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Abstract

The euro crisis has highlighted the problems of the undertaking of an ambitious regional monetary
integration project with only limited economic policy cooperation backing it up. We thus ask what lessons
regional monetary cooperation schemes in other world regions can draw from this experience? This paper
identifies three aspects as being crucial for the Euro crisis: first, the need for fiscal cooperation, including the
enforcement of sovereign state insolvency; second, the need for a mechanism to extend lender of last resort
facilities to solvent yet illiquid sovereign member states; and, third, the need for prudent financial regulation
at the supranational level. Against this background, the paper analyzes monetary cooperation schemes in
Latin America and Southeast Asia, hamely the Latin American Reserve Fund and the Chiang Mai Initiative
Multilateralization, together with the Asian Bond Markets Initiative. While the euro zone faces the alternatives
of either deepening or breaking up, the study reveals that the cooperation schemes in Latin America and
Southeast Asia — while less ambitious in scope — show surprisingly stable institutional settings, despite little
economic policy coordination underpinning them. However, the euro experience shows that the need for
more extensive economic policy coordination increases as financial integration becomes more profound.

Key words: euro crisis, regional monetary integration, lender-of-last-resort, intra-regional asymmetries, fiscal
policy, financial regulation

1. Introduction

Does the current European sovereign debt crisis put a question mark over the entire project aimed at
establishing a common currency among the sovereign states of Europe? Further and more importantly, does
it demonstrate a crisis of economic integration in general, with it being inherently vulnerable to failure as long
as it is not supplemented by the political unification of its members? And, therefore, should developing
countries — who are actively engaged in monetary cooperation schemes in all regions of the world — refrain
from participation in such initiatives, in order to avoid themselves ending up in such a crisis?

A widespread consensus with regard to the euro crisis holds that the paucity of fiscal coordination
that exists among the sovereign member states constitutes an unstable institutional arrangement for the
common monetary area. The survival of the euro as a common currency would, therefore, seemingly depend
on decisive steps being taken towards intricate policy cooperation, including a clear shift in fiscal sovereignty
from the national to the supranational level. However, the de-nationalization and centralization of not only
monetary but also fiscal policies would leave no significant instruments with which sovereign member states
could pursue national policies for the enhancement of the economic and social well-being of their citizens.

Such questions remind us of the neo-functionalist approach of Ernst Haas in “The Uniting of
Europe” (1958). Based on his work, many analysts have depicted European integration as a continuous
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process — one evolving towards an ‘ever closer union’. Haas sought to develop a theory that explained why,
once an initial commitment had been made, the forward momentum of integration was inevitable.
Endogenous ‘natural spillovers’ were seen as creating incentives to move forward from one form of regional
integration to another. From a political economy perspective, he focused on organized economic interests
and the pressure they exerted on governments to manage economic interdependence. Successful trade
integration, for instance, would create incentives for entrepreneurs engaged in intra-regional cross-border
trade to push for monetary cooperation endeavours — such as exchange rate cooperation — as a way to
eliminate the disturbances in trade stemming from volatile exchange rates.

Based on the neo-functionalist approach, some scholars went on to argue that if integration
dynamics ceased the European project would collapse — colloquially known as the ‘bicycle theory’
(Moravcsik 2005): as the rider slows down or stops, the bike loses its equilibrium and will eventually fall
down. In the context of the current euro crisis, by this logic this would mean that unless the member
countries move towards further political integration the European integration project is bound to perish. The
application of the neo-functionalist approach to regional cooperation projects in emerging areas is obvious: if
a lasting equilibrium short of political union cannot even exist in the euro zone, with its creation of a common
currency and the European Central Bank (ECB) as the lender of last resort (LOLR) (at least for the private
financial sector), then regional monetary cooperation schemes (RMCs) in emerging areas will surely find it
even harder to keep the bicycle upright without constant pedalling — that is, without significantly deepening
their regional ties in terms of economic policy cooperation.

In this paper, we call into question the validity of the neo-functionalist approach, on the grounds that
such a theory may be too simplistic both for the European case (Moravcsik 2005, p. 250) as well as for other
RMCs." Rather, to a certain extent we refer to the ‘bicycle theory’ as a framework that may supply key
regarding the institutional arrangement and other requirements necessary for achieving stable and long-
lasting equilibrium. We define a regional cooperation and integration scheme as stable when exogenous
economic shocks that arise can be absorbed by the institutional mechanisms of the region, instead of
resulting in the breakup, scaling back or necessity-driven deepening of the respective form of regional
integration.

In the case of the euro crisis, the German government has long argued that it is mainly a fiscal
crisis and has hence suggested measures such as the fiscal compact to limit national government's
borrowing beyond what has already been legislated for in the Stability and Growth Pact.? Against this official
German view, we detect a core problem in the incompleteness of the regional LOLR function, posited along
the line of de Grauwe’s (2011) arguments. Despite the existence of the ECB and the absence of public or
private debt in currency denominations other than the euro, we argue that the lack of LOLR facilities for
solvent yet illiquid sovereign member states is deeply intertwined with problems of inefficient fiscal
surveillance, on the one hand, and the lack of region-wide oversight and regulation of the financial sector on
the other.

What lessons, then, can emerging markets and developing countries engaged in RMCs draw from
this crisis? Are there also lessons for the handling of the euro crisis to be learnt from financial crises that
have occurred in emerging markets during the last two decades? Various RMCs in Southeast Asia and Latin
America have as their aim an increase in the liquidity of member countries. This is especially true for foreign
exchange pooling agreements and financial market integration efforts being undertaken at the regional level.

The aim of this paper is, therefore, to detect stable institutional settings for specific forms of regional
monetary cooperation and integration short of political union, both in the case of European integration as well

! From a comparative perspective, the idea of a standardized path to increasing levels of regional integration, with predefined
sequencing such as trade integration before financial integration, is, in fact, inadequate when looking at RMCs and integration
both in Europe and in other areas of the world. Hence, we will not follow the rationale of the neo-functional approach as such, but
rather take from it the perspective of there being moments of institutional equilibrium and stability.

2 For a detailed discussion of the German approach to the crisis, see Dullien and Guérot (2012).
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as of RMCs among developing countries.® We first discuss in detail concepts of liquidity provision and LOLR
functions — in the cases of both advanced as well as developing economies — and the specific challenges of
liquidity provision in the regional context (Section Il). Next, we offer a synthesized analysis of the euro crisis
(Section 1ll), and analyze the stability of the institutional settings of three regional mechanisms in Asia and
Latin America: the Chiang Mai Initiative Multilateralization (CMIM), the Latin American Reserve Fund (FLAR,
according to its Spanish acronym) and the Asian Bond Market initiative (ABMI) (Section 1V).

2. Liquidity provision and LOLR functions in a regional context

Within monetary approaches to economics, there is wide-ranging consensus about the key relevance of a
LOLR for ensuring monetary and financial stability. Since the seminal work of Walter Bagehot (1873) on the
emergence of the Bank of England as the first central bank in the modern world, this has been defined as the
provision of unlimited liquidity for the banking system at a penalty rate.

