Financial Integration in the Arab Region: A Focus on
Monetary Coordination and a Presentation of New
Ideas and Developments
by:
Wassim Shahin,
Shahin Professor of Business Economics,
Lebanese American University

1

Outline
 I. Cooperation, Coordination and Integration
 II. Convergence Criteria
 III. Monetary Policy Framework of a Monetary Union:
 (i) Exchange Rate Arrangements and Anchor Currency
 (ii) Transmission Mechanisms of Monetary Policy
 (iii) Monetary Stabilization: Quantitative Easing?

 IV. Monetary Union without a Fiscal Union?
 V. Technical model to determine the costs and obstacles
involved in achieving coordination policies
2

Cooperation/Coordination/Integration
 The academic literature on monetary

integration specifies that countries that usually
enjoy geographic proximity ought to pursue
macroeconomic coordination requiring them
to adopt a cooperative set of policy changes.
 These changes are based on agreements
leading to coordinated solutions that are
Pareto-improving.
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Cooperation/Coordination/Integration
 International policy cooperation refers to the

sharing of information given that countries
establish their macroeconomic objectives and
policies independently. Cooperation can take
the form of consultation, informal or partial
coordination, and other activities that do not
require a policy-making coordinating group.
Therefore, policy coordination requires
cooperation but not vice-versa.
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Cooperation/Coordination/Integration
 The implementation of policies leading to integration
usually takes effect in three stages. First, nations must
agree on the nature of changes they are willing to
consider and the ones they would like each other to
undertake. The second stage is one where countries
negotiate the distribution of the gains from
coordination by agreeing on policy economic
indicators. The third stage is an enforcement stage
where countries have to abide by various
specifications of agreements.
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Convergence Criteria
 Financial Integration require the introduction of
mechanisms for international monetary coordination
like the convergence criteria to help countries
coordinate their policy designs.
 The rationale for establishing convergence criteria
was justified following the launch of the European
monetary union based on the Maastricht treaty.
These criteria necessary for the achievement of
monetary unions are to ensure price stability and
sound public finances across member states after
ensuring economic and institutional unity.
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Convergence Criteria
 Setting-up these economic criteria significantly

minimizes the prospects that countries with
high inflation and interest rates, budget deficits
and public debt will join a union requiring the
use of a common currency, low inflation levels
and sound public finances. The conditions or
convergence criteria that the GCC set-up
represent a slightly modified version used for
the European monetary union.
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Convergence Criteria
 The criteria are five outlined broadly as follows: First, a

country's inflation rate must not exceed the average rate of
the six countries by more than 2 percentage points. Second,
the long-term interest rate of any member state must not
exceed the average interest rates of the three member
countries with the lowest rates by more than 2 percentage
points. Third, foreign exchange reserves should be at least in
excess of four months imports. Fourth and Fifth, member
countries are to keep their budget deficit to GDP ratio at no
more than 3 percent or 5 percent when oil prices are weak
and their total public debt to GDP ratio at less than 60
percent.
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Monetary Policy Framework
 (i) Exchange Rate Arrangements




a. Pegging to an anchor currency
b. Pegging to a Basket of currencies
c. Managed Floating
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Monetary Policy Framework
 (ii)Transmission mechanisms of Monetary Policy
under various exchange rate arrangements.
 There is a possibility of three targets of policy: Two

price-type targets, interest rates and exchange rates
and one quantity type target or total credit. What
follows shows the various possibilities that could be
adopted given these targets.
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Monetary Policy Framework
 First, under currency or basket peg which is used the

most where the target is the exchange rate of the
Union. The interest rate has to adjust following the
other country’s rate to preserve the peg. In this case,
the central bank can influence the economy through
the credit channel of transmission mechanisms.
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Monetary Policy Framework
 Under managed floating, two scenarios of transmission

mechanisms can occur:

 if the Central Bank opts to target interest rates, total
domestic credit and reserve conditions have to adjust
to the interest rate target. The exchange rate
becomes floating creating the transmission
mechanism of monetary policy.
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Monetary Policy Framework
 if the Central Bank targets total domestic credit, the

interest rates have to alleviate reserve pressure leaving
room for manipulating the economy through exchange
rates, which also become the transmission mechanism
of monetary policy.
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Monetary Policy Framework
 Inflation Targeting or the Goal of Price Stability?

