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Abstract

This article offers an attempt at typologisation of the evolution of monetary regimes in post-
communist countries (1990-2008), which is exceptionally varied by character. Two large groups have
emerged: type 1 — countries, which started their reforms with a regime of fixed exchange rate and do-
minating external sources of money supply, and type 2 — countries starting their reforms with a
floating exchange rate and predominating internal sources of money supply. The first type is much
more successful and appropriate for managing the problems of transition. Some other elements of ty-
pologisation have also been suggested based on specific definitions of monetary system and monetary
regime. The article also presents various approaches, which can explain the evolution of monetary re-
gimes observed in the former socialist countries.
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1. INTRODUCTION

Almost twenty years have passed since planned economy officially collapsed. The pe-
riod is long enough to allow a number of theoretical generalisations. The countries have
followed different paths, their trajectories diverging at some point in time, converging at
others. Yet in spite of the great diversity some of the trends can be captured. A number of
typologisations become possible which could enrich not only the “history of transition”, but
also comparative economics as such. The development of monetary regimes is particularly
interesting due to their key role in determining the overall dynamics of post-planned econo-
mies. The debate over the optimal monetary and exchange rate regimes has a long history,
which is continuously enriched by new historical examples and new theoretical arguments,
even in spite of the fact that it does not leave the scope of the traditional cost-benefit ap-
proaches and is therefore unable to integrate a number of traits of these economies —
institutional, political, or sociological, etc. Of course things are very complex, and it is hard-
ly possible to construct within a short time a whole new theory, or integrate all possible
elements and factors into a single uncontroversial theoretical model. My task in this article
is a more humble one — to present some of my reflections drawn on the 20 years’ history of
the post-communist regime and to give some guidelines for future analyses. Clearly, the var-
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ious approaches to monetary regimes will coexist for quite a long time and in a way the di-
versity of approaches will continue. The aim is that these compete and mutually enrich each
another, rather than eliminate one other.

Thus, I think two large models of monetary regime dynamics have become discernible
(two archetypes if we can use this term), which we will further discuss below, and which in
a sense have determined the success of reforms. The first group, i.e. the successful arche-
type, includes the countries that started with a fixed exchange rate regime and a strict control
over money supply (in most cases backed money and money supply tied to balance of pay-
ments) and subsequently moved to a floating exchange rate regime, inflation targeting, or
those that kept their fixed exchange rates throughout the period under study. I will call these
countries a “fixed-start” type. The second group of countries (the losing archetype) starting
with a floating rate and later on introducing rigorous monetary regimes (Bulgaria) or keep-
ing their floating rates (Albania, Romania and others) throughout the period I will call a
“floating start”. The first group of countries achieved greater success; their transition was
much more disciplined and “uncorrupted” while the second group underwent an extremely
mafia type of transition (frequently named ‘“crony” transition), with some of them signifi-
cantly slowing down their development, and only over the last years making an attempt to
compensate (for lost opportunities). My purpose here is to reflect below upon possible ex-
planations of this fact. Of course, pure types do not exist; a number of other factors account
for the dynamics of development of the individual economies, and some of the countries
changed their positions in the course of time (for example Bulgaria and Russia).

For the two attempts at typology of monetary regimes to become clearer, it would be
useful to provide a survey of the key moments in the history of monetary regimes in the dif-
ferent countries. This will allow us to see monetary regimes in the light of the overall
economic, political and social dynamics (developments) of the individual economies.

To convey my understanding of monetary system and monetary regime, I have given
some short definitions (see Figure no. 1). In my view a monetary system has two key as-
pects — the first one is the formal monetary regime, which is established by a set of norms
(mainly legal) and the second — the non-formal monetary institutions (practices) and mecha-
nisms of their enforcement. They are often neglected while they are actually important. On
the other hand, a country’s monetary regime is of two basic dimensions — external and inter-
nal. The internal includes the mechanisms of money supply (money supply regime), and the
external — the exchange rate regime. The discussion of determining the money supply re-
gime includes the whole range of problems concerning covered or uncovered money,
monetary rules and monetary discretion, etc., and as regards the exchange rate regime — the
various types of exchange rates (floating, fixed, etc.). Of course, the two dimensions are
closely interrelated; however the above distinction is useful as it enables capturing the vari-
ous combinations between a monetary regime and an exchange rate regime; besides, these
combinations provide new analytical possibilities. The latter distinction attracted the atten-
tion of researchers (partly within the optimum monetary areas), but I think it has rarely been
brought into focus as crucial distinction (exceptions to this are Kurt Schuler and Steve
Hanke - Schuler, 1999, 2007, Hanke, 2002).
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Figure no. 1 Monetary system and monetary regime
So let’s now switch back to the subject of monetary regimes.

2. MONETARY REGIMES - SHORT HISTORICAL CHRONOLOGY

The crash of planned economy and the restoration of market economy proved a histor-
ically unknown process of discovery that was hard to explain and harder still to plan. This
could not be achieved either by Marxist theory (which was extremely aggregated, macroe-
conomic and macrosociological by character), or by neoclassical economics whose
microeconomic, equilibrium nature was unable to encompass the large social transforma-
tions'. The case in point was the unprecedented historical change (a new “Great
transformation”) for which no theoretical model existed a priori. Of course there were a
number of intuitions and past practices, mostly drawn on the reforms in Latin America” and
late socialism, but on the whole solutions were unclear, or those that seemed clear quickly
proved to be much more difficult and often led to unexpected outcomes. Some countries had
traditions in economics, partially preserved during the period of communism, such as Pol-
and and Hungary; still others were extremely poor and doomed to coping and imitate (such
as Bulgaria). As to Russia, a number of economists began recalling the first years of the so-
cialist revolution when an attempt was made to revive market economy (NEP) and the stable
money; however they either overestimated this experience, or almost lacked control over the
events. Indeed, history could hardly repeat itself and hardly the few years of NEP could
serve as a solution in a different historical period.

