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Pacific Regional Order

7
Monetary
cooperation
and integration

The European Union has pursued monetary integration as an important element in
its efforts to promote sustainable economic development. A regional monetary
policy has been regarded as a vital means of combating inflation, increasing trade
and facilitating further economic reform (Yläoutinen 2001). This chapter outlines
how the Oceania Community could pursue monetary cooperation, then integration,
in a way that would likewise contribute to sustainable economic development.

Monetary policy has been the missing element from the Forum’s economic reform
agenda. This chapter proposes some practical initial steps to rectify the situation:
improving the standard of economic data across the region; initiating meetings of
Forum central bank governors, in addition to economic ministers; committing to
independent central banks; and adopting a commitment to maintain inflation levels
within a common band. Since some Forum members still suffer high inflation, inflation
targeting could have great benefits, but would be relatively simple to implement.

The chapter then explores the advantages and disadvantages of a common
currency for Oceania, and the question of whether Oceania is an optimal currency
area, with proposals for a common Oceania currency. The chapter concludes with a
consideration of whether an Oceania Monetary Fund would be a useful addition to
the region’s institutional architecture.
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First steps in the Oceania monetary order

As discussed in Chapter Four, in 1995 the Forum instituted a new annual meeting,
the Forum Economic Ministers Meeting (FEMM). According to the Forum Secretariat,
the FEMM ‘plays a key role in assessing regional economic developments, including
progress on economic reform and sustainable economic development’ (Forum
Secretariat 2000:4). In general, the FEMM is a useful vehicle for diagnosing common
problems across Forum island countries and discussing reform options. Yet the
Madang Action Plan, and the FEMM’s ambit, are limited to trade policy and fiscal
policy; monetary policy is not included (Pacific Islands Forum 2000b). Further, the
FEMM has displayed a reluctance to pursue binding, regional solutions to the
problems identified.

To promote sustainable economic development, Forum members need to commit
to developing the Forum’s sovereignty on economic issues generally, and to adopting
a joint approach to monetary affairs. Four initial steps are crucial.

First, the Forum should adopt regional standards for the reporting of monetary
and fiscal statistics. Forum island countries’ lack of detailed statistical information
is an impediment to national economic policymaking and regional cooperation. The
Australian Senate Foreign Affairs, Defence and Trade References Committee
identified the collection of a standard set of relevant economic and social statistics
as an early priority, given the ‘significant problems with estimating the size and
nature of the economies in the region’ (Australian Parliamentary Committee
2003:xiv).

There have been some efforts in this area already, with leaders in the 2001
Communiqué endorsing ‘the priority placed on improvements in regional statistics
and further development of a regional capacity to coordinate and enhance technical
assistance in this area’ (Pacific Islands Forum 2001: para 14). Yet proposals for a
regional financial intelligence unit have not progressed (Pacific Islands Forum 2001:
para 39), and closer integration demands a much more rigorous, common approach
to the collection of economic data.

Second, the Forum should initiate regular, at least annual, meetings of central
bank governors to facilitate the exchange of information and experience. This would
complement the FEMM, but would ensure the Forum has at least one meeting
devoted entirely to the region’s monetary affairs.

Third, Forum members should commit to allowing central bank governors to set
monetary policy independent of their governments, as occurred as part of the
European integration effort (Habvermeier and Ungerer 1992). Independence allows
a central bank to set monetary policy free of political considerations, with the ability
to ignore demands from the government to print money to fund debt, or instructions
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from a government to lower interest rates dramatically  to promote a spurt of economic
growth just before an election (Persson and Tabellini 2000; Drazen 2000). When
this occurs the result is more likely to be a series of boom–bust cycles rather than
steady growth. States with independent central banks are better at promoting
economic growth (Burdekin et al. 1992), and central banks with the greatest
independence are all located in high-growth countries (Fry 1998).

Fourth, the Forum needs to develop a regional approach to tackling inflation.
Most agree that ‘the best contribution monetary policy can make to an economy is
to provide stable prices and damp down inflationary expectations’ (Yläoutinen
2001:18). As discussed in Chapter Two, many Forum island countries still suffer
from high inflation, so the pursuit of low inflation is an important area for joint
Oceania action. Tackling inflation would keep prices stable, allowing better planning
and economies for Oceania citizens, and further encouraging investment (Reserve
Bank of New Zealand 1998, 1999), all important elements of sustainable economic
development.

Thus, the Oceania monetary order should be founded on a joint commitment to
monetary stability. The question is how best to implement this policy. In developing
the Oceania monetary order, it is useful to take into account the European Union
experience.

In the 1970s, Europe began to explore the possibility of a regional system of
fixed exchange rates, eventually creating the European Monetary System in 1979
(Habermeier and Ungerer 1992). Under this system, members pegged their
currencies to within +/–2.25 per cent of each other, in an effort to limit currency
movements and promote low inflation, a stable environment for trade and
investment and, hence, economic development (Habermeier and Ungerer 1992).

The European Monetary System in its original form was, however, largely destroyed
by the 1992 currency crisis, which initially ‘seemed to derail…the cause of monetary
union in Europe’ (Salvatore 1997:224). German reunification saw the German
government embark on a borrowing and spending program to tackle East Germany’s
problems. To tackle high inflation and retain investment, the German central bank,
the Bundesbank, raised interest rates. Since the rest of the EC countries were tied
to Germany’s monetary policy through the European Monetary System, their interest
rates went up as well ( ‘Europe’s monetary future’, The Economist, 23 October 1993).
England was already experiencing a recession. To keep pushing interest rates up
would deepen the recession and ruin the domestic housing market, possibly spelling
the end of Margaret Thatcher’s government (Cobham 1995; Salvatore 1997).

