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1 . Introduction

“Financial trilemma” puts restrictions on choice of macroeconomic tools for state authorities,
therefore, selected set of tools signposts to countries’ development models. Consequently,
defining countries’ positions in financial trilemma is crucial to understand development strategies,
whilst in dynamics it displays how countries respond to macroeconomic shocks and challenges.

As a part of financial trilemma, internationalization of capital flows played key role in the
development of international monetary system. However, despite financial globalization, there
is no optimal capital mobility level matching all countries. To benefit from free capital flows,
every country is to liberalize its financial system according to institutional and financial develop-
ment.? Even Western European countries had to impose large-scale capital restriction after
World War II to channel credit towards strategic sectors? with further financial deregulations.
Currently, many countries have some forms of capital restrictions. However, owing to compel-
ling benefits, international financial liberalization is considered largely inevitable and irrevers-
ible.”

Central Asian countries used to be a part of isolated economic system of former USSR. In

" Doctoral Program in Graduate School of Economics, Kyushu University, 6-19-1, Hakozaki, Higashiku, Fukuoka,
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1991 transition from planned to market economy started in this region.? During transition,
countries suffered from severe recession period and negative trade balances. Countries vary
significantly on economic development model and financial flows regulation.® Currently they
are in different stages of financial deregulation: Kyrgyzstan and Kazakhstan have more liberal-
ized financial system, while Tajikistan, Turkmenistan and Uzbekistan practice some forms of
capital flows boundaries on larger number of transactions.®

Increasing capital mobility faces countries to choice problem between monetary autonomy and
fixed exchange regime. Exploring monetary policies and exchange arrangements in Central
Asian countries, constructed paths are to uncover the choice of these economies within trilemma
constrains.

In consideration of recent findings in financial liberalization, the paper explores capital regula-
tions, exchange arrangements and monetary frameworks in Central Asian countries with the aim

to construct countries’ paths in financial trilemma.

2 . Area Profile

Central Asian region covers five countries: Kazakhstan, Kyrgyzstan, Tajikistan, Turkmenistan
and Uzbekistan. The region is rich in mineral resources and believed to have considerable
development perspectives. These countries have common past of experiencing planned economy
in the USSR and enduring its further political and economic collapse, but vary in path of carried
out economic reforms since independence in 1991.

In starting point, Central Asian transition countries varied significantly on economic structure,
geographical location, demographical situation and available resources. The country-specific
factors also reasoned governments to select paths, that differed in pace and manner of conducting
reforms. Uzbekistan adopted gradual (step by step) transition from planned to market economy
providing social protection to the population under leading role of government. The liberaliza-
tion processes were to be carried out along with development of related legislation and readiness
of population. This specific way of gradual transition was called as “Uzbek model”.” While
Kazakhstan and Kyrgyzstan were among the countries that carried out transition processes in

more rapid pace of changes actively attracting foreign investors into most privatization

4) Central Asian region covers five countries: Kazakhstan, Kyrgyzstan, Tajikistan, Turkmenistan and Uzbekis-
tan.

5) Karshibaev, Jasur (2014), “FDI and Export Diversification in Central Asian Economies”, forthcoming in
Gulistan State University Bulletin, Gulistan State University.

6) Karshibaev, Jasur (2014), “Recent Developments in Capital Liberalization in Central Asia”, forthcoming in 7he
Annual Report of Economic Science, Kyushu Association of Economic Science.

7) Kapnmos H.A., “Y36eKHCTOH © HATHMOMI-NKTHCOMMIT puBOK tanuTHpHitmmir acocuit Tavoimanapn” (Uzbekistan: Basic Principles
of Socio-Economic Development), Tommkent: Y36exucton, 1995.
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Table 1 Basic facts.

Population Territory GDP GDP per capita
Country (Mln. people, | (Thousand (PPP, Bln. (PPP, USD,
2010) km?, 2010) USD, 2010) 2010)

Kazakhstan 15,8 2 7159 196,4 12602,9
Kyrgyzstan 5,6 199,9 12,0 22485
Tajikistan 7,1 143,1 14,7 1935,2
Turkmenistan 5,2 488,1 36,9 6784,9
Uzbekistan 27,8 447, 4 85,8 3039,2
In total 61,5 3 547,00 345,9

Source: UNPF (2010), “State of World Population 2010”, http://www.unfpa.org/,
IMF (2011), “World Economic Outlook”, Washington, DC: International Monetary Fund.

Graph 1 Real GDP growth rates.
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processes, Turkmenistan demonstrated moderate approach to economic reforms.®

The countries underwent significant economic recession in early stages of transition and
recovered afterwards. As to structural changes, GDP breakdown® shows that agricultural
sector’s share decreased in Kazakhstan, Kyrgyzstan and Uzbekistan, while it remained unchanged
or increased in Tajikistan and Turkmenistan. In all Central Asian countries except Kazakhstan,
Agriculture remains being significant sector of the economy with considerable share in GDP
structure. Dynamics of changes in the Industrial sector varied country by country. While in

Kyrgyzstan, Tajikistan, Turkmenistan its share decreased significantly, it recovered in Kazakh-

8) The World Bank (1996), “WDR 1996: From Plan to Market”, Oxford University Press.
9) Appendix 1.
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stan and Uzbekistan. International trade is significant sector for all observed countries, espe-
cially in Kyrgyzstan, where its share kept increasing in observed period. In early 1990s negative
trade balance was observed in all countries, however, afterwards trade balance of Kazakhstan,
Turkmenistan and Uzbekistan turned to positive, while in Kyrgyzstan and Tajikistan the

negative trade balance continued to grow.

