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INTRODUCTION

The integration process, which initially actively developed only among
a small number of countries, now encompasses all continents of the world.
There are several reasons for the rapid increase in the number of integration
associations. Among them are the idea of open economy becoming more
popular, the strengthening of specialization processes, and the growth of the
MNC:s role in the international division of labour.

The internationalization and fragmentation of the world’s production,
distribution, exchange and consumption is reflected in the currency system,
which has long since been not exclusively determined by political boundaries.
The concept of ‘One State — One Currency’ has ceased to be (and, by and large,
has never been) an axiom of the global financial system. As Nobel laureate
Robert Mundell has quipped, emphasizing efficiency considerations, the
optimum number of currencies is like the optimum number of gods: “an odd
number, preferably less than three”!. Of course, taking into account the global
price, income and productivity divergence (and significant political
resistance), the monochrome world is now utopian. Rather, while considering
the spatial organization of currency relations, we can talk about the
phenomenon that B. Cohen informally calls “monetary geography”?3.

! Mundell, R. A. A theory of optimum currency areas / R. A. Mundell. // The
American Economic Review, 1961, Vol. 51, No. 4, pp. 657-665.

2 Cohen, B. J. The geography of money / B. J. Cohen. Ithaca, NY : Cornell University
Press, 2000. ISBN 978-0-8014-8513-8.

8 Jlimuucekuif, 1. HoBa ekoHOMidHa reorpadisi Ta anbTEpHATHBHI KOHILEMILi
arnomepanii Bupoonunrsa / 1. Jlimunacekuii. / XKypran eBponeicskoi ekoHoMiku, 2009, Vol.
8, No. 3, pp. 241-264.
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Theoretical and practical aspects of monetary integration, exchange
rate policy, the historical reasons for the function of dollarization and currency
board have been researched by Arteta C., Balassa B., Balifio T., Bergin P.,
Berkmen S., Bignon V., Bogetic Z., Bordo M., Borensztein E., Brillembourg
A., Broda C., Catdo L., Claessens S., Cohen B., De La Torre A., Eichengreen
B., Gelos M., Ghosh A., Girton L., Hartmann P., Honig A., Ingram J., 1ze A.,
Kenen P., Keynes J., Kokenyne A., Levy-Yeyati E., Mecagni M., Miles M.,
Mugano G., Mundell R., Mwase N., Nicolo6 G., Ortiz G., Reinhart C., Rose A.,
Silva J., Vetlov 1., Vieira F., Weymouth S.

The problem of selecting an appropriate exchange rate regime still
plagues the economic scientific community very much. The economic
community is, to some extent, divided between those who believe that
exchange rates do not matter (monetarists) and those who believe that
exchange rates matter and can and should be an essential part of the economic
policy (DeGrauwe, 2004, Liashenko, 2012, p. 300). After many years, we
know that truth is somewhere in-between. J. Frankel (1999)* is right, when he
states “that no single exchange rate regime is appropriate for all the countries
or at all times”. Thus, we have to investigate the cases properly to use the right
regime for the country.

The purpose of the research is justification of the process of global
monetary integration and determining in this context the priorities of exchange
rate policy in Ukraine. The object of research is the country’s monetary regime
under the conditions of globalization. The subject of research is a set of tools
to be implemented for the adjustment of national monetary policy to the
processes of global monetary integration. The tasks of the paper correspond to
its structural parts and include: reasoning of monetary integration; selection of
dollarization and currency board as the most appropriate types of monetary
integration practice for the developing countries; classification of exchange
rate regimes; review of economic and financial conditions of Ukrainian
development; justificagtion of a currency board as the possible type of
exchange rate arrangement for Ukraine.

MONETARY INTEGRATION IN THE CURRENT WORLD
MONETARY SYSTEM

Regulation of currency relations in the world community developed
within the genesis of the world monetary system. International currency

4 Frankel, J. (1999). No single currency regime is right for all countries. National
Bureau of Economic Research, Working Papers 7238.
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relations were conditioned by the process of creating the world market, the
deepening international division of labour and the development of economic
relations between different states.

The international monetary system includes: international payment
instruments (freely convertible currencies, international reserve assets);
exchange rate regimes, including exchange rates and currency parities;
conditions for convertibility; mechanisms for providing the international trade
with foreign exchange payment instruments; regulation and unification of
international payments; regimes of international currency and gold markets;
status of intergovernmental institutions that regulate foreign exchange
relations; networks of national and international banks engaged in international
payment and credit transactions related to foreign economic activities®.®

The world monetary system is designed to fulfill two main functions:
firstly, to create favourable conditions for the development of production and
the international division of labour, and secondly, and most importantly, to
ensure the smooth functioning of its structural elements’.

The instability problems of the modern international monetary system
lie in increasing structural global imbalances and the accumulation of hidden
systemic risks. The policy of preserving the old order conserves the weak
elements of the structure and preserves its instability. The real stabilization of
the world economic and financial system requires the formation of a new
approach, new principles and basis for the existence of international monetary
system. Modern currency order is limited or unable to create the set of
mechanisms necessary for stabilizing the system in a timely and adequate
manner. Since the security of the whole system of political and economic
relations is connected with the conscious necessity of moving to the new order
of the international monetary system, the latter must be reformed and new
concepts must be found.

Monetary integration is one of the main trends of the global monetary
system at the present stage of globalization of the world economy. Monetary
integration should be considered in the aspect of implementing the coordinated
monetary policies of its member-countries and the creation and functioning of
international organizations engaged in interstate currency regulation.

Mediating all international economic relations of the subjects of the
world economy, foreign exchange relations are experiencing profound

® Cohen, B. J. The geography of money / B. J. Cohen. Ithaca, NY : Cornell University
Press, 2000. ISBN 978-0-8014-8513-8.

6 Balassa, B. A. The theory of economic integration/ B. A. Balassa. R. D. Irwin, 1961.

" Tuzyn, M. B. P0o3BHTOK CBITOBO{ BaJIOTHOI CHCTEMH Kpi3h MPU3MY ii eleMEHTIB /
M. B. JIuzyH. // BicHuk TepHOMIBCHKOTO HalliOHAILHOTO EKOHOMIYHOTO yHiBepcHTeTy, 2016,
No. 4, pp. 82-95.
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qualitative changes together with the sphere of international production,
services, investment. Monetary integration and the forms it takes, is usually
associated with regional economic integration and the emergence of regional
currencies.

The most common in the scientific literature interpretation of
integration’s evolution is represented by B. Balassa, who identified five stages:
free trade area, customs union, common market, economic union, political
union (Balassa, 1961)%. The typology was based on criteria abolition of
discrimination between foreign companies and degree of liberalization of the
international factor movement. At the highest stage, the harmonization and
unification of social economic and monetary policy takes place.

One of the most difficult practical problems concerns the process of
transition to full monetary integration. The debate between ‘monetarists’ and
‘economists’ about strategy and the timing of further steps toward monetary
union has dealt largely with this interim stage. ‘Monetarists’ argue that positive
steps toward monetary integration would strengthen and accelerate the process
of economic integration. Such steps would force member nations to coordinate
their economic and financial policies, thus reducing disparities in wage and
price trends and making exchange-rate rigidity easier to achieve®.
‘Economists’ argue that policy harmonization and real economic integration
must come first, and that further steps toward monetary integration should not
be taken until wage and price changes have in fact converged and structural
adaptations in response to intra-Community free trade have been completed
(Ingram, 1973).

But nevertheless monetary integration leads to positive effects, if there
are sufficient conditions. In a path-breaking paper, Rose used an augmented
gravity equation to show that trade between countries sharing the same
currency is much larger than trade between other pairs of countries (Rose,
2000)*. His cross-sectional regression results imply that the bilateral trade
between two currency-union countries is, on average, 3.35 times as large as the
bilateral trade between other countries. In language used hereafter, the trade
raising effect of a currency union is 235 per cent, and this is additional to the

8 Balassa, B. A. The theory of economic integration / B. A. Balassa. R.D. Irwin, 1961.

® JIusyn, M. B. Teopis ONTUMaJIbHUX BAIOTHUX 30H K KOHIENTyajlbHAa OCHOBA
perioHaIbHUX BATIOTHHUX yrpynoBans / M. B. JlusyH. // KypHan eBporneiicbkoi eKOHOMIKH,
2016, No. 3, pp. 312-334.

10 Ingram, J. C. The case for European monetary integration / J. C. Ingram.
International Finance Section, Department of Economics, Princeton University, 1973.

11 Rose, A. K. One money, one market: estimating the effect of common currencies
on trade / A. K. Rose. National Bureau of Economic Research, 1999.
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most obvious trade-raising effect of a currency union — the complete
suppression of exchange-rate variability (Kenen, 2008)*2.

Generally, the economic literature (e.g.) considers two quite different
processes to be a part of monetary integration or, in other words, currency
consolidation®3, They are:

e Dollarization — one-way state decision on full or partial use of
foreign currency at the same time or instead of the national currency®4;

e Forming full-fledged monetary union'® — collective decision of two
or more countries to use the same currency?’.

Despite several common characteristics and the end result (fewer
currencies in use), these two processes differ greatly in their meanings.
Namely, in the reason behind their use and the subjectivity of the monetary
policy (in case of a monetary union, the policy is implemented by the central
bank of the union in consideration of collective interests, whereas in case of
substitution, the initiator and often sole beneficiary is the foreign central bank).

We focus on two of the very hard pegs — the currency board and
dollarization — because these two systems are very often proposed as a solution
for Ukraine. We think that the solution of common currency and especially an
early adoption of the Euro is unrealistic and that is the reason why we do not
include this solution in our discussion.

There are two ways a country can adopt a foreign currency. The first
one is the unilateral way, when a country adopts a currency of the foreign
country without its consent, as it was done for example in Kosovo or
Montenegro, when they adopted the Euro unilaterally. This case is identical to
dollarization and this will be covered in this section. The second one is the case
of a multilateral adoption of currency, that is an adoption of currency with
agreement of the country to which the currency is going to be adopted, like the
official adoption of Euro as it happened 19 times till now.

12 Kenen, P. Regional monetary integration / P. Kenen, E. Meade. Cambridge
University Press, 2008.

13 Currency consolidation (in Forex terminology) is also referred to as a long-term
lateral movement of the currency against the uptrend or downtrend.

14 Usually, the term dollarization is used regardless of the name of the substitute
currency (including for the euro or the South African rand), although sometimes the term
euroisation is used in relation to the European currency.

15 Often, especially in earlier studies and in Ukrainian literature, currency substitution
is seen as similar to dollarization, but in contemporary writings it is considered a somewhat
narrower process, as will be discussed below.

16 In Western literature, they are distinguished from ordinary currency or monetary
unions that do not involve further economic integration of member states, except for the
introduction of a common currency [2, 3].

