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PROSPECTS FOR MONETARY INTEGRATION
IN THE EURASIAN ECONOMIC UNION

The article reveals the features and prospects of monetary and financial integration within the
Eurasian Economic Union. The article highlights the negative aspects, which hinder monetary
integration and ways to overcome those. The aim of the study is to identify the degree of readiness of
the participating countries to introduce a single currency, as well as the benefits and costs they may
face. The object of the research is the Eurasian Economic Union (EAEU), the main economies of which
are characterized by raw materials specialization. Research methodology. Theoretical model explains
the change in commodity prices that will arise after the introduction of a single currency. The model
assumes that export prices will decline after the introduction of a single currency due to the absence of
currency risk. Then the volume of exports will increase, but the negative side is that it can bring
additional competition to local companies. In empirical part of the study, an attempt was made to
quantify the value of currency risk, which is currently present in trade between Russia and Kazakhstan,
the largest economies of EAEU. Empirical studies were conducted through OLS regression, as a result
of which currency risk was estimated. The practical significance lies in the fact that in the case of the
creation of a monetary union on the territory of the EAEU, we can expect a decrease in prices up to
10%, due to the exclusion of currency risk. However, this does not compensate for the negative
consequences for the economies. The results of the study lead to the conclusion that due to the lack of
basic prerequisites for monetary and financial integration, the introduction of a single currency will not
accelerate the development of national economies, but rather create additional risks.

Key words: currency integration, EAEU, monetary policy, currency union, exchange risk,
internationalization, national currency, common currency.
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EypasusiAblK, 3KOHOMMKAADBIK, OAAKTaFbl BAaAIOTAAbIK, MHTErpaLLMSIHbIH, KeAeLleri

Makanapa Eypasusiabik, SKOHOMUKAABIK, OAAK, LIEHOEPIHAETT BAAIOTAABIK-KAPXKbIABIK, OipIKTIPYAiH
epekLIeAiKTepi allblAFaH. BaAloTaAbIK-KapXKbIAbIK, GipiKTipyre KeaAepri KeATIpeTiH KeAEHCi3 caAaap
MEH OAapAbl €HCepy >OAAApbl alkblHAAAFAH. 3epTTeyAiH MakcaTbl — KaTbICyLUbl-MeMAeKeTTep
GipblHFal BaAIOTaHbl €Hri3yre AaibIHABIFbIHbIH AEHreiliH, oAap namaa GOAybl MYMKIH MamAa MeH
WbIFbIHAQP aHbIKTay. 3epTTey HbiCaHbl — Eypasmsablk, s3koHOMMKaAbIK, oaak, (EADO). EADO iwiHae
GipiKTIpYAIH Heri3ri maceAeAepiHiH 6ipi — Herisri KaTbICyLibl-MEMAEKETTEP 3KOHOMMKaAAPbIHbIH,
lMKi3aT OarbiTbiHAQ OGOAYbI. 3epTTeyAiH dAicTemeci. YCbIHbIAFAH TEOPETMKaAbIK, YATi GipblHFai
BaAlOTa EHri3iAreH COH naiaa 6GOAaTMbIH LLMKI3aT TayapAapblHa AereH 0OaraAapAblH  ©3repyiH
TyCiHAiIpeAi. YAri GipbiHFai BaAlOTa eHri3iAreH COH, BaAIOTAAbIK, ToyeKeAAiH 6GoAMaybiHa GaiAAHbICTbI
3KCMOPTTbIK, 6aFrarap TemMeHAenAl aen 6oaxanabl. COA Ke3Ae IKCMOPTThbIH, KOAEMI YAFasTbiH 60AaAbI,
AEreHMEH MyHbIH KEAEHCI3 >KafFbl >KEPriAiKTi KOMMaHMSAApAblH, KOCbIMLIA OaCceKeAecTiriHe oKer
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COKTbIPYbl MYMKiH. 3epTTeyAiH 3MMMPUKaAblK, OOAIrNHAE BaAlOTAAbIK, TOYEKEA LAMaCbiH CaHAbIK,
Garanay opekeTi >KacaaraH. byA Kasipri yakbITTa OCbl OAAKTbIH €H ipi 3KOHOMMKaAapbl GOAbIM
caHaaatbiH Pecern MeH KasakcTaH apacbiHAaFbl cayAa-catTbikta 6Gap. OLS perpeccuscbiHbiH,
KOMEriMeH 3MIMPUKAAbIK, 3€PTTeY >KYPri3iAin, OHbIH HOTMXECIHAE BAAIOTAAbIK ToyeKeA OaraAaHAbl.
3epTTeyaiH npakTUKaAblK MaHbi3bl, EADO KaTbICyLLbI-MEMAEKETTEPAIH ayMafFblHAQ BAaAOTAAbIK, OAAK,
KYPbIAFAH >KaFAaMAa BaAlOTaAAbIK, TOYEKEAAI aAbil TacTay HaTuKeciHAe 6GaranapabliH 10% AeniH
TOMEHAEYIH KyTe aAambl3. AAarmaa OyA SKOHOMMKAAAp YLIIH KEAEHCI3 CarAapAbl eTemenai. 3eptrey
HOTUXKEAEPI BaAIOTAAbIK-KAPXKbIAbIK, OipIKTipyre Herisri aAfbllLapTTapAblH O0AMaybiHa OaAaHbICTbI
GipblHFali BaAlOTaHbl €Hri3y —  YATTbIK, 3KOHOMMKAAApPAbIH AAMYbIH >KEAEAAETNENAI, KepiciHie
KOCbIMLLIA TYEKEAAED TYAbIPAAbI.

