
Ab stract:

The pa per deals with the re la tion ship be tween mon e tary pol icy and as set prices. Be sides sur vey ing
the gen eral dis cus sion, it at tempts to ex tend it to re cent de vel op ments in the New Mem ber States of
the EU (NMS), namely the Czech Re pub lic, Hun gary, Po land and Slovakia (the EU4). Af ter a brief
de scrip tion of the cur rent mac ro eco nomic sit u a tion in the NMS, the ap pro pri ate re ac tion of
mon e tary pol icy to as set price bub bles is ana lysed and the main pros and cons as so ci ated with this
re ac tion are sum ma rized. Af ter wards, the risks of as set mar ket bub bles in the EU4 coun tries are
eval u ated. Since the cap i tal mar kets are still un der de vel oped and the real es tate price boom seems
to be a nat u ral re ac tion to the ini tial un der val u a tion, the risks are viewed as rather small. The
con clu sion is thus that it is cru cial for cen tral banks in ma ture econ o mies as well as in the NMS to
con duct their mon e tary pol i cies as well as their su per vi sory and reg u la tory roles in a way that does
not pro mote the build-up of as set mar ket bub bles. In ex cep tional times, cen tral banks of small open
econ o mies must be ready to use mon e tary policy steps as a kind of insurance against the adverse
effects of potential asset market bubbles.
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1. In tro duc tion, Cur rent De vel op ments in the New EU Mem ber States

The New Mem ber States of the Eu ro pean Un ion (NMS) went through a suc cess ful sta bi -

li za tion pro cess. With in fla tion and pres sures for nom i nal ap pre ci a tion of do mes tic cur -

ren cies low (see Ap pen dix), their cen tral banks low ered short-term in ter est rates to his -
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Figure 1
Monetary Policy Interest Rates in the EU4 (in %)

Note: CR = Czech Re pub lic, H = Hun gary, P = Po land, SK = Slovakia
Source: Eurostat, EU4 central bank web pages

Figure 2
Average Lending Rates in the EU4 (in % p.a.)

Note: CR = Czech Re pub lic, H = Hun gary, P = Po land, SK = Slovakia. The shaded area iden ti fies
mem ber ship in the EU.
Source: IMF-IFS CD-ROM

DOI: 10.18267/j.pep.294



tor i cally low lev els. Fig ure 1 shows the de vel op ment of the mon e tary pol icy in ter est

rates of the se lected NMS, namely the Czech Re pub lic, Hun gary, Po land and Slovakia

(EU4). There is a sig nif i cant down ward trend in all the rates, with the ex cep tion of the

Pol ish rate dur ing 2000 and the Hun gar ian pol icy swings dur ing 2003. Dur ing the pe -

riod un der re view, the low est rates were al ways seen in the Czech Re pub lic, which is the

only econ omy with ex pe ri ence of a neg a tive in ter est rate dif fer en tial against ECB rates.1

Fig ure 2 pres ents the de vel op ment of the av er age lend ing rates of the EU4 coun tries,

which also slope down dur ing the last de cade, es pe cially in Hun gary, Po land and

Slovakia. The Czech lend ing rates had al ready moved to very low lev els by 1999.

Long-term nom i nal in ter est rates also went down sharply, thanks in part to ex pec ta tions

of euro adop tion. In ad di tion, re struc tured and pri vat ized banks re cently be gan to ex -

tend credit to the cor po rate sec tor and house holds again.

The com bined ef fect can be seen mainly in a rapid credit ex pan sion in the hous ing

loans seg ment in the house hold sec tor, with yearly in creases of be tween 30% and 50%

in most coun tries (see Fig ure 3). There are fears that the mix of op ti mis tic ex pec ta tions

and the credit boom in the en vi ron ment of low in ter est rates may sup port in vest ment of a 

spec u la tive kind and cre ate as set bub bles sim i lar to those ex pe ri enced by many de vel -

oped econ o mies in the past. And in the same way, the for ma tion of these bub bles may

not be ac com pa nied by vis i ble pres sures for con sumer price in fla tion, which is the main

fo cus of cen tral banks. And at the same time, the NMS have be come part of the world -

wide dis cus sion on the im pact of the low in ter est rate en vi ron ment, high li quid ity and

easy avail abil ity of credit on as set mar kets and on the role of mon e tary policy in

supporting and subsequently taming asset price inflation. 