3 . Literature Review

Restrictions by fundamental financial trilemma gave rise to addressing capital mobility as a
cornerstone in designing macroeconomic policy for any country. Mundell (1963) implies that
under perfect capital mobility monetary policy has no impact on employment under fixed
exchange regime, while fiscal policy is of little help under flexible exchange rates.!® The
trade-off exists between achieving exchange rate stability, monetary independence, and capital
account openness simultaneously.

Underpinning constrains imposed by trilemma as a cornerstone in the development of interna-
tional monetary system, Eichengreen (1996) relates its development with the increasing mobility
of the capital. He directly conditioned the development of international monetary system with
the development of international capital markets. And transition from fixed exchange regimes
towards floating regime is considered mainly relating to political necessity, and level of capital
mobility in the global economy.!? Obstfeld, Shambaugh and Taylor (2004) studied the coherence
of international interest rates over more than 130 years. They found that the constrains implied
by the Trilemma are widely supported by historical data. Aizenman, Chinn and Ito (2008)
developed new metrics for measuring the degree of exchange rate flexibility, monetary indepen-
dence, and capital account openness, taking into account changes in international reserves sizes
for most countries since post Bretton Woods system period. The indexes for wide range of
countries supported the presence of trade-off between components of trilemma. However,
Williamson (2001) states that under BBC regime some level of monetary autonomy is available.

Aizenman, Chinn and Ito (2008) introduced new capital mobility index, which states significant
financial controls in Central Asian region. However, applied methodology does not reflect the
intensity of controls; consequently, the index cannot display dynamics in case of gradual financial
liberalization. Karshibaev (2014)* found that there is a gradual financial liberalization in capital

regulations in Kazakhstan and Uzbekistan, which differs in path and speed but generally matches

10) Mundell, Robert (1963), “Capital Mobility and Stabilization Policy under Fixed and Flexible Exchange Rates”,
The Canadian Journal of Economics and Political Science, Vo0l.29 (4), pp. 475-485.

11) Eichengreen, Barry (1996), “Globalizing Capital: A History of the International Monetary System”, Princeton,
New Jersey: Princeton University Press.
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IMF’s “Integrated approach”. Furthermore, FDI sectoral distribution and export concentration
indices point to significant export diversification in Uzbekistan unlike other countries in the
region(Karshibaev (2014)®).

4 . Capital Mobility

Capital mobility indices vary from each other significantly because of difference in objects of
measuring, calculation methodologies and unlike components (Table 2). Mostly, indices are
categorized into de facto (measuring actual financial flows) and de jure (evaluating legal regula-
tions on capital transactions). Being based on actual financial flows de facto measures display
more precisely the mobility of capital and comprise the significance of capital flows for the
economies; whilst de jure indices reflects legal restrictions comprising authorities’ intentions and
opportunities for investments.

In majority of academic papers devoted to financial trilemma, de jure capital indices prevail
due to data availability for large number of countries. Commonly used de jure capital measures
indicate to significant capital restrictions and no liberalization processes in Central Asian
countries, except Kyrgyzstan. However, the study of national legislations indicates to gradual
financial liberalization in Kazakhstan and Uzbekistan, which differs in pace, but mostly matches
IMF’S “Integrated Approach”. The indices cannot reflect these changes due to applied calcula-
tion methodologies that based on number of applied regulations and do not take into account

120 Therefore, in this paper the capital mobility is evaluated based

intensity of capital controls.
on national legislation.

The study of legislation shows that laws on exchange operations in Central Asian countries
mostly were adopted in early 1990s introducing amendments in following years. Table 3 contains
brief insight into laws on exchange arrangements and capital regulations in Central Asian
countries.

All Central Asian countries highly welcome FDI inflows widely providing preferences and tax
exemptions. However, sectoral distribution of FDI signposts to differences in priorities: export
concentration model based on natural resources, and industrialization (export diversification)
model.'®  Specifically, export concentration model based on natural resources involves signifi-

cant economic and financial liberalization and development based on available resources. Only

competitive sectors (mainly based on natural resources) can survive becoming key source of

12) Karshibaev, Jasur (2014), “Recent Developments in Capital Liberalization in Central Asia”, forthcoming in
The Annual Report of Economic Science, Kyushu Association of Economic Science.

13) Karshibaev, Jasur (2014), “FDI and Export Diversification in Central Asian Economies”, forthcoming in
Gulistan State University Bulletin, Gulistan State University.
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economic growth. Export concentrates on these sectors (fuel-energy sector in Kazakhstan)
attracting significant financial resources to their expansion. However, other economic sectors
are supposed to advance along with the development of principal sector. Export diversification
model assumes gradual economic and financial liberalization, providing opportunity for protec-
tion of national manufacturers and establishing new industries. Capital controls allow to
concentrate investments into prioritized sectors (automobile, light industries in Uzbekistan) and

achieve industrialization and export diversification.

5 . Monetary Frameworks

Monetary autonomy is the category, which is closely related to and defined by the applied
exchange rate regimes and capital mobility of the financial system. However, even under low
capital mobility the authorities are to take into account exchange regulations in order to assure
long-term financial stability. Monetary policy independence level is crucial particularly while
undergoing shocks or financial imbalances: not infrequently, authorities are to choice between
exchange rate stability and employment rate, financial sector stability and low inflation rate, etc.
Therefore, monetary autonomy is to be considered as a tool, which is available or not for
authorities due to implemented macroeconomic strategies.

Independence and goals of central banks established by national legislation of the country are
to shed light to the priorities set by authorities (Table 4).