Tyiiin ce3aep: BaAloTaAblk MHTerpaumscbl, EADO, aklua-KpeAMT casicaTbl, BaAlOTaAbIK, OAQK,
BAAIOTAAbIK, TOYEKEA, MUHTEPHALIMOHAAAAHABIPY, YATTBIK aKlla eAlemi, 6ipbiHFali BaAloTa.
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[MepcnekTHBbI BAAOTHOM MHTerpaumu B EBpa3miickom sSKOHOMHUYECKOM Coro3e

B cratbe packpbiBalOTCS OCOGEHHOCTM M MEPCrNeKTUBbI BAAOTHO-(OMHAHCOBOM MHTErpaumm B
pamkax EBpasnickoro sKOHOMMYecKoro coto3a. BbisSiBAeHbl HeraTMBHble acrekTbl, MPensTCTBYoLme
BAAIOTHO-(DMHAHCOBOM MHTErpaumMm u nyTm KX npeoAoAeHus. LleAblo MccAepOBaHMS  SBASETCS
BbISIBAEHME CTEMNeHU rOTOBHOCTU CTPaH-y4aCTHUL, K BBEAEHUIO EAMHOM BaAIOTbI, @ Tak>Ke BbIFOA U U3-
AEPXKEK, C KOTOPbIMM OHU MOTYT CTOAKHYTbCS. OOGbEKT MCCAEAOBAHUS — EBPA3MIiCKUn 3KOHOMMYEC-
kuii coto3 (EADC), OCHOBHble 3KOHOMMKM KOTOPOro XapakTepu3YyloTCs CbiPpbeBOM HANpPaBAEHHOCTbIO.
MeToaonorms nccaepoBanus. NpeacTaBAeHHas TeopeTMyeckas MOAEAb OOBSICHSET M3MEHeHWe LieH
Ha CblpbeBble TOBaPbl, KOTOPOE BO3HMKHET MOCAE BBEAEHUS EAMHOI BaAlOTbl. MOAEADL MPEANoAaraerT,
YTO MOCAE BBEAEHWS EAMHOM BAAIOTbl 3KCMOPTHbIE LieHbl OYAYT CHWMXATbCS B CBSI3U C OTCYTCTBMEM
BAAIOTHOro pucka. Toraa o6bembl 3Kcrnoprta OGYAyT YBEAMUMBATHLCS, HO HeratuMBHas CTOPOHA
3aKAOYAETCS B TOM, UTO 3TO MOXET MPUHECTU AOMOAHUTEABHYIO KOHKYPEHLIMIO MECTHBIM KOMMAHUSM.
B sMnMpuueckon 4acTm MCCAEAOBAHUS MPEAMNPUHSITA MOMbITKA KOAMYECTBEHHOM OLEHKM BEAMUMHBI
BAAIOTHOIO pUCKA, KOTOPbIA B HACTOsILLee Bpemsl MPUCYTCTBYeT B TOProsae mexay Poccuein un
KazaxcTtaHoM, SBAGIOLLMMKCS B HACTOsILLEe BpeM$s KPYMHEMLUMM 3KOHOMMKamm 3Toro cotosa. C
nomoupto perpeccun OLS npoBeaeHbl SMNUMPUYECKME UCCAEAOBAHUS, B PE3yAbTaTe KOTOPbIX OblA
OLUEHEeH BAAIOTHbIM puck. lNMpakTnyeckas 3HAUMMOCTb 3aKAIOYAeTCs B TOM, YTO B CAyYae CO3AQHUS
BAAIOTHOIO COlO3a Ha TeppuTopuM cTpaH-ydyacTHUL, EADC Mbl MOXeEM 0XMAATb MOHWXKEHME LIeH AO
10%, BCAEACTBME WCKAIOYEHUS BaAlOTHOro pucka. OAHAKO 3TO He KOMIMEHCUPYeT HeraTuBHble
MOCAEACTBUS AAS DKOHOMMK. Pe3yAbTaTbl MCCAEAOBAHMS MPUBOAST K BbIBOAY, YTO B CBS3W C
oTCyTCTBMEM 6a30BbIX MPEANOCHIAOK BaAOTHO-(OMHAHCOBOWM WMHTErpaumm BBEAEHWE EAMHOI BaAIOTbI
HE YCKOPUT PasBUTUE HALMOHAAbHBIX IKOHOMMK, @ HAOGOPOT, CO3AACT AOMOAHUTEAbHbIE PUCKM.

KatoueBble cAoBa: BaAtoTHas MHTerpaums, EADC, AeHeXHO-KpeAMTHast MOAMTMKA, BaAIOTHbIN
COI03, BAAIOTHbIN PUCK, MHTEPHALIMOHAAM3ALMS, HALMOHAAbHAs AEHEXHAas EAMHMLIA, eAMHAs BaAloTa.

Introduction

Due to the growth of global political and
economic tension, regional integration associations
have become widespread. This form of integration
allows states to establish the internal market that is
more resistant to the volatility of the outside world

and, additionally, allows countries to more
confidently respond to economic and political
challenges from other states. The FEurasian

Economic Union (the EAEU) — the zone of
integration of the countries of Central Asia can be
considered of one of the examples of a regional
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integration association established on the modern
world stage.

The Eurasian Economic Union (EAEU) was
created in 2015 on the basis of the Customs Union
of Russia, Kazakhstan and Belarus and the
Common Economic Space as an international
organization of regional economic integration
possessing international legal personality. Member
States are Armenia, Belarus, Kazakhstan,
Kyrgyzstan and Russia.