 Adopting inflation targeting would be hard to achieve

under de facto pegged exchange rate arrangements as
inflation targeting requires nominal exchange rate
flexibility. This scenario leaves the central bank with the
possibility to influence the economy through the total
credit channel or the interest rate channel.
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Monetary Policy Framework
 Monetary Stabilization: Quantitative Easing?
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Monetary Union without a Fiscal Union
 The International Monetary Fund in several studies have

recommended the mechanics of a fiscal union for the
euro area.
 Zone-wide insurance mechanisms are to be established
such as fiscal integration to reduce the severity of a crisis.
 The integration can provide a pre-determined framework
for fiscal discipline to contain shocks.
 This may prevent undermining the no bailout clause in
the Maastricht Treaty given stronger enforcement powers
by the center.
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Monetary Union without a Fiscal Union
 The analysis in the IMF sources stipulates that the

minimal elements for a fiscal union reducing the severity
of a future crisis are four outlined as follows:
 1. Building surplus buffers as one of the aim of national
policies
 2. Developing temporary transfers or joint provisions of
public goods and services organized by a central budget
for the whole union to improve fiscal risk-sharing
 3. Creating backstops for the euro area banking sector to
reduce the sovereign-banking mechanism in the financial
system
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Monetary Union without a Fiscal Union
 4. Providing some form of common borrowing backed by
common revenue to finance risk-sharing and provide a
common safe asset reducing the potential of asset reallocation
among sovereigns
 These four components of fiscal integration are believed to
reduce the frequency and severity of a crisis making it less
prone to systemic spillover effects.
 In the absence of fiscal integration, governments do not pool
sovereign risks leading to the absence of risk-free assets
except for the central bank’s own liabilities. Thus, all other
assets used in conducting open-market operations purchases
carry credit risk
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Monetary Union without a Fiscal Union
 A partly centralized fiscal policy would reduce the risk of

individual idiosyncratic national policies, increase the
available countercyclical tools, and allow for better fiscal
coordination though at the expense of some national
sovereignty over budget expenditure.
 Over sufficiently long-periods, all union members can
benefit from transfers at some points in time reducing the
burden of risk-sharing mechanisms on countries with
stronger tradition of fiscal discipline and prudence that
usually experience better cyclical conditions
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Monetary Union without a Fiscal Union
 in the absence of fiscal unions or integration, monetary

policy remains independent with one central bank and
many fiscal authorities and budgets
 For example, the return on the balance-sheet of the
central bank through seigniorage operations is not used
in support of the fiscal policies of various union members.
 The ECB has made a decision in 2015 to expand its asset
purchase program to include the buying of public sector
securities.

31

Monetary Union without a Fiscal Union
 This program is designed to preserve monetary

dominance and independence while considering the fiscal
set-up of the euro zone.
 In designing such a program without allowing fiscal policy
considerations of individual countries to affect the
independence of the ECB, four crucial elements were
introduced to stress the monetary policy dominance
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Monetary Union without a Fiscal Union
 First, loss-sharing in the purchase of public sector

securities is reserved for the purchases done by the ECB.
Thus, the terminology used refers to “limited losssharing” as 80% of all purchases are done by the National
Central Banks with no loss-sharing available on these
purchases. This is to preserve the needed incentives for
fiscal discipline of various central governments.
 Second, the purchases are allocated across euro zone
countries based on the ECB’s capital key limiting the
degree of discretion towards individual governments
which preserves fiscal incentives for these authorities.
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Monetary Union without a Fiscal Union
 Third, purchase limits on the issue and issuers of public

sector securities have been introduced to ensure the
prohibition of monetary financing.
 Fourth, as a rule, the purchases include only sovereign
securities that are assigned an external investment grade
by credit assessment institutions to ensure that the ECB
and the National Central Banks acquire more protection
against governments with unsound fiscal policies.
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Coordination and Obstacles
 A Technical model is presented to determine the
costs and obstacles involved in achieving coordination
policies
 A theoretical framework is used to discuss many
obstacles faced by some MENA countries if, for
example, they attempt to coordinate policies with an
already existing coordinated structure such as the
GCC

35

Coordination and Obstacles (Cont’d)
 For convenience, rather than conducting the analysis
on a country by country basis, we select for example
an oil producing group (group one hereafter) and
non-oil producing group (group two hereafter).
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Coordination and Obstacles (Cont’d)
 An important question then centers around the ability of

both groups to coordinate with the GCC based on their
performance in the convergence criteria.
 The answer is threefold: First, a certain or both groups may

stand at a distance from the convergence criteria.
 Second, the objectives and goals of both groups may differ
from GCC. Different countries may place different weights on
policy objectives and goals.
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Coordination and Obstacles (Cont’d)
 Third, a major obstacle for coordination regards the
costs that groups are willing to incur to move closer
to the convergence criteria as compared to the
benefits from international economic policy
coordination. To meet the conditions for entry, for
example, groups may have to reduce public spending
risking lower growth and higher unemployment, and
lower interest rates endangering currency stability.
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Coordination and Obstacles (Cont’d)
 Two major questions arise for any of the groups: The costs of