England’s dilemma was whether to maintain high interest rates or to withdraw
from the European Monetary System and cut interest rates. George Soros and fellow
speculators bet that domestic political considerations would prevail, so started
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selling down the pound. The Bank of England spent around £20 billion defending the
value of the pound on ‘Black Wednesday’, 16 September 1992 (Cobham 1995). In
the end, England and Italy withdrew from the European Monetary System, and Soros
earned his reputation as the man who broke the Bank of England. The European
Monetary System currency band was subsequently widened to 15 rather than 2.25
per cent, which essentially defeated the point of the pact and occurred too late to be
useful (‘Europe’s Monetary Future’, The Economist, 23 October 1993).

The experience of the European Monetary System, particularly England’s defeat
by currency speculators, demonstrates that attempting to ensure monetary stability
by fixing exchanges rates within a narrow band is no longer feasible in the age of
globalisation. Countries can have two out of the three of a fixed exchange rate,
control over monetary policy and freedom of movement of investment, but not all
three (Salvatore 1997; Frankel 1999). If currency speculators were to attack an
Oceania currency band, Oceania members might spend considerable resources
defending a band to little or no benefit—funds that could be better spent in other
ways to promote sustainable economic development. So there is no point in the
Oceania members pursuing monetary cooperation through a currency band.

Rather than pegging exchange rates, countries wanting to pursue regional
monetary stability should commit to inflation targeting (‘On target?’, The Economist,
1 September 2001). Inflation targeting, first pioneered by New Zealand, involves a
government charging a central bank with achieving an inflation figure within a certain
band, for example 0–2 per cent. The government sets the figure, and the central
bank chooses the means for achieving it. A Deputy Governor of the Reserve Bank of
Australia has said that

…inflation targeting had been a successful model for monetary policy in
Australia…[because] it had been associated with lower, less-variable inflation
and better and less-variable economic growth. Inflation targeting allowed a
lot of short-term flexibility in monetary policy but imposed the appropriate
medium-term constraint on inflation (Wood 2004:13).

Thus, if Oceania members signed up to this system, they would be committing to
an inflation band rather than a currency band. The benefits from inflation targeting
are slightly different from those of currency targeting. Although businesses would
not know the exact exchange rate between Oceania members from week to week,
they could be assured of operating in a region with a stable monetary policy. Investors
could be confident of committing funds to a substantial investment, knowing that
inflation would not wipe out their returns.

Even if all Oceania members did not sign up for monetary union, all members
should commit to a common inflation target of, say, 0–5 per cent over the medium
term (individual members, like Australia and New Zealand, could still establish a
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narrower band for themselves of 0–3 per cent). Nevertheless, inflation targeting
would assist in paving the way for, and later reinforcing, a common currency. This is
because Oceania members would need to develop a common approach to inflation
for monetary union to work.

These measures—improving regional economic data, initiating meetings of central
bank governors, committing to central bank independence and inflation targeting—
are important steps that the Forum could institute immediately to rectify the gap in
the Forum’s reform agenda on monetary policy and to lay the foundations for Oceania
monetary order. These measures, however, should represent the starting point of
Oceania monetary order, not the end-point. The following sections consider the
existing degree of Pacific monetary integration, and the advantages and
disadvantages of developing a common Oceania currency.

Existing monetary integration

A common Oceania currency is not that radical a step, as a degree of Pacific monetary
integration already exists. As discussed earlier, Kiribati, Tuvalu and Nauru use the
Australian dollar, and the Cook Islands and Niue use the New Zealand dollar. If,
hypothetically, New Zealand adopted the Australian dollar tomorrow, seven Forum
members would be using the Australian dollar.

The Marshall Islands, Palau and the Federated States of Micronesia use the US
dollar, and their terms of trade heavily favour the United States. Of the Marshall
Islands’ imports, 61 per cent are from the United States, compared to 3 per cent from
Australia. Similarly, 44 per cent of the Federated States of Micronesia’s imports come
from the United States, compared to 20 per cent from Australia (Australian Department
of Foreign Affairs and Trade 2004a). Thus, it does not make much economic or political
sense to promote the use of the Australian dollar in those states.

Thus, of the proposed initial Oceania members, the countries of interest in
discussing monetary union are Papua New Guinea, Fiji, Vanuatu, Solomon Islands,
Samoa and Tonga. Fiji, Vanuatu, Samoa and Tonga currently peg their exchange rates
to a basket of their major trading partners’ currencies. Australia features prominently,
so there is a degree of integration between the Australian dollar and these countries’
currencies already. Solomon Islands used the Australian dollar until 1978, when ill-
advised Australian officials instructed their counterparts that this would not be desirable
(Central Bank of Solomon Islands 2002). As a result, the Solomon Islands currency is
modelled quite closely on the Australian dollar. In August 2002, Solomon Islands
Finance Minister Laurie Chan announced he was discussing dropping the Solomon
Islands dollar for the Australian dollar as part of an economic recovery plan (Duncan
2002; ‘Solomons want to use $A’, The Age, 6 August 2002). Papua New Guinea has
its own floating currency, but used the Australian dollar until 1975, as did Tonga.
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Advantages and disadvantages of a common Oceania currency

The advantages of a common Oceania currency include increased trade, investment
and tourism, various gains in efficiency and potentially large savings for Forum
island country governments. The disadvantage is that the loss of national control of
monetary policy could exacerbate a recession in an individual Forum island country,
if that Forum island country ’s business cycle is out of sync with others.

