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Structured Abstract

Purpose
This paper examines the feasibility of a Commonré&ay Area (CCA) among 10 (Middle
East and North Africa) MENA Countries. The 10 skengountries constitute the six GCC

Countries and the four Agadir nations.

Methodology Approach

Macroeconomic data for the 34 year period 1970@02is used. Feasibility is examined
by analyzing the symmetry of response of countmigggin each group to a common
external shock. The impulse response functiors) ilem a Vector Autoregression Model
is used. The strength of lingkages within each ergoa bloc was examined using Pearson

pairwise correlation and variance decomposition.

Findings

Among GCC countries, the results show the existaficstrong lingkages among the
monetary variables, signifying strong monetary sedhtegration. Such integration
however is lacking where the real sector is conedrnDespite the symmetry seen in the
impulse response functions, variance decompositimnwed the absence of any meaningful
influence of countries on each other within thecbldmongst the Agadir nations, the
results show no correlation in real output grow$gme correlation among monetary
variables but no symmetry whatsoever in responsexternal shocks. The variance

decomposition too did not show mutual influenceaigroup.

Implications

The lack of real sector integration will presenthallenge to GCC’s desired goal of a
CCA by 2010. The Agadir nations appear to bepkira loosely knit economic grouping
with little integration of any kind. Thus, hopesaoCCA among Agadir nations is far too

premature.



Introduction

As early as 1945, twenty two Arab nations had péaha common currency to be called
the ‘Arab Dinar'! That idea however, did not take root. For saveountries within MENA,
exchange rate management has largely been a tifégperience. Their experience has
generally been one of a fixed peg but incompatibéeroeconomic policies causing exchange
rate misalignment, serious overvaluation, capilight, balance of payments problems and
currency crises. More recently, most MENA courstriave made considerable progress in
liberalization of trade/financial systems and tldom@ion of pro market monetary policies.
These have ameliorated to some extent their peakeproblems with exchange rates. Since
the introduction of a single European currency,Eneo, in January 1999, there has been much
interest in the area of Optimal and Common Curraregs. That it has worked relatively well
over its first five years and is being well acceptas served to further this interest. The Euro’s
success aside, a number of external factors havileenewed interest in Common Currency
Areas (CCA). Globalization is one. As countriasd governments grapple with the
challenges of globalization, the idea of a commanrency becomes more palatable.
Additionally, the frequency and the depth of reacairrency crises have raised the question of
whether maintaining individual national currencassl the attendant independent policies are

worth the cost.

An Optimum Currency Area (OCA) and Common CurreAcga (CCA) fall within the

ambit of currency unions. An Optimum Currency Arg€CA), using Mundell’s (1961)

! See; Bassem Kamar (2004)



definition is “a domain within which exchange rates are fixedBy this definition, a CCA
would be a step further with the adoption of a Er@pmmon currency among members of the
currency union. Several structural preconditioasenbeen cited as being necessary for an
OCA. Mundell (1961) argues that a high degreeactdr mobility is an essential ingredient.
McKinnon (1963), cites trade intensity or integoatias a precondition. Kennen (1969) would
examine regional production patterns for producediification to determine if a region would
be well suited for an OCA. Yet other literaturetbe configuration needed for a country to be
a candidate of a currency union identify factorshsas, similar levels of inflation, extensive
trade relationships, similar or synchronous businegcles and a certain extent of policy
congruence.

The processes that have to be in place and theeggence needed prior to launch of a
CCA can be a long process. For Europe, the Eundtoduction was the culmination of a
long evolutionary process towards single currentlye process itself is more than 50 years old
and has its origins in the 1957 Treaty of Romee Wain markers of this evolution would be
the establishment of the EMS in 1979, The Singlegean Act of 1986, the Maastricht treaty,
1991 and establishment of the European Central BBQB) in 1998. That the movement
towards a single European currency has been adod@rduous process should not be lost to

aspirants of a CCA.

This paper explores the possibility of a curremeyon/CCA among two groups of
MENA countries. The six GCC countries being thistfgroup and the four Agadir countries,
the second. The study is designed to addresotosving questions; (i) Is a currency union a

feasible option for these two groups? (i) Whaiwd the costs and benefits of such an



arrangement be? and (iii) How would existingrency agreements / economic grouping fit
into this?  The paper is divided into five $&es. Section two below lays out the contending
issues with regards to implementing a CCA. Sectibree describes the data and
methodology. The subsequent Section, discusgefnitings and its implications. The final

section, Section 5 concludes with recommendationpdlicy.

Section 2: CCA — The Key Contending Issues

Much has been researched and written on the impadt efficacy of a CCA
arrangement on member countries.  Broadly spgakimpirical evidence appears to show
three key findings. First, there appears to kergel positive effect of currency unions on trade.
Rose (2000), using gravity model which uses a dummy coefficient to indicate whether
countries are using the same currency, shows thktéral trade between two countries that
use the same currency is, controlling for othdea$, 200% larger than bilateral trade
between countries that use different currencie©ther studies of the impact on trade produce
similar results. Flandream and Maurel (2001), logsordova and Meissner (2001) and
Frankel and Rose (2002l show increased trade of 220%, 100% and 29%$pectively as a
result of currency uniof.

