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This article discusses the probability of the creation 
of a credit and monetary union between Russia 

and Belarus. It concentrates on the issues where sig-
nifi cant questions remain, starting with the applicabil-
ity of the theory of optimum currency areas and the 
theory of currency substitution to events in the former 
Soviet Union. Information is also presented on the way 
in which the dialogue between the national central 
banks and the fi scal authorities takes place before 
monetary union in the member states is created. This 
information covers such areas as: 

• the monitoring of domestic economic and fi nancial 
developments

• macroeconomic forecasts

• the defi nition of macroeconomic objectives and in-
formation on macroeconomic policy changes. 

Turning to the monetary issues we ask whether is 
it possible to launch the Russian rouble as a common 
currency for some of the regions and states in the 
former USSR and what are the ways to do so.

In recent years a great deal of attention has been 
directed to the issues of monetary integration between 
the leading European countries and the creation of a 
common currency area with the new members of the 
EU. However, the theory of optimum currency areas 
(OCA)1 and the theory of currency substitution2 focus 
their attention mainly upon well developed western 
market economies and are adjusted to their needs. 
They do not necessarily suit the needs of post-social-
ist (and especially post-soviet) economies. Economic 
science in the East is not always able to operate in the 
Western theoretical and practical manner, and the is-
sue of monetary integration, whilst being a carefully 
studied problem in Western economic analysis, re-

mains unknown in the post-soviet states, even in spite 
of the fact that the discussions about the probability of 
the reintegration of the former Soviet Union’s republics 
have been ongoing for twelve years. The paths to eco-
nomic and monetary integration in post-soviet states 
are extremely complicated as they also lie in the po-
litical sphere and, unfortunately, economic integration 
cannot be conducted without suffi cient political will to 
cooperate, i.e. questions concerning the “quality” and 
“quantity” of political integration and mutual political 
relations in the states of the post-soviet era defi ne the 
fi nal goals of both economic and monetary coopera-
tion.

National Currencies and the Independent States

A number of works have been published in Russian 
economic journals and literature about the problems 
of monetary union between Russia and Belarus, and 
issues relating to general integration. In particular, we 
would like to draw attention to the works of Alimova 
and Idrisov,3 Evstigneev,4 Valovaya and Konstantinov5 
and Tereshenko.6 Unfortunately, there is a lack of work 
with a suffi cient econometric and statistical back-
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No. 5, Dec. 1977, pp. 840-850.

3 T. A l i m o v a , M. I d r i s o v : The problems of currency relations in 
NIS, in: The News of St. Petersburg State University, “Economic” 
series 1995, Vol. 3.

4 V. E v s t i g n e e v : Currency and fi nancial integration in NIS and EU: 
the semantic comparison analysis, Moscow 1997, “Nauka” publish-
ing.

5 T. Va l o v a y a , Y. K o n s t a n t i n o v : The conceptual bases of creat-
ing of the payment union in NIS and ways to currency union, Moscow 
1998, “Russian Academy of Science” publishing.
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ground and the studies mentioned are based mainly 
on theoretical assumptions. Alimova and Idrisov were 
the fi rst to do research in the fi eld of monetary inte-
gration with a special focus upon interstate monetary 
relations in the Newly Independent States (NIS) and 
explored the application of standard OCA theory to 
post-soviet reality. V. Evstigneev focuses his attention 
mainly on the methodological issues of currency inte-
gration. T. Valovaya and Y. Konstantinov investigate 
the general questions of monetary and fi nancial inte-
gration and cooperation in the NIS. But even before 
these works were published the government of the 
Russian Federation announced its own plan for the 
preservation of a rouble area (“rouble zone of a new 
type”) which aimed to keep all the republics within the 
single currency area and which stipulated the way to 
fast internal and external convertibility. 

Nowadays the Russian and Belarus economies 
are ranked as one of the most developed integration 
groups within the former Soviet Union (excl. the Baltic 
republics) and convergence efforts by the national au-
thorities include legislation, the economic and political 
environment, and the voting system. In a sense, the 
case of Russian-Belarus relations is an exception in 
the post-soviet context because the initial divergence 
between these states was not as great as in other 
cases. However, it is necessary to draw attention to 
the fact that the integration processes are not still far 
from their starting-point – not even a complete free 
trade area has been established as yet, but in 1992-
1993 in several top level meetings both sides decided 
to launch “a new currency” as a common (or single) 
currency for the proposed Russian-Belarus monetary 
union.7 Actually, even today, although they have de-
clared the transition to economic and monetary union, 
both states have not quite decided what this involves: 
the launching of a new common currency or the dec-
laration of the Russian rouble as the offi cial means of 
payment in Belarus. At the same time it is not clear 
– neither at the academic nor at the political level 
– whether this means a common state something like 
the former Soviet Union or an economic union with 
totally independent member states.