17 Investopedia Currency union / Investopedia. 2011.
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The dollarization involves a number of slightly different processes,
which have led to numerous and varied research directions on the subject. The
classification of dollarization is carried out in three ways according to: (1) the
type of assets or liabilities, (2) the formality of the process and (3) its

completeness (Fig. 1).
TYPES OF
DOLLARIZATION

by type of assets or by the formality of by completeness
liabilities the process of the process
currency substitution unofficial partial
—»  asset substitution official —> full
ﬂ - semi-official

Financial dollarization:

o external liability dollarization;
o domestic liability (state or banking) dollarization;
e credit dollarization.

- - —
~ e ——————

\

\

F|g Error! No text of specified style in document.. Types of doIIarlzatlon
Source: created by the authors

According to the modern classification®1°20 there are the following
types of dollarization:

18 Levy-Yeyati, E. Financial dedollarization: a carrot and stick approach / E. Levy-
Yeyati. Universidad Torcuato Di Tella, 2003.

19 | evy-Yeyati, E. Liquidity insurance in a financially dollarized economy / E. Levy-
Yeyati. National Bureau of Economic Research, Inc, 2006.

20 Borensztein, E. The pros and cons of full dollarization / E. Borensztein, A. Berg.
Rochester, NY : Social Science Research Network, 2000.
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1. Informal, unofficial, de facto dollarization, which is usually partial
and includes the following sub-types:

a). Currency substitution, transaction dollarization®* — execution of the
majority of the money functions in the domestic economy by a foreign
currency, with foremost emphasis on the functions of the medium of exchange,
unit of account??;

b). Asset substitution — foreign currency acting® mainly as the store of
value?*, although sometimes foreign currency may partly fulfill the functions
of measure of value or medium of exchange (for example, when buying real
estate).

2. Formal, official, de jure dollarization, which is a complete
dollarization and involves replacing the national currency with a foreign
currency?® in all transactions of state entities and, most importantly, the
denomination of all public and private assets and liabilities in foreign currency.

3. Semi-official dollarization, bimonetary systems — Foreign
currency is an official legal tender at the level of the national currency. Often,
such equality is rather relative, for example, opening deposits is allowed in
foreign currency, whereas salary payments or small purchases are made in the
national currency?.

In addition, in the structure of dollarization (mainly as a component of
the unofficial asset substitution), some distinguish financial dollarization with
numerous subtypes. Financial dollarization is the accumulation of assets and
liabilities denominated in foreign currency (bank deposits, corporate and
government bonds, etc.) by residents. Within the framework of financial
dollarization, most researchers often investigate:

e external liability dollarization?’, both corporate and public;

e domestic liability dollarization, which is most often considered in
the context of the liabilities of state and banking (so-called dollarization of
deposits) sectors [6];

2L Sometimes currency substitution can be official.

2 That is, national currency is a pseudo-currency according to the currency pyramid
of B. Cohen.

23 Or securities denominated in it.

24 That is, national currency is a pseudo-currency according to the currency pyramid
of B. Cohen.

%5 Sometimes excluding coins.

% Bogetic, Z. Official dollarization: current experiences and issues / Z. Bogetic.
Rochester, NY : Social Science Research Network, 2000.

27 Sometimes the analysis of non-financial external liability dollarization
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e credit dollarization?® and others.
Several types of dollarization can be observed simultaneously in a state
in accordance with the variety of assets and liabilities predominantly
represented in foreign currency (Table 1).

Table Error! No text of specified style in document.
Assets and liabilities most susceptible to dollarization

Households /
Enterprises

Banking sector

Public sector

Assets

Cash and quasi
money Error!
Bookmark not
defined.
Bank deposits
Assets denominated
in foreign currency
Foreign assets

Foreign currency
assets abroad
Loans to households
and enterprises
Loans to the public
sector
Assets denominated
in foreign currency

Net international
reserves
Government foreign
currency savings
abroad

Liabilities

Debt
Liabilities
denominated in
foreign currency
Foreign liabilities

Deposits of
households,
enterprises and the
public sector
Foreign debt

Reserve requirements
for foreign currency
bank deposits
Net foreign currency
loans
External debt
Indexed debt

Source: modified by the authors?®*°

The most important prerequisites for dollarization are:
o significant macroeconomic turbulences and high levels of

inflation;

e  financial repression® and control over capital flow;

2008. ISBN 978-1-4519-4002-2.

28 Gelos, M. G. Macroeconomic implications of financial dollarization: the case of
Uruguay / M. G. Gelos, M. A. L. Mejia, M. M. A. Pifién-Farah. International Monetary Fund,

2 Bignon, V. Monetary union with a single currency and imperfect credit market
integration / V. Bignon, R. Breton, M. R. Breu. FIW, 2015.

%0 Investopedia Currency Union / Investopedia. 2011.

31 Policies that make lenders’ income less than inflation (one of the means of
liquidating government debt in the national currency).
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o use of foreign currency as an anchor for achieving macro
stability;
e underdeveloped financial markets®,

THE EVOLUTION OF DOLLARIZATION MODELS
Among the many theoretical and empirical research efforts in the field
of dollarization, we can clearly distinguish several stages, which were
influenced by the political and economic reality of their time.

Table 2
Evolution of dollarization models
Tir_ne Model Types Determinants
Period
1970s- Currency substitution _Inflatlon and macroeconomic
. imbalances, for instance fiscal
1980s view .
cliffs
Attempts to adjust the
1980s- currency substitution | Remembrance of past periods of
1990s models to new inflation; Hysteresis effect
economic reality
Choosing the optimal ratio of the
Currency portfolio view set of currencies by the criterion
yp of risk-return (including the idea
1990s- of original sin)
2000s Market imperfections (including
Market failure view | the threat of default in some
countries) and externalities
. . ‘Weak Institutions’, exchange
Institutional view .
rate regime, regulatory measures
Anti-inflationary policy, macro-
2000s- T :
De-dollarization view | prudential measures, fall of the
2010s .
global interest rates, etc.

Source: systematized by the author

32 Mecagni, M. Dollarization in Sub-Saharan Africa: experience and lessons / M.
Mecagni, J. S. Corrales, J. Dridi[et al.]. Washington, DC, U.S.A : International Monetary Fund,
2015. ISBN 978-1-4983-6847-6.
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The first studies®3343%% of the 1970s and 1980s highlighted the
differences between the two types of dollarization: currency substitution
(foreign currency as a means of circulation) and the replacement of assets
(foreign currency as a means of accumulation), mainly focusing on the first
type®’. The high level of inflation in Latin American countries was a historic
prerequisite and statistical basis for research, mainly due to significant fiscal
imbalances in the states of the region®®. The main postulate of the first concepts
was the statement about the ineffectiveness of monetary policy instruments in
the context of currency substitution. It was concluded that the elasticity of the
currency substitution increases with the rise of perceived risk of changes in the
value of domestic currency, whereas the expected level of inflation is the main
driving force of dollarization in the same way as it is influenced by a change
in exchange rates.

However, these seemingly obvious assertions were not confirmed by
time —in the 1990°s inflation levels in Latin America dropped significantly and
stabilized, while dollarization continued to be high. A possible explanation for
such a phenomenon was residents vividly remembering the past periods of
inflation, which required a disproportionately longer period of stability and an
increase in the value of currency for the rejection of a foreign substitute®®. The
reduction in the cost of switching to the US dollar*® as a convenient and already
familiar means of payment is also considered an alternative reason for this*.
Therefore, we can observe a phenomenon similar to the decision inertia — one

33 Girton, L. Theory and implications of currency substitution/ L. Girton, D. E. Roper.
Board of Governors of the Federal Reserve System (U.S.), 1976.

34 Brillembourg, A. A model of currency substitution in exchange rate determination,
1973-78 (modele de substitution des monnaies dans la détermination des taux de change, 1973-
78) (un modelo de sustitucion de monedas en la determinacion del tipo de cambio, 1973-78) /
A. Brillembourg, S. M. Schadler. // Staff Papers (International Monetary Fund), 1979, Vol. 26,
No. 3, pp. 513-542.

% Miles, M. A. Currency substitution, flexible exchange rates, and monetary inde-
pendence / M. A. Miles. // American Economic Review, 1978, Vol. 68, No. 3, pp. 428-436.

% QOrtiz, G. Dollarization in Mexico: causes and consequences / G. Ortiz. // NBER.
1983, pp. 71-106.

87 Often dollarization was interpreted as currency substitution.

3 Catdio, L. Fiscal deficits and inflation / L. Catio, M. Terrones. // Journal of
Monetary Economics, 2005, Vol. 52, No. 3, pp. 529-554.

3% Savastano, M. M. A. Dollarization in latin america: recent evidence and some
policy issues / M. M. A. Savastano. International Monetary Fund, 1996. ISBN 978-1-4552-
6356-1.

40 Fixed cost of switching to the dollar.

41 Catdo, L. Fiscal deficits and inflation / L. Catio, M. Terrones. // Journal of
Monetary Economics, 2005, Vol. 52, No. 3, pp. 529-554.
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of the cornerstones of the reduced transaction costs models from the
internationalization of the currency, which was discussed in the previous
paragraph. Not surprisingly, the already mentioned phenomenon of hysteresis
is often also presented in the context (for example®?43).

In the 1990s, the emphasis on dollarization studies gradually began to
shift towards analyzing the substitution of assets and, in particular, financial
dollarization. A wide range of scientific developments in this direction is
classified into three groups**®: the portfolio view; market failure view and
institutional view. Also notable in this period are the work of A. Ghosh, A.M.
Gulde, H. Wolf*®, which concludes that for states with higher dollarization
rates or tighter binding of currency rates, as a rule, the inflation is lower and
the rate of economic growth is higher. This happens even despite losing the
benefits of monetary policy flexibility.

Portfolio view models explain dollarization through the choice of
optimal ratio of the set of currencies using the risk-return criterion. For
example, A. 1ze and E. Levy-Yeyati*’, make an assumption about the direct
dependence of the proportion of assets dollarization on the ratio of inflation
and the nominal exchange rate*®. Based on this they make the following
conclusions:

¢ the choice of exchange rate regime depends on the state monetary
policy (the combination of “floating exchange rate + inflation targeting” or
“rigid + permanent unchanged fixation of the exchange rate” hold back
dollarization, while the combination of “floating exchange rate + high
inflation” or “strict fixation of currencies + frequent revision of currency
parity”, on the contrary, stimulate it);

42 L evy-Yeyati, E. Financial dedollarization: a carrot and stick approach / E. Levy-
Yeyati. Universidad Torcuato Di Tella, 2003.

43 Vieira, F. A. C. Financial dollarization and systemic risks: new empirical evidence
/ F. A. C. Vieira, M. Holland, M. F. Resende. // Journal of International Money and Finance,
2012, Vol. 31, No. 6, pp. 1695-1714.

4 Mecagni, M. Dollarization in sub-saharan africa: experience and lessons / M.
Mecagni, J. S. Corrales, J. Dridi[et al.]. Washington, DC, U.S.A : International Monetary Fund,
2015. ISBN 978-1-4983-6847-6.