The second set of findings come from studie$ &xamine the effect of reduced
exchange rate volatility on trade. In contrastwbat one would expect, Degrauwe and

Skudelny (2000), Frankel and Wei (1992) and Eichemgnd Irwin (1995)all find the effect

2 See Alesina et al (2002)
3 See Alesina et al (2002), Table 15, pg. 336

4 See: Bergsten and Park (2002)
5 See: Alesina et al (2002), pg. 335



of reduced exchange rate volatility on trade teimall. Finally, the third set of findings is that
the border effects on trade are large. It appisatsthe necessity to use different currencies on

both sides of a border and the transaction costgtied as a result, acts to dampen trade.

Trade aside, there are other benefits. One wbeldhe complementary effect of
increased trade, greater financial integration. sesond, would be what Eichengreen and
Hausmann (1998) have dubbed a&he original sin”, the inability of a country or its
corporations to issue or raise debt denominatdtsiown currency. This inability has meant
serious maturity mismatches and extensive exchaatge exposure. A regional common
currency would substantially reduce if not elimaauch inadequacies. The fact that the GCC
and Agadir nation’s Central bankers have alwaysnbeeluctant floaters makes a CCA
arrangement more amenable. Yet, the loss of raongiolicy independence especially for

Agadir nations, would offset some of the attraction

2.1: Costs and Benefits of a CCA

It is obvious that the immense undertaking th&GA arrangement is, would involve
numerous benefits and costs. Many of these woaldlitect and easily observable while
others, less so. Some of the direct benefits wbaldi) the elimination of exchange rate risk
and greater predictability of relative prices famgpanies doing business within the CCA (ii)
reduced transaction costs due to the eliminatidnisdfisk spreads on currency conversion and

the hedging costs that would normally be incurrddi) the trade benefits of faster growth,

6 See: Bergsten and Park (2002)



enhanced competitiveness and efficiency (iv) eobédrcross-border investments and factor

reallocation and (v) a final direct benefit comesn the ‘enforced’ policy commitment.

Though many of the benefits of a CCA could alsawaedo normal fixed exchange rate
/ pegged systems, history has shown that fixethaxge rates are not irrevocably fixed.
Since a CCA arrangement is much more encompassitegms of policy commitment and has
deeper roots, the cost of breaking it is much highan breaking a fixed exchange rate. This
gives the CCA the credibility that a pegged systacks. The result would be that a common
currency would be less susceptible to monetaryidiance and speculative bubbles.  Finally,
since policy making, especially those of a monetsature are detached and independent of
individual governments, central banks and monetuthorities would be subject to less
political pressure thereby leading to money supyplg price stability. The fact that Europe has

had less than 2% inflation over the last 10 yearsiaccident.

The costs of a CCA are as varied as its benelitee most obvious cost is the loss of
domestic monetary policy flexibility. In many déeping economies, monetary policy is
heavily relied upon as an instrument for stabil@atof the domestic economy. Having a
common, region wide monetary policy would mean #matindividual country faced with an
asymmetric shock cannot respond on its own.  Masibp in a CCA would often mean that
complying with the requirements of the currencyeagnent would take precedence over
domestic needs. Thus, external compliance dictida®estic policy. Finally, for any currency
arrangement to work, extensive policy coordinatimil significant commitment is needed to

ensure compliance. This can be a costly requirésiaoe getting cooperation on a number of



usually conflicting issues is inherently difficultcor example, getting a consensus on how to
divide seignorage revenues among members wouldbe such issue. Opening up borders to

comply with labor mobility is another very sensitiissue.

2.2:  Existing Currency/Economic Arrangements

In this section we examine the existing currencaregements among our sample
MENA Countries. Going by formal arrangements, ¢hare really two subsets within our 10
sample countries. The four Agadir countries — Egypnisia, Morocco and Jordan and the six

GCC countries, Saudi Arabia, Kuwait, Qatar, Omaahiain and the UAE.

As early as 1945 while the US, Britain and theedll Nations were working out the
Bretton Woods System, twenty two Arab nations ggether to initiate a “Common Currency”
called “Arab Dinar”’ Despite the early start, there appears to haee blle progress until
about 50+ years later when the GCC heads of statkepl for a fixed timetable for currency
union among their six countries. Based on thig,pdacommon currency area could be in place
among the six GCC nations by 2010 - i.e. some @&%syafter the idea of an Arab common
currency was first mooted. That a more broad basexhgement involving more than the six
GCC countries has proved elusive, is testimonth&difficulties involved in managing the
tradeoffs and the reality of economic disparitiesoag the MENA countries. The fact that the

MENA region has witnessed a series of wars sinets I#hd is generally seen as one that is

highly unstable has not helped. In such an enwient, it is obvious that pushing for regional

" See — Bassem Kamar, (2004)



economic cooperation may have to be relegated &t mere pressing political crises. Yet,
even here, a CCA arrangement could be a sourceafoenic stability by ensuring policy

credibility and cohesion.