All the above-mentioned issues pose a number of 
important questions which need to be discussed be-

fore launching the single (or common) currency. First 
of all, what is the general economic reason for these 
countries to create a monetary union? What costs will 
each country bear and what are the economic benefi ts 
from creating a common currency area in this case? 
What will be the initial exchange rate between the 
national currencies and what will be its behaviour in 
the short, medium and long run? Is it better for both 
countries to remain individual monetary players? In 
the latter case the problem of independent monetary 
policies for each state has to be studied, as there is no 
evidence that a unifi ed monetary policy will suit their 
needs better than two independent ones.8

Belarus, whose economy is relatively small, clearly 
cannot operate an independent economic policy as 
the optimal framework largely depends on the exter-
nal environment, and on external shocks in particular. 
Unfortunately, neither Belarus nor Russia can fi nd 
a “reasonable” explanation for creating the union 
– grounds such as the reduction in the transaction 
costs of exchanging currency, the reduction of ex-
change risk (which leads to greater investment and 
trade and to lower risk premiums) are so negligible 
that they should not be considered very seriously. First 
of all, the exchange costs are not so important for the 
Russian side because Belarus is not its leading trade 
partner. Second, the monetary substitution (which is 
the most probable path of future development) will 
not lead to greater investment and trade between the 
states unless Belarus becomes totally open to Russia 
and closed to the rest of the world. Third, Belarus has 
no opportunity to increase its trade with the rest of the 
world nowadays because of its very limited access to 
international markets. Fourth, the security and loan 
markets are almost closed for Belarus because of its 
unpredictable economic policy, but Russian invest-
ments are not a panacea which could resolve the 
problem.

Nowadays, neither the Russian nor the Belarus gov-
ernment is trying to promote nation-wide discussions 
about the costs and benefi ts of monetary unifi cation 
and have largely neglected the huge structural dispari-
ties in the economic development of the two states. 
The problem is that Mundell’s theory is just a “core 
theory” which can be adopted to the contemporary 
situation, and it could be said that the proposed 
unifi cation meets the OCA conditions.9 The theory 
of currency substitution gives us the opportunity to 
look at the problem from an economic point of view: 
interstate monetary arrangements are widely explored 

6 A. Te re s h e n k o : Launching a common currency in the union: the 
assessment, in: Bank Bulletin Magazine (Belarus), September 2002, 
Vol. 25 (210), pp. 5-13.

7 See, for instance, the agreement of 8 September 1993, “On integra-
tion of the monetary systems of Belarus and the Russian Federation”, 
and the agreement of 12 April 1994, “On integration of the monetary 
systems of Belarus and the Russian Federation and the conditions 
of functioning the common monetary system”, in: “Garant” law da-
tabase.

8 That is what we can see in P. M i n f o rd , A. R a s t o g i : The Price of 
EMU, in: R. D o r n b u s c h , R. L a y a rd  (eds.): Britain and EMU, Cen-
tre for Economic Performance, LSE, London 1990, pp. 47-81.



Intereconomics, January/February 2004

MONETARY INTEGRATION

31

in the literature and the only thing we need to do is to 
adopt such studies to the contemporary needs of both 
states. But as experience in Western Europe demon-
strates, “... economic criteria (to be) are secondary to 
political factors. Although the individual members of 
EMU are separate political entities, monetary union 
is likely to be feasible only if part of a larger political 
calculus. History has shown that successful monetary 
unions have been successful political unions ...”10

Economic Conditions Before Joining the Monetary 
Union

One of the issues is the problem of monetary co-
ordination between the states which are about to 
create a monetary union, as the goal of monetary co-
ordination is to harmonise the activity of the monetary 
authorities at the initial stages in order to accelerate 
and generate convergence in the future. There is noth-
ing similar to the European Stability and Growth Pact 
between Russia and Belarus, and each republic is still 
trying to obtain the benefi ts from internal coordination 
between their monetary and their fi scal authorities but 
not from mutual cooperation at the interstate level. 
The problem is that it is diffi cult to fi nd a balance of 
interests of all the parties involved, as each of them is 
used to applying its own methods and instruments, ir-
respective of their partner’s goals. Generally speaking, 
coordination may be taken to mean any of the follow-
ing situations: 

• exchange of information between the policymakers

• mutual acknowledgement of the existence and 
probable behaviour of the other policymaker 

• joint decision-making by the policymakers

• agreement between the authorities on a sequence of 
moves.

