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Abstract

In the past two decades there was an
apparent effort of a number of East and Central
European countries to stabilize their economies
toward establishing a market economy and
achieve sustainable economic growth. This
paper is aimed to review and analyze the

monetary policy and its effects on sustainable
growth. In particular, it will examine the
implementation of the monetary policy in three
transition economies, namely Czech Republic,
Hungary and Poland and its effects focusing on
sustainable growth.
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1. Introduction

Macroeconomic stability is one of the most
important  socio-economic  factors  which
determines the achievement of sustainable
growth. The macroeconomic policy is the main
tool for transition economies to succeed, to
«catch-up» and to upgrade their economies. The
main targets of the macroeconomic policy are to
stabilize the economy and to converge mainly
towards the accession to the European Union.
The experience of transition economies in
achieving this status teaches valuable lessons
on the effects of macroeconomic and monetary
policies and especially for the transition

economies.

The economies of the former Socialist
nations face problems of low production
incentives and inefficient resource allocation,
mainly because controls of their economies
remain. Production incentives are higher under
private ownership than under public or state
ownership and controls.

An important goal for the ftransition
economies was to stabilize the economy and
moreover to create a capital market which
required to create a liberal banking-system out of
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the former socialist state bank. The socialist
banking-system consisted of a state bank that
not only controlled all the functions of a state
bank but also issued all short-term credits to the
private business sector. Transition economies
are likely to attract capital inflows, as investors
anticipate the convergence of interest rates and
the appreciation of their exchange rates.
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This paper analyses the monetary policy
and its effects and implications. It also focuses
on the experience of three transition economies,
namely the Chezh Republic, Hungary and
Poland. The economic performance of these
countries, either measured by the level of
inflation or by stabilization and liberalization of
markets, or even by their economic growth,
places them among the first on the list of
«successful» transition economies.

2. The background of macroeconomic policy

The economic and social conditions, policies
adopted, and priorities of the three countries’
transition economies are quite different.
However, there are a lot of similarities in
stabilization and liberalization programs and in
the background of their monetary policy.

During the last two decades the emerging
markets of transition economies faced a lot of
problems. Many firms have reduced their output,
while investments have been decreased in many
industries, especially in manufacture. On the
other hand, the high inflation, the instability and
fragmented markets, in conjunction with large
debts, were threatened the liquidity of new
created commercial banks.

The initial objectives of macroeconomic and
monetary policy were the domestic prices, the
exchange rates and curbing high inflation.
Monetary policy was aimed at stabilization and
liberalization of the market.

Table 1, Table 2 and Table 3 show the
structure of the main factors for the three
transition economies. Table 1 illustrates the real
GDP, percentage changes from the previous
period. Table 2 shows the real private
consumption expenditure, percentage changes
from the previous period.

Finally, Table 3 depicts the real public
consumption expenditure, percentage changes
from the previous period.

Table 1: Real GDP, percentage change from previous period

1994 1995 1996

1997 1998 1999 2000 2001

Czech Republic 2.6 5.9 3.8 0.3 -2.3 -0.2 1.4 2.3
Hungary 2.9 1.5 1.3 4.6 4.9 4.5 5.2 5.0
Poland 5.2 7.0 6.0 6.8 4.8 4.0 5.0 4.8
European Union 2.7 24 1.6 25 2.7 2.3 3.4 3.1
Total OECD 3.1 2.5 3.2 3.4 2.4 3.0 4.0 3.1

Source: OECD, Economic Outlook, June 2000, Paris, France.
Table 2: Real private consumption expenditure, percentage change from previous period

1994 1995 1996

1997 1998 1999 2000 2001

Czech Republic 5.3 5.9 6.9 2.1 -2.8 1.2 0.8 0.8
Hungary 0.2 -7.1 -4.3 1.9 4.8 5.1 5.2 5.0
Poland 4.3 3.3 8.3 6.9 4.7 5.0 4.6 4.0
European Union 1.6 1.8 1.9 2.0 3.0 2.8 2.8 2.9
Total OECD 2.7 2.3 2.9 2.8 2.8 3.7 3.8 2.9

Source: OECD, Economic Outlook, June 2000, Paris, France.

Table 3: Real public consumption expenditure, (%) change from previous period

1994 1995 1996

1997 1998 1999 2000 2001

Czech Republic -2.3 —4.2 -1.2 3.6 0.6 -0.1 0.2 2.0
Hungary —7.4 -5.7 -1.9 3.1 2.8 2.5 2.0 1.5
Poland 2.2 2.9 3.4 3.1 1.6 4.5 2.1 2.0
European Union 2.6 3.5 2.3 3.2 5.9 5.0 4.8 4.4
Total OECD 4.5 3.4 6.9 5.5 4.9 5.0 6.0 4.5

Source: OECD, Economic Outlook, June 2000, Paris, France.






m JOURNAL OF EUROPEAN ECONOMY

April 2002

Hungary

Prior to the beginning of the transition in
1987, in Hungary the state bank was
transformed into a two-part banking system in an
effort to decentralize the economy and to
achieve the sustained economic growth. The
new banking system consisted of the National
Bank of Hungary as a central bank and of five
newly-founded commercial banks. Three of
those commercial banks dominated in various
sectors of the economy. The Budapest Bank
dominated in industry, Magyar Hitel Bank
dominated in  agricultural  sector, and
Kerezkedelmi Bank dominated in small business
and public utilities. The privatization of the
banking sector was mainly focused on sales to
foreign investors who exercised control and
could transfer additional funds to the banks. By
1991, about half of the commercial banks’ loans
could be classified as non-performing. During
the transition period Hungarian banks were not
so effective in terms of savings to the corporate
sector. Because of the liberalization problems
and unlike Czech Republic and Poland,