The main objectives of the Union are to form a
single market for goods, services, capital and labor
resources, comprehensive modernization, coopera-
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tion and increase of the competitiveness of national
economies.

Although, the Treaty on the Eurasian Economic
Union does not contain provisions expressly
providing for the development of a monetary union
and the introduction of a single currency, Section
XIV of the “Treaty on the Eurasian Economic
Union” provides for measures aimed at ensuring
the possibility of the establishment of a monetary
union. Monetary union is the highest stage of
economic integration, including processes of the
coordination of monetary policy, the formation of a
supranational mechanism of currency regulation,
the establishment of interstate financial and
monetary organizations and national currencies,
aimed at ensuring monetary stabilization while
liberalizing the movement of goods, capital, labor
force, the development of a regional zone of
monetary stability for solving integration tasks
(Khapillin, 2016: 28).

For the period from 1994 to 2018 the Eurasian
integration went through almost all stages of
integration before the establishment of the EAEU
in 2015. So, accelerated transferring from the
Customs Union to the Common Economic Space,
and then to the EAEU without completing the
previous stages of the integration process, caused
the complicated methodological problems, the
solving of which largely determines the success of
the integration.

To understand the prospects of possible
monetary integration, it is necessary to clearly
understand the degree of readiness of states for this
kind of interaction as well as what benefits and
costs countries can bring from a monetary union.
The study of the conditions under which monetary
integration will be mutually beneficial, is becoming
increasingly important.

Materials and Methods

The authors use official daily exchange rates
RUB/KZT, presented by the National Bank of
Kazakhstan and official daily data for KASE Index
(Kazakhstani Stock Exchange Index) for the period
from October 1, 2007 to July 28, 2018. The dataset
was tested for stationarity using Augmented
Dickey-Fuller Test, test gave enough evidence to
reject null hypothesis of data being non-stationary
at both 5% and 10% significance levels (test
statistic for ‘KASE growth’ variable is -13,4; the
test statistic for ‘RUB/KZT growth’ variable is -

10.3, critical values are -1.6 and -1.9 for 10% and
5% significance levels, respectively).

The first OLS regression is applied on the
growth rate of the exchange rate between the ruble
and tenge and the growth rate of the KASE index
(growth rate of KASE index being the dependent
variable) for the period from October 1, 2007 to
June 1, 2015, the second regression includes period
up to June 28, 2018 inclusively.

Literature review

According to the theory of optimal currency
zones, the benefits and costs of the establishment of
the currency union are directly dependent on the
level of integration of the wunion members
(Mundell, 1961). Implementation of the unified
currency policy is most closely integrated via
international trade and the transfer of production
factors to countries, which is associated with the
decrease in transaction costs and fluctuations in
price levels, more efficient allocation of financial
and labor resources, convergence cost of capital
(Grauwe, 2018; Tenreyro, 2001).

The main benefit for member states in creating
a monetary union is the elimination of exchange
rate uncertainty, which leads to the following
important consequences:

— Reduction of uncertainty in planning, which
increases the efficiency of resource allocation and
innovation, contributing to the growth of foreign
trade and GDP (trade effect);

— Reduction of risk premium, which leads to a
decrease in interest rates and, accordingly, to the
increase in investment and GDP (risk premium
effect);

— Damping exchange rate shocks, reducing
their role as the source of fluctuations in business
cycles (the effect of synchronization of the last-
named);

— Liquidation of transaction costs associated
with currency exchange as well as the need to
hedge currency risks (the effect of reducing
transaction costs). Released resources can be more
effectively used in other areas of activity, which
leads to the increase in production output
(Vinokurov, 2017; Lane, 2006; Scharpf, 2011,
Alesina, 2002).

However, simultaneously, there are significant
negative consequences, in particular, the interna-
tionalization of the monetary unit can reduce the
effectiveness of monetary policy in the country,
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lead to excessive strengthening of the national
currency, and also destabilize the domestic
financial market as a result of sharp changes in
non-resident capital flows (Cacciatorea, 2016;
Clancy, 2016).

Consider the advantages and disadvantages for
countries participating in the EAEU within the
framework of a monetary union.

The EAEU has united the states with common
past, but different present, first an economic one.
Each of the former Soviet republics also had its
own specialization during the Soviet period, and
during the years of independence many other
changes took place related to attempts to find a
place in the world market and in the regional
division of labor. At the present stage, Russia and

Kazakhstan are exporters of energy resources,
Armenia and Kyrgyzstan are exporters of labor,
Belarus is an exporter of processed products.

At the European Union level, Belarus and
Kyrgyzstan,  which  are  equally distant
geographically and economically, have few mutual
interests. However, the economic structure of both
countries since Soviet times has been built in such
a way that it needs the Russian market. The
situation in Kazakhstan and Armenia is somewhat
different, however for them relations with Russia
are extremely important, largely due to geopolitical
reasons.

The GDP indicators of the countries also
confirm the differences in the economies, not only
in terms of the volume of production (Table 1).

