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l. Introduction

Almost twenty years have passed since planned ecpruafficially collapsed. The
period is long enough to allow a number of theoedtgeneralisations. The countries
have followed different paths, their trajectorieswedging at some point in time,
converging at others. Yet in spite of the greatetsity some of the trends can be
captured. A number of typologisations become pdtessinich could enrich not only the
“history of transition”, but also comparative ecamos as such. The development of
monetary regimes is particularly interesting duethteir key role in determining the
overall dynamics of post-planned economies. Thaebver the optimal monetary and
exchange rate regimes has a long history, whickoigtinuously enriched by new
historical examples and new theoretical argumevsn in spite of the fact that it does
not leave the scope of the traditional cost-beragdfiroaches and is therefore unable to
integrate a number of traits of these economiesstitutional, political, or sociological,
etc. Of course things are very complex, and itasdly possible to construct within a
short time a whole new theory, or integrate allgilnle elements and factors into a
single uncontroversial theoretical model. My taskhis article is a more humble one —
to present some of my reflections drawn on theedrg history of the post-communist
regime and to give some guidelines for future asedy Clearly, the various approaches
to monetary regimes will coexist for quite a lomge and in a way the diversity of
approaches will continue. The aim is that these pmim and mutually enrich each
another, rather than eliminate one other.

Thus, | think two large models of monetary regimgammics have become
discernible {wo archetypes if we can use this term), which we will furthersdiss
below, and which in a sense have determined theesacof reforms. The first group,
i.e. thesuccessful archetype, includes the countries that started with a fixedhange
rate regime and a strict control over money sugplymost cases backed by foreign
reserves and tied to balance of payments) and guéestdy moved to a floating
exchange rate regime, inflation targeting, or thiveet kept their fixed exchange rates
throughout the period under study. | will call teesountries a “fixed-start” type. The
second group of countries (thasing archetype) starting with a floating rate and later on
introducing rigorous monetary regimes (Bulgaria) leeping their floating rates
(Albania, Romania and others) throughout the pefiadl call a “floating start”. The
first group of countries achieved greater succdéissir transition was much more
disciplined and “uncorrupted” while the second grainderwent an extremely mafia
type of transition (frequently named “crony” trainsm), with some of them significantly
slowing down their development, and only over tast lyears making an attempt to
compensate for lost opportunities. My purpose her® reflect below upon possible
explanations of this fact. Of course, pure typesdbexist; a number of other factors
account for the dynamics of development of thevildial economies, and some of the
countries changed their positions in the coursdirogé (for example Bulgaria and
Russia).

For the two attempts at typology of monetary regne become clearer, it
would be useful to provide a survey of the key motaan the history of monetary
regimes in the different countries. This will allavgé to see monetary regimes in the



light of the overall economic, political and socidévelopments of the individual
economies.

To convey my understanding of monetary system aodetary regime, | have
given some short definitions (see Chart 1). In ne&ywa monetary system has two key
aspects — the first one is the formal monetarymegiwhich is established by a set of
norms (mainly legal) and the second — the informahetary institutions (practices) and
mechanisms of their enforcement. They are ofterlectgfd while they are actually
important. On the other hand, a country’s monetagyme is of two basic dimensions —
external and internal. The internal includes themaisms of money supply, and the
external — the exchange rate regime. The discusdiaietermining the money supply
regime includes the whole range of problersncerning covered or uncovered money,
monetary rules and monetary discretion, etc., ankgards the exchange rate regime —
the various types of exchange rates (floating,dietc.). Of course, the two dimensions
are closely interrelated; however the above digtincis useful as it enables capturing
the various combinations between a monetary reg@nme an exchange rate regime;
besides, these combinations provide new analyfioakibilities. The latter distinction
attracted the attention of researchers (partlyiwithe optimum monetary areas), but |
think it has rarely been brought into focus as ieludistinction (exceptions to this are
Kurt Schuler and Steve Hanke - Schuler, 1999, 2B@nke, 2002).

Chart 1. Monetary system and monetary regime
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So let's now switch back to the subject of monetagimes.
. Monetary regimes — short historical chronology

The crash of planned economy and the restoratiomaoket economy proved a
historically unknown process of discovery that wasd to explain and harder still to
plan. This could not be achieved either by Marxistory (which was extremely
aggregated, macroeconomic and macrosociologicatharacter), or by neoclassical
economics whose microeconomic, equilibrium natuas wnable to encompass the large
social transformationsThe case in point was the unprecedented histafi@nge (a new

! Signifying in this respect is the evolution of darKornai who has increasingly shifted his attenfiom

the neoclassical interpretation typical of his poerg works on thedeficit”, “shortage” under socialism to
developing the institutional aspects of the tramsit See for example Kornai (2005), Csaba (2007),
Chavance (2008). It is interesting to note thaspite of the numerous publications and entire jalsn
discussing transition economy, Nikolay Bukharint®k “The Economics of the Transition Period” isalgr