Comparing the two subsets, the Agadir and GCC tcasn one is quickly convinced of
the stark contrast between these two groupings oltier of the two, the GCC was formally
established in 1981, largely on the initiative @uBi Arabia, the groups largest member both
by population and economic size. The exchange aangement for the block is outlined
within Article 22 of the Council’'s Unified Economi&greement of June 1982.Article 22,
clearly states the objective of creating a commomency among the six member states by
2010. The one common economic feature that n@ latké countries, is the fact that everyone
of these countries is oil rich and heavily depenaenoil exports. In terms of economic wealth

and per capita GDP, these six nations are clepdyt &rom the other Arab / MENA nations.

The four Agadir nations on the other hand canmomre different. Whereas average
per capita GDP for the six GCC countries was USKI®Hjn 2004, that of the Agadir nations
was US$1,849. Aside from difference in per capittome and wealth, none of the Agadir
nations have meaningful reserves of oil. They tebavily on tourism and remittances from
their citizens abroad as the main source of foregchange earnings. Thus, while oil price
change alone dictates economic performance witlth€ Ghe Agadir nations like most non-
OPEC nations are reliant on global economic comatti However, unlike other countries,

given their reliance on tourism, these four cowstrhave taken the brunt of the surge in

8 See Jasser and Hamidy; (BIS papers, 2005)



international terrorist activities. Economic diéaces aside, Agadir itself is a much newer
grouping relative to the GCC. The Agadir Agreemeavitich formally established the group
took place as recently as February 2004. The imatedim of the grouping is the creation of

a free-trade area (FTA) among the four countrie2095.

2.3: Exchange Rate Regimes

As with many MENA countries, exchange rate evolutin the Agadir countries have
been one of fixed/managed systems, followed bypgemovervaluation which in turn leads to
crisis and devaluation followed by some liberal@at Egypt is a case in point. Though in
1991 as part of an IMF initiated reform programygighad announced the adoption of a
“managed float” for the Egyptian pound, the pounasvessentially on a “conventional fixed
peg” to the US$. Following an overvaluation, serious current actaieficit and balance of
payments problems, and the attendant capital flitjet Egyptian government in January 2001,
announced a devaluation of the pound and the amopti a crawling peg against the US$.
Deteriorating economic conditions following the &spber 11, terrorist attacks, placed
additional pressure. In January 2003, the govemtraenounced a “free float” of the pound.

Over the next few months, the pound depreciatethbhhy about 33% against the US$.

The Jordanian Dinar appears to have gone throwgiitar pattern. Following a series

of shocks due to overvaluation, the dinar was dmdhl12% against the US$ and put on a

® See — Bassem Kamar, (2004)
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“managed float”. However, the dinar was subjecfuxdher deterioration and depreciation.
This led to a formal fixed peg of the dinar to th8$ in October 1995. The Moroccan dirham,
previously on a fixed peg to the French franc waknked in 1973. The following period

witnessed Morocco’s experimentation with managedt. The dirham’s exchange rate being
managed based on a basket of currencies. As lastihe case of it neighbours, the Moroccan
dirham witnessed significant deviations in the RERding to Balance of Payments (BOP)
problems. Recent years have seen sharp increasthe icountry’s trade deficit, implying

overvaluation and increasing the dirham’s vulnditgbi

The Tunisian dinar, like the Moroccan dirham, h&l links to the French franc
eliminated in the mid 1970s. In 1978, the dinaswaked to a basket of currencies which
included the US$. Balance of Payments problenssifisequent years forced the Central Bank
to begin depreciating the dinar — something thaitvea until 1989. Reforms and liberalization
were undertaken in 1992 and extended further iMt19Bhough Tunisia has had its share of

BOP problems, it appears to have avoided mucheoétichange rate shocks.

Unlike the Agadir nations, the GCC countries asitio@ed earlier have been working
towards a common currency by 2010. This goal ibeéaeached by having a customs union
and an integration of exchange rates by 2003 anggegement on ‘convergence criteria’ by
2005°. In order to ensure stable cross rates, theamgehrate integration required member
currencies to be officially pegged to the US$. (Tthe US$ was chosen as the “anchor”

currency is not surprising given the fact that G&@rencies have been on a fixed peg to the

10 See — Jasser and Hamidy; BIS Papers 2004.
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US$ for a long time. Five of the six GCC curr@schave been pegged to the US$. The
exception being the Kuwaiti dinar, which was linkeda basket of currencies. Still, the US$
was prominently weighted within that basket. Whhe Omani and Saudi riyals have been
pegged to the dollar since the 1970s and mid 188€sectively, the Qatari, Bahraini and UAE
currencies have been formally pegged to the US% idea of ensuring regional exchange rate
stability by fixing regional currencies to a commamchor currency is built on the template of
the European Monetary System (EMS), where a cegtidlwas established by fixing member
currencies to the ECU (European Currency Unit). past of the move towards a Common
Currency Area, the GCC countries have agreed ongbments prohibiting any unilateral
changes to the pegged rate between their individuakencies and the US$. Attempts are
currently under way on convergence by harmonizirmgvth rates, inflation / interest rates, and

monetary and fiscal policies

Section 3: Data and Methodology

Since symmetry of economic activity has been idiedti as a key criterion in
determining the feasibility of a CCA, our analysisuilt on identifying “compatibility” among
our two sample groups of countries. Since corbpiyi would imply some degree of
synchronicity among key macroeconomic variables, &&@mine macroeconomic data.
Specifically, we examine annual data on real GDRvg, inflation”, money growth and short-

term interest ratééacross the 10 countries over the 34 year pe8d@- 2003. Our choice of

1 ) ) @ + nominal GDP growth %)
The inflation rate has been computed ps: -1]| x100
@ + real GDP growth %)

12 The 3 month deposit rate or money market ratsésiu
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these variables, has to do with the fact that afwm® synchronous business cycles, similar
levels of inflation and a degree of policy congrenhave been cited asecessary
preconditions in previous literature. The data has been sourced largely from the United
Nations Statistics division databdSend IFS (International Financial Statistiés) The 10

countries examined are the six GCC countries aadioitr Agadir nations.