Furthermore, the governments of Russia and Bela-
rus are in the process of negotiations on the interstate 
bank, which would be in charge of a common mon-
etary policy for the union, but these negotiations are 
unsatisfactory because Belarus is simply unable to 
play an adequate role in the policy of the Central Bank 
of Russia. Nowadays Belarus is insisting on equal 
weights for both sides in the “common central bank” 
(and even on its share of seignorage from money 
emission) but Russia is not ready to delegate part of 
its rights to the foreign party for free (some Russian 

regions are much larger than Belarus, but they have no 
rights in the voting process on the board of directors 
of the Central bank of Russia).11

The problem is that there is no point in examining 
interstate coordination processes using the theory of 
optimal currency areas (with its special focus upon 
countries), but that it would be better to use classi-
cal OCA theory together with interregional analyses 
(89 Russian and 6 Belarus regions). In this case the 
average result would be more precise (nowadays 
Moscow produces approx. 21% of Russian GDP, but 
its population is less than 7% of the total population 
of Russia). It can be suggested restructuring the Rus-
sian central bank system, which consisted of 89 local 
central bank branches, and creating 8-10 “big bank-
ing regions” with the local central bank branch at the 
head. And after that the Russian and Belarus central 
bank system could create the Union reserve system, 
consisting not of the Central Bank of Russia and the 
National Bank of Belarus but of the local “big regional 
central bank branches”. No one bank would be re-
quired to share its seignorage with the other central 
bank and the income from money emission would go 
directly to the state budget. Second, neither Russia 
nor Belarus would lose its central bank independence 
as the system would work on the principles of the re-
serve system. Third, this form of management would 
improve monetary and fi scal coordination as each 
member of the reserve system would become more 
sensitive to external and internal shocks. Fourthly, the 
factor markets (labour market, fi nancial markets etc.) 
could improve their fl exibility and this would lead to 
less infl ation and more profi ts for both fi rms and the 
states. These features would mean that monetary and 
fi scal policy coordination would occur through the 
union reserve system taking fi scal policy into account 
as an element of the environment in which monetary 
policy operated. And fi nally, this scheme would be 
very open to other potential member states like Ka-
zakhstan, Ukraine and Kyrgyzstan as it would not lead 
to huge structural disparities, neither in the fi scal nor 
in the monetary spheres, but would be very sensitive 
to market requirements (in terms of infl ation target-
ing, money demand and supply etc.) Furthermore, the 
taxation systems of the member states could also be 
changed in the same way, as cooperation and coor-
dination would be made possible in a better way and 
would lead to extra benefi ts. 

9 However the monetary union cannot be created if the countries only 
meet the standard criteria and that is why there are a lot of proposals 
to create a monetary union between different states but these studies 
cannot be put into practice for political reasons.

10 George S. Ta v l a s : Monetary Union in Europe, in: Submissions on 
EMU from Leading Economists, London 2003, available at www.hm-
treasury.gov.uk.

11 A lot of countries around the globe use the American dollar as an of-
fi cial (and unoffi cial) means of payment and a lot of international trade 
contracts are clinched in this currency, but neither the government nor 
the Federal Reserve Board of the USA are trying to sign an offi cial 
agreement with any other country with the purpose of guaranteeing 
any losses which can occur in the case of devaluation of the dollar!
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Key features of the operational framework for the 
conducting of monetary and fi scal policy should in-
clude the following. 

• The Union reserve system, as the monetary author-
ity, should have operational independence to pursue 
its statutorily imposed goal of price stability.

• The system, therefore, would be required to respond 
to developments in the economy – including chang-
es in fi scal policy – that have material implications 
for the achievement of the price stability target.

• Most major discretionary changes in fi scal policy 
should be announced well in advance, which would 
generally provide enough time for the system to fac-
tor them into its macroeconomic assessments and 
monetary policy settings. 