“Great transformation”) for which no theoretical d&b existeda priori. Of course there
were a number of intuitions and past practices,timasawn on the reforms in Latin
Americg and late socialism, but on the whole solutionsemenclear, or those that
seemed clear quickly proved to be much more ditfiamd often led to unexpected
outcomes. Some countries had traditions in ecorgnpartially preserved during the
period of communism, such as Poland and Hungatlypgters were extremely poor and
doomed to coping and imitate (such as Bulgaria)tcARussia, a number of economists
began recalling the first years of the socialistotetion when an attempt was made to
revive market economy (New Economic Policy) and steble money; however they
either overestimated this experience, or almosteldacontrol over the events. Indeed,
history could hardly repeat itself and hardly teesfyears of New Economic Policy could
serve as a solution in a different historical pdtio

As regards monetary regimes and the type of monstatem, things were quite
the same — no consistent ideas or reform modelks.chioice of monetary systems was
rather accidental (arbitrary) and contingent upba toncrete circumstances and the
balance of forces and ideas of the various econastars. No matter how we view these
events, the purpose was clear — to restore the targnenechanisms in the banking
system, which had totally lost their character ogirthe period of planned economy.
Today, looking from the distance of time, we cay #aat symbolically a jump was
needed to be dowrfrom Cheto Trichet”, i.e. from the Ernesto Che Guevara model (Che
Guevara was the first governor of the Central BahiCuba who accidentally took the
position) to the Jean Claude Trichet model whemre Huropean central bank is an
independent and conservative authority. This offe®us symbolic; still it demonstrates
well the jump that the former communist countrias o make from the ruble area to the
euro area.

mentioned (Bukharin, 1989, [1920]), which althowgtitten on a different occasion and in a differémte,
suggests very interesting directions of analysesstiythe transition seen in terms of conflict nferests,
etc.).

2 See for instance Commander, ed., (1991). Infosmatind stimulating survey of the reforms in Eastern
Europe, former USSR countries is written by And&skind (Aslund 2002).

% Although the New Economic Policy some times is paned to the actual Chinese model of reforms,



Photo 1.
Ernesto Che Guevara in his bureau if Central Bank of Cuba Governoro(tieft photos)
andu Jean Claude Trichet, Governor of the European Central Bank (two rgdtos)

Despite the common past and overall common ultirgatds, the former socialist
block countries demonstrated a large variety of etany regimes | start with Poland and
Hungary, which in a sense were a symbol of resistagainst the traditional socialist
model and of a number of innovations during thaitgoe The two countries were the first
radical reformers, soon followed by Czechoslovaiid in even more radical way by the
Baltic States.

Poland and Hungary

The initial conditions for the reform iRoland were relatively bad with a large
external debt, high inflation, monetary overhangatvforeign reserves and a coexisting
strongly expanded foreign exchange market. Poltartesl with a shock therapy (Leshek
Balcerowicz’s reforms and Jeffrey Sachs’s advicasil the so-called “extraordinary
politics)”. In 1990 the decline in GDP reached 1ZPtae importance of stable money as
an initial anchor of reforms was realized everhatdnset of the transition and in 1991 a
fixed exchange rate regime was chosen (to a bagk8ve currencies and following
initial zloty depreciation). A stabilization fund & SD 1 billion was formed (with the
help of loans from 17 countries), which today wen Gssess as a money backup
mechanism, i.e. a kind of a currency board. To rabnivages growth the famous
compensating mechanispopiwek was introduced. The appreciation of the zloty ted
capitals inflow. Over time the monetary authoritiesre compelled to introduce more and

* The short historical sketches do not claim extieeisess — they note only some major, in my vieages
in the evolution of monetary regimes. The CountiMutual Economic Assistance was officially dissedv
in 1991 although the process of disintegrationathearlier.



more flexibility to the exchange rate to reach 198+%n the first open market operations
(reverse repo transactions) were realised. In XB85exchange rate was limited within
the interval +/- 7%, and in 1998 it was decidedntove to inflation targeting which led,
from 2000, to a fully floating rate. Today, Polastlives to imitate the ECB monetary
policy. | believe Poland should also be remembeaethe place where the discussion of
unilateral euroisation originated, and indeed iswa Poland where the idea was most
exhaustively and consistently promoted already9891(both at the economic and legal
level). This was done by Jacek Rostowski, profes§economics, and a finance minister
at present (2008), and Andrzej Bratkowski (Bratkivesid Rostowski, 2000, Rostowski,
2002j.