The NMS cen t ral banks thus now face the same ques ti ons as their coun ter parts in

many de ve lo ped coun tries: Are cur rent mo ne ta ry po li cies sup por ting the build-up of as -

set mar ket bubbles? Should cen t ral banks in cor po ra te as set pri ces into their po li cy de ci -

si on-ma king pro ces ses and re act to as set pri ce in flati on with in te rest rate chan ges? The -

se par ticu lar ques ti ons have been the sub ject of a li ve ly dis cus si on in re cent years among 

cen t ral ban kers and aca de mics in the US and many other coun tries. Our in ten ti on is to

help to ex tend the dis cus si on to the lo cal sce ne, even though this may seem pre ma tu re to

at le ast some ob ser vers. For the se re a sons, we will fo cus ma in ly on the afo re men ti o ned

EU4 eco no mies.2
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1 The Czech National Bank set its monetary policy rate (the 2-week REPO rate) below the European

(ECB) level in three periods, 26 July 2002 – 6 December 2002, 31 January 2003 – 7 March 2003,

and 29 April 2005 – 27 October 2005. The negative interest rate differential was always 0.25 p.p.,

except for the period 1 November 2002 – 6 December 2002 (0.5 p.p.).

2 Skolková, Stiller and Syrovátka (2001) present the analysis of the role of asset prices in the

monetary transmission mechanism with the empirical application to the Czech Republic.
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Figure 3
Household Credit Growth (average growth, in %)

*- only first two quarters of 2006.
Source: World Bank (2007)

2. How Should Mon e tary Pol icy Re spond to As set Prices?

2.1 Im por tance of As set Prices for Cen tral Banks 

Whether mon e tary pol icy should ac tively seek to en cour age as set price3 sta bil ity, or

even whether it should seek to pre vent or at least re duce as set price bub bles, re ally is one 

of the key cur rent top ics of de bate among cen tral bank ers. De spite what the me dia some -

times say, hardly any cen tral banker ar gues that cen tral banks should com pletely ig nore

as set prices and fo cus only on con sumer prices de fined in terms of con sumer price in dex

(CPI) changes. As stressed by Bol lard (2004), for ex am ple, econ o mists agree that cen -

tral banks should take as set prices into ac count, but they dis agree on whether they

should respond to asset price drifts.

Cen t ral banks au to ma ti cal ly take as set pri ce de ve lo p ments into ac count when

setting mo ne ta ry po li cy, even if for mal ly they fo cus on pri ce sta bi li ty de fi ned so le ly in

terms of pri ces of con sumpti on. This is pri ma ri ly be cau se as set pri ce mo ve ments im pact 

on CPI in flati on and lar ge mo ve ments in as set pri ces can have sig ni fi cant im pli cati ons

for CPI in flati on. If pri ces of real es ta te, for exam ple, are ri sing fas ter than in flati on, pe -

o ple try to build more hou ses. To do so, they de mand more buil ding ma te ri als, put ting

pres su re on the pri ces of tho se ma te ri als. In ad di ti on to that di rect im pact, as set pri ce

mo ve ments also feed into CPI in flati on through the “weal th ef fect”. As as set pri ces rise,

pe o ple tend to feel weal thi er. This can ap ply to any kind of as set, but in many coun tries
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3 By asset price we mean the price of something bought to generate income or to be sold later on for

a profit. Examples are physical assets such as real estate or collectables, and financial assets, such

as shares, bonds, foreign exchange and other financial instruments.
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we see this most ly through hou se pri ces, due to the high pro por ti on of hou se hold weal th

as so ci a ted with hou sing. The Czech Re pub lic ranks among the coun tries whe re hou sing

has a ma jor sha re in hou se hold weal th, and at the same time, the sha re of net fi nan cial as -

sets is re la ti ve ly low and does not have a clear growth tendency. In countries with

developed and broad stock markets, the wealth effect applies also to share prices. 

As set pri ces also feed through into spen ding and hen ce in flati on in other ways. For

exam ple, as set pri ce in cre a ses im pro ve ba lan ce sheets, in cre a sing the borrowing ca pa -

ci ty of firms and in di vi du als. In cre a ses in net wor th tend to in cre a se the wil ling ness of

len ders to lend and borrowers to borrow, fa ci li ta ting a ge ne ral ex pan si on in spen ding as

well as an ex pan si on in spen ding on in vest ment in ap pre ci a ting as sets. Most of the time,

as set and con su mer pri ces rough ly move to ge ther and as set pri ces pre sent no ma jor pro -

blem for mo ne ta ry po li cy. The re are, however, ti mes when as set pri ces move well out of

line with un der ly ing eco no mic fun da men tals. So me ti mes, as set pri ces can be co me dis -

con nec ted from re a so na ble ex pectati ons of fu tu re ear nings, re sul ting in spe cu la ti ve

bubbles that can not be jus ti fied by eco no mic fun da men tals. So o ner or la ter, spe cu la ti ve

bubbles will burst. But the da mage they can do to the economy can be huge. This brings

us to the question of whether central banks should try to constrain asset price bubbles. 

