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Preface

The issue of regional monetary coordination has moved to the forefront
of the policy and academic agenda, with a large number of developing
countries involved in projects aimed at regional monetary coordination.
This is due to three factors:

e The successful creation of the euro, and its international projection.
Developing economies have paid particularly close attention to the
eastern enlargement of the EU. If these countries join the euro zone
in the medium term (or even if they choose other arrangements, with
the euro as their key currency), the result will be a hitherto unknown
model of international monetary coordination between countries
with considerable differences in income levels.

e The increasing regionalization of international trade imposes new
monetary restrictions on those countries that do not belong to either
of the major trading blocs. For these reasons, the formation of
regional currency arrangements is increasingly being considered.

e The series of financial crises in emerging markets in recent years has
highlighted the difficulties of unilaterally defending a national
currency under the present conditions of globalization, free capital
movement and the absence of a single globally dominant key
currency. The increased exchange-rate volatility between interna-
tional key currencies due to intensified monetary block-building has
underscored the crucial role of extra-regional shocks.

However, research has by-passed the question of the specific conditions
and problems of monetary South-South coordination in which, unlike
in North-South arrangements, none of the international key currencies,
the dollar, the euro or the yen, is involved.

For that reason, we invited outstanding scholars to the Institute for
Ibero-American Studies in Hamburg for an international workshop from
7-9 July 2004 to debate the issue of regional monetary coordination
from this specific viewpoint.

The contributions of this book, based on the conference papers, seek
to provide a fresh analytical perspective on the study of regional mone-
tary cooperation, particularly emphasizing the differences between
North-South and South-South arrangements. By bringing together new

Xiil



Xiv  Preface

Smo:wanw._ approaches and substantial empirical findings from vari
.SOHE meﬁoa\ our goal is to sketch a framework that will allow mzocm
Innovative interpretation and a convincing typology of regional one.
tary coordination initiatives in Africa, Asia, Eastern Eur . Bo:.m-
oy o0 , ope and Latin
. me term ‘monetary coordination’ as used here covers a broad
mMM MMM” woh anﬁoa_n_.vo:@ activities, ranging from ad hoc monetary
res o the creation o  common supranstions armenc e 8
: upranationa i i
“ﬁnﬂ __.:Mw.Bm&mS steps as the Q.mwz%: of Hm%o:mﬂ“ﬂmwﬂ M“”an _Mw “”M
ablishment of regional monetary systems with adjustabl r
rate bands and mutual intervention agreements vmg_mm: anMM_n vw:mm-
M_MM %“.Mwﬂm W.W%mn:ﬁ of the .nozavcao:m of this book is SSB.MDMM
n Bwnn.o.wnosoBS constellations that may open u
ocvon:dﬁmm for stabilization and sustainable development d
In 5;. context, the term ‘South’ is not entirely a .mo raphical
nE..SQE._Nwao:. In accordance with the ‘original-sin’ EMEMQM M“w
’
ﬂwwﬂwwm:m%% MH mmmmzhwmﬁmowwwwﬂwﬂvo_ommnw_ categories of ‘South’ or
0 accum in i
rency (‘North’), or predominantly in a moamwmdﬂ__w.wwmmwm._mﬂmwm“«“ﬂa H”m
H”MM .MHHW%M \ﬁ:m ﬁ_w.ﬁm_d mE.ovmm: transformation countries are as
Ameriy ey M _m developing countries of Asia, Africa and Latin
o ; gha n\ouﬁ _oor. leads to a further differentiation within
H:MHM_“M MM MA.VEWQ: ~mnwzo::mm and monetary coordination projects
G art I of the book deal with qualitative diff .
between countries of the South and of the Zoﬂ:nw:a h mnm.znmm
ent potentials of South-South coordination projects compare 9&.2-
North-South coordination arrangements. The r Em.m nonﬁmnm.a ron
the original-sin hypothesis, by resorting R.V E&Mano.wxw“ o aBSS.m l
momepalsin hype . ples of regional
am<m_ovw~£ nMH““.HMV? and by analysing the exchange rate options for
SMMHE&OM:MOMM MM“M_MN MMNMWH Awmncmm the opportunities and limi-
s ~ rdination projects, compared with
“me Mmmﬁwoﬂﬂdwmw:m:a. ,.::w% concentrate on the %mﬂ%n monetary
e ic \ m.<.m_m.€5m countries are subject in stabilizing their
ange H.mﬁmm and initiating a sustainable development process, e
ncnm.:.Q mismatch, restricted lender-of-last-resort functions, and EM -
of o:m._:m_ sin. Furthermore, they outline some features of m mocaTmnoMM
no.o_d._:wmo: project which are not identical with conventional Aouﬂmv»
Q:m:m.. e.g. similar vulnerability with regard to extra-regional fact
clear hierarchical structure between member countries, and noocmnmﬂ‘u“

Preface  xv

between macro players both at the domestic and regional levels. They
come to the conclusion that South-South coordination projects do
indeed have the potential for limiting a mercantilist race to the bottom
from the very outset, and can reduce original sin over the medium to
long term. However, escaping original sin is not without its costs.

In the second chapter, Ugo Panizza presents a concise summary of the
hypothesis and the empirical outcomes of the so-called original-sin
hypothesis. The main lesson is that the inability to borrow abroad in
domestic currency is the factor that, over the long run, most hampers
growth. In the last section of the paper, dealing with monetary cooper-
ation, he concludes that North-South monetary cooperation offers the
obvious advantage of automatic redemption for the participating
developing country marked by original sin. But even if South-South
coordination does not bring with it that advantage, the author argues
that at least for monetary unions that include large and well-diversified
economies, the increased size of the currency area can raise the interest
of international investors in holding this currency in their portfolios.

