
The period following the 1997 Asian crisis generated an extensive discussion
on the international financial architecture. The debate made clear that

there is an undersupply of services by international financial institutions that has
become more glaring as a result of the growing economic linkages created by the
current globalization process. The associated “global public goods” that are
being undersupplied include adequate mechanisms for preventing and managing
financial crises, as well as for guaranteeing global macroeconomic and financial
stability. The debate also underscored the fact that private international capital
markets provide finance to developing countries in a highly procyclical way,
effectively reducing the room for maneuver of developing countries to undertake
countercyclical macroeconomic policies. Finally, the debate emphasized that
international capital markets squeeze out many developing countries, particu-
larly the poorest among them, from private global capital markets.

The possible role of regional institutions in providing these services was
underestimated in the debate on how to improve global financial arrangements.
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It was, indeed, absent in major northern reports1 and from the views of inter-
national financial reform coming from the Bretton Woods institutions (for exam-
ple, in the reports on international reform presented by the International
Monetary Fund [IMF] to the Interim Committee and its successor, the Inter-
national Monetary and Financial Committee). It was also given at best a passing
reference in major academic analyses of reforms of the international financial
architecture.2 There was even open opposition to regional arrangements, par-
ticularly to the 1997 Japanese proposal to create an Asian Monetary Fund,
although this idea was revived in 2000 in the form of the Chiang Mai Initiative
among the Association of Southeast Asian Nations (ASEAN) countries, plus
China, Japan, and the Republic of Korea.

There were obviously exceptions to this rule. Among the many reports, that of
the United Nations stands out for its defense of the potential role of regional
financial arrangements in an improved international financial architecture.3

Strong defenses of regional financial arrangements were also made by Percy Mistry,
José Antonio Ocampo, and the Emerging Markets Eminent Persons Group con-
vened by the Ford Foundation.4 Regional and subregional development banks
have been given greater attention.5 As already pointed out, after the crisis Asia
took the most important steps forward,6 while the Economic Commission for
Latin America and the Caribbean (ECLAC) provided a strong defense of the role
of regional financial arrangements in Latin America and the Caribbean.7

The lack of adequate attention to regional financial arrangements was sur-
prising in at least three ways. First, it is evident to all observers that the new
wave of globalization is also one of “open regionalism.” Second, postwar West-
ern Europe is widely recognized as a successful example of regional financial
cooperation, which in the financial area encompasses a history that extends
from the creation of the European Payments Union and the European Invest-
ment Bank (EIB) in the 1950s to a series of arrangements for macroeconomic
coordination and cooperation that eventually led to the current monetary union
among most members of the European Union. Third, regional development
banks have been recognized as an important part of the world institutional land-
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1. See, for example, Council on Foreign Relations (1999) and Meltzer and others (2000).
2. Eichengreen (1999); Kenen (2001).
3. United Nations (1999).
4. See Mistry (1999); Ocampo (1999, 2002, 2003); and Ford Foundation (2001).
5. See Bezanson and Sagasti (2000); Culpeper (1997); Birdsall (2001); and Sagasti, Bezanson,

and Prada (2005).
6. See Park and Wang (2000).
7. See United Nations, ECLAC (2002a) and Agosin (2001)
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experiences and challenges 3

scape since the 1960s. In the developing world, there are also several experiences
with “developing-country-owned” multilateral development banks,8 regional
payments agreements, at least one successful reserve fund, and a few monetary
unions. These experiences coincide in several ways with those of regional and
subregional trade agreements, with undoubtedly a mixed history in both cases.9

Reflecting the lack of adequate attention to this issue, there is no book or
report that makes a comparative evaluation of experience with regional financial
arrangements. This book aims to fill this important gap. The different forms of
financial cooperation are clustered into two groups: (1) development financing,
the area where there is more extensive experience, including novel ideas, such as
the Asian initiatives to strengthen regional bond markets, and (2) mechanisms 
for macroeconomic and related financial cooperation (liquidity financing during
balance-of-payments crises), which include mechanisms of policy dialogue and
peer review, and more elaborate systems of macroeconomic surveillance and pol-
icy consultation or coordination; reserve funds and swap arrangements among
central banks; and, in the most developed form, monetary unions. Two additional
forms of cooperation that belong to the second cluster are regional payments
agreements and cooperation in the area of prudential regulation and supervision
of domestic financial systems. This study makes only passing reference to them. It
should be emphasized that, although our central aim is to explore the potential
service that regional financial cooperation can make to developing countries, the
experience with such cooperation in Western Europe is used as a benchmark.

This chapter provides an overview of a set of relevant experiences with both
forms of regional cooperation and links the comparative evaluation of these expe-
riences with the broader debate on international financial reform. In this regard, it
looks not only at the advantages of regional financial cooperation in comparison
with global arrangements, but also at its revealed shortfalls and, equally important,
at the possible complementarities between regional and global institutions. The
chapter is organized into six sections, the first of which is this introduction. The
next two sections provide the case for regional financial arrangements and analyze
some of the challenges they face. The fourth and fifth sections look at major expe-
riences with regional cooperation in the areas of development financing and
macroeconomic cooperation respectively. The last draws some conclusions.

8. This chapter uses the term “developing-country-owned” to denote multilateral development
banks that do not have any capital from industrialized countries (although they may have capital
from relatively rich oil-producing countries).

9. See the analysis of the different experiences of regional cooperation in the series of books
published by the Forum on Debt and Development (FONDAD) in the 1990s. See, in particular,
Mistry (1996) and Teunissen (1998).
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The Case for Regional Financial Institutions

Several arguments can be made for a more active use of regional financial
arrangements to strengthen the international financial architecture. This chapter
groups them into four major arguments.10 The first relates to the fact that, as
already pointed out, the current globalization process is also one of open region-
alism. Intraregional trade and investment flows have deepened as a result of
both policy and market-driven processes of regional integration.11 This process
is, of course, uneven, being clearly stronger in Western Europe, East Asia, and
North America and much weaker in other parts of the world, particularly South
Asia. However, even in regions that have lagged behind, a web of regional initia-
tives has played an important role in reshaping the world economic system since
the early 1990s. In addition, since the 1980s the contagion effects of financial
crises have also had important regional dimensions. As a result of all these pro-
cesses, macroeconomic linkages among countries and the externalities generated
by national macroeconomic policies on neighbors have increased.

A stronger case can thus be made than in the past for policies and institutions
that build regional defenses against financial crises and explicitly internalize the
effects of domestic macroeconomic and financial policies on regional partners.
In this regard, regional reserve funds and swap arrangements can serve as a first
line of defense against crises. In turn, macroeconomic dialogue or stronger
forms of regional surveillance and policy consultation could internalize, at least
partially, the externalities that national macroeconomic policies have on regional
partners. Furthermore, the effectiveness of national macroeconomic policies
may be enhanced (or reduced) by the credibility generated by the willingness (or
refusal) of regional partners to support a specific country.12 A complementary
argument is that, in a world where the room for maneuver of national macro-
economic policies has become more limited, the regional arena has become cru-
cial for exercising what remains of macroeconomic policy autonomy. On the
contrary, macroeconomic policies that take into account only domestic consid-
erations (as has been traditional in IMF programs) may be said to contribute to
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10. See complementary arguments in Culpeper’s contribution to this volume. He differentiates
between cooperative motives and the need to remedy the incomplete set of international institutions.

11. The first refers to the web of regional, subregional, and bilateral trade agreements that have
generated the “spaghetti bowl” of current trade agreements. The second is used in the analysis of
East Asia to refer to a process that was largely driven by investment and trade in intermediate
goods for the production of manufactures for the world market—following the “flying geese” pat-
tern that has been reshaped in recent decades by the irruption of China into global markets.

12. Mistry (1999).
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the contraction of regional trade and to encourage competitive devaluations that
effectively compound contagion.

Growing regional linkages also mean that there is a role for regional develop-
ment banks or other mechanisms to support investments in regional infrastructure
and other “regional public goods.” Indeed, the limited financing for “regional
public goods” in current development cooperation has led Birdsall to claim that
the underfunding of regionalism is one of the major problems of current inter-
national arrangements.13 Classical risk-pooling arguments also enhance the
potential role of regional and subregional development banks. An advantage of
all these mechanisms is that information asymmetries may be smaller at the
regional level, and that the mix of peer pressure and the strong sense of owner-
ship of regional institutions may reduce the risks that these development banks
face, and have positive effects on investment and the financial development of
members of a regional club.

Similar arguments can be made for cooperation in developing the financial
infrastructure to support domestic financial development and to expand regio-
nal capital markets. Regional mechanisms can also play a role in supporting
national systems for the prudential regulation and supervision of domestic
financial systems, including the adaptation of international standards to regional
conditions, or even in setting special regional norms (for example, in the devel-
oping world, on maturity and currency mismatches in the portfolios of financial
institutions). In all of these areas, regional cooperation can help to reduce learn-
ing costs and help countries share the experience of institutional development.

