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Which way out of the morass?

fter the beginning of the oil price crash of 2014—
2015, member countries of the Gulf Cooperation
Council (Bahrain, Kuwait, Oman, Qatar, Saudi
Arabia, and the UAE) faced the longest period
ever recorded of monthly consecutive losses in
foreign exchange reserves. In 2015 and 2016, ac-
cording to data from the International Monetary
Fund, the GCC accumulated fiscal deficits of
US$271 billion, current account deficits of US$64 billion, and foreign ex-
change reserve losses of US$201 billion. In this context, the sustainability
of fixed exchange rate regimes in the GCC started to be questioned.

During this period, a number of other oil-exporting countries had to ei-
ther float their currencies and depreciate (Russia, Kazakhstan, Azerbaijan,
Nigeria, and South Sudan) or endure the consequences of “back door”
floating because of the free fall of their currencies in parallel exchange rate
markets (Venezuela and Angola). Moreover, twelve-month forward premi-
ums in some USD/GCC exchange rates started to reflect market pricing of
future devaluations.

Are the GCC countries going to follow suit with some of their OPEC
fellows? Why? Is a round of GCC devaluations inevitable? Which GCC
countries are more vulnerable?

To properly answer these questions, one should start by separating
two different issues: the exchange rate regime and the particular price of
certain currencies in relation to others. While the first topic is related to the
more fundamental question of the macroeconomic policy framework and
its responses to real and nominal shocks, the second is related to possible
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misalignments of exchange rates and the capacity of central
banks to support a particular rate.

A closer look at the fundamentals of the GCC econo-
mies would still support the idea of fixed exchange rate re-
gimes based on conventional pegs to the U.S. dollar as the
optimal macroeconomic policy framework. The reasons
are grounded in six main points:

B As small, open, oil-dominant economies in which
the per capita petroleum production is very high, GCC
countries tend to present large and structural fiscal and cur-
rent account surpluses, accumulating sizable war chests and
holding highly positive net international financial positions.
The high level of savings can be used to withstand tempo-
rary deficits and avoid large recessionary adjustments.

B Real effective exchange rates are relatively stable
because the elastic supply of low-wage expatriate work-
ers from Asia in GCC labor markets restrains pressures for
higher wages in the private non-tradable sector (especially
construction and services) and prevents cost-push inflation
and Dutch disease problems during demand surges, that is,
prevents real exchange rate appreciations during oil booms.

B As underdeveloped financial and capital markets
still make monetary policy relatively ineffective in the
GCC (domestic households and firms are very insensitive
to changes in real and nominal interest rates), the costs of
not having independent monetary policies are low.

B As the stocks of foreign portfolio investments are
low and government and government-related entities have
a dominant position in total deposits, there are limits for
large and persistent gross capital outflows or dollarization
in the GCC.

B Fiscal policies are efficient in rebalancing the econ-
omy, and the political risks of multi-year fiscal retrench-
ment plans are manageable because reductions in public
expenditures are concentrated in sectors dominated by ex-
patriate workers with high mobility and residency permits
linked to employment contracts.

B Alternative or more flexible nominal exchange rate
anchors such as the IMF Special Drawing Rights, other
baskets of major currencies, the euro, or the prices of gold
or oil do not provide gains or substantial benefits in terms
of overall import or export stability for the GCC. Oil prices
are set in U.S. dollars and, curiously, recent changes in the
composition of external trade in the GCC were remarkable
but dominated by new Asian partners that are also anchored
by hard or soft U.S. dollar pegs. This is in line with the
very underappreciated fact that the role of the U.S. dollar as
an anchor currency for the world economy is much higher
today than it was when the GCC countries hard-pegged to
the American currency in the late 1970s and early to mid-
1980s. In addition, any movement towards more flexible
exchange rates would pose significant credibility risks to
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the monetary authorities and heavy demands in terms of in-
stitutional reforms in foreign exchange markets and central
bank operations.

If the current foreign exchange rate regimes are still the
optimum choice, the remaining question is whether currency
devaluations would support a rebalancing of the GCC econ-
omies. The appropriate answer here seems to be negative.

If the current foreign exchange rate
regimes are still the optimum choice,
the remaining question is whether
currency devaluations would support a

rebalancing of the GCC economies.

There is a general lack of material benefits from devalua-
tions all across the GCC. Both exports and imports are very
inelastic to changes in relative prices, and eventual positive
quantity effects in terms of these variables do not offset cost
effects in economies where imports dominate the markets
for goods and labor. This stands even for GCC economies
with a more diversified export base, such as the UAE and
Bahrain, where non-oil exports are mostly re-exports or ser-
vices provided by sectors with a very high rate of expatriate
employment. Also, devaluation-based fiscal gains are se-
verely restricted by more expensive imports (a large share of
total imports is government-related) and public sector wage
adjustments, and real effective exchange rates have not de-
parted from trend in a more significant and persistent way,
as compared to other periods in the recent history. According
to other international experiences, ineffective devaluations
generate pressures for further devaluations.

All of the above makes the case for GCC authorities
to manifest willingness and desire to support their currency
pegs. But, in the event of persistent imbalances and contin-
ued exchange market pressures, are they capable of defend-
ing them for long? One of the best ways to assess this is to
use different reserve adequacy metrics (import cover, short-
term debt to reserves, M2 to reserves, and the IMF weighted
ARA metric) to compare current and past situations with
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Continued from page 45

possible future scenarios. Except for Bahrain in the M2-to-
total-reserves ratio and the IMF ARA EM metric, all GCC
countries hold reserves that are above standard precaution-
ary levels and much above historical lows in the 1980s and
early and late 1990s. When stabilization funds and sover-
eign wealth funds are included, all GCC countries achieve
positions that are a large multiple of the adequate precau-
tionary levels.

While Kuwait, Qatar, and the UAE are in comfortable
positions because of large buffers and relatively balanced
fiscal and current accounts, Saudi Arabia, Bahrain, and
Oman are facing tighter realities. However, even under the
somewhat dramatic scenario of current account deficits at
the 2015-2016 levels and no access to international capital
markets or multilateral/regional liquidity support facilities,
financial buffers would still be above precautionary levels
for a period of 133 to 157 months in Saudi Arabia, 64 to
108 months in Bahrain and 7 to 15 months in Oman.

All in all, despite differences across the region in terms
of capabilities to sustain the pegs, the system will likely re-
main in place for a while in all GCC countries. Demands for
exchange rate regime reforms will only come progressively
as long-term national objectives are delivered, including
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As underdeveloped financial and
capital markets still make monetary
policy relatively ineffective in the GCC,
the costs of not having independent

monetary policies are low.

broader diversification, labor market nationalization, and
financial markets development and integration. Any pos-
sible future transition towards more flexible exchange rate
arrangements will be a consequence of structural economic
changes in the GCC, not one of its causes. *
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