In identifying compatibility, we use three anatgi techniques. First, we carry out a
series of correlation analysis for each variableoss the sample countries. The Pearson
Pairwise correlation statistic is used to checkstatistical significance. The second analytical
technique used is Vector Autoregression or VAR ysial Both impulse response and variance
decomposition is used to examine interrelationship®ngst real GDP growth rate®f the

sample countries.

3.1: The Vector Autoregression Model

The correlation analysis helps identify links amamacroeconomic variables across
countries. While such correlation does point onkd among variables, they do not show
important interrelationships among the variabl&kither does correlation imply similarity in

response to external shocks.

3 www.unstats.un.org/unsd

1 www.imfstatistics.org

15 Real GDP growth is determined using natural logsafP in US$.
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Since a CCA arrangement implies common policiedemtial candidates would be
countries that respond in a similar way to extesmaicks. Such logic to identify countries for a
currency union was first used by Bayoumi and Eigneen (1993f. They use a variant of the
VAR (Vector Autoregression) methodology proposedBdgnchard and Quah (1989). Since

then, the technique has been used extensively ®WOCA related research.

In identifying potential candidates among our skEmpountries we examine the
interrelationship among their real GDP growth rabegarticular, we examine the symmetry in
each countries response to external shocks. Thealsm (shock) variable is the World Real
GDP. Countries that respond in a similar fashmshocks in World GDP would be potential
candidate¥. A multivariate, Unrestricted Vector Autoregses Model is used on annual

real GDP of our sample countries. In its standadiform, a VAR model is:

Y T Y TALZ T 6, (2)
Z, Ty ta, Y, tTanZ 6 i, 2

wheree,, ande,, are stochastic error terms called impulses orlghircthe language of VAR.
Both error terms have zero means, constant vasaanoe are individually serially uncorrelated.
The structure of the system incorporates feedl@dausey, and Z, are allowed to affect

each other. In Eqg. (1), current and past valu€g)ofaffect the time path of (z). Eq. (2) allows
for feedback between current and past values ofaf@ (y). VAR essentially allows all

variables to interact linearly with their own andck others current and past values. Thus,

18 See Hazel (2001)

1" World Real GDP is provided on an annual basisie /N database.
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using historical data, one can determine the gtaivie impact that each variable has on its

own future value and the future values of the otlaeiable(s).

Equations (1) and (2) above outlined a bivariatARVmodel. A Multivariate

generalization of VAR can be shown as follows:

X = A+ AX L AX et A e ©)
where:
X, = an (n. 1) vector containing each of the nalaes included in the VAR
A = an (n. 1) vector of intercept items
A = (n .n) matrices of coefficients
€ = an (n. 1) vector or error terms

It is useful to keep in mind that the objectiveeéheaind that of VAR analysis in general is to
determine the interrelationships among the vargalded not, forecasting nor parameter
estimates. Thus, one could construct an n-equ&#dR with each equation containing a fixed

number of lag¥ of all n variables in the system. An n-equatiokRVis typically;

X | [A] [AD AL AL ] [e
X || A |, | A (D) A (DDA, L) || % | [ &

U U 0 o o 0O U g
Xm A10 A‘Il (L) A‘IZ (L) DA‘m (L) Xm—l ent

where:

X1 = % Real GDP growth for country 1, in period t
A, = the parameters representing intercept terms
A (L)= the polynomials in the lag operator

18 The appropriate number of lags could be determivased on the Akaike Information criterion or Schava
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The individual coefficients ofp ; (L) are denoted bw ; (1), & (2)......a; (n). The variables
being quarterly real GDP growth % for each smalurdry.

Note: Since all equations have the same lag, shenpmials A ; (L) are all of the same
degree. The terms,, are white-noise disturbances.

Section 4: Results and Analysis

Recall that our analysis involved three analytitethniques, Pearson Pairwise
Correlation, Impulse response and Variance decomnmos We begin our analysis with results
of the Pearson pairwise correlation. Tables 1 #hrin appendix show the results of the
correlation analysis. Table 1 shows the corretaiiothe real GDP growth rate of the GCC and
Agadir nations. The later three tables show theetation in annual inflation rates, Money
Growth and 3 month Deposit rates for the 34 yeapgel 970 — 2003. While the correlation in
real GDP would indicate the strength of the linkageong these countries in the real sector,

the latter three tables capture the linkage irfittencial sector.