However, in the actual provision of unlimited liquidity it is important to distinguish between illiquid
and insolvent entities, in order to avoid moral hazard problems and any subsequent distortionary effects on
the economy. This has not only been the experience of the recent global crisis, wherein central banks and
governments were often forced into providing huge bail-outs and liquidity for banks without being able to
make this distinction clearly. The occurrence of enormous financial crises in emerging markets during the
1990s already had revealed the necessity to distinguish between illiquid and insolvent entities. The latter are
defined as being unable to serve their obligations in the medium- and long term, even if provided with
additional short-term liquidity. The necessity to distinguish between these two concepts is an important
lesson from crisis experiences in emerging markets. The case of Argentina shows that falsely treating a case
of sovereign insolvency as a temporary liquidity problem actually deepens the problem, by prolonging the
possible time to default and by increasing the level of debt. After a series of adjustment programmes which
were implemented by the International Monetary Fund (IMF) as pre-condition for international liquidity
provision from 1998 on, Argentina defaulted on its external debt at the end of 2001. Having learnt from such
experiences, the IMF came out with a programmatic paper that puts forward a clear definition of solvency
and liquidity:

An entity is solvent if the present discounted value (PDV) of its current and future primary

expenditure is no greater than the PDV of its current and future path of income, net of any

initial indebtedness. [...] An entity is illiquid if, regardless of whether it satisfies the

solvency condition, its liquid assets and available financing are insufficient to meet or roll

over its maturing liabilities. (IMF 2002, p. 5)

The distinction between a liquidity and a solvency crisis is vague in many cases because a liquidity crisis will,
if not solved immediately, usually lead to rising financing costs and thus to an increase in the present value
of debt. Any change in key parameters — especially growth rates, the interest rate and, in the case of foreign
exchange-denominated finance, the exchange rate — is immediately reflected in changes in the liquidity and
solvency status of the debtor.

From the literature on financial crisis and currency crisis (Obstfeld 1996), we learn that self-fulfilling
debt or fiscal crisis is a possible outcome when there are multiple equilibria (Cole & Kehoe 1996). The logic
here is simple: for an entity with a moderate, yet not extremely high, level of debt whether it is able to service
its debt or not depends on the expectations of market participants. If investors believe that a country in debt
is able to service their claims, they accept lower interest rates and the debt may therefore be sustainable. If
in the case of a sovereign debtor they believe that the state in question might not be able to service the debt,
they demand higher interest rates and the debt becomes unbearable — leading to a default. The catch in
these models is that if a third party can guarantee continued access to loans at sensible interest rates,

% In contrast to traditional Optimal Currency Area (OCA) theory (Mundell 1961, 1963), our aim is not to identify optimality criteria for
efficient regional monetary cooperation and integration. While traditional OCA theory weighs the costs and benefits of forming a
currency union against the alternative of a flexible exchange rate regime, we aim instead at the identification of both the stabilizing
and destabilizing elements of regional monetary cooperation and integration in the context of different forms of cooperation.
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expectations will permanently stabilize in the ‘good’ equilibrium and a self-fulfilling fiscal crisis is thus no
longer possible. The action of this third party would help in the avoidance of huge costs for the economy, in
case of successful crisis prevention.

Another lesson from the experiences of crisis of emerging markets is the one of Southeast Asia: in
the Asian crisis of 1997 external liquidity provision by the IMF was clearly insufficient, both in terms of timing
and of the conditionality involved — which together caused the deepening of recession and economic
depression in the affected economies (Stiglitz 2002). In South Korea in 1997, for example, the IMF
commenced activities only one month after the crisis had diffused. In the face of drastically depreciating
exchange rates — dropping by more than 80 per cent in one year, as was the case in South Korea — the IMF
insisted on continuously low inflation rates that required up to a doubling of short-term interest rates — thus
choking off economic growth. The conditions placed upon drawing liquidity had a strong focus on fiscal
balances, with a disregard for the negative effects thereof on domestic markets and economic growth. In
light of this exposure to sudden stops and strong regional financial contagion, the Association of Southeast
Asian nations (ASEAN), together with China, Japan and South Korea, initiated in 2001 regional financial and
monetary cooperation in the form of regional swap arrangements intended to provide short-term regional
liquidity provision — this was termed the Chiang Mai Initiative (CMI) and later CMIM, which will be discussed
in greater detail in due course (see Section V).

In contrast to the shortcomings in its reaction to the crisis in Southeast Asia, the IMF intervened
rather successfully in Brazil in 2002. In this third example of emerging market experience with external
liquidity provision, the IMF correctly classified the situation not as a case of clear insolvency but rather as
one of temporary illiquidity — with an associated risk of it quickly turning into one of insolvency, due to
mistrust of the market by investors. In 2002, such mistrust led to a speculative attack that provoked a
currency crisis and a subsequent devaluation of the Brazilian real by more than 50 per cent. The IMF
stepped in with a standby credit of US$ 30 billion to be made available over a period of 15 months, which
eventually stopped the speculative attack and stabilized the Brazilian currency.

The provision of the LOLR function faces two different sets of challenges at both the domestic and
regional levels: First, liquidity provision for the financial system; and, second, for sovereign states. With
regard to the first aspect, the question is whether insolvency can be imposed on individual institutions
without generating any systemic risks. This is discussed as the ‘too-big-to-fail' syndrome of large financial
institutions that should be adequately addressed by prudential financial regulation. With regard to regional
schemes, especially those with a high level of integration, an additional problem is faced in the form of
financial institutions with intensive cross-border activities — therein potentially prompting spillovers to other
financial systems, while regulation is usually restricted to the national level.

It is equally challenging to maintain an adequate level of liquidity within the public sector (in order to
prevent a spillover into a solvency crisis), again an issue relevant at both the domestic and regional levels.
The critical importance of public sector liquidity for the stability of the financial sector has come to the
forefront of awareness in the current global financial crisis, as well as in the euro zone. Yet, agreement is a
long way from being reached over central banks acting as LOLR, especially for governments. It is true that
the guiding principles of central banking are clearly shifting away from a narrow orientation towards price
stability (through inflation targeting) and towards achieving the overall goal of financial stability (Blanchard et
al. 2010; Eichengreen et al. 2011). However, if this includes clearly defined efforts to maintain the liquidity of
national governments and involves it being done irrespective of market expectations then it is an issue of
great debate (Eichengreen et al. 2011, p. 24). This is not only due to the fear of fuelling inflation by
monetizing public expenditures. Given that there is no legal orderly procedure for enforcing bankruptcy rules
for insolvent sovereign debtors, both in the regional and international contexts, it might also encourage free-
rider behaviour — especially among smaller member states, who are likely both to overspend and to expect a
bail-out at the regional level.

In the case of developing economies, LOLR provision is faced with additional problems — as the
LOLR functionality of the domestic central bank is beset by severe limitations. These countries are unable, to
varying degrees, to borrow abroad in their own currency (see Eichengreen & Hausmann 2005; Hausmann &
Panizza 2010). In most developing countries, the net foreign currency debt and the lack of long-term
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financial instruments lead to their exposure to balance-sheet effects that increase the risk of currency, debt
and to financial crises. The associated risks are exacerbated by the fragility of the countries’ financial
markets — caused by their insufficient size and a lack of diversification, capitalization and liquidity in them, as
compared with the more advanced financial systems of industrialized countries (Aghion et al. 2009).
Financial fragility may only partially be compensated for by the accumulation of foreign exchange reserves.
Weaknesses in the financial market undermine economic stability and macroeconomic development, as
financial crises are associated with short-term disruptions in economic growth and the long-term loss of
economic output (see, for example, Bordo et al. 2009). Typically, financial crises also cause the severe
regressive redistribution of wealth and income at both the global and domestic levels, leading to an increase
in poverty (Halac & Schmukler 2004). Smaller developing countries in particular lack sufficient scales to
enable the development of the mature, diversified and liquid financial markets that would allow them to
achieve longer lending maturity and reduce foreign currency borrowing (Borensztein et al. 2008).

The issue of liquidity provision for these countries is thus twofold: on the one hand it is a question of
foreign exchange liquidity, and on the other it is one of the restricted scope of the domestic central bank in
acting as a LOLR — due to the limited volume of financial contracts that are denominated in the domestic
currency. Both aspects are at the heart of the regional cooperation efforts coordinated between developing
and emerging market countries. Regional schemes are seen as being supplementary to global and domestic
mechanisms of liquidity provision, which appear to be either insufficient or inefficient (Bird 2010). One
possibility is to pool foreign exchange reserves among neighbouring countries, to be used as insurance
during periods of sudden stops and capital outflows. Even this — in most cases — does not substitute for a
‘full’ LOLR. Undoubtedly, a LOLR in a key international currency would be an effective way to increase
liquidity.* Another option at the regional level for augmenting the domestic LOLR function would be to
increase the geographical size and reach of the financial systems of the countries in a region, achieved by
financial market cooperation and integration and done so as to enhance domestic currency-denominated
financial contracts in the region (Panizza 2006). Ceteris paribus, this would lead to an enlargement of the
domestic LOLR function, thus reducing the risks attached to currency mismatches.