Leaving the formal analysis to be developed, we 
may say that in practice there is a natural solution 
to this question: the policy process underlying fi scal 
decisions is by its nature lengthy and complex and 
cannot be reverted once decisions reach the stage of 
implementation; on the contrary, the process underly-
ing the monetary policy decisions can be implemented 
in a very short time. Hence, fi scal authorities will domi-
nate as leaders in a Stackelberg equilibrium with the 
central bankers.

It has to be mentioned that despite the attempts by 
the National Bank of Belarus to run an infl ation target-
ing policy (or something similar to infl ation targeting) 
the latter seems to be very ineffi cient as it allows the 
authorities to stabilise only nominal output and nomi-
nal market fl exibility while the real data remains un-
changed or is even becoming worse. At the same time 
the justifi cation for monetary targeting is that, if there 
is a stable relationship between the stock of money in 
the economy and the total value of money spending, 
then a choice of interest rate which keeps the stock of 
money growing at a particular rate will deliver the same 
rate of growth of money spending. If, furthermore, the 
volume of economic activity is reasonably stable, then 
the stable growth of money spending will deliver a 
reasonably stable rate of infl ation. Furthermore, Be-
larus receives credits from Russia on a regular basis 
with the goal of stabilising the monetary system of 
the country, and these quasi-credits will never return 
to Russia because they are used as a kind of fi nancial 
support for the republican social system.

High Price of Monetary Union

The discussion of the prospects of Russian-Belarus 
monetary union which began after the signing of the 
respective agreements raised the awareness of the 

fact that the price for economic and monetary unifi ca-
tion will be rather high, will drag on for years and bring 
both new gains and losses. 

• First of all, it must be admitted that the governments’ 
initial plans for the possibility of currency union with-
out increasing the tax burden have turned out to be 
unrealisable. However, the tax increase can be justi-
fi ed because from the fi nancial and economic points 
of view it must be admitted that attempting to solve 
the problems by increasing the state debt is fraught 
with considerable risk. The taxes which will be used 
for the implementation of important economic pro-
grammes will have an effect which will subsequently 
reduce the tax burden, but no one can disregard 
the fact that the tax increase may be fraught with 
the most dangerous method of covering the union 
budget defi cit – the slowdown of the rate of econom-
ic growth. Therefore, the introduction of new taxes 
should be considered not only from the point of view 
of current needs but also from the perspective of fu-
ture economic results. 

• Secondly, the possibilities of increasing the state 
debt of the union are not exhausted. Of course, 
covering expenses by state borrowing and thereby 
increasing the state debt is inevitable, but this 
strategy will not have any economic justifi cation in 
the future perspective. The increase of the share of 
state debt in the all-union GNP will be economically 
defensible if the borrowings are used for profi table 
“future investments” and the growth in borrowing 
is compensated for by a reduction in other areas. 
The increase in state debt will entail the increase 
of interest payments that will probably be covered 
by tax increases and a reduction in social spend-
ing. In turn the increase in loan interest will cause 
a reduction in investment as it will make investment 
in state bonds more profi table. The central conten-
tion of supply-side economics is that a high level of 
taxation has a negative effect on economic perform-
ance. The so-called inverted Haavelmo effect can 
be seen as a theoretical and empirical foundation 
for the implementation of supply-side policies. The 
inverted Haavelmo effect refers to the occurrence 
of a negative balanced-budget multiplier instead of 
a positive one. The result of an expanding public 
sector, fi nanced by extra taxes and/or social secu-
rity contributions, will be a lower rate of economic 
growth and less employment than in the absence of 
such expansion.

Understanding the advantages and disadvantages 
of economic and monetary union requires the re-
calculation of costs – in the current, short-term and 
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long-term dimensions. Thus, for example, the social 
costs in Belarus will burden the budget and in spite 
of the fi nancial support from Russia such expendi-
tures will not allow an improvement in the position of 
companies. On the contrary, the investment costs will 
promote the aligning of infrastructure development 
and should be fi nanced from both states in different 
proportions. However, it seems that having chosen the 
easiest road to economic unifi cation, neither Russia 
nor Belarus have estimated the real fi nancial require-
ments of forming the “live” monetary and economic 
union and solving any problems that may arise. One 
possible scenario is that the differences in economic 
structures (and as a result, their reaction to external 
shocks) will reverse convergence and even isolate the 
national economies from each other in spite of the de-
clared aspiration of integration and cooperation.

