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US financial markets dependent on 
petrodollars 
● Due to soaring oil prices, the US current account deficit has doubled 

since 2001. This excess consumption has been financed by huge 
capital inflows from Emerging Asia and oil-exporting countries.  

● During the last six years, foreigners have purchased US long-term 
securities for a cumulative USD 5.7 trillion. Between 2004 and 2007, 
they bought 80% of all newly issued marketable Treasuries, 120% of all 
new Agencies and 40% of new corporate bonds (cf. chart). 

● At the beginning of the financial market crisis, foreigners held asset-
backed corporate debt and asset-backed commercial paper worth more 
than USD 1 trillion. But the losses that they certainly took during the 
crisis deterred investors only briefly from buying more US securities. 

● Responsible for the ongoing flow of foreign money into US capital 
markets are in our view primarily oil-exporting countries. Most of them 
have pegged their currency to the USD so that they have to buy USD 
denominated assets in order to defend their currency pegs. 

● Our baseline scenario looks for a continuation of these dollar pegs. 
However, we see the risk that the Middle East oil exporters may drop 
the peg and revert to a currency basket, comprising mainly USD and 
EUR. As such a move would weaken the USD and strengthen the EUR 
at the same time, EUR-USD may easily surge towards 1.75 or even 
1.80 in such a case. 

● There is no doubt that the US Treasury and the Federal Reserve are 
both concerned about this possibility. Secretary Paulson’s visit to the 
Gulf region and Chairman Bernanke’s remarks about a strong USD in 
early June might have been concerted attempts to dispel any doubts of 
foreign investors about the weakness of the USD – and to convince oil-
exporters to keep their dollar pegs.  

US BOND MARKETS ADDICTED TO FOREIGN CAPITAL 

US long-term securities: Change in foreign-owned securities as percentage of total 
change in securities outstanding (2004 – 2007) 
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  Rising global imbalances …  
Soaring oil prices aggravating 
global trade imbalances 

 During the last few years, soaring energy prices have displaced export-oriented growth of 
Emerging Asia as the main source of global imbalances. In the US, the country with the
single-largest trade imbalance, the current account deficit rose to USD 790 bn in 2006, which
is more than twice as large as in 2001, and stayed at a high USD 730 bn in 2007. The 
following charts reveal the compositional shift that occurred in 2002 when the current oil price 
boom started: Between 1997 and 2002, the US petroleum balance remained constant, while
the non-petroleum balance, i.e. the non-petroleum trade deficit, rose by 150% (cf. left chart). 
Since 2002, in contrast, the non-petroleum deficit has risen only a benign 30%, while the 
petroleum deficit has picked up by 450% (cf. right chart).  

SOARING OIL PRICES IMPACTING US TRADE BALANCE 

US trade deficit; January 1997 = 100  US trade deficit; January 2002 = 100 
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   Source: Thomson Datastream, UniCredit Global Research 

Huge current account 
surpluses in oil-exporting 
countries and Emerging Asia 

 The counterparts of the US trade deficit are rising current account (CA) surpluses in Emerging
Asia (China, Taiwan, Singapore and South Korea) and above all in oil-exporting countries. 
The CA surplus of all OPEC countries has increased nine fold since 2002, while the surplus of 
Emerging Asia has “only” quadrupled during the same time. As a result, OPEC’s CA surplus 
caught up with the combined surplus of China, Taiwan, Singapore and South Korea in 2006,
and is likely to surpass it in 2008. If we include, Russia and Norway, the second and third 
largest oil exporters after Saudi Arabia, the combined CA surplus of major oil-exporting 
countries already outstripped the Asian surplus in 2000 and may be a third higher this year. 

 
  …triggering huge capital flows into the US 
Foreigners own a big share of 
US long-term securities 

 The reflection of these CA surpluses in Emerging Asia and oil-exporting countries on the one 
hand and the US CA deficit on the other hand are huge capital flows out of the surplus
countries into US financial markets. According to the US Treasury, foreigners spend since 
2002 a cumulative USD 5.7 trillion to purchase US long-term securities (net purchases). As a 
result of these stunning inflows, 19% of US long-term securities were owned by foreigners in 
mid-2007. The following table reveals that the share of foreign ownership is even larger for
Agencies, corporate bonds and above all for Treasuries (cf. also left chart on the following 
page). 
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FOREIGN OWNERSHIP OF US LONG-TERM SECURITIES 

