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Abstract  

In the light of the Euro’s success, many countries seek to duplicate their accomplishment 

which can happen by unifying their currency. The Optimum Currency Area suggests that 

countries joining together and establishing a single currency could help improve their 

economy. This paper aims at investigating the feasibility of an Optimum Currency Area 

among GCC countries. Co-integration analysis of the inflation and the GDP is examined 

in order to realize this aim. Data from the years 1980 to 2014 were used in this paper for 

this purpose. Findings suggest that GCC countries have yet to fulfill only one criterion. 

Thus, this paper concluded that GCC countries are not yet fully an Optimum Currency 

Area.  
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Chapter 1: Introduction 

When the Gulf Cooperation Council was established in the early 1980s, one of its 

main goals was to establish a common currency. Seeing the Euro’s success since its 

establishment, it was decided in 2001 that GCC countries were to introduce a common 

currency by 2010. By the year 2005, GCC countries have, with the exception of inflation, 

fulfilled the Euro Convergence Criteria in terms of budget deficit, public debt, currency 

reserves, and interest rates. However, many believe that these countries’ development has 

been slow and for the currency union to be successful, GCC countries need to have move 

more and faster (Benbouziane & Benamar, 2010). 

1.1. Problem Statement 

The aim of this paper is to study the optimality of GCC countries’ of having a 

successful currency union, by studying the co-integration of two of its main variables 

which are GDP and inflation. It is important for GCC countries to learn from past 

experiences such as the euro zone in order to optimize the benefits of their union. This 

paper will be using the Optimum Currency Area criteria, which was introduced by Robert 

Mundell in 1969.   

1.2. Aim & Objective 

 The aim of this paper is to investigate whether or not GCC countries are ready for 

a currency union.  

The objectives of this paper are: 

 Review literature that is relevant to the topic.  

 Identify important variables and methods related to currency integration.  

 Collect research data. 

 Apply Optimum Currency Area Criteria on GCC countries.  

 Analyze and discuss the results.   

 Draw conclusions.  

 Present Recommendations.  
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1.3. Significance 

GCC countries’ economy and political system are homogenized and they have 

established several organizations such as the Federation of GCC Chambers. Thus, the 

next step for them is to establish a single currency. (Takagi, 2012).  

It is very important to learn from previous cases such as the Euro, especially from 

the financial crisis where some countries were slightly affected while others were 

severely affected. Therefore, it important for GCC countries to make sure that during 

crises, the affect will be at least minimized. 

1.4. Hypothesis 

H0= GCC countries are an Optimum Currency Area 

H1= GCC countries are not an Optimum Currency Area  

1.5. Scope 

Since there are many ways to study whether or not a set of countries are ready for 

currency integration, the scope of this paper has been limited to the theory of Optimum 

Currency Area (OCA). Also, it will be restricted to GCC countries since these counties 

have similar economies which are mainly based on oil. They also share similar 

backgrounds, culture, and policies.   

1.6. Limitations 

One of the main obstacles in this paper is the lack of research on GCC countries 

in terms of either currency union where literature was easy to find but most had the same 

conclusion. Also, most of the researches were before 2010 which was the date set to 

establish a common currency and no researches were conducted after it had failed to meet 

this objective. Another obstacle is the fact that there weren't many economic data on 

GCC countries, where archived data was difficult to find.  
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1.7. Originality/Value  

There have been many researches about currency union. However, most of them were 

related to the Euro zone, and it is impossible to predict that GCC countries will be 

successful based on the Euro zone’s success, since they are different in many aspects 

such as the economy, political and legal system. Thus, it is important to study GCC 

countries in a separate case.   
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Chapter 2: Literature Review 

This chapter is divided into three sections. The first section will be the theoretical 

background which will talk about the history of currency integration, it costs and 

benefits, the criteria used to define countries’ level of preparation. The second section is 

the empirical evidence and it will discuss the Euro and the mistakes that they made that 

led to the financial crisis, and the studies made to assess the ASEAN area’s readiness to 

introduce a common currency as well as studies made on GCC countries in terms of 

currency integration and the obstacles that they might face, and the different alternatives 

available for GCC countries in terms of pegging their currency. The third section will 

evaluate the literature.     

2.1.  Theoretical Background  

    2.1.1.  Currency Integration  

Currency “monetary” union is when a group of courtiers adopt a single currency. 

Monetary unions are very rare since most countries prefer to have their own independent 

currency.  Usually, currency unions are adopted by poor countries, where they would 

adopt the currency of a richer country. For example, Panama, El Salvador, and Ecuador 

are all depended on the American dollar. Many countries used to adopt the currency of its 

colonizer; this is known as the official dollarization, while the unofficial dollarization is 

when a foreign currency is used in a country but not as its national currency (Rose, 2006).   

2.1.1.1.      Benefits of the Currency Integration  

 A single currency can obtain all the benefits that are related to money, this 

includes the medium of exchange, store of value, and the unit of account.  

 A Single currency removes any speculative capital flow among the union 

members.  

