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Abstract
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1. Introduction

Since the early 1980s, the AGCC dtates - Bahrain, Kuwait, Oman, Qatar, Saudi Arabia, and the
United Arab Emirates - took some steps towards economic integration. Barriers to free novement
of cepitd, goods, labour and naturd persons were diminated. Corporations and individuds were
granted nationa preferentid treatment. In early 2003, ommon externd tariffs were imposed under
the umbrdla of a Cusoms Union. Since 2000, a dgnificant step has been taken towards the
cregtion of an advanced sage of economic integration - the Monetary Union. At it's meeting in
Bahrain in 2000, the Supreme Council of the AGCC agreed to make a working plan and a timetable
to establish a single AGCC currency' The end of 2002 pegged nationa currencies of AGCC states
to the US dadllar. The AGCC morgtary authorities are now working to findize the agreement on the
economic convergence criteria (which are not conddered as a prerequiste for joining the single
Monetary Union but as a tool to assess policies before and after the establishment of the Union),
methods of cadculation and the levels of these criteria by the end of 2005. The criteria will be
fulfilled between 2005 and 2010, during which period a single currency sell be introduced.

The economic convergence criteria, which, for the Gulf Monetary Union (GMU), ae tools to
asess policies of member countries after its establishment, are not sufficient to assess the case of
its formulation The long term costs and benefits of the Union is the most crucid issue. That is why
the paper will andyse some potential costs and benefits of the forthcoming GVIU in the sx AGCC
member states.

The paper will gat with a background theoretical analyss to outline the requirements and the
theoreticd benefits of the Optima Currency Area and review literature of the AGCC Optimum
Currency Area. The tesing section will highlight the macroeconomic costs and bendfits of
introducing a sngle AGCC currency in terms of capitulating autonomous monetary and exchange
rate policies. This section will take up the same five tests that were used to determine UK'’s
membership to European Monetary Union EMU). It will atempt to find answers as to whether the
AGCC economic dructures have reasonable comparable convergence by which they can live
comfortably with the interest rate imposed by the Gulf Centrd Bank. It will dso ascertain whether
these economies have aufficient flexibility to ded with problems that can emerge dafter the
formulation of the GMU. In addition, the tes will identify the benefits and costs of strengthening
the ability of AGCC dates to develop its financid markets, invesment, sability, growth and
employment. Key economic chalenges such as privaisaion and diversficaion from oil and their
likely effects on the GMU will dso be referred to. The andyss of the results and the policy
implications are evaluated in the find section.

2. Literature Review - The Theory of Optimum Currency Area



Robert Mundell firs eaborated the theory of Optimum Currency Area in the 1960s (Munddl,
1961, pp. 657-665). A dngle currency, it was argued, diminatesthe need to adjust prices between
different economic regions during fluctuations in the exchange rate. Consequently, there are three
options to make an economic adjusment. (1) labour must be mohile so workers can move from an
area auffering from recesson to one that is enjoying an economic boom, (2) wages and prices must
be flexible so that the economy can respond to any fluctuation of supply and demand, and (3) there
must be some way of transferring resources to the country or region suffering from recesson to
helpit recover from the same.

An Optima Currency Area is an economic unit composed of countries or regions across which
externd shocks are aufficiently symmetricd, factor mobility is sufficently high, red wages are
auffidently flexible and fiscd tranders aufficiently robust to diminage the need for nomind
exchange raie changes within the unit and judify a common monetary policy (Munddl, 1961).
Literature has identified different modes of monetary cooperation according to the extent and the
degree of cooperation and whether inditutions and legd commitments need to be rearranged. The
fird three arangements require lesser degree of cooperation, lesser obligations and are partid
compared to the advance arrangement of Optimum Currency Area. The fird arangement occurs
when currencies of the member countries are fredly exchanged a a congant rate (called a Currency
Areg). The second arrangement is a Monetary Union in which there is one currency and exchange
rate vis-avis the outsde world. The third is an arrangement where monetary markets are unified
and currencies and deposits fredy move at congtant rates. The fourth advanced arrangement is the
Optimum Currency Area which is aso called Monetary or Currency Union. The Monetary Union
involves not only a unified currency among member dates, but also common monetary and
banking polices, a pool of foreign exchange reserves dedt with by one centrd bank, fixed
exchange raes, complete currencies convertibility, financid maket integration (liberd capitd
transactions, harmonization of nationd financid regulations, dructures and  inditutions) and
reasonable economic convergence (see, for example, Laabas, Belkacem and Limam, Imad, 2002,
Abdul Majeed, Al Saddoun, J. and Hayder, M., Undated).

Traditiond theories have atempted to find out some imperative indicators necessary to form an
advanced Monetary Union (Ishiyama, Y. 1974; Munddl, Robert, 1961; and Mckinnon, R. 1963).
The free movement of factors of production is a vitd adjusment mechaniam in case of a shock.
Then there will be no need to use an exchange rate as a corrective mechanism. When foreign
demand increases for a member (or members) of a Monetay Union this automaticdly leads to
common currency appreciation and inflationary shocks. Adjusments to systematic shocks facing
dl member countries require common responses, which dso ental flexiblity in prices and wages
Moreover, when the economy is diversfied, it will protect agangt terms of trade shocks. Hence
since it is unlikey to use an exchange rate mechanism for adjustment, its chances to be a member
of a Monetary Union are increased. Likewise, countries with Smilar economic dructures, which
are more likey to experience symmetric shocks from common factors, are dso less likdy to use
exchange raes for adjusment. In addition, smilar economic sructures are followed by smilar
inflation and unemployment rates and more or less Smilar economic policies that trade-off between
inflation and unemployment (McKinnon, R. 1963). Hence, similar economic fates and indicators
do not require a change in the exchange rates of member countries thereby fadlitating policy
coordination for full monetary integration. Moreover, the greater the dependence of the economy
on internationa trade, the less will be the effects of exchange rates adjusments on the baance of



payments, reducing the negative effects of exchange rate adjusment on inflation and the cost of
living (McKinnon, R. 1963, pp. 721-724). This entalls that there are strong reasons for open
economies to fix ther exchange rate via a form of Monetary Union arangement. Findly, the
politica will and resolution to achieve a Monetary Union are prerequisitesto its success.

Literature adso identifies some benefits and costs of Optimum Currency Area to member countries
(Ishiyama, Y. 1974, Bekacem and Limam, Imad, 2002). A dngle currency increeses the
trangparency of prices and reduces the transaction cods of buying and selling goods as it does not
need to convert money from one currency to another. It adso diminaes the exchange rate risk
among countries that share the currency. When a Currency Union exists, countries can no longer
use devaudions as a pat of ther economic policy to gan an advantage over other countries.
Moreover, it is easer for the Centrd Bank, which oversees the Currency Union, to focus on its
primary objective: control prices and fight inflation because a sngle government does not control
it. Joining an Optimum Currency Area benefits the high inflation member country with a fixed
exchange rate regime and a high cdling, regulated and credible Optimum Currency Area monetary
policy. Optimum Currency Area aso reduces the exchange rate uncertainty that hamper trade and
invesment among member countries by reducing transaction costs of multiple exchange rates (cost
of monitoring and predicting exchange rates fluctuations axd money converson). Moreover,
bilateral trade between member countries increases dthough there is some disagreement between
writers on the volume of the increese (see, for example, Rose, A. 2000). Another benefit of
introducing a dngle currency is that individuds and corporations will have greater economic
choices. The single currency would encourage trade that may in tun force governments to reduce
sructurd barriers to trade. The market reforms that inevitably result from the introduction of a
sngle currency should aso beincluded in the ligt of benefits.

