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PREFACE

The Asian Development Bank is conducting a technical assistance program for the
National Bank of Kazakhstan (NBK) to strengthen its foreign exchange reserve management
capabilities (including as administrator of the National Fund) and its implementation of an
inflation forecast targeting (IFT) monetary policy.' As part of the ADB’s assistance to the
NBK in developing its capacity to implement IFT, this background paper prepared by
Warren Coats reviews the case for IFT in Kazakhstan and the steps needed to implement it. It
is meant to contribute to the debate within the NBK and the Government of Kazakhstan over
whether and when to fully implement an inflation targeting policy regime. David Kemme
continues to assist the NBK develop a core quarterly inflation forecasting model.

Dr. Coats is the USAID/BearingPoint Senior Monetary Policy Advisor to the Central
Bank of Irag and an International Monetary Fund (IMF) consultant to the central bank of
Afghanistan. Before retiring from the IMF after 26 years service in May 2003 to join the
Board of Directors of the Cayman Islands Monetary Authority, he led IMF technical
assistance missions to the central banks of a number of post conflict countries (Bosnia and
Herzegovina, Croatia, Kosovo, Serbia) and to other countries (Bangladesh, Bulgaria, China,
Czech Republic, Egypt, Hungary, Israel, Kazakhstan, Kyrgyzstan, Macedonia, Moldova,
Nigeria, Slovakia, Slovenia, Turkey, and the West Bank and Gaza Strip). Dr. Coats led the
IMF’s technical assistance missions to the NBK in 1992 and 1993.

Dr. Kemme currently holds the William N. Morris Chair of Excellence in
International Economics at the University of Memphis and now serves as an ADB Consultant
on monetary economics and econometric modeling. He has over twenty five years of
professional experience working in Eastern Europe and the countries of the former Soviet
Union with training, research or technical assistance projects in Armenia, Bulgaria, the
Czech Republic, Hungary, Kazakhstan, Poland, Russia, Slovakia, and Ukraine. He has
published extensively on economic issues of transition economies in scholarly and
professional journals.

! TA 4431-KAZ Financial Sector Governance, approved in November 2004. The TA also
supports National Bank of Kazakhstan in strengthening governance for financial assets
managed by NBK, which include official reserves and the National Fund. Responsible ADB
staff is Jurgen Conrad (East and Central Asia Department).



I. INTRODUCTION

The NBK has developed much of the infrastructure needed for inflation targeting.
Jointly with the government it sets broad inflation objectives for the next three years ahead
and publishes an Inflation Report. It has put in place the instruments needed to implement its
policies and allows the market to determine the nominal exchange rate much (but not all) of
the time. It is well advanced in developing a quarterly inflation forecasting model, on which
work continues, though staff shortages make progress relatively slow. Beyond further work
on its inflation forecasting model, two steps remain before the NBK joins the ranks of
inflation targeters: a) The regular time table and process by which quarterly inflation
forecasts are produced and discussed by NBK management as the basis for setting policy
instruments and communicating them to the public need to be completed and strengthened;
and b) the NBK must leave the exchange rate to the market (other than smoothing excessive
volatility).

With a relatively open balance of payments capital account (free capital mobility), the
behavior of Kazakhstan’s real exchange rate (the nominal exchange rate adjusted for the
difference in domestic and foreign inflation rates) reflects fiscal policies, oil prices, real
economy developments and international factors. The NBK is not able to control the real
exchange rate. If its interventions resist the appreciation of the nominal exchange rate when
market equilibrium requires a real appreciation, that appreciation will be achieved through
higher domestic inflation. Thus, in order to become a full fledged inflation targeter and to be
held accountable for an inflation target, the government and the NBK must give up their
concern for the path of the tenge exchange rate.

None-the-less, the NBK resists exchange rate movements from time to time to the
detriment of its inflation objectives. The result has been a more volatile exchange rate than
would result from explicitly targeting the nominal exchange rate and higher and more
variable inflation than would result from inflation targeting. It would be economically better
for Kazakhstan to make a clear commitment to one regime or the other. This is ultimately a
political decision, and one that Kazakhstan has been debating for some time.