 A single currency allows its members to save on exchange reserves, where 

the need for international reserves for transactions in those countries will 

be eliminated.  
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 A single currency could lead to the integration of economic policies and 

perhaps lead to economic integration.  

2.1.1.2.      Costs of the Currency Integration 

 These countries might lose their independence in terms of monetary and 

exchange rate policy.  

 These countries’ fiscal policy would be constrained by the objectives of 

the union itself.  

 Unemployment in these countries could possibly increase, in case that one 

of the union members suffers from low inflation and external surplus, the 

other members will have to adjust to that, thus they have to take 

preventive measures, which will lead to the increase of unemployment 

(Benbouziane & Benamar, 2010).    

    2.1.2.  Timeline into the GCC Currency Integration  

November, 

1982   

The Gulf Investment Corporation (GIC) was established with a capital 

of $2.1 billion contributed equally by all members of the council 

March 1st, 

1983 

Custom duties on GCC-origin imports were eliminated 

1999 GCC countries made the decision of establishing a customs union by 

the year of 2005   

December 

2001 

The UEA was revised by the council and it was decided that customs 

union establishment would be moved forward to January 2003 

October 2006 Oman announces that it will not go forward with the integration 

January 2008 The GCC common market is officially established 

May 2009 UAE withdraws from the integration  

Table 1  (2012) 
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    2.1.3.  Currency Union Criteria 

2.1.3.1.      The Optimum Currency Area 

The theory of Optimum Currency Area was first introduced in 1961 by Robert 

Mundell who defined it as “a domain within which exchange rates are fixed.” (Fishman, 

2001, p. 4).  

OCA is composed of several criteria that were introduced by Mundell in 1961, 

and the remaining criteria were contributed later by other economists. Mundell believed 

that labor mobility is the most important criterion. Geographic mobility could give 

workers the opportunity to move from areas that are suffering from depression to other 

areas, thus shocks suffered in those particular areas could be reimbursed and the need for 

a new monetary policy would be eliminated. Wages and prices should be flexible as well, 

where the economy of these countries should be able to respond to fluctuations in 

demand and supply. Financial integration is also an important factor as it could help 

depressed areas by moving savings from places that have surpluses to those areas, as a 

result asymmetrical shocks would be alleviated (Badr-El-Din, 2004). However, 

AlKholifey & Alreshan (2010) criticized OCA as being silent on the fact that flexible 

wages and labor mobility are necessary for a successful monetary union. 

In the following years, many other factors were added as criteria. McKinnon 

(1963) argued that it is important for a country seeking to become part of a common 

currency area to be involved in international trade, where the more involved the country 

is in international trade, the more benefits it would gain from the integration; i.e. the 

effect that depreciation has in rebalancing the country’s external deficit would be 

reduced. According to Kenen (1969), countries with diversified economies should find 

better results with currency integration, where shocks affecting either demand or supply 

in one sector could be compensated with another sector. Fleming (1971) believes that 

countries in a monetary union need to have similar inflation rates, since they are 

important in keeping current accounts in these countries balanced. However, Mintz 

(1971) argued that economic factors are not as important as political factors. He was 
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supported by Haberler (1974), who believed that currency integration cannot succeed 

without political integration (Barbosa & Alves, 2011). 

2.1.3.2.      Euro Convergence Criteria  

This criterion is mainly used for European countries seeking to join the euro area. 

Although the United Kingdom and Denmark are considered Member States of the EU, 

they are not considered part of the euro area since both countries didn’t adopt the euro as 

their national currency. Also, Sweden is also not part of the euro area since it didn’t meet 

the convergence criterion which is related to its partaking in the Exchange Rate 

Mechanism (ERM II) and the fact that it didn’t make the required alterations to its central 

bank legislations. However, it is obliged to adopt the euro due to a signed treaty. Thus, 

Sweden is a considered a Member State with “derogation”, which means that this country 

has promised to join the area once it fulfills the convergence criteria and that’s when it 

becomes “abrogated”.  

There are five convergence criteria that each country has to follow in order to 

become part of the euro area, those criteria are as follows:  
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Table 2 

 

The commission and European central Bank holds a meeting at least once every 

two years or at the request of a “derogated” Member State to the evaluate the 

development of countries that are candidates for the euro-area and then publish their 

findings in the convergence report (europa.eu, 2014).    

2.2.  Empirical Evidence  

    2.2.1.  The Euro Zone 

It is important for GCC countries to learn from previous cases, especially the case 

of the euro zone. Many policymakers as well as academicians were caught off guard by 

the 2008 financial crisis. However, the problems started since late 1990s when all the 

countries in the euro zone (except for Spain and Ireland) have exceeded the maximum 

limit of borrowing, which is 3%, this continued for years until the financial crisis and 

these countries were never penalized. Greece, for example, has not only violated the 
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borrowing limit, but it was accused of manipulating its way into the euro zone by 

adjusting its borrowing statistics to join the union. It was able to hide its tracks for many 

years, where the country’s manipulation was uncovered only in 2009 (Salisu, Bousrih, & 

Harrabi, 2012).  