Although there are many economic benefits from a sngle currency, severd costs too should be
consdered. The mgjor costs of implementing a single currency are macroeconomic and political.
The mogt outstanding cost of Optimum Currency Area is the loss of nationa control over monetary
and exchange rate policies. This is why the theory of Optimd Currency Area emphesizes the
importance of flexible prices, labour mohbility and fiscd tranders. After the formulation of a
Monetary Union, member countries will adopt one currency and the nomind exchange rate
between AGCC currencies will be fixed irrevocably a the entry rate The interest rate will dso be
st by the Joint Centra Bank on the bass of economic conditions of the member countries as a
whole. In addition, member countries will be required to comply with the terms of a Monetary
Union's macroeconomic and finandid policies> Another effect of the Currency Union will be less
regiona economic differentiation.

The macroeconomic cods of giving up nationd monetary control in the context of a Monetary
Union depends on the frequency and severity of asymmetric shocks member countries are exposed
to and the avalable adjusment mechaniam to mitigate the impact of those shocks given that the
national monetary and exchange rate adjusment mechanists are not in the hands of any individud
member country (Mongelli, 2002). Another cogt is imposng pendties on violators (sanction or
otherwise). It should be mentioned that the costs and benefits of Optimum Currency Area in the
Gulf might not resemble the outcome of the theoretica costs and benefits mentioned above as these
countries have speciad economic conditions.




3. AGCC Optimum Currency Area—Literaturereview

Literature commenting on the Optimum Currency Area (Monetary Union) in the AGCC councl
raised conflicting opinions about the benefits and costs of the AGCC Mongay Union (see
Jadresic, E, 2002; Igba Zubar, and Fasano, Ugo, 2003, Oman Economic Review, 2002; and
Lasbas Belkacem and Limam Imad, 2002). Those who question the need for a common AGCC
currency argue that the robust regiond trade and volatile currency fluctuations among trading
partners, which are the usud reasons for joining a Currency Union, do not exig in the case of
AGCC economies. Others argue that the AGCC economies, at least at this stage, lack basic factors
such as the differences in the comparative advantages in factors of production and wesk intra-
AGCC trade leading to a common Monetary Union Moreover, those who look forward to the
edablishment of the Union argue that dthough the structura convergence is high at the moment, it
will diminish during the present diversfication in the AGCC economies.

Perhaps one of the most comprehensve studies of the AGCC Monetary Union is made by Laabas
Bdkacem and Limam Imad (2002). Usng traditiona criteria, they test whether AGCC is an
Optima Currency Area and whether AGCC countries are ready to establish a Monetary Union.
According to them the Gulf States are yet to fulfil some necessary preconditions. AGCC
economies are 4ill oil-dominated. Regiond trade is limited and there is no evidence of economic
convergence and busness cycle synchronzation. Nevertheless, a test based on Generdized
Purchasng Power Parity shows that red exchange rates are closely related and share the same
sochagtic trend. The authors ague tha the mgor factor in favour of a Monetary Union is the
commitment to fix exchange rates and a strong political will. They dso argued that once it is
edablished it could expand intraindustry trade despite the present lack of diversficaion. A
Monetary Union may result in more synchronized business cycles provided the AGCC countries
achieve convergence in economic dructures and economic policies. Findly, they argue that in
order to get ful bendfit from a Monetary Union the AGCC countries shoud lift al restrictions on
the free movement of goods and factors of production.

Supporters of a sngle AGCC currency argue that dthough it is achievable, its benefits are minimd.
The AGCC dates, in many respects, are dready having a single currency- the USS$. The sx AGCC
states currencies (except Kuwait which is  basket-based and has remained steady againgt the USS)
have been fixed againg the US dollar for mary years. Hence, US Federd Reserve rather than loca
centrd banks fixes the AGCC interest rates. Others, (for example, Finigan, John, 2004, p. 20)
added a new dimenson to etablishing a sngle AGCC currency: the benefit of fadlitaing the
integration of Yemen, which is not a member of AGCC. Some argue about the negative aspects of
AGCC currency. As it was the case when the Euro was initiated, infiation is likdy to occur when a
sngle currency is introduced because the purchasang power will be less initidly. Others mentioned
the difficulties of giving up control of fiscd policy by some AGCC dates as a means of enhancing
growth and reducing the risk of low oil prices. While others raised the issue of the frequency and
severity with which member dates (such as AGCC dates) are exposed to asymmetric shocks and
the adjugment mechanisms avalable given the imposshility of adjugment in naiond monetary
policies and nomina exchange rates(Morgelli, F., 2002).



The location of the common centra bank (the Gulf Centrd Bank) — to make the monetary policy
decisons, superviang payments systems and coordinating financid integration - and the name of
the single currency are aso mentioned as potential condraints. However, others consder common
factors and the week relative strength of AGCC monetary policy as encouraging factors for the
formation of a Mongay Union. They ague that the common higtorical, cultura, socid and
politicd union, the reative unimportance of a monetary policy in the AGCC economies, as well as
the posshility of adminigering the excess oil financid resources jointly by AGCC dates after the
edablishment of a Monetary Union, will not make the loss of power argument a decisve factor b
hinder the upcoming GMU (Bdassa, B. and Stoutjeesdijk, 1972; Abdul Mgeed Al Saddoun, and
Hayder, M. undated). Others argue that the degree of AGCC monetary convergence over the past
two decades exceeds the convergence achieved in this fiedd by the euro countries prior to the
introduction of the euro in 1999 (See for example, Ibrahim, Badr-EI-Din, 2004).

To sum it dl, the opinions and findings show a condderable agreement on the posshility of
edablishing an AGCC Monetay Union during the time framework specified, but they cast
condderable doubts about the potentid benefits when compared to the EMU. Our Negative
observations about the AGCC sngle currency have raised issues without providing andyticd
answers. Mogt of these writings represent individual opinions rather than research findings hence
they markedly differ in ther results. Neverthdess, those arguments will remain controversd until
they are subject to solid andyss or solved when a Monetary Union is in operaion. This aso
goplies to condraints or the negdive effects facing the edtablishment of the AGCC Monetary
Union.

4. Hypothesisand methodology

This paper attempts to focus on testing some mgor criteria in relation to the costs and benefits of
the upcoming GMU. The methods of investigation will follow the same pattern of five tests guiding
the UK policy decison on a Moneay Union - convergence, flexibility, invesment, financid
savices and growth, dability and employment (www.officid-documents.co.uk/cgi-binhtm).  These
five tests, which were announced to the House of Commonsin 1997, are:

1. Convergence test: Membership to Monetary Union (MU) entails having a permanent fixed
nomind exchange rate with the member countries and a common monetary policy (a sngle interest
rate across dl members of the Monetary Union). The convergence test addresses the issue of
whether a gngle interest rate will be suitable for dl Gulf area members over a period of time. The
test assesses, with reference to past performances and current conditions, about the likedihood of
the Gulf Union to be prone to different shocks or different regponses to common shocks induding
the shocks through economic polices

2. Flexibility test: Is there a suffident flexibility to ded with emergng problems? Hexibility means
minimizing the cogtsof adjustment.

3. Investment test: Would joining GMU create better conditions for firms making long-term
decisons to invest in each member country by limiting uncertainty, reducing the cost of cepitd and
encouraging cross- boarder investment?



