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Abstract

Getting over the financial crisis could originate the intensification of global
monetary instability. Unlike the previous cases of global monetary stresses the
current period is described by crisis processes within the system of reserve as-
sets and inflation effects of financial imbalances and global liquidity. Skewed re-
covery of asset markets in terms of countries increases fluctuations of capital
flows and exchange rates, thus increasing demands for foreign exchange re-
serves and preserving pre-crisis monetary relations alongside with search for al-
ternative denominations of foreign assets of the country. As far as the monetary
assets do not grow into global demand which revives real issue, the global econ-
omy finds itself in a stagflation trap. The bail out should be facilitated with the in-
crease of international coordination of monetary policy in order to intensify control
over the behavior of global liquidity.
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Introduction

Essential feature of post-crisis periods in economy is the intensive in-
crease of debate about established theoretical and applied positions in economic
policy. And the global financial crisis has not proved an exception. Alongside with
fairly strong vectors of macro-policy reformation on national level which has been
rapidly implementing under macro-financial approach, the global monetary prob-
lems are still beyond active debates. Moreover, a number of proposals concern-
ing global monetary reforms (for example, report of so called Stiglitz Commission
[1]) have more questions than answers. The complexities of the global monetary
relations system reformation as well as absence of institutional frames for the
forced reformation and corporative participation in it rather urge the traditional
orientation at the reforms being made at a national-centric level. One more rea-
son of that phenomenon is the absence at the moment of theoretic consensus on
the issue of how much the global financial crisis is conditioned and connected
with global monetary processes. Naturally, that under these conditions there has
been created favorable intellectual prerequisites for relatively detached analysis
of the variants of economic and institutional reforms, likewise the analysis of the
risks and threats of post-crisis development from the point of functioning of na-
tional and global monetary and financial regimes.

Aggressive measures of monetary and fiscal policy for crisis surmounting
in the developed countries have soon demonstrated the availability of powerful
external negative effects. Their origin is quite natural , since the anti-crisis deci-
sions have been implemented in the same structural environment of global
monetary relations created (formed) in late 1990-s and which we acknowledge as
«the vague contours of Jamaican currency system» [2, p. 488-535]. The post-
crisis conservation of status-quo in the area of global monetary processes as has
been already seen from the events around the exchange rate fluctuation of US
dollar, as well as around fiscal crises throughout Europe, and the behavior of
global liquidity and prices for primary resources, reveals the preserved trends to-
wards reproduction of global monetary instability in the forms that will be even
more distorted than before the crisis. This is obvious in light of radical differences
between expectations respectively the financial sector efficiency, balance of
power in global finance and evaluation of economic capacity perspectives in a
state of progressive imbalances. Naturally, the designated problems require the
system-wise analysis, which makes this given article relevant
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Range of Global Monetary Problems
in Theoretical Discussions
of Pre-and Post-crisis Period

The most characteristic features of global monetary pre-crisis processes
have been fairly well described in economic literature, and they provide the fol-
lowing: hypertrophy of foreign exchange reserves which is conditioned by wide
range of motives (e.g. exchange and financial shocks self-insurance, monetary
and financial mercantilism, and competitive accumulation of reserves), asymmet-
ric behavior of exchange rates in emerging markets (devaluation tolerance, and
revaluation escape concerning US dollar), clear distinction between the countries
with deficit and these with current-account surplus, resulting in the formation of
global liquidity which is based on the nature of global monetary relations, either
on the relations between the deficit and surplus countries which take the form of
capital flows and increased demand for assets, and globally low interest rates,
etc. [2, 3, 4]. However, the crises that are conditioned specifically by global
monetary patterns are often called into question in terms of view of liquidity, not
as the product of international reserves expansion within the global scale, but as
the interaction between monetary variables of the developed countries and struc-
tural changes in the global financial system. Though the role of the latter is great,
it is worth stating that ignoring the problem of skewed macro-economic status of
the countries issuing reserved assets and the countries demanding for the issued
assets, as well as ignoring the absence of system-wise control over global mone-
tary expansion resulted by skewed reaction of exchange rates leads to overly op-
timistic reliance on the fact that implementation of macro-financial approach into
practice will allow to escape major financial shocks without reformation of the
global monetary relations [5, 6].

The necessity for revision of monetary coordinates of global economic
functioning is accentuated in many papers, where they clearly state that the ab-
sence of symmetric reactions of currency exchange rates demonstrates the
global financial imbalances, and in light of aggressive anti-crisis measures it still
remains the unsettled problem of low interest rates, excess leverage and volatility
on the financial markets [7, 8, 9, 10].

