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Impact of Global Financial Crisis on IDB Member
Countries: The Case of Gulf Cooperation
Council and Sub-Saharan Africa
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I. INTRODUCTION

The year 2008 witnessed three major crises (food, energy, global financial and
economic crises) and their impacts were increasingly felt worldwide. Since the eruption
of global financial crisis from September 2008, international financial markets have
become more turbulent, and the global economic slowdown is expected to deepen further.
Virtually no country, developing or developed, has escaped from the impact of the global
financial turbulence, although countries that entered the crisis with less integration into
the global economy have generally been less affected. There is an increasing concern that
the ongoing global financial turbulence is likely to transform into human crisis,
particularly in the developing world.

Although, it will take sometime to assess the full impact of the these crises on
developed as well as developing countries, various preliminary estimates have been
reported about the losses due to these crises. For example, Kuwait Foreign Minister
revealed in Arab Economic Summit that Arab investors lost $2.5 trillion just in four
months (September to December 2008) due to credit crunch.! Similarly, according to the
latest estimate by the Asian Development Bank, the global financial market losses
reached $50 trillion in 2008, which is equivalent to one year of world GDP.*

Like other developing countries, the impacts of these crises have also been
increasingly felt in IDB member countries. Firstly, a large number of member countries
were affected due to high food and fuel prices and since September 2008, they are being
affected directly and indirectly by the global financial crisis although the channels of
transmission are different from those operating in relatively more developed member
countries.
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The second key global factor affecting growth prospects of member countries in
GCC and SSA is the plunging prices of oil-and non-oil commodities produced by these
countries. The oil price, which increased by 36.4 percent in 2008 (over 2007) is projected
to decline by 48.5 percent in 2009. Similarly, weakening global demand is depressing
commodity prices and creating deflationary conditions around the globe. The non-oil
commodity prices, which increased by 7.4 percent in 2008, are projected to decline
sharply by 29.1 percent in 2009 (Figure 1). Due to declining prices and contraction in
world output, IDB member countries in GCC and SSA regions, which already felt first-
and second order impacts during 2008, are likely to face more severe impacts in 2009.

II. FIRST-ORDER IMPACTS OF GLOBAL FINANCIAL CRISIS
IN GCC AND SSA REGIONS

The immediate and first-order impact of global financial crisis is felt in member
countrics in terms of vulnerability of the banking sector, steep fall in stock markets
indices, volatility in exchange rate markets, and significant decline in prices of oil and
non-oil commodities produced by member countries.

(a) Banking Sector

(i) GCC Region

GCC as one of the biggest markets having an estimated $1.5 - 2 trillion net foreign
assets, which could reach to $7 trillion by 2012. The overall foreign holdings represented
225 percent of the GCC’s gross domestic product. The UAE, Saudi Arabia, and Kuwait
account for the bulk of the GCC foreign asset holdings. These massive funds are placed
in the international financial system by way of direct investments in banking sector, stock
exchange markets, telecoms, real estate, construction and infrastructure in the USA,
Europe, Asia, and the Arab region.” Evidently, in the wake of on-going crisis, the GCC
countries are concerned about the depreciation in the values of their assets.

Although, commercial banks in GCC region have strong assets of $1.3 trillion, the
seizing of global credit market, lower oil prices, falling stock markets, and incipient outflows
from banks’ deposits created unexpected challenges for the GCC banking sector in terms of their
business growth, profitability, asset quality and liquidity. The anticipated economic slowdown
and tighter liquidity in the region’s financial markets may dampen the performance of GCC
banks in the coming years. Further, eighteen regional banks have been downgraded by Fitch and
six banks by Standard and Poors, which is likely to make it difficult for raising funds.®

The systemic threats to the GCC banking sector is appearing in terms of a rise in
the cost of funding and tight liquidity. Due to tighter liquidity, the GCC banks are
moving to credit market to refinance themselves. As a result of increasing liquidity
demand, the cost of credit has risen significantly. In particular, the weighted average
credit spread on GCC Conventional Financial Services US Dollar Bond Index (GCFI)’

Report by Institute for International Finance (IIF), Washington, (Saudi Gazette, 1st November 2008).

®Millennium Finance Corporation, GCC Year Book 2009.