For countries with clear aspiration to forming ice@ economic blocs, as Table 1
shows, there appears to be little correlation owgh rates. Among the GCC countries, we see
only two meaningful linkages, between UAE and Bahead Saudi/Qatar. Among the Agadir
countries there is not a single significant cotretain real output growth. If there is little
linkage amongst the countries where real outpudoiscerned, the picture is very different,
especially for the GCC countries, where financittsr variables are concerned. Table 2
shows the correlation in inflation rates. Notibe humerous significant relationships. Even

among the Agadir countries we see a few significamtelations, particularly in the case of

16



Tunisia. The correlation in Money Growth shownTiable 3, is even stronger. Among the
GCC countries, just about every correlation in Moigeowth is significant. Money growth
amongst the GCC countries obviously appears todeng together. For the Agadir countries
we again see some sporadic links but for diffepaits. Jordan / Egypt appears to be the one
common pair with significant links in both Tablesaadd 3. The final table shows the
correlation in nominal interest rates. The anragali3 month deposit rate, which had the best
reporting frequency was taken as representativewifinal interest rate'S. As with the earlier
monetary variables, we see generally strong cdiwelaamong the GCC countries. For the

Agadir nations, correlation in deposit rates shttvesmost number of significant relationships.

So, what can we conclude from these? For the Ga@tries, there obviously are
much stronger links where monetary variables arcemed. The monetary sectors are well
integrated — obviously the result of the monetargrdination and convergence criteria. These
strong link however still appears to be missing iehthe real sector is concerned. While
monetary integration is strong, trade integratioh appears minimal. Thus, the link in real
output growth is tenous at best. The Agadir coesttoo show the same lack of trade
integration and links in real output growth. Whike see better linkage in the monetary
variables, they are not consistent. A differerit (fepaired countries show significance for

different variables.

19 They were only available from 1990 onwards andhesee the rates for UAE were not available.
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4.1: VAR Analysis; Impulse Response Functions

The Vector Autoregression Model shown as Eq. (4% wstimated for the two sets of
countries. Using the estimated model, the impulesponse functions and variance
decomposition is examined using the natural loged&l GDP for WORLD and the 10 sample
countries. Thus, two sets of VAR Analysis was iearout. The first with WORLD real GDP
growth and GCC countries followed by another wittODRLD Real GDP with that of the
Agadir countries. The number of lags in the VARs& to two lags. Since the ordering of
variables is important, the ordering is done bykiag the countries by their GDP size. For
both sets of analysis, the impulse response avighehl countries is examined by “shocking”
the WORLD Real GDP variable. As mentioned earliee, objective is to examine how each
country’s real output responds to the same extaimack. Symmetry, or countries with a

similar response would suitable candidates fayraroon currency area.

Figure 1, shows the response of each of the si€ &dlintries real GDP growth over 10
periods to innovations (shocks) in WORLD real GDBvgh. Four of the six countries, Saudi,
Kuwait, Qatar and Oman have similar / symmetriodlal response. All four react negatively
over the first period. Output growth then staletiZor the first three countries, while Oman
shows a slight increase from period 2 before cagimgrback to the original level. Bahrain
shows a response similar to that of Oman, thoughrtiial negative impact is hardly visible.
The one non-symmetric response is that of UAE. ifit&l period response to the shock is
positive. UAE’s non symmetry is perhaps a refactof its greater dependence on services

and relatively lower reliance on oil exports alongaus, with the exception of the UAE, one

18



could make the case that the first year (firstqggBrimpulse response are largely symmetric for

the 5 GCC countries.

Figure 2 shows the impulse response functionghierfour Agadir countries. What is
obvious is that unlike the case of the GCC coustrikere is no symmetry whatsoever in this
case. While there appears to be some resemblartbe response of Egypt and Jordan, they
are really quite different in magnitude and dunatiolThus, it appears that none of the Agadir

countries respond similarly / symmetrically to 8sne external shock.

4.2: Variance Decomposition

Summary results of the variance decompositiornttiertwo sets of countries, for four
variance periods are shown in Tables 5 and 6. h&én dontext of our analysis, variance
decomposition tells us the extent to which variainceéne real output growth of each country is
influenced by shocks to the common factor, WORLDFGEhd by each of the other countries’
real output. Examining the variance decompositibthe GCC countries in Table 6, it is clear
that none of the countries within the GCC have &uttive influence on each other. The only
case where we see some influence is in the caBalohin, both Saudi and the UAE appear
to have some influence. In all other cases, no GfiEnber countries appears to have
influence on real output growth in another. Nafpsisingly, we see similar results for Agadir
countries in Table 5. The exception appears tdobean, where Tunisia has quite a substantive

influence.
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Section 5: Conclusion

This paper examined the feasibility of a CCA witltnvo subsets of MENA countries,
the GCC and Agadir group of countries. Feasibitgxamined by analyzing the symmetry of
response of countries within each group to a comextarnal shock. In addition, the strength
of linkages within each economic bloc was examiasithg Pearson pairwise correlation and

variance decomposition.