This paper’s goal is to help the debate over monetary policy regimes come to a
conclusion so that the NBK may move forward with a clear and coherent policy. Its
conclusion is that as a significant oil exporter, Kazakhstan needs exchange rate flexibility?
and that this flexibility will be better served by an inflation target than by an exchange rate
target.

2 See Husain 2006.



Il. OVERVIEW OF MONETARY PoOLICY REGIME OPTIONS

One way or another monetary policy comes down to central bank regulation of the
value of the currency it issues. There are several fundamentally different ways in which
countries can pursue a price level objective. One is simply to administer prices in accordance
with that objective. Ultimately though, state administered prices requires state-administered
investment, production, and distribution. Historically this has been associated with central
planning, productive and allocative inefficiency, low levels of income, persistent market
disequilibrium as evidenced by long lines for poor quality goods, inter alia. The desire to
allocate resources on the basis of the profit incentive and market-determined price signals of
consumer demand and the cost of production require the abandonment of administered
prices. This note discusses control of the value of money when the prices of goods and
services are determined by the market.

When individual prices are market-determined, the aggregate price level (i.e., the
value of money) is determined by the market so as to equate the public's demand for money
with the supply of it. The achievement of an inflation target, therefore, requires a quantity of
money consistent with the public's demand for it at the targeted price level.* The three most
common general approaches to determining the quantity of money are: (a) to limit its
creation by banks by directly controlling the amount of credit they may extend, as in the
Soviet mono-bank system, (b) to limit its creation by banks by controlling the amount of
reserves available to them, and (c) to fix the exchange rate of the currency to another
currency or unit whose value behaves in the desired way and to allow the quantity of money
to be determined by the public's demand for it at the value that has been fixed by the
exchange rate.

The first of these approaches, which generally takes the form of an aggregate target
for bank credit that is administratively allocated among individual banks, retains the worst
features and disadvantages of central planning. By determining the growth in individual bank
assets administratively, the incentive for individual banks to work harder to deliver better
service more efficiently (i.e., at lower cost) is greatly diminished. The market is not allowed
to determine the relative growth of individual banks on the basis of their success in satisfying
their customers. Economic efficiency and growth are, therefore, better served by indirect
techniques of monetary control, i.e., approaches (b) or (c) above.*

The approach of a fixed exchange rate has considerable advantages (it is easy to
administer and does not require knowledge of the public's demand for money, which is

® For a more general discussion of these issues see any standard textbook on money and
banking or monetary theory.

* The advantages of indirect techniques of monetary control are discussed in greater detail in
Johnston and Per Brekk.



particularly difficult to estimate during periods of transition and economic reform), but
requires that government borrowing be limited to amounts that can be raised from the
public®. Fixing the value of money exogenously (e.g., to the dollar, Euro, SDR, gold, oil, or a
commodity basket) is not only the easiest monetary policy to administer, assuming that the
fiscal deficit can be appropriately limited, but probably provides the quickest way to establish
faith in the stability of such money's value. As a result most transition economies adopted a
fixed exchange rate during the earliest phase of transition to help provide credibility for the
central bank, but then moved to more flexible exchange rate regimes. If the rules of a fixed
exchange rate are followed, the value of money will be the same as the value of the currency
or basket of currencies, goods or assets to which the exchange rate of the currency has been
fixed. Therefore, it is also essential to fix the domestic currency to a sound foreign currency.

Aside from dollarization (i.e., no domestically issued currency at all), a currency
board is the simplest monetary regime with an externally fixed value to administer and has
the highest credibility.® A currency board simply buys and/or sells its currency in exchange
for the currency or commaodity(s) to which its value is fixed. The rules of a currency board
require the monetary authority to hold the asset to which the domestic money's value is fixed
to the full extent of the currency it has issued (i.e., at least 100 percent backing). The board
would accomplish this by issuing its currency only by buying the currency (or other assets) to
which its value is fixed. If anyone holding its currency wishes to exchange it for the asset(s)
backing it, the board must redeem its currency at the currency's fixed price (only small
margins--bid/ask spreads--are allowed). These requirements, that the board must buy or sell
its currency at a fixed price, ensures that the public has all, but just all, of the currency that it
wants to hold at that price. In short, a fixed exchange rate as administered by a currency
board supplies exactly the quantity of domestic currency the public wants to hold (i.e.,
equates the supply of and demand for money) by an automatic market mechanism, while
ensuring aggregate price behavior equal to that of the unit to which the currency's value is
fixed. Furthermore, there is no need for the monetary authority to estimate the public's
demand for money in order to know how much it needs to supply in order to hit the desired
price target.