Though we agree that the reforms should be made, it is worth expressing
reservations about the most skeptical of known proposals for ensuring the global
monetary stability. For example, the «reference rate system» proposed by John
Williamson points out that not only excessive fluctuations of rate ratios originate
global monetary instability, but also their shortage creates deep problems [11,
12]. However, this approach has disadvantages from the view of implementability
in terms of adequacy and legal methods for determination exchange rates which
the central banks should follow in order either to make interventions or avoid
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them. A certain alternative to the system of centralized requirements with respect
to correction of exchange rates is the approach providing for the expansion of
SDR use in the process of management of global liquidity on the base of transit
accounts enabling to maintain the volumes of external assets with no pressure
on the internal money supply [13, 14, 15]. However, the proposals to strengthen
the SDR role also cause skepticism. Any transit IMF accounts in SDR, function-
ing as buffers of excessive liquidity, limit discreet decisions of national central
banks, as well as they do not create market preconditions for control over liquid-
ity and imbalances from the view of fundamental macro-processes.

The problem of global monetary instability also does not show a unique
approach in economic literature. We can determine a series of key moments in
different authors’ papers, but they accentuate these issues in different ways.
First, the risks of global instability generate pro-cyclical behavior in foreign ex-
change reserves and capital flows. Second, low rates that are the result of liquid-
ity expansion, encourage excess crediting and excess drawings because of
which any country becomes vulnerable to capital flows reverse. Third, though the
actual 2007—2009 crisis was not the crisis of rapid correction of payment imbal-
ances on the base of incredulity to US dollar, the risks of such a scenario are not
removed, but on the contrary, they are urgent, threatening to increase rates and
weaken the global financial system. Fourth, the global monetary stability is vul-
nerable to specific monetary relations between the USA and China; yuan re-
valuation avoid can ignite world trade wars or other forms of non-market behavior
of leading countries [9, 10, 16, 17, 18, 19].

Traditional Keynesian macro-economic arguments respectively potential
global economic risks caused by global monetary relations are the issues of de-
bates in a number of authority studies. The global imbalances originate situation
with the trap of liquidity, thus weakening the capacities of central banks to miti-
gate recession. That regularity is conditioned by the fact that under aiming at
high rates of savings for maintaining payment surplus in one group of countries,
in others the interest rates could not automatically change. In case of the trap, li-
quidity high rate of global savings makes lowering of interest rates impossible
through monetary methods to the level meeting the expected reanimation of ag-
gregate demand [20]. The current system of global imbalances is immanently de-
flation: while approaching the limit of foreign borrowings, deficit countries have to
reduce import , and the surplus countries must not increase the demand for im-
port; central banks could easily prevent revaluation through the reserve volumes
increasing, but prevention of devaluation is limited by the availability of reserves;
IMB policy tolerates the macro-instruments targeting at the surmounting of cur-
rent account deficit, but it is deprived the means for influencing the surplus coun-
try [21]. Though the deflation outcomes of global imbalances are also explained
from other theoretical angles (from the point of view of the theory of lack of (qual-
ity) assets and equality imbalances), the empirical picture of the global economy
is denied in light of the behavior of prices for primary resources that today can be
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considered the modern norm of global monetary instability. That is, the system of
imbalances as the basis of global monetary relations is not a deflationary but in-
flationary one (with certain lag).

Despite adequate and comprehensive study of this topic, we must admit
the lack of a comprehensive approach towards understanding that after the crisis
the clear separation of global economy was preserved on the principle of separa-
tion of the countries with flexible exchange rates and the countries which con-
tinue accumulating reserves, have system-wise imperfections that are not able to
be surmounted with the enhanced international leverages for regulating global
monetary processes. Also, most of the analyzed researches do not study the
post-crisis problems in the area of diversification of global foreign exchange re-
serves, and the expected effects it could produce on the currency fluctuations
and liquidity, and respectively its effect on the global financial stability. Respec-
tively, this paper is devoted to some problems in the area of global monetary in-
stability of post-crisis period.

Change in the pattern
of global monetary instability

The key characteristic feature of post-crisis functioning of global economy
is that practically most of global monetary processes of pre-crisis period com-
pletely regenerate themselves. Nevertheless, at the background of global reces-
sion the velocity of renovation in the developed countries differ of the renovation
velocity in the countries with emerging markets. That trend brings about the con-
servation of clear division of the countries supporting the floating currency rate
and those which are oriented at maintaining the surplus payment

The named model of global monetary relations essentially changes the
pattern of global instability rooting in the practice of the 1990-s when the coun-
tries which rapidly integrated into globalized financial markets made its epicenter.
Devaluations and crises as a «sudden stop» certified how the increasing flows of
capital are able to launch a wave of instability in the global monetary processes
through a chain reaction of the currency collapse, capital outflow, losses in finan-
cial sector, increase of volatility on financial markets, as well as how the relevant
monetary preventive actions of central banks in terms of liquidity caused instabil-
ity. And the currency exchange rates, like interest rates responded according to
the velocity of renovation of financial markets. Search for the variants to prevent
the global monetary processes from devaluations on the emerging markets after
the Asian crisis became the core of understanding how the world financial archi-
tecture should function to be stable [22]. However, reorientation of the countries
with emerging markets at the currency reserves accumulation to self-insure
themselves, likewise pursuing of monetary mercantile policy and competitive ac-
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cumulating of foreign assets [23, 24, 25] radically changed the factor descriptions
of global monetary processes instability.