In spite of the relatively better initial conditieyHungary too started a regime of a
more or less fixed exchange rate fluctuating withinarrow band. Often is claimed that
Hungary, unlike Poland, did not use at the begigrrchange rate targeting (because of
lake of hyperinflation menace or because of alreamlyoduced current account
convertibility in 1989), but the cautious reseahdve shown that in fact close to fixed
exchange regime was applied (Frommel and Scha@06). Nevertheless over the time
the existed flexibility deepened the conflict beéwehe goal of fighting inflation and the
efforts to maintain competitiveness, and after émisg the fiscal policy double deficits
occurred. All this was coupled with capitals inflowm March 1995, Lajos Bokros
undertook reforms, which in the area of monetagime were expressed in a single
depreciation of 9% and shifting to a preannounaeaviing band of depreciation on a
weekly and monthly basis and the forint was pedged basket of mark and dollar. In
May 2001 the band was expanded to +/- 15%, anduire 2000 Hungary officially
introduced a regime of inflation targeting. Later, the double deficits occurred again,
but what we should keep in mind is that like Poladdngary too started with de facto
fixed exchange rate and after gradually increagmdlexibility, moved to a regime of
inflation targeting.

The Czech Republic and Slovakia

Czechoslovakia followed Poland and Hungary libeebrms, and in mid 1991
similar to Poland stabilization fund was establéshed koruna was pegged to the dollar.
After the Velvet divorce of 1993 in th@zech Republic, each of the two countries took
their own paths. A fixed exchange rate was intreduas early as January 1991. Later on
the Czech Republic moved to a monetary aggregatetiag. After a strong capital
inflow (debt capital) and a rise in the cost of rmatamy sterilization of these capital
inflows (a point was reached when 80% of the magdtase came from net external
assets) in 1996 a shift was made to a greaterilégyiof the exchange rate (+/-7.5%).
Nevertheless, the appreciation of the crone coatdrand the banking crisis in 1997/1998
changed the monetary policy completely. Since Jgnl@97 the Czech Central Bank has
pursued an inflation target trying to copy the E€Bjehaviour. In 1999 a special
privatisation account was introduced, aimed to eahisterilisation of the capital inflow
(mostly equity capitat)

® Regarding Poland see also Kokoszczynski (2001) Grahkiewicz-Waltz (2003). About the views of
Leshek Balcerowicz see Balcerowicz (2006). On aat@n see Schobert (2003).

® Notwithstanding some hesitations in Hungarianmaf | do not consider Hungary as a gradualistnedo, as
it claimed frequently.

’ See for details Frommel and Schobert (2006).

8 See Bohm anddarsky (2004).



After some considerations (weighing up) of the feraf reform (during Viadimir
Meciar’s term of office) and following the period ofass privatisation (similar to that in
the Czech Republic), in 1998 tBmvak liberal government of MikueDzuringacame to
power (1998-2006). Together with finance ministean Miklos, Dzuringa (sharing a
liberal ideology similar to that of his Czech coenpiart, Vaclav Klaus) undertook radical
tax reforms (a flat tax in 2004) and foreign cdpdatraction. The country joined the
OECD (2000), NATO and EU (in 2004), and since thagibning of 2009 is a member of
the euro area (the second country after SloveBiath the Czech Republic and Slovakia
follow, with some variation, the logics in the ewtbbn of monetary regimes in Poland
and Hungary. For example exchange rate since 199338 was more or less fixed.

The Baltic countries

The Baltic countries (Estonia, Latvia and Lithuani@a spite of the difficulties
experienced at present (2008), should be considetedmely “successful stories”. The
reforms were more courageous and more radical thaland, Hungary and
Czechoslovakia. Even from the very beginning theyed to break away from the ruble
area and from Russia’s influence, to “break witle ghast”. In the beginning they
introduced temporary currencies, and very shoffigr gheir own currency as a part of
national identit§. The most radical in this respect wiesonia which from the very start
established a currency board arrangement (evensid®F recommendations) in August
1992. Subsequently, the liberal reforms and measimowed one after the other (flat
tax, budget surplus and extremely low public deladd the country experienced
unprecedented periods of high growth. The Baltiantoes also managed to protect
themselves from the Russian crisis in 1998. Estasiaemarkable for its liberal
politicians such as Mart Laar who became a symbotéforms and as he himself admits
he undertook these reforms because the only boo&cohomics he had read before
becoming a prime minister (at the age of 32) wasé€Ro Choose” by Milton Friedm#n

After the example of Estoniajthuania too introduced a currency board (in April
1994), but unlike Estonia its politicians were a@oabusly reconsidering their choice as
regards the exchange rate, which reflected on theemcy board credibility. Without
officially announcing a currency board arrangeméatvia also observes its rules
(monetary base coverage and a fixed exchange hatégbruary 1994 the lat was fixed to
SDR, and later, in February 2005, — to the euraajpLatvia is a member of ERM 2,
with a narrow band of +/-1%.

In general, The Baltic countries started with a@di>exchange rate which they still
maintain today. Their geostrategic goal was tolbbeemay as quickly as possible from the
ruble zone and to integrate themselves into thefgan and global monetary system

Russia and Ukraine

Russia and Ukraine, as well as most other formeres&epublics (which | will
not discuss here) tell a different story from thme ave have seen so far. Of course it is
difficult to expose the history of monetary regimasbrief; yet | will mention some
turning points of their monetary history. All theore so as discussions of monetary

° The 16s century French political philosopher J8adin the first how define national sovereigntypkoitly
put national money as integral part of it.