          
Equity Dec 1994 Mar 2000 Jun 2002 Jun 2003 Jun 2004 Jun 2005 Jun 2006 Jun 2007 
 Total outstanding (in USD bn) 7,767 24,703 17,904 17,491 20,779 20,041 23,760 27,768 
 Percent foreign-owned 5.1 6.9 7.8 8.7 9.3 9.7 10.2 11.3 
Marketable US Treasuries         
 Total outstanding (in USD bn) 2,392 2,508 2,230 2,451 2,809 3,093 3,321 3,454 
 Percent foreign-owned 19.4 35.2 40.7 45.5 50.8 51.7 52.0 56.9 
Agencies         
 Total outstanding (in USD bn) 1,982 3,575 4,830 5,199 5,527 5,591 5,709 6,105 
 Percent foreign-owned 5.4 7.3 10.2 11.3 11.2 14.1 17.2 21.4 
Corporate bonds         
 Total outstanding (in USD bn) 3,556 5,713 7,205 7,852 8,384 8,858 10,284 11,391 
 Percent foreign-owned 7.8 12.3 15.7 15.7 17.6 19.5 19.7 24.0 
          
Total US long-term securities         
 Total outstanding (in USD bn) 15,700 36,583 32,169 33,443 37,499 39,583 43,074 48,718 
 Percent foreign-owned 7.9 9.7 12.2 13.5 14.5 15.8 16.6 18.8 

 Source: US Treasury, UniCredit Global Research 

US dependency on foreign 
capital is rising 

 The growing dependency of US financial markets, primarily the bond markets, on foreign 
capital becomes even more apparent, if we look at the dynamics of capital flows in recent 
years. Our calculations show that between 2004 and 2007 foreigners bought a third of all 
newly issued US long-term securities (cf. right chart). Most stunning are the numbers for 
Treasuries and Agencies: Between 2004 and 2007, foreigners bought more than 80% of all
newly issued marketable Treasuries and 120% (!) of all new Agencies (that means that 
foreigners bought all new and some of the already issued bonds). For corporate bonds, the 
share was still a respectable 40%. 

US BOND MARKETS ADDICTED TO FOREIGN CAPITAL 

US long-term securities: Percent foreign-owned, as of June 2007  US long-term securities: Change in foreign-owned securities as 
percentage of total change in securities outstanding (2004 – 2007) 
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   Source: US Treasury, UniCredit Global Research 

  Foreign investors left with toxic debt 
Structured credit products 
containing toxic debt 

 This time period when foreign investors were heavily involved in buying long-term US 
securities, marked exactly the heyday of securitization. Starting in late 2004, products known 
as asset-backed securities (ABS), mortgage-backed securities (MBS), asset-backed 
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commercial paper (ABCP) or collateralized debt obligations (CDO) sprang up like mushrooms 
and flooded financial markets. Unfortunately, the credit crisis has been a painful reminder that 
some of these structured credit products were stuffed with toxic debt, such as subprime 
mortgage loans, and often did not deserve their AAA rating.  

Foreign investors held USD 1.6 
trillion asset-backed securities 
in mid-2007 

 A recent report of the US Treasury reveals that at the beginning of the financial crisis, in mid-
2007, foreign investors held almost USD 1.6 trillion of asset-backed securities. One third of 
this amount (USD 570 bn) represented mortgage-backed securities backed by US Agencies, 
primarily Fannie Mae and Freddie Mac. Biggest foreign holders of these virtually safe assets 
(there is a quasi-guarantee by the US government) in mid-2007 were Japan and China, which 
owned 54% of Agency ABS held abroad. The remaining USD 1 trillion consisted of potential 
toxic debt: asset-backed corporate debt and asset-backed commercial paper. The following 
table reveals that among the eight countries with the largest holdings of US asset-backed 
securities and commercial paper, six of them – the Cayman Islands, the United Kingdom, 
Ireland, Luxembourg, Belgium, and Jersey – are financial centers, which means that 
substantial amounts of the securities held are actually owned by residents of other countries. 

FOREIGN HOLDINGS OF US LONG- AND SHORT-TERM ASSET-BACKED SECURITIES, AS OF JUNE 2007 (IN USD BN) 

 Long-term corporate asset backed securities 
 

Total long- and short-term 
asset-backed securities Mortgage-backed Others 

Short-term asset-backed 
commercial paper 

Cayman Islands 202 157 32 12 
United Kingdom 148 90 52 6 
Ireland 123 33 23 42 
Luxembourg 71 39 42 15 
Belgium 54 19 36 0 
Netherlands 53 32 12 9 
Germany 46 33 10 4 
Jersey 41 24 17 0 
Rest of the World 208 117 66 25 
Total 1,018 594 308 116 
     
Of which: Holdings of foreign 
official institutions 

50 26 18 6 

 Source: US Treasury, UniCredit Global Research 

  Correspondingly, more than 50% of the USD 400 bn writedowns, reported for the entire 
banking sector so far, occurred outside the US, notably in Europe (cf. table). We estimate at 
least another USD 100 bn of reported losses for insurance companies, pension funds, and 
other funds. 

