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Later this month, the Saudi Arabian Ministry of Finance will issue the government final budget
statement that would typically cover key fiscal events during the year 2020, and broader economic
developments concerning next year’s budget and its main economic targets.

The unprecedented economic shock of the COVID-19 pandemic has had its significant repercussion on
global economic activities. It will undeniably take its toll as well on the Kingdom’s economic growth
this year. This can be seen by the unanticipated increase in the budget deficit to 12% of GDP compared
to 4.5% last year. In the case of Saudi, the adverse effect was further pronounced given the decline in
global oil demand and prices. According to the IMF for June 2020, it is estimated that the global
economy will shrink by 4.9% in 2020. While in the Kingdom, it is projected that real GDP will record a
decline of 3.8% this year. A contraction that was initially expected to be even worse should some of
the implemented stimulus measures and liquidity support programs were not employed earlier this
year.

Apart from this exceptional year, the government has been reporting a declining budget deficit, yet a
persistent increase in the level of public debts since 2014. Apparently, some will be eyeing these fiscal
developments to the extent they relate to the expected level of inflation and interest rates.

UNDERSTANDING INFLATION

Inflation refers to the rise in prices of a set of goods and services over a certain period. It exists when
prices rise, but purchasing power falls, impacting the cost of living in a country. Inflation can also be
looked at as a function of the supply and demand for money. Due to its different meanings in
different contexts, Inflation is and has been a highly debated phenomenon in economics.

Anyways, this brings us to a well-established theory in
macroeconomics that says fiscally dominant governments
running persistent deficits have sooner or later to finance

those deficits with money creation (Increase in the money
supply), hence producing inflation. Nonetheless, empirical
data reveals that the relationship between fiscal deficits and
inflation is one that cannot be inferred casually nor measured
easily. Different research suggests that current deficits need
not to cause inflation in the short run, rather over a long
period of time. The literature around this topic shows a great
degree of nonlinearity among both variables and depend
largely on various factors. The analysis of such should
consider aspects such as the country’s level of financial
developments — deeper financial markets, its central bank
commitment to a targeted inflation level, monetary and
exchange rate policy flexibility, and its ability to facilitate
continues rolling over of its debt. Hence, at its core, the
relationship between both variables is dynamic.
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In Saudi Arabia, inflation is measured by the growth rate of the Consumer Price Indexes (CPIs) released
by the General Authority for Statistics (GaStat). The CPI basket is composed of 12 different segments
with varying weights. According to data from the World Bank, it can be observed that higher inflation
levels in Saudi have been closely associated with factors such as fiscal spending and oil prices rather
than explicitly with the level of the money supply. In the years 2010-2013, inflation rates have
maintained a range of 5%-3% per annum, which was primarily the result of the expansionary policy at
the time in conjunction with the factors just stated. Moreover, external influences, such as currency
devaluation and the increase in imported goods prices, are primary domestic inflation sources. The
latter factor is a natural result of the Saudi Riyal peg to the Dollar and is believed, at times, to cause
what is referred to as imported inflation that has been the cause of several inflationary periods in
recent history.

When analyzing the years 2014-2019, it can be safely assumed that the economy has embarked into a
semi deflationary phase. Save for the short-term effect of introducing VAT, levels of inflation have
averaged for the period at around 0.90% per annum (ranging from -2%-2.5%). This observation can be
linked to the collective effect stemming from the drop of oil prices, government reforms and spending
cuts, and the impact caused by an appreciating U.S Dollar against major trading partners on the
kingdom import bill. This year’s inflation is estimated at 3.7%, a surge that can be explained by the
short-term impact of the increase in the VAT rate and certain customs duties. Such fluctuations in
inflation rates are expected to persist, at least for a while, given current global developments and
domestic fiscal reforms that are still in play. That, in turn, makes the task of predicting the future path
of inflation over the short to medium term a troublesome one.

FISCAL VS MONETARY POLICY

Now factoring public debt into our storyline would require more than one article. But in short, there
is plenty of practical evidence supporting the hypothesis, which argues that an increase in debt to GDP
ratio in developing countries is associated with a rise in inflation over the long run and can very well
be traced to levels of local liquidity. Public debt has been building up since 2015 and is estimated to
reach around 35% of GDP by end of this year and decrease gradually thereafter.

It is imperative to understand that one of the key roles of a monetary
policy is to manage the level of inflation. Yet, in a fixed exchange rate
regime, such a policy becomes, to a certain extent, constrained in
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tackling inflation and fiscal policy instead develops to be the major
tool for macroeconomic stabilization. Many would argue that the
positive economic effects of maintaining the peg with the US Dollar
would far outweigh the benefits of having a fully flexible monetary
policy, and they might be right. But in this case, targeting optimal
levels of interest rates loses its traditional appeal as one of those
effective monetary tools to manage inflation and deflation alike.
Available tools to do so come to be more fiscally tilted.

Thus, the current fiscal reforms under vision 2030 become more crucial now than ever and may
possibly be the major steps towards macroeconomic stability. Hopefully, the aim would be to reach a
consistent and healthy level of inflation, one that is typically associated with a sustainable and growing
economy.

For more information, please contact Faisal Allasir, Co-Managing Partner at Ehata Financial,
faisal.aljasir@ehata.com.sa
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ABOUT EHATA

Ehata is a specialist financial risk management advisory firm, licensed and regulated by the Capital Market Authority (license
No. 17183-20). We are independent practitioners with expertise covering interest rate, foreign exchange, commodities, and
derivatives. We leverage on our technical capabilities and market know-how to ensure that our clients get the excellence of
the advice and the satisfaction that comes with it.

DISCLAIMER

Ehata Financial Company is authorized and regulated by the Capital Market Authority (license no. 17183-20). Ehata Financial
Company may only undertake the financial services activities that fall within the scope of its existing CMA license. Principal
place of business in Saudi Arabia: King Fahad Rd, Avenue Building, 5th Floor, P.O. BOX 241106, Riyadh 11322. The information
contained in this article was prepared by Ehata Financial Company. Though the information herein is believed to be reliable,
Ehata Financial Company makes no representation as to its accuracy or completeness. You should not rely solely on this
communication when making a decision whether or not to enter into a derivatives transaction. If you are not an experienced
user of derivatives, if you are not capable of making independent trading decisions and you do not understand the terms and
risks related to derivatives transactions, you should refrain from entering into such transactions. You should consult your own
legal, tax and accounting advisers with respect to any proposed derivatives transaction. Under no circumstances shall we or
any of our associates or any of our associates’ respective directors, officers, employees or agents, be liable for indirect or
consequential losses including any failure to realize any profit, advantage or opportunity relating to the transaction or
otherwise. The information contained in this article should not be reproduced in any form without the express consent of Ehata
Financial Company. The information contained in this article from the sender shall not be considered as advice or solicitation
to buy or sell any securities.
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