Table 1 — Gross domestic product of the EAEU countries (at current prices; millions of US dollars)*

2013 2014 2015 2016 2017
Armenia 11121 11610 10 553 10 546 11537
Belarus 74761 78 536 55317 47479 54413
Kazakhstan 236 633 221418 184 387 137278 159 407
Kyrgyzstan 7335 7469 6678 6 813 7565
Russia 2298363 2 085 848 1374 665 1287722 1577 870
the EAEU 2628213 2 404 881 1631 600 1489 838 1810792

exchange rate of national currencies against the US dollar.

df (date of access: 10-08-2018)

* The indicator is calculated at the exchange rates of national (central) banks for the year: in Belarus — at the weighted average
exchange rate of the Belarusian ruble against the US dollar; in Armenia, Kazakhstan, Kyrgyzstan and Russia — at the average

Source: Eurasian economic commission. Brief Statistics Yearbook 2018. Retrieved from:
http://www .eurasiancommission.org/ru/act/integr i _makroec/dep_stat/econstat/Documents/Brief Statistics Yearbook 2018.p

The significant difference in GDP is observed
not only between the largest and the smallest
economies, the Russian and Kyrgyz, however also
between the Kazakhstan and Belarusian economies.

If national economies grew until 2014, then in
2015-2016 the GDP of all countries declined
significantly, which was due to both the fall in
world prices for the main export goods of these
countries, the reduction in consumption of
hydrocarbons and metals in importing countries,
and the negative dynamics of the exchange rate of
national currencies against the dollar and euro. The
structural problems of national economies (a
significant share of the fuel and energy complex in
exports of Russia, Kazakhstan and Belarus, a low
share of mechanical engineering) as well as
geopolitical reasons (sanctions against Russia and
Belarus and Russian counter sanctions) had a
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negative impact on the development. The
improvement of the economic situation in the
economies of the EAEU countries has been
observed since the second half of 2016.

Taking into consideration that Russia's GDP
makes 87% of the total share of countries, it can be
assumed who will manage the single emission
center if the single currency is introduced. Then the
main problem for other countries will be the
complete loss of control over national monetary
policy. The loss of independence in the conduct of
monetary policy will lead to the fact that members
of the EAEU will not be able, if necessary, to
devalue national currencies to support their exports
or to equalize the balance of payments.

Dynamics of changes in the level of GDP is
directly proportional to the volume of foreign trade.
Consider the indicators of mutual trade (Table 2).
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Table 2 — Volumes of mutual trade in goods of the EAEU countries (millions of US dollars)

2013 2014 2015 2016 2017
Armenia — Belarus 41,0 38,3 34,6 354 41,4
Armenia — Kazakhstan 8,1 7,3 49 5,5 9,3
Belarus — Kazakhstan 928.7 940,8 578.,6 411,2 689,9
Belarus — Kyrgyzstan 110,8 95,3 61,0 52,0 132,1
Kazakhstan — Kyrgyzstan 1 054,0 1206,5 756,1 702,7 800,5
Kazakhstan — Russia 23 847,0 20 196,2 15413,7 13 005,6 16 839,1
Kyrgyzstan — Armenia 1,1 0,5 0,5 1,0 1,8
Kyrgyzstan — Russia 2182,1 1 856,8 1467,3 1211,0 1651,1
Russia — Armenia 1332,1 1397,0 12958 1337,0 1773,5
Russia — Belarus 397443 37374,0 26 003,2 26 198,9 32218,5
the EAEU 69 249,2 63 112,7 45615,7 42 960,3 54 157,2
Source: Eurasian economic commission. Brief Statistics Yearbook 2018. Retrieved from:
http://www.eurasiancommission.org/ru/act/integr i_makroec/dep_stat/econstat/Documents/Brief Statistics _Yearbook 2018.pdf
(date of access: 10-08-2018).

The organization was established primarily as a
trade union, but in 2015 the trade turnover between
its member countries fell by 40%, and in 2016 — by
15%. The reasons were obvious: the fall in oil
prices and the “war of sanctions” led to the drop in
the Russian ruble and a reduction in consumption
in the Russian market. This has a negative impact
on the economies of the EEU countries.

By 2017, there has been the indicators
recovery. Compared to 2016, the EAEU's GDP
grew by 1.8%, the volume of mutual trade — by
26.1% and foreign trade — by 24.4%.

Share in mutual exports under results of 2017:
Armenia — 1%, Kazakhstan —9.5%, Russia — 63.4%,
Kyrgyzstan — 1%, Belarus — 25.1%. The contribution
of Belarus to the purchase of goods in the common
market (import) — 37%, Armenia — 2.5%, Kazakhstan
23%, Kyrgyzstan —3.5%, Russia —34%.

The structure of exports from the EAEU
indicates a lack of diversification, since the EAEU
countries have similar competitive advantages. In
this case, mutual trade loses its effectiveness,
which  reduces the  competitiveness  of
counterparties. In addition, the relatively low share
of turnover between the EAEU countries in the
total volume of their export-import operations is to
a certain extent a consequence of the insignificant
size of these economies and weak mutual economic
ties.

About 97% of the total commodity turnover
within the EAEU occurs with the participation of
Russia, including 60% of the total volume

accounted for by Russian trade with Belarus, 31%
with Kazakhstan. Russia has a positive balance
with all other EAEU member states.

It is worth noting that the decline in foreign
trade in third countries was more significant than in
the area of mutual trade, which also indicates a low
level of integration in the EAEU.

Export settlements are mainly carried out in US
dollars, which is largely due to its traditional
structure among the EAEU states (primarily Russia
and Kazakhstan), which are suppliers to world
markets for raw materials (these goods are usually
priced in reserve currencies primarily in US
dollars).

The greater the level of interaction of member
countries among themselves, the greater will be the
demand and the need for settlements in national
currencies, the more interested countries will be in
keeping their reserves in national currencies
(Frankel, 2002).

In recent years, there has been the increase in
the share of national currencies, among which the
Russian ruble prevails, in the turnover between the
members of the EAEU (Table 3).