According to the second argument, the heterogeneity of the international
community implies that world and regional institutions can play complementary
roles, following the principle of subsidiarity that has been central to European
integration. The need to fill the gaps in the world’s current highly incomplete
international financial architecture makes this role even more important, as Roy
Culpeper argues in this volume.14 Furthermore, some of the services provided
by international institutions may be subject to diseconomies of scale, and it is
unclear whether others have large enough economies of scale to justify single
international institutions in specific areas. In particular, regional and sub-
regional institutions may be better placed to capture and respond to specific
regional needs and demands. The diverse portfolios of existing multilateral
development banks are tailored to the specific needs of countries in the regions

13. See Birdsall (2006).
14. See also Sakakibara (2003).
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where they operate, and they are also capable of operating successfully on very
different scales.

In the same vein, macroeconomic surveillance and consultation at the world
level are necessary to guarantee policy coherence among major countries, but
they are inefficient for managing the externalities generated by macroeconomic
policies on neighbors in the developing world (or even within Western Europe).
Thus, while the IMF should play a central role in macroeconomic policy coor-
dination at the global level,15 there is plenty of room for regional and sub-
regional processes of a similar nature. Also, although regional and international
contagion implies that the role of the IMF should be to manage the largest
balance-of-payments crises, regional funds could actually provide full support to
small and medium-sized countries during crises.16 Indeed, the rising concentra-
tion of balance-of-payments support on a few countries indicates that there may
be biases in the response of global financial institutions according to the size of
countries.17 Thus, an argument can be made for a division of labor in the provi-
sion of financing between world and regional organizations, with the latter
assuming a greater role in the support of smaller countries.

The third is an argument for competition, particularly in the supply of ser-
vices to small and medium-sized countries. Owing to their small size, the power
of these countries to negotiate with large organizations is very limited, and their
most important defense is therefore competition in the provision of financial
services. For these countries, access to a broader menu of alternatives with which
to finance development or to manage a crisis may be relatively more important
than the “global public goods” that the largest international organizations pro-
vide (such as global macroeconomic stability). Furthermore, since they can
assume they have little or no influence on the provision of those “global public
goods,” they are prone to take the attitude of “free riders” toward them. This
implies that, aside from the case for complementarity between global and re-
gional financial institutions, competition between the two sets of organizations
in the provision of development bank services, liquidity financing, or technical
support is the best arrangement for small and medium-sized countries.

The final argument in favor of regional arrangements is of a political economy
order, and may be called the “federalist” argument. In this regard the essential issue
is that regional and subregional institutions enjoy a greater sense of ownership
because member states feel that they have a stronger voice in these organizations.
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15. See United Nations (2005).
16. See, for example, the estimates of Agosin (2001) for Latin America.
17. See Griffith-Jones, Ocampo, and Cailloux (1999); and Ocampo (2002).
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experiences and challenges 7

This creates a special relationship between them and member countries, which
in the case of financial institutions may generate a strong “preferred-creditor sta-
tus.” The preferred-creditor status may, in turn, reduce the risks that regional and
subregional development banks and reserve funds face, further encouraging the
virtues of risk pooling.

One element of this argument is that, no matter what arrangements are
adopted at the world level, the voice of small and medium-sized countries in
global institutions is unlikely to be strong. The inadequate representation of
developing countries in existing financial arrangements, an issue that was under-
scored at the International Conference on Financing for Development, held in
Monterrey, Mexico, in 2002,18 and the even greater informal concentration of
power in international financial institutions, contributes to this view. This
means that, within the global order, the smaller countries will be able to make
their voice heard (or heard much more clearly) only if it takes the form of a
regional voice. In fact, a paradox of the global system is that global rules are
most important for small countries, even though it is precisely they that have
the least influence over the formulation and defense of such rules. This problem
can only be solved if the smaller countries organize themselves and if regional
institutions are truly made part of a broader international order.

The foregoing discussion implies that, although there is a strong case for
greater international macroeconomic and financial cooperation, it is unclear
whether the increasing supply of services from the associated institutions should
come from a few world organizations. Rather, in some cases the organizational
structure should be one of networks of institutions providing the required services
on a complementary basis, and in others it should function as a system of compet-
itive organizations. The provision of services required for financial crisis preven-
tion and resolution should probably be closer to the first model, whereas in the
realm of development finance, competition should be the basic rule (and in fact
should include competition with private agents as well). But purity in the model’s
structure is probably not the more desirable characteristic: it may be better for
parts of the networks to compete against one another (for example, regional
reserve funds or swap arrangements versus the IMF in the provision of liquidity
financing) and for rival organizations to cooperate in other cases.

This implies that the International Monetary Fund of the future should be
better viewed as the apex of a network of regional and subregional reserve funds
and swap arrangements.19 Indeed, such a structure would be more akin to that

18. United Nations (2002).
19. See United Nations (1999); and Ocampo (1999, 2002, 2003).
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of the European Central Bank or the United States Federal Reserve system than
to its current centralized structure. To encourage the development of regional
reserve funds, incentives could be created giving them automatic access to IMF
financing or a share in the allocation of special drawing rights (SDRs) propor-
tional to their paid-in resources, or both—in other words, contributions to
common reserve funds could be treated as equivalent to IMF quotas. As already
noted, regional reserve funds or swap arrangements could provide not only most
of the exceptional financing for smaller countries within a region, but also part
of the financing for larger countries, and they could also serve to deter (at least
partly) would-be speculators from attacking the currencies of individual coun-
tries within a region.

This model should be extended to the provision of macroeconomic surveil-
lance and consultation, as well as to the surveillance of national systems of pru-
dential regulation and supervision, and to developing the infrastructure for
domestic and regional capital markets. This would complement, rather than
replace, regular IMF surveillance and IMF/World Bank support to financial
development. In the area of development financing, subregional development
banks can play a significant role as a mechanism for pooling the risks of groups
of developing countries, also allowing them to make more aggressive use of
opportunities provided by private capital markets.

An institutional framework such as this would have two positive features.
First, it would bring more stability to the world economy by providing essential
services that can hardly be provided by a few international institutions, owing
both to the heterogeneity of the international community and to the dynamic
processes of open regionalism that are under way. Second, from the point of view
of the equilibrium of world relations, it could be more balanced than a system
based on a few world organizations. It could also increase the commitment of
small countries to abide by rules that contribute to world and regional stability.

The Challenges Facing Regional Arrangements

Regional financial cooperation also faces significant challenges, which must not
be underestimated. They relate to the viability and long-term sustainability of
the arrangements that are created, and involve three major issues: the capacity of
a given group of developing countries to supply the relevant financial services;
the need to guarantee that strong regional institutions are developed; and an
equitable distribution of the benefits of regional integration.

Culpeper’s contribution to this volume poses the first of these issues as the
need to match the demands from developing countries with their capacity to

8 josé antonio ocampo
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supply the associated financial services. In this regard, he argues that the presence
of industrial or emerging-market economies within a region is crucial for success-
ful financial cooperation, as they provide a rapidly growing pool of savings and
greater creditworthiness. In this sense, regional cooperation may be unable, by
itself, to meet the resource needs of the poorest countries, whether they are of a
short- or long-term nature. This is particularly true when such funds must be
provided with a larger, or even a full, grant component to avoid building an
unsustainable debt dynamic, as has been underscored in recent years. However,
not all the potential services of regional financial institutions require additional
funding (some forms of macroeconomic cooperation do not), and some may
actually reduce the need for external funds (reserve pooling) or allow countries to
reduce the costs of accessing private capital markets (risk pooling).

In any case, for large-scale funding, partnerships with donor countries seem
to be inescapable for low-income countries for the foreseeable future. The term
of the partnership must be adequate, however, and could include channeling
cooperation through regional institutions in ways that do not undermine devel-
oping countries’ “ownership” of the regional arrangement. Indeed, this was the
experience of Western Europe during the years of postwar reconstruction char-
acterized by a “dollar shortage.”20 The channeling of Marshall Plan aid through
the European Payments Union is a successful example of external financial sup-
port channeled through a regional institution.

For middle-income or “emerging” countries, the demand for regional finan-
cial cooperation will depend, in part, on how deep regional trade and financial
integration are. The constraints on supplying effective services may also be
important, but will differ in nature from those faced by low-income countries.
The main problem lies in providing short-term liquidity financing to cope with
capital account shocks, particularly if external funds are supplied in a procyclical
manner to all countries in a region and there are significant factors of “regional
contagion.” However, cooperation from neighbors during crises may actually be
highly effective, as evidenced by the successful support of France by Germany
during the European currency crisis of 1992, or China’s support for Hong Kong
SAR during the Asian crisis.21 Although of a more limited nature, the successful
experience of the Latin American Reserve Fund (which, despite its name, contin-
ues to be essentially an Andean arrangement, with Costa Rica as the additional
member) in supporting member countries during the Latin American debt crisis
of the 1980s, and during the Asian crisis of the late 1990s, shows that, despite

20. Triffin (1957).
21. Mistry (1999).
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contagion, all members of a region can benefit from the supply of liquidity
financing by regional institutions (see Daniel Titelman’s contribution to this vol-
ume). As the experience of the Latin American Reserve Fund indicates, the
demand for funds by different countries does not coincide exactly in time. This
facilitates the functioning of reserve funds and helps them to mitigate contagion.
On the contrary, lack of support or, worse still, an explicit attempt by other
countries in a region to differentiate themselves from a regional partner under-
going crisis, may reduce the effectiveness of any adjustment policies that this
country undertakes and end up increasing contagion.