Among the GCC countries, the results show thetexie of strong linkages among the
monetary variables, signifying strong monetary @ecdhtegration. Such integration however is
lacking where the real sectors are concerned. $&eébr integration is tenous at best. With the
exception of UAE, the GCC countries have broadlynsyetrical response to a common
external shock. Despite the symmetry seen inripiise response functions (IRF), Variance
decomposition (VD), showed the absence of any meéui influence of countries on each
other within the bloc. At first glance these résuhay seem contradictory. In reality, the
results are congruent and interesting. The boartheetry seen in the IRF results tells us that
these countries have a common reaction to an ettehock but the variance decomposition
shows little integration amongst themsel¢®s.In other words, from a real GDP growth
viewpoint, they are “independent” of each other énat connected / plugged in a similar way to
global economic conditions. The fact that the G&@ntries are all uniformly oil exporters to

the rest of the world, but produce little non-aibgucts that are differentiated from each others,

20 Since the variance decomposition is based on @B#l growth, the lack of influence here implies latkintegration in the
real sector.
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explains the results. Being producers of similan-nil products, there simply isn't much
avenue for intra-regional trade. Thus, the lackn@iience of each country’s shocks on other
members. In a sense, the variance decompositisuitsereinforce our findings from the
correlation analysis, which showed minimal linkaigethe real sector. The lack of trade
intensity or integration amongst GCC countries wépresent a challenge to the desired

implementation of a CCA by 2010.

Amongst the Agadir countries, we see no corrafaiio real output growth, some
correlation where monetary variables are concerbetino symmetry whatsoever in response
to external shocks. The variance decompositiondimonot show much mutual influence

amongst countries within the group, where real @BDRvth was concerned.

5.1: Implications

So what do these results imply about the potefaiah CCA within the two groups of
countries? The first implication of the resultsthst Monetary integration is much easier to
achieve than trade / real sector integration. Néie ultimate objective of a CCA is enhanced
economic prosperity over the long term, then muebds to be done, even for the GCC which
is now well advanced into a customs union. Wiedfert needs to be focused is on increasing
intra regional trade. Intra-regional trade WwittBCC was a mere 3.5% in 1996. The
similarity in output appears to be the key detdtrerhus, product diversification is necessary.

The reason increased regional trade is so critictie long term success of a CCA is the fact

2l See Jasser & Hamidy — BIS Papers 2004. Table B2pp
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that trade serves to synchronize business cycleshwn turn makes it possible for the use of
common policies. In the absence of trade integmnatihe formation of a CCA would not only

be hollow but also problematic. That a CCA wilable the use of common intra bloc policies
independent of extra-regional influences will beamagless and ineffectual if oil prices alone

continue to dictate growth.

So, based on the results, one can only concluatehie GCC as it now stands is at best
a quasi-monetary bloc with little real sector intdgpn. The Agadir nations on the other hand
appear to be simply a loosely knit economic grogpaith little integration of any kind. For
the Agadir nations, a CCA is neither a feasible a@ensible aspiration for now. Their more
urgent need aside from enhancing intra-regionaingawould be to break away from the
vicious cycle of exchange rate deviation, BOP poid and devaluations. Linking their
currencies to a trade-weighted basket of curreremesadopting managed floats with broader
bands would be sensible. The key to success watilldbe policy consistency. Domestic
policies, especially monetary ones must be congruéh exchange rate policies if further

crises are to be avoided.

While a CCA is certainly feasible for the GCC, @amber of initiatives will have to be
undertaken prior to the intended implementatio2040. For starters, the adoption of a well
coordinated industrial policy within the group wdube needed. The template used among
ASEAN countries or the Korean experience in thgards, would be useful. Such an industrial
policy could enable specialization within individuwauntries enabling them to reap economies

of scale, have a diversified industrial structurghim the group and enhanced regional trade
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and competitiveness. Additionally, as the Asiamrency crisis of 1997 / 98 showed, even a
strong industrial structure is no guarantee agamsturrency crisis if domestic financial
institutions are weak and vulnerable. Thus, stitegng the financial sector within the GCC
would certainly be a required initiative. Finallge need for a Common Central bank and
coordinating institution will need to be worked oui this regard, experience in Europe has
shown that a key sticking point will be the issuehow seigniorage which is lost by the

individual country central banks, will be shared.

Much of the issues surrounding a CCA have semmasiomic implications. Since they
typically also involve sovereignty and autonomy,ynad the needed decisions are political in

nature. Thus, political will and commitment wiicthate the progress made towards a CCA.

23



Reference :

Alesina, A., Barro, RJ and Tenreyo, S. (2002); @ptiCurrency AreasNBER Working Paper
No. W9072July, 2002.

Al-Jasser, M and Al Hamidy, A (2004); A Common @uncy Area for the Gulf Region, BIS
Papers No. 17, 2004Pp 116 — 120. httpwww.bis.org/pub/bppdf/bispapl7K.pdf

Bassem Kamar, (2004); De Facto Exchange Rate Eslicithe MENA Region: Toward Deeper
Cooperation. Paper presented at th& Afinual Conference offhe Economic Research Forum
for the Arab Countries, Iran and Turkel2ecember 2004, Beirut, Lebanon.

Bergsten, C.F. and Park, YC. (2002); Toward Cngafh Regional Monetary Arrangement in
East Asia.ADB Institute Research Paper No., &ec. 2002.

