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Abstracs:

Academic debate in South America favours a MERCOSUR monetary union based on the euro
and the Economic and Monetary Union (EMU), and inspired by the theory of Optimal Currency
Area (OCA). This paper aims to discuss whether the adoption of a single currency in the EMU
mould of monetary union, is appropriate and feasible for the MERCOSUR. Three lessons are
derived for MERCOSUR from the euro and the EMU experience: the adoption of the EMU model
of monetary union would imply deflationary policies; there is the dilemma of sequencing between
political union and economic integration; and the necessity of accounting seriously the concerns
of the OCA literature. The paper also shows that there is no evidence that macroeconomic
convergence is evident in MERCOSUR, since the area only minimally achieved some basic
criteria defined by the OCA literature.
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INTRODUCTION

In 1991, the Asuncion Treaty, signed by Argentina, Brazil, Paraguay and
Uruguay, created The Common Market of the South (thereafter MERCOSUR). At
that time, MERCOSUR was created to be only a Customs Union that came into
effect on 1 January, 1995. The MERCOSUR experience has been characterised
by economic turbulences: in January 1999, the Brazilian currency, real, was de-
valuated and, as a result, it brought some spillover effects in the MERCOSUR
area; recently, more specifically, at the end of 2001 and beginning of 2002, the

" This paper was presented to the Workshop entitled “Towards Macroeconomic
Convergence in MERCOSUR? Lessons from the European Monetary Union”, organised
by the Centre for Brazilian Studies and Argentine Studies Programme, University of
Oxford, and held at St Antony’s College, University of Oxford, 12 June 2001. This paper
was updated, in February 2002, to account for the turbulence in Argentina.
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economic, political and institutional crises in Argentina, characterized by the co-
llapse of the Convertibility Plan® - that is to say, the devaluation of Argentine cu-
rrency -, the default of Argentine foreign debt and tensions among governments
and socio-economic actors’, have caused further macroeconomic instability to
the MERCOSUR countries. This raises the question of whether a monetary union
in this area is the way forward. In 1998 the annual regional summit of
MERCOSUR actually indicated the possibility of creating a single currency. In
December 2000, macroeconomic convergence criteria that included inflation
rates, fiscal deficits, public sector debt and balance of payments, were suggested
as a way forward®. Academic debate in South America favours a MERCOSUR
monetary union based on the European Economic and Monetary Union (EMU),
and inspired by the theory of Optimal Currency Area (OCA) — Edwards, 1998,
Rigolon and Giambiagi, 1999, Giambiagi, 1999, is a representative sample.

The EMU was founded in January 1999 along with the European Central
Bank (ECB), and the launch of the single currency (euro). The euro was establis-
hed for financial transactions with the exchange rates between those national
currencies, which will be absorbed by the euro eventually, fixed (to 6 significant
figures). The euro will replace the component national currencies for all transac-
tions in the first two months of 2002 (the precise dates and arrangements varying
between countries). The value of the euro has declined through most of the pe-
riod of its existence from an initial value vis-a-vis the dollar of $1.18, to parity with
the dollar in December 1999, an all-time low in November 2000 of $0.82, and to
around $0.87 at the time of revising this paper, February 2002. We have explo-
red the explanations for that decline elsewhere (Arestis et al, 2001a, 2001b).

The EMU constitutes a change in the economic, social and political spheres
of Europe. Inevitably, it has been the subject of intense debate. The single cu-
rrency has served to concentrate many diverse aspects of the debate around one
guestion: is the euro in the interests of Europe? And for the purposes of this pa-

! As is well-known, the Convertibility Plan, implemented in April 1991, established by law a
one-to-one parity between the Argentine currency, the peso, and the U.S.dollar. It also
required that the currency in circulation would be equal to the available gold and currency
reserves. As a result, the Central Bank of Argentina became a “currency board”. For an
analysis of the Convertibility Plan, see Fanelli et al (1996).

2 It is important to say that, from December 2001 to January 2002, after the former presi-
dent Fernando de la Rua was forced to resign due to his own mistakes, Argentina had
three different presidents.

% By the way, it was called a “Little Maastricht” for the MERCOSUR.
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per: is the euro experiment a good example for MERCOSUR to adopt? We argue
that the economic impact of the euro, and its accompanying monetary institu-
tions, is likely to be deflationary and destabilising. We do not, however, argue
that the project of a single European currency is inherently flawed, but rather that
the institutional and policy arrangements within which it is embedded are flawed.
On the contrary, we have proposed elsewhere (Arestis, McCauley and Sawyer,
2001) a Keynesian alternative to the economic policies and institutions that cu-
rrently surround the euro. In this way, we argue that the broad question is not
whether to be ‘for’ or ‘against’ the euro per se, but to get the ‘right’ institutional
framework and policy for the achievement of high employment levels throughout
the Union. Lessons based on the euro and the EMU approach, will be derived for
MERCOSUR in this paper.

We proceed in the section that follows to examine the institutional structure
of the euro experiment before we turn our attention to its theoretical
underpinnings. The two sections that follow discuss the problematic nature of
both the institutional arrangements and the theoretical framework, respectively,
upon which they are based. We then concentrate on the lessons for
MERCOSUR that may be drawn from the EMU experience. The realities of the
MERCOSUR proposed arrangements is the focus of the penultimate section. A
final section summarises the argument and concludes.