Advantages

The advantages of a common Oceania currency suggest it could make an important
contribution to sustainable economic development in the Pacific. Rose estimates
that a common currency can lead to a trebling of trade between the parties to a
monetary union (Rose 1999). It is too early to assess the long-term gains that will be
made in Europe as a result of the introduction of the Euro, but, as Rose (1999)
suggests, even if his predictions are indicative rather than precise, it still represents
a major increase in trade and hence economic growth.1

A common Oceania currency would also lead to increased direct investment
between the participating countries, through a more efficient allocation of capital
and more efficient financial markets (Expert Working Group on European Monetary
Union in Yläoutinen 2001; see also Duncan 2002).

Trade and investment would be promoted in part through eliminating the costs
of exchange rate volatility.2 Traders can insure against currency fluctuations, adding
to the cost of the transaction. But many Pacific traders, including New Zealanders,
cannot or will not arrange this hedging (Grimes et al. 2000). This makes Pacific
traders vulnerable to losses from exchange rate fluctuations. These risks would be
eliminated by a common currency, ensuring a constant rate of return to traders and
investors, not to mention those in Forum island countries receiving remittances.

Developing countries in particular need also to consider the opportunity cost of
maintaining separate national currencies. With a common Oceania currency, poorer
Oceania members would no longer need to maintain large foreign reserves to ensure
their national currency trades at a particular rate. The Reserve Bank of Fiji maintains
foreign reserves of F$800 million (US$352 million), but would need far less under
a common currency, thus freeing up money for other government spending (Economist
Intelligence Unit 2000). Further, considerable resources are needed to maintain a
national central bank. It takes skilled staff, and a great deal of information, to make
accurate determinations in monetary policy. The Reserve Bank of Fiji’s operating
budget in 2001, for example, was F$9.2 million, and the bank currently employs
146 staff; the Bank of Papua New Guinea employs 242 staff.3 Arguably, the expertise
tied up in running a Forum island country central bank could be better employed
elsewhere in the public or private sector (Duncan 2002).
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A common Oceania currency would also facilitate tourism and business travel,
cutting down on exchange rate costs for travellers. A common Oceania currency
alone may not lead to a surge in tourism, but it could encourage Australians and
New Zealanders to travel throughout Forum island countries. Over time, a common
currency, together with the Oceania common market, could lead to the development
of regional companies, with Forum island country companies feeling more
comfortable about developing cross-border links.4

A common currency also acts to limit government deficits. Since governments
entering a monetary union lose their individual control over monetary policy, they
can no longer direct a national central bank to print out more money to finance
government deficits (Duncan 2002). Poor economic governance saw the Central
Bank of Solomon Islands continually instructed to print money (‘Truth often the first
casualty of war’, Canberra Times, 17 June 2000; Angiki 2001).5 Likewise, after the
first coups, the Reserve Bank of Fiji was, in effect, printing money with no backing
(Knapman 1990). A common currency also removes the danger of wild fluctuations
in a national currency because of a political crisis (de Brouwer 2000).

A common currency can also stimulate economic reform, as occurred in Europe. As
has been argued in the Finnish context, ‘responsibility for necessary structural changes
and the improvement of the employment situation still remain at the national level. But
the [euro] framework has helped to achieve these goals by providing the necessary
degree of stability’ (Yläoutinen 2001:20; Gros and Thygesen 1992; Copeland 1994).

These various advantages combine to generate clear gains in efficiency; in the
European context it was argued that the efficiency gains exceeded any direct costs
caused by the changeover to the euro (Yläoutinen  2001). Further, though, a common
currency will declare the Pacific’s regional identity. Implicit in a common currency is
a joint commitment to each country’s economic welfare and to a shared regional
future. The political assurance this implies may well overcome some of the economic
considerations.

Disadvantages

The main disadvantage of a common currency is the loss of national control of
monetary policy (Kwan 1998). National governments and/or national central banks
can no longer raise and lower interest rates at will. What might be an appropriate
interest rate and rate of inflation for one state in the currency union might not suit
another, as happened under the European Monetary System in 1992 when German
interest rates ran inappropriate for England (‘Europe’s Monetary Future’, The
Economist, 23 October 1993). A regional approach to monetary policy involves a
utilitarian approach to raising and lowering interest rates, but this can strain the few
states for which the common interest rate is unsuitable.
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If a Forum island country experienced a recession, the normal response would
be to lower interest rates, to inject more money into the economy and promote
growth. Forum island countries would lose this option on joining the Oceania currency
union. This does not matter if most members of the currency union experience a
recession at the same time—the Oceania central bank would lower interest rates to
promote growth accordingly—but becomes more complicated when an individual
country experiences a recession. The central bank would not lower regional interest
rates to benefit just one state, because doing so would raise inflation in all members
and risk initiating a boom–bust business cycle. Whether or not countries are likely
to be experiencing growth or a recession at the same time—that is, the degree to
which their business cycles are largely synchronised or not—depends on the degree
to which the countries are economically integrated to begin with. But even a high
degree of integration could not prevent a devastating cyclone causing a recession in
a single Forum island country. This suggests that a common Oceania currency may
indeed carry risks for sustainable economic development in individual Forum island
countries at particular times in the business cycle.

It is questionable, however, whether small open economies are able to pursue
dramatically different economic policies from their neighbours. In reality, the degree
of monetary independence enjoyed by small economies is already modest
(Yläoutinen 2001).

