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CURRENCY SUBSTITUTION WHEN DOMESTIC CURRENCY 
IS A SOLE LEGAL MEANS OF PAYMENT 

The paper presents a model of currency substitution in the economy when there is an institutional 
constraint on usage on foreign currency in every-day transactions, although the desired currency balance 
could be reached via exchange, and when financial markets are barely developed. Such formulation of 
the model seems to allow better understanding of currency substitution path in Ukraine. 

Currency substitution refers to a situation when 

foreign currency performs one or several functions 

of money in a row with domestic currency [1—5]. 

This phenomenon is tightly connected with peo

ple's confidence in domestic government, especially 

its ability to protect the value of domestic curren

cy versus their confidence in foreign government 

and, respectively, foreign currency. For instance, 

in Ukraine currency substitution has spurred since 

the beginning of 90 th. That time domestic prices 

rocketed, while legal constraints on foreign cur

rency transaction were relaxed. Comparing with 

other countries, the phenomenon of currency sub

stitution in Ukraine has several special features [6]. 

Firstly, since middle of the 90th domestic currency 

became a sole legal means for payments on domes

tic market, while the cash foreign exchange was 

quite available. Secondly, financial markets were 

poorly developed, and the access to world finan

cial markets was limited. 

The paper presents a model of currency sub

stitution in economy that incorporates these pecu

liarities. The presented model closely corresponds 

to the model by Uribe [7], but several important 

distinctions are introduced. As it was said before, 

we don't allow payments in foreign currency. Next, 
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ФЕНОМЕН ЗАМІЩЕННЯ ВАЛЮТ У ВИПАДКУ, КОЛИ НАЦІОНАЛЬНА 
ВАЛЮТА Є ЄДИНИМ ПЛАТІЖНИМ ЗАСОБОМ У КРАЇНІ 

Робота представляє модель заміщення валют у економіці, що має інституційні обмеження 
щодо використання іноземної валюти у щоденних трансакціях, хоча бажаний баланс валют 
можна отримати шляхом обміну. Другою особливістю економіки є недостатня розвиненість 
фінансових ринків. Таке формулювання моделі, на нашу думку, дозволяє краще зрозулііти процес 
заміщення валют в Україні. 