I. INSTITUTIONAL UNDERPINNINGS

The euro was adopted in January 1999 with the member currencies locked
together from that point, and with the intention that the euro is used as the sole
currency in the participating countries from early 2002. Criteria were set down
under the Maastricht Treaty that were intended to be met by those seeking to join
the euro (see Arestis, Brown and Sawyer, 2001). The convergence criteria were
in nominal terms with no mention of real convergence or even of business cycle
convergence. They included a budget deficit and a government debt criteria de-
signed to establish ‘fiscal responsibility’ in the eyes of the financial markets and
had no underlying rationale. The independence of the ECB, and that of national
central banks, was also part of the list of these criteria. In terms of countries mee-
ting the criteria, it must be said that with the exception of the inflation rate and the
interest rate, they were not met as comfortably as it might have appeared initially. In
fact a great deal of ‘fudging’ took place, and that may have added to the subse-
guent weakness of the euro. In the event, eleven countries out of the 15 member
countries of the EU were deemed to have met both these criteria and joined the
EMU (Greece was not included initially, but in January 2001 was deemed to have
met the criteria and as such is now a member of the EMU).
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The institutional arrangements accompanying the euro involve the creation of
an ‘independent’ (of political control) European System of Central Banks (ESCB)
with its operating arm, the ECB and the national central banks, which is given the
sole policy objective of price stability, defined as a year-on-year increase in the
Harmonised Index of Consumer Prices (HICP) for the euro area of below 2 per
cent over the medium term. The dominant feature of the ECB’s institutional struc-
ture is the complete separation between the monetary authorities (in the form of
the Central Bank) and the fiscal authorities (in the shape of the national govern-
ments comprising the EMU), where the latter are constrained to keep their bud-
get deficit below 3 per cent according to the Stability and Growth Pact, noting
that this implies a budget position in balance or slight surplus over the course of
the business cycle. It follows that there can be little co-ordination of monetary
and fiscal policy. The eurosystem is perhaps unique in having a ‘high level’ mo-
netary authority (the ECB) and in effect no ‘high level fiscal authority with fiscal
policy residing at the national level (albeit constrained by the Stability and Growth
Pact). There cannot be any substantive co-ordination of monetary and fiscal poli-
cies in these circumstances, and there is a sense in which the monetary authority
has the last word in that interest rates are set frequently and can be adjusted to
seek to offset any fiscal policy. It is also the case that the independence of the
ECB and the national central banks places heavy constraints on any co-
ordination of fiscal and monetary policy. For example, ‘neither the ECB, nor a
national central bank, nor any member of their decision making bodies shall seek
or take instructions from Community institutions or bodies, from any government
of a Member States or from any other body’ (Article 7 of The Statute of the Euro-
pean System of Central Banks and of the European Central Bank). Any strict
interpretation of this edict would rule out any attempt at co-ordination of monetary
and fiscal policies. Indeed the primacy of monetary policy over fiscal policy is
guaranteed because of the institutional structure and rules of the ESCB.

The Stability and Growth Pact, which accompanied the introduction of a
single currency, governs the economic policies of the member countries which
have joined the single currency and strongly constrain the policies of those who
aspire to join. It is an important dimension of the institutional framework of the
EMU, and as such we need to discuss it at some length.

Stability and Growth Pact

The Stability and Growth Pact, alongside the Maastricht Treaty, creates four
rules for economic policy. The four rules are that the ECB was granted indepen-
dence from political influence; the introduction of the ‘no-bail out of national go-
vernment deficits’ rule; the prohibition of monetary financing of government
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deficits; and that member states must avoid ‘excessive’ deficits (defined as more
than 3 per cent of GDP).

A government which aims to avoid an ‘excessive’ budget deficit of more than
3 per cent of GDP would have to ensure that the 3 per cent limit is not breached
during economic slowdown; and hence that the average deficit during the course
of the business cycle would have to be much lower than 3 per cent. A country’s
budgetary data become available for the Commission to scrutinise on 1 March
each year when the stability programmes are submitted. Each programme con-
tains information about the paths of the ratios of budget deficit to GDP and natio-
nal debt to GDP. The Council (ECOFIN) examines the stability reports and
delivers an opinion on a recommendation by the Commission (within two months
of the reports submission). If the stability programme reveals that a country is
significantly diverging from its medium-term budgetary objective, then the council
recommends that the stability programme is strengthened. If the situation per-
sists then the member state has been judged to have breached the reference
values. The Pact details ‘escape’ clauses which allows a member state that has
an excessive deficit to avoid sanction. If there is an economic downturn and out-
put has fallen by more than 2 per cent, then the member state escapes sanction
automatically but the deficit should be corrected once the recession has finished.
If output falls between 0.75 and 2 per cent then the Council can use discretion
when making a decision on an ‘excessive’ deficit, other factors are taken into
account such as the abruptness of the downturn, the accumulated loss of output
relative to past trends and whether the government deficit exceeds government
investment expenditure.

If a country is found to have breached the reference values, then it has four
months to introduce the corrective measures suggested by the Council. If the
country follows the Council’'s recommendations, then the ‘excessive’ deficit can
continue, but the budget deficit must be corrected within a year following its iden-
tification. A country, which chooses not to introduce corrective measures, is sub-
ject to a range of sanctions (Article 104c(11)), at least one or more must be
imposed, of which one must be in the form of a non-interest bearing deposit lod-
ged by the national government. In this instance, it falls upon EMU members,
excluding the member country under consideration, to reach a decision on sanc-
tions. The non-interest bearing deposit consists of a fixed component (0.2 per
cent of GDP), and a variable component, (one tenth of the difference between
the deficit ratio and the 3 per cent reference value). If the budget deficit is not
corrected within two years, the deposit is forfeited and becomes a fine, whereas
if the deficit is corrected within two years the deposit is returned and the penalty
becomes the foregone interest.
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This system of financial penalties for breaches of the budget deficit criterion,
implies that deflationary fiscal policies continue, and indeed intensify as those
countries which just met the 3 per cent requirement in conditions of cyclical
upswing have to tighten the fiscal stance to meet the 3 per cent requirement in
times of cyclical downswing especially. It was indicated above that a clause
was inserted into the Stability and Growth Pact, which allows a country to have
a larger deficit in the face of recession. However, even this formal recognition
that automatic stabilisers and active fiscal policy could be hampered may not
be sufficient to prevent the Stability and Growth Pact operating to exacerbate
recessions.