191n 1994 Mart Laar was blamed for selling the stotkubles withdrawn from circulation (in 1992) thie
Chechen Republic of Ichkeria instead of deliveitrtg Gosbank.

1 See for details Nenovsky, Hristov, and Mihailo9@2).



regimes have a tradition in the Russian economicraanetary thought (Goland, 2006,
Yurowsky, 2008, [1927], Barnett, (2004).

Following the disintegration of the USSR, officiatieclared in December 1991,
as a result of uncontrolled currency issue (mogetarer emission) of the former
republics the ruble zone disintegrated. In Apri@19within the range of reforms carried
out by Egor Gaidar, copying the reforms in Polgmi;es were liberated, and later on a
model of mass (voucher) privatisation was ch&sdime banking sector was liberalised
very quickly and 1400 new banks were registerednity in 1991. In 1992 Jeffrey Sacks
than adviser of Russian government proposed tal fecechange rate of the ruble via
stabilization fund of 6 billion dollars, but thetémnational institutions declined to provide
such funds. In 1995/1996 the ruble totally lostfiactions and the economy created
numerous barter and “virtual money” schemes, whaelen today are an object of
researchers’ interest (Volkov, 2005, Yakovlev, 200®his increase of non-formal
economic practices coincided with the formatiortled new social structure of the post-
Soviet society, and the so-called oligarchs carnte eéxistence in this periédd They had
to play the role of new capitalists and of thoseouditer got the whole economy going.
Most of them were former party and nomenclaturepfeearho managed to convert their
power positions into financial and equity capifBhese practices were supported by an
increase of money supply by the Central Bank. Thiwgnt so far that the Duma made an
attempt to restrict, though unsuccessfully, thereawmely expansionist policy of the
Central Bank. At that time it was led by Viktor @shchenko, an old Soviet
nomenclature and contradictory figure declared dayes Western bankers as the worst
central banker of all times (the principle that &rchenko followed was “The higher the
currency issue — the higher the economic growth!These, of course, are subjective
judgments, but the facts remain. The ruble creatit the ruble money supply were out of
control as far as the republic started issued sultteJuly 1993 the Bank of Russia started
to print new ruble without the face of Lenin anctldeed old rubles not legal tender. At
the end of 1993 new ruble zone was proposed andpniewiple of sharing seigniorage
but was not realized and the news independentssssédrted to issue their own currency
following the period of intermediate stages. Lateyin August 1998, Russia experienced
a debt collapse when servicing of the internal détypped, the foreign reserves declined
to critical lows, inflation and depreciation of théle reaching record values.

With Vladimir Putin coming to power a number of algas in Russia’s monetary
regime started. A fixed exchange rate regime waseam and in 2001 a flat income tax
was introduced. In principle, Putin introduced amier of elements of power
centralisation (gepmuxane eracmu”) which led to restoring the functions of the rebl
Favorably, Putin’s time coincided with a money dyppcrease as a result of revenues
from petrol and gas, and the Central Bank formedubstantial amount of foreign
reserves. Later, several state funds were set gtetdize the inflow of capitals. The
capital inflows however led to increase in investtsg which was supported by the low
interest rates. Today (2008), Russia is experignttia difficulties of the global financial
crisis and the low petrol prices. Its external artdrnal corporate debt is extremely large;
its foreign reserves are quickly diminishing and thble is depreciating smoothly. Since

12 See Gaidar (2007).

13 See for more Yavlinski (2005), Bunich (2006), Kiss2007).

14 Similar thinking of another Russian politician gmfessor of economics Ruslan Khasbulatov is wiad in
Aslund, 2002, p. 110.



2007 the ruble is tied up to a euro/USD basket,taddy a regime of inflation targeting is
officially discussed.

What could happen from now on, we can only guesanPortance to us from the
short and incomplete history presented above avdahimgs: first, Russia maintained a
floating exchange rate until the crisis in 1998 arftked one after that, and second, the
period of a floating exchange rate was the timmitil capital accumulation, the emergence
of oligarchs and in general a period associateld banditism and forceful appropriation and
redistribution of wealth and resources. .

The developments idkraine are similar to those in Russia. The transition was
extremely “corrupted” and "bandit". Many close alyees to Ukrainian reality agree
that Ukraine presents the very best example ofsesking model of transition (Aslund,
2002, p. 6, Abdelal, 2001).1 will only mention tbase with prime-minister professor
Pavlo Lazarenko (1996-1997), who according to weriestimations succeeded to
misappropriate 0.5 — 1% of the country’s GDP and wias sentenced in USA for
fraud. | will mention without comments one moreeca$ another economist and ex
governor of the Central Bank of Ukraine — Victorstighenko (1993-1999) who
managed in 1998 to defend a doctor’s thesis osubgect of “Money supply and
demand in Ukraine” a little before he became pedidf the country.