One of those manifestations is sharp decline in the role of international fi-
nancial organizations within the hierarchy of stabilizing mechanisms, which in the
post-crisis perspective is conserved with low probability of stochastic changes in
demand for reserves. Though the global increase in demand for the reserve as-
sets [26] was not collectively effective, the individual benefits are rather signifi-
cant which was proved by 2008 events, when the extent of reserves in certain
crisis-ridden countries, inversely corresponded with the depth of the exchange
rate fall [27].

Distrust in the system of international lending of ultimate authority is clearly
mirrored in the motive of self-insurance at reserves accumulation. The amount of
these reserves significantly changed the correlation between the scales of crisis
phenomena in global economy, change of IMF credit position and the rates of ex-
ternal assets gains of central banks. Under adequate devaluation levels of 1996-
1999 and 2007-2009 the volumes of IMF lending greatly differ, and the importance
of stand-by programs increased only in the conditions of global financial crisis. De-
spite the IMF crediting volumes somehow increased due to macro-stabilization
programs, since 2008 physical volumes of crediting so far have been rather low as
against the period of 1998-2004 (fig. 1). Primarily, it demonstrates the reduction of
vulnerability of many countries towards change of exchange rate , likewise the ca-
pacity to oppose the destructive processes on global markets with exchange cur-
rency reserves, and also the attempts to use the competitive devaluations, which
provide a remote case for the large-scale global and centric capital inflow to the
markets of the countries with medium or low incomes. The reduction of IMF impor-
tance in offering urgent global liquidity clearly manifests that the basics for the for-
mation of the latter are not the international regulators, but national-centric versions
of external assets accumulation. Naturally, those changes occurred as a result of
changing the pattern and source of global monetary instability. The latter is not
connected with the emerging markets, and that is mirrored in the volumes and
structure of IMF credit activity.

Specified by a sharp contraction of liquidity in financial markets, the global fi-
nancial crisis and combating it demonstrated the limited effectiveness of last resort
lending. On the one hand, the large scale swap transactions between FRS and lead-
ing central banks demonstrated that direct agreements between central banks could
be more flexible. In case when the agreements directly touch upon the interests of
some particular banks, the volumes of transactions could exceed the accessed IMF
resources. The mechanism of Chiang Mai initiatives also was not completely used in
Asia, since the volumes of accessed swaps did not correspond to the FRS capacities
and to the scales of capital outflows. The extreme proposal of dollar liquidity in 2008—
2009 enabled to escape sharp significant increase of dollar exchange rate against
the deficit of payment balance in the USA.
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Figure 1
Share of Stand-by program under IMF credit activity
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Source: constructed by the author based on IMF Annual Report for respective years (See
www.imf.org).

Respectively the countries with emerging markets, there the choice of de-
valuation is also dictated by the fact, that the accessibility to Fund’s resources
does not correspond to the amount of capital outflow, the previous inflow of
which was caused by the bubble growth on the markets of assets against the
equalizing of interest rates on the markets of instruments with fixed income (as it
was in 1990-s). Also, the capital outflow is a natural phenomenon while assuming
that global financial institutions extracted capitals not so much of searching for
«safe harbors», but to support mother’'s companies in the developed countries
which suffered from the collapse of mortgage markets. It is natural, that the com-
petitive preservation of reserves against the contraction of internal demand influ-
enced the improvement of current accounts in many countries with emerging
markets. .Though the growth of global currency reserves slowed down, but still
was preserved, it enlarged the lag between global crisis and crisis of reserve cur-
rencies. On the other hand, absence of mechanisms for monitoring and control
over implementation of stabilization programs peculiar to cooperation with IMF,
brings about that the succeeding discretionary actions for liquidity maintenance is
followed by the process of significant expansion of global dollar supply, which
would rather be expected if the system of urgent liquidity were centralized. Simi-
larly this refers to dollar exchange rate. Preventing its sharp revaluation in 2008
against lowering the current account deficit of the U.S. strengthened intentions of
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national centric monetary expansion, especially in the United States, where it is
known as a few round programs of «quantitative mitigation».

