Egypt: a case of bad timing
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A clash between the ruling military council and the Muslim Brotherhood, last weekend,
threatens Egypt’s fragile economic and political stability, as it could delay a much-needed IMF
deal. Thus, although fears of renewed political chaos should not be exaggerated, the potential
economic implications are worrisome.
Last weekend, the Muslim Brotherhood (MB) openly clashed with Egypt’s ruling military council (SCAF).
The timing of the clash is less than ideal, as Egypt just started its negotiations with the IMF over a muchneeded USD 3.2bn credit facility. The clash was triggered by a statement issued by the MB that called
into question the SCAF’s willingness to hand over power and accused it of planning to rig the upcoming
presidential election, this May to June. Among others, the MB demands that, as a sign of good faith, the
SCAF fires the current government ahead of the presidential elections, to replace it with the
democratically elected parliament. Instead, the SCAF responded by threatening to return to the country’s
long history of repressing the MB.
It represents the first tear in an already fragile power sharing arrangement between the SCAF and the
MB, which came about after the MB won the parliamentary elections in January (2012). The arrangement
is largely a manifestation of the mutual understanding that open conflict would not be beneficial to either
party. Nonetheless, a deep-seated distrust between the SCAF and the MB remains and will continue to
rise its ugly head every once in a while. While the MB fears the SCAF will maintain its firm grip on
political and economic power, the SCAF holds that the MB is attempting to create an Islamic constitution.
Adding further tension is the fact that the only presidential candidate that was endorsed by both sides
removed himself from the race, just this week.
Still, it seems very likely that a new power sharing agreement will be reached, as both sides simply have
too much to lose. While the SCAF holds the military resources to repress the MB and block the
presidential elections, the MB enjoys considerable support from the Egyptian population and, even
though it is currently at odds with the youth groups that started the revolution, it would likely be able to
mobilize the masses. As such, the failure to reach an agreement could potentially throw the country into
another episode of widespread chaos, if not violence.
In addition to the political impact, renewed unrest would further aggravate the country’s economic
problems. Since the revolution, foreign investors have pulled out of the country, while tourists continue
to stay away. As a result, foreign exchange reserves fell sharply, from USD 22bn last October, to USD
15.7bn now. Furthermore, increased public spending and reduced tax income resulted in an expected
budget deficit of nearly 10% of GDP in 2011, which further adds to an already high public debt level of
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86% of GDP. All in all, it is estimated that Egypt requires roughly USD 11bn in the next two years to
prevent a devaluation of the Egyptian pound, or even a full-blown economic crisis. Further unrest would
only increase this number and thus the risk of crisis. Such political and economic turmoil would not
benefit either side and a return to the cold war-type arrangement, in which both parties reluctantly agree
to co-exist and not attack, is thus believed the most likely outcome.
But, although this would certainly constitute the most rational outcome, we do worry that, since neither
side has any real political experience, a tactical mistake (such as witnessed last weekend) could quickly
unravel this fragile balance. In addition, the upheaval will likely delay IMF talks, as the IMF requires both
sides to fully endorse its conditions, before extending the credit facility. Obtaining the credit facility is a
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crucial first step in convincing investors to return to Egypt and will therefore proof vital for any effort to
strengthen FX reserves. Any delays in negotiating the facility would thus jeopardize Egypt’s delicate
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economic stability.
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