According to the laws on central bank in Central Asian countries, it is generally stated that the
priority goal in all these economies is stability of prices and currencies. However, in short term
actual monetary policy targets can differ from officially announced ones due to macroeconomic
situation in particular country. Therefore, monetary frameworks within financial trilemma
should be explored taking into account de facto policies in observed countries. IMF AREAER
provides annual based data on monetary frameworks in IMF member countries since 2001. IMF
classification of monetary policies comprises real interventions of Central banks to support
exchange rates, therefore, it witnesses on actual intentions of state authorities in specific periods.

Table 5 displays monetary frameworks for Central Asian countries’ central banks. Prelimi-
nary study indicates that in 2001-2007 all these countries, except Turkmenistan, applied monetary
policies, which had no explicitly stated nominal anchor, but rather monitored various indicators
of monetary policies. However, since 2008 most Central Asian countries shifted towards
exchange rate anchor policy that is monetary policy goal was to support specific level of
exchange rate and assure its stability.

Another notable aspect of the issue is that all Central Asian countries primarily set exchange

rates against US dollar, which signposts that trade in these countries is based mostly on US
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Table 2 Capital mobility measures.

Name of Index

Components and Equations

De Jure Capital Measures

KAOPEN (Chinn-Ito)
index

KAOPEN is constructed as the first standardized principal component of:

K1: Presence of Multiple ER

K2: Restrictions on Current AT

ShareKs,: Restrictions on Capital AT

K4: Requirements of the Surrender of Export Proceeds

ShareK = (ks T ka1 T kgt kaest k3,1—4)/5

It is based on the binary dummy variables (until 1996) and Mody-Murshid (2005)
methodology after 1997 to codify the tabulation of restrictions on cross-border
financial transactions reported in the IMF’s AREAER.

Miniane index

12 subcategories capital account transactions (AREAER) + multiple exchange rates
of as an average of 0/1 dummies.

No distinction between inflows and outflows. Does not cover temporary capital
control programs. Limited country coverage.

Johnson and
Tamirisa index

0/1 dummy variables for various capital controls (AREAER), cross-sectional analy-
sis for 45 countries, incl. Kyrgyzstan, Kazakhstan, Russia. The paper investigates
the relationship between capital controls and balance of payments, macroeconomic
management, market and institutional evolution, prudential and other (security)
issues.

Potchamanawong
index

12 subcategories capital account transactions (AREAER) + multiple exchange rates
of as an equally weighted average of each ranged from 0 to 1 with 0.25 intervals.
The paper applies disaggregated data (0.25 interval) which is called to reflect
intensity and changes.

Quinn (1997) index

Scales from 0 to 2 for 7 indices: Agreements such as OECD, EFTA; payments for
imports, invisibles, capital payments; receipts for exports, invisibles and capital.

Glick and Hutchison
(2000a, 2000b) index

AREAER - some version of dummy variables: if more than 5 controls than defined
as controlled.

Aizenman et al (2011)

Applied KAOPEN (Chinn-Ito) index normalized from 0 to 1 as a measure of capital
mobility within Trilemma.

Mody-Murshid (2005)
index

0 to 4 as sum of a) openness of capital account, b) openness of current account, c)
the stringency of requirements for the repatriation and/or surrender of export
proceeds, d) existence of multiple exchange regimes. 1- relatively open regime,
0-otherwise. 4-high level of openness.

De Facto Capital Measures

Edison and Warnock
(2001),

Foreign ownership
restriction index

FOR[,t — 1’(MC;,¢[FCI/MCi,tlFCG), FORM — 1,(MCMIFCI/Pi,tlFCI)/(MCMlFCG/PMIFC(;)
FOR-Foreign ownership restriction, MC - market capitalization - IFCI, IFCG
indices.

De facto measure correlates with Miniani and Quinn. The indices are by Interna-
tional Finance corporation.

LMF, International
Financial Integration
index

International Financial Integration is defined as IFIGDP;;=(FA;+FL;)/GDPy,
where FA(FL) are the stocks of external assets (liabilities).

Equity based measure is GEQGDP; =(PEQA; +FDIA;+PEQL; +FDIL,)/GDPy,
where PEQA (L) and FDIA (L)- Stocks of Portfolio Equity and FDI assets (Liabil-
ities). Therefore, GEQGDP is the indicator of the level of equity cross-holdings.

Kraay (1998)

Volume measures: FDI, Portfolio Investments and other investment items (BOP) as
a share of GDP.

Source: made by author.
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Table 4 Central banks’ main goals according to national legislation.

Country

Main Goals

Kazakhstan

Article 7. The primary goal of the National Bank of the Republic of Kazakhstan is assuring
price stability in the Republic of Kazakhstan.

Article 22. National Bank of Kazakhstan coordinates its activity with the Government of the
Republic of Kazakhstan. <...> National Bank of Kazakhstan takes into consideration in its
activities and facilitates implementation of economic policy of the Government if it does not
contradicts main tasks and monetary policy of National Bank of Kazakhstan.

Kyrgyzstan

Article 2. The objective of the Bank of Kyrgyzstan is achieving and maintaining price
stability through appropriate monetary policy according to this law.

Article 3. The primary goal that contributes to achieving the objective of the Bank of
Kyrgyzstan is maintaining purchasing power of the national currency, assuring efficiency,
security and reliability of banking and payment system of the republic for promotion
long-term economic growth of the republic.

Article 6.2. Bank of Kyrgyzstan coordinates its policy with the Government of Kyrgyzstan
as far as this coordination does not contradicts its main goals and tasks.

Tajikistan

Article 5. The primary goal of the National bank of the Republic of Tajikistan is maintain-
ing long-term domestic price stability level.

Article 23.4. National Bank of Tajikistan and the Government of the Republic of Tajikistan
inform each-other about prospective actions of nationwide importance, coordinate their
activities, conduct consultations.