A fixed exchange rate regime without the currency board restrictions would work in
the same way to produce the quantity of money the public demands, but would open the
possibility for the central bank to buy and sell domestic assets as an additional instrument for
influencing the quantity of money. In this case the central bank’s monetary liabilities would
no longer need to be fully backed by foreign assets. This has the advantage of

> A modest amount of borrowing from the central bank might be consistent with the
monetary growth desired by the public under a fixed exchange rate.

® See Coats 2007



accommaodating various domestic demand and external supply shocks without the need for
adjustments in the domestic price level. However, it is subject to abuse or misjudgment that
can result in a domestic money supply that does not match demand. Such a mismatch would
put pressure on the fixed exchange rate and could result in the loss of the ability of the central
bank to defend the exchange rate. For this very reason fixed exchange rate regimes that are
not fully backed with foreign currency can be subject to speculative exchange rate attacks.

Fixed exchange rate regimes are now relatively rare, though currency boards have
staged a modest come back since the collapse of the Soviet Union. However, many central
banks target the exchange rate as the anchor to monetary policy in countries with market
determined exchange rates. The advantages of an exchange rate target are that it is simple to
implement, very transparent and easily understood by the public, and can be changed to
absorb supply shocks that would otherwise require potentially painful domestic price level
adjustments. However, the prospect of occasional, discrete changes in the target and hence
market exchange rate can give rise to speculative pressures on the rate that can be very
disruptive and that the central bank might not be able to resist. These may result in huge
economic losses. Declines in GDP up to 20-25% have been experienced from wide spread
bank failures precipitated by unexpected devaluations.

An alternative market approach to equating the supply of and demand for money is
for the central bank to determine the money supply and allow the market to determine its
value (i.e., to determine the price level). This approach contrasts with the fixed exchange rate
approach in which the value of money is fixed and the market determines its supply, and
obviously requires that exchange rates be market-determined. Controlling the quantity of
money in an effort to stabilize its value requires a reasonably good estimate of the public's
demand for money. This is a challenging task for any central bank, and particularly difficult
in a transition economy.

In most economies for which estimates have been made, money demand has been
found to have a relatively stable relationship with nominal income and interest rates (or more
exactly, with the opportunity cost of holding money—defined as the difference between the
average rate of interest on financial market instruments and the average interest return on
money). Estimates generally find a stable long run relationship between real money demand
(money deflated by a general price index) and real income (nominal or money income
deflated by the same price index) and an interest rate. These empirical findings are in keeping
with economic theory. For a given level of real income and interest rates, the demand for
money tends to be proportional to the price level, i.e., other things equal, doubling the price
level will tend to double the demand for nominal money and vice-versa. A stable price level,
therefore, generally requires that the supply of money grow at about the same rate as real
income.

The observed stability of the demand for money is far from perfect, however. For
example, changes in the growth rate of money tend to effect prices with a long and variable
lag (in the U.S. nine month to two years). Furthermore, improvements in payment technology
and financial market development cause trends in money demand over time that tend



ultimately to economize (reduce) the amount of money held in relation to income, while
wealth effects tend to go in the other direction. In the earlier phases of financial development
the demand for money tends to grow with income and improved payment system efficiencies
that lower the cost of using bank deposits.” At later stages of development, the growing use
of credit/debit cards and other modern means of payment reduce the demand for monetary
aggregates such as M2 that exclude these means of payment. The usefulness of targeting the
behavior of the quantity of money (an intermediate target) in order to achieve an inflation
target (the ultimate target) depends on the accuracy with which the demand for money can be
forecast. There is a large body of literature on the demand for money in developed market
economies.’

Price stability is still the ultimate objective of monetary policy with a market
determined nominal exchange rate. And as noted above, a monetary aggregate target is really
an intermediate target that is only chosen because the central bank has closer control over the
monetary aggregate than inflation. The behavior of the monetary aggregate, in turn, should
have a relatively predictable impact on inflation (given stable money demand or a stable
velocity of circulation). If the link between the monetary aggregate is weak, difficult to
measure or unpredictable, an alternative to targeting a monetary aggregate is targeting
inflation directly. Inflation targeting eliminates the intermediate target and focuses directly
on the ultimate objective for inflation.