Former Yugoslavia
Similar to the USSR, Yugoslavia’s monetary systasintegrated with the individual
counties each taking a different trajectory, and ohthem — today'Slovenia (2008) is
a member of the euro area. Serbia experiencedadpsrhyperinflation, which was put
under control by means of the stabilization prograimthe American professor of
Serbian origin Dragoslav Abramovic (March 1993 — May 1995\bramovic’s reform
based on the principles of a fixed exchange ratlerastrictive monetary reform already
at the time attracted the attention of economistsifother countries also because of its
courage and monetary orthodoxality. The war andietbonflicts delayed the reforms.
In 2002 a bold banking reform was carried out argtest number of banks with bad
loans were declared bankrupt. The rehabilitatiobasfks was carried out at the cost of
writing off 60% of the balance-sheet value of bamssets. Curiously, in this period an
adviser to the Yugoslavian government was Mart Eaar

Croatia maintained a fixed exchange rate over the whal®g@ef transition and
in a way it was close to the principles of curreboard operation. Of course, the new
generation of currency boards allows a varietyoofis of monetary policy. One of them
is a change in the reserve requirements for comaildranks and that was exactly the
instrument most often used by the Central Bank afa@a. In a sense, it emerged as a
champion of creativity in manipulating reserve riegments (see Winkler, ed., 2008),
and subsequently their experience was used by Baldaven today, typical for Croatia
is the high level of currency substitution (Sti¥03). Interesting and with a moral is the
case of the failure of Rijecka bank (the third &sgbank in the country)—, which
became victim to a trader's speculation and was rastued by the parent-bank
(Bayerishe Landesbarik)

15 See Mladenovic and Petrovic (2000).

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

" See Vujic (2004).
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Sovenia, as | mentioned, adopted the euro on January@g.Zthe transition in
Slovenia is often given as an example of successifplementation of a heterodox
program, and it is often mentioned that the couhtg always followed a monetary
discretion regime and a floating exchange rate;dwan a more thorough empirical
analysis of the facts (such as the study of Fromamdl Shobert, 2006) shows that the
foreign exchange rate hde facto always been targeted, especially after 1997. biL20
the country’s monetary policy began to follow tbathe ECB*.

Macedonia uses a floating exchange rate and currently ioflatargeting within
an extremely broad range (+/-35%) is discusséahtenegro and Kosovo use the euro
(for in-depth discussion of the euroisation in Marggro see Fabris and al. 2004), while
Bosnia and Herzegovina operate a currency boarthdi going to extremes we can
say that the experience of the Yugoslavian Repsililidicates that the sooner a country
starts using a fixed exchange rate, the more ssitdets reforms prove to be.

Albania, Romania and Bulgaria

The other Balkan countries also have an interesikpgrience and the three of
them started with floating rates. While Albania aRdmania have retained theirs,
Bulgaria had to radically change its monetary polic mid 1997. A curious fact to
mention here is that the currencies of the thremies (lek, leu and lev, respectively)
bear the names of the king of animals — the lion.

Albania became a champion of financial pyramids in theopet996/1997 when
2/3 of the population was drawn into these scheames whose liabilities were %2 of
GDP (see Jarvis, 2000). People sold their homespaogderty to participate in the
financial pyramids with the politicians playing awtive role. The country turned into
one big Ponzi scheme in the spirit of the populaares Kindlerberger's book on
financial manias and speculations. In 2000, assaltref the fall of the pyramids there
were mass riot outbursts, in which around 2000 |eeaere killed. From 2000 the
Central Bank announced a new monetary policy, tioftatargeting with a 3% inflation
target and +/-1% band. Of the three countries, Bib& the country of the most deeply
rooted informal monetary and economic practices@tiaor not). Although Bulgaria
and Romania can not boast on great success, ifaist dhat pyramid schemes did not
find some enormous place in these countries comgéaoi Albania.

Nicolae Ceausescu leRomania a heritage of lots of problems as well as an
extremely low external debt which was one reasory wie leu was not fixed and
foreign reserves not accumulated. Despite the airoeld float, similarly to Slovenia,
the study of Frommel and Shobert (2006) indicatet de facto a crawling peg to
basket was followed. From 2005 the Central BanlRomania moved to an inflation
targeting regime and accession to the euro argdarmned for 2014/2015. We can
mention the largest bank privatisation — in 200B&aComerciala Romana was sold to
Erste bank for 3.75 billion euro. As a curious faetould mention that Romania is
among the few countries printing their banknotespolymer and not on paper. From
August 2005 redenomination was carried out atdhie of 10 000 ROL =1 RON

Bulgaria started the transition with a bad heritage, higtemal debt and deeply
integrated in COMECOM trade. In spite of the egmgposals for orthodox monetary
reforms Richard Rahn, Steve Hanke, etc.) until 8617, a floating rate and a monetary

18 See Kozamernik (2004).
19 See some facts about the monetary regime in Reniaelinescu and Caraiani (2006), as well as in:
Popa and al. (2002).
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aggregate targeting was used in the coéhffe crisis came as a logical ending to the
bad trajectory followed and at a time when the ntamyepolicy was monetising the
losses of the unrestructured real séttéifter a period of hyperinflation, banking crisis
and drastic reduction of the foreign reserves tovel billion euro, as well as under
IMF pressure, in July 1997 a currency board wasodhiced similar to those in the
Baltic countries. The Central Bank was subdividedo itwo departments; Issue
Department reduced the monetary base creation within the scope of increasing
foreign reserves and internal assets were takeafdhe balance sheet.