The overall conclusion of the discussion in this section is that a number of
problems can be identified in view of the EMU and the euro institutional
arrangements. For the purposes of our study two of these can be highlighted.
The first is that fiscal policy is in effect absent (other than, of course, directives to
member-states emanating from the Stability and Growth Pact); monetary policy is
given priority over fiscal policy, and co-ordination of fiscal and monetary policies
is prohibited. At both national and EU level, the use of fiscal policy is heavily
constrained by the Stability and Growth Pact. The second is that the institutional
set up produces a certain bias for deflationary tendencies. The experience since
1999 in terms of the ECB monetary policy performance, especially the reluctance
of the ECB to reduce interest rates (more recently such reduction has taken pla-
ce only after enormous pressures by the US and other national governments, the
IMF and World Bank, and other international fora) clearly testify to the bias just
mentioned. Further examples may be mentioned. The recent condemnation of
Ireland for cutting taxes and raising public expenditure when output was above
trend, criticisms of Britain, even though outside of the eurozone, for proposing
public expenditure increases above the trend rate of growth of output point to a
general deflationary bias in the operation of the Stability and Growth Pact. It also
means that governments are put under pressure to raise taxes and/or cut go-
vernment spending under recessionary circumstances, which exacerbates the
downturn. This is illustrated by the recent (April 2001) recommendation to the
British government (who are not formally governed by the Stability and Growth
Pact) that in the event of a downturn in 2002, public expenditure should be redu-
ced (below planned levels) to maintain the public expenditure to GDP ratio. It,
thus, follows that macroeconomic policy at the EMU level has been designed to
operate in a restrictive manner. ECB pursues extremely cautionary rules, presu-
mably in its attempt to gain ‘credibility’ in the financial markets at the cost of any
other objectives. A serious implication at this juncture is that with the US slow-
down, which threatens to produce a world recession, EMU policy could potentia-
lly help to avoid it. The ECB policy stance at the moment does not appear to be
geared to this objective.
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Il. THEORETICAL UNDERPINNINGS

The theoretical underpinnings of the EMU institutional structure appears to
be based on what we have elsewhere termed new monetarism (Arestis and
Sawyer, 1998b). The essential features of new monetarism are:

(i) Politicians in particular, and the democratic process in general, cannot be
trusted with economic policy formulation with a tendency to make decisions
which have stimulating short-term effects (reducing unemployment) but which are
detrimental in the longer term (notably a rise in inflation). In contrast, experts in
the form of central bankers are not subject to political pressures and can thus
take a longer-term perspective. The logic underpinning this reasoning mirrors
that found in the rules versus discretion debate. Policy makers’ scope for using
discretion should be curtailed and the possibility of negative spillovers from irres-
ponsible fiscal policy must be reduced within the eurosystem. Consequently,
fiscal policy is permanently constrained by the Stability and Growth Pact and
monetary policy is removed from national and political authorities and placed with
the ECB.

(i) Inflation is a monetary phenomenon and can be controlled through mone-
tary policy. Although money supply is difficult to control directly, it is nonetheless
useful as a reference magnitude. The ECB can set the key interest rate to in-
fluence monetary conditions, which in turn influence the future rate of inflation.

(iif) A ‘two-pillar monetary strategy is actually pursued. This may be briefly
summarised: the “first pillar’ is a commitment to analyse monetary developments
for the information they contain about future price developments. This is the
guantitative reference value for monetary growth (4.5% of M3) referred to in the
text. The ‘second pillar' is a broadly based assessment of the outlook of price
developments and the risks to price stability. This broad range of indicators in-
cludes the euro exchange rate, labour market indicators (such as wages and unit
labour costs), fiscal policy indicators, financial market indicators (such as asset
prices), etc.

(iv) The level of unemployment fluctuates around a supply-side determined
equilibrium rate of unemployment, generally labelled the NAIRU (non-
accelerating inflation rate of unemployment). The level of the NAIRU may be
favourably affected by a ‘flexible’ labour market, but is unaffected by the level of
aggregate demand or by productive capacity.

(v) Fiscal policy is impotent in terms of its impact on real variables and as
such it should be subordinate to monetary policy in controlling inflation. It is re-
cognised, though, that the government budget position will fluctuate during the
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course of the business cycle but in the context of an essentially passive fiscal
policy. The main feature of the Stability and Growth Pact is a requirement that
the national budget deficit does not exceed 3 per cent of GDP, and failure to
meet that requirement could lead to a series of fines depending on the degree to
which the deficit exceeds 3 per cent (as further discussed below). Non-euro
members are also required to exercise similar fiscal control through convergence
programmes, though they are not subject to excessive deficit penalties.

The economic policy implications that lie behind this type of analysis is one in
which macroeconomic demand conditions, including monetary and fiscal policies,
cannot affect the (equilibrium) level of unemployment of labour, and in more ge-
neral terms the level of economic activity. The level of unemployment and of
economic activity is viewed as solely a supply-side phenomenon. An important
problematic aspect of this policy framework is the symmetry or otherwise of
shocks. Given the one-instrument only nature of monetary policy within the euro-
system, the extent of asymmetrical shocks becomes paramount. If shocks are
indeed asymmetrical the one-policy framework cannot tackle effectively even the
one-target objective of price stability. From the perspective of the business cycle,
it could be argued that Ireland with output above trend to the extent of over 2.5
per cent of GDP, and Italy with output below trend to the extent of 2.5 per cent of
GDP, require quite different macroeconomic policies. The optimists would tend to
believe that the introduction of the euro and the continuing effects of the single
market, would lead to further integration between the national economies. This
integration could then be reflected in some convergence between national busi-
ness cycles and a reduction in the extent of asymmetric shocks (that is shocks
that impact on some economies but not on others). If there were full integration
between the national economies, then a unified economic policy would be appro-
priate though we would argue that a single policy instrument such as interest
rates is not sufficient to achieve multiple objectives.