Although “ownership” provides a strong case for regional arrangements, it
also has its downside. The essential problem is that regional and subregional
institutions may be weak in the face of pressures from some of their individual
members, particularly the more powerful among them. Therefore, the virtues of
ownership can only be realized when matched by strong institution building,
which is ultimately what will determine the effectiveness of regional cooperation
arrangements. Political considerations play the dominant role in the process of
institution building—and indeed, regional integration is always a political
process and its weakness a sign of a lack of political will to build strong regional
institutions.22

The history of European cooperation provides a clue about the long-term
nature and complexities of this process. According to Charles Wyplosz (in this
volume), since regional integration involves continuous erosion of national
sovereignty—or, put in a more positive way, a transfer of sovereignty from the
nation-state to regional institutions—it requires building confidence in regional
institutions, which takes place only gradually. Each step in this process implies
an uneasy compromise between integrationist and nationalist forces, and the lat-
ter may lead to reversals in the road to integration, implying that it is not a lin-
ear process.23 Although it is essential to have clear vision and objectives, a
master plan is neither necessary nor useful. To quote Wyplosz: “Integration has
always been characterized by a process of muddling through, taking two steps
forward and one step back, with deep and lingering divergences as to what the
end objective should be. But each integration step has made the next one more
likely. Success in one area emboldened political leaders to contemplate another
even bolder project in another area. More crucially perhaps, each important step
has been matched by some additional institutional buildup, which has provided
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22. Teunissen (1998).
23. The associated complexities have recently manifested themselves, among other areas, in the

Stability and Growth Pact. In this case, however, as recent debates have underscored, the inappro-
priateness of the Maastricht rules are a key part of the problem.
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the backbone for further moves. It is difficult to overestimate the importance of
the early creation of institutions to support the integration process, no matter
how imperfect those institutions are.”

Powerful countries may prefer weak regional institutions, to allow them to
exercise more influence over them. The struggle for regional influence among
major regional powers may also become an obstacle to strong institution building.
This seems to have underlain some of the problems facing the design of strong
regional macroeconomic arrangements in East Asia in recent years, and is evident
in other processes, such as the Southern Common Market (Mercosur). The way a
power struggle among major players is settled, and whether it results in strong or
weak regional institutions, will be critical for smaller members of a regional or
subregional club, which clearly benefit from strong regional institutions in their
relations with large regional players.

Historical and cultural affinity may help institution building, as Culpeper
argues in his chapter, but the story is mixed in this regard. European integration
took place despite diversity, whereas Latin American integration has advanced
slowly regardless of affinity. Political motivations are obviously behind the inte-
gration efforts in these two regions, and clearly have been stronger in Western
Europe, as well as in building up the network of Arab and Islamic financial
institutions and in the history of regional development banks. The breakdown
of the regional arrangements inherited from the colonial past is quite a common
historical phenomenon, as evidenced by both Spanish America in the nine-
teenth century and the end of colonialism in Africa and Asia in the second half
of the twentieth century. It can perhaps be argued that national institution-
building almost always comes at the cost of regional integration, and in many
cases involves confrontation with neighbors. Some arrangements that have sur-
vived decolonization have sometimes had a troubled history, even when sup-
ported by an industrial country, as macroeconomic cooperation among the
francophone countries in West Africa indicates.

The distribution of the benefits of integration is one of the crucial issues in
the design of institutions appropriate for a given integration process. Owing to
agglomeration economies, the benefits from trade integration may accrue dispro-
portionately to larger and higher-income countries. So there is no presumption
that trade integration will facilitate convergence in real incomes within regions.24

Most integration processes include provisions to facilitate an equitable distri-
bution of their benefits. In trade integration, they commonly include preferen-
tial rules of varying types: slower liberalization, the possibility of maintaining

24. Mistry (1996).
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higher levels of protection or subsidies, and exceptions to some rules. This prac-
tice has been extended to World Trade Organization (WTO) agreements and,
to a lesser extent, to bilateral trade agreements. In more elaborate integration
processes, they also include special development financing facilities and, in a few
instances, fiscal transfers to the weaker countries or regions. Western Europe
again represents the best model in both areas. In the past, some integration
processes in Africa and Latin America also included industry-sharing agree-
ments, under which weaker partners were allocated certain industries, but these
arrangements usually failed and were abandoned. Freer labor mobility may also
be seen as an adjustment mechanism that allows weaker countries or regions to
adapt to the effects of integration. However, although it is generally seen as an
essential element of full integration, it is unlikely to be considered a rule for the
equitable sharing of its benefits.

In sum, the development of a dense institutional network of regional and
subregional institutions in development finance and macroeconomic coopera-
tion faces three major challenges: matching demand with supply capacities; a
clear long-term commitment to institution building; and an equitable distribu-
tion of the benefits of integration. These issues are interrelated: supply capacities
are not exogenously given, as they are largely created through a gradual process
of institution building; and strong institutions are unlikely to be accepted by
weaker partners unless they perceive that there is an equitable distribution of the
benefits of integration.

Development Financing

Regional development financing arrangements have followed three basic mod-
els. The oldest and best-developed model is multilateral development banks and
related multilateral financial institutions. These institutions are present in all
regions, although with different coverage, structures, and priorities. A second
model, which is mainly used by the European Union, is fiscal transfers with
explicit redistributive regional objectives. A third and more novel model is the
development of regional bond markets; the most important initiatives in this
regard have come from East Asia.

The regional development banks (discussed by Francisco Sagasti and Fernando
Prada in this volume) are the oldest of the first group of institutions: the Inter-
American Development Bank (IDB); the Asian Development Bank (AsDB); the
African Development Bank (AfDB); and the European Investment Bank (EIB).
Strong political motivations led to their creation in the 1950s and 1960s. The first
two institutions may be viewed as the result of cold war politics, while the third is
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the daughter of decolonization. EIB was born, in turn, out of two basic objectives
of European integration: to support lagging regions and thus an equitable integra-
tion process; and to finance the investment in the infrastructure of integration—
“regional public goods” in current terminology (see in this regard the chapter by
Stephany Griffith-Jones, Alfred Steinherr, and Ana Teresa Fuzzo de Lima in this
volume). To these we should add the European Bank for Reconstruction and
Development (EBRD), which was established in 1991 and is the daughter of
post–cold war politics.

With the exception of the EIB, which is made up entirely of industrial-country
members, all of which can borrow from the institution, the regional banks
include a division between developing country borrowers and nonborrowing
industrial-country members. Borrowing members are a majority in AfDB and
slightly over half of the capital of IDB, but are a minority in AsDB and particu-
larly in EBRD. This structure was adopted only late (in 1982) by the African
Development Bank, which was initially a strictly African institution, but was
forced to converge with the structure of other regional development banks
because of its financial difficulties.

This capital structure allows developing countries to benefit from the excellent
credit rating of the industrial-country members. It is amplified by the practice of
maintaining a large ratio of subscribed to paid-in capital, which may be seen as a
huge guarantee fund for the credit operations of these institutions. This may be
understood as a cross-subsidy from countries with good to weaker credit ratings. It
may also be seen, however, as a correction of a market failure: the overestimation of
risk in private capital markets, particularly during periods of bust in private financ-
ing. The better lending conditions, as well as the willingness of these institutions to
finance countries under difficult circumstances—that is, during crises—tend to
reinforce their preferred-creditor status. This becomes a “self-fulfilling prophecy”
in terms of portfolio quality, and in this sense can also be considered a correction
of market failures: low risk margins are justified by the fact that loan losses are min-
imal, but this reinforces the willingness of debtors to keep a good credit history
with these institutions. The requirement that first-class guarantees be maintained
(from governments or private banks) further reinforces credit quality, whereas the
lack of retail services reduces the staff required and thus intermediation costs.25

The most elaborate system of multilateral financial institutions that are
strictly “developing-country-owned” is that of the Arab and Islamic world. As
Georges Corm describes in this volume, the origin of these institutions lies in

25. For a further analysis of these issues, see the two chapters by Sagasti and Prada and
Griffith-Jones, Steinherr, and Fuzzo de Lima in this volume. See also Birdsall (2001).
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the regional solidarity generated by the Arab-Israeli war of 1967 and, in eco-
nomic terms, in the sudden increase in resources of Arab oil-exporting coun-
tries in the 1970s. Most of these institutions started to operate in the 1970s,
although one of them, the Arab Fund for Economic and Social Development
(AFESD), had been created in 1968. With the partial exception of the Islamic
Development Bank, which includes some major non-oil-exporting countries as
shareholders, these institutions essentially operate as mechanisms for transfer-
ring resources from the oil-rich countries of the region to poorer regional mem-
bers, as well as to other developing countries, particularly in the Islamic world
and Africa. Thus they complement the specific national cooperation extended
by the oil-rich countries. This feature also implies that lending by these institu-
tions is highly dependent on the oil price. This reduces the countercyclical role
that financing by multilateral development banks should play.26 The sharp
upturn in oil prices since 2000 has led, however, to a small increase in funding,
relative to the oil boom of the 1970s; thus financing by these institutions
remains today significantly below the levels reached in the second half of the
1970s and early 1980s. They have also made suboptimal use of the opportuni-
ties to tap global or national capital markets.