Paradoxically, the global collapse of dollar liquidity in 2008 completely
changed the process of deploying reserve currency crisis with which the actual
outlines of the crisis were associated before. Shrinkage of liquidity because of
the gap in the structure of dollar-denominated claims and liabilities on a global
scale acted as a kind of inhibitor of the process of non-confidence against the
U.S. dollar, resulting in further action to support financial institutions and budgets
went beyond neutrality with respect to global monetary stability.

The Global Liquidity and Crisis
of Reserve Assets System:
the Epicenter of Global Monetary Instability

When in 1990-s the global monetary instability was associated with cur-
rency crashes on the emerging markets, and in early 2000-s it was associated
with global finance imbalances, in post-crisis perspective it grew into combination
of global inflation accelerating and financial instability, the epicenter of which is
ambitendency of currency reserve crisis and status quo preservation within the
system of global monetary relations. In light of this, that instability could be
grouped into the following interlinks :»skewness in scales and success of anti-
crisis programs, in particular, those of monetary actions- skewness in the velocity
of assets markets renovation — fluctuating exchange rates of leading currencies —
fluctuating adaptation of currency reserves global structure — absence of correct-
ing elements for money supply in one of geo-economic centers - surge of global
inflation, speculation in asset markets. skewness in «slippage» of anti-crisis de-
mand. promotion. Within the named cause-effect links the key forms of instability
are the following:

e behavioral character of the formation of leading currencies exchange
rates;

e fluctuations increase within the types of assets;
e (global inflation bias.

Significant turnover of reserve currencies on global markets (beyond the
country of issue) makes the problems of global monetary instability extremely
pressing, since they can emerge both, as a result of non-confidence in macro-
economic policy of the countries of issue, and as a result of different structural
changes in factors determining the demand and supply of the currencies on for-
eign markets. Due to that, the coherence in the area of anti-crisis actions and
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search for the ways for surmounting the anti-crisis promotion of demand is not
the only key moment in currencies exchange rates behavior which does not ex-
clude the hypertrophied response to signals on the dynamics of fundamental
variables in the issuing countries.

One of the examples of the behavioral character of the formation of cur-
rencies exchange rates is how the increase of uncertainty respectively certain
class of assets could bring about the increase of exchange rate volatility. Thus,
financial stability as for today provides for stability of institutions and sovereign
lenders from the point of view of their assets quality. Since those assets are de-
nominated in certain currency, absence of the assets liquidity, either violent re-
valuation of their risk rates is mirrored in rate volatility growth or in the formation
of short-term trend of exchange rate, which is relatively coherent with fundamen-
tal variables. A significant reason that change of attitude to asset quality is re-
flected in exchange rate volatility consists in the fact, that the market displays a
high level of segmentation (it is natural from the view of formation of sophisti-
cated investment strategies and availability of the players on the market who dif-
fer in the criterion attitude to risk and return search). Cases of search for «safe
harbors» (exit from markets of high rate risk assets and increasing of demand for
risk-free assets) are temporary and are occurring when the attitude towards risk
is violently biased as a result of a great financial shock. Subsequently, the mar-
kets become less sensitive and doubts about the quality of a particular asset
class or issuer do not find a more reliable option, but .re-orientation at other as-
sets of similar class, which as a rule implies the change of the currency denomi-
nation. (For example, in 2009—2011 the worsening of Greek bonds quality did not
mean that the investors were re-orienting at German ones, but they searched for
the alternatives with similar earning rate beyond Euro-zone. It resulted that
euro/dollar exchange rate fluctuated due to capital reallocation).

One more example of behavioral formation of currency exchange rates is
changes in currency structure of the institutions’ foreign assets of globally signifi-
cant volumes. Within the frameworks of this given generalizing case it is worth
analyzing certain moments.

A) Currency diversification of central banks’ external assets (to some ex-
tent, it also refers to funds of sovereign wealth can not help effecting the equilib-
rium of global currency market. Moreover, that problem becomes specifically ur-
gent in post-crisis period, since the crisis has not changed the nature of global
currency reserves concentration, but vice versa, it intensified the trends which
had been formed in pre-crisis period (see table 1). Naturally, any portfolio deci-
sions taken in this area respectively certain volume of reserves start reflecting
not so much of traditional choice of currency structure of external assets, but as a
behavioral one. That is dictated by traditional motives of diversification, and by
search for variants of fiscal losses prevention resulted by re-evaluation of their
value under exchange rate volatility, likewise by attempts to transform a part of
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external into alternative assets (for example, raw material ones, which is very vi-
tal in light of Chinese practice), having their own currency denominations.

