the next six months the Egyptian government will 
try to ‘muddle through’ in terms of economic policy. In other words, ‘muddle through’ 
could run up to at least September of this year. 

In fact, we think that political support for this option has increased in recent months 
as the pace of decline in Egypt’s foreign exchange reserves has slowed in February 
and March 2012. This reflects that the most visible sign of the pressure on the 
economy has arguably been the ongoing fall in the country’s foreign exchange 
reserves throughout 2011 and into 2012 and the concern that this will eventually 
push the central bank into a major devaluation of the currency. 

To understand whether ‘muddle through’ is possible during this time period, we have 
done some back-of-the-envelope calculations on the financing requirements for the 
twin deficits for an additional six months. These are rough and ready, but give a ball-
park figure of the scale of finance required: 

 First, the need to fund the budget deficit, excluding external debt service, which – given 
the current state of policy inertia – is unlikely to change much from its current level. We 
are currently forecasting a budget deficit of 9% of GDP for the 2012 calendar year. 
These funding needs are, of course, largely in Egyptian pounds and we estimate that 
the government needs to raise around EGP64.5bn during the six months. 

 Second, there are the foreign currency demands on the government, largely the 
current account deficit and external debt repayments. Again, there are two issues 
here. First, with no significant recovery in tourism likely, given the political 
background, the reality is that the current account deficit is likely to remain 
unchanged at around 2.5% of GDP. Second while the government may not be 
required to make all repayments on its external debt owed to the Paris Club, it 
will have to meet its July 2012 US$1bn Eurobond repayment, although a large 
portion of this is held by local banks. We estimate that combined it will need a 
total of around US$4.5bn in the coming six months. 

Possible sources of foreign funding 

One of the clearest economic trends in Egypt in 2011 was that, although the size of 
the current account deficit was little changed between 2010 and 2011 – we estimate 
the current account deficit in 2010 was 2.6% of GDP compared to 2.3% of GDP in 
2011 – the overall balance moved sharply into a deficit, reflecting large capital 
outflows, notably portfolio outflows by US and European investors, but also FDI. 
This outflow was largely met by the government drawing down foreign exchange 
reserves, or ‘other flows’ in the balance of payments data. As a result, Egypt’s net 
international foreign exchange reserves fell from US$36bn at the end of December 
2010 to US$15.1bn at the end of March. 

On the plus side, this level of capital outflow will not be as high in 2012 as most portfolio 
investors have now exited (see Figure 7). This means that the funding will largely be of 
the current account deficit only in 2012, which we currently forecast will be little changed 
from 2010 and 2011, at 2.7% of GDP. But the other side of the coin is that, having drawn 
down reserves significantly in 2011, the government’s room for manoeuvre is now much 
more limited and any additional shock would leave it with even less room to manoeuvre. 
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Figure 3. Funding the current account deficit 
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This is especially the case given that the component of the remaining reserves that 
are liquid is now much smaller. For example, US$4.1bn of the current total is 
actually held as gold assets, which are relatively illiquid and only sold as a 
desperate last resort. In fact, according to the official data there are only US$9.1bn 
of reserves held as liquid foreign exchange at the end of March 2011, of which 
arguably US$4.5bn are already pre-committed to repay the US dollar-denominated 
T bill already issued by the government. 

Figure 4. Foreign exchange reserves  Figure 5. Composition of foreign exchange reserves (March 2012)1 
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1 These numbers are taken from the CBE’s balance sheet breakdown and the total differs very 
marginally from the number provided as Gross Official Reserves. 
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This would imply that the government will have to continue to seek alternative 
sources of funding from abroad: either FDI or portfolio inflows. Looking at the 
potential for FDI inflows, the outlook is mixed if the 2011 trend is a guide for early 
2012. Net FDI inflows were, in fact, negative in the first and final quarters of the 
year, giving a total net outflow for the year. While it is likely that FDI inflows will start 
to pick up after the political uncertainty dies away, expecting any significant increase 
in early 2012 seems imprudent. 

Figure 6. Net Foreign Assets of the commercial banks  Figure 7. Foreign ownership of government debt 
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Outflows on the portfolio account in 2011 were also strongly negative as foreign 
fixed income and equity investors moved money out of the country. However, there 
are some prospects for new portfolio inflows in the coming six months. 

First the government still believes that it can tap funds from the Diaspora. This was 
shown by its recent efforts to issue Diaspora bonds, notably to Egyptians living in 
the GCC. There is also increasing discussion about the possibility of embarking on 
a programme of land sales which could potentially raise US$5-6bn. The benefit of 
this to Egyptians living overseas is that it would provide them completely clean land 
title, something that has proved difficult to attain historically. 

There would clearly be some logic for the Egyptian Diaspora to buy the bonds, 
given that the proposed interest rate of 4% is significantly above that obtainable in 
most saving deposits in GCC countries, although whether it is attractive enough is 
not clear. The other significant uncertainty is the actual size of the fund base the 
government can tap. In the case of land sales, the key issue is whether the sales of 
land would represent a new source of funds, or simply a diversion of remittances 
from their current use into land purchases. We think the latter is likely to prove to be 
the case. 