The largest of these multilateral institutions in terms of cumulative commit-
ments is the Islamic Development Bank, which also has the largest membership
and the largest interregional coverage of its lending operations. It is followed by
the Arab Fund for Economic and Social Development, which provides soft
lending operations for Arab League countries, largely for infrastructure projects.
In turn, the Arab Monetary Fund focuses its activities on financing inter-Arab
trade. Although smaller in size, the Arab Fund for the Development of Africa
channels funds to the African continent. Other institutions provide equity capi-
tal and insurance coverage for inter-Arab investment. The main beneficiaries of
this network of institutions are the middle- and low-income Arab countries,
which have received on average about three-fifths of the financing that has been
available from the institutions since 1970. Indeed, some of these countries, par-
ticularly in the Middle East, have received more funds from these institutions
than from countries in the Development Assistance Committee of the Organi-
zation for Economic Cooperation and Development (DAC/OECD).

Integration efforts in sub-Saharan Africa have also led to the design of some
development banks and other financial institutions. These institutions were set
up by the Economic Community of West African States (ECOWAS) and the
failed (but now revived) East African Community—although its financial

14 josé antonio ocampo

26. See Ocampo (2002); and United Nations (2005, chap. 5).
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branch, the East African Development Bank, survived that process. To these
must be added the trade financing facilities set up more recently by the Common
Market for Eastern and Southern Africa (COMESA). However, as Culpeper
argues in this volume, their performance has been modest at best. Nonetheless,
their existence creates the possibility of using them more actively in the future as
instruments of regional development.27

Latin America and the Caribbean undoubtedly provide the best example of a
well-developed network of subregional financial institutions, which include
three major banks: the Andean Development Corporation (CAF, Corporación
Andina de Fomento), the Central American Bank for Economic Integration
(CABEI), and the Caribbean Development Bank (CDB) (see the chapter by
Titelman in this volume).28 These institutions were created in the 1960s to sup-
port the subregional integration processes and thus service the small and
medium-sized countries of the region, which are the main participants in those
integration processes. The Central American and Caribbean banks have the
same structure as the regional development banks, and thus include both bor-
rowing and nonborrowing countries; nevertheless, some of the nonborrowing
countries are the larger Latin American countries in the vicinity of Central
America, which are also part of the Caribbean basin.

The Andean Development Corporation is unique in being exclusively owned
by developing countries (Spain joined in recent years, but is also a potential bor-
rower). It is the most dynamic of all these institutions, and in recent years its
loans to the Andean countries have actually surpassed joint lending to these
countries by the IDB and the World Bank. Its membership has also gradually
increased to near that of a regional development bank. This dynamic institution
is, indeed, the best example of risk pooling in the developing world: it holds
investment-grade status, regardless of the fact that none of the Andean countries
does. The meager loan losses experienced by the Andean Development Corpo-
ration, despite the troubled macroeconomic history of most of its members, also
demonstrate the strong preferred-creditor status of this institution with its
members. The Caribbean Development Bank is a smaller but also very dynamic
institution in the subregion. The history of the Central American Bank for Eco-
nomic Integration is more mixed. It experienced a severe crisis in the 1980s as a

27. See a full inventory of these institutions in United Nations, Economic Commission for
Africa (ECA) (2004, chap. 6). Some of these institutions have cofinancing arrangements with the
African and the Islamic development banks.

28. A fourth small institution, FONPLATA (Fondo Financiero para el Desarrollo de la Cuenca
del Plata), finances projects for the development of the Plata River basin.
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result of the arrears of one of its members, Nicaragua, but recovered in the latter
part of that decade and has expanded again since the 1990s.

There are crucial regional differences in the roles played by different types of
multilateral development banks in the various regions (see table 1-1). As dis-
cussed, the expansion of regional development banks has focused primarily on
the middle-income countries, where their combined net flows surpass those of
the World Bank. In the Middle East and North Africa, the Arab and Islamic
institutions are also an important financing source. In Latin America and the
Caribbean, IDB lending surpasses the World Bank’s by a large margin, and the
subregional banks also play an important role where they operate. Indeed, as
table 1-1 indicates, the subregional banks make the largest contribution, relative
to gross domestic product (GDP), in the small and medium-sized countries of
Latin America and the Caribbean, followed by the Middle East and North
Africa. Sub-Saharan Africa and South Asia are highly dependent on the World
Bank/IDA (International Development Association). East Asia falls somewhere
in between, with the World Bank lending slightly more than the AsDB and,
as in South Asia, with a relative absence of developing-country-owned financial
institutions. The EIB is the dominant institution in Europe, even when we
leave aside the old members of the European Union (EU-15 in the table). In the
transition economies, however, both the World Bank and the EBRD play an
important role.

The greater weight of poorer borrowing members in different regions, and the
support provided through different financial institutions by nonborrowing indus-
trial countries, is also reflected in the relative share of concessional lending and
grants. Thus concessional lending is particularly important for AfDB (44 percent
of total lending), the World Bank/IDA (40 percent), and the AsDB (27 percent);
the IDB also has a concessional fund for special operations that amounts to 7 per-
cent of total lending.29

Given the fact that only limited concessional lending can be provided by insti-
tutions entirely owned by developing countries, poor countries are likely to con-
tinue to be dependent on official development assistance (ODA) provided by
industrial countries and to a certain extent intermediated by multilateral develop-
ment banks. This coincides with the arguments put forward by Culpeper and the
above analysis of the constraints on regional cooperation in the poorest coun-
tries. The strong presence of developing country–owned financial institutions in
the Arab and Islamic countries and in several subregions of sub-Saharan Africa,
as well as in Latin America and the Caribbean, reflects a mix of cultural affinity

16 josé antonio ocampo

29. World Bank and IMF (2005, box 6.1).
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and political motivation, while their absence in South and East Asia reflects the
lack of these factors.30

The difference in the portfolios of the various multilateral development
banks reflects not only their specific strategies, but also their adaptation to the
diversity of demands and financial needs of the developing world and the transi-
tion economies. Thus while the IDB has focused increasingly on social spend-
ing, subregional banks in Latin America and the Caribbean give greater weight
to infrastructure and production sector lending.31 Both the AfDB and the
AsDB give more emphasis to infrastructure than the IDB does. The heavy focus
on infrastructure lending is also typical of Arab institutions. Financing intra-
regional trade is also a mandate of some institutions, particularly the Arab Mon-
etary Fund. Although many institutions have private sector lending facilities,
which have tended to grow over time, this is the focus of EBRD activities (see
the contributions of Corm, Sagasti and Prada, and Titelman in this volume).
According to Sagasti and Prada, this diversity in the portfolios of these institu-
tions is “in line with the general idea behind the creation of regional and sub-
regional institutions: they play specific and localized roles, which are not always
covered adequately by global or even by regional institutions.”

The combination of collective-action problems in regional processes, in the
absence of supranational institutions, indicates how important the regional and
subregional development banks can be in supporting regional strategies. They
can provide a coordination mechanism for member countries to plan and
finance the provision of regional infrastructure. This is an incipient activity in
most of the developing world but one that has been receiving increasing atten-
tion from some regional and subregional banks.32 These institutions also have the
ability to provide a regional public good essential for development: the trans-
mission and utilization of region-specific knowledge. That ability puts them in a
position to help countries in their respective regions to design specific policies

20 josé antonio ocampo

30. Nonetheless, South Asia set up a modest development fund in 1991. See United Nations
Economic and Social Commission for Asia and the Pacific (United Nations, ESCAP) (2004,
chap. 6), which provides a full inventory of regional cooperation mechanisms in South and 

East Asia. United Nations, ESCAP (2005) also proposed the creation of an Asian Investment Bank.
31. As Sagasti and Prada argue in this volume, the trend in lending by regional development

banks has involved reduced support for the productive sector through state-owned financial insti-
tutions, but has been partially offset by operations with private banks and the development of
domestic capital markets, which are classified as “financial infrastructure.”

32. This is the case with the Initiative for the Integration of Regional Infrastructure in South
America (Iniciativa para la Integración de la Infraestructura Regional Suramericana, IIRSA) and
the Plan Puebla-Panama (involving Mexico and Central America).
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appropriate to the countries’ economic needs and political constraints.33 None-
theless, there is still very little financing of “regional public goods” in most of
the institutions serving developing countries (1 percent or less for the AfDB,
AsDB, and IDB), as well as in ODA in general.34 This is in sharp contrast with
the experience of the European Investment Bank, which has had regional infra-
structure as one of its major mandates since its creation.