In the following sections, we analyze the euro crisis as a case of inadequate institutional
arrangements — one which is thus confronted with the problem of an incomplete LOLR functionality in the
regional context. These inadequate institutional settings are found to be especially challenging with regard to
the prevention of the insolvency of financial institutions and states, as well to the lack of enforceability of
insolvency for both of the aforementioned entities. Based on this analysis, we study the respective
cooperation requirements for RMCs coordinated among developing economies with the aim of increasing
international or domestic liquidity.

Based on the theoretical analysis of liquidity provision in the European regional context, and
considering empirical evidence from the experience of both the euro zone as well of developing economies”,
we will focus on:

a) the requirements for fiscal cooperation, including for the ability to enforce sovereign state

insolvency;

b) the extension of the LOLR function to solvent yet illiquid sovereign member states; and,

¢) the requirements for financial regulation at the regional level.

3. The euro crisis
While the euro crisis is often portrayed as being simply a case of sovereign debt crisis, only a small part of

the crisis has actually been a solvency issue for each particular national government involved. The spread
and depth of the crisis can only be explained by the shortcomings regarding regional financial market

4 On the problems of the global monetary ‘non-system’, as well as its asymmetries with respect to developing economies, see
Williamson (1976) and Mateos y Lago et al. (2009).

5 For a systematic overview on the variety of regional monetary cooperation schemes among developing countries and emerging
markets, see Fritz/Muhlich (2012).
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regulation, as well as by the inadequate provision of LOLR liquidity. Thus, in essence, the combination of an
increasingly deep process of financial integration with an insufficient institutional framework has been at the
root of the crisis.®

To understand this argument, one needs to be aware of the specific institutional features of the
European integration project and of the European monetary union. Three points are especially important in
this regard:

a) First, the EU treaty has a specific ‘no-bail-out’ clause (Art. 125 TFEU). This provision prohibits
either other countries or the EU as a whole from taking over the liabilities of other member
countries. Such a clause was incorporated at the behest of certain countries who feared that
the EU would morph into a transfer union. Moreover, it was believed that this clause would
provide incentives for national governments to run prudent fiscal policies, as markets would
punish high deficits with higher interest rates. This clause was seen to be credible, as it was
believed that the fallout from a default in one country of the euro area could be contained.’

b) Second, the EU treaty prohibits the ECB from directly financing government budgets (Art. 123
TFEU). While the article specifically prohibits the ECB from buying debt instruments ‘directly’
from member governments, there has been a debate about whether this provision also
prohibits any large-scale purchases of sovereign debt in the secondary market. In particular,
the German government has maintained a position that such purchases would be problematic.
Up until the beginning of 2012, the ECB had been careful to emphasize that its limited
purchases, under the ‘securities market programme’, of government bonds of the euro zone
periphery were done in order to ‘address the malfunctioning of securities markets and restore
an appropriate monetary policy transmission mechanism’ (ECB 2010, p. 1) — instead of to
simply bring down yields on euro zone periphery debt.

¢) Third, financial market oversight and financial sector supervision has been exercised at the
national level by implementing the stipulated EU guidelines and regulations for financial
services. There has been only a loose coordination of national supervisors and no EU rule
formulated for the liquidation of insolvent national or cross-border financial institutions. This set-
up has been the outcome of secondary EU legislation. As will be described in more detail in
due course, it has led to the outcome which one could expect if the arguments brought forward
in the theory of fiscal federalism are applied: as financial sector regulation and oversight in a
monetary union has a public goods character, the provision of these at a lower level of the
federal structure has consequently led to a significant under-provision of effective regulation
and supervision.

These three elements have interacted so as to first cause the inception of the euro crisis in Greece,
and also to then spread it to other countries located on the eurozone periphery, such as Ireland, Portugal
and Spain. From there, it has impacted on core countries such as Italy and France.

Greece has been the simplest case — namely one of clear and simple insolvency. Over a long
period of time it has run an irresponsible and unsustainable fiscal policy, even if this reality was not openly
visible at first. This is in contrast to other euro zone crisis countries, some of which (like Ireland and Spain)
had been running budget surpluses prior to the onset of the global economic and financial crisis of 2008-9.
Interestingly, some countries like Spain are being put under a fair amount of EU pressure at the present

5 A number of authors have emphasized the fact that the euro crisis also has elements of a balance-of-payment crisis, and also
that underlying intra-regional divergences in competitiveness have additionally played a crucial role (cf. Giavazzi & Spaventa
2010). Given that regional trade imbalances are without doubt a crucial problem in the euro crisis (Dullien 2009), it is important that
other RMCs learn the lessons of the European experience. Having this in mind, we believe that one can analytically focus on the
issues specified above without covering the question of intra-regional current account imbalances. Specifically, there are empirical
indications that the problems of a liquidity squeeze, the lack of a LOLR for governments as well as the problems related to the
insufficient coordination of financial oversight and regulation are serious problems in themselves even if there are no regional
imbalances. Ireland, for example, ran a rather modest current account deficit in the late 2000s and had already corrected that
deficit by 2010. Yet, the country still has to live with a IMF-EU programme. In 2012, bond spreads for Austria and the Netherlands
were increasing, while there was a talk of those governments having problems to finance their deficits — even as they were running
current account surpluses. While not all problems of the euro zone would disappear if the question of fiscal surveillance, liquidity
provision for governments and financial oversight were tackled, it would certainly remove important elements of its vulnerability.

" In fact, even in early 2010 the view that contagion from a Greek default would be limited was widely shared by German
economists. See, for example, Dieter (2010) or Enderlein (2010).
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juncture — even though their debt-to-GDP ratio has not been particularly high as compared to other OECD
countries like Japan, the UK or the USA.

Table 1: Budget balance and debt to GDP ratios in 2007 and 2011

Budget Balance as % Gross Government

of GDP Debt as % of GDP

2007 2011 2007 2011
Austria -1.0 -3.4 63.4 79.9
Belgium -0.3 -3.5 88.0 100.3
Estonia 24 0.1 7.3 12.3
Finland 5.3 -2.0 41.4 61.2
France -2.7 -5.7 73.0 98.6
Germany 0.2 -1.2 65.6 86.9
Greece -6.8 -9.0 115.0 165.1
Ireland 0.1 -10.3 28.7 112.6
Italy -1.6 -3.6 112.1 127.7
Japan -2.4 -8.9 167.0 211.7
Luxembourg 3.7 -1.2 11.3 28.2
Netherlands 0.2 -4.2 515 72.5
Portugal -3.2 -5.9 75.4 111.9
Slovak Republic -1.8 -5.9 32.9 49.8
Slovenia 0.0 -5.3 30.7 53.7
Spain 1.9 -6.2 42.3 74.1
United Kingdom -2.8 -9.4 47.2 90.0
United States -2.9 -10.0 62.1 97.6
Euro Area -0.7 -4.0 71.8 95.6
Source: OECD Economic Outlook, November 2011

While Greece had actually seen a decrease in its debt-to-GDP ratio from 119 per cent in 2001 to 113 per
cent in 2005, the underlying public finances were unsustainable. Greece had been violating the Stability and
Growth Pact in any given year since its accession to the euro area (from 2001 onwards), with deficits always
being clearly above 3 per cent of GDP. This problem was not detected, however, due to a number of
incidents of misreporting by the Greek statistical authorities. Moreover, Greece experienced a benign debt-
to-GDP trend in the 2000s as the nominal growth rate was artificially pushed up by high domestic inflation,
which resulted in an artificially inflated nominal GDP (and hence mathematically in a lower debt-to-GDP
ratio). As this high inflation also led to huge external imbalances these circumstances were simply
unsustainable. When the global financial and economic crisis hit in 2008, Greece was in the position that the
subsequent recession would push its public finances clearly and noticeably into unsustainable territory.8
While the no-bail-out rule was clear on paper, the euro area member states were nevertheless not
willing to execute it in practice. As Greek government bonds were largely held abroad (and a significant
share of them by banks of the euro area outside Greece, especially French ones), they quickly came to
realize that a Greek default would have significant externalities for the other member countries even though

8 For an early assessment of the unsustainability of Greek debt, see Dullien and Schwarzer (2010).
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the share of the Greek economy in EMU GDP was rather tiny and trade linkages were rather

limited. Hence,

they decided to put together a rescue package for Greece in early 2010. The lesson from that country was
that a fiscal framework that defers deficits and debts mainly to the national level in a regional integration
agreement cannot be stable if the financial sectors are integrated, and if there is large cross-border holding

of sovereign debt and/or large cross-border inter-bank lending.