From 2013 to 2017, the share of the ruble in
calculations in the structure of settlements within the
EAEU increased from 61.8% to 74.9%, and the dollar's
share decreased from 30.3% to 18.3%. At the same
time, currencies of other countries of the EAEU
occupy a very small share in the calculations:
Armenian dram — 0.1%, Belarusian ruble — 0.4%,
Kazakhstan tenge — 0.9%, Kyrgyz som — 0%.
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Table 3 — Currency structure of payments (receipts) for export and import goods and services between the EAEU member states

(per year, percent)

2013 2014 2015 2016 2017
in Armenian dram 0,1 0,1 0,1 0,1 0,1
in Belarusian ruble 0,4 0,3 0,5 0.4 0,4
in Kazakhstan tenge 0,4 0,5 1,1 0,7 0,9
in Kyrgyz som 0,0 0,0 0,0 0,0 0,0
In Russian rubble 61,8 67,4 68,0 74,1 74,9
In US dollar 30,3 26,3 25,0 19,3 18,3
in Euro 6,8 5,2 5,1 5,2 52
in other currencies 0,2 0,2 0,2 0,2 0,2
Source: Retrieved from: http://www.eurasiancommission.org/ru/act/integr i makroec/dep_stat/fin_stat/express_information/
Documents/ei_payments/express_payments 2017.pdf (date of access: 10.08.2018).

At the same time, the US dollar remains the
dominant currency when paying for goods and
services between the EAEU countries, excluding
Russia. In particular, in the calculations of the
Republic of Belarus with the countries of the
EAEU, except Russia, it accounts for about 50%, in
the calculations between the Republic of
Kazakhstan and the Kyrgyz Republic — about 80%.

Use of national currencies of the EAEU instead
of reserve ones in mutual transactions or the
introduction of a common currency would
eliminate undesirable currency risks for many
entrepreneurs, reduce economic and regulatory
barriers to participation in foreign economic
operations, and contribute to strengthening
macroeconomic stability and developing national
financial markets and intermediaries.

The main obstacles to increasing the share of
local currencies in the calculations are: the low
liquidity of the market for conversion operations in
local currency pairs, the lack of tools to hedge
currency risks, the lack of loans for trade financing
in local currencies, which leads to additional costs
for participants in foreign trade activities, and also
creates additional uncontrollable risks for them
(Dobronravova, 2017).

The absence of developed financial markets in
most EAEU countries significantly reduces the
attractiveness of investments in these countries,
primarily portfolio ones, for which the opportunity
to “exit from investments” is particularly
important, which implies the existence of a liquid
market. Poor investment climate makes investors
hide behind “offshore signs” and, accordingly, use
reserve currencies (Danilov, 2018).

The lack of an adequate level of
macroeconomic stability in the countries of the
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EAEU contributes to the high volatility of their
currencies, significantly reduces confidence in
national currencies. This creates additional risks
both in foreign economic activity and for national
economies as a whole (Bouchet, 2018).

The benefits of economic integration and trade
interdependence occur through a mechanism for
reducing price volatility of exchange rates.
According to the optimum currency area theory,
the higher volatility of the bilateral exchange rate
of national currencies may indicate higher costs
that a country will incur when joining a monetary
union (Frankel, 1999).

All EAEU countries have weak volatile
currencies that have only internal convertibility, are
tied to the US dollar or the dual currency basket.
The currencies of the countries of the Union have
different dynamics. So, if oil prices rise, the
currencies of Russia and Kazakhstan go up in price,
and Belarus, on the contrary, becomes cheaper,
because expensive oil leads to higher costs and
lower competitiveness of the country's economy.
Given the differences in the structure of economies,
for each individual economy it is necessary to use
individual tools of monetary policy (Fontagné,
2009).

For Belarus, Kyrgyzstan and Russia, a flexible
exchange rate is characteristic, Kazakhstan is
moving from the pegging to the US dollar to the
floating exchange rate, and in Armenia there is a
stabilized exchange rate regime. As for the
monetary policy, inflation targeting is in effect in
Armenia, and Russia switched to this strategy in
2015. In the same year, monetary targeting was
established in Belarus. In Kazakhstan and
Kyrgyzstan, controlling inflation is at the heart of
monetary policy, and interest rates serve as
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operational targets; however, the difficulties
associated with the practical implementation of
monetary policy in these countries do not allow
them to unambiguously classify exchange rate
regimes.

To assess the degree of stability of the
national currencies of the EAEU countries, the
index of their real effective exchange rate (REER)
is most representative (Table 4). An increase /

decrease in this index means that the REER of the
national currency is actually increasing /
decreasing in relation to the basket of currencies
of the main trading partners. With the increase in
the REER of the national currency, more
favorable conditions are created for national
importers and currency debtors, and with a
decrease in the REER - for exporters and
currency lenders (Krasavina, 2017).