Enders, W. (2004); Applied Econometric Time Ser@$Edition. John Wiley & Sons In@004.
Farugee, H. (2004); Euro Turns FivEinance & Development, IMF Publicationdne 2004.
Hallett, A.H and Piscitelli, L. (2002); Does Ona&iFit All? A Currency Union with Assymetric
Transmissions and a Stability Pad¢hternational Review of Applied Economid®l. 16, No. 1,

2002

Hazel, Y.P.L. (2001); Optimum Currency Areas in tEAsia. ASEAN Economic Blattin Aug.
2004, pp. 206 — 217.

Jbili, A and Kramarenko, V (2003);Should MENA Countries Float or Peg? Finance &
DevelopmentlMF Publications, March 2003. Vol. 40, No. 1.

Kiss, E.F. (2004); Optimum Currency Area: Euro aBractical Paradigm?Global Financial
Markets — Issues and Strategies. Praeger PublgHhermndon (2004pp. 205 — 225.

Kouparitsas, M.A. (2002); Is the EMU a viable commeurrency area? A Var Analysis of
regional business cycleg&conomic Perspectivebederal Reserve Bank of Chicago 2002.

Nabli, M.K and Varoudakis, M.A.V (2004); How Doesxdhange Rate Policy Affect
Manufactured Exports in MENA Countrieg¥pplied EconomiggOct. 2004, 36.19, p 2209.

Obiyathulla, B. (2005); A Common Currency Area RBEAN? Issues and Feasibility. Paper
presented at The "B International Finance Conference, March 2005, Hamst, Tunisia.
Accepted for publication iApplied Economicforthcoming).

Park, YC (2002); Prospects for Financial Intergnatand Exchange Rate Policy Cooperation in
East AsiaADB Institute Research Paper No. £&c. 2002.

Schadler, S (2004); Charting A Course Toward SwgfaesEuro Adoption. Finance &
Development, IMF Publicationgune 2004.



.06

.04

.02

.00

-.02

-.04

12

.08

.04

.00

-.04

-.08

.06

.04

.02

.00

-.02

Fig. 1
Im pulse Response Functions (6 GCC countries)
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Fig. 2
Impulse Response Functions (Agadir Countries)
(Responses to innovations in WORLD Real GDP growth)
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TABLE 1: Pearson PAIRWISE Correlation of Annual Real GDP growth rate (1970 — 2003)

BAHRAIN KUWAIT OMAN QATAR SAUDI UAE EGYPT JORDAN MOROCCO TUNISIA
BAHRAIN 1 .002 157 -.252 186 .754(**)
KUWAIT 1 -.099 .207 -.062 -172
OMAN 1 -.387(% -.210 -.016
QATAR 1 .407(%) -.186
SAUDI 1 212
UAE 1
EGYPT 1 190 .203 -.022
JORDAN 1 -.074 212
MOROCCO 1 -.088
TUNISIA 1
TABLE 2: Pearson PAIRWISE Correlation of ANNUAL IN FLATION RATE (1970 — 2003)
BAHRAIN KUWAIT OMAN QATAR SAUDI UAE EGYPT JORDAN MOROCCO TUNISIA
BAHRAIN 1 .444(%) .893(*) .814(*%) 296 .847(*)
KUWAIT 1 .427(%) .513(*) 146 .441(%)
OMAN 1 .822(*) 237 .875(*)
QATAR 1 .550(*) .894(*)
SAUDI 1 .593(*)
UAE 1
EGYPT 1 .347() .003 -.136
JORDAN 1 240  .364(%)
MOROCCO 1 .513(*)
TUNISIA 1
TABLE 3: Pearson PAIRWISE Correlation of MONEY GRO WTH RATE (Annualised) (1970 — 2003)
BAHRAIN KUWAIT OMAN QATAR SAUDI UAE EGYPT JORDAN MOROCCO TUNISIA
BAHRAIN 1 .646(*) 316 .653(**) .591(*) .669(**)
KUWAIT 1 ABA(™Y) .708(**) .676(*%) .5AT7(**)
OMAN 1 .504(**) 594(**) .707(*)
QATAR 1 .701(*) .671(*)
SAUDI 1 .786(*%)
UAE 1
EGYPT 1 .534() 129 .359()
JORDAN 1 .361(%) 275
MOROCCO 1 .136
TUNISIA 1

**Significant at 1%, *Sign. At 5% (2 tail)
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TABLE 4: Pearson PAIRWISE Correlation of Annualised 3-Month Deposit Rate (1990 — 2003)