 

WRITEDOWNS IN THE BANKING SECTOR SO FAR  

Region Total writedown in USD bn Biggest Losers 
Americas 177.9 Citigroup (USD 42.9 bn), Merrill Lynch (37.1), Bank of America (16.0), Morgan Stanley (14.4) 
Asia 21.1 Mizuho Financial Group (6.0), Nomura Holdings (2.4), Bank of China (2.0) 
Europe 202.5 UBS (38.2), HSBC (19.5), IKB (16.1), Royal Bank of Scotland (15.4), Credit Suisse (9.7) 
Worldwide 401.5  

 Source: Bloomberg, UniCredit Global Research 
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  Financial crisis only short blast to investors’ confidence 
Financial crisis aggravated 
depreciation of the USD 

 The financial crisis, therefore, provided enough reason for foreign investors to shun US assets 
in the near future. First, the significant losses on opaque investment products, second the 
inability of rating agencies to properly identify the risks of these products, and third the 
depreciation of the USD. Since mid-2007 the trade-weighted USD fell by 10%, and EUR-USD 
has even increased by 18%. Hence, even if an investment has not been directly affected by 
writedowns, the total return was certainly trimmed or even turned negative. 

Foreign investors temporarily 
shunned US assets … 

 And foreign investors did indeed forgo buying US assets – but only for three months. As the 
following chart reveals, foreign net purchases of US long-term securities fell an annualized 
USD 163 bn in Q3 2007, after still growing an annualized 1,300 bn in Q2. The decline was 
broad based as net purchases of all securities dropped by double-digit rates in (cf. table). 
Foreign investors, however, reduced their investment in risky corporate bonds and stocks 
more significantly than their purchases of safe-haven assets, such as Treasuries and 
Agencies. 

… but soon started to buy them 
again 

 But by Q4, foreign investors’ appetite for US securities was back. They significantly increased 
their purchases of Treasuries, corporate bonds and equities. In the wake of the housing
market crisis, only the demand for mortgage-related Agencies remained lackluster – even 
though it picked up an annualized USD 39 bn in Q4 as well. But if we compare foreign 
purchases of US debt securities before and after the third quarter, we find a striking pattern:
Only the demand for Treasuries increased between Q2 and Q4, while purchases of all other 
securities dropped noticeably (cf. right column in the table). 

DESPITE THE FINANCIAL CRISIS: FOREIGNERS ARE BUYING US SECURITIES AGAIN  

Foreign net purchases of US long-term securities 
3M moving sum at annual rates, in USD bn 

 Foreign net purchases of US long-term securities 
Quarterly changes in USD bn (at annual rates) 
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  Foreign demand lowers Treasury yields by 75 basis points 
Investors rediscovering 
Treasuries 

 There are several reasons, why foreign investors have shifted their purchases towards
Treasuries amid the financial crisis. First, Treasuries are the traditional safe-haven in times of 
economic, financial and political uncertainty. Second, other long-term securities have certainly 
not been very appealing to investors after the experiences made during the first months of the 
crisis. This is particularly true for asset-backed securities, which in mid-2007 accounted for a 
third of total foreign holdings of corporate bonds. In addition, Agencies, the other potential 
safe-haven, are too closely related to the housing market and thus have deterred investors as 
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well. Third, Treasuries yielded a reasonable profit between mid-2007 and the end of Q1. The 
price for 10Y notes rose by 11¾% (an annualized 15½%), 5Y notes went up 9¼% (12¾%) 
and 2Y notes 5¼% (7%, cf. right chart). These factors lured a lot of private investors, who 
were not traditional buyers of Treasuries. Official statistics show that in mid-2007 only 26% of 
all foreign-owned Treasuries were held by private investors. The other 74% were in the hands 
of official institutions – central banks but also the most important Sovereign Wealth Funds like
the Abu Dhabi Investment Authority (ADIA), the Norwegian Government Pension Fund or the 
Kuwait Investment Authority (KIA) – which enthusiastically have continued buying Treasuries 
in recent months.1 The combination of ongoing purchases of official institutions and higher
demand from private investors has lifted foreign net purchases of Treasuries between 
February and April 2008 to a new all-time high (cf. left chart). 