Table 1.
Concentration of global currency reserves
1999 2009
In Share in Share in
Bin. US BIn.US In
dollars | GDP | global | g | Gopy, | 9lobal
% scale scale
China 155 14 8.7 2399 49 29.7
Japan 278 6 15.6 997 20 12.3
Russia 8 4 0.4 406 33 5.0
Saudi Arabia 15 10 0.8 397 107 4.9
Taiwan 106 36 5.9 348 92 4.3
Korea 74 16 4.2 265 32 3.3
India 32 7 1.8 259 21 3.2
Hong Kong 95 58 5.3 245 116 3.0
Brazil 35 6 2.0 232 15 2.8
Euro-zone 228 3 12.8 195 2 2.4
Singapore 77 93 4.3 186 105 2.0
ROW 1783 6 100 8086 14 100

Note: Constructed by the author based on data: [28, 2].

B) The change of structure of global currency reserves is rather inertial. It
means that the currency structure of external assets is maintained on the basis of
certain stabilizing decisions of central banks which in such a way support the re-
serve currency, preventing correction of its exchange rate through violent ac-
tions, and thus prolonging the lag between emerging of fundamental factors, that
would effect reallocation of external assets, till the moment of actual occurrence
of those changes. Though it allows the country of reserve currency issue to un-
dergo crisis periods more easily, it could threaten with a range of inflation risks.
Nevertheless, the greatest challenge is that the lag prolongation could imply an
intensive collective choice of the alternative currency (asset), that threats wors-
ening of fundamental variables and global economy, and the economy of the
country of issue. In other words, any inertia in the correction of currency structure
of reserves in global scales brings about that its stabilizing peculiarities since cer-
tain moment turn into increased pro-cycliness.
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Alongside with the increasing of behavioral factors of the currency ex-
change rates formation, there is tightly intervened the problem of correspon-
dence between the structural factors of exchange rate dynamics and the deter-
minants of currency structure formation of global currency reserves. Conse-
quently, there should be a clear dependence between the trend of the currency
rate of reserve currency and its value in global portfolio of assets (here could be
observed certain deviations, like change of monetary policy in the country of re-
serve currency issue, either in other centers of reserve currency issue).That de-
pendence reflects interrelation between changes of global demands for that cur-
rency and changes in its rates. In case when in global portfolio of assets the cur-
rency reserves of central banks dominate, it is just the transactions with the latter
that determine external factors providing the effect on currency exchange rate.
But when their share decreases, there increases the meaning of structural and
cyclic factors of global currency market, which is determined by open currency
positions of global financial institutions. Proceeding from that, it is obvious that
the trend of behavior of reserve currency rates can significantly deviate from the
one which is fixed by global currency structure of central banks’ external assets.
In this case the key problem lies in that for example, the reduction of the leading
currency share in the structure of global currency reserves stops to be a criterion
for expected behavior of currency rate in future. Destabilization risks of mass exit
from dollar assets intensely slow down the weakening of the role of American
money as a reserve currency. Also it is explained by that the decline of USA dol-
lar value in the structure of global currency reserves is not accompanied by the
origin of clear alternative. The global players view the prospects for euro under
the corner of fiscal crisis in the EU, and the market of assets in yuan to be closed
for non-residents.

In spite of that, as table 2 shows, the value of euro in global currency re-
serves grow, while the USA dollar falls. Primarily, it occurs due to the countries
with emerging markets which are accounted for major share of growth of external
assets of world monetary organs It means that the maximum value of physical
reserve growth will increase pressure towards diversification. If to take into ac-
count worsening of the USA debt instruments rating and their loss of free-risk as-
set image as it occurred in July—August 2011, then against the limited possibili-
ties for euro and yuan to compete the USA dollar, the crisis of reserve currency
would take the form of inflation of value of limited set of assets. Among the latter
the share of raw material assets value will grow, specifically that of gold, thus
making the processes of setting the relative earnings of financial assets instable,
likewise making the trends of global inflation instable too. Inflation value of cer-
tain assets can produce not less threatening financial effects, since the reap-
praisal of ever growing trends and application of leverage investments could
quickly end up just in another bubble.
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Table 2.

Currency structure of global currency reserves %

1999 | 2001 | 2003 | 2005 | 2007 | 2009
All countries

USA dollar 71.0 71.5 65.9 66.9 64.1 62.2
Japan yen 6.4 5.0 3.9 3.6 2.9 3.0
Pound sterling 2.9 2.7 2.8 3.6 4.7 4.3
Swiss franc 0.2 0.3 0.2 0.1 0.2 0.1
Euro 17.9 19.2 25.2 24.0 26.3 27.3

Countries with emerging markets and developing countries
USA dollar 74.2 73.8 63.1 62.7 62.0 58.5
Japan yen 3.9 2.4 1.1 1.5 1.8 1.8
Pound sterling 2.6 2.8 3.8 5.1 5.9 5.9
Swiss franc 0.5 0.2 0.1 0.1 0.1 0.0
Euro 17.5 19.7 30.2 29.2 28.6 30.1

Source: [29].