The loss of control of national monetary policy in turn puts greater pressure on
national fiscal policy. Usually a government has two tools at its disposal to fight a
recession: it can inject more money into the economy either by lowering interest
rates or by increasing government spending. Governments in a currency union have
lost the first capacity, and must rely entirely on government spending—a potential
problem issue for Forum island countries, which have few resources to begin with.
This is a typical difficulty with currency unions, but it does not matter so much in
federations like Australia and the United States, where a federal government can
transfer funding to disadvantaged regions. It is more of a disadvantage in the
European Union, and with the proposed Oceania Community, if there is no central
body that can coordinate fiscal transfers.

Is Oceania an optimal currency area?

The success of a monetary union rests on whether the countries forming the union
are an ‘optimal currency area’, a theory developed by economist Robert Mundell
(1961). According to Mundell and his successors, an optimal currency area will exist
when its constituent countries have

• a high degree of trade integration between them
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• complementarity between their economies
• business cycles that are largely synchronised
• mechanisms to deal with asymmetrical economic shocks (Ishiyama 1975;

Krugman 1990; Emerson et al. 1992; Wyplosz 1997).

Trade integration

Prior to monetary union, 70 per cent of European Union members’ trade was with
one another (Information Program for the European Citizen 1997). Australia is a
hub country for much Pacific trade, but the degree of integration is not that high.
However, the fact that Oceania members are not doing 70 per cent of their trade
with each other is not fatal—it reflects the current level of trade barriers in the
Pacific. This would change if the Oceania common market were implemented.
European monetary union was a long process, dependent on the completion of a
high standard, viable common market in the first instance (Emerson et al. 1992).
The degree of trade integration throughout Oceania would improve further into the
Oceania Community, as it did in Europe (Information Program for the European
Citizen 1997).

In the context of monetary integration, it is particularly important that the Oceania
common market promote the free movement of investment funds and the integration
of financial services (Pinder 1996; Duisenberg 2001). The Oceania common market
would have provisions on foreign direct investment from the outset, though provisions
on portfolio investment need not be tackled immediately. However, Oceania
members would need to remove capital controls progressively, perhaps starting at
the five or ten-year point of the Community, to realise the full benefits of a monetary
union (European Union members had to ensure the free movement of all types of
investment in the first stage of preparations for the Euro) (Pinder 1996). The Oceania
services agreement would encourage integration of financial services, and there is
already a high degree of financial integration throughout the Pacific private sector
because Australian banks are prominent in all these countries.

Table 7.1 Economic growth in Australia and New Zealand: real growth in gross
domestic product, 1996–2002 (percentage change year on year)

1996 1997 1998 1999 2000 2001 2002
Australia 3.5 5.4 5.4 4.4 3.0 2.7 3.3
New Zealand 3.1 –0.7 –0.2 3.9 4.0 2.6 4.4

Source: Australian Department of Foreign Affairs and Trade, 2004a. Country Fact Sheets,
Commonwealth of Australia, Canberra.
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Complementarity

The degree of complementarity between economies forming a monetary union is
important. Consider two hypothetical countries: financial services are the main export
of the first country; coconuts the main export of the second. Coming up with a
common monetary policy for these two countries would be difficult, because the
factors affecting growth and contraction of trade in financial services, and the growth
and contraction of trade in coconuts are likely to be quite different. The problem in
Oceania is that the proposed initial membership consists of two highly developed,
sophisticated economies and some of the least developed economies in the world.

There is also a lack of diversification within Forum island countries. A diversified
national economy can better withstand asymmetrical shocks, or unusual impacts,
on its economy. If a Forum island country produces only one commodity and a
cyclone destroys most of the crop, the economy will suffer more than one that lost a
similar crop but also had, for example, a tuna-exporting business, hotels, a financial
services centre and a garment industry. Diversification is important because those
joining a common currency lose monetary policy as an instrument for dealing with
these asymmetrical shocks. Therefore the built-in ability of a national economy to
bounce back becomes more important. Currently most Forum island countries have
narrow economic bases dependent on a few commodities. Properly implemented,
though, the Oceania common market would facilitate greater diversification in Forum
island economies, particularly in the services sector, leading to more sophisticated
economies generally. This would in turn facilitate a more viable monetary union.

Business cycles

It is also helpful if the business cycles of the proposed members of the currency
area are largely synchronised. A common monetary policy is more effective if
countries experience periods of growth and contraction at roughly the same time. A
common monetary policy can be dysfunctional if monetary policy is tightened when
one or more members of the currency area are already experiencing a recession. If
we consider the business cycles of Australia and New Zealand, we can see a high
degree of convergence, except for 1997 when different responses to the Asian
financial crisis led to a marked contrast.

Longer-term studies show that the Australian and New Zealand cycles are
synchronised 80 per cent of the time—a high degree by world standards (Hartcher
2000b; Grimes et al. 2000). However, there are greater periods of divergence in
Forum island countries’ business cycles (see Table 2.3).

The divergences can largely be explained by the fact that Forum island economies
are more susceptible to asymmetrical shocks, some due to cyclones, some to
political instability. Fiji’s economy contracted by 2.8 per cent in 2000 following the
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country’s third coup, and the Solomon Islands economy contracted by 14 per cent
following the coup there (Asian Development Bank 2002). The Oceania Community,
if successful in promoting the five goals of integration, would minimise political
instability. However, if political instability occurred, a common currency would mean
that Forum island countries would not have to spend foreign reserves to maintain a
stable national currency in the wake of a crisis. A common currency would eliminate
the effect of political disasters on the exchange rate (de Brouwer 2000).

