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The Dizzying Speed

Raising our expected inflation and more tightening for 2022

At its highest reading since mid-2019, annual urban headline inflation
in February came well above our expectations. Annual urban headline
inflation surged to +8.8% y/y in February from +7.3% y/y in January 2022,
owing to an unfavorable base-year effect, fuel price hike, and the ongoing
effect of globally higher prices of commodities, primarily food. The
acceleration in inflation reflects a continued increase in food basket
inflation which stood at +17.6% y/y (vs. 12.4% y/y in January), while
non-food inflation edged down to +4.9% y/y (vs. +5% y/y in January).
The inflation of most of the food basket components accelerated in
February, except for a slight fall in the cooking oil and fat basket (+33.2%
y/y vs. +34% y/y in January). This reflected not only the seasonality of
Ramadan, which historically puts additional pressure on food prices, but
also the fear and panic caused by the escalating Ukrainian crisis, which
prompted food stockpiling and increased price pressure. Meanwhile, non-
food inflation was driven mainly by increased transportation inflation due to
fuel price hikes in addition to the higher contributions of most of other
baskets save for housing and utility.

On a monthly basis, inflation was at a two-year high as it accelerated to
+1.6% m/m from +0.9% m/m in January. Monthly inflation was driven by
a sharp increase in food prices to +4.6% m/m, the highest since September
2018, from +2.1% m/m in January. Inflation was on an upward trend for
most of the food basket components, mainly bread and cereals baskets
(+2.4% m/m vs. +1.5% m/m in January), meat and poultry (+5.3% m/m vs.
+2.1% m/m in January), vegetables (+17.3% m/m vs. +3.5% m/m in
January), and fruits (+4.6% m/m vs. -1% m/m in January). Monthly non-food
inflation, on the other hand, slipped to +0.13% m/m (vs. +0.36% m/m in
January), as falls in the inflation of housing and utility, clothing, and medical
basket offset higher transportation basket inflation due to gasoline price
increases. We had expected the monthly price pressures related to
Ramadan to be more pronounced in March (a month prior to
Ramadan), but the Black Sea crisis accelerated food prices beyond our
expectations in February.

Figure 1: Food inflation has been accelerating since the end of 2021
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The rapid rise of geopolitical tensions in Eastern Europe, combined
with the chaotic reaction of commodity markets, is jeopardizing the
CBE's inflation target. Global commodity prices have been thrown into
instability by two forces: (1) uncertainty regarding how and when the
current geopolitical tension in Eastern Europe is going to end and (2) the
inherent imbalances in commodity markets produced by a two-year
epidemic shock. As we previously stated in our note on how the Ukrainian
crisis and Russian sanctions will impact Egypt, the CBE's inflation target is
under significant pressure from a variety of sources, the majority of which is
beyond its control, and a tightening of its stance is now expected sooner
than we had anticipated.

We revise our inflation forecast higher, anticipating at least 200-
300bps hikes in 2022, the first of which we think will occur at the
March 24 meeting. Prior to the Russia-Ukraine war, we had expected
inflation to continue near the midpoint of the CBE's target, only to
accelerate more rapidly in Q2 and Q3 of 2022. As a result, we had not
anticipated any change in the CBE's monetary policy, at least in March.
However, the war and its widespread impact on the country's external
vulnerability and capacity to access external funds as well as the mounting
risks of aggressive capital outflows all compel us to adjust our inflation and
monetary policy forecasts. Egypt is now confronted with a combination of
the 2008 food crisis, the 2016 floatation, and the 2018 emerging markets
(EM) disruption caused by aggressive Fed tightening. All considered, not
only will global commodity prices fuel domestic inflation, but also
accumulating pressures on the external account will likely push the CBE to
be more flexible with the local currency, further adding to inflation
pressures. As a result, we now anticipate inflation to average 9% in
2022, up from our previous forecast of 8.3%, and the CBE to begin its
tightening cycle next March with a 50bps hike.

We do not think the CBE will begin its tightening cycle with aggressive
rate hikes, as uncertainty remains high, and a de-escalation of the
conflict will have a significant impact on global commodity markets.
Furthermore, the monetary policy is ineffective at reining in cost-push
inflation. The CBE's expected tightening is a precautionary measure
designed to (1) alleviate pressures on the country's EGP-denominated
assets in the face of accumulating pressures on the local currency and (2)
keep inflation expectations anchored within the CBE's target. We had
previously anticipated in our investment strategy for 2022 that the CBE
would have room to allow some flexibility in the exchange rate market by
loosening its grip on the currency, thereby increasing its resilience and
reducing the risk of overshooting. This room, however, has shrunk and is
pressured by the worst possible conditions because of the significant pass-
through effect of the exchange rate on inflation and inflation expectations,
which has already risen. Thus, we expect the USD/EGP rate and the CBE's
monetary stance to reflect the deterioration of global risk aversion, but this
will depend on (1) the country's ability to secure external assistance from
the IMF and its strategic partners, (2) the size and pace of capital outflows,
(3) the trajectory of geopolitical tensions on the ground, and (4) the
Federal Reserve's monetary policy stance following next week's widely-
anticipated 25bps rate hike.
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