4 Levy-Yeyati, E. Financial dollarisation: evaluating the consequences / E. Levy-
Yeyati. Universidad Torcuato Di Tella, 2005.

46 Ghosh, A. R. Currency boards: the ultimate fix? / A. R. Ghosh, A.-M. Gulde, H. C.
Wolf. International Monetary Fund, 1998.

47 I1ze, A. Financial dollarization / A. Ize, E. L. Levy-Yeyati. Rochester, NY : Social
Science Research Network, 2004.

8 The authors refer to this ratio as the coefficient of exchange rate pass-through.
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e states with more open economies are more prone to dollarization
(depending on the weight of imports components in the exchange rate
formation);

e residents and non-residents form portfolios of assets in different
ways — the share of residents’ assets denominated in the national currency (the
currency of future consumption) is higher than that of non-residents. This
assertion has common ideas with the observation of other economists about the
inverse dependence of debt dollarization on the depth of the domestic market*®,
as well as the level of domestic liability dollarization on the size of the
domestic financial market®®?. In this context, we must note the rather popular
concept of original sin — the inability of developing countries to attract
loanable funds denominated in the national currency from abroad (or even
within the country for the long term)®23%4°,

In the market failure view, the main reasons for dollarization are
considered as derivatives of market imperfections and externalities, as well as
the inappropriate regulatory system. Thus, C.Broda Ta E. Levy-Yeyati®
associate dollarization®” with a positive correlation between default
probability, real exchange rate and incomplete awareness of the structure of

49 Bordo, M. D. How ‘original sin’ was overcome: the evolution of external debt
denominated in domestic currencies in the United States and the British Dominions / M. D.
Bordo, C. Meissner, A. Redish. National Bureau of Economic Research, 2003.

%0 Claessens, S. Government bonds in domestic and foreign currency: the role of
macroeconomic and institutional factors / S. Claessens, D. Klingebiel, S. L. Schmukler. The
World Bank, 2003.

51 Eichengreen, B. Currency mismatches, debt intolerance and original sin: why they
are not the same and why it matters / B. Eichengreen, R. Hausmann, U. Panizza. National
Bureau of Economic Research, 2003.

52 Bordo, M. D. How ‘original sin’ was overcome: the evolution of external debt
denominated in domestic currencies in the United States and the British Dominions / M. D.
Bordo, C. Meissner, A. Redish. National Bureau of Economic Research, 2003.

%3 Eichengreen, B. Currency mismatches, debt intolerance and original sin: why they
are not the same and why it matters / B. Eichengreen, R. Hausmann, U. Panizza. National
Bureau of Economic Research, 2003.

5 Eichengreen, B. Exchange rates and financial fragility / B. Eichengreen, R.
Hausmann. National Bureau of Economic Research, 1999.

%5 Hausmann, R. On the determinants of original sin: an empirical investigation / R.
Hausmann, U. Panizza. // Journal of International Money and Finance. 2003. Vol. 22, No. 7,
pp. 957-990.

% Broda, C. Endogenous deposit dollarization / C. Broda, E. L. Yeyati. // Journal of
Money, Credit and Banking. 2006. VVol. 38, No. 4, pp. 963-988.

57 Particularly, domestic liability dollarization.
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the lenders’ funds. Other supporters of this approach®®®® use the correlation
between changes in real GDP and changes in the real exchange rate as a
counterpart to the correlation of default and exchange rates.

Another popular method of analyzing the dollarization is the
institutional view. For example, G. de Nicolo et al.%° revealed a relationship
between distrust of the government (which leads to increased dollarization)
and weak institutions that do not act as dollar debtors in the event of a sudden
devaluation of the national currency. I. Vetlov distinguished the following
determinants of dollarization®: the high expectations of devaluation, the
difference in the levels of inflation, the difference between interest on deposits
in national and foreign currencies, current account deficit and insufficient level
of reserves®2. Other studies have shown an inverse relation between the level
of dollarization and measures of limiting it (the prohibition of foreign currency
deposits for residents) and the rule of law indices®3%4%, A. Honig proved the
importance of the quality of governance (which was assessed using indicators
of bureaucracy, corruption, law and order) in counteracting dollarization®®.
Similarly, S. Weymouth demonstrated the dependence of financial
dollarization on the low investor confidence regarding their property rights,
which, in turn, manifests itself in a shortage of institutions capable of

%8 De La Torre, A. Coping with risks through mismatches: domestic and international
financial contracts for emerging economies / A. De La Torre, S. L. Schmukler. // International
Finance, 2004, Vol. 7, No. 3, pp. 349-390.

% De La Torre, A. Coping with risks through mismatches: domestic and international
financial contracts for emerging economies / A. De La Torre, S. L. Schmukler. // International
Finance, 2004, Vol. 7, No. 3, pp. 349-390.

80 Nicolo, G. D. Bank consolidation, internationalization, and conglomeration: trends
and implications for financial risk / G. D. Nicol6, P. Bartholomew, J. Zaman, M. Zephirin. //
Financial Markets, Institutions & Instruments, 2004, Vol. 13, No. 4, pp. 173-217.

61 Based on the empirical study of the situation in Lithuania.

62 Vetlov, I. Dollarization in Lithuania: an econometric approach / I. Vetlov.
Rochester, NY : Social Science Research Network, 2001.

83 |_evy-Yeyati, E. Liquidity insurance in a financially dollarized economy / E. Levy-
Yeyati. National Bureau of Economic Research, Inc, 2006.

8 Levy-Yeyati, E. Classifying exchange rate regimes: deeds vs. words / E. Levy-
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influencing government decisions (the so-called ‘Veto Players’)®’. A study by
N. Mwase and F. Kumah on the level of real domestic liability dollarization in
low-income countries has shown that macro-prudential measures (such as
reserve requirements, exchange rate restrictions, etc.) do not particularly
restrain dollarization®®°,

Scholars’ views differed about the impact of the exchange rate regime
on the dollarization rate: some (e.g.”°) argue that fixed regime leads to more
domestic liability dollarization; others’*’? argue that the regime is not
fundamental; still others”®™* indicate that under more flexible regimes,
domestic liability dollarization is more intense. Some studies’’® confirm that
the high bilateral volatility of the exchange rate generally contributes to the de-
dollarization”.
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Since 2000, many countries have observed decentralization®
processes, which have been reflected in scientific research’%8%, However, the
trend was not particularly long-term — after the global financial crisis of 2008,
the processes of decentralization slowed down, and in some (but not all) states
went down.

ADVANTAGES AND DISADVANTAGES OF DOLLARIZATION FOR
DEVELOPING COUNTRIES

The consequences of dollarization cannot be considered
unambiguously for the states that are its subjects. However, perhaps more
important is the aspect of the states that use dollarization instead of full
autonomous monetary policy (in the case of official dollarization) or adapt
monetary policy to the loss of some functions of the national currency (under
the conditions of partial dollarization). The results of comparing the
advantages and threats of dollarization are shown in Fig. 2.

In this context, the following benefits of dollarization of the economies
of developing countries can be highlighted:

1. Reducing administrative costs in support of the infrastructure for
issuing and servicing the national currency® in the case of full dollarization,
as well as reduction of transaction losses®® in the case of partial dollarization.
The effect of this reduction is particularly significant for small economies;

2. Minimizing the risk of the national currency depreciation, as well as
stabilizing the inflation processes (especially in the context of official
dollarization, or different types of exchange rate fixation). First of all, the
volatility of the real exchange rate decreases, since dollarization gives more
opportunities for hedging and conducting a weighted exchange rate policy in
accordance with the currency basket of the trading partners®.

8 The IMF describes this process in a rather colourful way as to lean against the wind.
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3. Dollarization is often associated with a significant decrease in
interest on loans for domestic borrowers. This effect arises, first, because of
the increased access to global credit resources for the commercial banks® and,
secondly, because of the reduced risk of national currency depreciation, which
in turn reduces the ‘margin’ of domestic creditors®. At the same time, the
reduction of exchange rate risk also leads to increased confidence and,
accordingly, the investment of foreign investors and lenders that become
cheaper, promote diversification of residents’ portfolios, intensification of
their consumption and investments and, ultimately, economic growth in the

8 Bergin, P. Monetary union / P. Bergin.
8 Ingram, J. C. The case for European monetary integration / J. C. Ingram. Inter-

national Finance Section, Department of Economics, Princeton University, 1973

Fig. 2. Advantages and disadvantages of dollarization for developing
countries
Source: created by the authors
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state. In addition, by allowing the creation of currency deposits in commercial
banks, the government stimulates demonetization of the economy, slows down
the currency substitution and broadens sources of income for the commercial
banks. Ultimately, this reduces capital outflows and enhances the financial
stability of the state®’.

4. Strengthening the financial sector of the state may be achieved
through this kind of integration with a more powerful issuer of substitute
currency. This will stimulate domestic institutions to increase the efficiency
and quality of provided services. Dollarization can be seen as a signal of the
country’s permanent aspiration to a low level of inflation, fiscal responsibility
and transparency (especially if there had been no price and financial stability
in the past). Dollarization reduces the loss of purchasing power of taxes
accrued today but paid in the future (inverse effect of Olivera-Tanzi)®. The
amount of required reserves is also reduced, as dollarization and financial
integration make the state’s financial system a part of the global liquidity pool.

5. The strengthening of trade and financial relations between the states
in the long-term perspective can be considered yet another positive aspect of
dollarization®®.

In contrast to the considered benefits, a number of threats are also
inherent to dollarization. Researchers mostly focus on economic disadvantages
— such as loss of monetary autonomy or revenues from the seigniorage,
however, according to B. Cohen, they are not as essential as it may seem®. The
political consequences of dollarization, such as the loss of a mighty national
identity symbol, diplomatic isolation, etc., can be considerably more
dangerous. Nevertheless, let us consider each of these threat groups in more
detail.

In the economic sphere there are the following disadvantages of
dollarization:

 Inability to implement unilateral control over the supply of money
and the exchange rate results in the loss of monetary autonomy. The Federal
Reserve, the ECB or other institutions, head the hierarchical pyramid of

87 Arteta, C. O. Exchange rate regimes and financial dollarization: does flexibility
reduce bank currency mismatches? / C. O. Arteta. Board of Governors of the Federal Reserve
System (U.S.), 2002.
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% Ingram, J. C. The case for European monetary integration / J. C. Ingram.
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monetary policy under the conditions of official dollarization. When making
decisions, they ought to take into account the national interests of the dollarized
states only de jure. In fairness, it should be noted that monetary autonomy in
dollarized countries is usually lost long before the official recognition or
introduction of dollarization. Under the conditions of market factors, the level
of currency substitution got higher, so the government’s ability to influence the
macroeconomic situation lessened. Therefore, the real loss of monetary
authority in the case of official dollarization would be purely technical®.
However, some economists®*® indicate that fear of dollarization is not
unfounded. They indicate that in the context of currency substitution, the
economy faces an unstable demand for money, a more elastic price response
to monetary shocks, and stronger devaluation expectations. In conditions of
financial dollarization (first of all, domestic liability dollarization)
requirements for reserves are increased:

+ Losing an alternative source of budget revenues — seigniorage. In the
context of official dollarization, the state loses its prerogative of issuing
money, and therefore cannot finance part of its own expenditures through
quantitative easing. Although quite often, states receive the right to some
compensation for losses by concluding additional agreements with the issuer
of the substitute currency for participation in the seigniorage. The loss of
seigniorage is also quite significant in conditions of considerable unofficial
currency substitution.