As regards monetary regimes and the type of monetary system, things were quite the
same — no consistent ideas or reform models. The choice of monetary systems was rather
accidental (arbitrary) and contingent upon the concrete circumstances and the balance of
forces and ideas of the various economic actors. No matter how we view these events, the
purpose was clear — to restore the monetary mechanisms in the banking system, which had
totally lost their character during the period of planned economy. Today, looking from the
distance of time, we can say that symbolically a jump was needed to be down “from Che to
Trichet”, i.e. from the Ernesto Che Guevara model (Che Guevara was the first governor of
the Central Bank of Cuba who identically took the position) to the Jean Claude Trichet
model where the European central bank is an independent and conservative authority. This
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of course is symbolic; still it demonstrates well the jump that the former communist coun-
tries had to make from the ruble area to the euro area.

Despite the common past and overall common ultimate goals, the former socialist
block countries demonstrated a large variety of monetary regimes™. I start with Poland and
Hungary, which in a sense were a symbol of resistance against the traditional socialist model
and of a number of innovations during that period.

Poland and Hungary

The initial conditions for the reform in Poland were relatively bad with a large external
debt, high inflation, monetary overhang, weak foreign reserves and a coexisting strongly ex-
panded foreign exchange market. Poland started with a shock therapy (Leshek
Balcerowicz’s reforms and Jeffrey Sachs’s advices) and the so-called “extraordinary poli-
tics)”. In 1990 the decline in GDP reached 12%. The importance of stable money as an
initial anchor of reforms was realized even at the onset of the transition and in 1991 a fixed
exchange rate regime was chosen (to a basket of five currencies and following initial zloty
depreciation). A stabilization fund of USD 1 billion was formed (with the help of loans from
17 countries), which today we can assess as a money backup mechanism, i.e. a kind of a
currency board. The appreciation of the zloty led to capitals inflow. Over time the monetary
authorities were compelled to introduce more and more flexibility to the exchange rate to
reach 1994 when the first open market operations (reverse repo transactions) were realised.
In 1995 the exchange rate was limited within the interval +/- 7%, and in 1998 it was decided
to move to inflation targeting which led, from 2000, to a fully floating rate. Today, Poland
strives to imitate the ECB monetary policy. I believe Poland should also be remembered as
the place where the discussion of unilateral euroisation originated, and indeed it was in Pol-
and where the idea was most exhaustively and consistently promoted already in 1999 (both
at the economic and legal level). This was done by Jacek Rostowski, professor of econom-
ics, and a finance minister at present (2008), and Andrzej Bratkowski (Bratkowski and
Rostowski, 2000, Rostowski, 2002)".

In spite of the relatively better initial conditions, Hungary too started a regime of a
more or less fixed exchange rate fluctuating within a narrow band. Over time, this deepened
the conflict between the goal of fighting inflation and the efforts to maintain competitive-
ness, and after loosening the fiscal policy double deficits occurred. All this was coupled
with capitals inflow. In March 1995, Lajos Bokros undertook reforms, which in the area of
monetary regime were expressed in a single depreciation of 9% and shifting to a prean-
nounced crawling band of depreciation on a weekly and monthly basis and the forint was
pegged to a basket of mark and dollar. In May 2001 the band was expanded to +/- 15%, and
in June 2000 Hungary officially introduced a regime of inflation targeting. Later on, the
double deficits occurred again, but what we should keep in mind is that like Poland, Hun-
gary too started with a fixed exchange rate and after gradually increasing its flexibility,
moved to a regime of inflation targeting.".

The Czech Republic and Slovakia

After the Velvet divorce of 1993 in the Czech Republic, each of the two countries took
their own paths. A fixed exchange rate was introduced as early as January 1991. Later on
the Czech Republic moved to a monetary aggregate targeting. After a strong capital inflow
(debt capital) and a rise in the cost of monetary sterilization of these capital inflows (a point
was reached when 80% of the monetary base came from net external assets) in 1996 a shift
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was made to a greater flexibility of the exchange rate (+/-7.5%). Nevertheless, the apprecia-
tion of the crone continued and the banking crisis in 1997/1998 changed the monetary
policy completely. Since January 1997 the Czech Central Bank has pursued an inflation tar-
get trying to copy the ECB’s behaviour. In 1999 a special privatisation account was
introduced, aimed to achieve sterilisation of the capital inflow (mostly equity capital)".
After some considerations (weighing up) of the forms of reform (during Vladimir Me-
¢iar’s term of office) and following the period of mass privatisation (similar to that in the
Czech Republic), in 1998 the Slovak liberal government of Mikulas Dzuringa came to
power (1998-2006). Together with finance minister Ivan Miklos, Dzuringa (sharing a liberal
ideology similar to that of his Czech counterpart, Vaclav Klaus) undertook radical tax re-
forms (a flat tax in 2004) and foreign capital attraction. The country joined the OECD
(2000), NATO and EU (in 2004), and since the beginning of 2009 is a member of the euro
area (the second country after Slovenia). Both the Czech Republic and Slovakia follow, with
some variation, the logics in the evolution of monetary regimes in Poland and Hungary.

The Baltic countries

The Baltic countries (Estonia, Latvia and Lithuania), in spite of the difficulties expe-
rienced at present (2008), should be considered extremely “successful stories”. Even from
the very beginning they strived to break away from the ruble area and from Russia’s influ-
ence. In the beginning they introduced temporary currencies, and very shortly after their
own currency. The most radical in this respect was Estonia which from the very start estab-
lished a currency board arrangement (even against IMF recommendations) in August 1992.
Subsequently, the liberal reforms and measures followed one after the other (flat tax, budget
surplus and extremely low public debt), and the country experienced unprecedented periods
of high growth. The Baltic countries also managed to protect themselves from the Russian
crisis in 1998. Estonia is remarkable for its liberal politicians such as Mart Laar who became
a symbol of reforms and as he himself admits he undertook these reforms because the only
book of economics he had read before becoming a prime minister (at the age of 32) was
“Free to Choose” by Milton Friedman"".

After the example of Estonia, Lithuania too introduced a currency board (in April
1994), but unlike Estonia its politicians were continuously reconsidering their choice as re-
gards the exchange rate, which reflected on the currency board credibility. Without
officially announcing a currency board arrangement Latvia also observes its rules (monetary
base coverage and a fixed exchange rate). In February 1994 the lat was fixed to SDR, and
later, in February 2005, — to the euro. Today, Latvia is a member of ERM 2, with a narrow
band of +/-1%.

In general, The Baltic countries started with a fixed exchange rate which they still
maintain today. Their geostrategic goal was to break away as quickly as possible from the
ruble zone and to integrate themselves into the European and global monetary system"".