IIl. POLITICAL UNION AND/OR ECONOMIC CONVERGENCE?

One might have expected that the formation of the EMU, encompassing
twelve politically independent countries each with their own currencies prior to
the Union, would be much influenced by economic convergence and political
union considerations. It is the purpose of this section to demonstrate that neither
of these considerations had been influential in creating and shaping the EMU and
the euro.
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Political Union

Table 1 divides monetary unions into a number of categories. The first is that
category that includes those unions that survive with political union as well.
Political union ensures the success of the monetary union. The examples
referred to in Table 1 are obvious enough. The second category includes unions
of small countries that have survived without political union. These unions have
survived because of economic convergence with varying degrees of success.
The third category is where the survival of the union depends crucially on the
political system. As soon as the political bond disappears, so does the monetary
union. The fourth category is an obvious one: once economic links collapse, the
union disappears. The fifth category contains temporary monetary unions. They
survive for some time without political union but eventually collapse when they
are subjected to severe shocks (in the example of Table 1, the suspension of the
gold standard at the beginning of World War | that led to volatility in real
exchange rates, and the inflationary pressures following the cessation of
hostilities, were the main causes). A sixth category represents currency pegs and
other systems. This is an example that demonstrates the importance of flexibility.
This is particularly pertinent when currency systems attempt to bind together
economies whose cycles and structures are significantly different.

There are two important lessons that can be derived from this short
excursion into the history of monetary unions. The first is that political union
appears to be an extremely important prerequisite for a monetary union to
survive. Monetary unions last for some time but eventually they must become a
political union to survive. The second is that economic convergence when
political union is not present, is paramount both for the survival of a monetary
union of small independent states.

A belief that a market economy will function effectively without government
intervention and redistribution would obviate any need for economic policies
within the eurozone. The eurozone begins with considerable economic
disparities. The views that either they will be eliminated through a process of
market competition or that such disparities are politically sustainable would lead
to the view that there is little requirement for an effective political union. By
effective political union here we would involve significant EU level taxation, social
security and public expenditure programmes. We leave open the question as to
whether that would entail a formal political union within a federal state. We would
argue that the effective operation of a market economy involves government
intervention of that form. A common social security system would enhance labour
mobility as well as involve elements of redistribution. A substantive fiscal policy
would likewise aid economic integration but would involve significant fiscal
transfers between regions and between countries.
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The present arrangements governing the euro do not involve mechanisms for
the reduction of the disparities of unemployment and GDP per head. The dispari-
ties of unemployment inevitably undermine the achievement of high levels of
employment across the eurozone. When some regions are experiencing low
unemployment and high rates of capacity utilisation, others remain with high
unemployment. Inflation pressures, actual or perceived, in the low unemployment
regions will lead high interest rates and attempts to slow down the eurozone
economy. A monetary union involves the imposition of a common currency
across a number of nations through the requirement that the common currency is
the only legal tender within the nations involved. In that trivial sense, a monetary
union involves a degree of political agreement, if not political union. There is also
the obvious requirement for a central bank for the monetary union, and in an era
of dominance of monetary policy over fiscal policy, that central bank becomes the
effective macro-economic policy maker. Any requirements for an effective fiscal
policy across the monetary union which would be redistributive across time and
space pointing in the direction of the emergence of a fiscal authority at the level
of the monetary union. Further requirements such as measures to enhance trade
or for a common social security system to enhance labour mobility, again point in
the direction of policies being exercised at the level of the monetary union. It
could be said that it is feasible that such policies can be introduced through the
construction of institutions at the level of the monetary union without formal politi-
cal union. But in a number of respects if there were to be fiscal policy, social se-
curity policy etc., at the level of the monetary union, it comes close to being a
political union. We would suggest, though, that a monetary union requires consi-
derable central government to operate fiscal and social security policies across
the eurozone.

Economic Convergence

The second conclusion reached from our discussion of Table 1 is that of
economic convergence. Although this conclusion concerns small states the ar-
gument can easily be generalised. It might be expected that any monetary union
encompassing a number of politically independent countries, each with their own
currencies prior to the union, would be much influenced by Optimal Currency
Area (OCA) considerations. We suggest, though, that OCA considerations had
virtually no impact on the decision to introduce a single European currency nor
on the conditions governing which countries were to be members. It ought to be
noted, though, that the single currency was preceded by the Single European Act
that created a single market which involved more than just free trade in that it
sought to bring in common standards for goods and services, reduction of ‘invisi-
ble’ trade barriers, and mobility (as least legally) of labour and capital. There
were also, of course, the Maastricht criteria as explored above, but they related
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to convergence in nominal variables at a particular point in time, and made no
reference to convergence in real variables (whether in terms of levels such as
GDP per head or rates of change and position within the business cycle). Nor
was there any reference to what could be termed structural convergence in terms
of institutional and organisational arrangement.