Hungarian economy experienced quite high
inflation rates. In particular, during the period of
1987 and 1988, inflation, as measured by
consumer price index, increased approximately
by 15 percent and 30 percent, respectively. At
the same period, the government’s budget deficit
remained unacceptably high and the current
account deficit reached over 9 percent of GDP.
Financing of this deficit required monetary
expansion and high interest rates so that the
commercial banks were able to attract
government securities and savings, but this
process has induced rapidly the inflation. In
1995, Hungarian government applied a
stabilization macroeconomic program in order to
reduce inflation through the high reduction of
government expenditures and the gradual
increase of taxes. The result of this particular
macroeconomic policy was the reduction of the
fiscal deficit from 9.6 percent of GDP in 1994 to
7.3 percent in 1995 and 4.6 percent in 1996,
respectively.

Poland

After the socialist government, the banking
system in Poland consisted of four state banks
that specialized in foreign trade, household
savings, and so on; all these turned into
commercial banks over time. In particular, the
National Bank of Poland turmed into nine
commercial banks; in addition, some small and
foreign banks were established. The privatization
program foresaw the sales of stock both to
domestic owners and foreign strategic investors,
but the whole process has been delayed. The
macroeconomic program was aimed to attract
foreign investors in an effort to strengthen the
industrial sector. The stabilization of the
economy started in much less favorable
conditions than those of Hungary and Czech
Republic. In 1989, inflation figure was running at
about 55 percent per month, while the
government deficit was nearly 8 percent of GDP.

The recession deepened in 1991, when the
fiscal deficit increased and high inflation rate
reduced the competitiveness of Polish markets,
products and exports. Policy priorities gradually
shifted from stabilization to stimulating growth.
The fiscal deficit declined by about 6 percent of
GDP in 1992 and by about 2.8 percent in 1993.
Poland had the highest rate of inflation of the
three transition economies throughout the
1990s, but it also has the fastest growth of
aggregate output. Recently, the output growth
has slowed due to financial crisis and decline in
exports to Russia and Ukraine. However,
macroeconomic policy allowed to stabilize the
economy and liberalize the market with positive
effects. All this attributed to the process of
removing the barriers and joining the European
Union.

3. The effects of macroeconomic policy

Monetary policy directly affects activity and
ultimately inflation through its influence on
interest rates and hence on the demand for

goods by households and firms. However,
monetary policy can also influence the behavior
activity through its impact on the value of assets
that, in turn, will influence the behavior of
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process index, will appreciate during the
transition period. This process is likely to take
several years. In order for these countries to
remain competitive and skillfully balance the
payment problems, they must apply extensively
the «Balassa-Samuelson effect». According to
the «Balassa-Samuelson effect», the productivity
growth differs among sectors, while wages tend
to be less differentiated. Productivity growth is
faster in the traded goods sector than in the non-
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traded goods sector, and this is pushing the
wages in all sectors and; consequently, the
prices of non-traded goods relative to those of
traded goods will rise inferring that the consumer
price index will rise faster. The stability objective
would be best served by a fixed-rate regime. The
implementation of this policy will allow the
transition economies to become members of the
European Economic and Monetary Union.

3. Conclusions

Transition economies, namely of the Chezh
Republic, Hungary and Poland, so far faced
many serious problems because of stabilization
and liberalization process and also due to
underdevelopment of capital markets. Monetary
policy is the main tool for macroeconomic
planning and to foster the socio-economic
growth. Monetary policy is aimed to reduce
inflation in these moderate level countries to a
single digit level and; therefore, be prepared to
enter into the European Union.

The significant development and growth of
financial markets relative to GDP is likely to have
changed the way monetary policy affects real
activity and ultimately inflation. Monetary policy
may be more powerful through its effect on asset
values which reinforce the traditional direct
impact of interest rates on demand. However,
monetary policy may take longer to influence the
economy, as wealth and balance sheet effects
take longer to play out.

The Chezh Republic, Hungary and Poland
had applied a macroeconomic stabilization
program and have made considerable progress
in stabilization and liberalization of their
economies. The monetary policy was the main
tool of this program and it contributed much to
stabilise especially financial institutions and
markets of those countries.

It is highly important for all these «transition
economies», namely the Chezh Repubilic,
Hungary and Poland, to continue their efforts to
reinforce the capital market and to pursue more
active fiscal policy and; therefore, in order to
support the monetary policy and through this to
contribute substantially the convergence and
augment socio-economic growth of those
countries. The transition economies are

integrated into a global financial system with
much less restrictions in capital flows. These
countries effected relative price adjustments,
beyond the «Balassa-Samuelson effect», and
also carried out structural reforms to liberalize
telecommunications, energy, transportation and
health.

The transition economies have made
serious efforts creating a banking system that
corresponds to the needs of a market economy
with the central bank independent from
government influence, in controlling inflation and
strengthening the national currency. Meanwhile,
the role of commercial banks is quite
insignificant in  financing the investment
activities.

While the accession of Central and Eastern
European transition countries to the European
and Monetary Union is still several years away, it
is close enough to take decisions in regards of
the monetary policy, such as of what type of
enhance rate regime will serve their economic
development and ensure their transition to the
European Economic and Monetary Union
membership. The creation of the European
Economic and Monetary Union opened a new
chapter in the debate for the transition
economies. The transition economies have a
strong interest in joining the euro-zone, which
will offer them a number of economic
advantages including lower risk premiums,
interest rates and  transaction  costs.
Macroeconomic and monetary policy is aimed to
remove economic barriers, stabilize the
economy and liberalize the markets, and
consequently, to speed up the entrance to the
European Economic and Monetary Union.
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