Russia and Ukraine

Russia and Ukraine, as well as most other former Soviet Republics (which I will not
discuss here) tell a different story from the one we have seen so far. Of course it is difficult
to expose the history of monetary regimes in brief; yet I will mention some turning points of
their monetary history. All the more so as discussions of monetary regimes have a tradition
in the Russian economic and monetary thought (Goland, 2006, Yurowsky, 2008, [1927],
Barnett, (2004).
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Following the disintegration of the USSR, officially declared in December 1991, as a
result of uncontrolled currency issue (monetary over emission) of the former republics the
ruble zone disintegrated. In April 1991, within the range of reforms carried out by Egor
Gaidar, copying the reforms in Poland, prices were liberated, and later on a model of mass
(voucher) privatisation was chosen™. The banking sector was liberalised very quickly and
1400 new banks were registered in only one year (1991). In 1995/1996 the ruble totally lost
its functions and the economy created numerous barter and “virtual money” schemes, which
even today are an object of researchers’ interest (Volkov, 2005, Yakovlev, 2006). This in-
crease of non-formal economic practices coincided with the formation of the new social
structure of the post-Soviet society, and the so-called oligarchs came into existence in this
period®. They had to play the role of new capitalists and of those who later got the whole
economy going. Most of them were former party and nomenclature people who managed to
convert their power positions into financial and equity capital. These practices were sup-
ported by an increase of money supply by the Central Bank. Things went so far that the
Duma made an attempt to restrict, though unsuccessfully, the extremely expansionist policy
of the Central Bank. At that time it was led by Viktor Gerashchenko, an old Soviet nomen-
clature and contradictory figure declared by some Western bankers as the worst central
banker of all times (the principle that Gerashchenko followed was “The higher the currency
issue — the higher the economic growth!”). These, of course, are subjective judgments, but
the facts remain. Later on, in August 1998, the country experienced a debt collapse when
servicing of the internal debt stopped, the foreign reserves declined to critical lows, inflation
and depreciation of the ruble reaching record values.

With Vladimir Putin coming to power a number of changes in Russia’s monetary re-
gime started. A fixed exchange rate regime was chosen and in 2001 a flat income tax was
introduced. In principle, Putin introduced a number of elements of power centralisation
(,,6epmuxans eracmu’) which led to restoring the functions of the ruble. Favorably, Putin’s
time coincided with a money supply increase as a result of revenues from petrol and gas,
and the Central Bank formed a substantial amount of foreign reserves. Later, several state
funds were set up to sterilize the inflow of capitals. The capital inflows however led to in-
crease in investments, which was supported by the low interest rates. Today (2008), Russia
is experiencing the difficulties of the global financial crisis and the low petrol prices. Its ex-
ternal and internal corporate debt is extremely large; its foreign reserves are quickly
diminishing and the ruble is depreciating smoothly. Since 2007 the ruble is tied up to a
euro/USD basket, and today a regime of inflation targeting is officially discussed.

What could happen from now on, we can only guess. Of importance to us from the
short and incomplete history presented above are two things: first, Russia maintained a
floating exchange rate until the crisis in 1998 and a fixed one after that, and second, the pe-
riod of a floating exchange rate was the time of initial capital accumulation, the emergence
of oligarchs and in general a period associated with banditism and forceful appropriation
and redistribution of wealth and resources.

The developments in Ukraine are similar to those in Russia. The transition was ex-
tremely “corrupted” and "bandit". I will only mention the case with prime-minister professor
Pavlo Lazarenko (1996-1997), who according to various estimations succeeded to misap-
propriate 0.5 — 1% of the country’s GDP and who was sentenced in USA for fraud. I will
mention without comments one more case of another economist and ex governor of the Cen-
tral Bank of Ukraine — Victor Yushchenko (1993-1999) who managed in 1998 to defend a
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doctor’s thesis on the subject of “Money supply and demand in Ukraine” a little before he
became president of the country.

Former Yugoslavia

Similar to the USSR, Yugoslavia’s monetary system disintegrated with the individual
counties each taking a different trajectory, and one of them — today’s Slovenia (2008) is a
member of the euro area. Serbia experienced a period of hyperinflation, which was put un-
der control by means of the stabilization programme of the American professor of Serbian
origin Dragoslav Abramovic (March 1993 — May 1995)xi. Abramovic’s reform based on the
principles of a fixed exchange rate and restrictive monetary reform already at the time at-
tracted the attention of economists from other countries also because of its courage and
monetary orthodoxality. The war and ethnic conflicts delayed the reforms. In 2002 a bold
banking reform was carried out and a great number of banks with bad loans were declared
bankrupt. The rehabilitation of banks was carried out at the cost of writing off 60% of the
balance-sheet value of banks' assets. Curiously, in this period an adviser to the Yugoslavian
government was Mart Laar.™".

Croatia maintained a fixed exchange rate over the whole period of transition and in a
way it was close to the principles of currency board operation. Of course, the new genera-
tion of currency boards allows a variety of forms of monetary policy. One of them is a
change in the reserve requirements for commercial banks and that was exactly the instru-
ment most often used by the Central Bank of Croatia. In a sense, it emerged as a champion
of creativity in manipulating reserve requirements (see Winkler, ed., 2008), and subsequent-
ly their experience was used by Bulgaria. Even today, typical for Croatia is the high level of
currency substitution (Stix, 2008). Interesting and with a moral is the case of the failure of
Rijecka bank (the third largest bank in the country)—, which became victim to a trader's
speculation and was not rescued by the parent-bank (Bayerishe Landesbank)™".

Slovenia, as I mentioned, adopted the euro on January 1, 2008. The transition in Slove-
nia is often given as an example of successful implementation of a heterodox programme,
and it is often mentioned that the country has always followed a monetary discretion regime
and a floating exchange rate; however, a more thorough empirical analysis of the facts (such
as the study of Frommel and Shobert, 2006) shows that the foreign exchange rate has de

facto always been targeted, especially after 1997. In 2001 the country’s monetary policy be-
X1v

gan to follow that of the ECB.” .