Since its establishment, interest rates were very low in many of the euro zone’s 

countries, this led to many of these countries to get into a borrowing spree, the debt was 

mainly involved in the private sector, where companies and mortgage borrowers would 

take out loans with low interest rates and invest in activities that don’t produce any kind 

of return. In the end, the euro zone had contracted by 0.3% in the last quarter of 2011 and 

two of its biggest economies, which were Italy and Netherlands, shrank in the last two 

quarters of 2011, this shrinking also hit Greece who’s economy was already suffering 

recession 5 years before it started to shrink. In addition to the fact that Spain and Portugal 

were also expected to shrink in 2012 (Salisu, Bousrih, & Harrabi, 2012). 

According to Moravcsik (2012), the financial crisis has proven that in order to 

have a successful cooperation that is beneficial for all European Union Member States, it 

is important to have an alignment of European domestic policies. However, it might be 

difficult for these European countries to adopt the same monetary policies. The crisis led 

to many countries to adopt a stricter approach towards monetary as well as banking 

regulations. Moravcsik (2012) believed that there will never be an all-encompassing 

European federal state and the dream of having an “ever-closer union’ will have to stop. 

This was confirmed by Archick (2014), where it seems that many countries in the union 

believe the same thing, where there were a lot of tensions between countries that seek an 

“ever-closer union” and countries that believe that union should stay with the 

intergovernmental approach in order to stay within their countries’ national sovereignty.   

    2.2.2.  The ASEAN Area 

The Association of Southeast Asian Nations (ASEAN) was established on the 8th 

of August 1967 in Bangkok, Thailand. The founding fathers of ASEAN were: Indonesia, 

Malaysia, Philippines, Singapore, and Thailand. Many other countries joined the union in 

the following years, such as Brunei, Vietnam, Lao PDR, Myanmar, and finally 

Cambodia. Now the association consists of 10 Member States (2007). 
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Many studies have been conducted to see whether or not ASEAN is ready for 

currency integration.  Some believed that the ASEAN region as a whole is not an 

Optimum Currency Area, where the underlying shocks of demand and supply are only 

correlated in some of the ASEAN Member States. However, those countries’ adjustment 

to shocks is faster to that of the European Union, which is mainly due to the flexibility of 

the labor market and wage rates in most of the East Asian countries (Sato, Zhang, & 

McAleer, 2003). This was confirmed by Masahiro Kawai (2009), who believed that the 

ASEAN area as well as three other Asian countries which are China, Taipei, and Hong 

Kong as not an Optimum Currency Area. The main reasons according to Kawai are as 

follows:  

 These countries are different in terms of political and economic systems, 

they are also different in their countries’ economic and institutional 

development, and finally, they differ in their governance approach.  

 They prefer to have national sovereignty over economic policymaking.  

 These countries don’t have regional support institutions and mutual trust, 

they are not politically committed, and they don’t have the proper 

integrationist tradition.  

Finally, These two arguments were supported at the Economix 2004 Conference by the 

Secretary-General of ASEAN, Mr. Ong Keng Yong, High Commissioner of the republic 

of Singapore said that ASEAN is not an Optimum Currency Area; yet, he stressed the 

importance of having stability in the financial system before introducing a common 

currency, where he confirmed ASEAN’s efforts of introducing and maintaining stability 

in the area (2012). 

 

    2.2.3.  The Gulf Cooperation Council (GCC)  

Abu-Bader and Abu-Qarn (2006) used three methods to test whether or not GCC 

countries are ready for currency union. The first method used was the structural VAR 

method, to identify the region’s demand and supply shocks and if they were asymmetric. 

The second method used was the co-integration test to see if there is a real GDP long-
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term relationship among the GCC countries. Finally, they tested if there are common 

business cycles among the GCC countries. The three tests concluded that GCC countries 

were not ready yet for a currency conversion. A different study by Louis, Rosmy, and 

Mohammad concluded that aggregate demand (AD) shocks in GCC countries are 

asymmetrical whereas non-oil aggregate supply (AS) are asymmetrical but weak. They 

also found that AD and AS not asymmetrical in GCC countries (AlKholifey & Alreshan, 

2010).   

GCC countries are facing many drawbacks and setbacks even before the 

establishment of their currency, which might make the decision of unifying their 

currencies impossible.  The fact that Oman and the United Arab Emirates withdrew from 

the union could negatively affect the union since UAE is the second largest Gulf 

economy. According to the GCC Secretary-General Abdulrahman bin Hamad Al Attiyah, 

the currency union will not be successful without the UAE. However, he believes that 

having a common market will be one of the GCC’s biggest achievements (2010).  

According to Al- Khater (2012), GCC countries could be constrained by the fact 

that they all produce the same product, their economies are similar, and even their 

production structure is similar. However, he thinks that this is the region’s situation in the 

short run, and in the long run, they will have no choice but to diversify. He also believes 

that GCC countries have more in common than the euro zone since they are 

homogeneous in almost everything, thus they can satisfy the Optimum Currency Area 

criteria more than euro zone. (Reuters, 2012).  