the policy changes to this group and the uncertainties
regarding which criteria rules are of interest to the group.
 Therefore, three issues are to be determined by any of the
groups before considering coordinating policies with GCC
through meeting the convergence criteria: The initial position
of the group relative to the optimal values of the target
variables of GCC, the correct weight to put on these variables,
and the effect of each unit change in the group’s or the GCC’s
macroeconomic policy instruments on the targets.
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Coordination and Obstacles (Cont’d)
 Let there be a function of two target variables for a group

specified in (1) and a similar one for the GCC in (2).

(1)
XG = 1/2 wyY2 + 1/2 wPP2

(2)
XGC = 1/2 w'y'Y'2 + 1/2 w'P'P'2
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Coordination and Obstacles (Cont’d)
 Where X represents a quadratic loss to be
minimized, G stands for group and GC for GCC, Y is
output expressed relative to its optimum, P is the
inflation rate expressed relative to its optimum, wy is
the relative welfare weight placed on output and Wp
is the relative welfare weight placed on the inflation,
and a (') denoting the analogous variable for the
GCC. Y and P represent two target variables viewed
as policy ones, although the specification could
include more.
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Coordination and Obstacles (Cont’d)
 We will use one policy instrument (even though the
model allows for many): g, standing for government
expenditure as a percentage of GDP approximating
the criteria for fiscal policy convergence or the
budget deficit to GDP ratio. The marginal welfare
effects of changes in these policy variables are given
by:

(3) dXG/dg = wy(Y)Yg + wP(P)Pg

(4) dXG/dg'= wy(Y)Yg' + wP(P)Pg'

(5) dXGC/dg = w'y'(Y')Y'g + w'P'(P')P'g

(6) dXGC/dg'= w'y'(Y')Y'g' + w'P'(P')P'g'
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Coordination and Obstacles (Cont’d)
 The policy multiplier effect of government expenditure

on output is given by Yg and of government expenditure
on the inflation by Pg etc... The model could be solved by
setting the derivatives equal to zero with the target
variables Y and P first expressed as linear functions of the
policy variables g and g' etc..
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Coordination and Obstacles (Cont’d)
 If a certain group and the GCC take the policies of
each other as given, which is currently the case in a
non-coordination situation (Nash non-cooperative
equilibrium), one needs only equations (3) and (6).
(4) and (5) do not enter as each country ignores the
effects that its policies have on the other country.
Cross-country effects enter only in the coordinated
solution which is the standard reason why the noncoordinated equilibrium is sub-optimal.
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Coordination and Obstacles (Cont’d)
 If policies were to be coordinated, the above system of

equations would illustrate the uncertainties or the main
obstacles preventing a successful international policy
coordination deal:

uncertainty regarding the initial

position of the target variables Y, Y', P, P'; the welfare
weights wy, w'y', wP, w'P'; and the government expenditure
policy multipliers Yg,Yg', Pg, Pg', etc..
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Coordination and Obstacles (Cont’d)
 The results in the Literature show that uncertainties
are so large that the signs of the cross effects in
equations (4) and (5) cannot be determined with
confidence. This implies that, for example, a certain
group cannot be sure whether it should ask the GCC
to expand or contract its government spending
variable g' to increase the group’s own welfare. These
uncertainties represent serious constraints on the
attempts at policy-coordination.
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Coordination and Obstacles (Cont’d)
 Given these obstacles, three major issues are necessary to

make coordination beneficial: First, the theoretical literature
specifies that both groups, the larger entity such as the GCC
and the smaller group or country that is seeking coordination
need to start discussion on where to move their targets.
 Second, each group must study the costs and benefits of
moving into a direction set by the GCC criteria.
 Third, each group must determine the initial position of its and
the GCC’s target variables the appropriate weights of the
targets, and the policy multipliers to prevent coordination
from reducing welfare instead of increasing it.
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Coordination and Obstacles (Cont’d)
 Therefore, based on the previous analysis, coordination seems

more beneficial and easier to achieve the closer are the
convergence criteria to each other between the GCC and a
certain group.
 If these criteria are not in line with one another, there may
exist some serious stumbling blocks for the success of policy
coordination between a certain group and the GCC. Major
obstacles in the form of the initial positions of target variables,
the appropriate weights of various targets, and the size of
policy multipliers may cause very little gains from coordination
and, under some assumptions, possible potential losses.
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