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MONTHLY ECONOMIC REVIEW
The Monthly Economic Review is produced by MAP Unit. It highlights the most
critical economic updates and aims at tracking the main developments in the real,
fiscal, monetary and external sectors.  In addition, the Monthly Economic Review
helps to monitor the economic response and recovery in light of COVID-19 crisis,
considering different challenges and future prospects as well. 

JUNE'S HIGHLIGHT
Inflationary pressures from the second-round effect started to build up especially
during H2 2021. It was materialized as positive real money gaps estimated at 3.4%,
representing the domestic upside risks along with the unfavorable pass-through
effect from the EGP devaluation accounting for 19%. This is reflected on higher
inflation expectations in May 2022.

By examining the Monetary Transmission Mechanism (MTM), it has been found
that raising policy rate relative to a base of one percentage point, is expected to
lower output by a range of 0.04 to 0.13 percentage points within nine months, and
to reduce inflation by around 0.34 to 0.48 percentage points after 5 to 6 quarters.

The recent yield curve (1st June 2022) has a spread of 2.71 percentage points
which is significantly lower than that of three months ago, which reflects more
flattened curve mirroring the stance of the monetary policy and also echoes
expectations of relatively higher inflation in the short-term. 
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The CBE May’s decision came in line with the global
and regional dynamics. Increasing interest rates is a
consistent policy for the current period. It is worth
mentioning that above being consistent with the
international wave, such a policy is expected to support
Egypt’s position among the emerging markets to be a
favored destination for the foreign investors, especially
for the portfolio investments and the reemergence of
the carry-trade transactions, supported by positive real
interest rate. This policy should be a milestone in
strengthening the domestic currency and the Net
Foreign Assets (NFAs) position after it has affected
adversely from the capital outflows that took place
during February and March and resulted in negative
balances during these two months.

On another note, this policy is timely because
inflationary pressures from the second-round effect
started to build up especially during H2 2021,
materialized as positive real money gaps estimated at
3.4%. This came after real money balances indicated
negative gaps during the Q3 2018 and Q2 2020. These
dynamics have encouraged the Central Bank to adopt an
easing cycle during that period. Such a policy was
conducted to primarily improve the banks’ balance
sheets and to work on improving the credit channel by
the banking sector, which could be positively reflected
on the macro-economic fundamentals.
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Although the policy is intuitive, yet its impact was not
practically pronounced as the private investments and
the capital inflows from the FDI’s are still  very low.
Nonetheless, the government is currently working on
designing a comprehensive toolkit that will be dealing
with the structural and institutional problems to enhance
the monetary transmission mechanism going forward. 

Source: CBE and MAP's Estimates, MPED.
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REAL MONEY BALANCES AND
CBE'S DECISION

Source: Central Bank of Egypt (CBE).



Urban headline inflation (Y-o-Y) increases for the third
month in a row to record 13.5% in May, compared to 13.1%
a month earlier. The monthly dynamics has been relatively
softened to show an increase of 1.1% in May compared to
3.3% during the previous month. Meanwhile, core inflation
surged in May to record 13.4% (Y-o-Y) compared to 11.9%
a month earlier. This came on the back of unfavorable base
effect from previous year. 

Regarding the sources of inflation, May dynamics indicates
that monthly core inflation has been further softened to
register 1.6% compared to 2.4% a month earlier.
Nevertheless, implied inflation has increased to 0.95
percentage points, reflecting higher inflation expectations
that represent the level of inflation that cannot be avoided
by the Central Bank. In the meantime, having a monthly
average core inflation of about 1.0% is equivalent to 12.0%
annual rate. In other words, it  becomes a must for the CBE
to adjust its inflation target upwards with a higher band to
mirror the uncertainty surrounding the inflation risks being
12%±3%.

Estimated Contribution by Source to Core Inflation
during May 2022

Source: CAPMAS and CBE
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INFLATION DYNAMICS

Source: CBE and MAP's Estimates, MPED.



Adding to the above, the contribution of higher cyclical
factor by 0.72 percentage points in May 2022 is related
to both supply-push effects and demand-side effects.
The former can be backed by higher international food
and energy prices that emerged from the recent conflict
taking place between Russia and Ukraine and had its
spillover on the Egyptian Economy. As for the demand
side effects, it  can be attributed to the positive real
money gaps reflecting the shortage of the produced
goods and services relative to the money supplied in the
economy. 

The recent Central Bank measures to devaluate the
Egyptian Pound by 17% that reached 19.0% in June, has
its anticipated repercussions on the domestic inflation
due to unfavorable pass-through effect that has been
fully manifested during May figure. Rather, it  is
expected this to be reflected during the next couple of
months in higher inflation rates.

Nonetheless, the inflationary pressures are relatively
softened due to the CBE’s decision to hike policy
interest rates by 100 basis points in its exceptional
meeting that was held on March 21st and enhanced by
further 200 basis points in its meeting on May 19th. 
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May's Purchasing Managers' Index (PMI) marginally
strengthened to 47.0 from April 's 46.9, but remained below
the 50.0 threshold that separates growth from contraction.
Non-oil private sector activity in Egypt contracted for an
18th month in May as the Ukraine crisis, import restrictions
and a devalued currency put pressure on prices.