A survey conducted by Reuters (2012) found that 14 out of 15 analysts believed 

that GCC countries will not introduce a unified currency in the next five years. Also, 8 

out of 10 believe that it is unlikely that the UAE will return to the project.   

    2.2.4.  Exchange Rate Alternatives to GCC Countries 

Mohsin S. Khan has identified four alternatives for GCC countries to take when 

adopting a single currency. 
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2.2.4.1.      Pegging to the Dollar  

As an important step towards their goal of having a monetary integration, GCC 

countries (except for Kuwait) have officially pegged their currencies to the US dollar on 

January 1st, 2003. This move was important to them because they thought it would 

strengthen the confidence in their economies and maintain stability, thus they can 

improve the possibility of having a successful monetary union. The region’s pegging to 

the dollar has helped it avoid nominal shocks that come with geo-political risks. Also, it 

provides certainty about future exchange rates, as forward markets continue to show 

confidence in the dollar peg. In addition, Most of the world’s major oil exporters prefer 

trading in currencies that are pegged to another currency, a great example is that 18 out of 

the 26 countries whose oil exports account for over 50% of the country’s total exports, 

are pegged to another currency. This includes GCC countries (Khan, et al., 2008). It also 

is important to note that GCC countries’ familiarity with the dollar can play an important 

factor. A study conducted by Louis, Rosmy, and Mohammad concluded that by pegging 

to the dollar, GCC countries would have smoother demand shocks (AlKholifey & 

Alreshan, 2010).         

2.2.4.2.      Managed Floating 

Since GCC countries rely heavily on the oil sector, it important for them to endorse 

their private non-oil sector, which can be done if they have their unified currency float 

against other currencies, which will consequently give them the opportunity to use 

monetary policy to stabilize inflation as well as output that is unrelated to the oil sector, 

thus the private non-oil sector will develop. However, the current structure of the GCC 

economies might make it difficult for them to achieve internal and external stability; this 

is due to the fact that if economic agents ignore changes in interest rates while making 

decision making, it could make the interest rate channel that is related to the monetary 

transmission mechanism to become unsuccessful. By having their currency float against 

other currencies, GCC countries risk having to face new and different types of 

uncertainties in international trade, which might be something that they are unused to and 

therefore difficult to face. It would also complicate budgetary accounting and business 
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planning. In addition to that, it would be difficult and possibly risky for undeveloped 

financial markets to hedge against exchange rate risk.  

2.2.4.3.      Basket peg 

This tactic could help the GCC countries achieve an exchange rate with better 

flexibility, where a basket peg such as the SDR, for example, would result in lesser 

volatility oil export receipts than those pegged to the dollar. By implementing the basket 

peg, the exchange rate will become gradually flexible, thus it will give the participants in 

the private market the opportunity to not only adapt to living with foreign exchange risk 

but to manage it as well. Unlike pegging to a single currency, the main drawback of 

basket pegging is that dealers have to bear exchange rate risk. Another disadvantage is 

that basket pegging tend to be less transparent as well as being difficult to comprehend by 

the public, which can make the process of managing the weights assigned to the basket of 

currencies difficult and it could lead to speculative behavior, which is the case for Kuwait 

(the only country in GCC to basket peg its currency).   

  Khan suggested that if GCC countries were to choose to peg their single currency 

to a basket of currencies, it would be easier for them to peg to a basket of dollar and euro 

only, since it would be a lot simpler to interpret and the GCC region would become less 

dependent on the US Federal Reserves, manage financial risks by using the dollar and 

euro’s hedging instruments, and it will cover the transactions of goods, services, and 

financial instruments in two of the most powerful regions, the US and the euro zone.      

2.2.4.4.      Pegging to the Export Price of Oil 

This approach was suggested for countries that have small and open economies that 

rely mainly on the export of a commodity that is either of mineral or agricultural nature, 

it is when countries peg their currency to the export price of the country’s export product 

(PEP), which is oil in the case of GCC countries. The main advantage of this approach is 

that it combines between the benefits of pegging to the dollar as well as the floating 

exchange rates. First, it would enhance the credibility of the nominal anchor which is the 

job of the dollar. Second, it would automatically accommodate to terms-of-trade shocks, 
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which is the advantage that you would gain from the managing floating exchange rates. It 

helps the real exchange rate to move in line with the real price of the exporter’s main 

commodity whether they were mineral or agricultural.  

According to Khan, This approach cannot implemented to GCC countries since they 

are not considered a small economy if they are put together as one region, where they 

export oil to the world and oil prices cannot be considered exogenous. Oil plays a major 

part in the world’s economy and it can be even considered as a currency itself. However, 

GCC countries could face many drawbacks due to the fact that there are constraints on 

extraction limits and capacity, in addition to the OPEC quota system. Thus, they can 

expand by depending more on the non-oil sector or by reducing their imports. Then 

again, GCC’s exports are mainly dependent on hydrocarbon products for inputs, thus they 

are not 100% independent of the oil and gas sector. Another drawback is the fact that oil 

prices could make imported products’ prices very unpredictable while having the other 

sectors of the economy face volatility. Finally, PEP necessitates transparency as well as 

credibility to be successful.  