Macedonia uses a floating exchange rate and currently inflation targeting within an ex-
tremely broad range (+/-35%) is discussed. Montenegro and Kosovo use the euro (for in-
depth discussion of the euroisation in Montenegro see Fabris and al. 2004), while Bosnia
and Herzegovina operate a currency board. Without going to extremes we can say that the
experience of the Yugoslavian Republics indicates that the sooner a country starts using a
fixed exchange rate, the more successful its reforms prove to be.

Albania, Romania and Bulgaria

The other Balkan countries also have an interesting experience and the three of them
started with floating rates. While Albania and Romania have retained theirs, Bulgaria had to
radically change its monetary policy in mid 1997. A curious fact to mention here is that the
currencies of the three countries (lek, leu and lev, respectively) bear the names of the king of
animals — the lion.
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Albania became a champion of financial pyramids in the period 1996/1997 when 2/3
of the population was drawn into these schemes and whose liabilities were %2 of GDP (see
Jarvis, 2000). People sold their homes and property to participate in the financial pyramids
with the politicians playing an active role. The country turned into one big Ponzi scheme in
the spirit of the popular Charles Kindlerberger’s book on financial manias and speculations.
In 2000, as a result of the fall of the pyramids there were mass riot outbursts, in which
around 2000 people were killed. From 2000 the Central Bank announced a new monetary
policy, inflation targeting with a 3% inflation target and +/-1% band. Of the three countries,
Albania is the country of the most deeply rooted informal monetary and economic practices
(bandit or not). Although Bulgaria and Romania can not boast on great success, it is a fact
that pyramid schemes did not find some enormous place in these countries comparing to Al-
bania.

Nicolae Ceausescu left Romania a heritage of lots of problems as well as an extremely
low external debt which was one reason why the leu was not fixed and foreign reserves not
accumulated. Despite the proclaimed float, similarly to Slovenia, the study of Frommel and
Shobert (2006) indicates that de facto a crawling peg to basket was followed. From 2005 the
Central Bank of Romania moved to an inflation targeting regime and accession to the euro
area is planned for 2014/2015. We can mention the largest bank privatisation — in 2005
Banca Comerciala Romana was sold to Erste bank for 3.75 billion euro. As a curious fact [
would mention that Romania is among the few countries printing their banknotes on poly-
mer and not on paper. From August 2005 redenomination was carried out at the ratio of 10
000 ROL = 1 RON™.

Bulgaria started the transition with a bad heritage, high external debt and deeply inte-
grated in COMECOM trade. In spite of the early proposals for orthodox monetary reforms
Richard Rahn, Steve Hanke, etc.) until mid 1997, a floating rate and a monetary aggregate
targeting was used in the country. The crisis came as a logical ending to the bad trajectory
followed and at a time when the monetary policy was monetising the losses of the unrestruc-
tured real sector™". After a period of hyperinflation, banking crisis and drastic reduction of
the foreign reserves to below 1 billion euro, as well as under IMF pressure, in July 1997 a
currency board was introduced similar to those in the Baltic countries. The Central Bank
was subdivided into two departments; Issue Department reduced the monetary base creation
only within the scope of increasing foreign reserves and internal assets were taken out of the
balance sheet.

3. ATTEMPTS AT TYPOLOGY OF MONETARY REGIMES

Thus, the overview, regardless of the diversity of developments across countries, al-
lows a number of theoretical generalizations and typologisations of monetary regimes.

Attempt at typology

The trajectory of monetary regimes over the last nearly 20 years (1990-2008) allows us
(of course under certain conditionality and with some simplification) to distinguish between
two monetary models, or two monetary “archetypes” of behaviour. The first type, Type 1
countries, we can call “fixed start” countries. They are characterized by hard budget con-
straints, to one extent or another, of money supply and a fixed exchange rate. In this group
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we can include countries that start with a fixed exchange rate, then move to an interim rate
and end with a floating rate (Poland, Hungary, the Czech Republic, Slovakia, etc.), as well
as those that start with a fixed exchange rate and maintain it over time (Estonia, Lithuania,
Latvia and partly Croatia). The second type, Type 2, which I call a “floating start”, includes
the countries starting with a floating exchange rate and a strongly discretionary monetary
policy (Russia, Ukraine, Bulgaria), and which subsequently, around mid-1990s, adopted a
fixed exchange rate regime, restricted money supply, as well as those that have maintained
various forms of floating exchange rate all through the period (Albania, Macedonia, Roma-
nia). The evolution of monetary regimes is illustrated in Figure no. 2.

Start 1990/94

2007/2008

Crisis 1997/98

Fixed O
Flexible O
Currency Board @

Figure no. 2 Evolution of monetary regimes in the years of transition

Type 1 is characterized by externally orientated monetary regime, and money supply
dynamics tied up to the balance of payments position. The countries in that group have from
the very beginning aimed to break away from the economic relations with COMECOM and
the ruble zone, and quickly redirect to the European Union and in general to integrate into
the world economy (this can be clearly seen on the map 1990/94). The best and most logical
way to do this is by pegging their currencies to the currencies of advanced countries thereby
importing monetary credibility from abroad. At the same time, these countries are characte-
rized by a substantially higher culture and traditions of monetary practices, monetary theory
and policy, and in general a lower level of monetary “informality”. The fixed exchange rate
and strict monetary policy enabled the creation of tough budget constraints, which created
conditions for preventing the bandit redistributionary processes. A monetary framework was
developed which put restructuring and modernisation on the right track. Conditions were
created for attracting foreign capital (later on for participation in the privatisation) with all
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familiar positive effects. From a sociological perspective this type of monetary regimes
created frameworks for debtors and allowed creditors to protect their own rights.

The Type 2 countries are characterized by processes which are to some extent contrary
to those previously discussed. In contrast to the first type, these countries had deeply rooted
practices from the past as well as some informal and low-efficient monetary institutions.
Floating exchange rates and accommodating monetary policy reproduced the soft budget
constraints inherited from the period of socialism and protected the interests of losing indus-
tries and debtors and of various groupings and groups that were after the wealth. The state
was captured and the economic and monetary practices fell into a range of “institutional
traps”, analysed by the Russian economist Victor Polterovich™". Of these institutional traps
we can mention the various barter and monetary schemes in Russia during the first half of
1990s, the financial pyramids, etc. In most cases this type of models went hand-in-hand with
diverse schemes of mass privatisation, thus creating further channels for redistribution of
wealth and losses, and in general for transformation of power resources into ownership and
money.