+ Partial dollarization increases balance sheet risks. Direct currency
risks arise because of currency mismatches of bank balances. Indirect credit
risks associated with devaluation arise on the basis of significant foreign
currency loans to non-hedged borrowers. Devaluation reduces the yield on
interest rates on foreign currency loans, limits borrowers’ ability to repay
foreign currency debt, which in the end may give an impetus to the outbreak
of banking and macroeconomic crises®*.

 Losing the privilege of being the lender of last resort, which results
in the inability of the central bank to freely discount in the event of a financial

% Ingram, J. C. The case for European monetary integration / J. C. Ingram.
International Finance Section, Department of Economics, Princeton University, 1973.
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Monetary Power / D. Andrews. Ithaca and London : Cornell University Press, 2006.
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crisis and, accordingly, an increase in liquidity risk for national commercial
banks. However, dollarization reduces the overall need for reserves, since
external transactions that required exchange of currencies before official
dollarization could now be considered equivalent to domestic transactions.
Thus, part of the currency assets of central banks from the stabilization fund
may be redirected to support financial institutions in crises. Among the
alternatives one may consider is creating contingent funds or flexible credit
lines with foreign monetary and financial institutions that would have support
in the form of future tax revenues or shares from seigniorage®.
 Dollarization can reduce the efficiency of payments, since foreign
banknotes are not always adapted to local business needs (and small
transactions). The dollarized country cannot control the quality of banknotes
in circulation®®. This category of disadvantages can also include a one-time
cost of converting prices, computer programs, cash registers, ATMs, etc®’.

It is more difficult to distinguish political disadvantages and threats of
dollarization clearly, given their more complex nature. They include:

- The loss of a national identity symbol. B. Cohen describes two ways
such change can have an impact: first, the national monetary unit reminds
citizens every day of their connection to the state; second, the monetary unit
emphasizes the social cohesion of the residents and their isolation from the
‘rest of the world’%,

- The presence of a national monetary unit serves as risk insurance for
the government as well. Returning to seigniorage, one can argue that it is
somewhat more than just an alternative source of income. More important
factor is the fact that the seigniorage can be a ‘crisis’ source of revenue that the
government is able to engage immediately in case of emergencies (such as
military operations) without waiting for the receipt of taxes or borrowing. As
J. Keynes wrote: “A government can live by these means [seigniorage] when
it can live by no other”®,
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- The threat of foreign economic and diplomatic dependence. Under
dollarization, the state cannot completely isolate itself or establish clear
economic boundaries with the outside world, thereby losing the symbol of
political power. Participation in the currency hierarchy system inevitably leads
to dependence.

In general, it can be argued that dollarization is a natural consequence
of an increase in the openness of the economy and liberalization of financial
markets'®, Integrating into the world economy, states become more sensitive
to external shocks; and the desire of subjects to hedge the risks inevitably leads
to some level of dollarization®’. The task of the state, in this case, should be
to determine and maintain the optimal level of dollarization, which would
depend on such structural factors as the size of the economy, its openness, the
level of financial integration, and the development of markets.

CURRENCY BOARD

The currency board is a regime of exchange rates, according to which
the national currency is secured (more than 50 per cent) with foreign currency
reserves, and the exchange of national currency to foreign currency is done on
demand and at a fixed exchange rate. Currency board regime assumes that
monetary policy is subject to a simple rule — the issue of money is allowed only
if there is a reserve of foreign currency. At the same time, the fiscal discipline
is achieved by using the mechanism of issuing money only on condition of
foreign currency reserves being available. After all, legislative fixation of the
exchange rate allows protecting it from speculative attacks, and thus ensuring
its stability over a longer period of time. Advantages of the currency board for
emerging markets also include a relatively low level of inflation compared to
countries that use soft peg or free-floating national currencies.

Looking at the currency board, we see that the proponents of this
regime aim to solve three main problems faced by the countries (Goldstein,
2002, p. 22)1%2,

First, by imposing a simple monetary rule, where the money is allowed
to be printed only when there are reserves from abroad, the currency board

100 Mundell, R. A. A theory of optimum currency areas / R. A. Mundell. // The
American Economic Review, 1961, Vol. 51, No. 4, pp. 657-665.

101 Arteta, C. O. Exchange rate regimes and financial dollarization: does flexibility
reduce bank currency mismatches? / C. O. Arteta. Board of Governors of the Federal Reserve
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102 Goldstein, M. (2002). Managed Floating Plus., From Institute of International
Economics. Retrieved on 04/12/2007 from http://iie.com/book-store/342.html.



Global monetary integration and determination of strategic priorities for the ... 197

aims to control the circulation of money and, therefore, to stabilize the inflation
(Goldstein, 2002, p. 22).

Second, they hope that the same rule of printing money, when there are
currency reserves, will impose fiscal discipline as well because fiscal
authorities now know that financing through money printing or credit can
cause problems.

Third, they hope that imposing the exchange rate by law will keep the cu-
rrency stable for longer times without speculative attacks (Goldstein, 2002, p. 21).

Looking to those points from a practical point of view, we can say that
empirical research did not reveal clear dependencies. By testing the
relationship between exchange rate regimes and inflation, many studies found
that countries with currency boards have lower inflation than countries that
have soft pegs or free floating regimes (Goldstein, 2002, p. 24). If we take into
consideration the size of the countries and other statistical characteristics, the
results are not so clear. The same applies for the relationship between exchange
rate regimes and fiscal discipline (Goldstein, 2002, p. 23). Testing the
relationship between the exchange rate regime and fiscal discipline, the
researchers found countries with pegs and currency boards, as well as countries
with free floating regimes, that have low fiscal deficits and high fiscal
disciplines (Goldstein, 2002, p. 24). As for the issue of very hard pegs, we have
to admit that hard pegs are ‘secured’ by the law or constitution. For example,
Argentina used to have a currency board and very often the peso was subject
to speculative attacks.

Opposite to the above-mentioned insecure advantage, one has to
consider serious drawbacks of the currency boards. First of all, the lost ability
of the monetary policy to react to cyclical needs and asymmetrical shocks,
because under the currency board the monetary policy mandate is not free
(Goldstein, 2002, p. 25). This is particularly troubling when economic
conditions in the reserve country are different from those in the country which
uses the currency board.

Apologetics of the currency board constitute that this point is not so
important because they think that even countries which use free floating do not
use the monetary policy because of the fear of floating and try to adjust to the
policy of big countries by using the interest rate (Goldstein, 2002, p. 26)%.

Second, we can consider the lost ability to use the exchange rate as an
adjustment mechanism. This is of special importance when the country which

103 Many researchers examined the hard pegs and floaters and the interest rate in order
to see if there exists a stable relationship. The works show mixed results as much of the
empirical works find for example that countries with free exchange rate regimes do use a
monetary policy, where others find that they do not use it (Goldstein, 2002, p. 26).
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is using the currency board experiences overvalued exchange rates. In such a
situation, the country cannot use the nominal exchange rate, but has to find
another adjustment mechanism, such curtailment of prices or wages, in order
to restore its international competitiveness (Goldstein, 2002, p. 24).

Another very important point is the ability of the currency board regime
to reduce currency mismatching. The currency board uses hard pegging to
eliminate to some point the currency risk, but it can not remove the credit or
country risk which may play an important role for currency mismatching as
well (Goldstein, 2002, p. 26).

Last but not least, one has to mention the decreased ability of the central
bank to act as a lender of last resort. This happens because the central bank
cannot increase domestic money unless there are foreign reserves. To this point
the proponents of the currency board argue that (Goldstein, 2002, p. 27):

e the currency board has an opportunity to perform the lender of last
resort operations as far as the currency board does not fully (100%) back the
home currency;

e banks themselves can create and halt special contingent lines, which
can be used when there is a need in them;

e small countries, in fact, don’t need the function of the lender of last
resort, because what matters for them is not the ability to create liquidity in the
home currency, but the ability to create liquidity in the foreign currency.

These issues, as far as they apply to currency board arrangement,
undermine the functioning of the regime because (Goldstein, 2002, p. 27):

e the contingent lines or higher reserve requirements impose high
costs and undermine the functioning of the economy;

¢ the liquidity in foreign currency is important because it does not
make the liquidity in home currency unnecessary;

e not full backing of the home currency with foreign reserves
undermines the entire philosophy of the currency board and does not stabilize
the currency of the country.

In conclusion, we can state that the currency board arrangement is a
regime, which puts great emphasis on the exchange rate. In reality, as we have
already mentioned, it is based on a stable monetary rule, which uses the
exchange rate as a monetary anchor. The apologists of the regime hope that by
using this simple rule the economy will stabilize and this will boost the
investment and the economy. Even if the specific regime aims to address many
problems of the emerging economies that fall in the realm of the unblessed
trinity, it does not seem to take care of the issues like the international
acceptance of the currency, the currency mismatching, the underdeveloped
financial market, the incomplete regulatory framework. It is difficult to see
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how these issues will be resolved within the framework of such a simple
regime as currency board without special measures.

The use of the currency board in the system of exchange rate policy
requires the so-called currency-anchor, that is, the currency to which the
hryvnia is pegged. It is considered right to use one or several freely convertible
currencies of the major partner countries'®. Today, the European Union has
become such a partner for Ukraine. The share of exports there has been
continuously growing since the signing of the Association Agreement. Thus,
Ukraine’s exports to the EU amounted to 26.9% in 2013, 31.8% in 2014, and
32.8% in 2015. The imports of the same years were 37. 2%, 39.8% and
42.1%"'%, Despite the popularity of the US dollar in international payments of
Ukraine and the shadow economy, the share of Ukrainian businesses on the
United States goods market is insignificant: in 2015, the share of exports was
1.3%, imports — 3.9%,

The currency board regime in Ukraine can be implemented purely
hypothetically based on the hryvnia fixation to special drawing rights (SDRS),
which are issued by the IMF as reserve and payment instrument. Ukraine
cooperates with the IMF in terms of reforms in the country. In 2015, the fund
started a four-year program of Extended Fund Facility (EFF) for 17.5 billion
USD or 12.348 billion SDR. However, the IMF steers the NBU towards the
floating rate regime with inflation targeting. Despite the positive results of such
policies in Georgia, Romania, Turkey, Israel and some other countries, it can’t
restore the purchasing power of the hryvnia to a sufficient extent and in a
timely manner. After all, inflation targeting is associated with a large number
of factors that do not have a direct impact on the exchange rate but are
important to the Ukrainian economy, including the tax system, utilities tariffs,
and energy prices for the population that the regulator does not influence. In
addition, given the openness of the Ukrainian economy, inflation targeting can
lead to significant “failures” due to the impact of world market processes.