4. Financial services test: How will joining the Union impact the competitive postion of each
member states’ financid services industry?

5. Growth, stability and employment test: Will joining the GMU dimulate trade (with higher
investment, currency dability, high levd of competition and economic dability through Union
policies) promote growth, stability and increase job opportunities?

The economic theory underlying these tests originated from the theoreticadl works on Monetary
Union, especidly that of Robert Menddl (Mandell, 1961). It may be stated hat dl these tests are
not equaly important for the AGCC countries and due to an absence of data it may not be feasble
to fully assess some of them. Nevertheless, prdiminary results of the five economic tests will $ow
whether a case for a Monetary Union formulation can be made as these tests reflect its long-term
importance. Moreover, the tests aso agree with the foundation of economic policies of the AGCC
states. The mogt important issues of the five teds (invesment, competitiveness of financid
sarvices, high growth, economic sability and work promotion) are the foundation of economic
policy objectives of the AGCC dates. All AGCC economies declared diverdfication from oil and
gas, atraction of FDI, decrease in the d9ze of the government sector, labour market reform and
coping with population growth as their objectives.

5. Tegting
5.1. Convergence

A Mongtay Union entails having a permanently fixed nomind exchange rae and a common
monetary policy (a sngle interest rate across dl members of the Gulf Monetary Union). The
convergence test addresses the issue of whether a single interest rate will be suitable for dl Gulf
members over aperiod of time.

Convergence is best understood by its implications for membership to a Monetary Union As
described in the UK sudy that was conducted in order to see the feasibility of UK membership in
the dgngle currency of the EMU  (www.officid-documents.co.uk/cgi-bin/htm),  prospective
candidates for a Monetary Union are convergent if they have smilar economic Structures, so they
will respond to the same shocks in a smilar way, and are unlikdy to be hit by a large number of
country-specific shocks. They ae non-convergent if they have different dructures which imply
differing responses to common shocks, grester vulnerability to asymmetric shocks, or that the
monetary policy stance suited to one country or region does not suit the others.

5.1.1. Structural Convergence

The gructure of the AGCC economies could mean that there will be country-specific developments
causng divergence within the Gulf area in future. This is because differences in sructures could
make one country more vulnerable to shocks that do not affect the rest of the members of a
Monetary Union, and consequently it would react differently to changes in economic circumstances
that in tun affect the entire Monetary Union Compatibility of dructures will limit the extent of
divergences, either from country- specific shocks or responses to such shocks.



Sectoral specidization indicate how specidized an economy is in certain sectors in relation to other
countries. Structura features of the economy like sectoral @mposition and trade patterns condition
its shocks and responses. The sectora share of output and specidization in the Gulf area
determines how shocks affecting particular sectors might affect one country more in reation to
others and whether this could imply divergent behaviour in future.

INSERT TB 1 HERE.

The table above (Table No 1) shows the present high dominance of oil and gas in the economic
sructures of AGCC economies, while contributions of the other sectors are more or less
comparable.

Convergence can aso be seen from the expenditure components of GDP. The outcome of the
following table (Table No. 2) is clear: expenditure components of GDP exhibit a dmilar pattern
among the AGCC countries. With one exception of Qatar, private consumption is a dominant
expenditures component of GDP, sharing an average of 38%, while other components share an
amost smilar percentage.

INSERT TB 2 HERE.

The issue is not the convergence in the current but among the dynamic structures. Diversficaion
as well as exhaugtion of oil and gas in some AGCC countries in the future may reduce structurd
dmilaities After severd years AGCC factor endowment may change as can be seen from the
followingtable (Table Na. 3):

INSERT TB 3HERE.

Among the AGCC countries, Saudi Arabia has reatively huge naturd resources, while Bahrain has
limited natura resources. However, three AGCC countries Saudi Arabia, Bahrain and Oman
together are projected to run out of oil sooner when compared to other countries. Gas reserves are
dso reatively samdler in Oman, Bahrain and Saudi Arabia and higher in Qatar and Kuwait. These
future devedopments in ol and gas resources might have some bearing on the dructurd
convergence.

The didinct differences in gas and oil reserves can dso be seen if we compare the GCC countries
with OPEC and world reserves. Table (3) above shows a sharp contrast between GCC countries
compared with the world and OPEC gas and oil reserves. These sharp differences will have some
repercussions on future developments in oil and gas resources in the region and so the Sructurd
convergence. GCC current Szes dso shows that the output is not evenly distributed among
countries and between GCC countries populations, with Saudi Arabia came firsd and share more
than 50% of GCC vaue of output, but comes third (after Qatar and UAE) in percapita income. The
sharp differences in population show that the lower GDP countries are not necessarily the lower
percapitaincome GCC countries.

5.1.2. Degree of Openness and Trade Pattern



Trade exposes rdative patterns and the degree of openness to trade have an important role in
determining how globd shocks might affect one AGCC member country in relation to others The
patterns of trade and the degree of openness to trade have an important role in determining how
globd shocks might affect one member country in reation to the other Monetary Union countries
AGCC trade openness, trade integration and geographical breakdown of trade accounts are
investigated in the following table (Table No. 4):

INSERT TB 4 HERE.

Overdl, AGCC economies are open, dthough the degree of openness varies widdy between
individua countries. Trade openness as percentage of GDP showed that UAE and Bahrain are far
ahead on the AGCC avearage, while the rest are more or less average. There are dso sSzable
variations in the pattern of trade. The geographica breskdown of current account trade (goods and
services) showed a reative homogeneous pattern, with some exceptions. The direction of trade is
dso rdativdy homogenous, with Asa as a mgor export destination and Europe and USA as the
maor areas of import. Japan (with the exception of Bahrain) is the mgor export trade partner,
while EU and USA (with the exception of Oman) are the mgor import trade partners. Roughly, the
EU makes onethird of imports, while USA records a 13%.

AGCC trade integration on the other hand is limited, with some exceptions. The mogt outstanding
limitation is in exports, due to the limitation of intra-oil exports and the dominance of oil exports in
the AGCC exports. Bahrain and Oman receive a consderable percentage of their imports from the
other AGCC countries, while the others receive less than 15% from AGCC countries. In evauating
exports, no country exports more than 10% of its totd exports to AGCC countries. However,
dthough it is not clear from the table that non-ail intra AGCC trade is more than 30%, this isless
than the intra- trade for EMU for example, which is amost double the share.

In sum, even if we look a non-oil trade integration between AGCC countries, intra-trade is far
from being high and this will limit the benefits from one currency. Moreover, trade shocks that
may result from these differences in trade exposures can generate some cyclical divergences. On
the other hand, the relatively homogenous pattern of trade with the outsde world may tranamit
asymmetric shocks.

5.1.3. Cyclical Convergence

Short-term interest rates and GDP growth are used widdy as a badc indicator of cydlicad
convergence.

In the last decade the spread between the highest and the lowest short term (3 months deposit rates)
is 4 to 0.8 percentage points. The absolute range of interest rate is narrowed at 1.8 percentage
points in the course of the past three years (Finigan, John, p. 14). Interest rates in AGCC countries
are dfected by the changes in US interest rates and, to a lesser extent, by the development of ail

prices. Oil price increase widens the spread between AGCC interest rates Moreover, AGCC
interest rates are known to move in line with US interest rates, and the spread between the two rates
is generdly low. This is a reflection of the credibility of the exchange rate when AGCC nationd
currencies arelinked to USS$.