The mentioned process has already expanded and is reflected in the in-
creasing value of the share of unclassified instruments in the structure of global
currency reserves. For example, in the countries with emerging markets and in
the developing countries the share of reserves with which currency structure is
not proved in the IMF in 1999 made 44.1 %, in 2001 — 44.4%, in 2003 — 47.0%,
in 2005 — 54.4%, in 2007 — 54.0%, in 2009 — 60.3% [29]. This means that central
banks also increased tendency to form alternative portfolios of foreign assets,
and that naturally cause additional distortions in asset markets in general.

Increase in structurally conditioned sensitivity of assets market to monetary
impulses significantly alters the texture of stability in the world. Relationship between
monetary agents and financial fluctuations in post-crisis period becomes the key
element of global macro-financial processes. On the part of financial system it is en-
sured by emergency and dissemination of sophisticated financial instruments and
portfolio strategies as a result of which natural restrictors of coherency in price be-
havior on different assets markets either are weakening or destroying. From the view
of global economy, it is reflected in increased correlation of certain countries’ mar-
kets. The equity markets, real estate markets and loan volumes are becoming more
synchronous. Table 3 demonstrates high correlation level among the groups of coun-
tries under kinds of financial operations. That trend that originated in the developed
countries is rapidly globalizing due to growing openness and evolution of financial
systems in the countries with emerging markets, for which, to a lesser extent, the in-
creased correlation of certain markets becomes obvious.
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Synchronization of financial markets in terms of country groups
Countries with Industrial countries
Industrial countries . and these with
emerging markets emerging markets
1960— 2003— 1960— 2003— 1960— 2003—
2007 2007 2007 2007 2007 2007
Real 0.59 0.74 0.49 0.49 0.50 0.60
estate
Equity 0.71 0.90 0.62 0.80 0.61 0.81
market
Credit 0.74 0.92 0.48 0.83 0.65 0.87

Note: The level of synchronization is defined by parameter of «concordance index» which
shows the proportion of time during which the variable is in a cyclical phase in two or more
countries.

Source: [30, p. 45].

Tight correlation in terms of asset markets, as is seen from Table 3, dem-
onstrates that the links between segments of the financial system essentially re-
duce the role of stabilizing mechanisms of uncorrelated markets in terms of coun-
tries or their markets, which differentially respond to cyclical processes.

Synchronization of asset markets makes the whole financial system more
pro-cyclical, but the most risky is that in a large share of stimulating demand in
the economies plunged in the recession and under the asset price sensitivity to
changes in liquidity, «monetary hanging» in one of the key currencies runs into
effect deviation of all the markets with few lags. High correlation respectively
countries brings about that fluctuations in asset markets are instantaneously
transmitted to capital flows and, accordingly, to the exchange rate. Due to this
any asymmetric monetary actions of the world leading central banks, as well as
skewed market responds to signals about prospective growth of assets value
with further correction of price trends will rather make the markets instable. On
the one hand, incentive measures will lose their effectiveness because the deci-
sions respectively demand; loans and credits will be substantially distorted by the
effect of uncertainty simultaneously with that, how uncertainty or negative expec-
tations of the future substantially reduce the marginal propensity to consumma-
tion. On the other hand, in response to the increasing volatility of capital flows
and the uncertainty on the markets, the countries with average or low income
groups will respond with further increase of the demand for reserve assets. Mo-
tives of self-insurance (like competitive monetary mercantilism, smoothing of fluc-
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tuations in capital flows in order to isolate their impact on distortion of currency
exchange rates, etc.) strengthen the global financial imbalances, exacerbating
diametrically opposite trends around the reserve currencies.

The other side of combination of pre-crisis trends in reserves accumulation
and stimulating actions of leading central banks is that, instead of theoretically
expected deflationary effects of global financial imbalances there actualize infla-
tionary effects We have already described the mechanism of transformation of fi-
nancial imbalances into global inflation [2] , but in post-crisis perspective, it is of a
specific nature. Anti-crisis expansion of the leading central banks did not mean
that all amounts of additional money supply produce a direct effect on aggregate
demand (reanimation) resuscitation. Rapid recovery of assets and market value
of primary resources signified that monetary incentive shares have no direct im-
pact on the real sector, and through improvement of the situation in market liquid-
ity increase speculative mood. This is logical from the point of view that the mar-
ket assets and the market of primary resources (which behave as an assets mar-
ket) in current prices begin to reflect expectations of future economic recovery.
Asymmetric expectations of such a revival in terms of the countries bring about
that the formation of exchange rates returns to conditionality by expected yield
assets, which is the result of the expected against actual situation in the real sec-
tor, which brings more volatility to the markets.