BAHRAIN KUWAIT OMAN QATAR SAUDI UAE  EGYPT JORDAN MOROCCO TUNISIA
BAHRAIN 1 529 .841(* 654 .962(**) na
KUWAIT 1 .652(% -591 .603(*) na
OMAN 1 .836(*) .901(**) na
QATAR 1 .727() na
SAUDI 1 na
UAE na
EGYPT 1 444 864(*%)  .952(*
JORDAN 1 .863(**) 434
MOROCCO 1 .885(*)
TUNISIA 1
**Significant at 1%, *Sign. At 5% (2 tail)
The deposit rate for UAE was not reported.
Table 5: Summary Variance Decomposition for AgadiCountries
Variance Decomposition of EGYPT
Period WORLD EGYPT MOROCCO TUNISIA JORDAN
1 8.49858! 91.5014. 0 0 0
2 14.4636:i 84.9290! 0.143791 0.22448 0.2389¢
3 16.8172. 80.594- 0.11371i 2.17008. 0.30458.
4 158976: 73.0882. 0.12226. 9.70613 1.18576.
Variance Decomposition of MOROCCO
Period WORLD EGYPT MOROCCO TUNISIA JORDAN
1 9.68020: 3.28381. 87.0359! 0 0
2 9.43479. 17.5252. 66.7199: 427311 2.04695.
3 8.33226: 24.8077. 59.7482! 3.90972. 3.20201
4 8.22467. 30.4317! 54.6765! 3.54864! 3.11833.
Variance Decomposition of TUNBIA
Period WORLD EGYPT MOROCCO TUNISIA JORDAN
1 8.65337: 0.13892: 6.36095: 84.8467! 0
2 14.3663. 3.30011 5.713¢ 75.9764. 0.6435:
3 26.1037! 3.83911! 4.79029! 64.7412. 0.52560:
4 36.4458. 5.17096: 4.03161. 53.9341. 0.41746!
Variance Decomposition of JORDAN
Period | WORLD EGYPT MOROCCO TUNISIA JORDAN
1 2.00942 1.47213: 0.22446. 38.7673 57.5265:
2 16.1759: 1.30641: 1.87708: 42.191¢ 38.4487!
3 31.2902: 0.87846 4.75039: 38.25211 24.828
4 39.5242 1.22815:i 5.14868: 34.3394: 19.7594

Cholesky Ordering : WORLD EGYPT MOROCCO TUNISIARDAN
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Table 6: Summary Variance Decomposition for GCC Contries

Variance Decomposition of SAUDI

Period | WORLD | SAUDI UAE KUWAIT |OMAN QATAR  BAHRAIN
1 12.4797'| 87.5202: 0 0 0 0 0
2 6.07630" | 84.5373. | 0.44724. 2.98975: | 2.03497. 2.01569! 1.89870!
3 3.72587! | 71.9681(| 1.21386: 8.59470" | 7.86651. 2.32758! 4.30329
4 2.92766. | 66.8869! | 0.8374 10.7987. | 12.0326: 2.15699 4.35956!
Variance Decomposition of UAE
Period | WORLD | SAUDI UAE KUWAIT |OMAN QATAR  BAHRAIN
1 2.42989:| 0.1130¢| 97.4570! 0 0 0 0
2 13.7592i | 7.48031. | 56.7085! 0.47545; | 12.4395; 1.78027 7.35660:
3 15.3653.| 13.436° | 38.7024. 1.335291 | 15.8523: 6.73409. 8.57383.
4 13.558! | 15.603@8 | 33.031! 6.27079. | 16.429° 7.78416! 7.32114
Variance Decomposition of KUWAIT
Period | WORLD | SAUDI UAE | KUWAIT | OMAN | QATAR |BAHRAIN
1 6.02356! | 0.00546! | 0.92002: | 93.0509 0 0 0
2 4.10214' | 10.7939! | 0.60556! | 80.5069! | 0.33398: | 1.03405! 2.62334
3 3.31556! | 21.£920¢€ | 0.91717:| 66.9877.| 2.36078: | 1.35206: 3.47462.
4 3.00465( | 23.2660. | 2.8130:| 60.0773.| 5.10048. | 2.26976. 3.46874.
Variance Decomposition of OMAN
Period | WORLD | SAUDI UAE | KUWAIT | OMAN | QATAR |BAHRAIN
1 1.66738! | 9.54158: | 0.87125.| 0.09154! | 87.8282. 0 0
2 0.6€9591| 18.9731!| 12.0491( | 0.84089: | 64.9293' | 2.50329; 0.00452i
3 1.48968: | 21.4427. | 12.6416' | 4.58256!| 55.193.| 2.1798! 2.47029.
4 2.04415; | 23.3508. | 10.3224. | 7.78983.| 50.8096 | 2.00689! 3.67618!
Variance Decomposition of QATAR
Period | WORLD | SAUDI UAE | KUWAIT | OMAN | QATAR |BAHRAIN
1 45.766¢ | 0.04597 | 7.63638: | 5.06584.| 0.17171. | 41.3131" 0
2 37.0330: | 0.57750. | 22.0604i | 4.47473.| 1.48035! | 34.1191. 0.25475!
3 28.5941. | 0.39927! | 15.7483i | 12.4507.| 4.92125. | 26.3285. 11.5576!
4 23.31751| 6.2193:| 11.7698! | 18.8697. 3.737¢| 22.52817 13.5574!
Variance Decomposition of BAHRAIN
Period | WORLD | SAUDI UAE KUWAIT | OMAN | QATAR | BAHRAIN
1 7.06795! | 19.7784i| 15.6051 | 8.91743.| 5.12048: | 3.76390! 39.7465
2 5.06745 | 41.4729: | 14.2431(| 10.9045. | 10.3196. | 1.69556: 16.2967:
3 9.41997 | 46.4(637 | 10.88241 | 11.1295 | 8.67972. | 1.26699! 12.2149:
4 10.1530 | 47.1325. | 9.40678: | 12.3214.| 9.04683! | 1.26356! 10.6757!

Cholesky Ordering: WORLD SAUDI UAE KUWAIT OMAN QAAR BAHRAIN
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