Figure 1: Euro zone government debt as per cent of GDP
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Figure 2: Fiscal deficit in the euro zone as per cent of GDP 1998-2011
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The Irish case is more complicated and is linked to the lack of efficient regional financial regulation: Ireland
had solid public finances prior to the crisis, with a surplus of 0.1 per cent of GDP in 2007 and a debt-to-GDP
ratio of only 28.7 per cent. As the global economic and financial crisis hit Ireland, its domestic real estate
bubble burst — alongside the same event happening in the United States — even though the country had
ample fiscal space for standard counter-cyclical fiscal policies. However, the problem in Ireland was that the
domestic banking system had expanded its balance sheet to several hundred per cent of GDP in the years
prior to the crisis, with lending to the non-financial private sector alone having reached more than 200 per
cent of GDP (Connor et al. 2010).° Underpinning domestic borrowing was, to a large extent, the real estate
and construction boom — which was in Ireland several times larger than it was in the US. In contrast to the
US, however, securitization did not play a significant role in the Irish banking crisis. In 2008, the banks’ net
foreign liabilities amounted to more than 60 per cent of the Irish GDP (Honohan 2009), with a large share of
them coming from other banks in the euro area (Connor et al. 2010). It is safe to say that the opportunities
for Irish banks to borrow abroad to such an extent had only been made possible by the financial market
integration that followed European integration and the establishment of the European monetary union.

When real estate prices in Ireland started to drop and problems in the banking sector began to
emerge a bank run was inevitable. At the same time, the Irish banks’ financing of the euro area inter-bank
market dried up. In late 2008, when the Anglo Irish Bank was unable to roll over its foreign debt and ran out
of collateral eligible for ECB refinancing, the government issued a blanket guarantee to all banks — virtually
covering all liabilities. This guarantee has been estimated to have amounted to €370 billion, or 240 per cent
of the Irish GDP (McGowan 2011). In the following months the government tried to resolve insolvent banks,
but did so only slowly — and it turned out that the Irish banking system had significant solvency problems.
The initial guarantee in the end came with genuine costs to the Irish government.

While the initial problem was a national one and the guarantee issued was aimed at calming a
national bank run, it was soon accepted and actively supported by European partners who feared losses and
potential bank failures in their own national banking systems should the Irish government renege on its
guarantee. However, the banking guarantee ruined Ireland’s fiscal position. With direct fiscal costs being
estimated at more than 40 per cent of GDP (hence making the Irish banking crisis one of the most expensive
to have ever hit a developed country; see McGowan 2011), the country has seen its debt-to-GDP ratio be
catapulted up to more than 100 per cent of GDP. The sustainability of the Irish debt itself is now in question
(Wheelan 2011).

In hindsight, it is now undisputed that Irish supervisors had not only been lax in their regulation of
the offshore financial sector but also of the national banking sector (McGowan 2011), to such an extent that
The New York Times even called Ireland the ‘Wild West of European Finance’ (Lavery & O’Brian 2005).
Trying to attract financial business from the rest of Europe, Ireland developed a large offshore banking
sector. From a rational choice perspective, such a policy makes sense for a small country as it can benefit
from the additional business while at least part of the potential costs of insufficient regulation will effectively
be borne by the rest of the monetary union. The Irish case can thus be seen as a sovereign debt crisis
evolving out of the specific incentives offered to under-regulate a national financial system within a monetary
integration agreement that has integrated financial markets.

The Irish case — with a banking system that had grown disproportionate to the country’s economic
size — is only the tip of the iceberg with regard to the problems of financial market regulation in the EU. As
became evident during the crisis, in some countries individual financial institutions had not only grown too big
to fail (since they had achieved a systemically important role in the financial system governing the euro area
as a whole), but they had reached a size where it had become increasingly difficult for them to be saved by
their national governments alone. One example is the financial group Dexia, which resulted from the merger
in the late 1990s of French and Belgian financial institutions listed both in Brussels and Paris. With total

9 In addition to the domestically active banks, prior to the global crisis Ireland had developed a large offshore banking sector and
as a country had foreign assets and liabilities amounting to more than 3000 per cent of GDP (Lane 2011).
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assets of approximately €560 billion it can be said to be rather large. When Dexia got into trouble during the
global crisis, it was not initially clear which of the two countries was responsible for the resolution of the
problem and for capital injection. Finally, a deal was brokered between the governments of Belgium, France
and Luxembourg to share the burden of providing financial assistance to this group.

Compared to Belgium’s national GDP of roughly only €350 billion, Dexia’s balance sheet is huge.
Moreover, Belgium already in 2011 was heavily indebted, with a debt-to-GDP ratio of 100 per cent — so that
any potential rescue packages for Dexia carried the risk of taking Belgium’s public finances outside of the
realm of sustainability. Compared to Dexia’s huge balance sheet, the Belgian government could actually
inject a relatively small amount of capital in 2009, to the tune of €6 billion. The public guarantees issued at
the same time — to the tune of €150 billion, of which Belgium provided slightly more than 60 per cent — have
the potential to make Belgium a second Ireland.

Hence, the lack of a common resolution framework and a fiscal authority that would be able to pay
in times of debt crisis explains some aspects of the euro crisis. However, only in conjunction with the second
element mentioned above — namely the lack of a LOLR for governments in the euro area — can the further
spread of the euro crisis to countries such as Italy or Spain be explained. While the ECB, in principle, acts as
a LOLR for illiquid yet solvent banks, and has demonstrated its willingness to do so with the large volume of
long-term financing operations undertaken in late 2011 and early 2012, there is still no LOLR for sovereign
debtors.

Yet governments can, similar to banks, be subject to a liquidity crisis that then leads to solvency
problems, as explained in multiple equilibria models (see Part Il). In countries such as Japan, the UK or the
US, despite having much higher debt-to-GDP-ratios than countries in the euro area, the yields on
government bonds have in general remained low. These countries all possess a congruity between their
monetary authorities, their legislative bodies and their fiscal authorities. In addition, the governments in these
countries are all predominantly indebted in their own currencies. In their case, it is generally expected that
the central bank would lend to the national government in times of liquidity problems (possibly after a change
in the central bank’s legal framework). Hence, investors do not have to fear a liquidity squeeze that could
turn into a solvency problem. Just by the mere existence of the option of liquidity provision, expectations are
stabilized in the good equilibrium and a self-fulfilling fiscal crisis becomes unlikely or even impossible.

This is not so in the euro area: the ECB has explicitly declined to take on the role of LOLR for
national governments, as a result of which a self-fulfilling fiscal crisis becomes a genuine possibility. In fact,
the mechanism explained above has most likely been at play in the spread of the euro crisis to Italy and
Spain. While the latter has also experienced a real estate bubble burst, its banks have remained much
healthier than the Irish ones have. Moreover, Spain has had a very moderate debt-to-GDP ratio throughout
the crisis years, yet spreads on its government bonds have risen strongly — fuelling doubts about the
sustainability of Spain’s debt.