"The most common indicator for cost of credit used is HSBC/ DIFX GCC Conventional Financial
Services US Dollar Bond Index (GCFI), which is designed as a replicable benchmark tracking the return of an
emerging GCC Conventional Financial Services bon portfolio. It consists of USD/ GBP/ JPY/ EUR-
denominated fixed/ floating rate vanilla conventional bonds.
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the foreign exchange markets of SSA region. The exchange rate markets have come
under severe pressure since carly September 2008 because a decline of
international capital flows has made the exchange rate markets more volatile, in
particular, against currencies of major trading partners (USA, European Union,
China and India). Since 1st September 2008, currencies of all member countries in
SSA region have depreciated against US dollar and Chinese Yuan, which will have
adverse effects on trade and foreign capital flows. However, exchange rates in
some of the member countries in the SSA region appreciated against Euro and
Indian rupees as these currencies have also come under pressure since the
beginning of September 2008 (Tablel).

Table 1

Volatility in Nominal Exchange Rate in SSA Region Between
1st September 2008 and 16 March 2009

LCU/Chinese

LCU/US$ LCU/Euro Yuan LCU/Indian Rs

% Change % Change % Change % Change
Mozambique (Meticle, MZM) -8.7 -3.5 -8.6 9.6
Guinea (Franc) -0.6 -11.3 -0.6 19.3
Sierra Leone (Leone, SLL) -4.3 -7.9 -4.3 14.9
Uganda (Shilling, UGX) -19.7 9.7 -19.6 -3.5
Somalia (Shilling, SSO) 0.1 -12.0 0.2 20.2
Comoros (Franc, KMF) -13.3 0.0 -12.2 5.4
Mauritania (Ouguia, MRO) -9.0 2.4 -14.0 33
Sudan (Dinar, SDD) 7.7 4.6 -7.6 10.9
Djibouti (Franc) -0.7 -11.2 -0.7 19.2
Nigeria (Naira. NGN) -20.7 11.1 -20.7 -4.8
Gambia (Bambian Dalasi GMD) -16.0 4.9 -15.9 0.9
CFA Franc Zone -12.2 0.0 -12.1 5.5

Source: FX History Online (http://www.oanda.com/convert/fxhistory).
CFA Franc Zone includes Benin, Burkina Faso, Cameroon, Chad, Cote d’Ivoire, Gibon, Guinea Bisau,
Mali, Niger, Senegal, and Togo.

(d) International Prices of Oil and Non-oil Commodities

(i) Oil price and Fiscal Vulnerabilities of GCC Region

With crude oil prices having declined significantly from the record level of
$147 per barrel in July 2008 to $40 per barrel in December 2008 and the expected
slowing down in the global economy, risks to the internal and external balances of
the GCC countries have increased significantly. Figure 6 shows the break-even crude
oil price (i.e., the price at which a GCC country would achieve a fiscal balance).
Among GCC countries, the break-even oil price per barrel is highest for Oman $77,
followed by Bahrain $75, Saudi Arabia $49, Kuwait $33, Qatar $24, while UAE has
the lowest break-even oil price of $23 per barrel in order to achieve the fiscal
balance. It implies that, at the level of price of $40 per barrel, there is a risk that the
fiscal balances of Oman, Bahrain and Saudi Arabia may turn into negative due to
lower oil revenues.
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IV. SECOND-ORDER IMPACTS OF GLOBAL FINANCIAL CRISIS ON
ECONOMIC OUTLOOK OF GCC AND SSA REGIONS

If the global financial crisis deepens further, its second-order impacts are
likely to be more severe. These impacts are being felt in external sector in terms of
decline in foreign capital inflows (i.e., workers’ remittances, foreign direct
investment, official development assistance, and official grants) and deterioration
in terms of trade, which are adversely affecting the current account balances of
member countries. Second, lower prices of oil and non-oil commodities affect
government revenues, consequently the fiscal deficits worsened in most member
countries. Third, worsening external and fiscal balances result in slowing down of
economic growth. Finally, if the financial turbulence further deepens, there will
also be adverse social impacts (i.¢., rising poverty and unemployment) in member
countries.

(a) External Sector

(i) Outward Remittances from GCC Region

Expatriate workers not only play a major role in the economic development
of GCC countries but are also a source of remittances to their countries of origin.
In 2007, the outward remittances from the four GCC countries (Saudi Arabia,
Kuwait, Oman, and Bahrain) totaled $25 billion. In the face of expected slowdown
of economic activity in the GCC countries, many IDB member countries are likely
to experience widening gaps in their balance of payments position along with
adverse consequences for incomes/poverty levels of remittance-recipient
households.

(ii) Flows of Workers’ Remittances into SSA Region

According to the World Bank, workers’ remittances in developing countries
are projected to decline from $283 billion in 2008 to $267 billion in 2009, down by
5.7 percent, while in Sub-Saharan Africa, workers’ remittances are projected to
decline by 6.8 percent in 2009.'® Remittances in many member countries in this
region are the major source of funding their current account deficits. The
dependence of member countries on remittances has sharply increased over the past
decade. In 2007, diasporas of 20 member countries in Sub-Saharan Africa sent
back $14.4 billion, representing 4.3 percent of their GDP. However, recent
heightened financial turbulence raises the risk of a decline in resource flows to
SSA region in the form of workers’ remittances.