In my view, in spite of some conditionalities, it is possible to suggest certain hypothes-
es, which of course need further be proved. I have given here some hypotheses as a flow of
reasoning. Under these hypotheses it can be claimed that Type 1 was much more appropriate
for post-communist economies as it creates tight budget constraints and leads transition
along a relatively normal trajectory by significantly restraining the elements of banditism
and cronyism. This made it possible for the countries to get out of a number of institutional
traps and to build much faster the basic market and monetary institutions. Once these institu-
tions were created and with an already clear prospect of euro membership at hand, the euro
membership itself became a pulling anchor, which began replacing the coordinating role of
the fixed exchange rate. In this train of thought we can argue that the lack of a common so-
cial goal at the beginning of the transition and the low level of cooperation (kind of a
“prisoner’s dilemma”) required a fixed exchange rate which resulted, where it existed, to (at
least partial) resolution of these difficulties. Whereas the economies that lacked such a goal
bifurcated along an extremely bad trajectory and ended in the well known crises of mid-
1990s. As I already mentioned, the emergence of a common goal at the end of 1990s, i.e.
euro membership, led to closer cooperation and support among economic actors™ ",

A complete idea of the evolution and possibly of the future development we can obtain

from the following Chart 3. A few explanations. With € we denote a fixed exchange rate;
€ stands for a floating exchange rate, and € for a fixed exchange rate with some fluctua-

tion, while € means an exchange rate floating within a certain range (corridor, band or
some other form). ERM 2 is the exchange rate mechanism according to which before joining
the euro area (€) a country is required to maintain an exchange rate within a band of at least
+/- 15% around a preannounced and preagreed with the European institutions pivot rate.
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Figure no. 3 Evolution of monetary regimes in the new EU member-states

The Type I movement can be illustrated with a red arrow, indicating a movement from
fixed to interim exchange rate to floating rate, and now back to the euro area (passing
through ERM2). The Baltic countries (from the very start) and Bulgaria from 1997 are posi-
tioned “below” with a fixed exchange rate. The Chart 3 shows that most logically would be
that they move directly to the euro — at that point the track would be shortest and with the
least turbulences. Nevertheless, this variant does not fit into the standard procedure and is
not accepted by the ECB and the European Commission. They maintain that the chosen
fixed exchange rate level is not a market one, i.e. unoptimal (?). For now, a trade-off alterna-
tive has been agreed upon whereby the countries operating currency boards are allowed,
under a unilateral arrangement, to cut the long path of the circle short, yet on the whole
things are not fully clarified and uncertainty remains.

Of course, to what extent the various types of regimes are appropriate for a quick con-
vergence (nominal and real) and to what extent they would be able to mitigate today (2008)
the effects of the crisis is a subject of a different analysis™”. The Chart 4 below illustrated a
hypothetical model of a conditional real convergence (y is GDP in real terms). Overall, Type
1 countries have more possibilities to catch up with EU incomes, but it is also possible that
individual countries leave Type 2. The other Chart (on the right) indicates a possibility for
synchronisation of the economic cycle: in this particular instance the possibility for euro
adoption is higher with Type 1. It is nevertheless unclear whether the global crisis will lead
to synchronisation or divergence of cycles across countries. This requires in-depth analyses.
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Figure no. 4 Conditional income convergence and synchronization of economic cycles

Theoretical addendum to typology

As I mentioned in the beginning, monetary regime comprises two basic components —
external (exchange rate regime) and internal (money supply regime). In this case, the analyt-
ical division can be used to typologise monetary regimes in order to reflect their complexity.

The Table 1 below shows nine combinations under the condition that three exchange
rate regimes and three money supply regimes are involved. In addition to the exchange rate
symbols already given, here we have added symbols for money supply: m stands for mon-
ey supply which grows only as a result of increase in net foreign assets (NFA) according to
an automatic rule (currency board or some other), and 77i — a regime entirely conditioned by
increase in net domestic assets (NDA). Similarly to the symbols used for exchange rate,
m stands for the interim state where money supply grows either from the two sources
(NFA/NDA) or a mixture of automatism and discretion. As I already mentioned, such a di-
vision, to my knowledge, is used by Steve Hanke and Kurt Schuler (in some aspects the
above view comes close to the ideas of the bipolar view of exchange rate regimes, which has
been quite popular in recent years. In my view, the most stable combinations are two:
(e m ) and (&,m ) because they are the least discretionary (and misjudgments are lowest),
and of the highest institutional complementarity. In the first instance, balancing is achieved
mainly through money supply, whereas in the second — exclusively through the exchange
rate.
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Table no. 1 Configuration of monetary regimes
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Seen from the perspective of this Table, the most advantageous seem to be the curren-
cy board arrangements, on the condition of course that their rules are observed. Of course,
this model can be disputed, and a variety of sophistications or elaborations are possible,
ete.™

4. INLIEU OF CONCLUSION

As we have seen, the diversity of monetary regimes is great. Even so, and with regard
to some simplifications while taking into consideration the various aspects of monetary sys-
tem and monetary regimes, it is possible to identify certain types. How could we explain,
however, this great diversity and which are the contending theoretical models? I will only
try to enumerate the various theoretical approaches.

The problems of monetary regimes are traditionally explained within the scope of the
neoclassical cost-benefit approach. Such is the traditional set of instruments of the theory of
monetary zones (optimal, endogenous, etc.)™. Within the framework of the traditional ap-
proaches are the discussions of “foreign exchange v/s monetary aggregate based
stabilisation”, as well as the numerous classifications of de jure and de facto exchange rate
regimes.™" Here comes the whole range of problems of time inconsistency, the rules v/s dis-
cretion dilemma, credibility and flexibility, etc. Without dismissing the cognitive and
especially the quantifying power of the cost-benefit approach, I believe that the 20 years’
experience of the monetary regimes of former planned economies gives grounds to explore
new approaches and theories (Nenovsky, 2006). Certainly, this is not new. Alternative theo-
ries do evolve although not always at the required pace and still as part of the neoclassical
approach rather than as its opponents. In this group of expanded neoclassical approach I
would note the inclusion of a number of institutional aspects, the problems of initial condi-
tions, inertia, culture, etc.”™™ Very often institutional indices are constructed, which are
subsequently incorporated into econometric models.