Table 4 — Real effective exchange rate index (as percentage of 2010)*

Year Armenia Belarus Kazakhstan Kyrgyzstan Russia

2010 100 100 100 100 100

2011 99,1 85,9 99,6 106,0 104,7

2012 94,5 79,5 104,7 105,6 107,2

2013 95,8 85,8 104,8 106,2 108,5

2014 102,5 95,8 97,9 110,0 99.4

2015 108,4 92,4 102,7 115,1 82,9

2016 107,6 84,7 76,4 1132 82,6

2017 104,0 80,7 81,9 113,3 95,7
*When calculating the REER, the weights of the countries — major trading partners are formed in Armenia for 5 years and
revised in 5 years, in Russia and Belarus — for the previous year and revised annually, in Kazakhstan — for the three previous
years and revised annually.
Source: Retrieved from: http://russiancouncil.ru/upload/iblock/ba6/edb-centre 2018 report-48 national-currencies_rus.pdf
(date of access: 10-08-2018)

Accordingly, it can be concluded that the
official estimates of the competitiveness of national
economies are too high and do not correspond to
the real competitive potential of the EAEU
countries in international and regional trade, at
least their purchasing power. In retrospect, national
currency rates are inflated from 10-30% of their
effective level. In general, the economic situation
in the EAEU countries does not give grounds for
optimistic forecasts, especially in the area of
stability in the foreign exchange markets. At the
same time, the values of short-term factors have a
negative trend to a greater extent and are aimed at
accelerating the rate of devaluation of national
currencies of the EAEU countries. Thus, it remains
an open question who should be more dissatisfied
with the manipulation — countries with overvalued
or undervalued. Of course, the latter maintain their
competitiveness. However, this is done at the cost
of almost interest-free crediting of a competitor's
economy, which receives a lot of cheap goods,
moreover, in debt and at extremely low interest
rates. It benefits the US economy more than other
countries (Myrzahmatova, 2016).

Indicator of the state of stability of the
currencies of the EAEU member states by their
internal purchasing power is inflation data
(Table 5).

The indicators of the degree of stability of
national currencies, measured by the level of their
domestic purchasing power, differ by considerable
differentiation. According to the results of 2017,
the rate of inflation in Kazakhstan is the highest at
7.4%. Belarus also has the highest inflation rate,
despite its decline from 59.2% in 2012 to 6% in
2017. In Russia, there is a tendency for inflation to
decline in 2012-2014, it was replaced by a sharp
increase in 2015 to 13.5% under the conditions of
economic depression and a significant devaluation
of the ruble, Western sanctions and Russian
counter-sanctions. In Kyrgyzstan, under the
influence of the economic depression and the
deflationary trend, the inflation rate is insignificant.
In Armenia, economic depression was combined
with deflation — falling prices. Externally, the
impression of an increase in the purchasing power
of the dram. In fact, there is a decline in conditions
of economic depression — a decline in business
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activity and production, national income, a decline
in wages, and an increase in unemployment. There
is a deflationary gap, in which the national income

Table 5 — Inflation in the EAEU member states*

per capita falls below total expenditures, consumer
demand falls and the purchasing power of a
currency actually decreases.

Kazakhstan Armenia Belarus Russia Kyrgyzstan
Value Chil/r:ge, Value Chz:/r:ge, Value Chil/r:ge, Value Chzz/r:ge, Value Ch'.f)l/r:ge,

2006 8,6 34 7 9,7 5,6
2007 10,8 25,75 4,6 32,62 8,4 20,55 9 -6,94 10,2 84,26
2008 17,1 59,04 9 98,07 14,8 75,92 14,1 56,63 24,5 139,69
2009 7,3 -57,46 3,5 -60,70 13 -12,67 11,7 -17,39 6,8 -72,12
2010 7,1 -2,33 7,3 105,25 7,7 -40,21 6,9 -41,19 8 16,54
2011 83 16,88 7,7 521 53,2 587,43 8,4 23,18 16,6 108,79
2012 5,1 -38,54 2,5 -66,81 59,2 11,25 5,1 -39,97 2,8 -83,36
2013 58 13,89 5,8 127,87 18,3 -69,09 6,8 33,45 6,6 138,95
2014 6,7 15,25 3 -48,50 18,1 -1,07 7,8 15,69 7,5 13,91
2015 6,7 -0,94 3,7 25,16 13,5 -25,32 15,5 98,52 6,5 -13,68
2016 14,6 118,63 -1,4 -137,68 11,8 -12,53 7,1 -54,60 0,4 -93,93
2017 7,4 -48,94 0,9 -164,58 6 -48,99 3,7 -47,90 3,2 703,04

*Inflation data are taken on average per year

Source: compiled by the author based on the Knoema database

In order to get out of economic depression and
deflation, economic growth 1is necessary, an
increase in national income and a small inflation,
which, unlike deflation, can stimulate this process
(Abramova, 2016).

Thus, the development of monetary integration
in EAEU is hindered by a number of problems:

— gap in the level of development of national
economies;

— significant gap in inflation rates, macroeco-
nomic instability, volatility of national currency
rates;

— export dependence
competitiveness of goods;

— undeveloped international financial center,
lack of a unified and efficient settlement and
payment system in the EAEU;

— high dollarization of economies.

In such conditions, any advancement of
events with the advancement of monetary
integration will not accelerate the development
of common markets, but, on the contrary, will
create additional risks. In addition, there are no
basic prerequisites for monetary and financial
integration due to the instability of national
currency rates (Sedalishchev, 2017, Zhanbu-
latova, 2018, Katarzyna, 2016).

of economies, low
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Before the countries of the EAEU approach the
turn of the transition to a currency union, it is
necessary to solve the following tasks:

— coordination of currency and monetary
policies (transition to mutual settlements in
national currencies, mutual coordination of national
currency rates, etc.);

— establishment of a common monetary policy
in relation to third countries;

— development of a common payment space
infrastructure, ensuring compatibility of national
payment systems of the EAEU member countries.

Results and discussion

The theoretical model presented in the article
rests on the fundamental assumption of the
rationality of the agents in the economy. The
article, then, makes another assumption of the
existence of only two economies in the world, and
the only company, producing unified good. This
product has identical constant elasticity in both
markets.