2.2.4.5.      The Best Option for GCC Countries According to Khan  

Khan believes that looking at the past, the best option for GCC countries is to peg 

their single currency to the dollar since the dollar has helped their economies since they 

started pegging to it. The dollar has helped the GCC region become more stable in the 

external environment, it also was a reliable nominal anchor for the monetary policy, and 

made it easier for these countries to trade their products and practice financial 

transactions and accounting, this is mainly due to the fact that most export transactions 

rely on the dollar. Also, it was an important factor in GCC countries’ journey towards the 

monetary union, just like what the exchange Rate Mechanism (ERM) did for the 

European Monetary Union. Therefore, Khan suggests that GCC’s single should start off 

with pegging to the dollar and it can change to either pegging to a basket of dollar-euro or 

by managing floating in the future, depending on how the economy goes (Khan M. S., 

2009).    
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2.3.  Evaluation of the literature 

It is evident from the literature that the optimum currency area (OCA) has been 

implemented by many authors to see whether or not a group of countries are ready for 

currency integration. However, if these countries fail to fulfill one of the OCA criteria, it 

doesn’t mean that it won’t be successful in its integration.  

We cannot say that the GCC region will have the same outcome as the euro zone, 

since the countries comprising the Gulf region have similar cultures, language, and they 

face similar challenges, which is not the case for the euro zone, this is why, according to 

Al Khater; GCC countries’ single currency will be more successful than the euro zone 

(Reuters, 2012). However, two countries withdrawing from the project could harm the 

project and the single currency may not even be introduced.  

In case that the union is introduced, it will have four options in terms of pegging 

the currency. Inflation and GDP are important variables in any economy. Thus, GCC 

countries need to work on them before introducing a unified currency so that it will be 

effective. The Gulf Cooperation Council has been working towards its goal of 

establishing a single currency and although it may not fulfill some of the criteria of the 

OCA, some people still believe that it will be successful while others believe that this 

project may not see the daylight, at least not in the next few years to come. This 

assumption might be the reason why there weren’t that many papers discussing the GCC 

currency union.  
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Chapter 3: Methodology 

This part will be divided into two parts; qualitative and quantitative. In the qualitative 

part, the optimality of GCC countries for a currency union will be evaluated. In the 

quantitative part the correlation and co-integration of the variables will be tested. 

3.1.  Data 

   3.1.1. Qualitative Data 

There are two well-known criteria used to discuss whether a group of countries 

are ready for monetary union. There two criteria are the Euro Convergence Criteria and 

the Optimum Currency Area. Due to the fact that most researchers such as Benbouziane, 

Benamar, and Hammoudehb among others used to the Optimum Currency Area criterion 

to decide whether GCC countries are ready to establish a single currency and the fact that 

the other criterion is used to discuss if a country is ready for to join the Euro area, this 

paper use the Optimum Currency Area theory. 

GCC Countries and their Level of Optimality 

Factor Mobility  

According to articles eight and nine of the Unified Economic Agreement (1998), GCC 

nationals should be granted the freedom of movement, work, and residence. They also 

have the right of ownership and inheritance. Finally, they should be allowed to freely 

invest as well as fulfill their economic activities as any citizen of these countries would 

have.       

Degree of Policy Integration  

Gulf countries have made great efforts into integrating and coordinating their 

policies, this was achieved with the authorities of the Member States continually 

communicating about issues that are related to monetary policy as well as any regulatory 

activities (Sassanpour, 1996).    

 

Similarity of Production Structure  

According to the World Trade Organization (WTO), Saudi Arabia was the ranked 

15th among the world's leading exporters in the world merchandise trade while UAE was 
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ranked the 17th in 2012. However, with the oil sector being the dominant sector, we can 

see that GCC countries have the same production structure where the non-oil sector is 

very limited by trade, financial and business sector. Thus, these countries' economies 

could deteriorate if the demand for oil decreases. Saudi Arabia has also been among the 

top 15 importers of agricultural products, which shows that they work on improving the 

non-oil sectors (2012).   

 

Degree of Commodity Diversification:  

It is evident that GCC countries are heavily reliant on oil even though they have put 

many efforts into diversifying their economies. More than 80% of GCC countries’ 

exports and budget revenues are based on oil. As a consequence of its concentration on 

oil for its exports, GCC countries have a very high chance of external shocks (Laabas & 

Limam, 2002). However, there have been several efforts from these countries in order to 

reduce the dependence on oil, where they started supporting infrastructure, foreign 

investments, tourism, establishing financial centers, and privatization. United Arab 

Emirates and Bahrain are two countries with the lowest oil dependency among the GCC 

area. Bahrain started to implement Islamic Banking and some Tourism projects, while 

UAE is making great efforts into improving its tourism sector. It is important for these 

countries to start working on the private sector since its population, thus the labor supply 

is increasing and the public sector cannot handle the increase and unemployment could 

increase as a consequence (Hebous, 2006).   