GDP growth rates in the AGCC countries on the other hand show some corrdlations over the past
few decades, as they criticdly depend on oil price movements, which tend to be dmogt smilar in
al cases. Our caculations of the annud average growth rates between 1995 and 2000 is more or
less smilar being 0.07% in Bahrain, 0.08% in Kuwait, 0.09% in Oman, 0.20% in Qatar, 0.27% in
Saudi Arabia, and 0.13 in UAE. The co-movement of GDP gowth rates exist despite the
difference in growth cycles in some AGCC countries due to factors such as the development of
natural gas sector in Qatar during mid-1990s and Irag invason of Kuwait in the early 1990s. The
co-movement of non-ol GDP growth cycles is less corrdated in non-oil GDP than totad GDP.
Table (5) show the nonroil GDP growth rate (NOGDP) for the sx GGC dates over the period
1996-2003. The differences between the annud higher and lower non-oil GDP growth rates tends
to be higher and in the range of -0.006 in Qaa (between 2001-2002) and 0.622 in UAE (1996-
1997).

5.1.4. Endogenous conver gence

The act of joining a Monetary Union may lead to changes in economic sructures and business
cycles. This concept is known as endogenous convergence. If the economic structures and business
cycles of the countries in a Monetary Union converge over time, the potentid costs of membership
to the Monetary Union are reduced. However, while convergence of sructures can help reduce the
incidence of future shocks after entering the EU, it cannot eevate the potentia shock of entry to a
Monetary Union itsdf. Different drivers of endogenous convergence potentidly operate over
different time periods. The immediate effects of the entry may change the macroeconomic policy
environment cregting a common monetary policy and a permanently fixed nomind exchange rae
Over the short to medium term, firms and households would gradualy adapt their behavior to the
new economic environment - for example, the remova of barriers such as exchange rate transaction
cods is likely to promote trade and invesment within the Currency Union. Over the longer term an
increase in cross-border trade and investment will lead to greater integration of economic
dructures. This might induce a change in the indudrid landscgpe with more Specialization in
production (www:.officid-documents.co.uk/cgi-birvhtm).

The economic structures of AGCC countries, as we have identified, are mogly smilar and energy
is a leading sector that drives government expenditure. Finigan, John, (2004, pp. 14-15) showed
high correaions between AGCC economic growth rates. The coefficients of corrdations of
economic growth rates between various pars of AGCC countries are postive, except in the case of
Baran and Kuwat. Moreover, the coefficients of determinations of economic growth are greater
than 65%, except for Kuwait. These results vindicate the convergence of the current AGCC
business cycles.

Greater trade and investment within a Monetary Union, combined with higher levds of competition
as a reallt of price trangparency and more integrated markets, may result in increased indudtria
specidization, where regions specidize in certan types of economic activity. With the permanent
eimination of exchange rate rik, firms will have greater certainty about relative costs In these
circumstances, they may concentrate on production where they have a comparative advantage and
can best exploit the economies of scde. Another source of potentid medium and long-term
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convergence is through financia dructures. Grester financid market integration and grester
smilarity of financid structures could promote convergence of business cycles.

5.2. Flexibility

Flexibility ensures durable convergence. It relaes to the reslience of the economy and its ability to
adus rgpidy while minimizing disuption. Sustainable and durable convergence is a pre-condition
for redizing the potentia benefits of membership.

The assessment of the flexibility test consders the following key issues and questions:

1. Hexibility and adjusment mechaniams in the Gulf answer the questions How does flexibility
and adjusment work in AGCC countries? Wha ae the adjusment differences within the Gulf
member countries? Is the non-exchange rate flexibility of AGCC economies suffident? How would
the formation of the Gulf Monetary Union (GMU) affect overdl flexibility?

2. Maket flexibility answers the question: How flexible are Gulf labour, product and capitd
markets?

3. The potentid for fiscd flexibility answers the question: What role does fiscd policy play in
adjusting to shocks? Can it be enhanced inthe Gulf member states?

5.2.1. Labour market flexibility

The current policies for integration and harmonization of AGCC economies are discussed in the
AGCC Charter, the Unified Economic Agreement and at the Head of States Summit held in Muscat
in 2001. The AGCC Chater emphaszes coordination and drengthening rdations, smilar
regulations in economic, commerce, financid affars tourism education, cultural, social and
adminidgrative affars and edablishment of joint ventures These objectives are further re-
emphassed in the 1982 Unified Economic Agreement as it cdls for free trade, freedom of
movement, work and residence and better treatment for AGCC nationds in ownership, inheritance
and exercise of economic activities and coordination of monetary policies. The outcome of Muscat
AGCC Summit in 2001, in its datement the  “Economic Agreement between the States of the
Cooperation Council”, has gone further to include some measures of common externd tariffs,
angle entry point principle, implementation of the Custom Union by January 2003, harmonization
of dl product standards, national treatment of AGCC capitd/investment/employment/ownership of
rea estates and equity and complete integration/harmonization of regulaion of financid markets.

AGCC countries are characterized by high population growth averaged at 3.5% per year in the last
decade. The reault is a very young population as around 40% of te population are below 15 years
of age. The economies of AGCC countries rely heavily on expatriate labour force mainly because
they are highly skilled and qudified. The number of nationds in the tota population differs widdy
in AGCC countries (24% in Kuwait, 26% in UAE, 38% in Kuwait, 60% in Bahrain and over 70%
in Oman and Saudi Arabiad) while the average is aound 70% (UNDP, 2002). The share of nationd
population in the workforce is lower. Figures for the number of unemployed nationds are not
reedily avalable The United Nations (2002) esimated unemployment figures in the AGCC
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countries to be 17.2% in Oman, 15.0 in Saudi Arabia, 7.1% in Kuwait, 5.1% in Qatar, 3.1% in
Bahran, 2.6% in UAE. The Arab Human Development Report (UNCTAD, 2002) estimated a rapid
growth rate of population to reach 44 million by 2020. The problem of unenployment of nationas
represents a real chalenge. To tackle it, the AGCC government restrict public sector employment
to nationds by creating quotas. Sticker work permits for the employment of expatriates are
imposed in the private sector. Market regulation policies dso rdy on the education and training of
nationds. It is observed that the educetion levels differ widdy in the AGCC countries. While
education and enrolment is reaively advanced in Baran and Qatar, it lags behind in other
countries.

Labour market in the AGCC is divided between nationds and expatriates. The high share of
expatriate labour force adds a grest ded to its flexibility, as the number of expatriates can be
adjusted in response to shocks. Nevertheless, the public and private sector vary in flexibility. While
nationds are the bulk of the rigid public sector employees, expatriates are mainly enployed in the
private sector. Dominance of the public sector in dl AGCC economies hinders flexibility of labour
and capitd markets. The nationdization process will reduce the flexibility of the labour market, as
a nationd labou force will increase wage rigidity and job protection.

The current labour mobility is redtricted by the absence of free migration of expatriates between
AGCC member dates. There are no common visas or resdence permits for expatriate workers.
Cross border mobility is most likey to become an important factor of adjustment mechanism after
the formation of a Monetary Union The high degree of linguisic homogenaity will fadlitate
nationa labour movements provided lega obstacles are removed.