2.2 Three Main Opin ions on As set Price Bub bles

Econ o mists have a va ri ety of opin ions on this ques tion. We pre fer to di vide them into

three groups. The first one com prises those who say that a cen tral bank should pay at ten -

tion to as set mar ket de vel op ments, but can not and should not try to con strain as set price

bub bles on their own. Ben Bernanke, a Fed chair man, seems to serve as the speaker for

this group.4 We will use his words to de fine the other two groups and ex plain his views

on the is sue. We will then ques tion his views and ex plain why a more ac tive ap proach

may sometimes be justified. 

Ber nan ke and Gert ler (1999, 2001) or Ber nan ke (2002) su g gest a very sim ple rule

for cen t ral bank po li cy re gar ding as set mar ket in sta bi li ty: Use the right tool for the job.

Ber nan ke (2002) says that the Fed has two sets of re spon si bi li ties – ma xi mum susta i na -

ble em ploy ment, sta ble pri ces and mo de ra te long-term in te rest ra tes on the one hand,

and the sta bi li ty of the fi nan cial sys tem on the other. To achi e ve that, the Fed has two sets 

of po li cy tools, po li cy in te rest ra tes and a ran ge of powers with re spect to fi nan cial in sti -

tu ti ons. By using the right tool for the job, he me ans that the Fed will do its best by fo cu -

sing its mo ne ta ry po li cy in stru ments on achi e ving its ma cro go als, whi le using its re gu -

la to ry, supervisory and lender-of-last resort powers to help ensure financial stability. 

Ber nan ke agrees that a cen t ral bank must mo ni tor fi nan cial mar kets in tensi ve ly and

con ti nu ous ly. To the ex tent that a stock mar ket boom cau ses higher spen ding on con su -

mer go ods and in vest ments, it may in di ca te fu tu re in flati o na ry pres su res. A po li cy tigh -

te ning might the re fo re be an ap pro pri a te re acti on. But the goal of the re acti on should be

to con ta in the in ci pi ent in flati on, not the stock mar ket boom. A cen t ral bank can not be an 

ar bi ter of se cu ri ty va luati on. In other words, it should use mo ne ta ry po li cy to tar get the
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4 See also Gilchrist and Leahy (2002), Greenspan (2002) or Blinder and Reis (2005). The excellent

summary why central banks should not burst asset bubbles is presented by Posen (2006).
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eco no my, not the as set mar kets. He be lie ves that a far bet ter ap pro ach is to use micro-le -

vel po li cies to re du ce the incidence of bubbles and to protect the financial system

against their effects. 

To pro tect the fi nan cial sys tem, the cen t ral bank should use its re gu la to ry and su per -

vi so ry powers in ste ad. In par ticu lar, it should en su re, to ge ther with other fi nan cial sec -

tor re gu la tors, that fi nan cial in sti tu ti ons and mar kets are well pre pa red for a lar ge shock

to as set pri ces. To achi e ve that, com mer cial banks must be well ca pi ta li zed and well di -

ver si fied and they should stress-test their port fo li os aga inst a wide ran ge of sce na ri os.

The cen t ral bank can also con tri bu te to re du cing the pro ba bi li ty of boom-and-bust

cycles by sup por ting more transpa rent ac coun ting and dis c lo su re practi ces and wor king

to im pro ve the fi nan cial li te ra cy and com pe ten ce of in ves tors. And if a sud den cor recti -

on in as set pri ces does occur, the cen t ral bank’s first re spon si bi li ty is to do its part to en -

su re the in te gri ty of the fi nan cial in frastructu re – in par ticu lar, the pay ment sys tem and

sys tems for sett ling tra des in se cu ri ties and other fi nan cial instruments. If necessary, the

central bank should provide ample liquidity until the immediate crisis has passed. 