Indeed, as was pointed out at the beginning of this section, the EIB, the
largest multilateral development bank in the world, is probably the best example
of an institution designed to help compensate for regional disparities and to sup-
port the development of regional infrastructure. In recent decades, it has also
been increasingly used for major extraregional initiatives of the European Union,
such as projects in the African, Caribbean, and Pacific (ACP) countries and the
Mediterranean region, as well as the liberalization processes of the former social-
ist countries of Central and Eastern Europe. Another reason for creating this
institution in the 1950s was to correct market failures, since currencies were not
fully convertible and international private capital markets had not fully recovered
from the collapse of the 1930s, but it has continued to grow in recent decades,
despite full capital account convertibility and booming global financial markets.

The chapter by Stephany Griffith-Jones, Alfred Steinherr and Ana Teresa
Fuzzo de Lima in this volume provides some clues about the strengths of this
institution in a region with significant financial development. Some of the rea-
sons are: (1) the implicit subsidy and better access to finance by poorer countries
in the region, which fulfills one of its historical mandates; (2) its signaling role to
private lenders, which helps to correct another type of market failure (informa-
tion asymmetries) and may be particularly important for infrastructure invest-
ment, one of its major lending activities; (3) the capacity to internalize the risks
of offering long-term lending at fixed rates (which, nonetheless, as the authors
argue, can be more costly to a borrower than floating interest rate loans of simi-
lar maturity); and (4) its capacity to be very competitive in its pricing, which
makes it a desirable source of borrowing even by large private banks in the case
of “global loans” for financing small and medium-sized enterprises. On the con-
trary, correcting market failures associated with large risks in innovative sectors
has not been one of the main activities of the EIB. In the recent past, this has led
to the creation of the European Investment Fund—of which it is the largest
shareholder—to provide guarantees, take equity participation, and support venture

33. See Birdsall and Rojas-Suarez (2004).
34. See Birdsall (2006).
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capital funds. However, on the whole, this institution continues to be risk averse,
which is indeed a salient feature of multilateral development banks.

The creation of EIB as an instrument of European integration was matched
from the beginning by fiscal transfers to poorer regions and specific sectors (par-
ticularly agriculture). This implied an explicit acknowledgment that integration
would not achieve the aim of helping different parts of an integrating region to
converge in their development levels, in the absence of an explicit policy to
achieve this purpose—a policy that came to be labeled “cohesion policy.” The
focus on lagging regions rather than countries has also provided a source of sup-
port from major countries to this policy, because even rich countries may have
lagging regions. These fiscal redistributive mechanisms (structural and cohesion
funds) were further reinforced at every major step in the history of European
integration. So they were extended as a result of the northern expansion of the
European Community in the 1970s, particularly when the relatively poorer
Southern European countries were incorporated in the 1980s. The 1990s saw,
in turn, the design of more generous pre-accession funding for Central Euro-
pean countries. Although regional and even global trade integration processes
have generally recognized the asymmetries of its member states, fiscal transfers
have rarely been tried outside Europe; in fact, they were only used, rather unsuc-
cessfully, in the early postcolonial experience of the East African Community.

The historical dearth of regional financial cooperation in South and East Asia
has been amply compensated for in recent years by a series of initiatives in the
area of development financing, as well as in monetary cooperation. The major
reason was the traumatic experience of the 1997 East Asian financial crisis.
These initiatives also reflect a sense of frustration with the slow speed and even,
in many areas, the international financial system’s complete lack of reform to
enable it to face the problems that became evident during the Asian crisis, as
well as a critical view of the policies implemented by the global financial institu-
tions for managing the crisis.35

Although there have been proposals to create an Asian Investment Bank
along the lines of the EIB,36 the major initiatives under implementation relate
to support for the development of national and regional bond markets. The
basic rationale for these initiatives is the sense that over-reliance on short-term
foreign currency loans was a major factor in the East Asian crisis. Since the cri-
sis, another important factor has been the large current account surpluses and
international reserves accumulated by economies in the region. International
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35. Park and Wang (2000); Sakakibara (2003).
36. See United Nations, ESCAP (2005).
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reserves, as well as private funds, are to a large extent invested in the deeper
bond markets of the industrialized countries, some of which are recycled back
into the region by foreign financial intermediaries. According to this view, the
development of deeper national and regional bond markets would help to short-
circuit this intermediation through world financial centers outside Asia. There-
fore, the development of bond markets will be both a development and a
crisis-prevention instrument, helping in the latter case to reduce the maturity
and currency mismatches in the portfolios of private agents that were at the
heart of the East Asian crisis.

The various initiatives, reviewed by Yung Chul Park, Jae Ha Park, Julia
Leung, and Kanit Sangsubhan in their contribution to this volume, have taken
place in different regional forums and are of two different types.37 The first are of
an institutional nature and aim to develop appropriate infrastructure for the
functioning of either national or regional bond markets, particularly for bonds
denominated in the local currencies of the economies of the region. This in-
cludes the Asia Pacific Economic Cooperation (APEC) initiative for developing
securitization and credit-guarantee markets by means of policy dialogue and the
provision of expert advice and panel visits to the economies concerned. In a simi-
lar vein, the ASEAN+3 (China, Japan, and the Republic of Korea) initiative
focuses on facilitating market access by several public and private sector agents,
and on improving the institutional infrastructure, including regional clearing and
settlement mechanisms, credit-guarantee and hedging facilities, the development
of national and regional credit rating agencies, and the dissemination of informa-
tion on Asian bond markets. In a complementary manner, the various working
groups convened under this initiative will aim to improve the harmonization of
financial standards, regulatory systems, and tax treatment of financial assets
throughout the region.

The second type of initiative, launched by the eleven members of the Execu-
tives’ Meeting of East Asia–Pacific Central Banks (EMEAP), has focused on
developing specific funds, the Asian Bond Funds (ABFs).38 ABF 1, announced in
June 2003, was composed of U.S. dollar-denominated bonds issued by sovereign
and quasi-sovereign issuers of the eight emerging economies of EMEAP.
Although this first action represented a milestone in central bank cooperation, it
was limited in size (to U.S.$1 billion), and more particularly, it did not support
the development of local-currency-denominated bonds. So a second fund (ABF 2)

37. See also United Nations, ESCAP (2004, 2005).
38. The eleven members of EMEAP are Australia, China, Hong Kong SAR, Indonesia, Japan,

Republic of Korea, Malaysia, New Zealand, the Philippines, Singapore, and Thailand.

10101-01_Ch01_Redo.qxd  10/5/06  3:05 PM  Page 23



was launched in December 2004, with an initial amount of U.S.$2 billion, to
invest in local-currency-denominated bonds of the EMEAP emerging economies,
and to help create a convenient and cost-effective instrument fund and a new
asset class for regional and institutional investors. As argued by Yung Chul Park
and his coauthors, this new initiative has helped to introduce a new asset class
(exchange-traded bond funds) and a new family of bond indexes; it has helped to
remove some of the barriers to cross-border capital flows; and it has contributed
to the adoption of new standards and to greater market transparency. All these
effects, which largely relate to developing the associated regional financial infra-
structure, indicate that this initiative is complementary to the above-mentioned
approach that focuses directly on developing the regional financial infrastructure.

Macroeconomic Cooperation

Contrary to the rich historical experience in the area of development financing,
particularly with multilateral development banks, there is a dearth of experi-
ences in the area of macroeconomic cooperation in the developing world. How-
ever, several initiatives have been launched in this area in recent years. They
sometimes match regional trade initiatives that have resulted from the dynamic
process of “open regionalism” currently under way, and attempt to replicate in
some ways the experience of European monetary integration. Some of the exist-
ing arrangements, as well as new initiatives, show the potentialities of this form
of cooperation in the developing world, but also their limitations. As the
attempts to replicate European trade integration in the past have had mixed suc-
cess in the developing world, the more recent attempts to replicate European
macroeconomic cooperation follow a similar mixed pattern. Furthermore,
regional trade integration is more limited in the developing world than in
Europe—although it has been growing rapidly in some regions, particularly in
East Asia. There are, however, two additional rationales for macroeconomic
cooperation in the developing world, particularly in emerging economies: to
build stronger walls of defense against financial crises; and to avoid distorting
competition among export-oriented economies.39

The links between trade and macroeconomic cooperation are, of course, at
the heart of the formation of the European Union. As Wyplosz argues in this
volume, this feature has been accompanied by two other major characteristics.
The first is the emphasis on building strong institutions, albeit in a gradual and
pragmatic way. The second is the clear subordination of macroeconomic coop-
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39. See Sakakibara (2003).
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eration to the objective of trade integration. The major objective of macro-
economic cooperation has thus been exchange rate stability, which has been seen
as the only way to create a level playing field for intraregional trade. In particular,
real exchange rate stability has been the implicit target of such cooperation.