Consequences of Asymmetry

All the aforementioned, however, mostly concerns 
the fi nancial needs of common economic integra-
tion, but not the creating of a monetary union. And 
the problem is not only that this requires the separa-
tion of the costs for economic and monetary integra-
tion but that the Russian and Belarus economies are 
asymmetric (or asymmetrically dependent), which 
means that even the states whose economic cycles 
are quite close to each other can face certain differ-
ences in the synchronisation of their monetary or fi s-
cal cycles. “Asymmetrically dependent economies” 
can be defi ned as a certain economic entity in which 
each element behaves according to its own economic 
laws (asymmetry) but at the same time changes in 
one country have “knock-on” effects inside the other, 
when according to the optimum currency area studies 
the member states of a common currency area should 
have symmetry. The forecasts of the evolution of mon-
etary union and the determination of the economic 
effect are accomplished by the use of two-country 
econometric models, for example the model by Col-
lard and Dellas,12 who demonstrated the asymmetry 
of the state’s economic development upon adoption 
of a common currency. Tailor13 and Mitchell14 deter-
mined the correlation between the supply of common 
currency and the wage level. These models allow the 
determining of the infl uence of “residual” asymmetries 
on the whole process of economic integration and the 
choosing of the types of asymmetry which have a ma-
jor infl uence upon convergence (non-convergence) of 
the different economies.

The consequences of asymmetry may be found in 
different economic spheres of a monetary union. 

• They are found in the interest-rate elasticity of the 
demand/supply of the common currency in different 
countries. The determining points are the structure 
of the economy, the ratios of consumption and sav-
ings etc.

• Thus all the models consider the elasticity of money 
supply and money demand in the short run only for 
their infl uence on the exchange rate and neglect any 
other role they may have. It is obvious that the inter-
est-rate elasticity of the money supply and demand 
affects the effi ciency of implementation of monetary 
policy as a whole (because, for instance, of asym-
metric responses to common monetary shocks). 
Some calculations show that initially, upon the in-
troduction of the common currency, the integration 
group must not be regarded as an optimal currency 
area and that such costs of incompleteness are the 
price of the common monetary policy in a world of 
asymmetric economies. 

• If monetary policy is geared towards an exchange-
rate goal when there are different elasticities of 
money supply and demand in the member states, 
this may result in a considerable destabilisation of 
the business cycle. Thus, if there is asymmetry of 
the economic structures inside the union, the imple-
mentation of the common monetary policy may not 
always create a stable monetary zone. 

• The most economically powerful state of the union 
(anchor country) is always more prone to defl ation-
ary processes than to infl ationary ones. This is an 
effect of the common monetary policy. And in this 
case the possibilities of overcoming the peculiarities 
of economic development by some form of mon-
etary policy autonomy for member states’ central 
banks are strictly limited. 

• Asymmetry has consequences for the labour mar-
kets when: wages rates and prices are slow to ad-
just; price infl exibility means the market does not 
clear; the goals of budgetary consolidation are in 
confl ict with the wage policy; there is an asymmetry 
of effi ciency of assets in the economy. The common 
market leads to the synchronisation of the activity of 
different economic agents.

12 F. C o l l a rd , H. D e l l a s : Exchange rate systems and macroeco-
nomic stability, in: Journal of Monetary Economics, Vol. 49, No. 3, 
April 2002, pp. 571-599.

13 J. Ta y l o r : Macroeconomic Policy and a World Economy, New York 
1993, Norton and Co.

14 P. M i t c h e l l , J. S a u l t , P. S m i t h , K. Wa l l i s : Comparing Global 
Economic Models, in: Economic Modelling, Vol. 15, 1998, pp. 1-48.
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In the long run, if states at very different levels of 
economic development use a common currency there 
will be a need for convergence, and there will be in-
ter-regional fi nancial transfers: those are the reasons 
why the states must analyse pro and contra before 
launching a new common currency or joining the 
existing common currency area. Unfortunately, in the 
Russian-Belarus case the question to be discussed is 
not so obvious because neither the theory of general 
macroeconomic equilibrium nor Stackelberg studies 
say anything about multistage coordination, and it 
could be assumed that there is no sense in coordinat-
ing current activity between the states because of the 
countries’ different economic weights. (Russian GDP 
is approximately 20 times as large as Belarus GDP). 
But coordination policy will let the authorities reduce 
unifi cation costs and increase the benefi ts, without 
which the formation would simply collapse in the fu-
ture.