Mechanisms to deal with asymmetrical economic shocks

Finally, Community mechanisms for dealing with an asymmetrical shock are vital. If
a country has given up the possibility of using its monetary policy to fight a recession,
other tools are needed: labour mobility and fiscal transfers (de Brouwer 2000). If
one member is experiencing a recession, it is important that people in that low
growth area can find employment in a high growth area. There is already a high
degree of labour mobility between Australia and New Zealand. The Oceania labour
mobility agreement would ensure a degree of labour mobility throughout the rest of
Oceania as well.6

The handling of fiscal transfers is more difficult. Europe, for example, has been
largely unsuccessful in coming up with a system of fiscal transfers, because almost
50 per cent of the European Union’s budget is instead spent on agricultural subsidies
(European Commission 2000). European Union Commissioner Romani Prodi has
predicted that European monetary union among such diverse countries means that
‘some day there will be a crisis and new economic-policy instruments will be created’
(‘Europe’s big idea’, The Economist, 5 January 2002).

Politics and economics

These are the important economic considerations, and, taken together, can build up
a useful picture as to whether a potential currency area is viable or not. There is no
perfect currency area. Some economists argued that the European Union was not
an optimal currency area prior to monetary union, but the further economic integration
that would occur as a result of union might make it an optimal currency area
afterwards (Frankel and Rose 1998). De Grauwe argues that ‘not a single monetary
union in the past came about because of recognition of economic benefits of the
union. In all cases it was drive by political objectives’ (de Grauwe 1993:653, 661).

Monetary union comes down to politics as much as economics. Many national
economies would fail the test of whether or not they are optimal currency areas.
Economists figure that the United States is made up of three or more optimal currency
areas, but no one suggests abandoning the US dollar (Salvatore 1997). Likewise,
Tasmania might be better off with a different currency from Queensland, and the



151

Monetary cooperation and integration

North Island of New Zealand might be better off with a different currency from the
South, but no one proposes smaller currency areas in these instances either.

The most comprehensive study about monetary union between Australia and
New Zealand, An ANZAC Dollar?, concluded that the static economic arguments are
fairly evenly balanced: the authors found those arguing for or against union could
find figures to support either case (Grimes et al. 2000). Nevertheless the authors
favoured a common currency because of the potential dynamic benefits and its
implicit commitment to a shared future as an economic entity. Further, the dynamic
economic benefits might be considerable in terms of increased trade and investment.

A constituency in Australia and New Zealand—mostly in business circles—continues
to be interested in a common currency. Monetary union between Australia and New
Zealand occasionally makes it out of business and academic circles to feature on the
political agenda. In 2000, the issue appeared briefly to be building up some momentum.
Helen Clark said that New Zealand was ‘not on the radar screens of big institutions and
investors’, so it might be time to consider a common currency with Australia (Dore and
Henderson 2000). This followed the release of An ANZAC Dollar?, which found 80 per
cent of New Zealand businesses favour monetary union with Australia. Service sector
firms, the region’s future, were most strongly in favour (Grimes et al 2000).

The discussion ran in newspapers for 10 days until Australian Treasurer Peter
Costello stated that any country was welcome to discuss the adoption of the
Australian dollar, but Australia was ‘not interested in any new currency, any third
currency’ (‘Costello: No new money’, The Australian Financial Review, 14 September
2000). Ms Clark responded that New Zealand was not interested in giving up its
currency without a new currency and a joint central bank in return (Henderson and
Dore 2000). But this may be an ambit claim rather than a veto. Ms Clark had
previously been adamantly opposed to any form of currency union (Dore and
Henderson 2000). Times change.

In terms of a wider union, during his tenure as Australian Foreign Minister, Gareth
Evans requested a study of the pros and cons of a Forum island country common
currency, but not an Australasian-Forum island country currency union. Thus, the
Australian Senate Foreign Affairs, Defence and Trade References Committee’s 2003
report marks the first political exploration of Pacific monetary integration. The
Committee recommended that the Australian government should not discourage
those Forum island countries who wished to adopt the Australian dollar (a small
step, perhaps, but a progression from the situation mentioned above, when Solomon
Islands was discouraged from continuing with the Australian dollar) (Australian
Parliamentary Committee 2003).

The issue we return to, then, is whether the proposed currency is viable and will
contribute to sustainable economic development. The rest is a matter of political
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will. I believe the economic arguments for monetary union amongst many, though
not all, of the Oceania members are favourable, or at least evenly balanced. Beyond
the economic considerations, though, a common currency would send an important
signal to the region itself, and the rest of the world, about how the Pacific views its
shared future. If the will can be found for the Oceania Community generally, it can be
found for a common currency. The question is how to do it.

A common Oceania currency

In the first phase of the Oceania Community, it is not in Australia’s interest to adopt
a new common currency. Even if Oceania currently accounts for 8 per cent of
Australia’s exports, that still leaves 92 per cent of Australia’s exports going elsewhere.
The benefits of a new common currency would only flow to Australia if the level of
Australian exports going to the common currency area were much higher. For example,
if, further down the track, Japan joined the Oceania Community, some 30 per cent
of Australia’s exports would be covered by the Oceania Community, and it might
make economic sense at that point to start the debate about a new currency.

Promoting a new currency in Australia would require an investment of political
capital comparable to that required to introduce the goods and services tax (GST).
Where the economic benefits from a proposal are marginal, it becomes an obvious
area for partisan point-scoring. Since the economic benefits for Australia from a new
common currency in the first phase of the Oceania Community are marginal, this
political capital may be better directed elsewhere—for instance, toward promoting
an Oceania labour mobility agreement.