5.2.2. Capital market flexibility

The capitd maket in AGCC is limited in 9z and is inflexible Participation in locd capitd
markets is largey redtricted to nationads only. Rules in dl AGCC countries require a mgority of
nationd ownership in dl corporaions. Investment in low and secondary bond markets has not
developed. Stock market capitalization ranges from 12% of GDP in Omen to 106% in Kuwait and
between 40-80% in other countries. In dl AGCC countries, bank assets (which are more than 100%
of GDP in dl AGCC countries except Bahrain in which it exceeds 1000%) exceed stock market
cgpitdization (AMF, www.amf.org.ae). The same gpplies to capitd of non-banking finencd
inditutions  (insurance, capitd markets, pensons funds and finance companies) which are dso
limited in 9ze and inflexible.

5.2.3. Fiscal policy flexibility

The mgor characteristics of fisca performance that limit fiscd flexibility can be summarized as
follows:

1. Variations of fiscal deficits AGCC countries have registered fiscd deficits on their overdl
baance and for non-oil deficit to non-oil GDP, without dability in these ratios. The falowing
Table No. 5, shows the annua percentage changes in total expenditures (E), ail price (OP), ail ad



gas revenues (OGR), non-ail revenues (NOR), fisca baance (FB), non-ail fiscd baance (NOFB)
and nontoil GDP (NOGDP). The main concluson is that there is not only subgtantid variaion in
the degree of annud percent change in fisca baance (FB) and nontail fiscd bdance (NOFB) indl
AGCC countries, but also between AGCC countries

INSERT TB 5 HERE.
2.Variation inthe degree of procyclical fiscal policy.
Procydlicdity can be measured by the following three sets of corrdations:

2.a. Corrdation coefficients between percentage change in expenditures (E), percentage change in
fiscd bdance (in GDP percent) (demoted by FB); percentage change in non-oil fiscd baance
(denoted by NOFB), percentage change in ail prices (denoted by OP) and percentage change in aill
and gas revenues (denoted by OGR).

2.b. Correlations between the percentage change in nontoil fiscal baance (denoted by NOFB), the

percentage change in oil and gas revenues (denoted by OGR), and percentage change in oil prices
(denoted by OP).

2.c. Corrdations between the percentage change in fiscal baance (in GDP percent), (denoted by
FB) and the percentage change in oil prices (denoted by OP)

These corrdations should be pogtive for budget procyclicdity. Table No.5 above, tests these
correlations for fisca procydicdity in the sx AGCC countries during the period 1996-2003.

The fird set of corrdations, dthough not very high, is neverthedess postive, except the corrdation
between E and NOFB. They are in the range of (0.24), (-0.24), (0.32), and (0.35) respectively. This
result can be interpreted to meen fiscd procydicdity. Results of the second st of corrdations
shows that NOFB and OP is, as expected, postive (0.01), but very weak. The second test of
correlation between NOFB and ORG shows smdl (but negative) corrdations for three AGCC
countries out of dx, while in three countries it is podtive. The overdl average result is smdl
negative of (-0.14). The third set of correation of FB (in GDP percent) and OP is postive, as
expected. This corrdation is high reaching (0.67) on average. This vindicates that oil price is the
magor influentid factor of fiscd baance in AGC countries, notably in KSA, Qatar and UAE. Table
(5) dso dearly shows sharp variations between procyclicdity corrdationsamong AGCC countries.

3. Negativerelationship between non-oil revenue (NOR) and non-oil GDP (NOGDP).
This negdative relationship can be seen from Table No. 5 (above) which shows that the correation

between NOR and NOGDP is negaive in four AGCC countries and on an average. The registered
average correlation between NOR and NOGDP is (-0.25) over the period 1996-2003.
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4. No use of fiscal policy rules: No AGCC country uses fisca rules based on any fiscd aggregate
such as nontall fiscd bdance in ther budget documents. They al depend on the absolute fiscal
stance.

5. Variations between AGCC countries in medium budget target expenditure frameworks Some
AGCC countries have initiated medium budget target or expenditure framework and some have
esablished dabilization and fund saving to bridge the ggp in financing any shortfdls in ail
revenues. In Oman and Bahrain budget plans are made for five and four years respectively. Kuwait
is planning to dart the process in 2006, and Saudi Arabia and UAE have initiated it recently. Since
a lck of medium term budget framework will not dlow AGCC countries to phase or spread fisca
responses to shocksover timeit will restrict fiscd flexibility.

6. Variations in gabilization and saving funds Oman has established a sabilization saving fund
(the State Generd Reserve Fund) in which revenues above the budgeted oil price are transferred.
Kuwait esablished a Genera Reserve Fund to smooth the impact of fluctuating oil prices on
government spending. It dso edablished a Fund for Future Generdtions in which 10% of the
government revenue is transferred. Emirate of Abu Dhabi has a dabilization fund known as Abu
Dhabi Investment Authority. Bahrain is planning to establish a gSabilization fund in 2004. Qatar
and Saudi Arabia, however, have none.

7. Deviations between the approved and actual budget estimates: Deviaions between approved and
budget estimates are caused by many factors such & unredistic revenue projections due to ail price
fluctuetions, underestimation of expenditures, extra budgetary activities and lack of medium term
budget framework. These deviations complicate fisca flexibility especidly when oil prices are low.

5.3. Investment

The assessment of the investment test will be confined to show the impact of the exchange rate on
FDI.

The Arab world not only receved a tiny proportion of globa FDI without any visble spillovers
but also experienced steady reduction in the share of net inflow of FDI from 2.6% of the tota net
flow of the globd FDI in mid-1970s to 1980 to only 0.7% during 1990-98. More than hdf of it
comes from the region (intraArab invesment), (UNDP, 2002). According to UNCTAD figures
(UNCTAD, 2001), the cumulaive stock of intraArab investment between 1985-2001 is US$17
billion, whereas overseas Arab investment was estimated to be over US$1.3 trillion More than
80% of FDI in the Arab world is concentrated in five countries two of which are AGCC countries
(Saudi Arabia and Bahrain). Out d 16 Arab countries from which data of average annud net FDI
flows are used, between 1996-2000, Saudi Arabia comes fird, Bawran third Qaar sxth, UAE
eighth, Kuwait tenth, and Oman thirteenth. AGCC countries collectively share 50% of the Arab
FDI in 2000. The UNCTAD data of 2001 identified that there is a sharp difference in the FDI/GDP
raio anmong AGCC countries. In Bahran, the ratio in 2001 is 74%, followed by Saudi Arabia
(16.6%), Oman (12.6%), Qatar (11.9), UAE (3.9%), and Kuwat (1.4%). The current FDI in the
AGCC countries is concentrated in the hydro-carbonic sector, and (to a lesser extent) the
manufacturing and services sector of tourism, telecommunication and banking.
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The share of foreign investors in AGCC countries is subject to some limitations. Although the rule
of 51% foreign invetment is applied in Kuwait, Qatar, UAE and Oman, foreigners can hold a
share of more than 51% and even up to 100% in specid circumstances and projects. With the
exception of Saudi Arabia, there are no government regulaions to impose nationd management.
Moreover, value added should not be less than 40% to enjoy full tax exemption as profit remittance
abroad is dlowed in dl AGCC countries (GOIC, 2001). After the establishment of a Monetary
Union capitd market, reforms will give a push to FDI in the AGCC countries. The gock marketsin
the AGCC a the moment are not active. There is an urgent need to formulate the transparency of
the regulatory processes, protection of property rights and an effective resolution of disputes.

The impact of the exchange rate stability on FDI is unlikdy to be enormous, asit functions on
multiple factors besides the exchange rate. Moreover limitations to the share of foreign investors in

AGCC countries are dso related to capita restriction and inectivity of the stock markets.