After all, pegging the hryvnia to the euro has a significant advantage
because of the present tight ties and tendencies of deepening direct and indirect
links of the Ukrainian economic and financial systems to those of the EU as an
issuer of anchor currency. This will increase Ukraine’s export potential and

104 Haiiman, D. Kakoii pesxuM BaIlOTHOTO Kypca HyxkeH Ykpaune / Dpuk Haiiman. //
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2016, c. 56.
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attract investments from the EU aimed at restructuring the economy in line
with the economy of the anchor currency countries, which is, in turn, in line
with the objectives of European integration of Ukraine.

The inability of the monetary policy mechanism to affect cyclical
needs and asymmetric shocks is the Achilles heel of the currency board regime.
In addition, the exchange rate loses the function of changing the conditions of
international competition, which must be achieved by lowering prices or wage
costs. At the same time, the scale of adjustment of nominal wages, as a rule, is
less than the scale of adjustment of prices.

CLASSIFICATION OF EXCHANGE RATE REGIMES

According to the latest classification of the IMF exchange rate regime
at the time of the publication of the article (data from the Annual Report on the
Exchange Arrangements and Exchange Restrictions from 2016%7), there are
three types of regimes, which in turn consist of ten categories:

1. Hard peg:

o official dollarization (no national currency);
e currency board arrangement.

2. Soft peg:
conventional peg;
pegged exchange rate within horizontal bands;
stabilized arrangement;
crawling peg;
crawl-like arrangement.

3. Floating regimes:

o floating;
o free floating.

4. Residual:

e other managed arrangement.

Among the scholars and practitioners, this classification of the IMF got
a brief definition — the de facto classification. Its key difference from previous
versions is that it analyzes the actual dynamics of nominal exchange rates: the
official exchange rate (de jure) and the rate of the parallel (black) market if
there is a multiplicity of exchange rates. Table 3 shows the classification of
foreign exchange rate regimes in the world according to IMF data. .

107 International Monetary Fund Annual report on exchange arrangements and
exchange restrictions. / International Monetary Fund, Washington: 2016.
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Exchange rate regimes of countries

Table 3

Exchange Anchor currency
rate regime Currency Money supply | Inflation targeting | Other reasons
(No of US Dollar (43) Euro (26) basket | Other (8) (25) (34) (43)
countries) (12)
Official | Ecuador, Zimbabwe, Kosovo, San Kiribati,
dollarization| Marshall Islands, Marino, Tuvalu
(no national | Micronesia, Palau, Montenegro
currency) | Panama, El Salvador,
(13) East Timor
Currency | Hong Kong, Djibouti Bosnia and Brunei
board Eastern Caribbean Herzegovina, Darussala
arrangement| Currency Union (6) Bulgaria m
(12)
Aruba, Bahamas, Denmark, Cape Fiji, Bhutan, Solomon Islands
Barbados, Bahrain, | Verde, Comoros, | Kuwait, | Lesotho,
Belize, Venezuela, Sao Tome and Libya, | Namibia,
Eritrea, Jordan, Qatar, Principe Morocco, | Nepal,
Curacao and Sint- West African Samoa |Swaziland
Conventiona|Maarten, UAE, Oman,| Economic and
I peg (44) |Southern Sudan, Saudi| Monetary Union
Arabia, Turkmenistan (8),
Economic
Community of
Central African
Countries (7)
Guyana, Iraq, Macedonia Vietnam, Bangladesh, Angola,
Stabilized Kazak_hstan, Le_\banon, Singapore Burundi, I_DR Az_erbaijan,
arrangement Maldives, Suriname, Congo, Guinea, Bolivia, Egypt
Trinidad and Tobago Sri Lanka,
(21) Tajikistan

Yemen
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Table 4 (cont.)
Exchange rate regimes of countries
Exchange Anchor currency
rate regime Currency Money Supply | Inflation targeting | Other reasons
(No of US Dollar (43) Euro (26) basket | Other (8) (25) (34) (43)
countries) (12)
Crawling Nicaragua Botswana
peg (2) - - - - - - . = -
Crawl-like Honduras, Jamaica Croatia China, Ethiopia,| Armenia, Dominican |Argentina, Belarus,
Uzbekistan | Republic, Guatemala Haiti, Laos,
arrangement !
(15) SWltze_rlgnd,
Tunisia
Pegged Tonga
exchange
rate within
horizontal
bands (1)
Cambodia, Liberia Argentina, Gambia, Czech Republic Costa Rica,
Other Iran, Syria Myanmar, Kyrgyzstan,
managed Nigeria, Rwanda Malaysia,
arrangement Mauritania,
(18) Pakistan, Russia,

Sudan, Vanuatu

Floating (36)

Afghanistan,
Kenya,
Madagascar,
Malawi,
Mozambique,
Papua New
Guinea,
Seychelles,
Sierra Leone,

Tanzania,

Albania, Brazil,
Colombia, Georgia,
Ghana, Hungary,
Iceland, Indonesia,
Israel, Korea,
Moldova, New
Zealand, Paraguay,
Peru, Philippines,
Romania, Serbia,
South Africa,

India, Mauritius,
Mongolia, Zambia
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Exchange Anchor currency
rate regime Currency Money Supply | Inflation targeting | Other reasons
(No of US Dollar (43) Euro (26) basket | Other (8) (25) (34) (43)

countries) (12)

Ukraine, Thailand, Turkey,

Uruguay Uganda

Australia, Canada, Somalia, USA
Chile, Japan, Mexico, EMU (19)

Free floating
(29)

Norway, Poland,
Sweden, United
Kingdom
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As we can see from the data on table 3, the expectations of the
economic community for the gradual transition of the world economy to the
regime of floating exchange rates after the Jamaica conference, in general,
were not justified. Approximately 66% of IMF member countries use some
modes of fixing or managing exchange rates. Moreover, ‘fear of floating’ is
gradually increasing, taking into account the moderate pace of global economic
growth and financial stability recovery (in 2008, the share of floating countries
was 39.9% compared to 34% in 2014). however, in fairness, we must note that
most of the world’s leading economies have moved to a floating exchange rate

DEVELOPMENT OF UKRAINE

The social and economic development of Ukraine in recent years is
characterized by a growing decline in the living conditions of the population.
The basis of these processes are the fall in GDP per capita, reduction of real
per capita income, and limited access to health care facilities, education and
certain groups of goods and services. As a result, the lifestyle and
manifestations of people’s livelihoods in the areas of production and services
deteriorate. In particular, the growth of the gross volume of GDP per capita in
2012-2013 stopped, and in 2014-2015 this trend became negative in
comparison with the previous year (Table 4).

Table 4
Gross volume index of GDP per capita for the 2010-2015 (excluding the
temporarily occupied territory of the Autonomous Republic of Crimea and
the city of Sevastopol for 2014 — also excluding part of the ATO zone)
percent to the previous year)
Year | 2010 2011 2012 2013 2014 2015
Percent | 104.5 105.9 100.5 100.2 93.7 90.0

Apart from the fact that the creation of gross domestic product is the
ultimate generalizing indicator of the development of the industry and services
sectors, its widespread use to characterize the socio-economic state of the
country is inadequate, and in some economies — even misleading. According
to different dynamics of GDP in some periods, in particular during the period
of the long general economic crisis of 1991-2000, the period of economic
growth after 2001, and the fall of the economy from 2013, in Ukraine long-
term unresolved social problems are always concealed. In general, they have
become chronic and multilateral: the growing gap to the European standards
of wage and labour organization, pensions, education and health systems, the
role of society in science, culture, physical education and sports, job creation.



Global monetary integration and determination of strategic priorities for the ... 205

2014-2015 was a real period of testing for Ukraine, which was marked
by a series of economic shocks. The most painful among them was monetary
crisis. The inability of the National Bank of Ukraine to cope with the
challenges facing the country, including the result of Russian aggression, led
to deep currency crisis, the most prominent appearance of which was the
striking devaluation of national currency°,

As a result, over the last decade, Ukraine’s economy is again
experiencing a severe crisis caused by macroeconomic imbalances that were
accumulated long before the 2008 and 2014 crisis. In addition to a number of
factors that are prerequisites for both periods of crisis, the regime of de facto
fixed exchange rate leads to an increase in the trade deficit, that was financed
mainly by FDI inflows and external borrowings in pre-crisis years. However,
when access to international capital markets was deteriorated, capital inflows
changed into outflows, resulting in a powerful devaluating pressure on the
national currency®,

The economic situation of the country shows many weaknesses and
imbalances. First of all, this is the state of economic stability. The country has
a chronically high inflation. From the beginning of the transition period, the
country experienced the inflation rates which were higher than 10% on
average, as we can see in Figure 3.

UKRAINE

Fig. 3. Inflation, consumer prices (annual %)
Source: International Monetary Fund

108 Tuzyn, M. B. Teopisl ONTUMAIBHUX BaJIOTHUX 30H SIK KOHLENTYalbHAa OCHOBA
pErioHaIbHUX BATIOTHUX yrpynoBanb / M. B. JlusyH. // XypHan eBporneicbkoi eKOHOMIKH,
2016, No. 3, c. 312-334.

199 JIusyn, M. BamtoTHi cO0O3M: pETPOCHIEKTHBHI Ta cydacHi ¢opmu / M. Jlusys, 1.
Jlimmuchkuit. // ExonoMivauii poctip, 2017, No. 118, c. 47-60.
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Investigating the evolution of inflation over the years in detail, we can
recognize the main macroeconomic problems and major macroeconomic
imbalances of Ukraine. In the first years after the independence, the years of
price liberalization, inflation rose to very high levels (Zholud, 2016)%°. After
the introduction of the hryvnya the inflation stabilized somehow because of
cutting the deficit spending and the peg of hryvnya to the dollar, but the
situation deteriorated with the crises in Russia, which spilled over to Ukraine
as well. When the Russian debt pyramid fell, the fear was transmitted to
Ukraine and the foreigners started to withdraw from Ukraine, hryvnya
depreciated and inflation increased (Zholud, 2016). During the crises of 2008,
Ukraine, like other European emerging markets, was hit very hard, its GDP
decreased by some 14%, but inflation remained at relatively high levels
because of the devaluation of hryvnya. Judging in retrospect, we can see a clear
picture, a kind of a vicious cycle, where deficit spending, inflation,
devaluation, and depreciations mutually reinforce each other.