Both economies can be described with certainty 
as “open” but the different degrees of “openness” are 
worth noting. And the big difference in openness is the 
value of the common “residual” asymmetry that yields 
to quantitative and qualitative interpretation. One of 
the possible methods of calculation of the “correction 
factors” is the determination of the different effects 
of the infl uence of the monetary policy instruments 
on the economies of the integrating countries. The 
minimisation of the “residual” asymmetries in the 
credit and monetary union depends on the choice of 
the economic procedure for integration (either by mar-
ket conditions or by means of centralised planning). 
However, in the Russian-Belarus case a mixed ap-
proach may be applied. Nevertheless, the necessary 
condition for this to happen is that both states adopt 
a coordinated policy to substitute the Russian rouble 
for the Belarus rouble and the establishment of free 
market prices in most cases. This, coupled with other 
policies, will help to produce economic convergence 
throughout the entire territory. Nowadays there are 
different views on the question and different estima-
tions of the economic starting positions – from the 
exaggeratedly negative to the extremely optimistic 
with the consensus on a “middle way” point of view 
somewhere between the two extremes. However, all 
authors are confronted with the problem of asymme-
try because there is a lack of evidence and research 
on the development of the most important economic 
indicators, such as economic growth, real productivity, 
unemployment rates etc. Nevertheless, it may be sug-
gested that the level of unemployment will rise in the 
transition period and, due to “catching up”, the Bela-
rus average wage will rise to Russian levels and the 

attractiveness of investment in Belarus will be higher, 
and thus the interest rate will increase and the export 
of Belarus capital to Russia will be reduced, through a 
process of factor price equalisation.

Even if the above-mentioned reconstruction of the 
integration processes as a regular evolution from the 
“simple” forms to “complex” ones is convincing, it is 
predominantly so by force of habit. One form of in-
tegration inevitably puts the whole system, including 
monetary, fi nancial and other aspects, on the agenda: 
moreover, trade integration (“common market”) logi-
cally demands the convergence of fi nancial and other 
parameters of macroeconomic policy (in other words 
all that is usually considered to be a higher degree of 
integration) as its preliminary condition. Of course, 
many arguments can be developed in favour of the 
opposite point of view. If there is no market structure 
which can cause the convergence of factor prices and 
promote mutual intra-sector trade, and meanwhile the 
monetary system has been integrated to a consider-
able degree, any changes in the money supply in the 
joint monetary and fi nancial market will cause asym-
metric effects in the member countries. That means 
that the countries where the production of tradables is 
relatively capital-intensive will experience a more un-
favourable effect than those where this is the case for 
non-tradables; therefore monetary integration seems 
to be impossible until trade integration is fully com-
plete. In real life, these conditions for convergence are 
unlikely to be satisfi ed, but this discussion highlights 
the fact that in the extreme case the choice in favour 
of integration is made under conditions of uncertainty 
and, therefore, needs some additional information.

Entry Exchange-rate Mechanism

Models of purchasing power parity, or the Balassa-
Samuelson hypothesis, naturally lend themselves 
to the exercise of determining whether a currency 
is “overvalued” or “undervalued” (furthermore, one 
implication of the Balassa-Samuelson hypothesis is 
that the standard practice of measuring misalignments 
as deviations from linear trends is likely to provide 
inappropriate conclusions). A long-run relationship 
between exchange rates and relative prices exists 
for all currencies with respect to at least one special 
reference currency or price defl ator. A large number 
of works (see for instance Svensson, McKallum etc.15) 
have sought to characterise the adjustment of the 
real exchange rate towards its long-run value. Usu-
ally, the long-run real exchange rate is thought to be 

15 L.E.O. S v e n s s o n : Open-Economy Infl ation Targeting, in: Journal 
of International Economics, February 2000, Vol. 50, No. 1, pp.155-183; 
B. M c C a l l u m , E. N e l s o n : Monetary policy for an open economy: 
an alternative framework with optimizing agents and sticky prices, in: 
Oxford Review of Economic Policy, Vol. 16, No. 4, pp. 74 – 91.
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that which equates the prices of identical baskets of 
consumer goods in different countries, when these 
are expressed in terms of a common currency. The 
problem arises from the fact that the adjustment takes 
longer than can be rationalised by sticky prices. The 
econometric results reveal considerable evidence for 
the hypothesis that market imperfection is associated 
with the high persistence of deviations from purchas-
ing power parity (such imperfections depend on a 
large number of factors, such as the development of 
market structures, fi scal and monetary restrictions, 
trade legislation etc.)