Turkmenistan

Article 5. The objectives of the Central Bank of Turkmenistan are: 1) assuring stability of
manat; 2) development and strengthening of banking system of Turkmenistan.

Article 41. 1. Central Bank of Turkmenistan with a view to fulfill assigned functions takes
part in the development of economic policy.

Uzbekistan

Article 3. The primary goal of the Central Bank is assuring stability of national currency.

Source: “3axon Kbiproisckoii Pecny6mixn “O Haumonamhom 6anke Kpipreisckoit Pecny6mkn”” (Law of the Republic of

Kyrgyzstan on National Bank of Kyrgyz Republic), Ne59 or 29.07.1997r., Haiumonaibhblii 6ank KbIpreisckoii
Pecny6amkn, http://www.nbkr.kg/,

“3akon PecnyGunky Kazaxceran “O Haunonaashom 6Ganke Pecny6mkn Kazaxcran”” (Law of the Republic of Kazakh-
stan on National Bank of the Republic of Kazakhstan), N:2155 or 30.03.1995r., Hauponashblii 6ank Peciy6.mky
Kaszaxcran, http://www.nationalbank.kz/,

“Saxon Pecny6mixu Tamkukneran “O Haumonaasnom 6anke Tamkunxucrana”” (Law of the Republic of Tajikistan on
National Bank of the Republic of Tajikistan), Ns722 or 28.06.2011r., Harona bt 6ank Tamkukicrana, http://
www.nbt.tj/,

“3akon Peciry6mku Typrmennceran “O Lentpastom Ganke Typkmenncrana”” (Law of Turkmenistan on Central Bank
of Turkmenistan), Ne167-IV or 25.03.2011r., Ilenrpambhbiit Gauk Typkvetncrana, http://www.cbt.tm/,

“Sakon Pecny6umkn Y36exucran “O Lentpaibiom Ganke Pecny6mkn Yaoekucran”” (Law of the Republic of Uzbekis-
tan on Central Bank of the Republic of Uzbekistan), Nel54-1 or 21.12.1995r., Ilenrpaibhblii 6ank Peciy6.mky

Va6ekucran, http:// www.cbu.uz/.
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dollars. For example, according to Central bank of Uzbekistan, in Uzbekistan 95% of all
international trade transactions in 2013 were carried out in USD.'¥

Central Asian countries introduced national currencies in the middle of 1990s. In the early
stages, priority tasks were to establish financial system with appropriate banking system, to
develop market mechanisms, to soften transition from planned economy to market economy and
to recover from the economic recession. However, along with structural reforms and further
economic recovery authorities aimed to achieve and assure macroeconomic stability. Price
stability and economic growth are two objectives to pursue went along with country specific

economic and financial situation in these countries.

Table 5 Monetary policy frameworks in Central Asian countries.

Annual monetary frameworks according to IMF calssifications
Year Kazakhstan Kyrgyzstan Tajikistan Turkmenistan Uzbekistan
Turkmen manat
Tajik ruble, May, 1995; ’
National | Kazakh tenge, Kyrgyz som, Ta]'%k rube . ;y b November, 1993; Uzbek sum,
ajik somoni, November, K i
currency | November 1993 May, 1993 200]0 Redenominated in | July, 1994
January, 2009
2001
2002
Other monetary framework
2003 Other monetary
2004 Other monetary | Other monetary framework
framework framework
2005
Exch: t
2006 Monetary aggregate target a)r(lihz:g(;;?);
2007
2008 Exchange rate | Exchange rate anchor (USD)
Exchange rate
2009 Exchange rate anchor (USD) Monetary aggregate target anchor (USD)
2010 anchor (USD) | "
er monetary Exchange rate anchor (USD)
2011 framework

Source: IMF (1996-2011), “Annual Report on Exchange Arrangements and Exchange Restrictions”, Washington, DC: Interna-
tional Monetary Fund.
Monetary policy in Kazakhstan in 2000s was conducted together with significant financial
liberalization.'® Authorities prioritized low inflation rates in 2000-2001, taking into account
monetary aggregates and international reserves. However, since 2002 gradual shift towards

inflation targeting was carried out, while assuring stable economic growth rates. Inflation

14) “2013 jmara mya-kpeanT coxacuaarn Basusit Ba Mowetap chécarnunr 2014 finara myskadinadran acocuit fiynamiapn” (State of
Affairs in Financial Area in 2013 and Main Directions of Monetary Policy in 2014), V36ekucron Peciy6Gmkacu
Mapkasnii 6anki, http://www.cbu.uz/.

15) “OcHoBHble HanpaBJ/eHnsi JAeHex)HO-KpenTHoil noantikn Hauuonaibhoro Ganka Kaszaxcrana” (Main Directions of Monetary
Policy of National Bank of Kazakhstan), 2000-2013rr., Hauponambhbii 6amk PecnyGmikn Kaszaxcran, http://www.
nationalbank.kz/.
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targeting was legally established as the priority for National Bank of Kazakhstan in 2004, that
is monetary policy was to aim price stability rather than exchange rate stability. However,
global financial and economic crisis in 2007 pushed authorities to make a choice between price
stability and stability of financial system supporting economic growth. Chosen strategy of
prioritizing financial stability determined changes in monetary policy, which mostly served to
support exchange rate stability. However, monetary policy returned to inflation targeting
strategy in the following years through assuring exchange rate stability and strict monetary
policy.

Monetary policy in Kyrgyzstan is mainly determined by the macroeconomic indices such as
international reserves level and inflation level, however, authorities prioritize price stability as a
source of stable economic growth in middle term. In early stages of global financial imbalances
in 2007, authorities introduced pegged exchange arrangement, which predetermined exchange
rate anchor strategy to support exchange rate stability in following 2 years with further returning
to initial monetary policy driven by macroeconomic indicators.