In spite of the adherence to the basic principles of neoclassical economics, in the recent
years the new political economy has been developing quite successfully, especially the in-
ternational political economy with its own journals and discussions. The International
Organisation journal featured a number of interesting articles by Jeffrey Frieden, David
Leblang, Lawrence Broz, and others, who continue the tradition of viewing monetary re-
gimes through the prism of interests and strategies of various groups of actors (among the
first to start using this methodology are Charles Kindleberger, Benjamin Cohen and Eric
Helleiner, and others). One of the few empirical studies of foreign exchange rates in the
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economy of transition from the perspective of political economy is that of Frieden, Leblang
and Valev (2008). Today, Cohen and Helleiner successfully develop their new geography of
money approach, and a number of historians of monetary regimes offer interesting compari-
sons between the practice and discussions on monetary institutions in the past and the
present (Barry Eichengreen, Michael Bordo, Mark Flandreau, etc.).

The sociology of monetary regimes is yet to be developed and the Austrian economic
analysis is still not frequently applied although its methodology is extremely appropriate and
with definite achievements in the theory of money, prices and the economic cycle. I think
that all these approaches help throw light on different aspects of the functioning of monetary
regimes and none of them in isolation could give a truthful explanation and good practical
solution.

In summary. I have attempted to show in this article that in spite of the diversity of
monetary regimes there exist theoretical and methodological tools to group these monetary
regimes by formulating a number of traits typical for each group. This makes it possible to
move one step further (forward) by linking these types (in this particular instance they are
two: “fixed start” and “floating start”) with the overall dynamics of the economic develop-
ment across countries. The very choice of monetary regime, or rather of a monetary regime
type, has its own grounds (explanation). Monetary regimes can be explained and recom-
mended within the framework of various theories, but I believe that a diversity of
explanations gives the greatest cognitive and practical possibilities.

References

[1] Bukharin, N. (1989, [1920]). Economics of the transition period, in: Problems of theory and
practice of socialism, Political edition, Moscow [Byxapun, H. (1989, [1920]). DxoHoMuKa
IIepexoqHOro nepuoaa, B: IIpobiemsl Teopuu u mpakTuku conuanusma, V3n. Ilomuruueckoit
nuTepaTypsl, MockBa, c. 94-176.]

[2] Bunich, A. (2006). Oligarch’s autumn. The history of priivarization and the future of Russia,
Eksmo, Moscow [Bynuu, A. (2006). Ocenp onurapxos. Mcropust npuxpaTuzauuu u Oynyuiee
Poccun, uza. Dxemo, Mocksa]

[3] Gaidar, E. (2007). The ruin of the empire. Lessons for today Russia, Moscow [I"aiimap, E.
(2007). T'ubens umnepun. Ypoku 1 ceBpementoi Pocun, POCCIIOH, Mocksa]

[4] Goland, Y. (2006). Discussions about economic policy during the years of monetary reforms,
Moscow [Tomana, 0. (2006), [uckycuu 006 SKOHOMHYECKOW IOJUTHUKE B TOJbI JCHEKHOI
pedopmsr 1921-1924, uzn. JxoHomuka, Mocksa)]

[5] Arratibel, O., D. Furceri, R. Martin. (2008). Real Convergence in Central and Eastern European
EU Member states: Which Role for Exchange rate volatility?, ECB mimeo

[6] Backeé, P., Ch. Thimann, eds., (2004). The Acceding Countries’ Strategies Towards ERM II and
the Adoption of the EURO: an Analytical Review, ECB, Occasional Paper Series, no.10.

[7] Balcerowicz, L. (2006). Enlargement, the Lisbon Agenda, and the Economic Development of
Member States, Atlantic Economic Journal, no.34, pp.261-273.

[8] Barisitz, S. (2008). Banking Transformation (1989-2006) in Central and Eastern Europe — with
Special Reference to Balkans, Bank of Greece, Working Paper, no. 78.

[9] Barnett, V. (2004). The Revolutionary Russian Economy, 1890-1940, Ideas, debates and alterna-
tives, Routledge, London.

[10] Beck, TH., L. Laeven. (2005). Institution Building and Growth in Transition Economies, World
Bank Policy Research Working Paper, no. 3657.

[11] Berlemann B, N. Nenovsky (2004). Lending of First Versus Lending of Last Resort: The Bulgar-
ian Financial Crisis of 1996/1997, Comparative Economic Studies, v. 46, no 2, pp. 245-271.



Monetary Regimes in Post-Communist Countries Some Long-Term Reflections 231

[12] Bohm J., V. Zdérsky. (2004). Conducting monetary policy in a small open economy under glob-
alised capital markets: the experience of Czech Republic, BIS Papers no 23.

[13] Bratkowski, A., J. Rostowski. (2000). The EU attitude to Unilateral Euroization: misunderstand-
ing, real concerns and ill-designed admission criteria,
http://www.case.com.pl/dyn/servFile.php?plik_id=70707

[14] Csaba, L. (2007). The New Political Economy of Emerging Europe. Budapest: Akadémiai Kiad6
/Kluwer/.

[15] Danécek, J. (1991). Rasin a Enli§ — dvé vyznamné ménové autority prvni republiky, Finance a
Uver, v. 41, no 6, pp. 249-256.

[16] Chavance, B. (2008). Formal and Informal Institutional Change: the Experience of Post socialist
Transformation, The European Journal of Comparative Economics, vol.5, no.1, pp.57-71.

[17] Commander, S., ed., (1991). Managing Inflation in Socialist Economies in Transition, Economic
Development Institute of the World Bank.

[18] Genberg, H., A. Swoboda. (2005). Exchange Rate Regimes: Does What Countries Say Matter?,
IMF Staff Papers, vol.52, Special Issue, pp.129-141

[19] Goland, Y. (2003) A Missed Opportunity: on Attracting Foreign Capital, Europe-Asia Studies,
vol. 55, No 2, pp. 179-216.

[20] Gtowinski, T., pod red., (2004). 80 rocznica reform rzadu profesora Wtadystawa Grabskiego
1924-2004, Wroctaw 2004

[21] Gronkiewicz-Waltz, H. (2003).Poland and the IMF,
http://www.clubmadrid.org/cmadrid/fileadmin/

[22] Dobrinsky, R. (2000). Transition crisis in Bulgaria, Cambridge Journal of Economics, v. 24, pp.
581-602

[23] Fabris, N., D. Vukajlovic-Grba, T. Radunovi¢, H. Jankovi¢. (2004). Economic Policy in Dollar-
ized Economies with a Special Review of Montenegro, The Central Bank of Montenegro,
Working Paper, no.1.