The relevant literature suggests three conditions for an ‘Optimal Currency
Area’ (Mundell, 1961; see, also, McKinnon, 1963, and Kenen, 1969); (a) factor
mobility and openness of markets; (b) relative price flexibility; and (c) fiscal
transfers within the monetary union. It would be desirable for a single currency to
be used in an economic area within which there is openness of goods markets
and mobility of factors of production (labour, capital) as the mobility of factors is
seen as one way in which adjustment is made to differences in economic perfor-
mance. Further, member economies should share similar inflationary tendencies
since a common currency imposes a common inflation rate. The Single Euro-
pean Act of 1986 and the implementation of the single European market by the
end of 1992 were steps in seeking to ensure the mobility of goods and services
and of capital within the European Union. But it is well-known that effective la-
bour mobility with the EU remains low, especially by comparison with the USA,
despite the large differences in real wages and unemployment rates across the
EU. Price flexibility (in terms of relative prices across countries) remains low. The
differences in labour market institutions, notably over wage determination mean
that there are different inflationary tendencies and different responses to econo-
mic shocks. The convergence criteria ensured a convergence of inflation rates
which is not the same as convergence of inflationary mechanisms and tenden-
cies. Indeed, similar rates of inflation across the eurozone countries in 1998 (the
relevant year for the application of the convergence criteria) were accompanied
by widely differing rates of unemployment from around 4 per cent in the case of
Austria and the Netherlands to 17 per cent in the case of Spain (and the differen-
ce in unemployment between regions was much more marked from 3 per cent in
the Oberosterreich region of Austria to 32 per cent in the Anduluscia region of
Spain and nearly 37 per cent in Reunion, France (these figures refer to 1997).
The calculated output gap, as a sign of the stage of the business cycle, varied
(according to the OECD measure) from over +2 per cent in Ireland to -2 per cent
in Italy (and there was a slight widening of the differences in 1999). Fiscal trans-
fers are hardly in evidence and there is no possibility of the EU budget operating
as a stabiliser. There is currently no mechanism for the operation of an EU level
fiscal policy that could have stabilising effects (as an automatic stabiliser) over
time nor which has any significant redistributive element across economic re-
gions.

The optimists would tend to believe that the continuing effects of the single
European market and the introduction of the euro will lead to further integration
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between the national economies. This integration could then be reflected in some
convergence between national business cycles and (perhaps) some reduction in
the extent of asymmetric shocks that impact on some countries but not on others.
There could, in the fullness of time, be increased mobility of labour. But there
seems little prospects of EU wide measures such as a common social security
policy which would enhance the mobility of labour. In any case, we have
demonstrated elsewhere (Arestis et al, 2001b) that since the introduction of the
euro in January 1999, there is no evidence that economic convergence has ta-
ken place or is in sight of materialising.

This brief discussion indicates to us that OCA considerations appear to have
played little role in the formation of the eurozone. Further, if the OCA literature is
correct, then the eurozone would appear not to be an optimal currency area.
Some of the departures of the eurozone from an OCA arise from policy decisions
(notably the absence of a EU fiscal policy) whereas others (notably lack of labour
mobility) are more deeply embedded and some attempts have been made to
address them (e.g. development of transferability of qualifications between coun-
tries). But to say that the eurozone is not optimal is not the same as saying that
the eurozone is not better than the continuation of national currencies. However,
we would argue that it is still the case that the criteria proposed by the OCA lite-
rature still have some relevance in judging whether the introduction of the euro is
an improvement. The point remains that the OCA literature has been ignored.

IV. LESSONS FOR MERCOSUR

In this paper we have touched upon the most important problematic issues
arising from the creation of the EMU. The implications of these issues for moves
towards some form of monetary union amongst the MERCOSUR countries may
now be summarised.

Our discussion of the OCA literature enables us to conclude that decisions
on the EMU have not accounted for the concerns of the OCA literature. In the
formation of the eurozone there seems little possibility of significant labour mobili-
ty or fiscal policy being used in this way. We see this as a considerable weak-
ness in the formation of EMU, and would argue that any eventual MERCOSUR
monetary union should pay attention to these issues. A related lesson relates to
the question of whether a sustainable monetary union requires a considerable
degree of political integration, and eventually a political union. We have attemp-
ted to supply an answer based merely on the history of monetary unions. Our
answer on this basis is positive. We would also suggest that in the absence of a
political union, a minimum of a pan-union fiscal policy and a social security sys-
tem operating at the level of the monetary union, are desperately required. The
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diversity of economic performance, institutional arrangements and beliefs on
economic policy and the operation of market economies are all further difficulties
in the construction of a monetary union.

The creation of a monetary union obviously creates a union level monetary
policy. It is widely recognised that monetary policy imposes a single policy appl-
ying across a diverse set of economic regions. A particular monetary policy may
be appropriate for the position of some economies but not for others given their
position in the business cycle and the responsiveness of their economies to mo-
netary policy, and the monetary policy is more likely to favour the politically
strongest (even when operated by an ‘independent’ central bank). Further, mone-
tary policy is constructed to deal with demand induced inflation with interest rates
raised (lowered) in response to inflation (actual or expected) above (below) the
target rate, though we would doubt the effectiveness of monetary policy to signi-
ficantly influence aggregate demand. But monetary policy cannot deal with other
forms of inflation (e.g. cost push inflation) nor with situations in which there is
high (or rising) inflation combined with low (or falling) levels of economic activity.
The monetary union requires a further set of policy instruments including fiscal

policy.

In the section that follows, we discuss the degree of severity of the ‘lessons’
just identified for MERCOSUR. We take the view that the ‘lessons’ in terms of a
union-level monetary policy and that of a political union are serious considera-
tions that would have to be resolved before any move towards a monetary union
MERCOSUR. This is actually reminiscent of the debates over financial liberalisa-
tion in terms of the concerns expressed over the sequencing of institutional and
policy changes. It could be argued that a similar concern should arise with mone-
tary union, namely whether monetary union should precede economic and politi-
cal integration or come after considerable integration. Unlike the current
advocates of the formation of the European single currency who hold a different
view, we are of the opinion that monetary union should come after other econo-
mic and social integration has materialised. This is probably the most important
guestion arising from the European experience that we see as of particular rele-
vance for monetary union and dollarisation in the case of MERCOSUR. As for
the realities relating to the OCA possibility, we may refer to the experience of the
MERCOSUR countries since 1991 and examine the extent to which convergence
has been taking place. This is precisely the aim of the section that follows.