5.4. Financial Services

The assessment of the financia services test takes up two issues. The fird is regarding the future
drivers of the Gulf financid services. It assesses how the drivers are shaping the development of
the Gulf financid services sector. The second is the costs and benefits of a Monetary Union for the
Gulf finandd markets.

The driving factors of a financia sector development are macroeconomic stability, financia sector
compstition, transparency and a wel-developed indtitutiond and legd framework (Creane, S. et d,
2003, p. 1). The IMF gudy of the MENA region identified sx mgor financid development
themes (1) the development of monetary sector and policy, (2) banking sector size, structure and
eficiency, (3) qudity of banking regulations and supervison, (4) development of nonbank
finendd inditutions (NBFI), (5) financid openness and (6) inditutiona environment (Creane, S, p.
2). Based on quantitative and quditative data during 2000-2001 a comprehensive weighted index
were computed from these themes. All AGCC countries financid development is ranked high,
scoring above 6 (out of 10) on an average. Their drength was in financid openness regulation and
supervison (adl score 8.9). Other themes core over 7, except inditutiond environment and non-
bank financia sector which score (59 and 6.7 respectively).

The policy outcome of the above result is that the provison of an attractive climate for the AGCC
financid sector is one of the mogt important requirements for a Monetary Union. The inter-regiond
competition and open market policy for foreign banks (in accordance of WTO requirements) will
most likey consolidate nationd banking in the AGCC. Mergers between Gulf commercid banks
would make them more efficient and competitive and therefore strengthen their ability to compete
with internationd banks and support privatisation and diversfication of economic structures of
AGCC economies. The Monetary Union is also required to develop both the non-banking financd
inditutions (insurance, capitd markets, pensions funds and finance companies) and an inditutiond
banking environment. Moreover, the future drivers shaping the devdopment of AGCC finanad
system under globaisation are most likedly to be openness and integration of the world capitd
markets. These benefits are mogt likely to come through on condition that the trading barriers of
financid assets and currencies are removed and an assurance that the currency exchange rate
system operates fredly.
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It is mogt likely that the GMU will compel AGCC economies to adopt common legad and judicid
banking regulations and develop their capitd and invesment laws, diversfy the non-bank financid
inditutions, integrate the AGCC capital markets, enhance financid competition and Spread
innovation and technologica change across the Single Currency Area Moreover the GMU is dso
expected to encourage AGCC commercid banks mergers to strengthen competition with foreign
banks in the region

5.5. Growth, stability and employment

Macroeconomic sability (fisca policy Sability, sustainable public debt and so forth) cannot be
isolated from credit monetary policy framework. There is a strong consensus that such credibility is
best achieved by delegating the operation of monetary policy to an independent centrd bank, which
is less vulnerable than the government to the suspicion that it would sacrifice its long-term
monetary stability goas by making a short-term dash for growth a the expense of future inflation.

There will be no doubt, a potentid impact of Gulf Monetary Union on trade, competition,
productivity and growth It includes (1) enhancing competition to improve flexibility in product
and cepital markets and promote grester busness efficiency and consumer choice (2) promoting
enterprise by removing the market barriers that deter entrepreneurship and prevent new firms from
deveoping and growing (3) supporting science and innovation to haness the potentid of new
technologies and to provide more efficient ways of working (4) improving skills among young
people and the adult workforce to generate a flexible and dynamic labor maket and (5)
encouraging investment and better investment decison-making through stronger locd and nationd
capital markets. Membership could affect dl these drivers of productivity ether directly or
indirectly. Joining aMonetary Union would remove ay barriers to trade between AGCC countries
enhance competition and dimulate invesment by aiding the integration of capitd markets. 1t could
aso help to spread innovation and technologica change across the single currency area.

It is not possble to diverge the employment raes within a Monetary Union because the rate of
employment is largely dependent upon the fiscd stance, as governments in AGCC countries are
maor employers. Nevertheless, empirical research confirms that sharing a common currency does
not imply sharing the same unemployment rate. Indeed unemployment rates can vary more
between regions of the same currency area than they would across different currency aress.
However, as a reault of growing unemployment, creating employment opportunities for nationds in
the AGCC economies form an integrad part of the policy objectives of these countries and it cannot
be overlooked.

6. Analysis of resultsand policy implication

In generd, structurd convergence does not seem an impediment to creete, sustain and benefit from
an AGCC Monetary Union. Nevertheless, the future structural development may be an obstacle to
achieve dructurad convergence Hence the issue is not convergence of current structures but about
dynamic gructures. Diverdfication as wel as exhaudion of oil and gas in some AGCC countries in
the future may reduce dructurd dmilarities These future developments might have sorre bearing
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on the sructurd convergence. Convergence can dso be seen from the expenditure components of
GDP. Expenditure components of the GDP exhibit a Smilar patern among AGCC countries
Private consumption is a dominant expenditures component of GDP, sharing over 3%, while other
components share amost a smilar percentage. If we look a nonoil trade integration between
AGCC countries intratrade is a weak factor tha minimizes the benefits of one currency.
Neverthdess, non-al inra AGCC trade could be enhanced in the light of a Monetary Union
provided there is a diverdfication of the economies. If low intra-trade is due to the dmilaity of
factor endowment (oil and gas), any hope for improvement is limited within the present economic
sructures of AGCC countries. In this case, AGCC countries need to achieve an intendve
specidization and output diversfication as well as technicd indudtrid sophidtication in order to
enhance intrartrade However, if low intratrade is partly a result of trade bariers, this may be
diminated by a Monetary Union or by new pdlicies to remove trade barriers. Nevertheless, further
work remains to be done to answer these questions before any result is ascertained.

AGCC countries differ sharply in ther fiscd performance and fiscd adjustments. Fiscd adjustment
varies between AGCC countries in the face of large ail price changes In the face of a large drop in
oil prices such as in 1998, some AGCC countries resorted to financing from officid assets, while
others mohilized non-ail revenues. In a high oil price era since 2000, responses differ markedly
between high totd spending (out of norroil GDP) and accumulation of net financid assets
Moreover, fiscd policies (despite the creetion of the Custom Union on January 1, 2003) reman the
least coordinated policies of the Gulf-Cooperation Council countries.

Some fiscd stance characterigtics show that the oil-dependant AGCC countries exhibit week fiscad
flexibility and different responses to fiscd shocks. AGCC economies are strongly oriented towards
oil and gas. This can be seen from the share of oil and gas sector in GDP, the share of oil exports in
totd exports and the share of oil revenue in government revenue. Oil and gas sectors contributed
roughly over 40% in AGCC output while oil income contributed around 80% of government
revenues. Oil exports accounts for over two-third of totd AGCC exports (see for example, Fasano,
U. and Igbal, Zubair, 2003, p. 2). The high contribution of oil and gas to tota government revenues
sverdy affects budget baances via oil price voldaility. Fiscd flexibility is condraned by a high
dependence on oil as well as oil price movements, that is fiscd outcomes are affected by common
factors and convergence is less marked. While fiscd outcomes in the AGCC countries are smilar,
the levd of deficits and surplus varies among countries and so do public debts.

In fact procyclica fisca polices are rdated to the low share of nornroil revenues in tota revenues,
the governmentd role in employment, socid benefits and subsdies, and the lack of medium term
budgetary framework that spread out fisca risks over number of years. Nevertheless, to remove
procyclicdity of budget policy and to insulate budget from oil price volatility, AGCC countries
need to work with fiscal rues such as budget deficit rules (nonoil deficit to GDP rule), debt rules
(callings on net or gross debts), spending rules (overdl or components of spending), or establish
dabilization and saving funds or both.