It is in the region’s interest to use the Australian dollar as the Oceania common
currency, and to begin establishing the conditions for wider union. Thus, Australia
should promote Australian dollarisation in the first phase of the Oceania Community.
Pursuing monetary integration through the use of the Australian dollar, rather than
the creation of a new currency, would avoid the delays and long negotiations over
convergence criteria and post-integration stability that characterised European
monetary integration (thirty-three years elapsed from the time of the first substantive
discussions about monetary union to the appearance of the euro notes and coins)
(Apel 1988).

There are many advantages to the region from Australian dollarisation. Since
1993, Australia’s low inflation regime has been a key component of a long period of
economic growth. Consider its inflation record between 1996 and 2002 (Table 7.2)

Following New Zealand’s lead, Australia has adopted inflation targeting, with the
target set at 2–3 per cent. However, Australia has used a smoother method to
achieve its target than has New Zealand. The Reserve Bank of Australia has to
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achieve the target over the course of the economic cycle (Reserve Bank of Australia
1996), in effect, over the medium term. This gives the Reserve Bank of Australia
more flexibility in achieving the target—it need not suddenly raise interest rates if
inflation looks like going over 3 per cent; instead, it can tighten monetary supply
gradually (de Brouwer 2000). Until recently, the New Zealand Reserve Bank had to
achieve its inflation target of 1–2 per cent annually, meaning it had to raise rates
more quickly to meet its target within the time frame. New Zealand’s system,
combined with its use of a ‘monetary condition index’ to set policy (which Australia

Table 7.2 Australian inflation rate, 1996–2002 (percentage change year on
year)

1996 1997 1998 1999 2000 2001 2002
Australia 0.3 0.9 0.9 1.5 4.5 4.4 3.0

Source: Australian Department of Foreign Affairs and Trade, 2004a. Country Fact Sheets,
Commonwealth of Australia, Canberra.

Source: Gordon de Brouwer, 2000. ‘Should Pacific island nations adopt the Australian dollar?’,
Pacific Economic Bulletin, 15(2):161.

Figure 7.1 Real effective exchange rates, 1980–99
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did not use) sent the New Zealand economy into recession following the Asian
financial crisis, whilst the Australian economy continued to grow ( ‘G’day Goldilocks’,
The Economist, 6 March 1999:78). New Zealand’s interest rates at the time were
10 per cent, whilst Australia’s remained below 5 per cent. New Zealand has now
abandoned the monetary condition index and annual inflation targeting, and now
has practically the same system as Australia, with the New Zealand Reserve Bank
aiming for inflation of 0–3 per cent over the medium term (‘From Brash to Bollard’,
The Economist, 31 August 1999:21).

Australia’s central bank is independent of the government of the day, to the
extent that the government sets the inflation target and it is then for the bank to
decide how to achieve it. Thus, Australia offers the region a stable monetary policy,
given the importance of central bank independence discussed above. Duncan
believes that one of the key benefits of Australian dollarisation in the Pacific would
be central bank independence; a related benefit would be lower interest rates in the
Pacific (Duncan 2002).

Australian and Forum island country currencies track each other relatively closely.
The following figure shows movements in the real exchange rate between Australia
and five other Forum members from 1980 to 1999 (de Brouwer 2000).

Although the currencies of the proposed partners do not track each other exactly,
the degree of convergence increases over the period.7 There would be no point in
more Forum island countries adopting the US dollar, for example, given Forum
island countries’ reliance on commodity exports. The US dollar is not a commodity
currency, and the peso–US dollar link in Argentina, for example, caused considerable
difficulty, because it has made Argentina’s commodity exports uncompetitive and
ultimately caused considerable economic and social turmoil (‘Argentina: flirting with
anarchy’, ‘Between the creditors and the streets’ and ‘No good options’, The
Economist, 5 January 2002; Duncan 2002). Notwithstanding the importance of the
services sector in the Australian economy, international currency traders largely
regard the Australian dollar as a commodity currency. Thus, the Australian dollar is
largely compatible with Forum island countries’ interest in a competitive commodity
currency (Duncan 2002; de Brouwer 2000). The Australian dollar may be of lower
value than the US dollar, but this makes Australian exporters more competitive, as
it would also assist Forum island country exporters. Further, as a floating currency,
the Australian dollar would respond to commodity shocks effectively.

Use of the Australian dollar would also facilitate the flow of tourists and
remittances around the region, two goals of the Oceania common market. Forum
island country individuals working in Australia and sending remittances home would
know that the value of their money would hold constant. Use of the Australian dollar
would also recognise the reality that much of the trade in the region is denominated
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in Australian dollars already (importers are billed in Australian dollars rather than
the local currency).

Thus, Australian Treasurer Peter Costello was correct in his approach when he
suggested that Australia should promote Australian dollarisation rather than a new
currency. He was incorrect, though, when he said that Australia should not
contemplate any changes at all to its monetary arrangements. Australia can take
certain steps to encourage other countries to use the Australian dollar, all of which
are consistent with the national interest.

First, there is the issue of representation on the Reserve Bank of Australia board.
The board has six representatives, in addition to the Governor, Deputy Governor and
Secretary to the Treasury. To promote the use of the Australian dollar as the Oceania
currency, it would be appropriate to increase the number of representatives from six
to ten. Seven representatives should be drawn from Australia, one from New Zealand,
one from Papua New Guinea, with the final representative rotating around other
Forum island countries (representation would only be drawn from those countries
that adopted the Australian dollar). Clearly Australian representatives would form
the majority of the board, but the proposed break-down is roughly in proportion to
population and still gives other Community members a voice in Australian monetary
policymaking. The Reserve Bank of Australia’s Governor or Deputy Governor should
be made available for parliamentary appearances in Forum island countries. Forum
island country representatives already undertake secondments at the Reserve Bank
of Australia; it would also be useful to appoint staff from other Oceania countries on
a permanent basis.