The case of Italy has been similar: the country previously had a high level of government debt. Yet
its deficit has remained moderate, even during the financial crisis. It is easy to envision an adjustment path
that would quickly stabilize and reduce the debt-to-GDP ratio. Market mistrust of Italy erupted only in July
2010 in the wake of a relatively minor dispute between then Prime Minister Silvio Berlusconi and his Finance
Minister. At some point, however, spreads reached alarmingly high levels, and it was only then that
sustainability was called into question.

In the euro area, however, the pre-crisis integration approach has not only led to the current euro
crisis, but has also caused institutional change. Relatively early on, and already during the financial crisis of
2008-9, it became apparent that the framework of European financial sector regulation and supervision was
not sufficient. With the increasing integration of financial markets, the earlier regulatory framework in the EU
now seemed outdated. As a consequence, the EU revamped its regulatory and supervisory structure with
the intention of creating a pan-European system of supervisory agencies for financial markets, banks and
insurances. Moreover, a systemic risk board for the European Union has been created. In principle, this new
system is supposed to also be responsible for coordinating the oversight and resolution of cross-border
financial institutions. An additional element that was decided upon at the Euro Area Summit in June 2012 —
when European leaders committed to form a ‘banking union’, under the auspices of which the ECB will be
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given the right to supervise at least systemically important institutions and the possibility of bank
recapitalization from a pan-European level. While the new system is far from being perfect (and important
details remain open at the time of writing), it shows at least some strong institutional dynamics in the
direction of the centralization of financial market regulation and oversight.

The sovereign debt crisis has led to further institutional changes: with the new Fiscal Compact
Treaty (or formally Treaty on Stability, Coordination and Governance in the Economic and Monetary Union)
negotiated in 2012, which place much stricter limits on national budget deficits than the old Stability and
Growth Pact did, and the so-called ‘six-pack regulation’ (a set of secondary pieces of EU legislation
tightening the Stability and Growth Pact and providing specific rules for fiscal and macro-economic policy
coordination), which aims at the much closer coordination and monitoring of fiscal policies among euro
member states, the EU has reacted to the challenges posed by the virtual absence of fiscal policy
coordination. Of course, this solution might in future prove to be dysfunctional as it forces the euro area to
synchronize austerity — which will most likely dampen economic growth and worsen the debt problem.
However, the passage into law of these new rules demonstrates the endogenous dynamics driving the EU
towards further integration, and hence underlines the instability of the current institutional set-up.

Finally, Europe has started to tackle the problem of a missing LOLR. While euro member states
have not altered the legal foundations of the ECB, they have created nonetheless the European Financial
Stability Facility (EFSF) and the European Stability Mechanism (ESM). Both mechanisms are designed to
work with cash deposits from members and guaranteed loans from financial markets, and will be able to give
loans to countries with liquidity problems. Together with the IMF, these two mechanisms now provide a
framework for liquidity provision. Within the typical adjustment programmes, such as those implemented in
Greece, Ireland and Portugal, the IMF as well as the European institutions have lent funds, while the former
has directed the technical implementation of the programme as the EU commission was seen to lack the
necessary technical expertise to do so.

Of course, the EFSF and the ESM cannot fully substitute for a LOLR as their resources are limited
to the cash injections and guarantees provided by member states. However, they do offer a variation on
some key LOLR services and can be expected to at least prevent the emergence of self-fulfilling fiscal crises
for smaller euro member states. Whether they are large enough to solve the simultaneous crises of
confidence of several larger EMU member states — such as the one being experienced at the moment —
remains to be seen however.

Should the EFSF and the ESM fail to provide the necessary means, an introduction of euro bonds
still seems to be a feasible possibility and is one currently under discussion. In this way, euro countries could
issue bonds with joint and several liabilities.' If these bonds were adequately constructed, one could expect
the interest rates on them to be below the current average for euro bonds. While self-fulfilling crises could, of
course, still be possible, they would be less likely given that the overall fiscal position of the euro area is
more stable than that of the individual crisis countries. Moreover, the ECB’s President Mario Draghi's
announcement in the summer of 2012 to intervene in government bond markets for countries with an ESM
programme if necessary also vastly increases the possible impact of liquidity provision by the latter.

In sum, the experience of the euro area over the past years has clearly shown, therefore, that the
current level of integration — a full monetary union with integrated financial markets, but without a centralized
financial oversight structure, without stronger fiscal policy coordination or centralization and without a LOLR
for sovereign states — is not a suitable proposition for long-term stability.

4. Liquidity pooling and regional financial market initiatives in Asia and Latin America
4.1 Regional liquidity pooling

Regional self-insurance mechanisms, such as swap arrangements or regional liquidity pooling, hold a strong
appeal as efficient ways of self-insuring against short-term liquidity shortages (Ocampo 2006) during periods

1% For an overview of the different proposals, see EU Commission (2011). The debate is made more complicated, however, by the
limits that the German constitutional court has spelt out for such euro bonds, meaning that it might be necessary to amend the
German constitution in order to be able to introduce them.
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of massive private capital outflows. In this context, mechanisms such as the Chiang Mai Initiative
Multilateralization (CMIM) (Sachs et al. 2010) and the Fondo Latinoamericano de Reservas (FLAR) (Imbs &
Mauro 2007) have increasingly gained attention, particularly during the recent global financial crisis.

A regional liquidity pool is usually coordinated through a common regional fund to which member
countries subscribe and dedicate a previously agreed amount of their reserve holdings. Once agreement on
the volume, maturity, fees, interest rate payments and conditionality of the financing has been reached,
member countries gain access to immediate, short-term or medium-term financing, depending on the volume
and structure of the fund. Alternatively, liquidity pooling can be realized by regional bilateral swap
arrangements concluded between the participating central banks of a region.

Regional and global liquidity provision mechanisms supplement each other (Henning 2011). In this
context, regional reserve funds may on the one hand constitute a more flexible tool for reserve provision —
one that can be more easily and rapidly accessed than can international mechanisms of assistance. On the
other hand, regional reserve funds are relatively small compared to those of global mechanisms like the IMF.
In addition to its comparatively small size, for example, the CMIM partly failed to prove itself as a strong
institution capable of providing an insurance mechanism during the recent crisis (ADB 2010; Aizenman et al.
2011; Sussangkarn 2011).

In regional liquidity pooling mechanisms, the coordination requirements in terms of fiscal policies
and financial market regulation are rather low — as compared not only to the case of monetary integration
projects such as the euro, but also to other forms of regional monetary cooperation. This leads to a more
fundamental question about the kind of coordination required with regard to fiscal policies, liquidity provision
and financial regulation in order to create a liquidity pool at the regional level.

First, in a regional reserve pooling mechanism monetary policy is independently formulated by each
of the member countries, and hence regional fiscal policy coordination does not seem necessary. At the
same time, a regional reserve pooling mechanism requires an incentive structure and transparent
conditionality criteria that ensure sustainability. Along with Ocampo and Titelman (2009), who point out that
regional ownership of the common liquidity pool facilitates the enforcement of conditionality criteria, one may
consider such an ownership structure a de facto substitute for fiscal coordination.

Second, when evaluating the stability of regional liquidity pooling schemes, the liquidity provision in
foreign exchange (typically the US dollar) to solvent yet illiquid sovereign states, through the pooling of
reserves, represents the core feature of this form of regional monetary cooperation. In contrast to a regional
central bank in a common monetary area such as the euro, these schemes can be described as a kind of
‘quasi-LOLR’. In the context of our analysis of the fallacies in the design of the ECB and revealed by the
current euro crisis, whether such a mechanism is able to prevent a self-fulfilling crisis from unfolding strongly
depends on three factors: (i) the absolute size of the regional pooling; (ii) the relative size of liquidity
available for single member countries; and, (iii) the symmetry between the reactions of member countries to
the crisis.