Similar strategy of applied monetary policy can be observed in Tajikistan. Authorities mostly
monitor various macroeconomic indicator in developing monetary frameworks. Priorities in
monetary policy is currency stability and de-dollarization of national economy.'® During the
global financial and economic crisis, Tajikistan applied strict monetary policy with a view to
assure exchange rate stability.

Monetary frameworks in Turkmenistan underwent little change according to IMF classifica-
tion. Applied exchange rate anchor strategy aimed supporting conventional pegged exchange
rate regime introduced in the middle of 1990s.

Supporting economic growth through export stimulation policy, price and currency stability are
set as a primary goals of conducted monetary policy in Uzbekistan in 2000s.'” According to IMF
classification, in the first half of 2000s these goals were pursued through strategies of developing
monetary frameworks based on monitoring macroeconomic indices. However, global financial
and economic crisis in 2007 made authorities to conduct stricter monetary policy with the view

to support applied pegged form of exchange regime.

6 . Exchange Arrangements

Exchange arrangements in Central Asian countries according to IMF AREAER de facto

16) “ITporHo3 OCHOBHBIX HAMpaBJCHHUil ACHEKHO-KpeauTHoil noanthkn Pecry6mkn Tapkukicran” (Forecast on Main Directions of
Monetary Policy of the Republic of Tajikistan), 2000-2012rr., Hatonasbhbiit 6ank Tapkukicrana, http://www.nbt.tj/.

17) “ITya-kpeaut coxacuiary Ba3usiT Ba MOHETap crécatumr acocuil iynammapy” (State of Affairs in Financial Area and Main
Directions of Monetary Policy), 2006-2014 iiii., Y36ekucron Pecny6kaci Mapkasuit Ganku, http://www.cbu.uz/.
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classification is observed since 1996 (Table 6). Preliminary observation revealed that except
Turkmenistan, which introduced conventional pegged arrangement since 1998 to present, Central
Asian countries mostly applied some forms of managed floating in 1996-2006. However, in
2006-2007 most of these countries tended towards more pegged form of exchange rate arrange-
ments. Previously provided data on monetary policy frameworks generally fit to exchange
arrangements, that is countries with pegged exchange arrangement as a rule applied exchange

anchors.

Table 6 Exchange arrangements in Central Asian countries.

Year Kazakhstan Kyrgyzstan Tajikistan Turkmenistan Uzbekistan

1996 Independent floating Managed Independent floating Managed

. N Managed floating
1997 Managed floating floating Managed floating floating

Managed floating with no
1998 & & Managed Floating with no
preannounced path
preannounced path

1999 Independent floating
Managed

2000 . .

floating with Independent floating
2001 no Managed floating with no
2002 preannounced preannounced path

- path
2003 Managed floating with
2004 no preannounced path Managed Floating with no
2005 preannounced path
Conventional pegged
2006 C el .
onventional | arrangement, Crawling peg
egged
Conventional L
arrangement
pegged

arrangement,

2007 Conventional pegged Managed Conventional pegged
arrangement floating with arrangement
no
preannounced
path Crawling peg

Stabilized arrangement®”

2008 Stabilized arrangement'®
Other managed

Other managed

arrangement
2009 Pegged exchange rate arrangement? e
2010 within horizontal bands, .
ol Crawl-like arrangement Stabilized arrangement

Source: IMF (1996-2011), “Annual Report on Exchange Arrangements and Exchange Restrictions”, Washington, DC: International
Monetary Fund.

18) Due to methodological changes, Conventional pegged arrangement regime was reclassified to Stabilized
arrangement regime.

19) Due to methodological changes, Managed floating with no preannounced path regime was reclassified to
Other managed arrangement.

20) Due to methodological changes, Conventional pegged arrangement regime was reclassified to Stabilized
arrangement regime.
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Graph 2 Nominal exchange rates of Kazakh tenge against US dollar.
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Source: OANDA online currency database, http://www.oanda.com/.

Detailed study of exchange arrangements in conjunction with nominal exchange rates is to shed
light on volatility of actual exchange rates under applied exchange regimes.

Exchange regulations in Kazakhstan is driven by internal and international economic circum-
stances. As a rule, exchange rate regime in Kazakhstan aims to stabilize price level. However,
during Asian financial crises in 1998, exchange rate of national currency underwent significant
pressure, which led to decrease in international reserves (Graph 7). With the aim to stabilize
financial sector and improve trade competitiveness, independent floating regime was introduced.
This change led to significant depreciation of national currency in 1999 (Graph 2). At new rate,
managed exchange rate regime was reintroduced with the view to depreciate exchange rate
according to inflation rate. Relatively flexible exchange regime and significant capital inflows
allowed authorities to increase international reserves and appreciated exchange rate of Kazakh
tenge in following years. Despite positive trade balance on current account transactions, signifi-
cant increase in government expenditures in the middle of 2005 increased inflationary pressure
and corresponding policy by National bank to support exchange rate led to decrease in interna-
tional reserves. Global financial crises in 2007 made authorities change priorities to assure
financial stability through introducing pegged exchange arrangements. Interventions by
National bank to support exchange rate decreased international reserves in 2007, however, it
recovered afterwards. In order to assure stability of pegged exchange rate as a priority during
global imbalances, in 2009 exchange rate of the national currency was significantly depreciated.
In 2011, along with inflation targeting monetary policy managed floating exchange arrangement

was reintroduced officially.??