Seigniorage is the income that the Australian government earns from the use of
its currency. The currency is worth more than it costs to print, so the owner of the
printing machine generates revenue (Hausmann 1999). If more countries use the
Australian dollar, Australia would start making more seigniorage. One appeal of the
euro, as opposed to just adopting the deutschmark, was that a common central
bank would share seigniorage. To promote wider use of its currency, Australia could
return the seigniorage it makes from other Community members using its currency
(minus costs) (Duncan 2002). Countries could use the Australian dollar at its cost
price. Given the many other advantages Australia would enjoy from promoting the
use of its currency—better economic performance among Forum island countries,
more trade, and so on—sharing the seigniorage profits would remove an obstacle on
the voyage to monetary order. The US Senate is considering proposals for the United
States to return seigniorage profits to South American states that pursue US
dollarisation (McLeod 2000; Hausmann 1999).

It would also be appropriate to make some changes to Australian notes and
coins. Australia could have a map of the Pacific on the back of its coins, instead of
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the English monarch. The European Union chose bridges as the motif for its notes; a
linking theme for Oceania could be beaches and the sea. An Australian note—preferably
a lower domination note used frequently by Pacific islanders—could become the
‘Oceania note’ with a beach on one side and prominent islanders on the other side.

The issue of fiscal transfers in the event of a recession in one Forum island
country is more difficult. One test of monetary union is whether compensatory
fiscal mechanisms make up for the loss of national control of monetary policy. The
Oceania Community would not be a form of the fiscal federalism that exists between
the Australian federal and state governments. Australia already makes substantial
fiscal transfers to Forum island countries through its aid program (de Brouwer
2000), but for those adopting the Australian currency, Australia should establish
two ‘fiscal transfer’ trust funds to assist Oceania members suffering significant
shocks to their economy. A ‘natural disaster fund’ could help when a cyclone, for
example, sends an economy into recession. The Forum already has a Regional
Natural Disaster Relief Fund, which provides members with immediate assistance
up to a maximum F$20,000 following natural disasters. This existing fund could be
enlarged, so that more generous payments are possible, better reflecting the impact
of a disaster on a member’s fiscal position. Thus, the Oceania monetary order could
modify the ill effects of natural disasters.

A second fund could help those countries that have followed sound economic
policies, but experience some other sort of shock that sends their economy into
recession. Australia could provide A$65 million each to establish the two funds.
Other Oceania members and aid donors could also contribute, so the funds may
total around A$100 million each. Invested wisely, the two funds could eventually
provide substantial fiscal transfers to Forum countries that suffer disasters.

The Oceania Community should be put in charge of the two funds. Thus, all
members would be collectively responsible for how the funds are disbursed, as
occurs already with the Regional Natural Disaster Relief Fund. Contributing states
would have a say in how the funds are disbursed, but no state should enjoy a veto
over the disbursement of funds.

Supervision

If the Reserve Bank of Australia were to assume responsibility for regional monetary
policy, there may be calls for it also to assume responsibility for supervising the
Oceania financial system and to become the lender of last resort for Forum island
countries.8 For the foreseeable future, however, Forum island countries should
maintain their own national regulatory regimes. Over time, as trust and confidence
build in the other institutions of Oceania, Forum island countries may see the merits
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of regional regulation, but it is not an early priority. Forum island countries themselves
need to display greater responsibility for tidying up their financial systems, as the
willingness of many Forum island countries to tolerate money laundering, and the
1997 collapse of the National Bank of Fiji, indicate (Chand 1998b; OECD 1998).9

There is no absolute rule that a central bank should be responsible for financial
system regulation as well as monetary policy. Central banks following the English
model combine the two roles; those following the German model usually separate
them, as does the European Central Bank (Haubrich 1996). Taking on the regulatory
function might involve an assumption that the Reserve Bank should bail out a
Forum island country in a financial crisis. This would involve the Reserve Bank
injecting liquidity when a banking crisis threatened a country’s financial stability. The
national government would then have to repay whatever money the Reserve Bank
committed to ensure financial stability.

There are two problems with the Reserve Bank assuming such a role. First, the
image of the Reserve Bank pursuing sovereign debt from a Forum island government
makes for some unfortunate presentational issues. It would be hard, too, convincing
Australian taxpayers that their tax dollars are best spent bailing out poorly regulated
Forum island country banks.

Second, it encourages ‘moral hazard’—individuals, businesses or governments
may behave recklessly when they know they will be bailed out (Sharma 2000).
Forum island country banks may back more risky loans if their risk were so minimised.
It also lessens the impetus for Forum island country governments to tidy up their
banking sectors. Further, the Reserve Bank’s bail-out role is not spelled out in detail
anywhere in the relevant Australian legislation. This is designed to limit the moral
hazard problem: because the Reserve Bank is not obliged to act in any particular
circumstances unless there is a threat to general financial stability, a bank cannot
rely on a bail-out. If the Reserve Bank performed this role on a regional basis,
however, the relevant considerations would need to be spelt out in detail, so all
countries would know what protection their financial systems enjoyed. The downside
of this certainty of Reserve Bank action in particular circumstances would be a
greater risk of moral hazard.

Thus, the Reserve Bank of Australia should adopt a no bail-out rule, as the
European Central Bank has done.