The question regarding absolute size (i) is easy to address: the higher the amount of shared
liquidity, the higher its potential stabilization effect. Yet, especially with regards to the relative size of liquidity
available to individual member countries (i), the effectiveness of regional liquidity sharing for each member
country varies according to the size of the member: smaller member countries usually benefit more. At the
same time, while a regional reserve pool requires the existence of diversified and financially strong members
of a large size who can substantially contribute to the volume of the pool, larger countries benefit less since
the amount of funds available are likely to be too small relative to their liquidity needs. Regarding the
symmetry of the member countries’ reaction to shocks (iii), regional self-insurance mechanisms only work if
the pooled resources are not drawn on by all member countries at the same time (Eichengreen 2006; Imbs &
Mauro 2007). On the one side, asymmetric business cycles and crisis reactions provide for an effective use
of the regional pooling mechanism, while on the other they may endanger further regional monetary
cooperation if the member countries develop too disparately — as has been correctly identified by OCA
approaches.

Finally, as regional liquidity pooling of foreign exchange reserves does not per se create an
incentive for regional financial integration, this mechanism does not necessarily require any efforts to be
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made in terms of coordinating financial regulation beyond the multilaterally agreed standards.

Fondo Latinoamericano de Reservas (FLAR)

The FLAR was founded in 1978, and currently has six member countries originating from the Andean region
— Bolivia, Colombia, Ecuador, Peru, Uruguay and Venezuela plus Costa Rica,. It is of a rather small size,
with a subscribed capital of US$ 2.3 billion and paid-in capital that did not reach US$ 2 billion in 2010 (FLAR
2010). The FLAR operates as a trust where central banks from member countries may borrow in proportion
to their capital contribution in five differently designed credit facilities. The paid-in capital of the member
countries defines their borrowing capacity from the fund. The FLAR is a quickly disbursing institution, having
less strict conditionality associated with borrowing than the IMF does (Ocampo 2006).

With regard to balance of payment support and liquidity provision, the FLAR disbursed credits of
US$ 5.3 hillion between 1978 and 2007. The largest share was disbursed in the 1980s, as well as during the
crises of 1998-1999; in these periods, FLAR financing was larger than that of the IMF (Ocampo & Titelman
2009). Bolivia and Ecuador draw most funds as recipient countries (above 50 per cent of all disbursements),
while Venezuela — the largest economy among the member countries — is a non-borrowing member. During
the recent financial crisis the aforementioned one-sided benefit for smaller countries was true in the case of
the FLAR too, since only Ecuador relied on FLAR borrowing to counter potential crisis contagion (Moodys
2009). In terms of the aforementioned considerations for fiscal cooperation, the FLAR's excellent
performance rates are based on strong enforcement conditions that appear to be a de facto substitute for
fiscal rules. The FLAR has a zero default rate that Ocampo (2006) links to the strong sense of ownership
that exists among members of the regional fund (FLAR 2011).

We will now look for the case of the FLAR at the three aforementioned criteria for the stability of
regional liquidity pools and their ability to prevent a liquidity crisis from turning into a deep solvency crisis.
Even though it is able to counter-cyclically provide liquidity to member countries, overall borrowing has so far
been limited in terms of the total volume taken (see Figure 3). One reason for this is that the fund’'s absolute
size (i) is very small.

The small size of the FLAR may eventually be compensated for by its high speed of liquidity
provision, a feat which has been repeatedly praised by its member countries (Ocampo 2006). Due to the
absence of conditionality, the FLAR was able to react quickly — as compared to most kind of IMF
disbursements — to the liquidity demands of member countries. However, given the moderate debt-to-GDP
ratios of the member countries the mechanism seems to provide a stable mechanism of temporary liquidity
provision — at least for the smaller ones (see Figure 4).

Figure 3: The FLAR — Approved Credit
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Figure 4: FLAR Members: government debt as a per cent of GDP
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Source: Reinhart & Rogoff (2009). Note: government debt as per cent of GDP defined as total (domestic plus
external) gross central government debt/GDP (where gross central government debt is mot available, general
government debt was used).

With regard to its relative weight for single member countries (ii), the comparison of FLAR credit
disbursements to those of the IMF for Bolivia and Ecuador shows the relative importance and use of the
FLAR for the small member countries (see Figure 4). This would be different if, for instance, Venezuela — as
the largest member country — would draw on the fund and hence quickly exceed the latter’s volume.

Table 2: Credit provided by the FLAR and the IMF to FLAR member countries (in US$ million)

Time Period FLAR IMF FLAR/IMF
1978-1981 90 626 0.1
1982-1985 1382 1005 1.2
1986-1989 1372 1494 0.9
1990-1993 860 3228 0.3
1994-1997 267 1012 0.3
1998-2001 994 305 3.3
2002—-2005 737 342 2.2
2006-2010 480 0 N/A

Source: Machinea & Titelman (2007) (translated into English by ourselves)

Regarding the symmetry between the reactions of member countries to crisis (iii), the business cycles are
sufficiently uncorrelated, providing for certain stability in this regional cooperation arrangement (Machinea &
Titelman 2007; Ocampo & Titelman 2009).

Chiang Mai Initiative Multilateralization (CMIM)

In 2000 the original ASEAN-5 countries — Indonesia, Malaysia, Philippines, Singapore and Thailand —
expanded their original bilateral swap arrangements (ASEAN Swap Arrangement, ASA) to include bilateral
swaps between each of these five countries and China, Japan and South Korea (the ‘plus-three’ countries),
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known collectively as the Chiang Mai Initiative (CMI). At this point, the ASEAN member countries — Brunei,
Cambodia, Laos, Myanmar and Vietnam — who had joined more recently were not involved. The funding
underpinning the CMI was later expanded and increased in size to US$ 90 billion. The CMI was
multilateralized in 2010 (known as CMI Multilateralization, CMIM).ll Meanwhile, reserve accumulation in
Southeast Asia boomed — with about half of total world reserve holdings and a total amount of more than
US$ 3 trillion being held in China alone by the end of 2011. The perceived need for a regional liquidity pool
has hence diminished in light of these developments (ADBI 2011).

First, with regard to fiscal cooperation, one needs to take into account the link between the CMIM
and the IMF. A core conditionality of the CMIM, similar to the CMI set-up, is that only 20 per cent of the swap
amount can be used without it being done under an IMF-supervised programme. This IMF-linked
conditionality can be considered as a de facto substitute for regional fiscal cooperation. On the one hand,
this may significantly increase the stability of the mechanism. On the other, however, following Ocampo and
Titelman (2009), IMF involvement has a detrimental effect in that it reduces regional ownership and thus
weakens the enforceability of the regional cooperation arrangement. In addition, the IMF’s involvement in the
lending facilities for disbursements of more than 20 per cent of the country’s drawing rights involves an
inevitable time lag that has to be seen as a major hindrance to speedy short-term liquidity provision, and may
thus need to be discussed again regarding future use by the CMIM. During the global financial crisis, CMI
swaps were not yet useable since a surveillance unit was still missing, and hence countries were unwilling to
participate in currency swaps. While the process of setting up the CMIM is ongoing, the AMRO is supposed
fill this gap (Rana 2011).

Second, regarding the efficiency of liquidity provision to illiquid yet solvent sovereign states, the
absolute size (i) of the CMI has been growing substantially over time. Yet, there is an intense debate
currently taking place about the adequate size of regional liquidity pooling in Asia (see ADBI 2011a).

During the global financial crisis, most emerging economies were in the position to draw on their
own accumulated foreign reserves to counterbalance the consequential reduction in foreign financing. In
addition, however, rather than relying on existing regional mechanisms such as the CMIM or international
mechanisms of liquidity provision channelled through the IMF, some countries were offered the possibility to
draw on bilateral swap arrangements with the Federal Reserve Bank of the US (Brazil, Mexico, South Korea
and Singapore). It was South Korea that, in addition to drawing on its own foreign exchange reserves, made
use of this swap arrangement with an amount of US$ 30 billion. Yet, it needs to be taken into account that
such bilateral swap arrangements are provided in the economic and political interests of the offering country,
in this case the US — and hence two important aspects should be borne in mind. First, bilateral swap
arrangements are a viable option of liquidity provision only for well-developed emerging markets, while,
second, ad hoc bilateral swap arrangements cannot be considered a satisfactory medium- to long-term
strategy in response to liquidity crises (see also Aizenman et al. 2011). Hence, reconsidering the core design
and set-up of regional mechanisms such as the CMIM remains important (see also Volz 2012).