In the case of the Eurobond repayment, the foreign currency outflow may not be as 
great as the repayment coupon would imply. One solution would be for the government 
to offer an alternative US dollar debt instrument to local bond-holders instead of making 
a full repayment: for example, a one-year bond at a similar interest rate. Assuming that 
75% of the bonds are held by the local banks, which we think likely, this option may be 
very attractive. The other issue is that, because the Eurobond is held as an EGP asset 
by local banks, those holders are likely to sell the USD they receive back to the CBE in 
order to replace the bond with another EGP asset. 
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While much of the focus will continue to be on the speed of the draw-down of official 
foreign exchange reserves, it must also be remembered that the government may 
have access to some of the US$15.5bn of net foreign assets (NFA) that were on the 
balance sheets of Egyptian commercial banks at the end of 2011. Another possible 
source of funds that could be tapped are the financial assets held by the Egyptian 
military – widely thought to have its own ‘off-balance sheet’ sources of foreign 
exchange, which may have already been used to finance the repayment of the June 
2011 Eurobond (although it is unclear whether the military would want to use this to 
support a new government). 

Finally, there is, of course, the prospect of lending from other governments or from 
multilateral institutions. Such loans are also classified as ‘other inflows’ in the 
balance of payments: net borrowing in 2011 was actually positive, but this was due 
largely to positive inflows of medium-term suppliers’ credits, which supported 
imports. We assume that this will remain limited until a deal is reached with the 
IMF2, but there are still likely to be ad-hoc agreements which could provide 
additional, and potentially important, sources of finance for the government. It is 
also likely that suppliers will continue to have access to credit, although this could 
potentially wane if the political scene were to become more complicated. 

Domestic borrowing 

With regard to funding the budget deficit from domestic sources, the most obvious 
option is to continue the policy of 2012: basically issuing Treasury bills and bonds 
debt which will continue to be taken up by the domestic banking system. The 
obvious cost to this is the crowding out of lending to the private sector, which will 
continue to impact on growth: CBE data shows that total private business sector 
credit as a percentage of total credit fell from over 40% in 2010 to only 33.1% in 
December 2011, with this trend looking set to continue in 2012. The corresponding 
trend, of course, is the rise in government debt as a percentage of total credit. 

While there are no strong indications yet that the banking sector cannot absorb this 
additional government debt, there are signs of strain. For example, there has been 
a steady increase in household local currency deposits in the banking system: CBE 
data shows these rose from around 75% of total deposits in 2019-10 to 82% in 
December 2011. But the rate of growth of local currency deposits slowed sharply 
during 2011, which may limit the banks’ ability to take on new debt. 

Second, there may now be some signs in the data that the government is having to 
expand the sources of buyers of government securities. In addition to banks, 
specialized banks, investment companies and mutual funds3 have grown holdings 
of domestic debt. In addition, the government has also increased its use of the CBE 
as a source of financing: CBE credit facilities to the government rose by EGP68.3bn 
between February 2011 and February 2012, or around 5% GDP. Although the 
government is paying interest on these claims, further use of the CBE’s balance 
sheet could quickly raise inflation expectations and further increase demand for 
dollars.  

 

                                                           
2 An interesting unknown is whether these flows would pick up, notably from the GCC, if the Egyptian 
government signed a memorandum of understanding with the IMF about implementing a deal after the 
presidential elections. 
3 As classified by the CBE. 
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Figure 8. CBE credit facilities to the government  Figure 9. Growth in local and foreign currency deposits 
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Conclusion 

Although it is likely to be tight and the room to manoeuvre extremely limited, the 
government may just about be able to muddle through until September, and then 
formally sign an agreement with the IMF. But this also implies that the downside 
risks, notably to the Egyptian pound, will remain considerable during this time. 
Moreover, the problem is that, by attempting to follow this course, if events do blow 
the economy off track then there are few options for the government and it really 
could potentially face the prospect of an uncontrolled devaluation. In fact, at this 
point, it would have only more radical and drastic policy options, such as the 
imposition of capital controls. 

In this respect, it is also worth highlighting that arguably one of the most interesting 
features of the political transition in Egypt to date is the fact that Egyptians have, by 
and large, maintained their faith in the pound, although there is now some evidence 
of deposit dollarization. However, were there to be a more to wider dollarization, due 
either to rising inflation, or to concerns that EGP:USD stability could not be 
maintained, then this could become a self-fulfilling prophecy, with rising demand for 
foreign currency eventually pushing the CBE into a devaluation. 

Finally, although the current government can potentially put off decisions until after 
the political transition is completed, the policy decisions facing the new government 
are no easier. In fact, because of the delay they will arguably be harder. The only 
plus is that the addition of international support, led by the signing of an agreement 
with the IMF, could provide additional funds to ease the pain of a potentially difficult, 
but necessary transition. 
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