FOREIGNERS BUYING US TREASURIES AT A RECORD PACE 

Foreign net purchases of US Treasuries 
3M moving sum in USD bn (at annual rates) 

 US Treasuries, July 2007 = 100 (ex coupon payments) 
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   Source: Thomson Datastream, Bloomberg, UniCredit Global Research 

Quantifying the impact of 
foreign purchases on Treasury 
yields 

 In order to quantify the impact of these foreign purchases on US Treasury yields, we have 
developed an econometric model. It estimates the fundamental yield level of 10Y Treasuries 
using (i) the 3M money market rate, (ii) core inflation, (iii) the manufacturing ISM, and (iv)
foreign holdings of Treasuries.2 While the first three variables are the traditional determinants 
of long-term interest rates, we additionally included the fourth variable to capture the yield
impact of structural factors like demand from Asian central banks, the recycling of petrodollars
and the strong interest of institutional investors. The model is estimated as a standard single 
equation error-correction model. The fundamental or "fair" value for yields is derived from the
long-term cointegration equation (cf. right chart on the following page). Using the estimated 
parameters, we are able to isolate the yield impact of the rising foreign demand for 
Treasuries. The Federal Reserve's Flow of Funds shows that foreign holdings of Treasuries 
surged from USD 1,165 bn in Q1 1998 to USD 2,485 bn in Q1 2008. According to our 
calculations, this rise in foreign Treasury holdings has lowered US bond yields by about 75 
basis points (cf. left chart on the following page). We estimate that Treasury purchases from 
Emerging Asia and oil-exporting countries have each lowered yields by about 30 to 35 bp. 

 

                                                                      
1 See the following URL for a comprehensive list of foreign official institutions according to the US Treasury: http://www.treas.gov/tic/foi607list.html. 
2 For a more detailed description of the model, see Bandholz, H., J. Clostermann and F. Seitz, Explaining the US Bond Yield Conundrum, Applied Financial 
Economics, forthcoming (2008). 
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FOREIGN DEMAND DAMPENS TREASURY YIELDS BY 75 BASIS POINTS 

10Y Treasury yields in %  10Y Treasury yields in % 
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   Source: Federal Reserve, Thomson Datastream, UniCredit Global Research 

  To peg or not to peg – the case of oil-exporting countries 
The crucial issue  Looking forward, the most important issue for the stability of capital flows into the US and the 

USD in general is whether oil-exporting countries will keep their currency pegs to the USD or 
follow the lead of Kuwait that has removed its USD-peg in May 2007. Back then, the third 
largest Arab oil exporter has reverted to a basket of currencies in order to reduce imported 
inflation, caused by the sliding USD. Even as the USD likely makes up about 75% to 80% of 
the new currency basket, the Dinar has appreciated 8% against the greenback since then (cf. 
right chart). But other countries, such as Saudi Arabia and the United Arab Emirates have
repeatedly renewed their commitment to maintaining their dollar pegs. The primary reason 
why the future exchange rate system of the oil-exporting countries is so crucial is the sheer 
amount of petrodollars that has so far been flowing into US financial markets. Assuming an 
average oil price of USD 115 per barrel, we estimate that the value of petroleum exports for 
the world’s major oil exporters (OPEC plus Russia and Norway) will exceed USD 1,600 bn in 
2008 (cf. left chart); for OPEC alone, this value should be about USD 1,200 bn. The total 
amount of petrodollars earned between 2003 and 2008 will be USD 3.7 trillion for OPEC and 
USD 5.0 trillion for OPEC plus Russia and Norway! 

MORE THAN FIVE TRILLION PETRODOLLARS SINCE 2003 

Value of petroleum exports in USD bn (*estimated values)  Units of national currency per USD 
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   Source: OPEC, Thomson Datastream, UniCredit Global Research 
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OPEC is single most important 
buyer of US Treasuries 

 We estimate that about one third of these petrodollars has been channeled into what the Bank
for International Settlement calls “other investments”. They primarily constitute deposits in 
foreign banks but also investment not classified elsewhere (e.g. private equity, hedge funds).
The remaining two thirds likely represent portfolio investments (Treasuries, corporate bonds, 
Agencies, equities) – either by central banks or by Sovereign Wealth Funds and other non-
monetary authorities.3 Given the currency pegs of most OPEC currencies to the USD, we
assume that 75% to 80% of these portfolio investments were channeled into USD
denominated assets; half of that into US Treasuries. According to these assumptions, OPEC 
countries bought US Treasuries worth USD 625 bn between 2003 and 2007. That is half of 
total foreign Treasuries purchases during this five year period.  