Attempts at typology of monetary regimes

Thus, the overview, regardless of the diversitg@felopments across countries,
allows a number of theoretical generalizations tgpdlogisations of monetary regimes.

Attempt at typology

The trajectory of monetary regimes over the lagtrige20 years (1990-2008)
allows us (of course under certain conditionalityd avith some simplification) to
distinguish between two monetary models, or two etary “archetypes” of behaviour.
The first type, Type 1 countries, we can calixéd start” countries. They are
characterized by hard budget constraints, to otenéxr another, of money supply and
a fixed exchange rate. In this group we can inclodentries that start with a fixed
exchange rate, then move to an interim rate andvetid a floating rate (Poland,
Hungary, the Czech Republic, Slovakia, etc.), al agthose that start with a fixed
exchange rate and maintain it over time (Estonidauiania, Latvia and partly Croatia).
The second type, Type 2, which | callféoating start”, includes the countries starting
with a floating exchange rate and a strongly dismnary monetary policy (Russia,
Ukraine, Bulgaria), and which subsequently, aroundi-1990s, adopted a fixed
exchange rate regime, restricted money supply, elsag those that have maintained
various forms of floating exchange rate all througk period (Albania, Macedonia,
Romania¥. The evolution of monetary regimes is illustratedhart 2.

2 Anders Aslund calls Bulgaria “the most disappaigtcase” because of 1993 reversal of radical s&@s
in 1991(Aslund, 2002, p. 164).

Z5ee for details Berlemann and Nenovsky (2004), Deky (2000) and Vutcheva H. (2001), and for
extremely interesting analysis of elite and wealfmsformation see the voluminous book of Tchalakov
and Bundjulov; eds., (2008).

22 Abdelal (2001) propose interesting way of thinkaigput monetary regime in post soviet period troiingh
main characteristics of national identity. His @®d is a good example of successful integratiamoof
economic processes to the economic phenomena tketary regime or exchange rate regime.
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Chart 2 Evolution of monetary regimes in the yedmgansition

Start 1990/94

Crisis 1997/98

Fixed O
Flexible O
Currency Board @

Type 1 is characterized by externally orientated monetagime, and money
supply dynamics tied up to the balance of paymposstion. The countries in that group
have from the very beginning aimed to break awaynfthe economic relations with
COMECOM and the ruble zone, and quickly redirecthite European Union and in
general to integrate into the world economy (thés de clearly seen on the map
1990/94). The best and most logical way to do ithisy pegging their currencies to the
currencies of advanced countries thereby imponthametary credibility from abroad.
At the same time, these countries are charactebyedsubstantially higher culture and
traditions of monetary practices, monetary thearg @olicy, and in general a lower
level of monetary “informality”. The fixed exchangate and strict monetary policy
enabled the creation of tough budget constrainthjclw created conditions for
preventing the bandit redistribution processes. @natary framework was developed
which put restructuring and modernisation on thghtritrack. Conditions were created
for attracting foreign capital (later on for paipiation in the privatisation) with all
familiar positive effects. From a sociological gegstive this type of monetary regimes
created frameworks for debtors and allowed creslitoprotect their own rights.

The Type 2 countries are characterized by processes whiclioaseme extent
contrary to those previously discussed. In conti@ashe first type, these countries had
deeply rooted practices from the past as well amesinformal and low-efficient
monetary institutions. If following the Abdelal (@D) terminology, these countries
unlike the countries of the first group do not hdeéear” national indentify and
consensual national goals. Floating exchange estésaccommodating monetary policy
reproduced the soft budget constraints inheritennfithe period of socialism and
protected the interests of losing industries anbitate and of various groupings and
groups that were after the wealth. The state waduoed and the economic and
monetary practices fell into a range of “institmiab traps”, analyzed by the Russian
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economist Victor Polteroviéh Of these institutional traps we can mention thgous
barter and monetary schemes in Russia during tise Half of 1990s, the financial
pyramids, etc. In most cases this type of modelstweand-in-hand with diverse
schemes of mass privatisation, thus creating futhannels for redistribution of wealth
and losses, and in general for transformation afgroresources into ownership and
money.