In her comment to Panizza’s paper, Waltraud Schelkle highlights the
policy relevance of the original-sin hypothesis for developing countries.
She then identifies some ‘hidden treasures’, such as the importance of
foreign direct investment that may strengthen the demand for domestic
currency, concluding that one criterion for choosing one’s partners for a
common currency could be their attractiveness to foreign direct
investors, since their demand for the common currency would then spill
over to the other members, reducing the degree of foreign debt even in
a case of South-South coordination. Schelkle concludes that some of the
findings of original-sin research, such as the irrelevance of fiscal per-
formance for the degree of original sin, the efficiency of financial mar-
kets, or the minor role given to monetary credibility, represent highly
relevant questions for further research.

Historically, the idea of forming a monetary coordination project to
reduce the dependence on foreign borrowing by member countries
which are short of foreign exchange is not new. After giving an overview
of different monetary coordination projects beginning with the former
European Payments Union over current projects like ASEAN and the
Mercosur, Jan Kregel identifies as major benefits of a monetary coordi-
nation project — be it North-North, South-South or North-South -
efficiency gains caused by the use of net settlement systems or the
pooling of reserves. However, he analyses crucial limitations of such
projects, e.g. volatile autonomous capital inflows and the widespread

lack of monetary sovereignty of developing countries. He proposes a
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that managed floating is better than expected, while the two corner
solutions might be sub-optimal. Furthermore, he discusses the adequacy
of ERM II for both the pre-convergence period and the two-year transi-
tion period prior to adoption of the euro by the new EU member coun-
tries. He identifies several flaws in the current ERM II mechanism, of
which the mutual determination of exchange rates, the safeguard clause
with regard to intra-marginal interventions with its ECB veto right, and
the very limited financial support in case of speculative attacks, are the
most damaging. Finally, proposals to overcome the asymmetry of rights
and obligations inherent in the current ERM II mechanism are
presented.

Before drawing on the case of the Mercosur, Fernando Cardim de
Carvalho first discusses the arguments developed in the Optimum
Currency Area (OCA) tradition, relates it to issues like price stabilization
and exchange rate regimes, and then discusses the special case within
OCA of dollarization; finally, he addresses the case of monetary unifica-
tion of the Mercosur countries. Analysing then the OCA question for
Argentina and Brazil, the two biggest economies within Mercosur,
Carvalho concludes that the costs of a common currency are too high
and offer too little, and argues instead for less far-reaching joint measures,
such as the introduction of common protective policies like capital
controls, to reduce vulnerability.

Manfred Nitsch comments on the Carvalho paper in the light of the
non-neutrality theory of money that posits an international monetary
hierarchy. Sketching the monetary options in Mercosur, he concludes
that an intermediate solution for the exchange-rate regimes of all
participants could help to increase regional convergence of policies and
harden the currencies within the region.

Barbara Fritz argues in her paper that although Latin America forms
part of the US dollar’s ‘sphere of influence’, its countries and sub-regions
are seeking rather divergent monetary strategies. Among them, she first
analyses Mexico as a case of implicit monetary coordination within
NAFTA. The second case treated in the chapter is Mercosur, with its per-
spectives for monetary coordination, where Fritz concludes that even if

stabilization gains may be small, regional cooperation is worth the
effort, because in a highly unstable global financial environment, com-
mon regional strategies offer advantages over the national option of
defending one’s currency.
In the African continent, a series of agreements on monetary coordi-
nation exist, two of which stand out. The Common Monetary Area in

Southern Africa is regarded as an unusually longstanding monetary
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coordination project between developing countries. In her paper,
Martina Metzger analyses the functioning of the CMA, including issues
of institutions, interdependence and convergence. She identifies consid-
erable benefits for the smaller member countries, e.g. low real interest-
rate spreads, participation in seigniorage, the existence of a lender of last
resort in form of the South African Reserve Bank, and access to foreign
borrowing on the South African capital market. Furthermore, the
smaller members show a favourable currency mismatch, as they earn
forex other than rand while paying for the majority of their imports in
rand. Hence, from the point of view of the smaller member countries,
the CMA is a North-South coordination project, whereas for South
Africa, with its volatile rand exchange rate vis-g-vis hard currencies, the
CMA is more of a South-South coordination arrangement.

The North-South arrangement of the Franc CFA Zone is another long-
standing monetary coordination project in Africa which stabilizes
exchange rates between the member countries, as the French treasury
guarantees full convertibility with an unlimited supply of liquidity.
Although the literature states that the Franc CFA Zone is not optimal
according to traditional OCA criteria, Jan Suchanek identifies as major
benefits of the monetary coordination arrangement lower inflation
Tates and higher growth rates for the African member countries of the
CFA than for neighbouring countries. The benefit is dearly paid for by a
considerable overvaluation of the nominal exchange rates vis-a-vis the
rest of the world, due to the peg with the French franc - now the euro -
which has appreciated enormously against the US dollar during recent
years. For the future, he expects limited progress in the ambitious proj-
ect of a single African currency, as many countries do not fulfill conver-
gence criteria, and due also to unsolved political and military conflicts.

In his comment on the CMA and the Franc CFA Zone, Dirk Kohnert
argues that both monetary coordination projects have been shaped by
external politics and informal economics. While the CFA Zone is based *
on the colonial heritage, and is highly dependent on the monetary pol-
icy of the Euro zone, the CMA is dominated by the regional giant South
Africa, and monetary integration involves the risk of deepened eco-

nomic and political dependence of the smaller member countries. For
the future, he proposes the establishment of specific monetary regimes
based on the needs of their member countries, rather than the simple
application of economic optimality criteria, which might ultimately be
sub-optimal for all members.

Since the Asian crisis in 1997 Asian policy-makers are continuously
searching mechanisms to combat volatility of exchange rates and to
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