Petrodollars take a detour via 
London 

 But why is the tracking of petrodollars so difficult at all? In fact, the US Treasury’s monthly TIC
(Treasury International Capital) statistic lists foreign purchases of US long-term securities by 
country! Hence it should be easy to see, how much Treasuries, Agencies or corporate bonds 
have been bought by a specific country. The reason is an imperfect country attribution. The 
TIC statistics lists purchases according to the country where the purchase was executed –
and not to the country where the ultimate beneficial owner of the securities is actually located.
The Treasury itself admits that because chains of foreign financial intermediaries are often
involved in the custody or management of securities, obtaining accurate information on the
actual foreign owners frequently is not possible. This explains, why according to the TIC 
statistic the United Kingdom, a country with a notorious current account deficit has been the 
largest foreign buyer of US long-term securities over the last couple of years. Since the 
beginning of 2007, almost 50% of all foreign purchases have been done by the UK (cf. right
chart). This compares to 18% for China and a meager 9% for the major oil exporters.
However, the UK has not been buying US securities for their own accounts but on behalf of
foreigners – primarily oil-exporting countries: The left chart shows the very high correlation 
between the oil price and UK reported net purchases of Treasuries and Agencies. Since the
beginning of the current oil price boom in 2002, UK demand for these securities soared, took 
a breather in H2 2006 when oil prices fell from USD 78 per barrel to USD 50, and took off 
again in March 2007 as oil prices started their journey to USD 140 per barrel. This is striking 
support for our thesis that a lot of petrodollars take a detour via London before they finally re-
enter the US. 

OIL EXPORTERS MANDATE FINANCIAL INTERMEDIARIES IN THE UK TO BUY US SECURITIES 

Foreign net purchases of US Treasuries and Agencies 
12M moving sum in USD bn 

 Share in global net purchases of US long-term securities in % 
January 2007 – April 2008 
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3 For additional details, see: Harm Bandholz, Petrodollars – Where do they flow?, Economic Analysis, March 2007. 
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Why oil exporters are likely to 
keep their dollar pegs 

 So far, most Middle East oil exporters have reiterated that they are willing to keep the status 
quo. Last month the Saudi Arabian Finance Minister Al-Assaf said for example that he totally 
agrees with US Treasury secretary Paulson (who visited the Middle East in late May/early 
June) that the Riyal’s USD-peg has served Saudi Arabia and the entire Gulf region well and
that “as we have said many times, we have no intention of de-pegging or of revaluation.” 
Similarly, the Prime Minister of the United Arab Emirates, Al-Maktoum, and his central bank 
governor, Al-Suweidi, reiterated early June that their country has “no plans to drop its dollar
peg or to revalue” either. We also think that there are good reasons why the oil exporters are 
likely to maintain their dollar pegs: 

1. The most prominent explanation for keeping the USD-peg is the plan for a currency 
union between the six Gulf Cooperation Council (GCC) countries United Arab 
Emirates, Saudi Arabia, Kuwait, Oman, Qatar and Bahrain. A common currency has
been under formal consideration since 2001, when the six GCC states agreed on a
timetable setting 2010 as the deadline. While in the meantime Oman has withdrawn
from the union, the other members are still committed to it. And until the currency
union has been finally reached, these countries use the USD as anchor currency and 
adopt the Fed’s monetary policy as common benchmark. 

2. Oil, the by far most important economic good of the GCC countries is denominated 
in USD. And despite efforts from the Iran or Venezuela to install a EUR-denominated 
oil bourse, we expect that to continue. Hence, the USD-peg shields oil exporters 
from exchange rate risks and lowers economic volatility. 

3. As outlined before, GCC central banks and Sovereign Wealth Funds have huge 
exposures to USD denominated assets. A revaluation of their local currencies 
against the USD will, therefore, reduce the value of their investments. Mohsin Khan, 
Director of the IMF’s Middle East and Central Asia Department estimated recently
that “with a 20% revaluation, the region [GCC countries] would have to take a big hit 
with the value of their overseas assets shrinking by USD 400 bn.”  