Another dimension of the limited effectiveness of anti-crisis monetary ex-
pansion is that the downward trend in the ratio between assets of central banks
in the developed countries and foreign reserves of the ROW that has been bud-
ding since the early 2000s, intensified during the crisis later. For example, in
2003, the share of foreign currency reserves of the countries with emerging mar-
kets amounted to 25% cumulative value of foreign exchange reserves and assets
of the US central banks, euro area, Japan, Canada, Sweden, Switzerland and
Great Britain. In 2006 that share increased to 35%, and from 2007 to present,
varies at 45-50% [31].

This shows that the stimulating steps of some are compensated by the pol-
icy of avoiding the revaluation and support of surplus payments of the others. In
addition, that it redistributes global liquidity for the sake of the countries with
emerging markets, it makes the demand for reserve currencies caused by a
more trying to maintain economic growth and improve competitiveness, which in
the end, turns into a monetarist Phillips curve in which foreign exchange reserves
could be put in place of inflation. The high dependence of accumulation of the lat-
ter upon the expansive steps of leading central banks in the post-crisis period
makes global monetary processes rather vulnerable to reverses in the policies of
the countries of both groups.

If we take into account the autonomous nature of sovereign demand for
assets, the stochastic changes in the supply of liquidity in the developed coun-
tries will immediately transmit to fluctuations of global liquidity in general of
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course, we can assume that the recovery of the global economy quickly revives
capital flows, the inflow of which to the countries with emerging markets are ab-
sorbed by reserves, and that will create certain buffers in case of liquidity con-
traction.

However, the problem is that capital inflows produce asymmetrically ex-
pansive impact on global liquidity because their outflows largely are offset by the
devaluation. Competition avoidance of reserves loss, in general, has an expan-
sionary impact for global liquidity. That is the paradox following from that situa-
tion. Due to the maintenance of global financial imbalances the global economy
would have to fall into a state of deflationary bias as Keynesian —oriented
economists provide for.

However, in reality it falls into a state of inflation bias, which is powered by
increased costs of primary resources. Fig. 2 clearly shows that the rapid recovery
of prices of primary resources and their subsequent growth corresponds with the
progressive «sagging» of global currency reserves.

Figure 2

Indices of prices for primary resources and foreign exchange reserves
of the countries with emerging markets, 2005 = 100
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Figure 3.

Structural and logic links of the mechanism
of global monetary instability processes
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Inflation acceleration in the world since the mid 2010 shows that Keynes-
ian oriented programs for combating global crisis end so that the global economy
increasingly fall into the trap of stagnation almost identical, as was the case in
the early 1970s. In a globally integrated economy the limit of non-inflation stimu-
lating demand programs is extremely mini, though quite vague in terms of indi-
vidual countries. Therefore, the competitive incentives for the crisis surmounting,
is greatly dictated by the desire to quickly restore asset markets and the real is-
sue, and it is completed with global increasing of monetary instability. Uncertain
prospects and high risks of reserve currencies are accompanied by increased
volatility in asset markets and capital flows together with the formation of infla-
tionary expectations and stagflation trap. Fig. 3 demonstrates structural and logi-
cal links in the mechanism of unwinding the spiral of the post crisis global mone-
tary instability.

Policy landmarks for bailing out
the global stagflation traps

A significant obstacle to bail out the global economy stagflation trap is that
the policy of maintaining the financial sector and curbing global inflation is con-
tradictory in the short term. The economic growth stability will be delayed be-
cause of the unsettled issues how to restore the creditworthiness of leading fi-
nancial institutions and to resolve problems of uncertainty and risk re-rating in
credit markets. In its turn, the increasing prices for primary resources and food
will hinder economic growth, and will originate inflation expectations.

Rapid recovery of market assets without increasing the sustainability of the
real output rates shows that further expectation of positive consequences of pro-
ceeding the policy of active monetary incentives is overvalued. As long as the in-
flation expectations have not been formed in the global economy, monetary ac-
tions produced a certain result, as it was demonstrated by high rates of economic
growth in the U.S., Germany and some other countries in 2010. However, al-
ready in 2011 the rates of economic growth dramatically slowed down. This is the
first signal that anti- crisis stimulation of the demand exhausted itself. Resolving
of the issue for global economy to bail out the stagflation trap through limiting the
alternative of further supporting the financial sector and curbing global inflation,
needs strengthening of international coordination of macroeconomic policies, as
well as strengthening of coordination within the policy-mix in each separate coun-

try.
With regards to the coordination on international level, it should consist of