V. THE REALITIES OF MERCOSUR

We may begin with the evidence on trade integration process among the
countries of MERCOSUR. Although the intra-regional trade among the
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MERCOSUR countries increased more than three times between 1991 and
2000, these countries still export, on average, less than 2.0 per cent of GDP4.
Even though the trade in the region increased in the nineties, its importance
compared to GDP is still very low. The trade intra-MERCOSUR is more impor-
tant, however, for Uruguay and Argentina than Brazil and Paraguay (see Table
2). So, the degree of openness of the MERCOSUR countries is still low as well
as the size of the economies involved to trade since their relative share in the
world economy is only around 4%. In particular, Brazil and Argentina, in spite of
the recent increase in the intra-regional trade, are still very close economies in
terms of international trade. Paraguay and Uruguay are more open economies,
but they clearly play a very small economic role in the MERCOSUR.

Turning to capital mobility, the recent financial liberalization in the
MERCOSUR area has intensified concentration in the financial markets instead
of promoting competition in the national banking systems. The available evidence
shows that financial liberalization, in the 1990s, has stimulated the concentration
process in the financial and banking system (especially in Brazil; see, for exam-
ple, Paula, 1998, Paula et al, 1999, and Meirelles, 1999). Furthermore, the insti-
tutional arrangements throughout MERCOSUR concerning the mobility of capital
is quite asymmetric. Uruguay has adopted a sort of crawling peg system since
the beginning of the nineties, using a band so that the currency can float with
explicit linkage to price stabilisation objectives. Paraguay has recently adopted a
flexible exchange rate system, and saw her exchange rate being devalued at the
same time. Argentina adopted a classical currency board system since the be-
ginning of the 1990s, pegging the peso to the dollar on a one-to-one basis, with
clear stabilisation objectives. Recently, as we have already noted, the Argentine
currency was devaluated and the Central Bank began to operate a floating ex-
change rate regime. Brazil has operated a floating exchange rate regime since
the beginning of 1999, following a period of operating a crawling peg system.
There is also the important consideration that since capital flows depend on the
degree of financial development, and in view of the low degree of financial dee-
pening in the MERCOSUR countries, capital inflows are expected to be low (see
Ferrari-Filho, 2002).

4 In 1991 and 2000 the relation between total “fob exports” of Argentina, Brazil, Paraguay
and Uruguay and total GDP of these countries was 0.80 per cent and 1.92 per cent, res-
pectively. The intra-regional exports of MERCOSUR countries, in 1991 and 2000, repre-
sented 10.80 per cent and 20.30 per cent of total exports of MERCOSUR countries to the
rest of the world, respectively. The figures just cited are own calculations from
CEPAL/ECLAC (www.cepal.org).
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Labour mobility is relatively small within the MERCOSUR area. In particular,
the mobility of labour between the two bigger countries, Brazil and Argentina, has
been historically very low, and this is currently still very much in evidence. In
practice, it is not difficult to demonstrate why labor mobility is relatively small, and
two reasons suggest themselves: there are different technical and professional
qualifications amongst the workers of the MERCOSUR countries, and labor mar-
kets in the area are regulated.

The figures cited in Tables 2 and 3 show that for the period 1991 to 2000 it is
difficult to argue in favour of convergence. We comment on Table 2 and leave for
later the discussion relating to Table 3. Table 2 cites data for the period 1991 to
2000 and for a number of macroeconomic variables. GDP growth rates, unem-
ployment rates, foreign debt as a percentage of GDP, intra-MERCOSUR exports
as a percentage of the aggregate of intra-MERCOSUR exports, and nominal
interest rates. Taking GDP growth and unemployment rates together, Argentina
and Uruguay have low growth rates (negative or zero) and high and rising unem-
ployment rates. By contrast, Brazil and Paraguay enjoy positive and, in the year
2000, healthy growth rates, and relatively low unemployment rates (in the case of
Brazil this rates falls slightly in 2000). The evolution of these variables during the
nineties shows a disparity between Argentina and Uruguay on the one hand, and
Brazil and Paraguay on the other, both in terms of GDP growth and rate of
unemployment. MERCOSUR economies also exhibit a high degree of volatility in
terms of these variables, indicating that they are subject to substantial shocks.
This seems to suggest that there are asymmetric cyclical conditions in the eco-
nomies of the region, and the magnitude of the co-movement of their business
cycles és small, a suggestion that is supported by Valdovinos (2000) for a longer
period.

High foreign debt to GDP ratios are reported for all countries, but these are
nearly twice as high in the case of Argentina and Brazil. Intra-MERCOSUR ex-
ports as a percentage of total exports have been decreasing since 1997. Nominal
interest rates present an interesting picture. They tend to fall over the period, but
they are extremely high in Brazil over the period 1991-1994, with a substantial
drop in 1995 following the sharp decrease in inflation with the introduction of a
price stabilisation programme (known as the Real Plan). By 1998, though, and
following the Russian crisis, interest rates rise in Argentina, Brazil and Paraguay
(only to fall again in 1999 in Brazil and Paraguay), but continue to fall in Uruguay.

® In this particular context, the theory of OCA shows that the greater the asymmetry of
output movements, the higher the value placed on changes in the exchange rate as an
instrument of relative price adjustment.
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An interesting pattern emerges. Argentina is a low interest rate country, while
Brazil and Paraguay are relatively high interest rate countries. Uruguay is in an
in-between situation. On the whole, Table 2 suggests that convergence amongst
the MERCOSUR countries does not appear to be in sight.