4. There is also a political component behind financial flows from the Middle East, in
particular Saudi Arabia, to the US. According to the International Currency Review, 
there is even a secret treaty arrangement between the US and Saudi Arabia: In 
exchange for the massive military assistance which the United States are providing,
Saudi Arabia is not only remitting substantial sums to the US Government by way of 
payment for goods supplied and services rendered, but also placing petroleum
revenues in US official securities. Such an arrangement – if existing – would in a way 
systematize and automatize capital flows from the Middle East to the US, and thus 
facilitate the continuation of the dollar pegs. 

5. Countries that plan to loosen their peg to the USD are unlikely to switch to a free
floating regime but will rather adopt a currency basket. That, however, requires that 
the financial markets of the basket currencies are developed, deep and large enough 
to absorb such a vast amount of liquidity. Apart from Europe, we do not see a lot of 
serious alternatives. And as Europe has in our view just passed the peak of the
business cycle, GCC countries may move out of the frying pan into the fire if they 
decide to give greater weight to the EUR. Moreover, our previous table has shown
that European banks have so far experienced more writedowns than their US pales.

6. The period of the biggest stress may be over. The Fed has ended its easing cycle 
and the next move will probably be a rate hike. That should strengthen the USD and 
give GCC central banks sooner or later an opportunity to hike rates as well.  
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If this scenario, our baseline scenario, materializes and the oil-exporting countries keep their 
dollar pegs, we expect the USD to strengthen against the EUR in the coming quarters. The 
Fed has ended is easing cycle and is likely to start a gradual tightening cycle at the turn of the 
year. While the ECB has also raised the refi rate last week, we are convinced that the looming
slowdown of the eurozone economy will force the ECB to ease monetary policy in 2009. 
These opposite policy trends are likely to push EUR-USD to 1.35-1.40 by the end of 2009.  

FX market repeatedly expected 
GCC countries to abandon the 
peg 

 Regardless of those reasons to keep the peg, some GCC countries may be (have already 
been) tempted to follow the lead set by Kuwait and abandon their USD-peg. FX markets have 
already bet on such an outcome in recent months. As shown by the following charts, the 1M 
currency forward rates of these countries dropped strongly at the end of last year. The trigger 
was that Saudi Arabia initially has refused to cut interest rates in lockstep with the Fed. 
Markets interpreted this step as a signal that the country was preparing to break its dollar peg. 
But even after the Gulf countries finally slashed their interest rates in line with the Fed,
appreciation expectations have remained particularly stubborn for the AED and the QAR. 
While the SAR and BHD returned to their parities (as approximated by the average) more
quickly, their currency forward rates remained more volatile as well.  

MARKETS BETTING ON REVALUATION OF GCC CURRENCIES 

Saudi Riyal (SAR) – 1M currency forward   UAE Dirham (AED) – 1M currency forward 
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   Source: Bloomberg, UniCredit Global Research 

Dropping the peg to tackle 
imported inflation …  
 

 The primary motivation for the GCC countries to loosen their peg is undoubtedly rising 
inflationary pressures. When Kuwait removed its dollar peg in May 2007, its inflation rate had
just picked up to 5.1% from 3.1% in 2006. By dropping the peg, Kuwait first and foremost tried
to tackle imported inflation. Rising import prices are a huge concern for the GCC countries, as 
only 10% to 15% of the region’s imports are stemming from the US, while 60% are from 
countries that have seen their currencies appreciating against the USD (cf. table on the 
following page). The table reveals that in this respect the strength of the EUR is one of the 
biggest problems. First, the European currency has gained almost 80% against the greenback
since 2002, which is the largest appreciation of any major currency. Second, the eurozone is
for nearly all GCC countries the most important trading partner. Saudi Arabia and the United 
Arab Emirates, the two largest GCC countries, for example, receive 20% to 25% of all 
imported goods from Europe. 
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CURRENCIES OF MAJOR GCC TRADING PARTNERS APPRECIATED STRONGLY AGAINST THE DOLLAR 

 Import shares in % 
 

Nominal USD 
depreciation 
since 2002 Saudi Arabia UAE Qatar Kuwait Oman Bahrain 

USA - 12 11 9 14 8 6 
Eurozone 78% 24 20 35 20 13 14 
United Kingdom 39% 5 6 6 5 4 6 
China 18% 8 11 3 6 3 4 
India 21% 3 10 2 4 4 3 
Japan 33% 7 6 10 8 16 7 
Korea 32% 4 2 5 4 3 1 
Thailand 40% 2 1 1 1 2 1 
Singapore 33% 1 3 1 1 1 1 
Malaysia 19% 1 2 1 1 1 1 
10 Major trading partners  67 72 74 65 56 43 