Rising price pressures continued to weigh on client
spending. Input cost inflation quickened to the highest in six
months amid rising global commodity prices, a stronger US
dollar and the banning of a number of imported goods. The
import ban on certain products caused supply shortages for
several firms and a new requirement for letters of credit for
importing many goods resulted in increased customs delays.

As such, Egypt private sector activity extends contraction in
May as inflation weighs. Consequently, Output and new
orders in May extended a months-long contraction, with the
output index, at 45.0, worsening from April 's 45.3 and the
index for new orders dropping to 44.6 from 45.3.

Source: IHS Markit.
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Nowadays, it  is so crucial to examine the effectiveness of
the monetary policy in affecting the macroeconomy,
especially with the tightening cycle that is taking place at
the FED and has been imitated by a group of central banks
world-wide. The question that arises is related to how the
CBE should respond to these actions applied by other central
banks, knowing that their decisions can affect the domestic
economic conditions and dynamics. Thus, it  is essential to
test and measure the impact of the central bank decision on
the macroeconomic variables to see how effective the policy
is and to give the policy-makers spectrum of policies to
choose from.

The transmission analysis is constructed to reflect the
monetary policy stance on investment and spending
decisions, and ultimately on aggregate demand. There are
four main transmission mechanism channels through which
the monetary policy is reflected on the economy. As per
Mishkin (1996), the four channels are: interest rate,
exchange rate, asset price and the credit channel. In this
context, the analysis will be restricted to the first two
channels as the other two channels are still  underdeveloped.

The interest rate channel is referred to as the direct channel
and it affects the economy through shifts in the policy and
interbank rate, which instantly change the money supply
leading to a change in all short-term money-market interest
rates.  
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In its turn, it  will spread to the entire spectrum of interest
rates, in particular the long-term interest rates. As such, the
interest rate’s effect propagates within the economy by
affecting the investment and consumption decisions.
Whereas, the exchange rate channel assumes that changes in
monetary policy stance are directly reflected in the exchange
rate where the pass-through effect is transmitted through the
external position impact on output.

There is always uncertainty about both timing and
magnitude of the transmission mechanism, which is highly
sensitive to the adequate selection of the monetary policy
tools/instruments, during the estimation process. The
estimations indicate that official interest rate decisions have
their fullest effect on output with a lag of around three
quarters, and their complete effect on inflation with a year
and half lag. 

Source: MAP's Estimates, MPED.
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MONETRARY TRANSMISSION
MECHANISM

Source: MAP's Estimates, MPED.



Turning to the magnitude; it has been found that raising
policy rate relative to a base of one percentage point, is
expected to lower output by a range of 0.04 to 0.13
percentage points within nine months, and to reduce
inflation by around 0.34 to 0.48 percentage points after 5 to
6 quarters. 

This implies that the impact of a policy change will have a
more persistent effect on inflation relative to that on GDP,
which takes an extra three quarters impact on inflation after
the peak impact on GDP is fully materialized. Monetary
Transmission Mechanism (MTM) of policy rate shock is also
measured for NEER. It has been found that a hike in the
policy rate by 1 percent will be transmitted to exchange rate
leading to appreciation more than  proportionally by 1.25
percentage points.  

Source: MAP's Estimates, MPED.
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MONETRARY TRANSMISSION
MECHANISM

Source: MAP's Estimates, MPED.



As such, a money shock appeared to adversely affect the
economy, money has a significant effect on the economy,
albeit with minor impact on GDP estimated at only 0.07
percentage points. However, a money shock appeared to
have a relatively strong impact on both inflation and
exchange rate. Per se, if money expands by one percent, this
will depreciate the EGP more than proportionally with a
complete transmission after two quarters, with a magnitude
of 3.22 percentage points nominal depreciation for every 1
percent increase in the money supply. 

Moreover, monetary expansion shock affects the overall
price level with a magnitude of 0.56 percentage points
within three quarters, which exceeded the effect of the
policy rate shock. As such, these findings are considered of
a great importance for the policy makers at the Central Bank
and shed light on the expected role of the central bank to
control money balances in a way that is consistent with the
key macro- fundamental; that in turn would help in restoring
the economy-wide stability and hinders short-run frictions.

Source: MAP's Estimates, MPED.
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MONETRARY TRANSMISSION
MECHANISM

Source: MAP's Estimates, MPED.



The June 2022 yield curve is obviously higher than that
of the three months ago. This implies that the curve has
been shifted upwards reflecting higher returns for all
term-structures. These dynamics reveal the monetary
policy stance which has been tightened since the
exceptional meeting on March 21st by hiking policy rates
by 100 basis points. This has been also enhanced by the
200 basis points raise on May 19th, in the framework of
the tightening cycle. This is a good reflection for the
growing concerns about higher inflation rate in the near
future, aggravated by both the supply-side risks (surged
international prices of food and oil in addition to the
global supply-chain disruptions) and demand-side risks
(higher positive real money gaps).