Macroeconomic convergence targets were approved in the year 2000 by the
Presidents of the MERCOSUR countries. Giambiagi (1999) also suggested simi-
lar targets. Both sets of proposals can be put together and summarized as fo-
llows. Member countries, and any other South American countries aspiring to join
MERCOSUR, would be required to adhere to the following: (i) a free trade area
should be created; (ii) member countries would have to harmonize their criteria
for defining and measuring the principal macroeconomic variables; (iii) member
countries should not devalue their currencies and they would have to maintain
their exchange rates within the margins to be determined; (iv) the annual inflation
rate in a specific country should not exceed 3.0 per cent; (v) any member coun-
try’s budget deficit should not exceed 3.0 per cent of GDP; (vi) the net public
sector debt of any member country of MERCOSUR cannot exceed 40.0 per cent
of GDP; and (vii) member countries should not have excessive current account
deficits, where a maximum of 3.0 per cent of GDP was thought appropriate.

We may begin our commentary with the first point, the creation of a free
trade area. MERCOSUR is far away of creating a free trade area due to trade
conflicts, basically, between Argentina and Brazil. Giambiagi (1999), for instance,
argues that there is a deterioration in trade relations within the MERCOSUR
area: “problems such as those that affected the sugar sector in Argentina, or the
protest against Brazilian phytosanitary controls ... [A]fter the devaluation of the
real, Argentine producers made ... demands, such as the introduction of a
specific tariff against Brazilian goods, safeguard measures and the establishment
of quotas” (p. 20).

In terms of the criteria for defining and measuring the principal
macroeconomic variables and the maintenance of a more stable exchange rate,
despite some attempts at harmonizing the main macroeconomic variables, at
least now, no more progress can be reported. As for a stable exchange rate re-
gion, this may be difficult to achieve in view of the fact that Brazil and Argentina,
the most important partners of MERCOSUR, until recently, had different moneta-
ry and exchange rate regimes. Even though the exchange regimes of the
MERCOSUR countries differ a little among themselves, it will be difficult to adopt
some plan of macroeconomic co-ordination and eventually a monetary union.
Moreover, it is important to stress two points: on the one hand, the sharp and
quick devaluation of the Brazilian real, in 2001 of around 20.5 per cent, created
serious difficulties between Brazil and Argentina, since the latter could not deva-
lue its currency to compensate for the movements of the real. On the other hand,
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after devaluing its currency, in January 2002, Argentina witnessed an overshoo-
ting exchange rate process. The dollar-peso was on a one-for-one basis at the
beginning of 2002; one month and half later, it had jumped to 2.0 pesos per do-
llar. Thus, the new exchange rate and monetary regime in Argentina will bring
some macroeconomic instability to MERCOSUR, at least in the near future. In
other words, the different monetary and exchange rate regimes in these coun-
tries can be very disruptive. Fanelli (2000) puts it aptly when he argues that “it is
almost impossible to imagine that countries adopt macroeconomic co-ordination
ignoring completely the existing type of exchange rate regime” (p. 3; original in
Spanish).

The experience of the fixed rate regime which tied the Argentine peso on a
one-for-one basis with the dollar provides a warning of the consequences of a
monetary union between countries with different economic circumstances and
policies and without the structure for the coordination of economic policies. The
peso-dollar link was entered on a unilateral basis for Argentina and, unlike the full
monetary union of EMU under the euro, it was reversible (as the Argentine crisis
of January 2002 shows). But that peso-dollar experience serves to illustrate the
difficulties which arise from lack of similar inflationary conditions and the
deflationary effects which can result from a poorly designed (quasi) monetary
union. Our analysis in section IV, Lessons for Mercusor, is pertinent in this
context.

We may concentrate on Table 3 to assess the rest of the conditions referred
to above. Concerning the inflation rate target, despite the substantial reduction in
the inflation rates in Argentina, Brazil, Paraguay and Uruguay, especially since
1998, these countries still have inflation rates above the 3.0 per cent threshold,
with the exception of Argentina which has had an inflation rate under 3.0 per cent
since 1995. However, the ceiling of 3 per cent of inflation for each country may
be too ambitious if one considers the high past inflation rates in the countries of
the region. Argentina is the only country that had in the second half of the nine-
ties an inflation rate below 3 per cent, but this was only possible with the adop-
tion of an extremely rigid currency board regime. But then Argentina is the
country with the highest rate of unemployment in the MERCOSUR area (see
Table 2).

The figures for the fiscal deficits in MERCOSUR countries show that (a) the
fiscal deficit in Brazil, since 1995, has been greater than 3.0 per cent of GDP; (b)
Argentina’s budget deficit, between 1991 and 2000, was always less than the
target established; and (c) fiscal deficits in Paraguay and Uruguay have been
less than 3.0 per cent of GDP throughout except for 2000 and 1999 and 2000,
respectively. In terms of the ratio of public sector debt to GDP we may observe
that: (a) in the case of Paraguay over the period 1991 and 2000, it has been less
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than 40.0 per cent, although it has increased in the last three years; in Uruguay,
from 1991 to 2000, it has been satisfied, but it has been increasing since 1999;
(b) in Argentina it was greater than 40.0 per cent in 1999 and 2000; and in Brazil
during the last three years, it has been greater than 40.0 per cent, and it has
been increasing. Finally, looking at the figures relating to the current account
deficits, it may be noted that, in 2000, the ratio of current account deficit to GDP
is above 3 per cent for Argentina and Brazil, but below it for Paraguay, and just
under 3 per cent in the case of Uruguay. It is also important to note that since
1996 there has been a clear deterioration in the current account deficit of
Argentina, Brazil and Uruguay, and this tendency has been followed, mainly in
the case of Argentina and Brazil, by an increase in the foreign debt/GDP ratio
(see Table 2). This raises an intriguing question in that given these high foreign
debt to GDP ratios, the 3.0 per cent and 40.0 per cent fiscal criteria, even though
they may not be so restrictive, cannot be feasible. When external pressures
oblige central banks to raise sharply their interest rates, government debt would
inevitably increase in view of the short-term maturity of securities in the
MERCOSUR area.