The procedure for selling a product is as
follows: in the first period, the company signs and
establishes conditions with the buyer through a
contract and delivers the agreed quantity of goods,

123



Prospects for monetary integration in the Eurasian economic union

in the second period the buyer makes payment at
the agreed price of the product in the contract.
Therefore, in order to calculate the current value of
the goods sold, the company needs to discount cash
flows from trading activity. The discount on the
part of the benefit that comes from foreign sales
contains a currency risk component: the exchange
rate between two currencies can change between
two periods, so the company can earn less than
expected in the event of a sudden fall in the
exchange rate.

Further, the article contains model additions,
which are aimed to quantify risk and empirically
attempt to predict the scenario for the economy of
Kazakhstan.

The theoretical model considers the interaction
between the two countries, further, the internal and
external economies. According to the model, the
only company in the domestic economy produces
an aggregated normal product, which is sold in
both economies: internal and external. The only
goal pursued by the aforementioned company is to
maximize the value, which is the current value of
the benefits from the sale of goods. Following the
notion, the value of the company is comprised from
all the cash inflows minus the cost of the good
produced.

PrXdy  p;%xq,
= + -C 1
(1+nf+a) (1+r,) @) M)

Notes:

pr, pd — the price of goods in foreign and
domestic markets, respectively;

dr, qa — the quantity sold on the foreign and
domestic markets, respectively;

rq— internal discount rate;

o — risk premium when trading on the foreign
market;

C(q) — Company expenses function

The cost function of the company shows a
negative scale effect:

C(q)=2 +w @

The price of goods is displayed separately for
each market from the formula of elasticity. Taking
into account the constant value of the elasticity of
the product, first of all, consider getting prices in
the domestic market.

According to the general formula of elasticity
for a normal product:

_%4, s
4, Pa

—e 3)

After integrating and taking the exponent:

3.1)

The price of the product on the external market
can be obtained in a similar way.

Thus, the monetary value of the domestic
economy before the introduction of the single
currency is represented by the following formula:

Xe quc
V qfl

(1+rd+a) (1+rd

(1.1)

I

Since the company aims to maximize its
wealth, it will tend to choose such qf and qd ,
which maximize W;:

q, 1 d+r+a),.
g - ( x Y (12
q, g gler=ea) 1+ Yo
After differentiation:
94 1 (1+rd+a))e 1 (13)
da \/ e (l+r,) '

From the final formula, we can trace directly
proportional dependence of the proportion of
quantities on a. Also, the effect will be greater, the
greater the value of elasticity will be.

After the introduction of a common currency in
both states, the effect a will disappear from
equality:

9, _ 1 ><(1+rd+0:) .

Z_(W (1+7,) )

(1.4)
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Or:

94 1

e
q, 4 el )

That is, after the introduction of a common
currency in the territory of two countries, the
proportion of the quantities sold depends only on
the difference in the size of the countries.

Consequently, the ratio becomes less with the
disappearance of currency risk, which means the
following:

e Decreasing qq supplied by a company

e Increasing qr, supplied by a company

To trace the effect on prices, recall the demand
equation:

e For domestic market:

(1.5)

(1.6)

(1.7)

When prices are inversely proportional to the
quantity of products supplied in both economies,
further conclusions follow:

e Domestic price will increase, following the
decrease in the quantity supplied;

e The price on the foreign market will
decrease, following the increase in the quantity of
goods supplied.

Denote the exchange rate risk as a. The risk of
changes in the exchange rate will increase the

exchange rate will affect the share of business in
the external economy:

n=r+ BE A, (5)

Designations for the formula are as follows:

ri— a company discount rate;

re — risk free rate;

Fi — aggregate factors affecting the exchange
rate for a firm in terms of the domestic economy;

e — exchange rate;

O — share of the company's foreign business.

Substituting the expression for rj in the formula,
we divide the influence of the exchange rate and
the cumulative factors of the economy:

cov(r, + B F +e,r,)

var(r, )

(4.1)

Open brackets:

_[eovtry 1)+ Breow(Fr) + Seovten)] (42

var(,,)

Order the expressions:

_ cov(r,,7,) + B cov(F,, 7, )Jr ocov(e,r,) (4.3)
var(r,)

var(r, )

In the above given formula, the effects of
different variables are now separated, the first
expression is the effect of “internal” factors, which
are determined within the domestic economy, and
the external factor is the expression of the
exchange rate.

Since we are interested in the implications for

overall risks of the company. Thus, we can .
. . the economy of Kazakhstan, we substitute
quantify the effect of risk . ¢ “h th ot bol
The basic formula for B is: components wi e appropriate symbols as
follows:
_ cov(x,
(’ ) €)) cov(r Ty r,)+ B, cov(F,r,)
var(r, ) = (4.4)
m 1g
var(r, )
To measure P, it is required to calculate a
complicated interest rate of a company. The cov(e ) (4.5)
discount rate of a company can be determined by var(r,) '
the following factor model. In our particular model,
the factors will be the cumulative effect of all the
processes occurring in the domestic economy. The
ISSN 1563-0358 The Journal of Economic Research & Business Administration. Nel (127). 2019 125
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Having performed all these operations, we
managed to separate the influence of internal and
external factors on the total beta.

P =P, +P, (4.6)

Subject to effective markets, the discount rate
for the company can be determined using the
CAPM model, B will be determined by the formula
above, A is the risk premium (rm_ry):

r=r,+pA (©)
We substitute the formula for B:
r=r, 4 (B, + B 6.1)
Open brackets:

n=r,+pB,A+6,A (6.2)

Table 6 — OLS Regression for Tenge / Ruble Exchange Rate

where BeA= o

In the case of the introduction of a single
currency in the territory of both countries, the
exchange rate term will disappear.