 Source: IMF Direction of Trade Statistic and International Financial Statistics, NCBC Research, UniCredit Global Research 

… and to gain (modest) 
monetary independence 
 

 Another drawback of the USD-peg is that the GCC countries have given up monetary 
independence. Instead, they have to match their interest rates with the US central bank in 
order to eliminate virtually risk-free arbitrage opportunities and carry trade speculations (cf. 
left chart). While this synchronization would be no problem if business and inflation cycles
were closely correlated, it was a huge problem this time: On the one hand the Fed slashed 
interest rates by 325 bp due to recession fears in the US, while on the other hand, the GCC
countries were fighting an overheating of their economies (cf. right chart). Inflation rates in 
Bahrain and Saudi Arabia e.g. have just jumped to 14¾% and 10½% respectively, which is 
the highest in 30 years. That explains why Saudi Arabia has been reluctant to cut rates in late 
2007. But in order to maintain the peg, it finally had no choice than to follow the Fed’s moves. 
However, the Saudi Arabian Monetary Agency has only cut the deposit rates. In order to take 
some liquidity of the market, it at the same time raised the banks’ reserve requirement from 
7% in November to 13% in May, and held the lending rate at a steady 5.5%. These “creative 
responses” are highlighting the enormous challenges that GCC central banks are facing in the 
current environment to defend their dollar pegs. 

GIVING UP MONETARY INDEPENDENCE IN TIMES OF SOARING INFLATION  

Interest rates in %  Inflation and interest rates in % 
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Export sector won’t suffer from 
a stronger currency 

 Another factor that would facilitate to loosen the USD-peg is the unique business structure of 
the GCC countries. Not surprisingly, the bulk of exports represent petroleum-related products. 
For OPEC as a whole, the petroleum share of exports is 75% (cf. table); for Saudi Arabia and
Kuwait, this share is even higher. As oil is a scarce good and oil suppliers have seemingly 
unlimited pricing power these days, an appreciation of their currencies would barely harm 
GCC exporters.  

SHARE OF PETROLEUM IN TOTAL EXPORTS OF OPEC COUNTRIES 

 Value of petroleum exports as percentage of country’s total exports 
Saudi Arabia 89.9 
United Arab Emirates 50.9 
Kuwait 95.6 
Qatar 79.4 
OPEC 74.8 

 Source: OPEC, UniCredit Global Research 

  Severe consequences for the dollar 
Weaker USD and stronger EUR 
at the same time  

 The potential decision of oil exporters, notably the GCC countries, to drop their peg to the 
USD would most likely have severe consequences for the greenback. We assume that in 
such a case these countries would follow the lead of Kuwait and revert to a currency basket, 
comprising of USD (about 75%), EUR (20%), GBP and JPY (2½% each). Even though the 
dollar remains the dominant currency in the basket regime, the higher weight for the EUR at 
the expense of the USD means that oil exporters, which receive most of their export revenues
in USD, will have to sell dollars in order to buy euros. This shift weakens the USD and 
strengthens the EUR at the same time. Given the considerable amount of petrodollars, such a 
move will definitely be felt in FX markets.  

Russia as an example  A good example is the reserve policy of Russia. The second-largest oil exporter after Saudi 
Arabia has adopted a currency basket, which is made up of 55% USD and 45% EUR. With
soaring oil prices, Russia’s USD denominated oil revenues have been swelling as well. In 
order to defend its currency against the basket, Russia has been heavily buying EUR during 
the last couple of months. Without this Russian intervention, EUR-USD would likely trade at 
about 5% below current levels.  

“Vote of no confidence”  The negative impact on the USD may be amplified, if markets take a de-pegging of oil 
exporters as a “vote of no confidence” in the USD as a reserve currency. After all, the Middle 
East oil exporters are some of the few remaining major countries that have still been 
maintaining a dollar peg. China for example dropped its peg in July 2005 and has appreciated 
17% against the USD since then (cf. right chart on the following page). Worldwide, the share 
of currency reserves held in USD declined to 64.7% in 2006 from 71.5% in 2001. At the same 
time the share of reserves held in EUR increased to 25.8% from 19.2%. However, these
numbers as released by the IMF exaggerate the decline of the USD as reserve currency. 
Backdrop is that these headline figures were affected by exchange rate movements, i.e. the 
value of USD reserves has declined in recent years due to the depreciation of the USD, while 
the appreciation of the EUR has lifted the value and thus the share of global reserves held in
EUR. To correct for this problem, we have calculated a “quantity share”, which represents 
reserve holdings adjusted for exchange rate fluctuations (cf. left chart on the following page). 
These calculations show that the actual share of reserves held in USD declined much more 
gradually; it fell from 70% to 67½%. Similarly, the adjusted share of reserves held in EUR 
increased only from 21% to 23%. However, a de-pegging of GCC currencies is likely to 
undermine the confidence in the USD and would, therefore, easily trigger a broader run out of 
the USD … and probably into the EUR. As we argued before, the euro seems to us the only 
serious alternative to the dollar, given the fundamental soundness of the eurozone economy, 
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and the deepness and liquidity of its financial markets. Again, this development would weaken
the USD and strengthen the EUR at the same time. So if GCC countries should really decide 
to drop their dollar peg, EUR-USD is going to surge, and we can easily imagine a movement 
towards 1.75 or even 1.80 in such a case. 