Since the breakdown of the Bretton Woods parities, this has implied the
negotiation of regional arrangements (the snake, followed by the European Mon-
etary System) to stabilize exchange rate parities, which finally led to European
Monetary Union (EMU). Until the launch of EMU, these arrangements not
only left room for limited flexibility (variable over time), but also involved a large
number of nominal exchange rate adjustments, which used purchasing power
parity criteria to determine the level of adjustment for achieving a desirable real
target. These readjustments were fully symmetrical, thus involving both strong
and weaker currencies at different moments. The choice of bilateral parities was
collective, and was in fact based on consensus. Although the deutschmark gradu-
ally emerged as the anchor/central currency, this feature was not part of the
system of cooperation to stabilize the exchange rates, and indeed was only con-
solidated de facto in the late 1980s. In turn, the defense of agreed parities
implied the unprecedented commitment, if necessary, to defend the agreed pari-
ties with unlimited interventions by both countries whose bilateral rates were
pushed to the declared margin of fluctuation. This rule implied that no explicit
reserve pooling was necessary.

The commitment to exchange rate stability implied that capital mobility was
entirely subordinated to that objective. This meant that capital controls were in
place for decades, and were reestablished when necessary. Therefore, whereas
current account convertibility came early (in 1958, coinciding with the launch of
the Common Market), capital account liberalization came late, and was part of a
gradual process that did not culminate in the collective removal of capital con-
trols until 1990. This was soon followed by a major crisis in 1992. It thus
became clear that exchange rate stability required a full-fledged movement
toward monetary union. This was combined with the Stability and Growth Pact,
which established explicit fiscal rules and convergence criteria. Although the
principle that monetary integration must be accompanied by fiscal discipline is
widely accepted, the rationale of the specific rules adopted in the Maastricht
Treaty (which target the current fiscal deficit rather than a structural deficit or,
better still, debt sustainability), as well as the mechanisms of enforcement (which
are intrusive into national sovereignty, but for the same reason weak in practice),
have become a subject of heated debate in recent years.

Wyplosz’s summary of the sequence followed by the European Union and its
implications for similar arrangements in the developing world today is sharp
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and simple: “Regional trade integration, exchange rate stability and institution-
building came first, capital mobility and monetary union came later. A key
question is whether this sequencing can be modified and whether the pace can
be accelerated. The answer is that both are quite unlikely.” This answer is, of
course, critical, and refers both to the potential benefits of macroeconomic
cooperation and to current debates on capital account liberalization.

Indeed, the classical case for optimum currency areas assumes not only a simi-
larity among participating countries, but also a high level of economic integra-
tion among participating countries.40 Accordingly, one of the major benefits of
currency union is that it encourages intraregional trade by eliminating one of the
“taxes” on trade: the uncertainties associated with exchange rate volatility. An
additional argument is that it acts as an external disciplining agent on individual
members and, to the extent that one of the members is a strong economy, it
allows others to “borrow credibility.”

Capital account liberalization continues to be a topic of heated debate. Its
costs in terms of macroeconomic volatility are by now widely recognized.41 On
this basis, many analysts claim that capital account liberalization is undesirable
for the developing world, and that some form of capital account controls or reg-
ulations should be the rule rather than the exception.42 In terms of the debate
on regional cooperation, this means that capital account liberalization should
be, at best, the end rather than the beginning of a process of macroeconomic
cooperation. This was, in fact, the route followed by the European Union—
a long route indeed, taking more than three decades to complete the transition.
It is also the sequence between trade and capital account liberalization recom-
mended by McKinnon.43 However, given the pervasiveness of global capital
markets and related financial innovations, and the fact that several countries
have already liberalized their capital accounts, new questions arise about the
appropriateness of classical sequencing issues and even about the rationale for
currency unions. In particular, and following the defense of polar exchange rate
regimes, it has been argued that a developing country with full capital account
liberalization that is not willing to adopt a fully flexible exchange rate may find
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40. See Mundell (1961); and McKinnon (1963). The classical criteria proposed by Mundell
and McKinnon include a large share of intraregional trade and synchronized business cycles, which
assume a substantial degree of economic integration. They also indicate that a common currency
area is more attractive for smaller countries and when factor markets are more flexible.

41. See, for example, Prasad and others (2003).
42. See, for example, Stiglitz and others (2006).
43. McKinnon (1979).
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it more desirable to dollarize or euroize than to form a currency union with
other developing countries.

Although the developing world’s experience with monetary unions has been
neither abundant nor successful, European monetary integration has sparked
some initiatives for forming monetary unions in the developing world. The ini-
tiative taken by the members of the Gulf Cooperation Council stands out in
this regard.44 The members of the Caribbean Community are also formally
committed to a monetary union but have not made much progress in that
direction. As with other developing countries where independence was not
gained until after World War II, the formation of a monetary union among
these countries would in a sense be a return to the monetary arrangements of
the past, where these countries shared a common currency (in the Caribbean,
until the early 1960s), although they are now managed by the countries them-
selves and perhaps do not have the strict currency-board characteristics of the
colonial arrangements.

Even more than monetary unions, the European experience has encouraged
looser forms of macroeconomic dialogue or more elaborate consultations in the
developing countries, including the adoption of Maastricht-type criteria in the con-
text of several integration processes.45 However, unless the adoption of these cri-
teria leads to regular surveillance, as well as to consultation processes that help
to internalize the effects of macroeconomic policies on regional partners, their
credibility and rationale may be totally lost. In the developing world it is also
necessary to strike a balance between targets and a certain degree of policy flexi-
bility, which is essential for economies subject to large shocks. However, the
right balance is difficult to achieve.

As discussed, the 1997 crisis led, in East Asia, to the adoption of the Chiang
Mai Initiative, aimed at building a strong pillar of regional balance-of-payments
support as a crisis-prevention device. Preexisting arrangements in this area were
the Latin American Reserve Fund and the ASEAN Swap Arrangement.

One way to view these different initiatives is that they break up macro-
economic cooperation into its basic components: macroeconomic policy dia-
logue and eventual policy surveillance and consultation; liquidity support during
crises; and exchange rate coordination. Furthermore, given the frequency of
shocks faced by developing countries, they generally eliminate (or, at least, signif-
icantly postpone in time) the desirability of the third component—which, as we

44. International Monetary Fund (1973).
45. See, for example, United Nations, ECA (2004, chap. 6) in relation to sub-Saharan Africa,

and United Nations, ECLAC (2002b, chap. 5) in relation to Latin America and the Caribbean.
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have seen, was the major objective of European macroeconomic cooperation. It
should be added that clearinghouses for intraregional trade are a weaker form of
macroeconomic cooperation, which is closely tied to trade integration. They also
bring specific benefits during crises: by reducing the need for foreign exchange to
settle intraregional transactions they may help to mitigate the effects of crises on
intraregional trade and the multiplier effects on macroeconomic activity. There
are several experiences of this type in the developing world, some of which have
been functioning for several decades; a few have faced difficulties owing to the
accumulation of arrears by some members during balance-of-payments crises.46

However, we shall not examine their experience here.
The history of common currency areas in sub-Saharan Africa shows how dif-

ficult these arrangements can be in the developing world, even when they have
the strong backing of an industrial country.47 The monetary arrangements
among the former British colonies collapsed soon after independence, but a
franc zone survived in Western Africa with strong French backing. It is orga-
nized into two currency unions: the West African Economic and Monetary
Union (WAEMU), and the Central African Economic and Monetary Union.48

The larger Economic Community of West African States, comprising the first
group of countries plus some others, set an agenda that adopted a monetary
cooperation program, aimed at a single currency, but its achievements have
been limited to improving intraregional payments.49 In 2000, five of its mem-
bers agreed to create a West African Monetary Zone, and to merge this zone
with the West African Economic and Monetary Union.50 However, the conver-
gence process has been slow and the deadline for merging this zone with the
existing monetary union (December 2005) was postponed until December
2009. In recent decades, initiatives in East and South Africa have focused on
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46. In Central America, for example, Nicaraguan arrears led, in the early 1980s, to the accu-
mulation of large debts with other countries in the subregion, as well as to the suspension of lend-
ing by the Central American Monetary Stabilization Fund of the Central American Bank for
Economic Integration.

47. See the chapters by Ernest Aryeetey and Roy Culpeper in this volume, as well as Honohan
and Lane (2000).

48. The first includes Benin, Burkina-Faso, Côte d’Ivoire, Guinea-Bissau, Mali, Niger, Togo,
and Senegal. The second encompasses Cameroon, the Central African Republic, Chad, the Repub-
lic of Congo, Equatorial Guinea, and Gabon. Guinea dropped out of the franc zone upon inde-
pendence, and Mali dropped out for a while. Guinea-Bissau and Equatorial Guinea are new
members that joined the corresponding arrangement in 1997 and 1985, respectively.