We may summarise by suggesting that the attempt to create a MERCOSUR
regional monetary union is open to a number of objections: first, the
MERCOSUR'’s factor markets are not sufficiently unified to make it an optimum
currency area; second, the volume of intra-regional trade among the
MERCOSUR countries is still low; and the macroeconomic variables in the
proposed union show that there is a long way to go before convergence is
achieved. We thus concur with Eichengreen (2000) that MERCOSUR countries
do not appear to satisfy the preconditions for a monetary union.

VI. SUMMARY AND CONCLUSIONS

We have argued in this paper, that the use of the EMU model of monetary
union implies adopting a deflationary policy. Since the countries of MERCOSUR
have more social problems than the countries of the EU, the cost of adopting a
MERCOSUR monetary union on the Euro pattern would probably be greater than
in the case of the EU. It would be necessary to have much more flexible
mechanisms of compensation in terms of fiscal transfers in order to tackle the
socio-economic problems of the MERCOSUR countries. This would be difficult
even in the medium to long run if one considers the magnitude of the fiscal
problems in the MERCOSUR countries. Consequently, the first lesson that can
be extracted from the EMU experience is to avoid using this model as the
benchmark for a possible MERCOSUR monetary union.
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Our analysis also shows that there is no evidence that macroeconomic
convergence is evident in MERCOSUR. The area has only minimally achieved
some basic criteria defined by the OCA literature, and as Eichengreen (2000)
argues, “the list of preconditions for a single currency to operate smoothly is
rather formidable, and it is not clear that the members of MERCOSUR union are
prepared to satisfy them” (p. 19). Besides, the macroeconomic problems the
MERCOSUR countries are faced with are so big that even in the long-run it is
difficult to believe that some minimum convergence can be reached. A monetary
union requires achieving some convergence in terms of preferences between
inflation and unemployment, among other macroeconomic variables. Although
the process of democracy is consolidating in the Southern countries of Latin
America, they are still too far from a most balanced political system, mainly in the
two bigger countries, Brazil and Argentina. Consequently, it will be difficult for the
MERCOSUR countries to reach a consensus in terms of both an economic and a
political agenda.

It is still too early to evaluate the effects of exchange rate devaluation in
Argentina, in terms of inflation, GDP growth and balance of payments accounts,
etc., since this change is very recent. Indeed, a context of macroeconomic
instability is not appropriate to set up hew macroeconomic convergence targets.
However, it is likely that, in the future, the adoption of a floating exchange regime
by Argentina may favour MERCOSUR countries to adopt more effective
mechanisms of macroeconomic co-ordination.

A final comment relates to the fact that since MERCOSUR has not even
reached the stage of a common market yet, it is premature to think of the
countries composing it as being ready to form a monetary union. It is indeed the
case that “supplementing regional integration with an initiative to stabilize the
exchange rate or move toward a single currency becomes more urgent when
integration moves beyond the establishment of a free trade area or a custom
union to the creation of a deeply integrated market” (Einchengreen, 2000, p. 21),
so that “monetary union makes sense as a solution to MERCOSUR’s exchange
regime rate problem only if it is part of a significantly deeper project” (op. cit.,
p.44). It is thus premature to discuss a MERCOSUR monetary union. Above all,
however, even if the stage were reached for such a union, we would suggest that
the EMU model is not appropriate for this area.
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TABLE 1- MONETARY UNIONS

STILL SURVIVING BUT WITH POLITICAL UNION

British monetary union between England and Scotland From 1707

Italian monetary union From 1861

US Federal Reserve system From 1913

German unification From 1990
STILL SURVIVING WITHOUT POLITICAL UNION

Belgium — Luxembourg union From 1923

West and Central African CFA Franc Zone® From 1948

Eastern Caribbean Currency Union® From 1983
FAILED ONCE POLITICAL SYSTEM COLLAPSED

Roman monetary union® 286-301

German monetary union 1857-1918

The Soviet system 1917-1993

Yugoslavia 1919-1992

Czechoslovakian Republic 1919-1994
FAILED ONCE ECONOMIC LINKS COLLAPSED

British Monetary Union Between England and Ireland 1926-1979
TEMPORARY MONETARY UNIONS

Latin Monetary Union° 1865-1926

Scandinavian currency union® 1873-1921
OTHER CURRENCY PEGS

Gold standard 1870-1931/36

Bretton Woods 1944-1973

ERM From 1979

Asian currency crisis 1997

SouRces: Adapted from The Financial Times (23 March, 1998) and Pentecost (1999).

a

o0

CFA: Common Franc Area (Benin, Burkina Faso, Cameroon, Central African Republic, Chad, Congo, Equatorial
Guinea, Gabon, Ivory Coast, Mali, Niger, Senegal and Togo); after 1 January 1999 the peg is linked to the Euro.
This Union includes: Anguilla, Antigua and Barbuda, Commonwealth of Dominica, Grenada, Montserrat, St
Kitts and Nevis, St Lucia, St Vincent and The Grenadines.

Emperor Diocletian reforms Roman coinage, thereby creating the first single currency union.

This Union included: France, Belgium, Italy and Switzerland; Greece and Bulgaria joined in 1867. The link
changed from silver to gold in 1878.

This Union was established between Denmark and Sweden in May 1873 (both almost joined the Latin Union
but eventually did not because of the Franco-Prussian War of 1870-1871). Norway joined in October 1875.
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