While inflation targeting central banks require much the same data as those targeting
a monetary aggregate, a more central role is played by relatively simple policy models that
forecast inflation given alternative assumptions about the near term (two to three years)
behavior of key macroeconomic variables. Building such models generally takes several
years of experimentation.

Successful inflation targeting requires a very structured process of collecting and
analyzing economic and financial data and discussing the stance of policy in light of model
assisted forecasts. Regular interaction between the policy makers and the forecast team is
critical. The same is really true for monetary targeting as well but tends to get stressed even
more for inflation targeting because expected inflation, the inflation forecast of the central
bank if it is credible, is key in determining realized inflation.’ Thus, inflation targeting also
requires very transparent communication of the central bank’s policies and why they are
expected to result in achieving the inflation target in two years (or so).

" However, these very developments tend to reduce the currency/deposit ratio and thus
increase the money multiplier. As a result, slower growth in base money is needed for a
given rate of growth of broad money.

8 See, for example, the classic article on this subject by Friedman (1969).

® See Douglas Laxton and Alasdair Scott, 2000



I1l. THE CASE FOR FLOATING IN KAZAKHSTAN

Economies whose exports are dominated by one product, usually a commodity and
often oil, are subject to market forces that crowd out other potential exports (the Dutch
disease). To balance exports and imports an oil exporting country’s real exchange rate tends
to price non-oil exports out of the market. If the real exchange rate’s adjustment does not
take the form of a nominal exchange rate appreciation it will take the form of domestic
currency inflation. While monetary policy has little or no influence over the real exchange
rate, fiscal policy can have a profound effect. To illustrate with the case relevant to
Kazakhstan—dollar oil revenue flowing to the government—fiscal policy determines how
much of its oil revenue is spent each year. Ultimately foreign currency income must be spent
abroad (imports). If more is spent (per period), the real exchange rate will appreciate,
encouraging more imports and discouraging (non-oil) exports. Thus, the government’s
decision with regard to the rate of spending of its oil revenue is key to the equilibrium level
of the real exchange rate. Kazakhstan’s Oil Fund plays a central role by investing some of the
government’s oil revenue abroad for use in future years. This reduces the expenditures of oil
revenue in the current year and thus reduces the need for a real exchange rate appreciation to
reduce what would otherwise be a trade surplus.

The economics literature strongly supports the benefits of flexible exchange rates for
oil exporting economies. An IMF study suggests that a “permanent” increase in oil prices
results, on average, in an increase in the real exchange rate of oil exporting countries of 50
percent of the oil price increase.'® Bench mark oil prices over the past decade have ranged
from $10 to $100 per barrel. With a fixed nominal exchange rate, such adjustments in the real
exchange rate must take the form of domestic price inflation. Similarly a “permanent” fall in
oil prices, or any other market factors causing depreciation in the real exchange rate, will
result in domestic price deflation. Forcing real exchange rate adjustments to take place
through domestic inflation or deflation is more difficult than through nominal exchange rate
changes. Domestic price adjustments are slower and thus tend to lag behind the adjustment
needed and ultimately to overshoot once price adjustment momentum has built up. Fixed
nominal exchange rates in these circumstances tend to result in wide swings in real exchange
rates. In addition, the normal difficulties for oil exporters with exchange rates fixed to the
U.S. dollar facing large oil price increases have been made even more difficult in the last few
years by a depreciation of the dollar against the Euro and many other currencies.

“A currency that appreciated would tend to reduce the local currency revenues from
oil when oil was high, and a currency that depreciated would tend to increase those revenues
when oil was low. This does not reduce the size of the country’s oil windfall—the windfall
just shows up as a rise in the external purchasing power of a country’s currency rather than a
rise in the government’s oil export revenue. It would, however, change the way the windfall

10| ee, Milesi-Ferretti, and Ricci 2007
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is distributed. If the country’s currency is pegged to the dollar, the government initially
captures the entire windfall through a rise in its revenues. If, by contrast, the country’s
currency rose along with the price of oil, the government’s local-currency revenue windfall
would be smaller, but the external purchasing power of all local salaries would rise.”**