 

Political Factors  

Throughout history GCC countries have been very committed into unifying their 

countries where they have many things in common such as their politics, economics, 

demographics and culture. Even though their integration has been slow and faced many 

obstacles, these countries have made great efforts into integrating their countries and 

uniting them (Laabas & Limam, 2002).   
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  3.1.2. Quantitative Data 
The two main variables that used in this paper are GDP as well as inflation1. This 

paper will measure three aspects of these two variables: 

 Microsoft Excel will be used again to determine the mean, variance, standard 

deviation, maximum, and minimum numbers of GDP and inflation. 

 Correlation of GCC countries in terms of inflation and GDP. Microsoft Excel will 

be used to determine this factor.  

 The co-integration of GCC countries in relation of the two variables. EViews 

software will be used for this.  

The research will be conducted from 1980-2014. The data will be on an annual basis 

since most data that are related to GCC countries are reported annually.  

The variables in this paper, which are GDP and inflation, were obtained from the 

IMF.  

GDP will be used as a measure for Openness, while inflation is used to measure 

similarity in inflation rates.  

Openness  

GCC countries are one of the most open economies in Arab countries. Usually, 

openness is measured by the ration of trade to the Gross Domestic Product (GDP), thus 

each country has a different ratio. The high ratios of these countries reflect the countries’ 

main focus area which is exporting oil (Laabas & Limam, 2002). However, these 

countries rely heavily on imported goods due to the fact that they suffer shortage in 

domestic products especially in terms of food requirements (2011). GCC countries were 

pressured by WTO into opening up more regionally. So, Bank of Kuwait, Emirates 

International Bank, and the Bahrain-based International Bank had opened a branch in 

Riyadh by 2004 (Rutledge, 2008).  

 

 

                                                           
1 See Appendix for data on GDP and inflation from 1980-2014.  
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Similarity of Inflation 

 In GCC countries, inflation is often triggered by the increasing universal 

commodity prices and since these countries rely heavily on imported goods, this can have 

a great influence on these countries inflation rates. Also, the fact that all Member States 

(except for Kuwait) are pegged to the US Dollar, could also affect their inflation.  

 Domestically, inflation is mainly based on credit growth, spending made by the 

government, and the increase in prices that occur during the month of Ramadan (2013). 

3.2.  The Model 

    3.2.1. Mean, Variance, Standard Deviation 

The arithmetic mean is the average of a set of numbers. Its formula is:  

 

 

The variance measures dispersion, it is the mean squared deviation of the mean. Its 

formula is as follows:  

 

The standard deviation is the square root of the variance. Its formula is as follows:  

  

 

The above three measurements are significant in psychometrics (Ley). In Finance 

standard deviation is used to measure risk (volatility) or uncertainty, which will discussed 

even further in the next chapter (Bains).  The maximum and minimum formulas will be 
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also used to determine the best and worst years for GCC countries in terms of Inflation 

and GDP.  

      3.2.2. Correlation Model 

 This paper will measure the correlation between GCC countries in the above 

mentioned variables. Microsoft Excel will be used to determine this factor. (+1) being 

perfectly positively correlated and (-1) being perfectly negatively correlated. The positive 

relationship means that if one country moves in a certain direction, the other country will 

move in the same direction. However, the negative relationship means that if one country 

moves in a direction, the other will move in the opposite direction. Finally, if the 

correlation between the two countries is (0) then there is no correlation between them ( 

Moenning & Moenning).  

    3.2.3. Co-Integration Model  

In this paper, we will use the EViews software to measure the co-integration 

between GCC countries in terms of inflation and GDP.  

EViews is econometric and forecasting software which was originally developed 

by the Quantitative Micro Software (QMS). It can be used by governments, students, 

companies, researches, and so on (eviews). 

The Johansen co-integration test will be used to test whether or GCC countries 

have a long run relationship in terms of GDP and inflation.   

In this software, we first perform the Augmented Dickey-Fuller (ADF) Unit Root 

Test, this test can tell us whether a particular variable has got a unit root or not.  

 

  

This Method has two likelihood ratio tests:  

1. The trace test 

2. The maximum eigenvalue. 
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Hypothesis:  

 Null hypothesis H01: assumes that the variable is not stationary or got unit root. If 

the (P) value is more than 5%, we accept the null hypothesis.  

 Alternative H02: stationary.     

Chapter 4: Analysis  

This chapter will critically analyze the results of the different measurements used 

to help get to the final conclusion.  

    4.1. Co-integration Analysis 

Two main variables are used in this paper to account for the integration these are GDP (in 

billions $) as well as inflation over the period: 1980-2014. These two variables will 

determine two aspects of the Optimum Currency Area, which are openness, and 

similarity of inflation.  