[24] Feige, Ed., I. Urban. (2008). Measuring Underground (unobserved, non-observed, unrecorded)
Economies in Transition Countries: Can we Trust GDP?, Journal of Comparative Economics,
n0.36, pp. 287-306.

[25] Frieden, J., D. Leblang, N. Valev. (2008). The Political of Exchange Rate Regimes in Transition
Economies, mimeo

[26] Frommel, M., F. Schobert. (2006). Exchange Rate Regimes in Central and East European Coun-
tries: Deeds vs. words, Journal of Comparative Economics, no.34, pp.467-483.

[27] Hanke, S. (1999). Reflections on Exchange Rate Regimes, Cato Journal, v. 18, no 3, pp.335-344

[28] Hanke, S. (2002). International Economic and Exchange Rate Policy Hearings, May 1, Speech
before the Banking, Housing and Urban Affairs Committee, United States Senate

[29] Hanke, S. (2002). On Dollarization and Currency Boards: Error and Deception, Policy Reform,
vol. 5(4), pp.203-222.

[30] Hochreiter, E., G. Tavlas. (2004). On the Road Again: an Assay on the Optimal Path to EMU for
the New Member States, Jjournal of Policy Modeling, no.26, pp.793-816.

[31] Jarvis, Ch., (2000). The Rise and Fall of Albania’s pyramid Schemes, IMF, Quarterly Magazine,
vol.37, no.1.

[32] Kornai, J. (2006). The Great transformation of Central Eastern Europe: Success and Disap-
pointment, Economics of transition, v. 14, issue 2, pp. 207-244.

[33] Kosals, L. (2007). Essays on clan capitalism in Russia, Acta Oeconomica, vol. 57, No 1, pp. 67-
85.

[34] Kocenda, E. 2001, Macroeconomic Convergence in Transition Countries, Journal of Compara-
tive Economics Vol29 (1), pp1-23

[35] Kokoszczynski, R. (2001). From Fixed to Floating: other Country Experiences; The case of Po-
land, IMF seminar, Washington, DC, March 19-20.

[36] Kozamernik, D. (2004). The ERM II — an Interpretation of the Slovenian Approach, Bank of
Slovenia, Working paper, XII/I.



232

Nikolay NENOVSKY

(37]

(38]

(39]

[40]

[41]
[42]
[43]
[44]
[45]
[46]
[47]

(48]

[56]
[57]

(58]

[59]

Mladenovic, Z., P. Petrovic (2000). Money Demand and Exchange Rate Determination under
Hyperinflation: Conceptual Issues and Evidence from Yugoslavia, Journal of Money, Credit and
Banking, 2000, v. 32, issue 4, pp. 785-806

Nenovsky, N. (2006). Monetary Convergence on the Road to EMU: Conceptual Issues for East-
ern Europe, International Center for Economic Research, Working Paper, N 33.

Nenovsky, N., K. Hristov, M. Mihailov (2002). Comparing institutional and organizational de-
sign of Currency Boards in transition countries, Eastern European Economics, vol. 40, pp. 6-
35,

Nenovsky N., Y. Rizopoulos (2003). Extreme monetary regime change. Evidence from the Cur-
rency Board introduction in Bulgaria, Journal of Economic Issues, 2003, vol. XXXVII, N4,
December, pp. 909 — 941

Nenovsky N., Y. Rizopoulos (2004). Peut-on mesurer le changement institutionnel du régime
monétaire ?, Revue d’économie financiere, vol. 75, pp.17 -36.

Olson, M. (2000). Power and prosperity. outgrowing communist and capitalist dictatorships,
New York, Basic Books.

Pejovié, S. (2003). Understanding the Transaction Costs of Transition: it’s the Culture, Stupid!,
The Revue of Austrian Economics Vol16 No4, pp347-361

Pelinescu, E., P. Caraiani. (2006). Does the Inflation Targeting Have a Positive Role Upon the
Convergence of the Inflation Rate?, Romanian Journal of Economic Forecasting, no.3.
Polterovich, V. (2008). Institutional trap, (forthcoming) The New Palgrave Dictionary of Eco-
nomics, second edition

Popa, C., S. Rosentuler, E. lorga, W. Salater, D. Sasu, A. Codirlasu (2002). Direct inflation tar-
geting. A new monetary policy strategy for Romania, NBR OP no 1.

Raybaut, A., D. Torre (2005). Discipline, confiance et stabilité des régimes de caisses d'émission
en transition vers l'euro, Colloque international Marrakech, 16-17 mars 2005

Rostowski, J. (2002). Why Unilateral Euroization makes Sense for (some) Applicant Countries,
in: Marek Dabrowski, M., B. Slay, J. Neneman, eds., Beyond Transition: Development Perspec-
tives and Dilemmas, pp. 74-90, Ashgate Publishing, Ltd., 2004

Schobert, F. (2003). Die unilaterale Einfithrungeiner Fremdwiahrung. Wihrungswahl, Seign-
iorage und Zinsprimieneffekte in mittel- und osteuropdischen Lindern," Schriftenreihe
volkswirtschaftliche Forschungsergebnisse, Verlag Dr Kovac, Hamburg

Schuler, K. (1999). The Problem with Pegged Exchange Rates, Kyklos, v. 52, no 1, pp. 83-102.
Schuler, K. (2007). Classifying Exchange Rates, http://users.erols.com/kurrency

Sevic, Z., ed., (2002). Banking Reforms in South-East Europe, Edward Elgar.

Stix, H. (2008). Euroization: What Factors Drive its Persistence? Household data Evidence for
Croatia, Slovenia and Slovakia, ONB, Working Paper Series, no.140.

