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Central Asia: Kazakhstan, the Kyrgyz 
Republic and Tajikistan

Vorführender
Präsentationsnotizen
This study investigates the importance of currency substitution in a group of transition economies in Central Asia and estimates the degree of substitutability between domestic currency and foreign currency in these economies. This empirical analysis contributes to understanding of economic importance of currency substitution in three economies - Kazakhstan, the Kyrgyz Republic and Tajikistan. The countries in Central Asia have experienced important structural socioeconomic and political transformation related to demolition of the old administrative systems and building institutions of the free market. Implementing principles of the market economy required economic liberalization, including price liberalization and gradual capital markets decontrol. Price liberalization had resulted in an accelerated pace of inflation and rapid depreciation of newly introduced national currencies. Weak positions of domestic legal tenders and their decreasing purchasing power had led to a flight from national money and an increase in foreign currency holdings by residents.



Recent economic developments in
Central Asia (before the crisis)

• macroeconomic stability: stable prices and
exchange rates 

• rapid economic growth
• growing foreign capital inflows: foreign direct

investments, crossborder interbank and intrabank
lending (Kazakhstan)

• growing amount of remittances inflows (Tajikistan, 
Kyrgyzstan)

Vorführender
Präsentationsnotizen
The countries have managed to stabilize prices and exchange rates. There is however an important inflow of foreign capital and foreign exchange in the region. These inflows contribute to non-declining tendency in the levels of dollarization and currency substitution.



Currency Substitution vs. Dollarization

Money: 
• medium of exchange 

• unit of account 
• store of value

Currency substitution: 
foreign currency 
used as medium 
of exchange and 

unit of account

Dollarization 
(asset substitution): 

foreign currency 
used as a store of value  

Vorführender
Präsentationsnotizen
What is dollarization and currency substitution? The problem of currency substitution and dollarization has been extensively studied in economic literature. In the literature authors make a distinction between dollarization and currency substitution. Currency substitution describes a situation when a foreign currency is used by local agents for different transactions, i.e. foreign currency is used as a medium of exchange. Dollarization usually describes a situation when agents use foreign currency as a store of value and a unit of account. In this study, no formal distinction is made between dollarization and currency substitution since these two phenomena are interconnected and correlated in these countries. 



Dollarization Index: DI = FCD / TD
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Vorführender
Präsentationsnotizen
Here is the dollarization index for the three countries. It is computed as a ratio between foreign currency denominated deposits and total deposits. 



Why Do People Hold
Foreign Currency in Central Asia?

• Memory of macroeconomic instability in the 1990s

• Civil war in Tajikistan until 1997; actual stabilization has 
started in 1999 – 2000

• Political instability in Kyrgyzstan in 2005

• Tajikistan and the Kyrgyz Republic are the poorest 
economies among the former Soviet Union republics

• Underdeveloped financial markets, low confidence in 
local banks

• Instability of inflation, exchange rates due to recent 
financial crisis

Vorführender
Präsentationsnotizen
Some factors that affect people’s decision to hold foreign currency: perception of the domestic currency as an unstable currency, trust to foreign currency (usually U.S. dollar), no financial instruments of saving, low trust to local banks, etc.



The Model
Residents are assumed:
• to get an endowment every period, receive a lump sum 

transfer from the government and keep some money 
from the last period

• to derive utility from consumption of goods and holding 
money (Imrohoroglu 1994, Verbetski&Friedman 2001, 
Selcuk 2006) 

• to diversify money holdings through holding both 
domestic and foreign money

Government:
• prints money and earns seigniorage 
• rebates seigniorage revenue to the public as a lump sum 

transfer

Vorführender
Präsentationsnotizen
The model is rather simple and needs making important assumptions about the motivation to hold foreign currency. Residents hold foreign money as they try to hedge their liquidity holdings from inflation and exchange rate depreciation. Foreign economy is assumed to be stable, while in domestic economy inflation rate can increase. The only optimization problem is the representative household’s maximization of utility. The optimality conditions are used as the estimated equations. Empirical estimation is performed using Generalized Method of Moments.  



Dollarization (currency substitution) 
parameters in the model

The parameters of interest are:

• the share of foreign money in providing utility, or 
efficiency of foreign currency in providing 
liquidity services (0 ≤ α ≤ 1)

• degree of substitution between domestic and 
foreign money (s > 0)

Vorführender
Präsentationsnotizen
Two parameters of interest that reflect efficiency of foreign currency and relate to the actual share of dollar holdings, and elasticity of substitution or ability of residents to easily exchange between local and foreign currency and use them for transactions.



Empirical Results
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Vorführender
Präsentationsnotizen
The estimation of the model gives the following results. The share of foreign currency in providing liquidity services is more than 0.5 in most of the cases and elasticity of substitution between the currencies is more than 0. These results imply that the currencies are substitutes and foreign currency is equally efficient or sometimes more efficient than domestic currency in serving monetary transactions.



Seigniorage Revenue in a Dollarized 
Economy

Seigniorage/GDP (in %)
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Vorführender
Präsentationsnotizen
Dollarization and especially currency substitution affect the ability of governments to earn seigniorage. The model allows deriving implications of currency substitution for the seigniorage revenue. If dollarization is 0, then higher inflation rate in home country will increase seigniorage revenues of the central banks. However, if residents have access to dollars, they will tend to switch from domestic currency to foreign currency at a certain level of inflation. It can be seen in the graph. The red line depicts the situation when no dollarization is present, or households do not hold any foreign currency. The blue line reflects the case when households start to get rid of domestic currency in favor of holding foreign money because foreign country is stable.  



Dollarization: how costly is it ?

Welfare gain/GDP (in %)
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Vorführender
Präsentationsnotizen
The welfare implications of dollarization are not straightforward. Here, changes in welfare are analyzed through consumption compensation. If more dollarization decreases households’ utility, then how much of additional consumption to give to these households to bring them back to initial level of utility. Interestingly, consumption compensation was found to be negative, meaning that dollarization in fact brings gain. These results are under assumption that foreign economy is stable and there is no inflation, while domestic economy is unstable and also perceived so by residents. The blue line in the graph shows that an increase in domestic inflation will make households better off if they increase their dollar holdings from 0.5 to 0.6. The red line is presented just as an example when foreign economy suffers inflation of 5 %. In this case, holding dollars when domestic inflation is lower than abroad, can be costly. Otherwise, more stable foreign economy and volatile domestic currency increase households’ welfare if the latter switch to foreign currency.  



Concluding remarks
• Currency substitution and dollarization have reached high 

levels in Central Asia

• Foreign currency is efficient in terms of providing liquidity 
services and has an important share in money holdings of 
residents

• Monetary authorities lose seigniorage revenue when
dollarization is present due to substitution of domestic currency 
by foreign currency

• Holding foreign currency can be beneficial due to comparative 
stability of the foreign currency and households’ perception 
about efficiency of foreign currency  

• Policy questions: should countries de-dollarize?   

Vorführender
Präsentationsnotizen
Concluding remarks are as stated. 