USD AS GLOBAL RESERVE CURRENCY: FIRST CRACKS IN THE FOUNDATIION 

Share of global currency reserves held in USD, in %  USD-CNY (Jul 1, 2005 = 100) 
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   Source: IMF Annual Report, Bloomberg, UniCredit Global Research 

Long-term interest rates and 
inflation would rise in the US 

 At the same time, the dampening effect on US long-term interest rates is going to abate, as 
less petrodollars will flow into US financial markets to buy Treasuries. This impact on bond 
yields will be amplified by higher inflation rates. First, the sliding USD will lead to higher import 
prices, and second, oil exporters may decide to link the oil price to the same currency basket 
that they use for their exchange rate. As the USD is expected to depreciate against this
basket, oil would become even more expensive for the US.  

 
  Treasury and Fed busy talking up the USD 
So far so good  Our analysis has shown that the US economy is highly dependent on foreign capital inflows. It 

has to attract several hundred billion USD of portfolio investments per year, in order to finance 
the huge current account deficit. So far, this system has worked reliably, as indicated by the 
growing foreign ownership of US long-term securities in recent years. And apparently not 
even the ongoing financial crisis has reduced foreign appetite for US financial assets – it has 
just changed the composition of foreign purchases: During the last few months, foreigners 
have switched from risky corporate debt and equities to the safe-haven of Treasuries. A 
bigger risk for the stability of capital flows into the US and the USD in general is in our view 
the exchange rate policy of oil-exporting countries in the Middle East: will they keep their 
currency pegs to the USD or will they follow the lead of Kuwait that has removed its peg in 
May 2007? While there are a lot of reasons, why the GCC countries are likely to maintain their
peg, we see at least a risk that they may switch to a currency basket regime. That in turn
would have serious consequences for the greenback. As such a move would at the same time 
support the euro, EUR-USD is expected to surge, and we can easily imagine a movement 
towards 1.75 or even 1.80.  

US Treasury and Fed 
concerned  

 There is no doubt that the US Treasury is highly concerned about this issue. Even though 
Secretary Paulson stated that the major purpose of his visit to the Middle East one month ago 
was “open investment”, and that changes to currency regimes in the region are “sovereign
decisions”, I suspect that the threat of an exchange rate shift may have been an important – if 
not the most important – motive for Paulson’s trip. In fact, he made several statements during 
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his visit in order to allay skepticism about the weakness of the USD. He reiterated e.g. his 
belief in a strong dollar and said that the currency will benefit over time from the US economy, 
which is in a tough time right now. Paulson added that he believes the long-term economic 
fundamentals are going to be reflected in the USD. But not only the US Treasury should be 
concerned about a further slide of the dollar. New York Fed President Geithner said early 
June that when he was still a Treasury official, the balance of responsibility for the dollar was
60:40, with the Treasury taking the lead but the Fed clearly playing an important role as well.
Chairman Bernanke apparently accepted this responsibility, when he said in early June that
“over time, the Federal Reserve’s commitment to both price stability and maximum
sustainable employment and the underlying strength of the US economy […] will be key
factors ensuring that the dollar remains a strong and stable currency.” This concern may be
one reason to induce the Fed to start the impending rate hike cycle rather sooner than later. It 
is obvious that GCC central banks currently have a tough time defending their dollar pegs,
and by tightening monetary policy in the US, the Fed would give their colleagues in the Gulf 
region some more scope to tackle inflation. That may convince them to keep their dollar peg –
at least for now.  

   

Dr. Harm Bandholz (HVB) 
+1 212 672-5957 
harm.bandholz@us.unicreditgroup.eu 
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