4.1.1.  Mean, Variance, Standard Deviation  

  4.1.1.1.  GDP  

Country Mean standard 

deviation 

Variance Maximum Minimum 

Bahrain 11.72 9.630529309 92.7470948 33.494 3.138 

Kuwait 59.06514 55.54785279 3085.56395 185.319 10.826 

Oman 26.1114 23.50033194 552.265601 82.254 6.342 

Qatar 44.71486 63.59618807 4044.47514 213.784 4.95 

KSA 264.2202 206.6687865 42711.9873 772.61 85.406 

UAE 132.9005 121.1569746 14679.0125 412.35 29.568 

Table 3 

In terms of GDP, Saudi Arabia seems to have the highest variability; its GDP is the 

highest with ($ 772.61). On the other hand, Bahrain has the lowest variability, thus its 

maximum GDP is less than half that is of Saudi Arabia. 
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  4.1.1.2.  Inflation  

Country Mean standard 

deviation 

Variance Maximum Minimum 

Bahrain 93.82611 12.03940931 144.947376 121.466 70.491 

Kuwait 101.8536 30.74162802 945.047693 166.512 55.089 

Oman 108.1706 20.6716046 427.315237 156.069 79.8 

Qatar 145.2179 56.83140418 3229.8085 254.131 74.405 

KSA 97.73271 11.56552308 133.761324 130.502 86.9 

UAE 146.0618 60.45670639 3655.01335 254.948 66.7 

Table 4 

In terms of inflation, United Arab Emirates suffers from the greatest variability. Thus, its 

maximum inflation was the highest as well. However, its minimum inflation year was 

less than Saudi Arabia whose variability was the lowest. 

4.1.2.  Correlation 

  4.1.2.1.  GDP  

  Bahrain Kuwait Oman Qatar KSA UAE 

Bahrain 1 

     Kuwait 0.987833 1 

    Oman 0.991407 0.990075 1 

   Qatar 0.968128 0.980166 0.988868 1 

  KSA 0.983902 0.991197 0.991714 0.989871 1 

 UAE 0.998069 0.993186 0.993132 0.973228 0.989293 1 

Table 5 
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  4.1.2.2.  Inflation  

  Bahrain Kuwait Oman Qatar KSA UAE 

Bahrain 1 

     Kuwait 0.956711 1 

    Oman 0.928132 0.962446 1 

   Qatar 0.954576 0.967523 0.940524 1 

  KSA 0.910139 0.854961 0.919385 0.854209 1 

 UAE 0.957615 0.980457 0.943273 0.994889 0.845106 1 

Table 6 

From the above tables, it is evident that GCC countries are highly correlated in terms on 

GDP and inflation. However, being correlated doesn’t mean that they are ready for 

currency union. Thus, it is important to study other factors such as co-integration.    

4.1.3. Co-integration  

Optimum Currency Area and co-integration are interrelated, where most OCA-

based researches relied on the Johansen Co-integration Test. It was used by Ghartey 

(2008) to study whether or not the Caribbean community constitutes an Optimum 

Currency Area. In another study made by Sideris (2009), the Johansen co-integration test 

was performed to study the readiness of six new Member States of adopting the Euro. 

Finally, Taguchi (2010) conducted a study to evaluate the feasibility of having a currency 

union in Asia, where he relied on the co-integration test.   

First, it is important to perform the ADF Unit Root Test to see whether or not we 

can go for co-integration, where data has to be non-stationary. 

  4.1.3.1.   ADF Unit Root Test 

Null Hypothesis H0: assumes that the variable is non-stationary or has unit root. 

Alternative H1: the variable is stationary.  
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   4.1.3.1.1.   GDP  

Country ADF 

t-statistic Test 

Test Critical 

value at 1% 

Test Critical 

value at 5% 

Bahrain 2.833925 -3.639407 -2.951125 

Kuwait 1.143530 -3.639407 -2.951125 

Oman 2.574712 -3.646342 -2.954021 

Qatar 3.345824 -3.639407 -2.951125 

KSA 2.266349 -3.639407 -2.951125 

UAE 2.135678 -3.639407 -2.951125 

Table 7 

The ADF test results for all Member States of GCC concluded that the variables are non-

stationary or has a unit root.  

 4.1.3.1.2. Inflation  

Country ADF 

t-statistic Test 

Test Critical 

value at 1% 

Test Critical 

value at 5% 

Bahrain 0.119095 -3.639407 -2.951125 

Kuwait 1.113028 -3.646342 -2.954021 

Oman 0.585804 -3.646342 -2.954021 

Qatar 0.350079 -3.646342 -2.954021 

KSA 0.860245 -3.646342 -2.954021 

UAE 0.138767 -3.646342 -2.954021 

Table 8 

The ADF test results for all Member States of GCC concluded that the variables are non-

stationary or has a unit root.  