An Oceania Monetary Fund

If the Reserve Bank of Australia does not take on the supervisory role and bail-out
function, there may be some debate about whether an Oceania Monetary Fund
should be created to perform these tasks. The idea of regional monetary funds, to
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complement or replace the International Monetary Fund, gained momentum following

the Asian financial crisis.
The International Monetary Fund currently performs the role of international

lender of last resort (Sharma 2000). A regional monetary fund thus becomes the
lender of second-last resort. This may encourage moral hazard, because banks and
governments know they have the chance to be bailed out not just once, but twice
(‘Converging Hopes’, The Economist, 13 February 1999).

The International Monetary Fund is an imperfect institution (Li Lin and Rajan
2001; Sharma 2000). But the answer is to reform the global system, not set up
competing regional monetary funds. Instead of establishing an Oceania Monetary
Fund, the Oceania Community could add value to the global system by promoting
information sharing and peer reviews of financial system stability. Under Article 4 of
its mandate, the International Monetary Fund conducts annual reviews of its
members’ economic, financial and banking performance (International Monetary
Fund 1992: Article 4). Oceania Community reviews of its members may produce
more feasible recommendations for reform through a better appreciation of local
conditions (Herman 1999).

Conclusion

Forum members are yet to explore the potential of a common regional approach to
monetary policy. This denies them an important vehicle for promoting sustainable
economic development. Along with trade policy and fiscal policy, the region must
include monetary policy as an essential part of the FEMM reform process. The
current situation could be rectified through such practical measures as improving
the availability and standard of economic data, instituting meetings of central bank
governors, committing to independent central banks, and adopting a regional
approach to tackling inflation. Inflation targeting would contribute to sustainable
economic development by stabilising prices, steadying the national business cycle,
and promoting a sustained, even rate of economic growth. Thus, a regional approach
to inflation should be a key feature of the Oceania monetary order.

Sustainable economic development would also be facilitated by a common
currency among those countries that enjoy a high level of integration with Australia,
and judge their business cycles to be sufficiently synchronised to justify a common
monetary policy. Australia should promote the use of Australian dollarisation, and
provide the necessary funds and expertise to ensure a smooth transition for Oceania
members that adopt it. However, as Argentina’s experience demonstrates,
inappropriate currency arrangements can produce disorder (‘Argentina: flirting with
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anarchy’, ‘Between the creditors and the streets’ and ‘No good options’, The
Economist, 5 January 2002). For some members (say, the Marshall Islands, Palau
and the Federated States of Micronesia), adopting the Australian dollar may cause
economic turmoil. In other members, there may be a risk of political turmoil through
the loss of a symbol of national identity (de Brouwer 2000). Obviously, monetary
integration would not contribute to sustainable economic development in these
cases.

So it is appropriate for Australia to promote Australian dollarisation, but not to
insist on it. As in Europe, where England and Denmark elected not to pursue monetary
integration at the outset, monetary union should be an optional protocol to the
Oceania single undertaking treaty. Some countries may elect to take this step from
the outset of the Oceania Community. For others, it may be more appropriate at the
fifteen to twenty-year mark. By this stage, the degree of integration between members
would be much higher. Australian dollarisation might be a non-issue by then. Members
may even be debating the merits of a new common currency among a bigger Oceania
grouping. Meanwhile, Australia’s efforts would have prepared the way for the promise
of the wider regional order.

A common market, complemented by a regional approach to monetary policy, is
the most important step a regional community can take to promote sustainable
economic development. Yet sustainable economic development also depends on a
benign security environment, and the next chapter proposes a new security
architecture for the Pacific to prevent and manage security issues better.

Notes
1 The large benefits shown by Rose seem to highlight the importance of establishing an

economic union in addition to a monetary union, as much of his research was based
on economic and monetary unions, rather than monetary unions alone. For example,
part of his analysis was based on the Australian dollar union of Australia, Christmas
Island, Norfolk Island, the Cocos Islands, Kiribati, Nauru and Tuvalu.

2 For example, a Fijian exporter might make a deal with a Samoan importer to import a
particular product; the contract is in Fijian dollars. If the Fijian dollar drops relative to
the Samoan tala, the Samoan importer makes a profit on the transaction and the Fijian
exporter misses out. If the Fijian dollar rises relative to the Samoan tala, the Samoan
importer must find more tala to convert into Fijian dollars to fulfil the contract.

3 Email from Public Relations Officer, Reserve Bank of Fiji, 1 July 2002.
4 Such developments would be consistent with the Caribbean experience (Fairbairn and

Worrell 1996).
5 Duncan (2002:145) notes that the Solomon Islands central bank ‘has fought tooth

and nail against various administrations over the past decade or so to maintain its
independence and prevent the government from profligate deficit financing’.
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6 Because of differences in language and culture, Europe was judged to have low labour
mobility before monetary union, even where the entitlement existed. But countries
participating in the first phase of the Oceania Community have English in common,
thus overcoming this first hurdle, and those entering the developed country labour
markets would have a strong desire to succeed.

7 De Brouwer (2000:164) notes that the differences can be explained in part by ‘large
idiosyncratic shocks, often political in particular countries’.

8 Although the Australian Prudential Regulation Authority has direct supervision of the
banks, the Reserve Bank of Australia is responsible for the overall stability of the
Australian financial system.

9 The OECD and the G7’s Financial Action Task Force expressed concerns about Nauru,
Vanuatu, Samoa, the Cook Islands, the Marshall Islands, Tonga and Niue (Cornell
2000; Randall 1999).