A critical element in creating a common currency 
area between different states is the defi ning of an ap-
propriate exchange rate at which the states are ready 
to enter the monetary union. The problem is that no-
one knows what the equilibrium exchange rate is and 
what the appropriate time to fi x an exchange rate ir-
revocably against the neighbour currency will be – the 
band may be as wide as it can be narrow, so the deci-
sion to fi x or peg it will infl uence the future economic 
development in each of the countries concerned. (In 
the case of Russia and Belarus one further problem 
is that Belarus has already fi xed its exchange rate ir-
revocably against the rouble, but has not adjusted its 
fi nancial and market structures to the Russian ones.) 
Meanwhile, some macroeconomic models (Minford 
et al.16) could be used to estimate the equilibrium ex-
change rate, but we should mention that these models 
are very sensitive to key assumptions, such as how 
large a current account defi cit is or what the general 
economic expectancies are. The problem is that any 
junction of the monetary and credit systems could 
create monetary union but will not form the optimal 
currency area. The analysis found that adopting a 
fi xed exchange-rate system does not necessarily lead 
to more trade. In a simple benchmark model with dif-
ferent preferences and only monetary shocks, trade 
is unaffected by the exchange-rate system, which is 
consistent with most of the evidence. Furthermore, 
for both trade and welfare a comparison across ex-
change-rate systems depends crucially on how each 
system is implemented, as the determinants of trade 
differ from the determinants of welfare: 

• more trade does not always correspond to higher 
welfare;

• trade is higher under one exchange-rate system, 
while welfare is higher under the other.

Nowadays the disparities between the offi cial and 
actual infl ation rates in Belarus are quite high, and they 
also affect the divergence between the actual and of-

fi cial purchasing power parity of the Belarus rouble. It 
may seem very strange, but the aim of the republican 
authorities is to adjust (or to equalise) the offi cial PPP 
of the Russian and Belarus currencies. This would be 
a solution which would allow them to defi ne an ex-
change rate between the two currencies. But purchas-
ing power parity is independent of the exchange rate. 
(There is no point in price comparing as the labour 
productivity, for instance, can differ from country to 
country just because of the difference in the technolo-
gies used. That is also the reason why the deviation 
between purchasing power parity and the exchange 
rate in less developed countries is usually higher than 
in well developed ones). It is worth considering this 
point as there is a large discrepancy to date between 
the PPP and the actual exchange rate of the Belarus 
rouble to the Russian rouble. The standard ratio “ex-
change rate / PPP” for developing countries is usually 
within the range of 2.5-3, but in the case of Belarus we 
observe 5-7.5 (the higher fi gure is the production as-
sets bound of PPP). Such a situation is unacceptable 
as this imbalance puts the brakes on economic de-
velopment (the country cannot implement the invest-
ment programmes aimed at the establishment and 
development of its economy due to the exchange-rate 
disparities, which distort the price of imported capital 
goods and make it more profi table to invest in the old 
enterprises and build up production on their base than 
to start new ones with expensive foreign capital). Al-
though the divergence “exchange rate / PPP” is not an 
exclusive problem of the Belarus economy (in Russia 
such a problem is no less urgent) once the decision in 
favour of currency substitution has been taken, Bela-
rus will become the centre of infl ation for the common 
monetary area (in other words, the underestimation 
of productive assets in Belarus will require intensive 
investments so as to equalise the prices of productive 
assets in both countries, and there are no guarantees 
that these investments will stay in Belarus and not re-
turn to Russia).

Conclusion

There is a supposition that the development of the 
interstate integration processes both “in breadth” and 
“deep down” brings the participating countries to the 
same end-point. In practice, however, every stage of 
integration generates a threshold situation which is 
notable for its fundamental uncertainty and within the 
bounds of which the immediate economic incentives 
for further integration may stop operating or even be-
come disincentives. These results are also observed 
during the transition from trade integration to monetary 
integration. Following this logic, after the integration of 
the commodity and fi nancial markets, monetary union 
may turn out to be not closer but further away.16 P. M i n f o rd , A. R a s t o g i , op. cit.