Although the current fiscd flexibility is week and the process and the results are markedly different
between individua countries, diverdfication and privatisation have been declared as key policies.
Diverdfication efforts in banking, tourism, and trangport in Bahran are underway, while the
gmilar effots ae being made in tourigm, petrochemicads, condruction, trade, financid and
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communications centres, and trangport in UAE. Oman has succeeded to a certain extent in
diversfying into gasrdaed indudries and tourism and Saudi Arabia into petrochemica
manufacturing, minerds, power, infragtructure, industry and services. Qatar is focussed on naturd
gas, commecd, IT and financid centres. Diversficaion and privatisaion drive may lead to
possble future changes in the economic dsructures of AGCC economies, and might reduce
gructurd dmilarities enjoyed by them today. If a diverdfication drive leads to different economic
dructures, this may result in giving an increasing importance to tools apart from nomind exchange
rate adjustments. It may aso lead to an edtablishment of an intraa AGCC fiscd trandfer to smooth
the adjusment mechanism under a dngle monetary policy, andlor support AGCC efforts of
enauring flexibility of labour and product markets as an dternative adjusment tool, &fter the
establishment of a Monetary Union. In our view, price flexibility in product and factor markets will
become an important adjustment tool after its establishment. Neverthedess, removing bariers to
movement of goods, services, labour and capital to enhance ther flexibility may not completdy
substitute the absence of budget flexibility in AGCC economies.

A Monetary Union will probably have some limited effects on the share of FDI provided some
other FDI incentive factors get through. By removing exchange rate volatility and transaction costs
within the Gulf areaand by boosting price transparency, a Monetary Union can have some podtive
impact on returns on investment and size of FDI. AGCC countries have rdatively smilar exchange
rate arangement in which dl currencies are pegged to US$. Nevertheless there are more FDI
enhancing factors than exchange rate invariability. A fixed exchange rate is not likdy to make
much difference in FDI in AGCC countries, as much asa Monetay Union's relaed uncertainty
(not evident before the Unions edtablishment) that hamper investments such as reduction of
transaction costs associated with the multiple exchange rate. AGCC countries are now having an
exchange rate union because their currencies are pegged to US$. Perhaps the GMU can enhance
credibility of monetary policy and can reduce inflaion to comparable and manageable leves in
ome rddivdy high inflaion AGCC countries. Though the overdl result seems podtive it is
minimd. Further assessment of the investment test need to identify the pogtion of exchange rate
dability as determinants of investment for firmsin each country separately.

Challenges to the AGCC finandd sarvice under globdisation are most likely to be openness and
integration of the world capitd markets. Sgnificat gan from a Monetary Union could be achieved
in degpening financid markets.  This requires the remova of trading bariers of financid assets
and currencies and making sure that the currency exchange rate system operates fredy. The GMU
can integrate capitd markets, enhance financid competition, Soread innovation and technologica
change across the single currency areg encourage AGCC commercid banks mergers, strengthen
competition with foreign banks in the region, and create common and effective legd and judicid
regulations for the AGCC banking and credit policies.

The andyss concludes that AGCC countries will incur some cods of having a joint Monetary
Union. Though a Monetary Union is necessary to achieve the ndionad economic objectives of
AGCC economies, it is not auffident. The overdl potentid economic benefits of the AGCC
Monetary Union a the moment seem to be less sgnificant, as the present exchange rate risk in
AGCC economies is minmd. Some benefits are expected to come through, but they might take
time and (probably a lot of effort in line with the above recommendations) before the AGCC
countries can redizethe full benefitsof aMonetary Union.
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Table (1): GDP by Economic Activities (at Current Prices, 2000)- (in Percent)

Description/Countries Bahrain | Kuwait | Oman Qatar KSA UAE | Average
Agriculture 0.70 0.30 2.00 0.40 4.90 3.50 4.00
Petroleum & Mining 28.00 48.20 48.80 58.40 37.10 33.70 39.00
Manufacturing 11.40 10.60 5.40 5.80 9.70 13.40 10.00
Electricity, Gas & Water 1.40 0.80 1.00 1.10 0.40 1.80 1.00
Construction 3.60 2.00 1.90 3.40 5.90 6.50 5.00
Wholesale & Retail, Hotels & Resturants. 10.00 5.80 11.20 5.40 6.80 10.50 8.00
Transport, Communications & Storage 7.00 4.70 5.90 3.40 4.10 6.70 5.00
Finance & Insurance Services 21.40 5.50 3.50 3.00 4.70 4.10 5.00
Real Estates Services 9.10 5.50 3.90 6.10 7.40 6.00
Government Services 15.20 20.70 12.20 13.90 16.90 9.90 13.00
Other Services 7.90 " 1.60 6.10 2.00 2.10 4.00
Total 100.00 { 100.00 { 100.00{ 100.00; 100.00; 100.00 100.00

Source: Own calculations from figures obtained from "AGCC Statistical Bulletin”, 2001.
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Table (2): AGCC: Expenditure components of GDP (2002).

Description/Countries Bahrain{ Kuwait { Oman | Qatar KSA UAE | Average
Private consumption 47.10 40.70 34.10 18.80 37.40 50.50 38.10
Government consumption 17.60 22.10 23.10 23.10 26.50 16.30 21.50
Capital formation 16.80 11.10 12.80 20.10 18.40 23.20 17.10
Exports-Ilmports (goods and services) 18.50 26.00 21.00 38.00 17.70 9.70 21.80

Source: AGCC National Central Banks, "Annual Reports'; "Al-Khaleg Economic Report", 2002,2003, p. 171.
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Table (3): GCC Endowment and Economic Sizes

Proven Qil {Per Capita Oil Est. Ol Proven Gas Proven _Gas oil . Non-Oil . Pgr

o . Reserves  6Ser Vs R.@elrve Reserves Perf:gplta Extraction GDP GDP Population | capita

Description/Countries Lifetime (Millions Cost GDP
(billions . (Thousands (MillionsCu. { (Million Cu. (bill. USS, (%) (thousands
barrels of ail) barrels of oil) Ft/day) Ft/day) 2002) Uss)

Bahrain 0.15 0.20 78.00 38.00 50.70 3.00 7.90 72.00 0.75 10.50
% of world reserves (2002)
% of OPEC
Kuwait 96.50 43.90 131.00 1,882.90 855.90 1.70 37.80 51.80 2.20 17.20
% of theworld 9.00 0.90
% of OPEC 13.40 1.80
Oman 5.70 2.40 38.00 904.00 376.70 6.00 19.80 51.20 2.40 8.30
% of theworld 0.60 0.50
% of OPEC 0.70 1.00
Qatar 4.50 7.80 89.00 632.50 1,090.50 12.00 16.40 41.60 0.58 28.30
% of theworld 1.40 14.80
% of OPEC 2.00 29.20
KSA 263.50 12.00 89.00 7,699.60 349.80 150 188.40 62.90 22.01 8.60
% of theworld 24.60 3.70
% of OPEC 31.00 7.30
UAE 98.10 29.70 103.00 2,060.00 624.20 2.60 70.50 66.30 3.30 21.40
% of theworld 7.50 3.50
% of OPEC 11.50 6.90

Sources: AGCC "Statistical Bulletin®", 2001, and " Arab Joint Economic Report”, 2003.
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Table (4): Trade openness, trade integration and geogr aphical breakdown of trade accounts.

