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A fixed exchange rate entails a fundamental tradeoff between capital mobility and monetary autonomy. 
The trilemma of monetary policy - in which a country can choose between only two of a currency peg, the 
ability to target the interest rate, and free capital flows - guarantees a price for a country that decides to 
keep the value of its currency linked to other currency(ies) – the alternative is a speculative attack. For quite 
some time, oil-rich countries have pegged their currencies to the American dollar. For instance, the Bahrani 
dinar has has been pegged to the US dollar at the rate of $1 = BHD 0.377 since 1980. Respecting the 
trilemma, interest rates track US dollar rates with a small margin. (Al-Bassam, 2003). 

The world experienced two oil crises in the 1970s. The Gulf countries emerged from these crises with a 
newfound geopolitical clout. But even with greater influence, they mostly chose to fix their currencies to 
the US dollar – Kuwait pegs its currency to a basket of other currencies, instead. The main reason for that 
is to contain the impact of oil price volatility in the local markets, keeping inflation or deflation at bay. 
After all, if the prices of goods and services follow the greenback, there would be no reason for the price 
of milk, for instance, to vary according to oil prices. When oil-dependent countries have floating currencies, 
surges in oil prices appreciate the local currency, making imports cheaper; conversely, when oil prices 
decline, depreciation causes inflation. A fixed-exchange rate does not cure a country from oil exports 
dependency but it mitigates the effects of changes in oil prices in the local markets. 

Undiversified countries like most Gulf economies face the risk that oil prices make standards of living 
volatile. During the 1980s and 1990s, when oil prices were low, these countries faced the prospect of forced 
devaluation, to try to make other industries more competitive, or lowered public spending, since most of 
tax revenue came from direct and indirect taxes on oil exports. As oil prices rebounded in the 2000s, 
countries faced the good problem of too much money – but if they spent their sudden windfalls unwisely, 
as in vanity projects, then they would be less ready for an economic downturn. And even though some 
countries did use some of the extra proceeds to create sovereign wealth funds to smooth over the business 
cycle, there remains the fact that through their currency pegs, they became increasingly linked to the global 
business cycle. 

Jeffrey Frankel (2017) makes the case that the currency regime of most Gulf countries have made monetary 
policy pro-cyclical, exacerbating the business cycle. All the countries that continue to peg their currency 
also maintain some sort of capital controls. Without it, they would have suffered a speculative attack at 
some point in the last four decades. But even with capital controls, when oil prices are high, there are 
significant capital inflows that, even with sterilization by the central banks, make local interest rates lower, 
and, when oil prices are low, represent capital outflows that create a pressure in the loanable funds market. 
In other words, oil prices have an impact in the local loanable funds market. 

When oil prices are low, the supply of loanable funds decreases and the real interest rate increases. 
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Conversely, when oil prices are high, the supply of loanable funds increases, with real interest rates 
declining. 

 

 

 

 

 

 

 

 

 

 

 

 

 

Frankel´s argument that the Gulf countries’ pegs are pro-cyclical is based on the impact of oil prices on the 
supply of loanable funds on interest rates. Capital inflows from high oil prices creates a downward pressure 
on the interest rate and vice-versa.  

Gulf countries face painful dilemmas if the effects of business cycles are too profound. If oil prices remain 
low for a while, there is a contractionary effect from lower exports and from higher interest rates. Because 
of this, Oman promoted a controlled devaluation in 1986, and Qatar suffered a speculative attack in 2017. 
The central bank’s foreign reserves decreased by 30% with the fear that the Qatari government would allow 
the riyal to devalue (PWC, 2017), and only subsided when capital controls were reinforced and the 
government announced that it would draw reserves from its sovereign wealth fund if needed. 

Frankel proposed a solution called the ‘currency-plus-commodity basket’ plan with the goal of achieving 
the best of both flexible and fixed exchange rates. The arrangement is designed to deliver monetary policy 
that counteracts rather than exacerbates the effects of swings in the oil market, while offering the day-to-
day transparency and predictability of a currency peg. Under the proposed plan, oil-exporting countries 
would peg their currencies to a basket that includes the export commodity (oil) alongside major currencies. 
In the simplest case, the basket could assign equal weights of importance to three components: one third to 
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the dollar, one third to the euro and one third to oil. The plan is an interesting one, but it brings back to the 
table the effect of oil prices in local markets that the fixed-exchange regimes tried to counteract. 

Here are the facts: Gulf countries have had a peg for over 40 years, and suffered at times because of it. They 
form some of the richest countries in the world, but their economies are not diversified and macroeconomic 
outcomes follow the global business cycle. Changing the status quo comes with risks, but there is little 
doubt that, nowadays, the fixed-exchange rate regimes are procyclical. As always in the economics of 
global business, there are no straightforward answers to the problems facing public authorities. 

 

Questions: 

 

1. Would, as Jeffrey Frankel claims, the problems of Gulf countries have been moderated if their 
currencies had been allowed to appreciate during the boom periods and depreciate during the 
busts? Would you recommend that the Gulf countries change their systems to allow the free 
floating of national currencies? Explain your reasoning. 

2. Establish the options that government authorities have when deciding for a fixed-exchange rate, 
under the trilemma of economic policy. In particular, analyze the options of Qatari authorities in 
the face of a speculative attack. Qatar suffered sudden capital outflows when four countries from 
the Middle-East imposed a series of economic sanctions on the country. Investors were afraid that 
the sanctions would deplete the country’s reserves, forcing the currency to devalue. What could 
the government do? Explain your reasoning. 

3. Saudi Arabia is the largest economy in the Gulf region. It is also the largest oil exporter. Analyze 
the impact of an oil price increase in the market for goods and services, if the economy is initially 
at full employment. What are the options available to the Saudi authorities? Explain your 
reasoning. 

4. In 2017, PWC wrote: “over the last two years, Saudi Arabia and Oman have been facing bouts of 
pressures in their currency pegs. However, even under the very dramatic scenario of fiscal and 
current account deficits at the 2015-2016 levels and no reliance on domestic debt markets, 
international capital markets or multilateral/regional liquidity support facilities, financial buffers 
would still be above precautionary levels for a period of 36 to 33 months in Saudi Arabia and 9 to 
12 months in Oman.” Explain why a persistent current account deficit could threaten a currency 
peg. 

5. Some authors claim that resource-rich developing countries suffer from “resource curse”. The 
theory posits that overabundant natural resources would hamper long-run development because 
institutions would not tend to evolve, as the elite would only extract resources, instead of creating 
inclusive growth. Do you think that this theory applies to the Gulf countries? Explain your 
reasoning.  
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