several blocks, in particular: increase of exchange rate flexibility in the countries
with globally significant balance of payments surpluses, specifically it refers to
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China; encourage the alternatives to such reserve currencies as euro and dollar,
which may provide for both: strengthening of the yuan value (under appropriate
structural reforms of the Chinese financial sector) and increasing interest in the
formation of regional monetary unions based on common fixed rates which would
be flexible to the ROW;

strengthening of the control over global liquidity (interest rate policy of the
leading central banks should take into account the factors of influence on inflation
expectations, which are formed outside the operational horizon of monetary pol-
icy, such as prices of primary resources and welfare effects), which should be in-
terpreted very broadly, and the indicators of which should include not only the
cumulative changes in broad monetary aggregates of the leading central banks
and global foreign exchange reserves, but also changes in the dynamics of
global assets of banks and their external obligations;

introduction of global money multiplier into the model of monetary policy
and its international coordination, which should enhance the understanding of re-
lationships between interest rate policy of central banks and credit expansion in
the global economy, taking into account financial innovations, structural changes
in the global banking system (the transition to a model of liabilities formation
based on market borrowings) and the flow of capital that will enable to signifi-
cantly influence the global money supply through taking a coordinated but decen-
tralized decisions, etc.

At the level of policy-mix the main limiting factor for choosing the optimal
model to coordinate the application of monetary and fiscal instruments is the debt
crisis of the developed countries together with the preservation of protracted un-
certainty on the credit markets. This means that higher interest rates could pro-
duce negative effects not only on the household sector solvency, but also it can
enhance non-confidence of market agents in fiscal policy aimed at fiscal consoli-
dation. However, certain increase in rates, alongside with the preservation of a
wide range of collateral assets for refinancing operations is the best alternative to
increase inflationary expectations, the prevention of which in future will need to
take more radical steps. Fiscal policy should be re-oriented at stimulating pro-
posals so as the reduce of the average tax burden has a positive impact on sup-
porting demand, while reducing the need for fiscal revenues should be ensured
not only by reducing social security, but also by improving the effectiveness of in-
stitutions of public sector, and expenditure programs.

The case of Ukraine also falls under this general scheme with some clarifi-
cation. After 50% currency devaluation in 2008, there have not occurred the bal-
ance of payments reverse, which contradicts to the established empirical mani-
festations of the relations between a large-scale decline in the exchange rate and
the change in status of the current account. By mid 2011 the deficit approached
the pre-crisis value of US $ 8 billion. Against the background of a relatively small
growth in money supply it means that the expansion of demand is based on pub-
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lic spending. Hence, the expansionary fiscal policy, overburdened with contro-
versial benchmarks respectively positive outcomes for economic growth through
the large-scale investment costs is a factor of increasing the vulnerability of
Ukraine to the problems of global monetary instability.

Unreformed rate policy also restores the inflationary pressure in the do-
mestic economy in light of the rising cost for traditional export goods in Ukraine.
In the condition of the intensification of payment balance deficit it is too late to
imply about strengthening of hryvnia. If the NBU pursues a reasonable policy re-
spectively money supply and does not accelerate credit recovery at pre-crisis
level, further increase of macroeconomic stability should be linked with structural
reforms and reduction of public expenditures burden.

Conclusions

Implementation of large-scale anti-crisis measures aimed at surmounting
the financial instability in the world, leads to a substantial increase in risks of
monetary instability A key element of contemporary forms of global monetary in-
stability is the crisis of reserve currencies, when the anti-crisis scales of supply of
the latter are inconsistent with the globally low inflation, and the debt crises and
the preservation of pre-crisis model of payment imbalances significantly under-
mine the exchange rate mechanism of correction of global liquidity growth.

Skewed expectations of assets value recovery in response to stimulus
steps of central banks increase the fluctuations of capital flows and exchange
rate instability, which results in increased interest in the accumulation of foreign
exchange reserves to self-insurance in the countries with the emerging markets.
Against the theoretically expected deflationary bias created by the global finan-
cial imbalances, the world economy faces an inflationary bias. The main reason:
is soaring prices for raw materials and food, which become the main factor in in-
flation expectations against skeptical perception of positive effects of stimulation
the demand for the resuscitation of economic growth. The uncertainty in financial
markets, rapid growth in global foreign exchange reserves, rising prices for pri-
mary resources and so, lead to the fact that due to protracted monetary expan-
sion, the global economy finds itself in a state of stagnation trap. The bail-out re-
quires global coordination of monetary policy on exchange rates of the countries
with globally significant current-account surpluses; also it needs increasing con-
trol over the behavior of global liquidity, and stabilizing inflation expectations. At
the national level it should be accompanied by transformation of mixed policy re-
spectively stimulating proposals to counteract the negative expectations of future
inflation escalation.
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