Husain (2006) evaluated Kazakhstan’s degree of trade integration (optimal currency
area), financial integration (financial sector development, freedom of capital mobility),
diversification of trade (oil dominance of exports), macroeconomic stability and vulnerability
to real and nominal shocks, dollarization and exchange rate pass through. These are the key
factors relevant for whether a fixed or free floating exchange rate would be more desirable.
Husain’s empirical investigation indicates that conditions in Kazakhstan in recent years, on
balance, favor flexible exchange rates.*

1V. MANAGED FLOATING OR INFLATION TARGETING

Countries with market determined exchange rates may target the exchange rate, i.e.
intervene in that market to influence the rate, or target some other variable such as inflation,
intervening in the foreign exchange market only to prevent excessive volatility. Kazakhstan
has adopted floating or market determined exchange rates but the NBK has not yet been
willing to focus its policy solely on inflation. From time to time it intervenes in the foreign
exchange market to resist exchange rate movements it considers undesirable. In short, it has
not consistently targeted the exchange rate or the inflation rate. The result has been relatively
wide swings in the behavior of the exchange rate and wide swings in inflation.

Nominal Exchange Rate
160 e
2 _
izg Mm _._ggtn;mal Exchange
110
. @ME&FBBBFBBBF%BFBBBFBBB
2002 | 2003 | 2004 | 2005 | 2006 | 2007

1 Setser (2007) p. 6.

12 Husain (2006).
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NBK policy in recent years illustrates what economists call the “impossible holy
trinity” (exchange rate target, interest rate target, and free capital mobility). That is, the
Central Bank cannot influence domestic interest rates if it insists on targeting the exchange
rate in a world with capital mobility. When the NBK reacted to rising inflation by tightening
monetary conditions (increasing domestic interest rates), capital inflows would undermine
the attempted tightening because of NBK foreign exchange market intervention to prevent
the tenge from appreciating more than the NBK thought appropriate. If the NBK intervenes
to prevent the exchange rate’s adjustment, capital inflows will continue in search of higher
interest rates (as long as foreign investors are confident that the exchange rate will not move
against them), expanding the money supply and domestic demand, thereby increasing
inflation. This will continue until the domestic inflation is sufficient (the increase in domestic
price level relative to the foreign price level) to cause the real exchange rate appreciation
needed to equilibrate the balance of payments. When the Central Bank targets the exchange
rate, its attempt to influence the domestic economy (aggregate demand and inflation rates) by
increasing domestic interest rates is thwarted by international capital flows. The NBK would
do better to consistently target one (exchange rate) or the other (inflation).

A. Exchange Rate Targeting

Targeting the exchange rate would require the NBK to develop the capacity to
determine the exchange rate target most appropriate for achieving policy objectives. The
almost universal objective of minimizing volatility in the exchange rate should be relatively
easily fulfilled by timely interventions to achieve or maintain the target exchange rate. From

11
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there, defining the goals for the exchange rate quickly becomes more complex. The primary
goals are generally to maintain external competitiveness (leading exporters to favor an
undervalued currency), control inflation (leading importers and consumers to favor an
overvalued currency), and to achieve and maintain a viable balance of payments (balancing
imports and exports, requiring an exchange rate that responds to external disequilibrium).
Any change in the exchange rate will please one constituency group and upset another.

Targeting the exchange rate in order to control inflation reflects the fact discussed
above that while central banks might be able to control the nominal exchange rate, the market
and fiscal policy ultimately determine the real exchange rate. If balance of payments factors
require a real appreciation of the exchange rate, it will be achieved via domestic inflation of
the local currency if the nominal exchange rate is not allowed to appreciate.* While the first
line of defense against external oil price shocks should be the National Oil Fund, a major
benefit of an adjustable exchange rate target is the capacity to absorb and moderate external
shocks such as significant oil or food price changes via a change in the exchange rate target
rather than domestic inflation or deflation.

To determine an appropriate exchange rate target the NBK needs the capacity to
monitor and forecast all those factors impacting the country’s balance of payments.
Developing this capacity requires a considerable investment in relevant data collection and
its analysis. In addition to collecting and analyzing the information needed to determine an
appropriate exchange rate target, the NBK would need to put in place the decision making
structures needed to set the target.