As can be seen from the conclusions of the
model, the introduction of a common currency is
usually beneficial for exporters. Consequently, the
country's exports will increase, which has a
positive effect on the country's trade balance. In
addition, it will further expand the already existing
export industries, such as wheat production,
mining, and also help the growing manufacturing
industry, as it will stimulate exports (Gaur 2018).

On the other hand, common currency can
neglect price differences inside the monetary union.
Additionally, it will create greater opportunities for
importers by easing the price analysis and
bargaining process. At the same time, such a
transparency in terms of price quotations will
increase competition between companies and make
it difficult for weak companies to survive,
especially under the condition of low production
levels. Thus, the overall effect is mixed.

Parameter Regression 1 Regression 2
b — regression coefficient 1995264 .0954698
t-statistic of b 5.25 3.50
a — constant term -0.00350 0.0001256
t-statistic of a -0.77 0.36
R-squared 0.0144 0.0046
Number of observations 1889 2627

The first number in the table represents fe from
the equation 6.2, if we assume that the share of
foreign business in the company is equal, on
average, to 10%, the exchange rate risk (o) for an
average Kazakhstani company is 1.9%. Assuming
that the discount rate for domestic sales is 10%,
then for foreign business it will be 11.9%. The
company shall charge a price no less than 19%
higher at a price that is sold differently. With the
introduction of a single currency, the company will
not have to compensate for the risk, so it can
reduce the price.

The results of Regression 2, the one updated
with a more recent data, shows that the exchange
rate risk for an average Kazakhstani company has
decreased to 0.9%. Assuming that the discount rate
for domestic sales is 10%, then for foreign business

it will be 10.9%. Company shall charge a price not
less than 9.5% higher at a price sold in the external
economy, to compensate for the exchange rate risk.
In the event of a transition to a common settlement
currency, company will be able to lower its price in
the foreign market by 9.5%, which is also
equivalent to the abolition of a tariff of the same
size.

The risk compensation has almost halved when
adding data for the last three years. This can be
attributed to the fact that the National Bank of the
Republic of Kazakhstan has taken and continues to
take certain steps towards the transition to the
market exchange rate of tenge.

Compared to the previous regression, the R-
squared score almost halved to 0.0046 (the
previous R-squared value was 0.0144). One of the
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possible explanations for this phenomenon is the
relative decrease in the influence of the Russian
economy on the Kazakh economy as well as the
significant volatility of other, more significant,
economic indicators and economic spheres. One of
them is the oil crisis of 2015-2017, when the price
per barrel reached 27.72 USD in January of 2016.
The diagram below (Figure 1) shows the
change in the KASE index, the ruble exchange rate
in relation to the tenge and the price of Brent crude
for January 2015 — June 2018. The oil crisis can be

traced well on this diagram: the price of Brent
crude began to fall amid the news on the discovery
of shale oil deposits in the United States of
America, due to the increase in world production
(the main players in the oil market, the United Arab
Emirates and Iran did not reduce their production
volumes), the price of oil began a steady decline
and HVA its minimum in January 2016 (30.8 USD
per barrel of Brent crude oil). After January 2016,
the price began to rise gradually. The KASE index
behaves in a similar way (Cheung, 1998).

100,00 3000
80,00 2500
2
60.00 / 2000
1500
40,00 1000
20,00 500
0,00 0
Lo nnEE S EES R EEREEEREY
AL S YL
G LEEREEREEREE 0553452
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==RUB/K7T ==RBrent price KASE Index

Figure 1 — The timeline of RUB/KZT, Brent Price and KASE Index changes

At the same time, the sharp depreciation of the
ruble exchange rate that occurred until September
2015 could not be compared in magnitude and
scale with the global oil crisis. In addition, the
RUB/KZT ratio was rather quickly restored to the
usual 1 ruble = 5 tenge and subsequently did not
change dramatically.

And although the correlation of both indicators
with the KASE index is practically equal to 0.7
(cov (RUB / KZT, KASE) = 0.690119773, cov
(Brent, KASE) = 0.704152269), the R-squared
value during the regression of the KASE index on
the price of Brent oil 0.495830418.

Conclusion

The theoretical model presented in the work
explains the price change that occurs after the
introduction of a common currency in two
countries. The risk of exchange rate arises from the
difference in the periods of receipt of the product
by the buyer and the period he pays for the goods.
The model states that the introduction of a single
currency in the two countries will increase the
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export of countries, at the same time reducing
prices for exported products. Risk was quantified.
If the Monetary Union was to be created in the
current situation, there could be expected the
decrease of prices up to 10% (given 0.9% currency
risk and 10% discount rate), which couldn’t
compensate for the negative effects for countries-
participants economic state.

Currently the countries of EAEU are not ready
to form a monetary union on the territory of
countries-participants either technologically or
economically. Although technical part of the
process can be greatly enhanced with political
instruments (as it was with economic integration),
it is not possible to influence economic state in the
same way. The risks of currency union creation are
likely to be multiplied by the countries-
participants’ own problems, such as low economic
diversification and vulnerability to external shocks.
Further integration demands the harmonization
plan for all aspects of economies.

In the conclusion, beside the fact that creation
of monetary union can bring numerous benefits, the
current goal of the EAEU should be to establish an
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infrastructure for a switch to national currencies in
intra-union payments. In the midterm, the
establishment of common currency will be a next

countries. As of current situation, the question of
currency union creation is still a matter of long-
time perspective, because risks of creation of such

step to facilitate payment process between  a union prevail over the advantages.
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