Ber nan ke (2002) “sends” the ad vo ca tes of a more acti ve mo ne ta ry po li cy re spon se to 

as set pri ces into two broad camps, dif fe ring pri ma ri ly in how ag gres si ve they think the

cen t ral bank should be in at tac king bubbles. The first group fa vours a “lean-aga -

inst-the-bubble” stra te gy. Its re pre sen ta ti ves5 agree that a cen t ral bank should take ac -

count of, and re spond to, the im pli cati ons of as set-pri ce chan ges for its ma cro-goal va ri -

a bles. But also, ac cor ding to this view, a cen t ral bank should try to gent ly steer as set

pri ces away from the pre su med bubble path. The the o re ti cal ar gu ments that have been

made for the lean-aga inst-the-bubble stra te gy are not en ti re ly wi thout me rit. It se ems

that it may be wor thwhi le for a cen t ral bank to take out a lit t le “in su ran ce” aga inst the

for mati on of an as set-pri ce bubble and its po ten ti al ly ad ver se ef fects. Ber nan ke ne ver -

the less believes that leaning against the bubble is unlikely to be productive in practice. 

The se cond group com pri ses tho se pre ferring a more acti vist ap pro ach. Ber nan ke la -

bels it “ag gres si ve bubble-po p ping”.6 Ag gres si ve bubble-po p pers would like to see a

cen t ral bank rai se in te rest ra tes pro acti ve ly to eli mi na te po ten tial bubbles. Ber nan ke

views this par ticu lar ap pro ach as ris ky and dan ge rous. He sup ports this opi ni on by poin -

ting to Fe de ral Re ser ve po li cy in the 1920s. When in te rest ra tes pea ked in Au gust 1929,

the eco no my was alrea dy slowing, though stock pri ces were still ra ther high. The Fed

tried to prick the stock mar ket bubble, but succe e ded only in kil ling the eco no my. It se -

ems to us that so me thing si mi lar may also have hap pe ned in Ja pan du ring the 1990s. The 

re sult was the lost de ca de of the Ja pa ne se eco no my.7 

We agree that ge ne ral ly the re are clear-cut ar gu ments aga inst an acti vist ap pro ach.

First, a cen t ral bank can not re li a bly iden ti fy bubbles in as set pri ces. This se ems to be a

cru cial ar gu ment. What we do know is that the mo ne ta ry po li cy re spon se to an as set pri -

5 See, for example, Goodhart (1999), Bordo and Jeanne (2002), Borio and Lowe (2002) and Cecchetti 

(2002) et al who argue for more-proactive responses to asset price bubbles. The excellent summary

why central banks should burst bubbles is presented by Roubini (2006).

6 Bernanhe nevertheless does not make reference to the proponents of this vieu. Also for us it is not

easy to identify bubble-poppers among current economists. 

7 The three main asset-price-bust episodes (the UK 1974, Japan 1992 and the USA 2001) were

analysed, for example, by Ferguson, Jr. (2005).
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ce in cre a se should de pend on the sour ce of the in cre a se. And we agree that cen t ral banks

should not re act to as set pri ces un less they in di ca te chan ges in ex pec ted in flati on. Un -

for tuna te ly, it is ra ther dif ficult to know at any par ticu lar point in time whe ther the in cre -

a se re flects fun da men tal im pro ve ments or ex ces si ve ly op ti mis tic ex pectati ons. It is thus 

also dif ficult to know whe ther the as set pri ce chan ges in di ca te im pro ved pro ducti vi ty or

higher ex pec ted pri ces. But on some oc casi ons we can be qu i te sure that a bubble is on

the way, because we simply cannot find any fundamentals behind the asset price drift. 

Se cond, even if a cen t ral bank can iden ti fy bubbles, mo ne ta ry po li cy does not

possess ap pro pri a te tools for ef fecti ve use aga inst them. A small in cre a se in the po li cy

in te rest rate can only lead to a cor re spon din g ly mo dest dec li ne in the li ke li ho od or size

of a bubble. It is un li ke ly that a small in cre a se in short-term in te rest ra tes, una c com pa -

nied by a sig ni fi cant slow down of the eco no my, will in du ce spe cu la tors to mo di fy their

equ i ty or real es ta te in vest ment plans. In te rest ra tes sim ply have li mi ted power to af fect

the per cep ti ons that move as set pri ces in the first place. To ma te ri al ly af fect some as set

pri ces, such as hou sing, in te rest ra tes would pro ba bly need to move by much more than

would be requi red just to keep CPI in flati on com for ta bly wi thin the tar get ran ge. Sin ce

in te rest rate chan ges af fect not just hou se pri ces, but also the pri ces of most other as sets,

go ods and ser vi ces, the re would be secondary, unintended consequences, with

potentially serious consequences for the economy as a whole.