In my view, in spite of some stipulations, it issgle to suggest certain
hypotheses, which of course need further be pravieave given here some hypotheses
as a flow of reasoning. Under these hypothesemitbe claimed that Type 1 was much
more appropriate for post-communist economies a&seites tight budget constraints
and leads transition along a relatively normalew&yry by significantly restraining the
elements of banditism and cronyism. This made sspate for the countries to get out of
a number of institutional traps and to build muahktér the basic market and monetary
institutions. Once these institutions were created with analready clear prospect of
euro membership at hand, the euro membership ibeetime a pulling anchor, which
began replacing the coordinating role of the fiezdhange rate. In this train of thought
we can argue that the lack of a common social gotlle beginning of the transition and
the low level of cooperation (kind of a “prisoneddemma” game) required a fixed
exchange rate which resulted, where it existedatdeast partial) resolution of these
difficulties. Whereas the economies that lackedhsac goal bifurcated along an
extremely bad trajectory and ended in the well kmanses of mid-1990s. As | already
mentioned, the emergence of a common goal at the®h990s, i.e. euro membership,
led to closer cooperation and support among ecanantors'.

A complete idea of the evolution and possibly & thture development we can
obtain from the following Chart 3. A few explanai® With ewe denote a fixed
exchange rateg stands for a floating exchange rate, antbr a fixed exchange rate
with some fluctuation, whilee means an exchange rate floating within a certaigea
(corridor, band or some other form). ERM 2 is tlkehmnge rate mechanism according
to which before joining the euro ared) @ country is required to maintain an exchange
rate within a band of at least +/- 15% around apneunced and preagreed with the
European institutions pivot rate.

2 The “institutional trap” gucmumyyuonansnas nosywxa) is a stable but inefficient equilibrium of the
system where the agents choose a norm of behgunstitution) among numerous possibilities (see
Polterovich, 2008)

Z\Without going into details | will note that it isopsible to make interesting parallels with monetary
stabilisations in these countries in the past aspkeally between the wars. For instance, betwhen t
wars the monetary stabilisation of Alois RaSinte €Czech Republic is the only heterodox stabitigati
based on a monetary aggregate rather than on amyelrate. In fact, RaSin succeeded to cut thelCzec
currency off the depreciating Austrian currencyl@p The currency split of the Czech Republic i®39
was also successfully directed, which could bebaited specially (along with many others) to Josef
Tosovsky. In Poland, also in the past, reforms vgageificantly more orthodox and based on an exghan
rate (See the reform of Wladyslaw Grabski in 19#%& Glowhski, pod red., (2004)).
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Chart 3 Evolution of monetary regimes in the newrgémber-states

Romania

/ 8 ~ Bulgaria
S~ . (1997)

ERM2

Poland, Hungary, .
Czech Rep., Slovakia.*

Estonia, Lithuania, Latvia

The Type 1 movement can be illustrated with a red arrow,datihg a movement
from fixed to interim exchange rate to floatingerabnd now back to the euro area
(passing through ERM2). The Baltic countries (frime very start) and Bulgaria from
1997 are positioned “below” with a fixed exchangéer The Chart 3 shows that most
logically would be that they move directly to ther@ — at that point the track would be
shortest and with the least turbulences. NeverbBelthis variant does not fit into the
standard procedure and is not accepted by the E{@Bttee European Commissin
They maintain that the chosen fixed exchange etel lis not a market one, i.e. non-
optimal (?). For now, a trade-off alternative hagitoagreed upon whereby the countries
operating currency boards are allowed, under aatamdl arrangement, to cut the long
path of the circle short, yet on the whole things mot fully clarified and uncertainty
remains.

Of course, to what extent the various types ofrmegi are appropriate for a quick
convergence (nominal and real) and to what extesyt tould be able to mitigate today
(2008) the effects of the crisis is a subject afifferent analysi8. The Chart 4 below
illustrated a hypothetical model of a conditionallr convergencey(is GDP in real
terms). Overall, Type 1 countries have more pols#s to catch up with EU incomes,
but it is also possible that individual countrieste Type 2. The other Chart (on the
right) indicates a possibility for synchronizatiohthe economic cycle: in this particular
instance the possibility for euro adoption is higkéth Type 1. It is nevertheless
unclear whether the global crisis will lead to dymmization or divergence of cycles
across countries. This requires in-depth analyses.

% The ideas of two anchors (EU membership and exghaate pegging) is proposed and analyzed in
lalnazov (2003)
% See Arratibel, Furceri and Martin (2008), and dtsguet and Nenovsky (2005).
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Chart 4 Conditional income convergence and syndéhation of economic cycles

/ . -.':': .
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Theoretical addendum to typology

As | mentioned in the beginning, monetary regimenposes two basic
components — external (exchange rate regime) aednad (money supply regime). In
this case, the analytical division can be usegpolbgise monetary regimes in order to
reflect their complexity.

The Table 1 below shows nine combinations under cibrdition that three
exchange rate regimes and three money supply regameeinvolved. In addition to the
exchange rate symbols already given, here we hdstedasymbols for money supply:
i stands for money supply which grows only as altesiuincrease in net foreign
assets (NFA) according to an automatic rule (cusrdroard or some other), amd — a
regime entirely conditioned by increase in net dstioeassets (NDA). Similarly to the
symbols used for exchange rat@,stands for the interim state where money supply
grows either from the two sources (NFA/NDA) or axtare of automatism and
discretion. As | already mentioned, such a divistonmy knowledge, is used by Steve
Hanke and Kurt Schuler (in some aspects the abieve comes close to the ideas of the
bipolar view of exchange rate regimes, which hamnlspiite popular in recent years. In
my view, the most stable combinations are twei() and €, m) because they are the
least discretionary (and misjudgments are lowemt)] of the highest institutional
complementarity. In the first instance, balancisgachieved mainly through money
supply, whereas in the second — exclusively thrahghexchange rate.