21) “OcHoBHble HanpaBJeHus JeHeKHO-KpeanTHOl nomtikn Hatponasbtoro 6anka Kaszaxcrasa” (Main Directions of Monetary
Policy of National Bank of Kazakhstan), 2000-2013rr., Hauponambhbii 6amk PecnyGmikn Kaszaxcran, http://www.
nationalbank.kz/.
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Graph 3 Nominal exchange rates of Kyrgyz som against US dollar.
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Relatively liberalized financial system and monetary policy determined by macroeconomic
circumstances in Kyrgyzstan led to applying more flexible exchange rate arrangements.

However, the authorities stabilized nominal exchange rate fluctuations through interventions.

Graph 4 Nominal exchange rates of Tajik somoni against US dollar.
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In Tajikistan, applied exchange arrangements mainly reflected the authorities’ intentions
driven by macroeconomic indicators. Financial stability, low inflation and currreny stability
priorities were determined by international reserves level and based on monetary programs
developed in cooperation with international financial institutions. Applied strategy let to pre-
vent significant fluctuations while depreciating national currency according to macroeconomic
circumstances.

In observed period, exchange regulations in Turkmenistan underwent little change. Applied

conventional pegged regime accompanied with significant capital controls and strict monetary
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policy allowed the country significantly increase international reserves and assure financial

stability. Nominal exchange rate kept stable with depreciations when required (Graph 5).

Graph 5 Nominal exchange rates of Turkmen manat against US dollar.
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Graph 6 Nominal exchange rates of Uzbek sum against US dollar.
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Exchange arrangements in Uzbekistan were determined based on priorities of export stimula-
tion policy, low inflation, currreny stability and international reserves level through targeting
macroeconomic indicators. For these purposes managed floating regime was introduced.
Gradual depreciation of national currency allowed to improve competitiveness of national export,
while preventing from significant fluctuations assured currency stability. However, in 2006-2007
exchange arrangements were used as a tool to decrease inflation level. Therefore, strict
monetary policy was accompanied with lower degree of depreciation of Uzbek sum against US
dollar. Thus, if in 2005 nominal exchange rate was depreciated to 8.49¢, in 2006-2007 Uzbek sum
depreciated only to 4.2 and 4.09§ accordingly (Graph 6).
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However, during the global financial and economic crisis the priority of export stimulation and
exchange rate stability prevailed. Therefore, introduced crawling peg regime let the authorities
to decpreciate gradually nominal exchange rate of national currency with larger scopes prevent-
ing fluctuations. Thus, Uzbek sum annual depreciation varied from 7.99 to 119§ in 2008-2011.
This strategy allowed the authorities to increase international reserves and to assure financial

stability and significant economic growth rates even during crisis.??

Graph 7 International reserves in Central Asian countries.
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7 . Central Asian Countries within Financial Trilemma

Based on findings on recent capital liberalization in Central Asian economies, monetary policy
frameworks and exchange arrangements, the countries position within financial trilemma is
constructed.

Capital mobility, monetary autonomy and exchange rate regimes classification approach is
provided in Table 7.

Capital mobility classification is based on IMF’s “Integrated approach” to sequencing capital
flow liberalization. “The first stage suggests liberalizing FDI inflows, as such flows arve consid-
eved to be more stable than other flows and also morve likely to contribute to growth. The first
stage also lays the groundwork for further libevalization by introducing international accounting

standards and improving national statistics. The monelary framework and financial sector

22) “Tly-KpeT coXaciiari BasusT Ba MoHeTap cuécarsinr acocnit iiynammiapn” (State of Affairs in Financial Area and Main
Directions of Monetary Policy), 2006-2014 iiit., ¥36ekucron Pecny6mkac Mapkasuii 6anku, http://www.cbu.uz/.
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Table 7 Classification of trilemma components.

Capital mobility liberalization
(“Integrated approach”, IMF)

Exchange arrangements
(“De facto classification”, IMF)

Monetary autonomy
(“De facto classification”, IMF)

Low capital mobility:
Significant restrictions on most cap-
ital flows except FDI inflows.

Hard pegs:
Currency board
No separate legal tender

Low level of monetary
autonomy:
Exchange rate anchor

Intermediate capital mobility:
FDI outflow and long-term
portfolio flows liberalization,
some short-term flows can also be
liberalized at this stage.

Soft pegs:
Conventional peg
Stabilized arrangement
Crawling peg
Crawl-like arrangement

Pegged exchange rate within hori-

zontal bands
Other managed arrangement

Partly monetary autonomy:
Other monetary framework

High capital mobility:
All remaining controls are
eliminated.

Floating:
Free floating
Floating

High level of monetary autonomy:
Monetary aggregate target,
Inflation-targeting framework

Source: IMF (2011), “Liberalizing Capital Flows and Managing Oulflows”, Washington, DC: International Mone-
tary Fund,
IMF (2011), “Annual Report on Exchange Arrangements and Exchange Restrictions”, Washington, DC:
International Monetary Fund.

regulation also need to be stremgthemed at this stage. The second stage introduces FDI oulflow

and long-tevm portfolio flow liberalization. Some short-term flows can also be liberalized at this
stage. The last stage eliminates all remaining controls after developing the financial markets and
SJurther strengthening the financial sector by implementing adequate prudential regulations and
supervision to ensure proper visk management of international capital flows”.*®

Exchange arrangements and monetary policy frameworks are based on IMF’s “de facto
classification”.®®  “The classification system is based on the members’ actual, de facto arrange-
ments, as identified by IMF staff, which may differ from their officially announced, de jure
arrangements”.*® Despite IMF’s classification, in this classification Other managed arrangement
is categorized as soft pegs. Originally, this category is a residual and is used when the exchange
rate arrangement does not meet the criteria for any of the other categories or arrangements
characterized by frequent shifts in policies. Monetary policy frameworks are categorized into 3
groups depending on policy objectives: exchange rate stability, inflation targeting and monetary

aggregate targeting, others.

