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Egypt’s rates on hold as balance of payments troubles persist 
 The decision by Egypt’s Central Bank (CBE) to keep interest rates on hold was unsurprising. Although the 

economy is weak and inflationary pressures subdued, political instability will keep pressure on the 
balance of payments. 

 The CBE kept its benchmark overnight deposit rate on hold today at 9.25%, as was expected. This is the 
fifth consecutive meeting at which rates were unchanged following the decision to hike rates last 
November. (See Chart 1.) It is worth noting that the CBE has shifted slightly into easing mode. Banks’ 
reserves ratio has been cut twice this year, and the CBE has been conducting regular repo operations to 
boost liquidity in the banking system.   

 There are of course good reasons for loosening policy. After all, Egypt’s economic conditions remain poor, 
with preliminary data from the government suggesting that GDP grew by 1.8% in the fiscal year 2011/12 
(which runs from July to June). This means that, based on our seasonally-adjusted estimate, the economy 
contracted by around 0.5% q/q in the last quarter.  

 What’s more, Egypt’s inflationary pressures are easing. Headline inflation (which includes urban 
consumers only) fell from 8.3% y/y in May to 7.3% last month, a seven-month low. (See Chart 2.) And 
core inflation dropped to 7.0% in June, down from 7.2% in the previous month.  

 However, the risk of a currency crisis remains high given pressures on Egypt’s balance of payments. 
Admittedly, the CBE’s foreign currency reserves appear to have stabilised at around $15 billion in recent 
months. But these are still at a dangerously low level, with the current levels of FX reserves barely enough 
to cover three months worth of imports (the minimum recommended by the IMF).  

 Moreover, the recent stability in FX reserves was largely due to one-off items (such as Saudi help), as well 
as a revaluation of Egypt’s gold reserves. Meanwhile, “liquid” reserves (that is, holdings of freely 
convertible FX securities, currency and deposits) continued to drop. Accordingly, Egypt’s balance of 
payments position remains precarious.  

 This will be made worse by the fact that Egypt’s political conditions have shown no sign of improvement. 
The announcement of the President’s choice for the country’s new Prime Minister this week was not 
welcomed by the markets. And in any case, neither the President nor the new PM have any significant 
powers. Egypt still lacks a constitution, parliament has been dissolved and the military still holds most of 
the legislative powers. Political instability is still the order of the day in Egypt, which means that foreign 
investors will steer well clear of Egyptian assets for the foreseeable future.  

 Overall, then, much hinges on an improvement in political conditions, as well as progress on reaching a 
deal with the IMF. Both look like distant prospects at the moment. Therefore, Egypt’s balance of payments 
troubles will only get worse. This will determine the CBE’s decision on interest rates over the coming 
months, since the economy is unlikely to improve and inflation will probably remain low.   
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Chart 1: Benchmark Interest Rates (%) Chart 2: Consumer Prices (% y/y) 
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