 The null hypothesis in each variable is integrated of order 1 I(1). Thus, we 

continue to do the co-integration test.  
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4.1.3.2.   Johansen Co-integration Test  

    4.1.3.2.1. GDP 

 Null 

Hypothesis Trace Statistic 0.05 Critical Value 

None * 191.7959763 95.75366142 

At most 1 * 126.4120018 69.81888745 

At most 2 * 65.00931794 47.85612716 

At most 3 26.7250619 29.79707334 

Table 9 

* denotes rejection of the hypothesis at the 0.05 level 

Trace test indicates 3 co-integrating eqn(s) at the 0.05 level   

 

 

Null 

Hypothesis 

Max-Eigen 

Statistic 

0.05 Critical 

Value 

None * 65.38397454 40.07757358 

At most 1 * 61.40268386 33.87686662 

At most 2 * 38.28425604 27.58433779 

At most 3 15.93900872 21.1316163 

Table 10 

 * denotes rejection of the hypothesis at the 0.05 level 

Max-eigenvalue test indicates 3 co-integrating eqn(s) 

at the 0.05 level 

 Both the Trace test and the max-eigenvalue demonstrate that there are three co-

integrating vectors among the data series.    
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 4.1.3.2.2. Inflation  

 Null 

Hypothesis Trace Statistic 

0.05 Critical 

Value 

None * 151.1561739 95.75366142 

At most 1 * 93.49246346 69.81888745 

At most 2 * 57.18475596 47.85612716 

At most 3 * 30.74035975 29.79707334 

At most 4 12.93487045 15.49471288 

Table 11 

* denotes rejection of the hypothesis at the 0.05 level 

Trace test indicates 4 co-integrating eqn(s) at the 0.05 

level 

   Null 

Hypothesis 

Max-Eigen 

Statistic 

0.05 Critical 

Value 

None * 57.66371047 40.07757358 

At most 1 * 36.3077075 33.87686662 

At most 2 26.44439621 27.58433779 

Table 12 

* denotes rejection of the hypothesis at the 0.05 level 

Max-eigenvalue test indicates 2 co-integrating eqn(s) 

at the 0.05 level 

 

 Both tests showed conflicting results in terms of inflation. The trace test showed 

that there are four co-integrating vectors among the data series, while the max-

eigenvalue test showed that there are two co-integrating vectors.  

 According to Nguyen (2011), we should choose the max-eigenvalue test in the 

case of conflicting results since it provides the sharper alternative hypothesis.  
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Chapter 5: Results & Discussion 

 This chapter will show whether or not GCC countries have fulfilled all of the 

criteria required to be considered an Optimum Currency Area as well as a discussion of 

the results.   

Summary of Findings    

OCA Criteria Fulfilled Unfulfilled 

*Openness   

Mobility   

Degree of Policy Integration   

*Similarity of Inflation    

Production Structure   

Commodity Diversification   

Political Factors   

*qualitative evaluation as well as cointegration analysis used.  

It evident from the table that six out of the seven most used Optimum Currency Area 

criteria have been fulfilled. This suggests that GCC countries need to work more on 

satisfying the one criterion that is left in order to become ready for a monetary union, 

where the region’s main disadvantage and obstacle is its reliance on the oil sector. 

However, these countries are considered young in terms of estbalishment, economies, 

policies and so on. Thus, fulfilling six out of seven criteria should encourage them to 

complete the one criterion left and establish their own single currency.  

The main finding in this paper is that GCC countries are not yet an Optimum Currency 

Area.  



28 
 

Chapter 6: Conclusion 

The main objective of this paper was to study whether or not GCC countries are 

an Optimum Currency Area. This was examined by studying the correlation, co-

integration, variability (standard deviation and variance) of two major variables in the 

OCA theory, which are inflation and GDP. The analysis in this paper shows that GCC 

countries have in fact made great efforts in order to reach its goal of establishing a 

common currency. However, they still have a long way before they can introduce a 

successful single currency.  

The two main variables used in this paper played a critical part in the conclusion; 

the correlation test revealed that GCC countries are highly correlated when it came to 

GDP and inflation. The Johansen co-integration test indicated that GCC countries are co-

integrated in both variables. However, there was significant variability in GCC countries 

when it came to the two main variables.   

Finally, the fact that they were supposed to introduce their common currency four 

years ago, shows that they have deviated from their objective and they need a new 

strategy to make up for the lost time. Overall, this paper shows that GCC countries are 

not yet ready for currency integration.  
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Chapter 7: Recommendations   

This paper is a small contribution to past researches that tested GCC countries’ 

level of optimality. However, there were few drawbacks that restricted the paper’s 

progress.  It is important that GCC countries provide specific details of their economy 

and promote transparency so that more researches can be conducted to help them make 

their decision, and it would also be helpful for the economy to promote investment since 

it would encourage the public to start investing in their country instead of other countries. 

Also, they have yet to fulfill the four remaining criteria, so it's important that they start 

working on that where there is a great chance for these countries to unite and form a great 

economic power. However, the monetary union would probably be more successful if 

they would expand the region and make it the MENA region instead of GCC countries 

only.  
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