23) IMF (2011), “Liberalizing Capital Flows and Managing Outflows”, Washington, DC: International Monetary
Fund.

24) See Appendix 2.

25) IMF (1996-2011), “Annual Report on Exchange Arvangements and Exchange Restrictions”, Washington, DC:
International Monetary Fund.
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Observed data on monetary frameworks and exchange arrangements in these countries indi-
cates to the significant link between them; that is, while countries applied some form of fixed
exchange regime usually these countries applied monetary policy to support this regime

(exchange rate anchor).

Figure 1 Kazakhstan and Kyrgyzstan in financial trilemma.
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Source: made by author.

The paths in financial trilemma signpost to how countries searched optimal combination of
capital mobility, monetary autonomy and exchange regulations. Central Asian countries vary
significantly on path and pace in trilemma; however, they generally correspond to countries’
model of transition to market economy and conducting structural reforms. Considering capital
mobility as one of the crucial factors, which determined movements in trilemma, capital liberali-
zation in the region indicates to dissimilar targets and strategies. Thus, capital liberalization in
Kyrgyzstan (1990s) and Kazakhstan (2000s) as source of a long-term economic growth reflects
increasing capital mobility in these countries. Approaching to high capital mobility side in the
trilemma added additional pressure on these financial systems to choose between exchange rate
stability and monetary autonomy.

In Kazakhstan, authorities prioritized low inflation rates and monetary policy was to aim price
stability rather than exchange rate stability. Therefore, in Kazakhstan along with financial
liberalization monetary policy gradually shifted from monetary aggregates targeting towards
inflation targeting. Thus, under higher capital mobility, ceteris paribus, the authorities in

Kazakhstan tend to choose monetary autonomy to exchange rate stability with the view to
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achieve low inflation. This priority explains applied managed floating regimes, however, com-
bined with strict monetary policy it is to assure nominal exchange rate stability.

Monetary policy in Kyrgyzstan is mainly determined by the macroeconomic indices such as
international reserves level and inflation level, however, authorities prioritize price stability as a
source of stable economic growth in middle term. Therefore, liberalized financial system and
monetary policy determined applying more flexible exchange rate arrangements. However, the
authorities stabilized nominal exchange rate fluctuations through interventions.

Thus, under increasing capital mobility similar goals determined similar locations of Kazakh-
stan and Kyrgyzstan in financial trilemma, where monetary autonomy is prioritized. However,
during global financial imbalances in 2007 both countries prioritized exchange rate stability to
low inflation as a temporarily measure. This priority changes reflected in shift of countries’
locations towards exchange rate anchor side in financial trilemma. However, countries returned

to their initial positions afterwards.

Figure 2 Uzbekistan in financial trilemma.
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Another path and pace is revealed in Uzbekistan. According to transition model, applied
capital controls and gradual financial liberalization goes along with assuring export diversifica-
tion and industrialization. Under increasing capital mobility, Uzbekistan’s path indicates to
applied strategy of gradual depreciation of national currency’s exchange rate with a view to
support export development, while strict monetary policy and stable exchange rates are to ease

inflationary expectations. In the trilemma, such strategy corresponds to the priority of



— 58 — OB OB L OB 149 5

exchange rate stability over monetary autonomy. However, applied exchange rate regime
allows achieving required level of money supply to stimulate economic growth.

The steady position of Turkmenistan in trilemma is explained with significant capital controls.
Unlike other regional countries, the stable position in trilemma of Turkmenistan is being assured
due to applied pegged form of exchange arrangement and corresponding monetary policy. In

trilemma, this position corresponds to priority of exchange rate stability to monetary autonomy.

Figure 3 Tajikistan and Turkmenistan in financial trilemma.
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Under significant capital regulations, in Tajikistan monetary policy was driven by ma-
croeconomic indices accompanied with corresponding exchange arrangements. Priorities in
monetary policy are currency stability and de-dollarization of national economy. During the
global financial and economic crisis, Tajikistan applied strict monetary policy with a view to
assure exchange rate stability. Applied strategy led to prevention of significant fluctuations and

depreciation of national currency corresponding to macroeconomic circumstances.

8 . Conclusion

Location of countries in financial trilemma reflects how countries pursue their macroeconomic
goals within those economic conditions in certain periods, while existing dynamics in choice

signposts to the middle or long-term development strategies in these economies.
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Study shows that despite the capital mobility level, in Central Asian countries trilemma
restrictions hold in conducted monetary policy and exchange arrangements: usually pegged
exchange regimes accompanied with exchange rate anchor monetary policy.

Countries positions within trilemma display different patterns. From the standpoint of capital
liberalization, 3 paths are observed: countries with significant financial liberalization (Kazakh-
stan in 2000s, Kyrgyzstan in 1990s), gradual capital deregulation (Uzbekistan in 2000s) and
significant financial flows controls (Tajikistan, Turkmenistan).

From the position of choice between monetary autonomy and exchange rate stability, again
contrasting arrangements are observed. In Kazakhstan and Kyrgyzstan, the authorities priorit-
ized low inflation. Therefore, monetary policy was directed to assure price stability; however,
other macroeconomic indices also effected actual policy. In these countries generally monetary
autonomy priority prevailed. On the other hand, temporary shift in the trilemma towards pegged
exchange rates in 2007 indicates to the changes in priorities during global imbalances. Thus,
being considered as a financial stability source in Kazakhstan and Kyrgyzstan exchange rate
stability got impermanent priority over price stability during financial crisis. Following shifts
display returning to inflation-targeting strategy as a long-term priority.