This situation of high instability is particularly evident in the foreign
exchange market. Since 2008, volatility of hryvnya has exhibited a strong trend
towards devaluation. A sharp decrease in the hryvnya’s exchange rate began
in October 2008, when it fell from level of 5 to 5.8 hryvnyas per dollar,
reaching by December the level of 7 hryvnyas per dollar. In January 2009, the
dollar could be exchanged for 7 hryvnyas. At the end of 2009, the exchange
rate was already 7.9-8 hryvnyas per dollar. The exchange rate remained at this
level until the active phase of the Euromaidan. In 2014, within one week after
the removal of President Yanukovych, from February 22 to March 1, the
exchange rate depreciated from 8.8 to 10 hryvnyas per dollar, later returning
to the level of 9.3 hryvnyas per dollar.

The third wave of hryvnya devaluation began after the State Duma of
Russia approved the decision to annex the Crimea to Russia. On March 16,
2014 — the first half of April, a dollar could be bought for 11 hryvnyas, and in
the second half of April, during escalation of the conflict in the eastern regions
of Ukraine, the exchange rate began to climb up, reaching in November the
level of 15.7 hryvnyas per dollar. Finally, on February 5, 2015, hryvnya
collapsed as its exchange rate reached 24.8 hryvnyas per dollar. Today it is
relatively stabilized and does not exceed 26 hryvnyas per dollar (Cyclowiki,
n.d.).

Signing the Association agreement with the EU, Ukraine has
committed itself to reform the financial sector, whose ultimate goal should be
the complete liberalization of the currency market and cross-border capital

110 Zholud, O. (2016). Inflation in Ukraine: Past, Present and Future. In
Voxukraine.org. (Retrieved on 10/03/2016).
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flows. For the process of financial liberalization international experience
should be studied to select the appropriate pace and sequence of reforms that
will take advantage of the free movement of capital and minimize the risks
associated with the volatility of its flow. Experience of instant financial
liberalization (e.g. in Israel, Argentina) clearly demonstrates that under the
absence of appropriate macro-stability and developed financial markets, shock
mechanisms can significantly enhance the economic crisis.

Recent studies of IMF economists also show that states which
introduced capital controls before the global recession, were less affected by
the sharp economic recession. The choice of regulatory instruments depends
on many factors: economic conditions, the level of reserves, the stability of the
national currency, the nature of capital flows and so on'!!,

Given the current state of socio-economic development and
highlighting its main components that can become the basis, the starting point
of human development in Ukraine, we can legitimately assert that the main
national interest should be and is the welfare of the population. All other
interests, including security, are such as to ensure that this interest is met.
Ignoring it, even in times of armed conflicts, is unacceptable, as is shown by
the Israeli experience. However, this does not mean that temporarily lowering
living standards due to the increased costs of ensuring victory is impossible. In
the hybrid war with Ukraine, at this stage Russia relies on the financial and
economic levers of influence, which complicates the positive resolution of
social issues, but does not delay them altogether, it rather requires timely
preventive and proactive actions. In particular, an answer to the termination of
the Free Trade Agreement with Russia is signing such agreements with other
countries on different continents; the Russian ban on import of agricultural
products, raw materials and food from Ukraine requires the promotion of these
goods in other markets, etc. The effectiveness of conducting hybrid warfare
determines the opportunities for the development of the social sphere, and vice
versa.

MONETARY FACTOR IN SHAPING WELFARE IN UKRAINE

The formation and development of the exchange rate policy concepts
concentrates mainly on the macroeconomic aspects. Researchers study the
impact of the exchange rate on the external trade balance, the dynamics of
exports and imports in value terms, the creation of foreign exchange reserves.
Also studied are the micro-level problems associated with the activities of

11 JIusyn, M. BamtoTHi cO034: peTpOCHIEKTHBHI Ta cydacHi popmu / M. Jlusys, 1.
Jlimmuchkuit. // ExonoMivauii pocrip, 2017, No. 118, c. 47-60.
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firms that operate for export and/or compete with imports. However, as
concluded in the doctoral thesis of Y. Belinska, “Exchange rate regulation is a
two-tier one, which includes relations between exchange rate dynamics and
socio-economic parameters of the country’s development (macro level), as
well as specific features of relations between monetary authorities and subjects
of the foreign exchange market (the micro level), and takes into account the
cyclical process, due to which the gaps between the exchange rate and socio-
economic indicators periodically grow.”''?, Despite the correct general
premise of the comprehensive influence of the exchange rate on the processes
of economic and social spheres, the dissertation limited its research to the
entrepreneurial sector.

Table 5
Synthesis of exchange rate policy objectives *
Stability of the national currency
Maintaining recognition of being a great state
Ensuring international competitiveness of the state
Economic growth (GDP)
Legitimizing the economy
Full employment
Growth of investment
Curbing inflation
Stimulating economic activity
Growth of savings in the national currency
Growth of savings in the foreign currency
Optimizing balance of payments
Growth of foreign investment
Achieving adequate level of gross reserves
Smoothing the sharp exchange rate fluctuations
Service and payment of external debt
The optimum rate of exchange rate
*Created by the author on the basis of'13114

112 Bemincoka, . B. PerymoBaHHs BamIOTHOTO Kypcy B YKpaiHi B yMoBax
riobaizaiii: aBroped. muc. ... A-pa ex. Hayk : 08.00.08 / 4. B. beninceka : HamioHansHui
yHiBepcuteT Jlep:kaBHOT oJaTKoOBOI ci1yx0u Ykpaiuu, Ipnins, 2009, c. 4.

113 Bapcersn, A. T'. BamoTHo-KypcoBa NoJliTMKa YKpaiHM B CHCTEMi Makpo-
€KOHOMIYHOTO perymoBaHHsA. ABroped. kaHf. ekoH. Hayk: 08.00.02. K.: KHY, 2007.

114 Bamorao-kypcoBa moniTuka Ykpaiaum : moHorpadis / [M. 1. Kpynka, M. L
Kynpunnpkuii, H. B. )Kmypko, 1. B. Banskosuu]. — JIbBiB : JIHY imeni IBana ®@panka, 2012,
c. 11.
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In economic literature devoted to exchange rate policy, most authors
are trying to determine its objectives. The generalization of these researches
(Table 5) indicates the ambiguity of the target orientation of the exchange rate
policy. It can be determined by geopolitical, geo- macro-, or microeconomic
factors, as well as by the state of the country’s financial system. In particular,
China, in an attempt to win the commodity competition with the US and the
EU, supported the devaluation trends of the RMB, sometimes even in the form
of a currency war. At the same time, it pursued the goal of transforming the
national currency into the fifth international reserve currency and influencing
(together with the dollar, the euro, the pound and the yen) the value of SDR.
Ultimately this goal was achieved — by the decision of the IMF Board of
Directors starting from October 1, 2016, yuan is included in the reserve
currency basket. Meanwhile, in the Russian Federation the volatility of the
exchange rate is allowed as long as large foreign exchange reserves are
maintained, as they consider the latter a guarantee of national security*'®. Such
a policy was tested by the Russian Federation after the 888 War'®, when
thanks to this policy Russia came out of the financial crisis of 2008 without
significant losses. Accordingly, in conditions of war with Ukraine and
sanctions from the USA, Europe and Ukraine, the Central Bank of Russia is
ready to accept any level of volatility, in order not to spend gold and foreign
exchange reserves. The Russian version of the exchange rate policy acquires
geopolitical orientation, which has little to do with economic laws. Although,
as we can conclude after a relatively long-term compliance with such a policy
by Russia, it is eventually impossible to avoid catastrophic consequences for
gold and foreign exchange reserves.

Even the constitutional and legislative support of the provision that “the
main function of the National Bank is to ensure the stability of the monetary
unit of Ukraine!” does not entail its maintenance at a constant level under all
conditions and at any costs, as that is essentially impossible!'®. Moreover, as
V. Yurchyshyn rightly observes, the NBU itself deliberately avoids a clear

115 Coxpopumamma Kpems: IlyTHH I0KepTBYET CTaOUILHOCTBIO PYOIIS pagy pocTa
30JIOTOBAMIOTHBIX pe3epBoB, 01 mapra 2016 / [EmexrponHmii pecypc] / Pexxum moctymy:
http://finance.obozrevatel.com/business-and-finance/90617-sokrovischnitsa-kremlya-putin-
pozhertvuet-stabilnostyu-rublya-radi-rosta-zolotovalyutnyih-rezervov.htm

116 The start of the war with Georgia — 08.08.2008.

17 3axon Ykpainu IIpo Hauionansuuii 6ank Ykpainu (Bigomocti BepxosHoi Pajau
VYxpaian (BBP), 1999, Ne 29, cr. 238). [Enexrponnmii pecypc]. Pexum nocrymy:
http://zakon5.rada.gov.ua/laws/show/679-14.

118 The concept of stability of the monetary unit of Ukraine is not legally defined, but
is periodically debated among scientists.
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presentation of the monetary policy, monetary mechanisms and instruments
that would allow us to assess the current dynamics, to control, correct and
predict the most important macroeconomic indicators®*®.

It is no coincidence that the main objective pursued by the European
Central Bank is tied to price stability, on the basis of which the two-fold
objective must be achieved: economic growth and job creation?°. Therefore,
the European Central Bank purposefully pays special attention to price stability
as the most effective instrument of monetary policy. It is important to take into
account, however, that the European employment strategy develops from the
relatively narrow task of eliminating unemployment into a comprehensive
socio-economic objective, which, in particular, includes the formation of an
effective labour market, addressing the problem of aging of the population,
social protection of citizens, and preventing the growth of inequality and
climate change.

Table 6
The hryvnia exchange rate to the US dollar and the euro (average for
the period) and the average nominal wage in UAH, USD and EUR

Year 2009 | 2010 | 2011 | 2012 | 2013 | 2014 | 2015
Rate $ 7.8 7.9 8.0 8.0 8.0 11.9 21.9
Rate € 10.9 10.5 111 10.2 10.6 15.6 24.2
Wages 1692 | 2250 | 2648 | 3041 | 3282 | 3408 | 4195
UAH
Wages $ 216.9 | 248.8| 331.0| 380.1 | 410.2 | 286.4 1915
Wages € 155.2 | 2143 | 238.6 | 298.1| 309.6 | 218.5| 173.3

Source: Calculations by the author according to the data of the State
Statistics Service of Ukraine and the NBU.

Therefore, returning to Ukrainian realities, it should be noted that
highlighting only the stability of the monetary unit as the purpose of the
National Bank, with no clear link to the development of the socio-economic
sphere, largely leads to the irresponsibility of this important part of market
relations for the welfare of the population. This can be seen particularly across
the most important Ukrainian conditions — wages and pensions. As shown in

119 FOpummn, B. T06anbHuii KOHTEKCT BAJFOTHOT IOJIITHKY 1 HAPSAMHU HOCHIICHHS
CTIHKOCTI HAIiOHAJBHOI TPOIIOBOI ofuHuIli B YKpaiHi / Bacune IOpummun. // CyuacHa
BaJIFOTHA TOJIITHKA Ta 0COOIUBOCTI 11 peanizaliii B Ykpaiui, K., 2016, c. 35.