49. The other members are Cape Verde, Gambia, Ghana, Guinea, Liberia, Mauritania, Niger,
Nigeria, and Sierra Leone.

50. The members are Gambia, Ghana, Guinea, Nigeria, and Sierra Leone.
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trade integration and shied away from establishing major initiatives in the area
of macroeconomic cooperation. To these we should add the Rand Monetary
Area, which dates back to 1910 and was established formally as a monetary area
in 1974 and a common monetary area in 1986.51

The former franc (now euro) zone captured for its member states some of the
classical benefits of a monetary union. In particular, price stability has been
greater for these countries than for neighbors in their region. However, the
monetary union worked as a weak external mechanism of restraint. Although
the central banks were freed by statute from fiscal pressure, they were forced to
support commercial banks that had lent to fiscal authorities. This factor,
together with other domestic and external factors, led to a banking crisis in the
1980s. Many of the institutions involved were joint ventures between national
governments and major French-based banks. The recapitalization of these banks
led to the eventual collapse of the system, which was formally recognized in the
50 percent devaluation of the CFA franc in January 1994.52 The devaluation
was matched by other reforms to strengthen the monetary union and deepen
financial cooperation. Although the devaluation facilitated the recovery of eco-
nomic growth in the following years, the political crisis of the largest member of
WAEMU, Côte d’Ivoire, generated fresh macroeconomic problems in the early
2000s; the crisis was compounded by a broader lack of compliance with the
agreed fiscal targets by members of the monetary union.53

This story showed the limits not only of monetary union as a mechanism of
restraint, but also of the benefits of rules-based macroeconomic policy.54 Also,
as Culpeper claims in this volume, the hard peg of the CFA franc to the French
franc, and now to the euro, reduces the zone’s capacity to absorb external shocks
and effectively externalizes authority for short-term financing to the French
Treasury. The fluctuations of the exchange rate of, first, the French franc and,
in recent years, the euro, have also been transmitted to these countries and, in
fact, the strength of the French franc was a factor behind the conditions that led
to the 1994 devaluation.

51. The Rand Monetary Area encompasses South Africa, Lesotho, and Swaziland. Botswana
withdrew in 1974 before the monetary area was formed. There is also the very ambitious (and
probably unrealistic) project of forming a single continental currency area by 2025, which is
enshrined in the African Monetary Cooperation Program.

52. The CFA franc is the common currency of fourteen African countries that are members of
the franc zone.

53. See Boogaerde and Tsangarides (2005).
54. See Honohan and Lane (2000).
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In light of this experience and other problems facing sub-Saharan Africa,
Ernest Aryeetey and Honohan and Lane suggest that the focus of cooperation
among these countries should probably shift to the development of financial
markets, aimed at overcoming the thinness and illiquidity of African capital mar-
kets, including possibly the regionalization of banking and capital-market devel-
opment.55 Other arrangements, such as liquidity financing to avoid regional
contagion, seem less important in sub-Saharan Africa, given the absence of sig-
nificant contagion in the region during past crises, but may become more impor-
tant in the future.

In Latin America and the Caribbean, the Eastern Caribbean Currency Union
(ECCU) may be considered one of the few success stories of its kind in the dev-
eloping world.56 It involves very small economies with a well-developed domes-
tic banking system and an important offshore financial sector. Its history goes
back to the British Caribbean Currency Board and operates as a quasi-currency
board with large effective reserve cover. Its peg to the British pound was shifted
to the U.S. dollar in 1976. However, it has faced some challenges associated
with the rapid growth of public sector debts during the slowdown of the early
2000s, poor compliance with the agreed fiscal rules, and some weakness in its
banking, regulatory, and supervisory framework.57

As previously mentioned, in 1990 members of the broader Caribbean Com-
munity made a commitment to create a monetary union as part of the develop-
ment of a single market and economy. However, no concrete steps have been
taken in that direction (and, it should be added, the commitment to build a sin-
gle market and economy has also been postponed on several occasions).58 In
fact, divergence among the exchange rate regimes and deviation from the agreed
convergence criteria continue to characterize this subregion.

Latin America has shied away from similar efforts but, in the 1990s, adopted
mechanisms for macroeconomic policy dialogue in the context of its three major
integration processes: Mercosur, the Andean Community, and the Central
American Common Market.59 Maastricht-type criteria for economic conver-
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55. See the chapter by Aryeetey in this volume, and Honohan and Lane (2000).
56. This currency union includes Antigua and Barbuda, Dominica, Grenada, St. Kitts and

Nevis, St. Lucia, and St. Vincent and the Grenadines, as well as two dependent territories of the
United Kingdom (Anguilla and Montserrat).

57. IMF (2004).
58. It can be argued that, given the very different commodity shocks that these countries face,

the Caribbean Community (Caricom) may not even be an optimal currency area. Worrel (2003)
advocates a currency union, but based on arguments that justify fixed exchange rates rather than a
common currency.

59. United Nations, ECLAC (2002b, chap. 5).
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gence have been agreed for these processes. In their contribution to this volume,
José Luis Machinea and Guillermo Rozenwurcel analyze the rationale for these
efforts. Although intraregional trade is still limited and integration of domestic
financial markets is virtually nil, macroeconomic linkages associated with global
financial shocks have been significant during the past quarter-century. They
have been reflected in macroeconomic adjustments that have had major spill-
overs onto neighbors, either through the contractionary effects of adjustment
policies or through exchange rate variations. This creates a strong case for policy
dialogue and eventual coordination of macroeconomic policies. A major incen-
tive for such coordination is, however, absent: the ability to “borrow credibility”
from neighbors. Rather, the attempt of neighbors to differentiate themselves
from countries facing a crisis, as was typical of Mercosur in the late 1990s and
early 2000s, contributed to the further loss of credibility by the authorities.

Based on the European and Latin American experience, Machinea and
Rozenwurcel argue that the exchange of information and periodic technical
meetings involved in integration processes help to build knowledge and mutual
trust.60 Nonetheless, the transition to more explicit coordination mechanisms,
which would help to internalize the effects of macroeconomic policies on neigh-
bors, is a difficult task in the Latin American context. These authors argue, fur-
thermore, that in developing countries the agreed macroeconomic convergence
criteria should include, in addition to fiscal objectives (the fiscal deficit, prefer-
ably set as the structural stance, and the public sector debt ratio), external sector
targets, particularly for the current account deficit and the short-term external
debt. Striking a balance between compliance with explicit targets and the degree
of policy flexibility that is required in economies subject to large shocks is, how-
ever, an important challenge. Some degree of exchange rate stabilization would
be desirable, particularly smoothing short-term swings, which may require active
use of capital account regulations, particularly on short-term capital flows. In this
area, according to these authors, at least two further objectives should be agreed:
the harmonization of the exchange rate regimes, and the principle that countries
should consult with one another concerning possible courses of action to follow
in crisis situations.

The existence of regional reserve funds can serve as an important incentive
for macroeconomic coordination. In this regard, the experience of the Latin
American Reserve Fund, analyzed by Daniel Titelman in this volume, demon-
strates the possibilities of using this type of mechanism, which has been widely
underutilized in the developing world. It shows that even a modest fund can

60. See also Ghymers (2005).
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make essential contributions to the balance-of-payments financing of develop-
ing countries. Since 1978 this fund has provided such financing to member
states, equivalent to 60 percent of that of the IMF, benefiting in particular its
smallest members, Bolivia and Ecuador. Its financing was clearly countercycli-
cal, and its preferred-creditor status has been reflected in its healthy portfolio,
even in the face of two major crises in the region, when some member countries
accumulated arrears in their public sector obligations. It also shows that the fear
that “soft conditionality” would result in major losses by an institution provid-
ing emergency liquidity financing is exaggerated. Such funds can help manage
trade shocks and even, to a limited extent, abrupt reversals of capital flows.
Indeed, Agosin has estimated that, during recent decades, even a relatively mod-
est fund, equivalent to 15 percent of Latin America’s international reserves,
could have provided financing to cope with capital outflows equivalent to the
entire short-term debts of all the countries except Mexico.61

The most ambitious project of this kind is the Chiang Mai Initiative, agreed
in 2000 by the ASEAN countries plus China, Japan, and the Republic of Korea.
The agreed mechanism is the negotiation of bilateral swap arrangements among
the central banks of the member countries. To do this, it built on the modest
ASEAN Swap Arrangement, which had been created in 1977. Aside from li-
quidity financing, the mechanism has provided an instrument of policy dia-
logue, and an appropriate surveillance mechanism is currently being designed.
Strong regional monitoring and surveillance is deemed essential by net contrib-
utors to liquidity financing to guarantee that its lending is protected; this condi-
tion is deemed particularly important by Japan.

As Yung Chul Park argues in his contribution to this volume, this arrange-
ment builds on two essential lessons from the Asian crisis: that in the face of
capital account crises, policy coordination, or at least a regional policy dialogue,
is essential in preventing contagion, and that the countries need ample access to
liquidity to thwart the speculative attacks that characterize contemporary capital
account crises. The capacity of regional partners to provide such financing is
reflected in the fact that the funds provided by the IMF to Indonesia, the
Republic of Korea, and Thailand during the crisis (U.S.$111.7 billion) were
only a fraction of the international reserves held by the members of the Chiang
Mai Initiative at the time (about U.S.$700 billion), and a very small fraction of
the reserves accumulated by these countries since the Asian crisis (U.S.$2.5 tril-
lion at the end of 2005). As noted above, this initiative is also a sign of East
Asia’s frustration with the speed of reform of the international financial system.
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The mechanism entitles countries to a disbursement of up to 20 percent of
the maximum amount of drawings from the bilateral swaps without an IMF
program. This limit, agreed to in May 2005, was an increase over the 10 per-
cent originally set. When this limit is reached, the country would thus be placed
under an IMF program. This implies that regional liquidity financing is com-
plementary to that of the IMF in a more explicit way than in the case of the
Latin American Reserve Fund. These bilateral arrangements, which added up to
U.S.$71.5 billion in February 2006, could eventually be multilateralized.
Indeed, a step in that direction was also agreed in May 2005, when it was
decided that the swap activation would be based on a collective decisionmaking
process, the details of which must be agreed. The mechanism has not yet been
utilized, and indeed, the buoyant conditions of the member countries in recent
years, including the accumulation of record levels of “self-defense” in the form
of large international reserves, may have slowed the pace of action. According to
Park, the major stumbling blocks in the process seem to be the weak institu-
tional arrangements that have been established and the unsettled leadership
among the two major economic powers in the region.