With regard to the relative size of the CMIM for its member countries (ii), it is the role of China and
Japan in particular that gives the mechanism a very high level of stability. Both countries participate with very
high shares in liquidity provision, yet de facto are not expected to draw on these funds — due to their
domestically accumulated foreign reserves which far exceed the volume of the CMIM. On the contrary, and
especially for the more recent ASEAN members such as Brunei and Vietnam, the current level of CMIM
liquidity would be more than sufficient. As the debt-to-GDP ratios of ASEAN+3 countries illustrate, smaller
member countries in particular do not endanger the mechanism as a whole and therefore benefit the most
from it as borrowers (see Figure 5). If China and Japan were to draw on the CMIM, however, the mechanism
certainly could not be considered a stable arrangement.

™ The CMIM's financial size is currently US$ 120 billion, with ASEAN countries contributing 20 per cent while China, Japan and
South Korea provide the remaining 80 per cent — wherein China and Japan each share 40 per cent of the burden. The Executive
Level Decision Making Body (ELDMB) — the deputy level of the member countries’ finance ministers — is entitled to decide upon
lending, renewal and default by a two-thirds majority. The ASEAN+3 Macroeconomic Research Office (AMRO) is responsible for
managing the CMIM.
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Figure 5: ASEAN+5 members: government debt as a per cent of GDP*
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*Note: Government Debt as per cent of GDP defined as total (domestic plus external) gross central
government debt/GDP (where gross central government debt is not available, general government debt was
used).

At the same time, high business cycle synchronization (iii) due to far-reaching trade and financial integration,
outlined in more detail below, may de facto limit the effectiveness and stability of this regional mechanism —
as the member countries tend to demand international liquidity in a rather synchronized manner that may
exceed the fund’s actual volume.

4.1 Regional financial market initiatives

One possible way that developing countries could avoid dependence on costly foreign finance — and the
knock-on effect of financial instability — is by working to foster regional financial nmarket development,
especially with respect to bond markets. Such a strategy has received a degree of attention within RMCs, for
example through the Asian Bond Markets Initiative (ABMI) of the ASEAN and its three partner countries
China, Japan and South Korea (ASEAN 2008). Creating regional financial markets through the regional
expansion of issuance and the demand for local currency bonds (LCBS) represents one promising strategy
for enhancing financial development and providing financial stability (Borensztein et al. 2008).

Regional financial market development initiatives aim to provide market infrastructure and financial
means for commencing and/or intensifying regional and international local currency lending and borrowing
for member countries. Such initiatives hence focus on both the supply and the demand side of the bond
market, and can be established through a regional multilateral financial institution — be it a multilateral
development bank or a regional fund. A regional multilateral financial institution is likely to be in a better
position than individual countries are to attract international investments — and thus to facilitate not only the
issuance of LCBs but also the increased demand for them, thereby bridging the gap between international
and regional financial markets (Birdsall & Rojas-Suarez 2004). Additionally, regional financial markets can be
developed through the collaborative creation of a regional market for LCBs — achieved through the provision
of the necessary infrastructure and funding at the regional level.

Such regional financial market development initiatives can be tailored to the participating countries’
requirements regarding financial stability and market sophistication (UNCTAD 2007). Furthermore, regional
markets provide an opportunity to introduce additional innovative financial instruments that involve less risk
of balance-sheet mismatches and financing costs for the issuing countries (Lee & Park 2010). For the
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majority of smaller developing economies in particular, the creation of financial markets at the regional level
is more likely to result in success than if each country were to individually try to establish a market for local
currency, debt instruments or other financing mechanisms (Eichengreen et al. 2006).

The coordination mechanisms required for regional financial market development initiatives to be
stable in the aforementioned sense may be best understood as a process that increasingly gains importance
with stronger cross-border financial links between the member countries’ currencies.

First, fiscal coordination is increasingly required to the extent that rising regional cross-border
holdings of government bonds increase the danger of regional spillovers of liquidity and solvency crises
among neighbouring sovereign states, as the case of the euro area demonstrates. Hence, the destabilizing
effects of national sovereign debt crises at the regional level increase with more successful initiatives. In
case of a successfully developed financial market initiative, fiscal coordination may not only be a supporting
factor for developing regional markets but may also become a crucial ingredient in the medium- to long-term
survival of the initiative.

Second, the likelihood of a liquidity crisis turning into a solvency crisis depends on the economic
size and strength of its member countries and the success of the initiative. Financial market initiatives aim to
increase liquidity provision in local currencies, thus increasing the regional central banks’ capacity to act as a
LOLR. Again, intra-regional asymmetries seem to play a crucial role in the degree of stability that regional
financial market initiatives experience. Stability may increase substantially if at least one financially strong
member country exists that is in a position to act as a benchmark for the development of market standards
and infrastructure — and as a market maker in the establishment of LCB markets. Such mechanisms gain
additional stability if smaller member countries indebt themselves in the currency of such an ‘anchor’ country,
and are thus able to service their debt through intra-regional trade surpluses against it. Furthermore, the
anchor country provides for the financial endowment of either a regional multilateral institution or a regional
fund that can help to develop the demand for LCBs.

Third, the design of the initiatives’ approach to regional financial market regulation is important in
order to prevent the stagnation or break-up of the arrangement upon increasingly successful cross-border
financial integration. Regional LCB issues are intended to decrease risks linked to unhedged foreign
currency debt/foreign exchange exposure. Depending on the degree of success and sophistication of the
arrangement, as mentioned above cross-border LCB issues may increase the risks associated with domestic
financial crises if the national and/or regional financial markets are under-regulated. With a highly integrated
regional financial market, such dangers of contagion — in terms of a lack of surveillance and of prudential
regulation — exist especially if individual financial institutions develop a regional systemically important size
whose bail-out may affect the financial stability of other member countries. Hence, with the advent of
increasing success, regulatory oversight is needed to prevent the arrangement from collapsing in the event
of an external shock.

Asian bond market initiatives I+l
Apart from regional liquidity pooling, the second major field of regional cooperation in the ASEAN/ASEAN+3
is the development of financial market initiatives (Ma & Remolona 2006). Three major initiatives are currently
in place to enhance regional financial market development. The first of these is the Asian Bond Market
Initiative (ABMI) that was launched in 2002, with the aim of developing liquid primary and secondary bond
markets and of recycling external surpluses into financing investment within the region (ASEAN+3 2008).
Within the framework of the ABMI, the Asian Development Bank (ADB) plays a crucial role: first, as
a market maker for regional financial markets; second, as a facilitator of regional policy dialogue; and, third,
as a promoter of the dissemination of information. The ADB’s market-making role in financial market
development primarily reveals itself in the provision of credit and political risk guarantees and bond issues
denominated in regional currencies. Also, the ADB provides technical assistance to strengthen market
infrastructure for regional bond markets. The bank’s triple-A credit rating and diversified risk-structure of its
portfolio play a crucial role as they enable the bank to raise funds in international financial markets at more
favourable conditions than most of the member countries themselves. They also allow the ADB to attract
extra-regional market participants to regional financial markets.
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Second and third, in addition to the ABMI, two complementary initiatives were set up in 2003 and
2004 respectively: Asian Bond Funds (ABF) | and Il (Ma & Remolona 2005). ABF | has a capitalization of
US$ 1 billion and is managed by the Bank for International Settlements (BIS). ABF | invests in US dollar-
denominated bonds issued by governments or quasi-government institutions of eight of the Executives’
Meeting of East Asia Pacific Central Banks (EMEAP) countries — hamely China, Hong Kong, South Korea,
Indonesia, Malaysia, the Philippines and Thailand. Ma and Remolona (2005) note that ABF initiatives were
the first in which a regional financial institution contributed resources to the setup of a regional bond fund,
based on regional reserve pooling. ABF Il was established about a year later, so as to directly address the
problem of currency mismatches: ABF Il is capitalized with US$ 2 billion and takes on investments in local
currency-denominated bonds issued by the same eight East Asian governments or quasi-government
institutions (Henning 2005).