120 Objective of monetary policy. [Enexrponnuii pecypc]. Pexum pocrymy:
https://www.ecb.europa.eu/mopo/intro/objective/html/index.en.html; Die  Europiische
Zentralbank. Eurosystem. [EnexTponunit pecypc]. Pexum JIOCTYILY:
https://www.ecb.europa.eu/ecb/tasks/html/index.de.html
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Table 7, for two years (2014-2015) the exchange rate of hryvnia against major
currencies — the US dollar and the euro fell almost 2.5 times. Accordingly,
wages, measured in these monetary units, decreased almost twice, which is
unprecedented for countries declaring a course on European integration.

Table 7
Average monthly pension as of January 1 (in UAH, USD and EUR)
Year 2011 2012 2013 2014 2015
Pension, UAH 1121.8 1123.2 1140.0 1487.1 | 1536.0
Pension, $ 140.1 140.4 142.5 125.0 70.1
Pension, € 101.1 110.1 107.5 95.3 63.5

Source: Calculations by the author according to the data of the State
Statistics Service of Ukraine and the NBU.

Due to monetary factors, the tension in pension provision has grown,
which covers more than 25% of the population (Table 7). In 2015, the average
pension in hard currencies — US dollar and Euro, respectively, was 50.0 and
62.8. By this indicator Ukraine occupies the penultimate position in Europe,
outperforming only Albania by 8 US dollars (Table 4). Meanwhile, there is no
state policy and concepts for the developing the welfare of retirees, and
moreover, there are no developing theories that consider this issue. There are
no programs of a humane attitude towards the elderly, which would provide
for a well-deserved rest and preserve the usual way of life of retirees, as it was
done in Norway, Greece, Denmark, Turkey, Spain, Czech Republic and in
many European countries.

In the end, nowadays, the socio-economic situation of an ordinary
Ukrainian who works or is in retirement is determined by the exchange rate
policy. It was because of the fall of the hryvnia exchange rate, that the wages
and pensions in hard currencies tended to fall sharply. This trend can be
paused, as we saw in 2016. However, the only way to influence the return of
Ukraine to the fold of states with average European incomes in the coming
years is by using monetarist methods, meaning returning the hryvnia exchange
rate to the old level. According to the experts of The Economist, hryvnia has
one of the lowest ratings among the most undervalued currencies of the
world*?!, Its rate against dollar by the Big Mac index should be 7.3, which
corresponds to an undervaluation of the national monetary unit by almost 70%.
In the monetary and exchange rate policy, the state must make its citizens the

121The Big Mac index / [Enexrponuuit
http://www.economist.com/content/big-mac-index

pecypc]. Pexum pocrymy:
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ultimate goal, rather than institutions. This understanding was lacking in the
European Union, which eventually ended in Brexit.

In general, the socio-economic policy of any state should be based on
employment and wages that also determine the level of pensions. One cannot
agree with the opinion of the Razumkov Center’s director of social programs
that “While labour in the country is undervalued, and half of the economy is in
the shadows, there is no need to talk about normal social policy. If we do not
deal with primary issues (adequate wages), then secondary (raising the
retirement age, taxation of pensions, etc.) can be discussed in any capacity — it
will not change anything, as we have witnessed for 25 years. A European
country cannot be proud of the fact that its main competitive advantage is
cheap labour*?2, Of course, it is unclear how to determine a sufficient level of
wages for the near future. One can positively perceive the point that salaries
need to be raised by at least 80%'2%. However, undervaluation of wages lowers
the added value of Ukrainian products on the world market, and, ultimately,
the competitiveness of the Ukrainian economy.

FOREIGN EXCHANGE REGIMES IN UKRAINE

Undervaluation and overvaluation of the national currency determines
the parity of its purchasing power. Under globalization, these phenomena have
a transitory effect on the functioning of the country’s economy. They affect
exporters and importers, the competitiveness and profitability of companies,
change the situation with external debt and attract foreign investment.
However, instability of the exchange rate and its undervaluation cause negative
socio-economic consequences. They are expressed in structural changes of the
economy due to the shrinking share of consumption in the national income, the
growth of consumer prices and, ultimately, worsening living standards of the
population. On December 18"-24" of 2015, Razumkov Center conducted
sociological surveys in all regions of Ukraine, excluding Crimea and the
occupied territories of Donetsk and Luhansk regions. The results have shown
that the hryvnia to the dollar exchange rate has no impact on the standard of

122 111anrina, JI. OcHOBOIO coliaNbHOI HOMITUKY IIOBMHHI OyTH 3aifHATICTH 1 TigHa
omwrara mnpaui / Jlogmuna [lanrina // [Enekrponnuit pecypc]. Pexum pocrymy:
http://www.razumkov.org.ua/ukr/expert.php?news_id=6176

123 Opunmun, B. 3pocTanHs 3apmuiar 3aieKUTh Bifl SKOCTI Ipawi i HiBUIIEHHS
koHKypeHTo3aarHocTi / Bacwne HOpunmmn. // Ceromus. 21 mumas 2016. [EnexrponHmit
pecypc]. Pexxum noctymy: http://www.razumkov.org.ua/ukr/expert.php?news_id=6194
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living of only 7.4% of the population, a significant impact for 44.4 %, and is
the determining factor for the welfare of 23.9% of the population!?,

In Ukraine, different approaches have been tested over the years of
independence. Among them are: floating regime (1993), currency board
(1994), managed floating exchange rate regime (1997), pegged exchange rate
within horizontal bands (1998), fixing on the Ukrainian Interbank Stock
Exchange (1999), floating (2000-2003), the gradual transition to free floating
(2006-2007), as the weighted average of buyers and sellers rates on the
interbank foreign exchange market on the previous day with the possibility of
deviation + 2 and its fixation (2009-2012). Currently, the NBU is trying to
implement a free-floating exchange rate regime?°126,

De facto, the National Bank switched to the inflation targeting regime
in the beginning of 2016. Prior to this, preparatory work was under way to
create all critical prerequisites for its implementation. In the first phase (by
2015) technical prerequisites were created, in particular, macroeconomic
models were built, a quarterly forecast cycle was developed. In the second
phase (in the first half of 2015), institutional conditions were created, including
ensuring the independence of the National Bank in using the instruments to
achieve its goal, eliminating fiscal dominance, changing the decision-making
process on monetary policy. Since the second half of 2015, the third phase has
started — the implementation of all key elements of inflation targeting.

When choosing a currency exchange rate regime, it is important to form
the hierarchy of goals to be achieved by it. Many authors emphasize
macroeconomic objectives: economic growth (GDP), shadow economy
reduction, full employment, investment growth, containment of inflation,
stimulation of economic activity. Among the objectives of monetary policy
are: achieving growth in foreign currency savings, improving the availability
of loans, optimizing the balance of payments, increasing the flow of foreign

124 Mimenko, M., CTaBneHHs rpomajsd YKpaiHu 10 OpoOieMH CTifKkocTi Kypcy
HaIllOHaIBEHOI BafoTH / Muxaiino Mimenko. / CydacHa BadIOTHA MOMITHKA 1 OCOOIUBOCTI ii
peamizanii B Ykpaini. K., : Llerrp Pasymkosa, 2016, ¢.112.

125 Tanpunnchkuii, A. TlnaBatoumnii Kypc — Ie MMOYaTOK KiHII aJMiHiCTPaTUBHOTO
pusKyY / Anartoniit ['anpumHChkmii. // JI3epkano TwxkHs, 21 motoro 2014 // [ExexrpoHHMiA
pecypc]. Pexum nocrymy: http://gazeta.dt.ua/macrolevel/anatoliy-galchinskiy-plavayuchiy-
kurs-ce-pochatok-kincya-administrativnogo-rinku-_.html

126 HBY. Jluct npo Hamipu Ta MeMOpaHAyM IIPO E€KOHOMiuHY Ta ()iHAHCOBY
momituky, 21 smnas 2015 poky. // [Enekrponuuit pecypc]. Pexum moctymy:
http://www.bank.gov.ua/d HBY. Jluct npo Hamipu Ta MemopaHIyM Npo €KOHOMIUHY Ta
¢inancoBy mnomituky, 21 mmnas 2015 poky. // [Enexrponnuii pecypc]. Pexum mocrymy:
http://www.bank.gov.ua/doccatalog/document?id=201639290ccatalog/
document?id=20163929
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investments, achieving an adequate level of gross reserves, servicing and
payment of external debt'?/128,

THE CHOICE OF EXCHANGE RATE REGIME

The scientific literature and business practices have not yet found an
indisputable solution to the problem of choosing an exchange rate regime that
could be used when shaping the economic policy. The economic community
was partially divided into those who believe that exchange rates are not
important (monetarists), and those who believe that exchange rates are
essential, and therefore the instruments of exchange rate policy can and should
be a part of the overall economic policy. The western economic thought is said
to have reached a consensus that the truth lies somewhere in the middle. That
is to say, there is no model of the exchange rate regime that would be equally
suitable for all countries and times. Hence, it is necessary to study the national
conditions and peculiarities in detail in order to choose the exchange rate
regime suitable for a particular country. Only thus can one choose an exchange
rate regime that would meet the objectives of economic development!?°,

The choice of the exchange rate regime is the basis for achieving
subordination of the exchange rate policy to the socio-economic needs of the
country’s development.

Most of the emerging countries, when choosing a currency exchange
rate, were guided by systems of inflation stabilization by linking the exchange
rate to the currencies of developed countries. Their decisions were inspired by
seeking an independent path (Chile, Israel, and Poland) or serious currency
crises (Mexico, Thailand, Indonesia, South Korea). European integration was
the basis of the economic policy of Central and Eastern European countries.
Their experience shows the non-viability of a flexible exchange rate regime at
the transitional stage®3°.

As for Ukraine, given its euro integration strategy, it is necessary to
choose a direction in the monetary and exchange rate policy toward adaptation

127 Bapcersn, A. I'. BamoTHo-KypcoBa NOJNITHKA YKpaiHM B CHCTeMi MAakpo-
€KOHOMIYHOTO peryiroBanHsA. ABroped. kaHn. ekoH. Hayk: 08.00.02. K.: KHY, 2007.

128 BamoTHO-KypcoBa nojiTuka Ykpainu : monorpadis / [M. 1. Kpynka, M. 1. Kynnb-
yunpkuii, H. B. )Kmypko, /. B. BanbkoBu4]. JIbiB : JIHY imeni IBana ®panka, 2012, c. 11.

129 Cicky, T., CaBenbes, €. (2016) BamoTHi pexumu i BaTIOTHO-KYPCOBa IOJITHKA
VYkpainu y BuMipax ‘OjarocioBeHHOi’ 1 ‘HebsarocimoBennoi’ Tpidii / Tomac Cicky, €Brex
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to the financial and economic order of the Eurozone. At the same time, the
highest priority should be to ensure the European level of living standards and
welfare. For this, one of the two models should be chosen from either the
currency board or the official dollarization (regime without sovereign
currency). Another way — the ‘euro-zation’ or joining the Eurozone in the near
future for Ukraine is unfortunately not feasible.