Tavlas, G., H. Dellas, A. Stockman. (2008). The Classification and Performance of Alternative
Exchange-rate Systems, Bank of Greece, Working Paper, no. 90

Tchalakov, L., A. Bundjulov, eds. (2008) Networks of transition. What really happened in Bul-
garia after 1989, East-West, Sofia [Hampkos, U., A.bynmxynos, m3n. (2008). Mpexure Ha
npexona. Kakso BebIHOCT ce ciyqu B Brirapus cinex 1989 r., uzn. Usrok-3anan, Codus]
Yakovlev, A. (2006). Agents of modernization, HSE, Moscow [SIkoBieB, A. (2006). AreHTbl
MoznepHuzauy, u3a. I'Y BIID, Mocksa]

Yavlinski, G. (2005). Questions of economic policy, HSE Economic Journal, N 1 [SIBauHCKHH,
I'. A. (2005). Bonpocsl 3xoHOMHYecKOi noauTuky, BIID, DkoHOMUueckuii xxypHai, no. 1]
Yurovsky, L.N. (2008, [1927]). Currency Problems and Policy of the Soviet Union, Parsons
[FOposckuit, JI. H. (2008, [1927]), JlenexHast momutika coBerckoil Biactu (1917-1927), uzn.
DkoHOMHKa, MockBa]

Volkov, V. (2005). The entrepreneurships of force — socio-economic analysis, HSE, Moscow
[Bonxos, B. (2005). CunoBoe npeanprHUMATENbCTBO — SKOHOMHKO-COLUOIOTHYECKUI aHaJIH3,
ma. 'Y BIIID, Mocksa]




Monetary Regimes in Post-Communist Countries Some Long-Term Reflections 233

[60] Vutcheva H. (2001). Economic Policy in Bulgaria during 1991 — 2000, Stopanstvo, Sofia
[Byuera, X. (2001). Mxonomnueckara monutuka B repuoma 1991-2000, Usx. CromancTBo,
Cotus]

[61] Vujci¢, B. (2004). Euro adoption: views from the third row, Comparative Economic Studies,
vol.46, pp.159-176.

[62] Winiecki, J (2004). Determinants of Catching Up or Falling Behind: Interaction of Formal and
Informal Institutions, Post-Communist Economies, v.16, no 2, pp. 137-152.

[63] Winkler, A. ed. (2008). Financial Stability Challenges in Candidate Countries. Managing and
Transition to Deeper and more Market-oriented Financial Systems, ECB, Occasional Paper Se-
ries, n0.95.

! Signifying in this respect is the evolution of Janos Kornai who has increasingly shifted his attention from the neoc-
lassical interpretation typical of his previous works on the "defici” under socialism to developing the institutional
aspects of the transition. See for example Kornai (2005), Csaba (2007) and Chavance (2008). It is interesting to
note that in spite of the numerous publications and entire journals discussing transition economy, Nikolay
Bukharin’s book “The Economics of the Transition Period” is rarely mentioned (Bukharin, 1989, [1920]), which
although written on a different occasion and in a different time, suggests very interesting directions of analyses
(mostly the transition seen in terms of conflict of interests, etc.).

ii See for instance Commander, ed., (1991).

i The short historical sketches do not claim exhaustiveness — they note only some major (in my view) stages in the
evolution of monetary regimes.

" Regarding Poland see also Kokoszczynski (2001) and Gronkiewicz-Waltz (2003). About the views of Leshek
Balcerowicz see Balcerowicz (2006). On euroisation see Schobert (2003).

¥ See for details Frommel and Schobert. (2006).

* See Bohm and Zddrsky (2004).

""In 1994 Mart Laar was blamed for selling the stock of rubles withdrawn from circulation (in 1992) of the Che-
chen Republic of Ichkeria instead of delivering it to Gosbank.

Vil See for details Nenovsky, Hristov, and Mihailov (2002).

* See Gaidar (2007).

* See for more Yavlinski (2005), Bunich (2006), Kosals (2007).

* See Mladenovic and Petrovic (2000).

*i An exhaustive historical review of reforms in the banking sector of the post-communist countries is made by
Barisitz (2008), and Sevic, ed., (2002).

Yt See Vujéic (2004).

¥ See Kozamernik (2004).

™ See some facts about the monetary regime in Romania in Pelinescu and Caraiani. (2006), as well as in: Popa and
al. (2002).

“iSee for details Berlemann and Nenovsky (2004), Dobrinsky (2000) and Vutcheva H. (2001), and for extremely
interesting analysis of elite and wealth transformation see the voluminous book of Tchalakov and Bundjulov; eds.,
(2008).

i The “institutional trap” (uncmumyyuonansras 106ywia) is a stable but inefficient equilibrium of the system
where the agents choose a norm of behaviour (institution) among numerous possibilities (see Polterovich, 2008)
Mitwithout going into details I will note that it is possible to make interesting parallels with monetary stabilizations
in these countries in the past and especially between the wars. For instance, between the wars the monetary stabili-
zation of Alois RaSin in the Czech Republic is the only heterodox stabilization based on a monetary aggregate
rather than on a exchange rate. In fact, Rasin succeeded to cut the Czech currency off the depreciating Austrian cur-
rency (1919). The currency split of the Czech Republic in 1993 was also successfully directed, which could be
attributed specially (along with many others) to Josef Tosovsky. In Poland, also in the past, reforms were signifi-
cantly more orthodox and based on an exchange rate (See the reform of Wladyslaw Grabski in 1924, see
Glowinski, pod red., (2004)).

** See Arratibel, Furceri and Martin (2008), and also Figuet and Nenovsky (2005).

™ See for example the original analysis of Raybaut and Torre (2005).

i Here the various econometric VAR simulations, impulse response shocks, variance decomposition etc. are con-
tinuously used and (although I am not against their usage) I do not think that these contribute much to the
development of economic theory or the theory of monetary regimes. This type of studies are so numerous and so
alike that I will not cite all of them (see for example Koc¢enda, 2001).

it See for example Genberg and Swoboda (2005) and recently Tavlas, Dellas and Stockman. (2008).



234 Nikolay NENOVSKY

it See for example Beck and Laeven (2005), Pejovié (2003), and Winiecki (2004).

The article is based on a plenary report presented at the «Monetary and Financial Transforma-
tions in CEECs» International Conference, Thursday 20th November 2008, Ecole Supérieure du
Commerce Extérieur, Paris La Défense. The article reflects a number of comments and notes by par-
ticipants in the Conference especially from Fabrizio Coricelli, and also to Petar Chobanov and Guergy
Ganev.