(iii) FDI Outflows and Inflows from /to GCC Region

Total FDI outflows from six GCC countries reached about $28.3 billion in 2007.
In recent years, many member countries have been recipients of FDI inflows from GCC
countries, particularly in their major infrastructure projects. With lower oil revenues and
slower economic activity, it is likely that FDI outflows from GCC countries will fall in

1*World Bank, “Migration and Development Brief” (11 November 2008).
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the coming years. At the same, the FDI flows into GCC region amounted to $43 billion in
2007, which are also likely to be affected if the ongoing financial and economic crises
prolong.

(iv) FDI Flows to SSA Region

Foreign direct investment had supported the remarkable economic growth
achieved by the SSA region during the last decade. In 2007, IDB member countries
in SSA region received FDI flows of $19.2 billion, representing 5.7 percent of their
GDP. The FDI in member countries was attracted by the services sector
particularly telecommunications. However, tightening of global credit conditions is
likely to lower FDI flows to the region. Since a substantial and growing part of FDI
flows in the SSA region comes from China, India, and the Gulf countries, the
reversal of such flows by the risk-averse investors can make the region more
vulnerable.

(v) ODA to SSA Region

Many member countries in SSA region expect that official development assistance
(ODA) will slow down or postpone promised increases as crisis-hit rich countries are
reassessing their fiscal priorities and aid commitments since the advent of ongoing
financial turmoil. Even before the financial crisis, ODA donors were not on track to
achieve the target. In 2006, 17.7 percent ($23.8 billion) of aggregate net ODA was
disbursed to member countrics in SSA region, which declined to 11 percent ($15.9
billion) in 2007. Therefore, any further reduction in ODA will put more pressure on
domestic resource mobilisation in order to finance the external account deficits of
member countries in the region.

(vi) External Debt Distress in SSA Region

In the last decade, sustained economic growth and sound economic policies
had helped most Sub-Saharan African member countries to achieve debt
sustainability. According to the IMF, fuel and food crises have already pushed 6
member countries (Comoros, Cote d’ Ivoire, Guinea, Guinea Bissau, Sudan, and
Togo) into debt distress (i.e. countries already having debt repayments difficulties),
while 3 member countries (Burkina Faso, Djibouti, and Gambia) are at high risk
(with one or more debt burden indicators breaching the thresholds, defined in terms
of net present value of external debt and debt servicing as percent of exports, GDP
and revenue) (Table 3). Therefore, if the global financial deepens, more member
countries are likely to find themselves in debt distress.
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Debt Sustainability Analysis of Sub-Saharan Africa (Last Updated, 2 March 2009)

Minimum Grant Element for

Risk of Debt Repayment External Financing (%)
In Debt Distress
Comoros In Debt Distress 50
Cote d’Ivoire In Debt Distress 35
Guinea In Debt Distress 35
Guinea-Bissau In Debt Distress 50
Sudan In Debt Distress *
Togo In Debt Distress 35
High Risk
Burkina Faso High Risk 35
Djibouti High Risk n.a
Gambia High Risk 45
Moderate Risk
Benin Moderate Risk 35
Chad Moderate Risk *
Mauritania Moderate Risk 35
Niger Moderate Risk 35
Sierra Leone Moderate Risk 35
Low Risk
Cameroon Low Risk *
Mali Low Risk 35
Mozambique Low Risk 35
Nigeria Low Risk *
Senegal Low Risk 35
Uganda Low Risk 35

Source: http://www.imf.org/external/np/sec/pn/2006/pn0661.htm.

Low Risk, when all the debt burden indicators are well below the thresholds.
Moderate Risk, when debt burden indicators are below the thresholds but they be breached if there are

external shocks or abrupt changes in macroeconomic policy.

High Risk, when one or more debt burden indicators breach the thresholds.

In Debt Distress, when the country is already having repayment difficulties.

*There is no binding minimum concessionality requirement for countries which not under the IMF
Poverty Reduction and Growth Facility (PRGF).

(vii) Current Account Balance of GCC Region

All the GCC countries have posted higher current account surpluses in 2008
compared to 2007, mainly due to the rising oil revenues. Consequently, the combined
current account surplus of the GCC region reached 31.6 percent of GDP in 2008, which
is projected to decline to 25 percent in 2009, reflecting the decline in oil price (Figure 7).





















