Invesco
Fixed Income
Investment
Insights

Contributors
Invesco Global Debt Team

This document is for Professional Clients
only in Dubai, Jersey, Guernsey, the Isle of
Man, Ireland, Continental Europe (as defined
in the important information at the end) and
the UK; for Institutional Investors only in
the United States; for Sophisticated and
Professional Investors in Australia; in New
Zealand for wholesale investors (as defined
in the Financial Markets Conduct Act); for
Professional Investors in Hong Kong; for
Qualified Institutional Investors in Japan; in
Taiwan for Qualified Institutions/
Sophisticated Investors; in Singapore for
Institutional/Accredited Investors; for
Qualified Institutional Investors and/or
certain specific institutional investors in
Thailand; in Canada, this document is
restricted to Accredited Investors as defined
under National Instrument 45-106. It is not
intended for and should not be distributed to
or relied upon by the public or retail
investors. Please do not redistribute this
document.

Country Spotlight: Egypt
Resilient macroeconomics and stable external support
create constructive outlook

02 2021 Invesco

Highlights

+  We maintain a constructive outlook on Egypt's economy due to its solid economic management,
stable political environment, and access to reliable external funding.

+  Egypt's diversified economic base has helped it weather the COVID-19 pandemic, including external
sector weakness, making it one of the only Middle Eastern and North African countries to avoid a
contraction in fiscal year 2020.

+  We expect improvement in Egypt’s fiscal and balance of payments positions based on its commitment
to reduce spending and implement structural reforms on the fiscal side and the availability of funding
from supranational organizations and access to international capital markets on the external side.

+  We believe the three to five-year part of the government yield curve presents the most attractive carry
and roll opportunities. We also maintain a constructive view on the Egyptian pound, as it is a relatively
stable currency in the current US dollar environment and is not highly correlated to the US dollar.

Egypt has emerged as a bright spot in emerging markets investing in recent years. Solid economic
management and a stable political environment have offered fixed income investors an improving
economic outlook. After successfully completing a three-year International Monetary Fund (IMF) program,
the COVID-19 pandemic threatened to derail Egypt's economic recovery in 2020. The Sisi government
loosened restrictions to manage the impact of the pandemic, but economic activity was significantly hurt,
especially in certain COVID-19-related sectors, such as tourism. Weakened demand from Egypt's key
European trading partners also damaged its export volumes. However, Egypt's relatively diversified
economy, its commitment to fiscal reform, and stable external funding support make it well-positioned to
weather the current challenging conditions brought on by the pandemic, in our view. We maintain a
constructive outlook on Egypt's economy.

Diversified economic base generates economic resilience

Egypt's domestic economy is robust, driven by domestic investment, primarily in infrastructure, and
agriculture, which was not significantly affected by the COVID-19 pandemic. Public investment, led by the
government and military, was briefly halted in the initial months of the pandemic, but quickly resumed in
April 2020, helping to offset some of the weakness in Egypt's external sectors, including tourism, keeping
growth on track. Due to the diversified nature of Egypt's economy, real gross domestic product (GDP) grew
3.5%in fiscal year 2020, making Egypt the only country in the Middle East and North Africa to avoid a
contraction (Figure 1). While the growth outlook remains challenged in the near-term, we believe Egypt's
relatively diversified economic base will support its economic resilience.

Figure 1: Real GDP growth for fiscal year 2020 in the Middle East and North Africa
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Fiscal position likely to improve

Despite headwinds caused by the pandemic, Egypt has made significant improvements in managing its
fiscal position and remains committed to fiscal reform. Because government revenues in Egypt are heavily
weighted toward interest payments, wages, and social spending, there is limited flexibility to adjust fiscal
spending. In particular, the debt stock has risen recently, and the Central Bank of Egypt (CBE) has kept real
interest rates elevated, so debt service costs have dominated fiscal spending. A high interest bill could
make reducing Egypt's debt burden challenging in the near term.