Their still small size to date does not allow us to draw final conclusions at the regional level about
ABF I+II's requirements for fiscal cooperation and financial regulation, nor about the extension of the LOLR
function to illiquid sovereign member states. Overall, investment opportunities in the region’s local currency
bonds have increased. From the point of view of the provision of liquidity in local currency, and hence the
minimization of exposure to foreign exchange volatility, ABF I+ll have developed into relatively stable
mechanisms. Yet, more requirements in terms of coordination efforts will be needed with the further
development of both these initiatives. As such, ABF I+l cannot be evaluated in light of temporary liquidity
provision but rather by assessing their contribution to preventing negative spillovers from external crises.

During the global financial crisis, Southeast Asia generally experienced little negative spillover
effects — yet this was more due to strong economic growth in the region and its financial market conditions,
as well as to its minimal exposure to US subprime mortgages. Both the financial market development
initiatives and the CMIM were at that time not (yet) readily available mechanisms for weathering the storms
of international volatility. The region hence needs to further develop their own mechanism(s) for regional
temporary liquidity provision and regional financial market development and regulation. In this vein, the
global financial crisis considerably contributed to the enhancement of efforts regarding regional and domestic
market development in Southeast Asia, which have been escalated so as to further reduce dependence on
extra-regional capital inflows (Shimizu 2010).

5. Conclusion

This paper has asked what lessons regional monetary cooperation schemes around the world can learn from
the current euro crisis. Specifically, we asked whether the neo-functionalist notion of an ‘ever closer union’
holds true — in other words, whether there are inherent dynamics that promote ever-increasing integration
towards final political union once the integration process has started, or whether there might be a stable
equilibrium of financial and monetary integration before political integration. We have defined such a stable
equilibrium as the point at which a regional integration arrangement can absorb economic shocks without
causing the breakup, scaling back or necessity driven deepening of the respective form of regional
integration.

In the case of the euro zone, we are of the view that this arrangement runs the risk of breaking up if
its institutional cooperation mechanisms are not deepened. Yet, we argue that tighter and more strict control
of national budgetary policies — and especially government deficits and debt — which is the understanding of
the German government when it refers to political union — and which has been embodied in the fiscal
compact treaty agreed upon in late 2011 — is not the key challenge that needs to be addressed in order to
solve this crisis. While some degree of closer fiscal cooperation in terms of surveillance and sanctioning
mechanisms may be sufficient, we find that the full provision of LOLR facilities for solvent but illiquid
sovereign debtors is the key to preventing further spillover effects diffusing to other member countries.

We found relevant lessons from developing countries to be taken into account for the euro crisis
resolution. This includes the realization that liquidity and solvency problems need to be clearly distinguished
from each other. In the case of liquidity issues ample funds need to be made available quickly and without
unrelated conditionality. Liquidity provision by a third party, such as a regional central bank, can be highly
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efficient in preventing negative expectations from becoming self-fulfilling according to models with multiple
equilibria. In the case of insolvency, only debt restructuring that aims at a sufficient reduction of the debt
level is capable of preventing further crisis aggravation and contagion effects on other countries in the
region. Had the euro area followed these lessons — and had the member states promised funds more quickly
to countries with liquidity issues such as Spain, while addressing to a sufficient extent early on the solvency
issues in Greece — the recession that has occurred in the euro area might have been less harsh and the
risks of a euro area breakup might have been mitigated earlier.

What lessons can the ongoing euro crisis offer to RMCs in other regions of the world? In this paper
we have analyzed such two arrangements, one in Southeast Asia — the Chiang Mai Initiative
Multilateralization, CMIM — and one in Latin America — Fondo Latinoamericano de Reservas, FLAR — that
have as their intention the provision of international liquidity. Furthermore, we have also addressed the Asian
Bond Markets Initiative (ABMI), which aims to increase the share of domestically denominated financial
contracts in the region, in order to increase the capacity of the various domestic central banks to act as a
LOLR.

The overall finding has been that, according to our definition, the institutional frameworks of these
mechanisms showed a high degree of stability in terms of crisis resilience, even if the member countries of
these arrangements were adversely and asymmetrically hit by shocks from the global financial crisis. The
FLAR in particular plays a relevant role for its smaller member countries, even in the absence of any formal
fiscal coordination and surveillance mechanisms.

Yet, at the same time, the experience of the euro crisis reveals how the underlying financial volume
of a regional arrangement is relevant to the ability to provide liquidity with adequate timing and in sufficient
quantity. In this light, both the FLAR and the CMIM appear rather small, especially for the bigger economies
in the respective regions. One might thus ask if the ‘sense of ownership’ among the group of mostly small
Andean countries might be sufficient as a coordination mechanism if the FLAR were enlarged. Related to the
guestion of ownership, the lesson is different for the case of the Asian CMIM, which was founded in the
aftermath of the Asian crisis and which has had access to an increasing volume of foreign exchange
reserves over the course of the past decade. It seems that the current institutional setting, which externalizes
fiscal surveillance for drawings from the CMIM fund facilities to IMF conditionality, has not destabilized the
mechanism — yet at the same time it has caused a stigmatization effect, which makes the use of the common
liquidity pool less attractive for its members. Thus, developing a more adequate institutional arrangement —
especially for fiscal coordination — seems to be relevant for this nascent institution.

A second key lesson from the euro zone is that far-reaching financial integration makes a key
difference in cooperation requirements, especially in the fields of fiscal and financial regulation, as the
interdependence of financial institutions beyond national borders creates significant spillover effects. This is
relevant especially for the ABMI, which explicitly aims at augmenting the financial integration of the member
countries. The volumes that are involved in creating, among other endeavours, regional bond markets are
still rather small, so the deepening of coordination seems to be an issue that will need to be faced in the near
future.

We draw a third lesson from the problems that intra-regional asymmetries in terms of the economic
size of member countries may cause for RMCs. For the case of the euro, due to the lack of regionally agreed
and monitored financial regulation and oversight, smaller member countries such as Ireland previously had
incentives for financial under-regulation. Thus they attracted large financial inflows and gains for their
domestic financial sector that resulted in significant costs — in terms of the bailing out of financial institutions
— that operated across borders in other eurozone countries. Thus for the case of Europe — and at the current
level of financial integration — intra-regional asymmetries call for deeper cooperation.

On the contrary, in the case of emerging markets and developing countries, where financial
integration up to now has not reached significant levels, the participation of bigger — and especially of
financially stronger — economies seems to increase the stability and efficiency of liquidity-providing
mechanisms, even in regions with low levels of economic coordination. In particular, the somewhat
benevolent participation of regional leaders — such as Brazil in the case of the FLAR, or China and Japan in
the case of Asian regional initiatives — may enable a significant increase in liquidity provision for the smaller
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countries of these regions. Thus, a crucial task for future research is to identify the incentives that can be
offered to entice engagement in these emerging markets, so that member states can be persuaded to
actively participate in regional schemes based on their specific interests. Another related research question
that will need to be tackled is the one of how intra-regional trade and financial imbalances can be adequately
addressed in such arrangements.

In sum, the idea of an ‘ever closer union’, as first advocated by the neo-functionalist approach, in
reality obscures the diversity of potentially stable institutional solutions that can precede the level of political
integration — both in the case of the euro area and of the scrutinized arrangements in Southeast Asia and
Latin America.
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