(in Percent)
Description/Countries Bahrain {Kuwait (Oman Qatar KSA UAE
Trade Openness. 129.00 75.50 80.50 77.50 60.20 i 121.70
(Trade as% of GDP, Average, A271996-2001)
Exports:
AGCC countries 8.40 1.00 10.10 5.70 5.60 5.80
Other Arab countries 1.60 1.70 2.50 1.70 4.60 1.10
Other Idamic countries 4.90 8.00 4.30 2.10 5.10 3.90
EEC 510 11.40 1.50 3.10 15.60 4.30
USA 4.80 11.50 1.20 3.60 16.00 1.70
Japan 4.00 22.80 22.70 43.10 15.30 20.30
Other countries 71.30 43.50 57.60 40.70 37.80 63.00
Total 100.00 ! 100.00 ! 100.00: 100.00! 100.00: 100.00
| mports:
A+A17GCC countries 24.50 11.10 39.10 14.90 4.70 8.40
Other Arab countries 3.40 11.10 6.10 8.60 5.40 1.20
Other Idamic countries 3.10 6.40 4.60 3.40 4.00 9.20
EEC 29.30 29.90 20.70 43.60 29.50 33.20
USA 10.10 13.10 6.80 6.00 18.90 9.70
Japan 3.80 13.60 16.20 8.70 9.20 9.10
Other countries 25.80 14.80 6.40 14.80 28.20 29.20
Total 100.00 ¢ 100.00 ¢ 100.00: 100.00:! 100.00: 100.00
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Table No. (5): Testing for procyclicality in A+A54GCC countries

KUWAIT Annual ichange iin:

E OoP OGR NOR FB NOFB iNOGDP
96 - 97 0.023; -0.011} -0.185{ -0.122{ -0.095! -0.042i 0.049
97-98 0.016; -0.347; -0.297{ 0.360; -0.121i 0.023; -0.024
98 - 99 -0.008 0.423 1.127{ -0.148! 0.301; -0.014{ 0.050
99 - 2000 -0.205 0.527; -0.056; -0.055{ 0.018; 1.334; 0.048
2000 - 2001 0.489; -0.150; -0.001} 0.856{ -0.101{ -4.328! 0.016
2001 - 2002 -0.379 0.070 0.016; -0.112i 0.090{ 0.434: 0.073
2002 - 2003 1.051 0.136 -0.46{ -0.188{ -0.338! -3.405/ 0.064
UAE

E OoP OGR NOR FB NOFB {NOGDP
96 - 97 -0.111;  -0.072 0.111{ -0.073; 0.071 0.122i 0.653
97-98 0.124{ -0.334i -0.380{ 0.109! -0.128! -0.129{ -0.222
98 - 99 0.008 0.434 0.100; -0.088{ 0.018; -0.045; 0.034
99 - 2000 0.327 0.534 1.138{ -0.599! 0.176{ 0.599{ 0.820
2000 - 2001 0.001; -0.131i -0.139{ 2475 -0.134i -2.478; -0.305
2001 - 2002 -0.092 0.035; -0.208{ -0.040{ -0.007{ 0.107; 0.053
2002 - 2003 0.037 0.136 0.382; 0.158{ 0.057; 1.999: 0.058
OMAN

E OoP OGR NOR FB NOFB iNOGDP
96 - 97 0.024; -0.041 0.181; 0.001i 0.038{ -2.030; 0.069
97-98 -0.037{ -0.360; -0.278; 0.176; -0.062; 0.097; 0.034
98 - 99 0.019 0.456{ -0.034{ -0.007{ -0.009{ -0.037{ -0.022
99 - 2000 0.137 0.484 0.425; -0.081; 0.030{ -0.247; 0.063
2000 - 2001 0.077; -0.139 0.086; 0.193{ 0.007{ -0.052{ 0.123
2001 - 2002 0.027 0.056 0.169; 0.235{ 0.050{ 0.030; 0.030
2002 - 2003 0.166 0.145 0.017{ 0.352{ 0.005{ -0.049: 0.065
BAHRAIN

E OoP OGR NOR FB NOFB {NOGDP
96 - 97 0.121; -0.045 0.075; 0.181; 1.333; -0.085; 0.034
97-98 -0.100{ -0.376 0.393{ 0.029{ -66.00{ -0.470! 0.195
98 - 99 0.027 0.517 0.432; -0.019{ 0.090{ 0.208; -0.122
99 - 2000 0.087 0.566 1.059{ -0.022{ 0.023{ -0.431{ 0.059
2000 - 2001 -0.069; -0.149{ -0.121; 0.092; -0.002; -0.039; 0.041
2001 - 2002 0.238 0.085 0.029{ 0.087{ -0.002{ -0.328! 0.068
2002 - 2003 0 0 0 0 0 0 0
QATAR

E OoP OGR NOR FB NOFB iNOGDP
96 - 97 0.192{ -0.057 0.281; -0.003{ 0.000{ 0.002; 0.025
97-98 -0.044; -0.364i -0.232; -0.232; -0.080; -0.481; 0.174
98 - 99 0.107 0.446 0.226; 0.263{ 0.043{ -1.101{ 0.006
99 - 2000 0.055 0.563 0.636; 0.295{ 0.125{ 0.000; 0.046
2000 - 2001 0.121} -0.116{ -0.162{ 0.481{ -0.075! 0.010; 0.086
2001 - 2002 0.144 0.037 0.225; 0.444i 0.088; 0.019: -0.006
2002 - 2003 -0.006 0.047 0.033; -0.088{ -0.009{ -0.060; 0.032
KSA

E OoP OGR NOR FB NOFB {NOGDP
96 - 97 0.117; -0.037 0.177; 0.056; 0.006; -0.134; 0.069
97-98 -0.141{ -0.356{ -0.500{ 0.354! -0.063; 0.269{ 0.011
98 - 99 -0.033 0.430 0.306; -0.302i 0.029; -0.096; 0.027
99 - 2000 0.280 0.565 1.053; 0.015{ 0.092{ -0.361; 0.032
2000 - 2001 0.084; -0.150; -0.142; 0.014{ -0.071 -0.10;  0.032
2001 - 2002 -0.085 0.062; -0.097{ 0.060{ 0.010{ 0.115{ 0.030
2002 - 2003 0 0 0 0 0 0 0
CORR /COUNTRIES KUWAIT: UAE { OMAN | BAH QAT KSA AVR
E/OP -0.19 0.44 0.50 0.42 0.18 0.57 0.32
E/OGR -0.35 0.68 0.57 0.03 0.36 0.84 0.35
E/NOFB -0.86 0.19 0.11 -0.12 0.18 -0.94 -0.24
E/FB -0.72 0.35 0.40 0.55 0.29 0.58 0.24
NOFB / OP 0.37 0.37 0.08 0.23 -0.23 -0.76 0.01
NOFB / OGR 0.24 0.45 -0.32 -0.42 0.13 -0.91 -0.14
FB/OP 0.49 0.78 0.42 0.59 0.82 0.91 0.67
NOR / NOGDP -0.71 -0.64 0.24 0.21 -0.49 -0.13 -0.25
NOFB / NOGDP 0.10 0.43 -0.21 -0.88 -0.05 -0.44 -0.17

Source: Own clculations from data obtained from AGCC national banks Annua Reports, different issues.
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