In Uzbekistan and Turkmenistan contrary strategy prevailed. In Uzbekistan, along with
gradual increasing capital mobility, generally exchange rate stability got priority over monetary
policy autonomy. The strategy of gradual depreciation of national currency’s nominal exchange
rate pursues long-term export development, while strict monetary policy and stable exchange
rates are to assure price stability as well. Applied exchange rate regime is believed to allow
achieving required level of money supply to stimulate economic growth through corresponding
depreciation band.

Unlike other regional countries, the path of Turkmenistan in financial trilemma underwent
little change. The stable position in trilemma was assured through substantial capital controls.
Applied pegged form of exchange arrangement accompanied with strict monetary policy by
means of exchange rate anchor strategy with occasional depreciations.

In Tajikistan, monetary policy was driven by internal macroeconomic indices accompanied
with corresponding exchange arrangements. Currency stability was set as priority, especially,
during the global financial and economic crisis. Applied strict monetary policy prevented
significant fluctuations.

Countries positions and dynamics of their movements give general understanding of countries
strategies and tools applied to achieve macroeconomic goals. Courses taken by Central Asian
countries generally match to the development model adopted in each country. However, further
in-deep study of exchange arrangements and monetary policy will shed more light on priorities

of countries, country-specifics, reasons and mechanisms of applied policies.
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GDP Breakdown by Economic Activity
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GDP breakdown by Expenditure
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Appendix 2

IMF de facto classification of countries’ monetary frameworks and exchange rate arrangements
Monetary frameworks

Exchange rate anchor - the monetary authority buys or sell foreign exchange to maintain the exchange rate
at its predetermined level or within a range. The exchange rate thus serves as the nominal anchor or
intermediate target of monetary policy.

Monetary aggregate target - the monetary authority uses its instruments to achieve a target growth rate for
a monetary aggregate, such as reserve money, M1, or M2, and the targeted aggregate becomes the nominal
anchor or intermediate target of monetary policy.

Inflation-targeting framework - This involves the public announcement of numerical targets for inflation, with
an institutional commitment by the monetary authority to achieve these targets, typically over a medium-term
horizon. Monetary policy decisions are often guided by the deviation of forecasts of future inflation from the
announced inflation target, with the inflation forecast acting (implicitly or explicitly) as the intermediate target
of monetary policy.

Other monetary framework - The country has no explicitly stated nominal anchor, but rather monitors various
indicators in conducting monetary policy. This category is also used when no relevant information on the
country is available.

Exchange rate arrangements

No separate legal tender - this category involves confirmation of the country authorities’ de jure exchange rate
arrangement. The currency of another country circulates as the sole legal tender (formal dollarization).
Adopting such an arrangement implies complete surrender of the monetary authorities’ control over domestic
monetary policy.

Currency board - this category involves confirmation of the country authorities’ de jure exchange rate
arrangement. A currency board arrangement is a monetary arrangement based on an explicit legislative
commitment to exchange domestic currency for a specified foreign currency at a fixed exchange rate, combined
with restrictions on the issuance authority to ensure the fulfillment of its legal obligation.

Conventional peg - for this category the country formally pegs its currency at a fixed rate to another currency
or a basket of currencies, where the basket is formed. There is no commitment to irrevocably keep the parity,
but the exchange rate may fluctuate within narrow margins of less than +195 around a central rate—or the
maximum and minimum values of the spot market exchange rate must remain within a narrow margin of 29§
for at least six months.

Stabilized arrangement - classification as a stabilized arrangement entails a spot market exchange rate that

remains within a margin of 29 for six months or more (with the exception of a specified number of outliers or
step adjustments) and is not floating. The required margin of stability can be met either with respect to a
single currency or a basket of currencies, where the anchor currency or the basket is ascertained or confirmed
using statistical techniques.
Crawling peg - Classification as a crawling peg involves confirmation of the country authorities’ de jure
exchange rate arrangement. The currency is adjusted in small amounts at a fixed rate or in response to
changes in selected quantitative indicators, such as past inflation differentials vis-a-vis major trading partners
or differentials between the inflation target and expected inflation in major trading partners.

Crawl-like arrangement - for classification as a crawl-like arrangement, the exchange rate must remain within
a narrow margin of 29 relative to a statistically identified trend for six months or more (with the exception
of a specified number of outliers), and the exchange rate arrangement cannot be considered as floating.

Pegged exchange rate within hovizontal bands - classification as a pegged exchange rate within horizontal
bands involves confirmation of the country authorities’ de jure exchange rate arrangement. The value of the
currency is maintained within certain margins of fluctuation of at least =19 around a fixed central rate, or
a margin between the maximum and minimum value of the exchange rate that exceeds 29%.

Other managed arrangement - this category is a residual and is used when the exchange rate arrangement
does not meet the criteria for any of the other categories. Arrangements characterized by frequent shifts in
policies may fall into this category.

Floating - A floating exchange rate is largely market determined, without an ascertainable or predictable
path for the rate. Foreign exchange market intervention may be either direct or indirect and serves to
moderate the rate of change and prevent undue fluctuations in the exchange rate, but policies targeting a
specific level of the exchange rate are incompatible with floating.

Free floating - A floating exchange rate can be classified as free floating if intervention occurs only
exceptionally and aims to address disorderly market conditions and if the authorities have provided information
or data confirming that intervention has been limited to at most three instances in the previous six months, each
lasting no more than three business days.

Source: IMF (2011), “Annual Report on Exchange Arrangements and Exchange Restrictions”, Washington, DC:
International Monetary Fund.