DRAWING UP THE UKRAINIAN MODEL OF THE CURRENCY
BOARD

Weighing the impact of voting for or against one of the models of the
exchange rate regime in the Ukrainian economy reform, one must realize that
they are not universal. However, choosing the currency board regime allows
stabilizing the financial market and quickly offsetting the fall in the standard
of living, which resulted from miscalculations, abuses and possibly fraudulent
decisions in favour of certain corrupt oligarchic groups in the system of
exchange rate policy. To do this, we need to find the middle ground between
the existing exchange rate of hryvnia and the level that can be considered a
‘ceiling’ of undervalued hryvnia. It seems that returning to the exchange rate
of hryvnia to the dollar at the level of 12.0-16.0 would correspond to the
national consensus and restore confidence in the banking system.

The confidence in the currency board system is due to its success in
Hong Kong (1983), Argentina (1991), Estonia (1992), Lithuania (1994),
Burkina Faso (1997), and Bosnia (1997). In order for Ukraine to be able to
repeat this experience just as well, Ukraine needs to adapt the regime to its
conditions and tasks. One must bear in mind that the exchange rate of the
currency is derived from the balance of payments. In view of this, the
strengthening of the national currency in Ukraine requires financial recovery.
Largely, this can be done by using reserves that ‘lie on the surface’, most of
which are already or are becoming well known. These are: financing of the
budget deficit through the issue of bonds; legalization of the economy;
deoffshorization; radical increase in import substitution; restraining capital
flight; increasing transparency in the banking sector; preventing concealment
of foreign exchange earnings abroad; expanding the use of hryvnia in domestic
money circulation; a special regime of currency relations with ‘law-abiding’
companies; involving the currency in the hands of the population into the
banking sector; restraining the processes of capital flight; spreading the
practice of interstate currency swaps; using unconventional instruments of
monetary policy on the purchase of securities and debt obligations by the
National Bank.
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CONCLUSION

The currency board is a monetary mechanism for reforming the
economy. However, it is able to significantly improve the socio-economic
indicators of Ukraine’s development and, above all, contribute to bringing the
standard of living to the average European level. On this basis, conditions can
be created for a rapid reduction of inflation, the return of confidence in the
national currency. At the same time, the currency board is not a remedy for all
problems of the Ukrainian economy. A paradigm of economic growth should
now be developed, an integral part of which will be the updated concept of the
exchange rate regime.

Ukraine today faces a very difficult and complex situation, where
inflation, exchange rate and currency mismatching reinforce each other in a
negative spiral, a kind of vicious cycle, where high inflation leads to lack of
confidence for the hryvnya, and this situation together with a stable exchange
rate lead to currency substitution, the substitution of hryvnya with foreign
currencies. In order to break this vicious circle, Ukraine cannot only rely on
using the exchange rate regime, like those of the currency board and
dollarization, because the former offers the best temporary solution, while the
latter does not exploit the great potential of the country. What really the country
needs is the change in the paradigm of the economy, a change, which will bring
again stability in the economy, and the people will regain confidence in their
home currency, an environment, where the exchange rate will not mislead the
people. What the country needs is a rigorous attempt to develop a well
functioning local financial market to back the inflation targeting policy and the
floating rate. This attempt will not be simple and will require a lot of efforts,
patience and devotion. The earlier Ukraine starts to implement the new
monetary regime, the higher the benefits will be.
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IIpo¢. n.u.1. EBrennii CABEJIBEB
Ipod. n.u.1. Buranuna KYPUJISAK
Hou. 1-p Mapusa JIU3YH
Hou. x-p Urop JUINYNHCKH
TepHOIOICKN HAallMOHAJICH MKOHOMWYECKH YHUBEPCUTET, Y KpaiiHa
Karenpa ,,MexnyHapoaHa MKOHOMHKA

Pe3stome: lHTepHanuoHanu3anusTa ¥ (parMeHTalMsATa Ha CBETOBHOTO HPOU3BOJICTBO,
pasnpocTpaHeHre, OOMEH U MOTpedJieHHne ce OTpa3sBaT BbpPXY BaJlyTHATa CHCTEMa, KOSTO
OTJIaBHA HE Ce OIpeIessl eIMHCTBEHO OT MoJuTHIecKuTe rpanuy. Lleara Ha u3cnenBaHeTo €
Ja 000CHOBE TIpoIieca Ha II100aaHaTa TapudHa HHTETPaIys U B TO3U KOHTEKCT, J1a OMpeen
MpUOpUTETUTE Ha OOMEHHHS Kypc B YkpaiiHa. [lpencraBeHm ca 1Ba BHAa NapUYHA
WHTETpaIs, IIOAX0SIIA 32 pa3BUBAIINATE CE CTPAHH: TOJIAPU3aIis U BAXyTeH oopa. Omucanu
ca BHIOBETE NOJAPU3AIMOHHH MOJEIHA W TIXHOTO Pa3BUTHE. AKIEHTHT € HACOYCH KBbM
MpeIMCTBaTa ¥ HEAOCTATHINTE Ha JOJIapU3aliaTa 3a pa3BUBAIINTE CE CTpaHU. Pasriexaar
ce CBIHOCTTA U TEOPETUYHATA OCHOBA Ha BanyTHHs O0opa. [IpencraBena e knacudukanms Ha
peKUMUTE Ha OOMeHHHTE KypcoBe cnopen MB®. OOpswina ce BHHMaHHWE Ha COLMAIIHO-
MKOHOMHYECKOTO pa3BUTHE Ha YKpaiiHa M mapuuHus (akTop 3a OJaroChCTOSHHETO Ha
nbpkaBata. Ciiell ABajeceT W IMET TOAUIIHU YCHMs, YKpaiiHa M3ryiexaa ce COMbCKBa ChC
ChIIUTE MPCAU3BUKATCIICTBA, MPE KOUTO € 6I/IJ'Ia n3IpaBeHa NMpeau ABAACCCT U ICT I'OJAUHU!
NpeAN3BUKATEICTBATA HAa MHTErPaLlUsITa U TOBA JIa € 4acT OT Miodainu3upanus cBiat. Makap na
€ TIOCTHTHAT 3HAYUTEJICH HAMpeIbK, BCE OIle MMa KaKBO Na ce HampaBu. Kato ce mMmat
MIPEeIBU KPU3UTE, KOUTO CTPaHATa € MPEeTHPIILIa, MOXKE Jla ce Kaxke, e 3a YKpaifHa € oT
TOJISIMO 3HaYCHHE Ja MPUCHCTBA Ha MEXXTyHAPOAHUTE (prHAHCOBH ma3apu. CTpaHaTa HE YCIIs
Jla W3BIJIEYE TOJI3a OT KamHuTajJoBaTa MOOWIHOCT. JI[HEC cTpaHATa OTHOBO IPEKUBSIBA TEKKA
BaJyTHa W OaHKOBa KpH3a, HAMOHAHATA BAaJyTa TPHUBHS JIEBAJIBUPA €KEIHEBHO M MHOTO
X0pa oCh3HaBaT (pakTa, 4e canjgara o CMETKHTE UM CE BIIOmIaBaT. [loMmTHIINTE, BIACTHTE U
ocobeno Harmonannara Ganka Ha YkpaitHa (HBY) m3mosmsBar mepku, KOMTO HE AaBar
pesynrtat. O61IecTBOTO € 00€3MOKOSHO M Pe30UapOBaHO; 3arl0YHaxa /1a c& OOMUCIAT PEHICHUS
HO}IO6HI/I Ha TE3W HA TBHPAWUTEC NMPUBBPKCHUIIUTE HA TCOPUATA 3a 6I/IHOJ'I5[pHOTO CXBalllaHE
KaTo HalpuMep BalyTHUSA O0pa U nonapusanusata. Korato ce riacyBa 3a WK MPOTUB HIKON
OT MOJIEJINTE Ha BATyTHUS PEKUM B UKOHOMHUYECKaTa peopma Ha YKpaiiHa, TpsiOBa Ja ce uMa
npeaBua (daxTa, ye Te He ca yHHBepcalHW. M300pbT Ha pexuM Ha BalyTeH Oopja obaue
MMO3BOJISIBA CTaOMIM3MpaHe Ha (UHAHCOBHS mMazap M OBP30 KOMICHCHpaHE Ha cliaja B
KU3HCHUS CTaHIApPT, KOWTO € pe3yiTaT OT IPEIIHU W3YHCICHUS, 3J0YIOTPEON U BEPOSTHO
M3MaMH B I0J132 HA HAKOM KOPYMITMPaHU OJMTapXWYHHU TPYIH B CHCTEMaTa Ha BaJlyTHaTa
MTOJTUTHKA.

Kiro4oBH 1ymMu: mapuyHa HHTETPaIysl, 0JIapyu3alis, BaIyTeH 00pa, pe>kKUMHU Ha 0OMEHHHTE
KypcoBe, HH(IIAIIMOHHO TapreTHpaHe, MapuvHa MOJIUTHKA.

JEL: F30, F31, F33, G20, G28.
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Abstract: The internationalization and fragmentation of the world’s production, distribution,
exchange and consumption is reflected in the currency system, which has long since been not
exclusively determined by political boundaries. The purpose of the research is justification of
the process of global monetary integration and determining in this context the priorities of
exchange rate policy in Ukraine. Two types of monetary integration that fits best to developing
countries are heighlighted: dollarization and currency board. The types and evolution of
dollarization models are described. The accent is focused on advantages and disadvantages of
dollarization for developing countries. The essence and theoretical backgrounds of currency
board are considered. A classification of exchange rate regimes according to IMF is presented.
The social and economic development of Ukraine and monetary factor in shaping the welfare
of the state are marked. After twenty-five years of efforts, Ukraine seems to have encountered
the same challenges that it had faced twenty-five years ago: the challenges of integration and
participation in the globalized world. Even though the country has made substantial progress,
there is still much to be done. Judging from the couple of crises the country has suffered, one
is inclined to say that participation of the country in the international financial markets is a
point which matters much for Ukraine. The country did not manage to reap the advantage of
capital mobility. Today, the country suffers again from a severe currency and banking crisis,
where the national currency, hryvnya, devalues on a daily basis, and many people see their
balances deteriorating. The policy-makers, the authorities and especially the National Bank of
Ukraine (NBU) have used measures that did not work. The society is anxious and frustrated,;
it has even started to think about solutions like those on the hard side of the ‘Bipolar View’
theory, such as the currency board and dollarization. Weighing the impact of voting for or
against one of the models of the exchange rate regime in the Ukrainian economy reform, one
must realize that they are not universal. However, choosing the currency board regime allows
stabilizing the financial market and quickly offsetting the fall in the standard of living, which
resulted from miscalculations, abuses and possibly fraudulent decisions in favour of certain
corrupt oligarchic groups in the system of exchange rate policy.

Keywords: monetary integration, dollarization, currency board, exchange rate regimes,
inflation targeting, monetary policy.
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