Despite these challenges, Egypt made significant progress in reducing fiscal spending under the recently
concluded IMF agreement. The government's fiscal deficit was 7.9% of GDP in the most recent fiscal year,
higher than its target of 7.2% but less than the previous year's deficit of 8.2% of GDP.* The finance
ministry has signaled its commitment to further fiscal consolidation and has announced energy price
increases for the summer. While fiscal consolidation plans have been partly delayed by the pandemic, we
believe Egypt's budget deficit will continue to shrink and that its debt-to-GDP ratio will continue to decline,
improving its overall fiscal position.

Weakness in Egypt's balance of payments supported by external funding prospects

Egypt's balance of payments position, while negative in the near term, is manageable over the longer term, in
our view, due to the availability of external support. The pandemic had an immediate impact on Egypt's
balance of payments: Egypt experienced reserve drawdowns and foreign currency outflows of over USD25
billion in the first three months of the COVID-19 crisis.? Because Egypt's external sector relies heavily on
tourism and worker remittance receipts from abroad (which together comprise 50% of its current account
receipts), it is vulnerable to a worsening global environment.® When tourism collapsed due to travel
restrictions, Eqypt's current account receipts fell sharply. Remittances remained resilient, maintaining a 10%
year-over-year growth rate in the fiscal year ending June 2020, but the outlook is challenged due to
potentially weaker employment growth in the Middle East.*

We believe Egypt's current account will recover due to the likely availability of funding from supranational
organizations and access to international capital markets. Foreign investors have already returned, and
portfolio inflows have recovered from early 2020. Since the beginning of the pandemic, the Sisi
administration has secured external funding through the issuance of USD9.5 billion in eurobonds,
demonstrating investor confidence. It has also secured USD2.8 billion from the IMF Rapid Financing
Instrument and USD5.2 billion from the new IMF 12-month Stand-By Agreement.® Given its stable funding
prospects and relatively high level of foreign exchange reserves (USD40 billion), Egypt's balance of payments
position remains manageable, in our view, despite recent headwinds.”

Potential opportunities in interest rates and currency

The CBE has managed monetary policy prudently throughout the pandemic, in our view, including
reducing its policy rate by 300 basis points.® Inflation dynamics are relatively benign, with inflation
expected to remain below the CBE's target band of 5% to 9%. In terms of market accessibility, the Sisi
administration has made efforts toward inclusion in major emerging market fixed income indices and
Euroclearability. It has also sought to further develop the local currency bond market by issuing longer
maturity bonds and engaging with foreign investors to help build investor confidence in Egypt's longer
duration bonds.

Due to these developments, Egypt has some of the highest real interest rates in the emerging markets
(Figure 2). We believe the three to five-year part of the government yield curve presents the most
attractive carry and roll opportunities. We also maintain a constructive view on the Egyptian pound, as it is
a relatively stable currency in the current US dollar environment and is not highly correlated to the US
dollar.

Figure 2: Real interest rates in selected emerging market countries
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Source: Bloomberg L.P. Data as of February 28, 2021. Real rates defined as 5-year government bond yields minus consumer price inflation.



Conclusion

In addition to Egypt's supportive policy management - before and during the COVID-19 pandemic - the country
has made significant progress in restructuring its economy for the longer term, including improvements in
governance standards, the business environment, and income per capita. Many of these improvements have
bolstered investor confidence in Egypt as an investment opportunity. While there is still room for improvement
in terms of Egypt's macro-social factors, such as public safety, government accountability, and political
freedoms, we believe political and geopolitical risks are broadly contained. In our opinion, the Sisi administration
will continue to make progress in addressing domestic discontent by improving social safety nets and
implementing structural reforms to improve Egypt's business and economic environment.



Investment risks

The value of investments and any income will fluctuate (this may partly be the result of exchange rate
fluctuations) and investors may not get back the full amount invested.

Fixed income investments are subject to credit risk of the issuer and the effects of changing interest
rates. Interest rate risk refers to the risk that bond prices generally fall as interest rates rise and vice versa.
An issuer may be unable to meet interest and/or principal payments, thereby causing its instruments to
decrease in value and lowering the issuer’s credit rating.

When investing in less developed countries, you should be prepared to accept significantly large
fluctuations in value.
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