Table 1 Configuration of monetary regimes

e/ m e/ e /i

e e /m elm e /i

e e/m g/ e /m
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Seen from the perspective of this Table, the mdsam@tageous seem to be the
currency board arrangements, on the condition ofssthat their rules are observed. Of
course, this model can be disputed, and a variespphistications or elaborations are
possible, eté’

V. In lieu of conclusion

As we have seen, the diversity of monetary regimmageat. Even so, and with
regard to some simplifications while taking intons@leration the various aspects of
monetary system and monetary regimes, it is pasgiblidentify certain types. How
could we explain, however, this great diversity artdch are the contending theoretical
models? Studying the diversity of monetary regiraad the emergence of monetary
regimes is crucial because show their efficienayilllonly try to enumerate the various
theoretical approaches that could explain thisrdite

The problems of monetary regimes are traditionelplained within the scope
of the neoclassical cost-benefit approach. Sutheisraditional set of instruments of the
theory of monetary zones (optimal, endogenous)®eti@Vithin the framework of the
mainstream approaches are the discussions of gfoeichange v/s monetary aggregate
based stabilisation”, as well as the numerous ifieestsons of de jure and de facto
exchange rate regimé&ddere comes the whole range of problems of timensistency,
the rules v/s discretion dilemma, credibility ateibility, etc. Without dismissing the
cognitive and especially the quantifying power lo¢ tcost-benefit approach, | believe
that the 20 years’ experience of the monetary regimf former planned economies
gives grounds to explore new approaches and tise@Yienovsky, 2006). Certainly, this
is not new. Alternative theories do evolve althoungt always at the required pace and
still as part of the neoclassical approach rathantas its opponents. In this group of
expanded neoclassical approach | would note the inclusiba number of institutional
aspects, the problems of initial conditions, irgertiulture, et Very often institutional
indices are constructed, which are subsequentlyrpacated into econometric models.
EBRD started years ago to construct database d&érelift reform indicators for
transition economies.

In spite of the adherence to the basic principfaseoclassical economics, in the
recent years the new political economy has beereldpwng quite successfully,
especially the international political economy withown journals and discussions. The
International Organisation journal featured a number of interesting artiddgsleffrey
Frieden David Leblang, Lawrence Broz, and others, who iomet the tradition of
viewing monetary regimes through the prism of ies¢s and strategies of various
groups of actors (among the first to start using tmethodology were Charles
Kindleberger, Benjamin Cohen and Eric Helleiner,d aathers. In this line of
International relations approach could be vieweddtudy of Abdelal (2001), where the
link between national identity and monetary regrheice is established. Today, Cohen
and Helleiner successfully develop their new geplgyaof money approach, and a

" see for example the original analysis of Raybadt Borre (2005).

% Here the various econometric VAR simulations, ifepuresponse shocks, variance decomposition etc.
are continuously used and (although | am not ag#ies usage) | do not think that these contributech

to the development of economic theory or the thesfrynonetary regimes. This type of studies are so
numerous and so alike that | will not cite all béin (see for example Kenda, 2001).

2 See for example Genberg and Swoboda (2005) aedthed avlas, Dellas and Stockman. (2008).

30 See for ex. Beck and Laeven (2005), P&j¢2D03), and Winiecki (2004).
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number of historians of monetary regimes offer regéing comparisons between the
practice and discussions on monetary institutionshe past and the present (Barry
Eichengreen, Michael Bordo, Mark Flandreau, e@ne of the few empirical studies of
foreign exchange rates in the economy of transifrom the perspective of political
economy is that of Frieden, Leblang and Valev (2008

The sociology of monetary regimes is yet to be tpex and theAustrian
economic analysis is still not frequently applied although its metbbzy is extremely
appropriate and with definite achievements in tieoty of money, capital, production
structure and economic cycle. | think that all thegpproaches help throw light on
different aspects of the functioning of monetargimees and none of them in isolation
could give a truthful explanation and good pradtszdution.

To sum, | have attempted to show in this artick ith spite of the diversity of
monetary regimes there exist theoretical and metlogecal tools to group these
monetary regimes by formulating a number of traifscal for each group. This makes
it possible to move one step further (forward) imkihg these types (in this particular
instance they are two: “fixed start” and “floatiatart”) with the overall dynamics of the
economic development across countries. The vericelad monetary regime, or rather
of a monetary regime type, has its own groundslémgtion). Monetary regimes can be
explained and recommended within the frameworkawsfous theories, but | believe that
a diversity of explanations gives the greatest tognand practical possibilities.
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