The normal convexity in the June yield curve also reflects
the expected relative economic expansion in the economic
activity, in which GDP growth rate is expected to record
4.5% in FY 2021/22 according to the baseline scenario.
Additionally, the real growth is projected to be hovering
around 5.0%-5.4% during the upcoming two fiscal years
after the phasing out of the base effects. 

The recent yield curve (1st June 2022) has a spread of
2.71 percentage points which is significantly lower than
that of three months ago, which reflects more flattened
curve mirroring the stance of the monetary policy and
also echoes expectations of relatively higher inflation.
Meanwhile, CBE is still  determining its target to be 7%
±2%, implying that inflation is adequately anchored. 
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In-house inflation forecasts reveal that headline inflation
is expected to be on the upward trajectory during the
upcoming two fiscal years, yet the inflation will be within
the announced CBE’s target though just hitting the upper
limit by FY2023/24, given that the CBE won’t revise its
inflation target .It is worth to mention that, these figures
are well below the previous forecasts round given that the
CBE started -in March 2022- a tightening cycle which
would mitigate the inflationary pressures and anchor
inflation expectations adequately.

The secondary market data  is analyzed according to
maturity. It has been observed that there is a healthy
phenomenon in which the higher maturity has higher yield
implying normal convexity in the Egyptian yield curve.
Importantly, there exists a hawkish pattern on the very
short-term maturities especially the 91-days and 182-days
treasury bills during the period March 2022 through June
2022. Meanwhile, the demand on higher maturities is
relatively modest except those bonds that will be due in 3
and 7 years. These developments give a clue about the
investors’ preferences especially the foreigners and as
such we get insights about the carry-trade transactions.
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IMPLICATIONS ON THE YIELD
CURVE

Source: CBE, CAPMAS and MPED.Source: World Government Bonds, accessed on June 01st, 2022.



Egypt’s net international reserves (NIRs) dropped in May
to USD 35.5 billion, down from USD 37 billion in April.

The decline was due to the repaying of foreign debts and
financial commitments worth about USD 2 billion in May,
according to a statement issued by the CBE. The CBE's
statement added that dues to the International Monetary
Fund were repaid in May.

Nevertheless, the international reserve stock of foreign
currency by the end of May is enough to cover commodity
imports for five months.

Meanwhile, the retreatment in NIR during May can be
also backed by the significant capital outflows wave that
has put some pressure on the domestic currency, and led
to further depreciation in its value during May and June. 
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NET INTERNATIONAL RESERVES
AND EGP DYNAMICS

Source: Central Bank of Egypt.

Source: Central Bank of Egypt.



Nowadays, the global economy is suffering from a
“Stagflation”, represented in surging price levels as a result
of the international supply-chains disruptions, in addition to
the repercussions of the Russian-Ukrainian conflict that is 
 expected to last for a period of time. In addition, the IMF
states that the war sets back the global recovery. Global
growth is projected to slow from an estimated 6.1% in 2021
to 3.6% in 2022 and 2023. This is 0.8 and 0.2 percentage
points lower for 2022 and 2023 than projected in January.

Beyond 2023, global growth is forecasted to decline to
about 3.3% over the medium term. War-induced commodity
price increases and broadening price pressures have led to
2022 inflation projections of 5.7% in advanced economies
and 8.7% in emerging market and developing economies.

Domestically, it  is projected that inflation will be on the
upward trajectory during the next couple of years. In light
of the recent economic dynamics, it  is noticed that the main
source of inflation emerged from both domestic and global
developments. Moreover, the recent CBE’s measure related
to the EGP devaluation has its spillovers on the domestic
inflation rate either headline or core. Nonetheless, these
spillovers are somehow mitigated by the economic
safeguarded steps, mainly hiking the policy rates on the
MPC exceptional meeting held on 21st of March. Thus, it
still  expected that the commodities channel, unfavorable
pass-through effect, and inflation are the key risks on the
Egyptian economy. 

 

 

SUMMARY AND FUTURE
PROSPECTS 
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The CBE June’s decision didn’t come in line with the global
and regional dynamics. However, this policy is seen as
favorable especially in the light of the GOE orientation
towards engaging the private sector and encouraging the
Foreign Direct Investments (FDIs). 

Fixing interest rates is also seen to be a consistent policy
for the current period. And it is preferred to the CBE to
apply the policy of “Wait and see” to examine the
implications of the two hikes accounting for 300 basis
points that took place during the last two MPC meetings. 

Meanwhile, promoting the private sector role in the
economy should be a milestone in strengthening the
domestic currency and the Net Foreign Assets (NFAs)
position after it has affected adversely from the capital
outflows that took place during February and March and
resulted in negative balances during these two months. 

 

SUMMARY AND FUTURE
PROSPECTS 
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To mitigate these adverse repercussions on the
Egyptian economy, the Government of Egypt
embarked on the newly launched National Structural
Reform Program (NSRP) (FY2021/2022–
FY2023/2024) in order to undertake more structural
“second wave” reforms, to enhance the pre-pandemic
stabilization reforms. This program aims at
improving the standards of living and service delivery
to all Egyptians without discrimination. It seeks to
implement a package of structural policies to address
existing imbalances, strengthen and better target
social safety nets and develop human capital.