B. Inflation Targeting

Price stability is the ultimate objective of monetary policy with a market determined
nominal exchange rate. If the demand for money is sufficiently stable, a monetary aggregate
target can be used as an intermediate target because the central bank has closer control over
the monetary aggregate than inflation. The demand for money tends to change during the
economic and financial market development process and as a result of changing payment
technology, which makes a monetary aggregate target less useful. Inflation targeting
eliminates the intermediate target and focuses directly on the ultimate objective for inflation.

While inflation targeting central banks require much the same data as those targeting
a monetary aggregate, a more central role is played by relatively simple policy models that
forecast inflation given alternative assumptions about the near term (two to three years)
behavior of key macroeconomic variables. Building such models generally takes several

3 To illustrate, if over the past year the NBK resisted nominal appreciation of the exchange
rate when the real rate needed to appreciate, its exchange market interventions to purchase
dollars would have caused faster growth in tenge money. Inflation would be higher this year
as a result.

12
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years of experimentation. The NBK is well advanced in establishing a core quarterly inflation
forecasting model.

Successful inflation targeting requires a very structured process of collecting and
analyzing economic and financial data and discussing the stance of policy in light of model
assisted forecasts. The inflation forecast is not a mechanical output from a model. It is the
result of an interactive process between staff and management incorporating all possible
information and insights into economic and market developments, assisted by and within the
framework of the models. Regular interaction between the policy makers and the forecast
team is critical.'* This process needs to be strengthened at the NBK.

Inflation targeting’s success in stabilizing prices with minimal loss of real output is
attributed to success in aligning public inflation expectations with the central bank’s inflation
target. If wage and other pricing contracts are based on the expectation that the central bank
will succeed over time with its inflation target, market behavior will support and contribute
to the achievement of that target. This requires the central bank’s honest commitment to the
target (over, say, two year ahead horizons) and good communication to the market about
what the central bank is doing to achieving it. The NBK has many of the elements of
transparency in place, such as its quarterly Inflation Report. These need to be further
strengthened.

All inflation targeting central banks use a short term market interest rate as their
operating target for implementing policy. There is a risk with the use of an interest rate
operating target which does not exist in the case in which the central bank chooses a
monetary aggregate target. If a central bank’s assessment of money demand is incorrect so
that its target for money is also incorrect, achieving and sticking to the target will result in
self corrective market adjustments. The resulting price level will adjust (thus missing the
implicit inflation target for that period) and the resulting equilibrium will be stable and
sustainable. If instead the central bank is targeting the interest rate and makes an error the
market process is not self-correcting. If the targeted interest rate is actually too low for the
inflation target, credit and economic expansion relative to potential output will result in
higher than desired inflation. Rather than equilibrating the economy at the lower interest rate,
the higher inflation reduces the real interest rate. This further exacerbates the error and
drives inflation still higher and real rates still lower. If not corrected by adjustments in the
nominal interest rate target by the amount of the initial error plus any increase in the expected
rate of inflation, inflation will accelerate and the system will explode rather than converge to
a new equilibrium. Thus, inflation targeting central banks must be willing to adjust their
operating target interest rate quickly and flexibly in light of revised inflation forecasts.

14 See Douglas Laxton and Alasdair Scott, 2000
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V. CONCLUSION

Kazakhstan would benefit from market determined exchange rates. A more coherent
and successful policy would result from a clear commitment to either an exchange rate target
that would be continuously reviewed and adjusted to balance of payments needs or an
inflation target. Lack of a clear commitment to one policy, shifting from one to the other, is
not desirable.

A strong case can be made for adopting inflation targeting in Kazakhstan, but
political and government wide acceptance is essential. To complete its move to inflation
targeting the NBK needs to:

a) complete its well advanced work on a core quarterly inflation forecasting model;

b) formalize its internal processes for updating model assisted forecasts and
incorporating them into regularly timed policy reviews and adjustments;

c) strengthen its communication with the markets about monetary policy conditions
and its policy measures; AND

d) allow the tenge’s exchange rate to freely float (other than avoiding unnecessary
volatility).

More staff resources will need to be devoted to these tasks, especially ongoing
strengthening of its core quarterly model and supporting satellite models and data analysis.

14
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