The recent decision to multilateralize the swap arrangement could lead to
some form of reserve pooling, which could be used to back a common reserve
currency. If a strong surveillance mechanism is put in place, using this mecha-
nism of liquidity, financing could be detached from an IMF program. Also, the
policy dialogue could eventually evolve into a more formal system of policy
coordination, including the establishment of mechanisms to stabilize the bilat-
eral exchange rates of the member countries, even though the members of the
initiative have not yet expressed their desire to do so. If these steps are taken,
and the membership of the initiative is expanded to include other countries that
have requested membership (including India), the system could eventually
evolve into a full-fledged Asian monetary system.62 It must be added that this is
more likely if the issue of the Asian countries’ voice and participation in the
IMF is not solved in an acceptable manner.

As the previous discussion indicates, designing an adequate monitoring and
surveillance process is key to ambitious efforts in macroeconomic cooperation.
In this area, four mechanisms have been agreed in Asia since the 1997 crisis. One
of these was abandoned (the Manila Framework Group, adopted in the context
of APEC), and another is still in its infancy (the South Asian process). The
ASEAN Surveillance Process, adopted in 1998, is the most advanced. It has put
in place a peer review mechanism for national policies, based on a Surveillance

62. Rana (2005).
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Report prepared by the ASEAN Secretariat, and the ASEAN Economic Out-
look, prepared by the Asian Development Bank. However, neither this mecha-
nism nor the less structured ASEAN+3 Economic Review and Policy Dialogue
(which is now integrated into the Chiang Mai Initiative) qualifies as an effective
surveillance process. This has been attributed to the overemphasis on consensus
and noninterference in the peer review, at the expense of frank and in-depth pol-
icy discussions. So, although there is now an adequate supply of forums for pol-
icy dialogue (those mentioned above, plus the dialogues among central banks), a
full-fledged monitoring and surveillance process is still not in place.63

Conclusions

This chapter argues that the international financial architecture would be
strengthened if it were to rely not on a few specialized world organizations, but
rather on a network of institutions that provide the services expected from such
an architecture (liquidity and development financing, macroeconomic surveil-
lance and consultation, peer review of prudential regulation). An institutional
framework such as this would have two positive features. First, it might help to
bring more stability to the world economy by providing essential services that
can hardly be provided by a few international institutions, particularly in the
face of a dynamic process of open regionalism. Second, from the point of view
of the equilibrium of world relations, it would be more balanced than a system
based on a few world organizations.

The chapter sets out four arguments in favor of a strong role for regional and
subregional cooperation in the international financial system: the growing link-
ages generated by the open regionalism characterizing the current globalization
process; the complementary role that world and regional institutions play in a
heterogeneous international community, and in a world that still lacks a fully
developed international financial architecture; the case for competition in the
supply of services to small and medium-sized countries; and the strong sense of
ownership that regional institutions have, and their capacity to serve as channels
for better articulating the voice of smaller countries. At the same time, it is
argued that such arrangements face three major challenges: developing the capac-
ity to match the demand for financial support with their supply capacities, which
restricts the capacity of the poorer developing countries to create viable regional
financial institutions; making a strong long-term commitment to institution
building, a basic lesson of European cooperation in this area; and putting
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together arrangements that would guarantee an equitable distribution of the
benefits of integration. These issues are interrelated, since supply capacities and
equitable integration are not exogenously given because they are largely created
through a gradual process of institution building.

The experiences of regional financial cooperation are clustered in two groups:
development financing; and mechanisms for macroeconomic cooperation and
related financial arrangements (liquidity financing during balance-of-payments
crises).

The best-developed form of cooperation is that of multilateral development
banks. The network of regional and subregional institutions of this type has
shown the advantages of diversity, particularly in their capacity to adapt to the
demands of specific regions. However, they have advanced only marginally out-
side Europe, to support the provision of “regional public goods.” Whereas the
most developed network is that of the regional development banks, the most
elaborate set of “developing-country-owned” financial institutions is that of the
Arab and Islamic world, with the network of subregional development banks in
the Latin American and Caribbean region coming next. At least one institution,
the Andean Development Corporation, shows that it is possible for a set of non-
investment-grade developing countries to build an investment-grade institution.
Most institutions of this type have a very strong financial structure, which is
associated, at least partially, with their preferred-creditor status. Only a few have
faced difficulties throughout their history (the African Development Bank and
the Central American Bank for Economic Integration). The history of the
African Development Bank shows, however, how hard it is to create dynamic
development financing institutions for the poorest countries without backing
from industrial nations—and, even with such backing, demonstrates the diffi-
culties faced by these institutions in building strong loan portfolios in struc-
turally weak development contexts. The Arab institutions have a different sort
of problem: excessive dependence of available finance on oil prices, which reduces
their capacity to operate as a countercyclical device.

Two other mechanisms of development financing have been available in a
few regional processes. Fiscal transfers to the poorer members of a regional
group are used exclusively by the European Union, having been tried unsuccess-
fully in only one integration process in the developing world. In recent years,
East Asia has launched a third model of cooperation in the area of development
finance, which focuses on bond markets. This novel form of cooperation aims
to deepen local and regional financial development through joint actions to
design the appropriate financial infrastructure and by launching specific bond
funds that become investment vehicles for central banks in the region.
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Contrary to the rich historical experience in the area of development financ-
ing, there is a dearth of experiences in the area of macroeconomic cooperation
in the developing world. This is, however, an area where several initiatives have
been launched in recent years, in many cases aiming to replicate European
arrangements. The links between trade and macroeconomic cooperation are, of
course, at the heart of the formation of the European Union. Certainly trade
links are weaker in the developing world—although they have been growing
rapidly in some regions, particularly in East Asia. However, two additional
rationales for macroeconomic cooperation are present in the developing world:
building stronger walls of defense against global financial shocks, and avoiding
distorting competition among export-oriented economies. Aside from the role
of the links between intraregional trade and macroeconomic cooperation, Euro-
pean integration brings two additional lessons for the developing world: the
emphasis on building strong institutions in a gradual and pragmatic way, and
the subordination of capital mobility to other macroeconomic objectives of
regional cooperation.

The experience with macroeconomic cooperation in the developing world gen-
erally breaks up such cooperation into its different components: policy dialogue,
monitoring, and surveillance; liquidity support during crises; and exchange rate
coordination. The third objective, which has, of course, been central to Euro-
pean cooperation, is generally left aside, except in the few experiences with
monetary unions, which have not usually been very successful. The most com-
mon recent initiatives have thus taken the form of macroeconomic dialogue and
consultations based on Maastricht-type convergence criteria; and, even in the
best example of its kind—the ASEAN surveillance arrangement—they have not
evolved into effective surveillance processes. However, unless the adoption of
convergence criteria and dialogue among authorities evolve into regular consul-
tations, and eventually into effective coordination processes, their credibility
and rationale may be lost. Furthermore, for the developing world, the balance
between targets and a certain degree of policy flexibility required in economies
subject to shocks is a difficult one to strike.

In the area of liquidity financing, the experience of the Latin American
Reserve Fund illustrates the possibilities of using such mechanisms, which have
been widely underutilized in the developing world. It shows that even a modest
fund can make essential contributions to balance-of-payments financing of
developing countries. In turn, the 1997 crisis led in Asia to the adoption of the
Chiang Mai Initiative, aimed at building a strong pillar of regional balance-
of-payments support as a crisis-prevention device. The recent multilateralization
of bilateral swap arrangements could eventually lead to some form of reserve
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pooling. The basic weakness of the Chiang Mai Initiative has been its slowness
to take strong institutional shape.

All in all, these experiences indicate that regional cooperation can be very
effective in reducing the inadequate supply of financial services that the current
international financial architecture provides. Nonetheless, these institutions
remain limited in scope and are not recognized as central to the international
financial architecture. In this regard, we argue that the International Monetary
Fund of the future should be viewed as the apex of a network of regional and
subregional reserve funds and swap arrangements—that is, a structure more
akin to that of the European Central Bank or the United States Federal Reserve
system than to its current centralized structure. In turn, competition among
global, regional, and subregional institutions is probably the best arrangement
in this area. And above all, in an era when developing countries have made a call
for greater South-South cooperation, financial cooperation should be placed at
the top of the agenda.
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