The thi rd pro blem is the ti ming of the cen t ral bank’s re acti on. Once a cen t ral bank

be co mes sure that a bubble has emer ged, it will pro ba bly be too late to act with in te rest

rate hi kes. The se may in ste ad con flict with other eco no mic for ces that have be gun to act. 

Gi ven the lag that we think ap plies be tween an in te rest rate move and its ef fect on the

real eco no my, the risk is high that the po li cy mo ves would be wrong ly ti med and only

make mat ters wor se. If in te rest ra tes are high at the mo ment a bubble bursts, tho se high

in te rest ra tes will still be af fecting the eco no my two years on. This would make the

landing harder.

Four th, pur suing a se pa ra te as set pri ce ob jecti ve could mean ha ving to com pro mi se

on the nor mal in flati on ob jecti ve. Se eking to sta bi li ze ri sing hou se pri ces or an overhe a -

ted stock mar ket might mean ha ving to for ce in flati on lower than would otherwi se be

requi red. It might also mean grea ter va ri a bi li ty in the real eco no my, in te rest rates and,

potentially, the exchange rate.

2.3 Is Bernanke Right? 

Does all this mean that Bernanke is right? We would say that in many ways yes. But we

would also say that Bernanke ig nores some im por tant as pects. First, he seems to ig nore

the ques tion of what to do if the bub ble is emerg ing with out any signs of in fla tion ary

pres sures? In fla tion mea sured in terms of con sumer prices has not al ways sig nalled

when im bal ances in the econ omy have been build ing up. A strong ex pan sion in credit

and in creas ing as set prices have pre ceded al most all bank ing cri ses and the ma jor ity of

deep re ces sions in coun tries around the world over the past one hun dred years. In many

cases in fla tion has at the same time been low and stable before the crisis. 

A cen t ral bank re acti on to growth in as set pri ces is be lie ved to be ap pro pri a te only

when sig nals exist that the eco no my may be co me overhe a ted. However, the pre vai ling

mo ne ta ry po li cy mo dels used to fo re cast in flati on pres su res of ten de ri ve de mand pres -
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su res (ap pro xi ma ted by the out put gap) from cur rent in flati on pres su res. Gi ven that,

some sig nals that in flati on pres su res may in cre a se in the more distant fu tu re may be ig -

no red, especially if monetary policy horizons are too short. 

Here we can pro vide a re a lis tic sce na rio for a small open eco no my. It may ari se when

higher eco no mic growth crea tes ex ces si ve ly op ti mis tic ex pectati ons that lead to no mi -

nal ap pre ci ati on of the do mes tic cur ren cy. In such a si tuati on, very low in flati on can pre -

vail even un der ra pid cre dit growth and as set pri ce ac ce le rati on for ra ther a long time.

When the open in flati on pres su res fi nal ly ap pear, it may be too late for mo ne ta ry po li cy

to re act. Fo re casts of re sour ce uti li zati on and in flati on can also be sys te ma ti cal ly ina ccu ra te

be cau se the mo dels and as sess ments used do not take ac count of the in de pen dent role

that as set pri ces and debt can play. Also, as a re sult of structu ral chan ges, his to ri cal re -

lati on ships may have chan ged, thus cau sing the cen t ral bank, for exam ple, to come to in -

cor rect conclu si ons about the out put gap and po ten tial growth. Ne ver the less, cen t ral

banks in increasing numbers compile financial stability analyses that should reveal

these particular risks. 

If the se ana ly ses iden ti fy the risk of a bubble emer ging, re spon ding is ra ther chal len -

ging. No ne the less, the risks of the lan ding from the build-up and bursting of lar ge as set

pri ce bubbles war rants ta king some risks in an at tempt to mo de ra te the pro blem. The re

are ca ses whe re the as set pri ce mi sa lig n ment is suf fi ci ent ly ob vi ous that one can be con -

fi dent enough to take the risk. Such si tuati ons are li ke ly to be rare. And the risks may be

con si de ra ble. In such a si tuati on, tigh te ning mo ne ta ry po li cy may even lead con su mer

pri ce in flati on out side the tar get ran ge. The cen t ral bank may be then bla med for sque e -

zing growth from the eco no my. Ne ver the less, by rai sing in te rest ra tes at an ear ly stage

when as set pri ces are star ting to ac ce le ra te and be fo re the ex pan si on in cre dit has be co -

me too sharp, the cen t ral bank can in de ed achi e ve so mewhat lower in flati on than is de si -

ra ble in the short term, but may avo id a sub sequent col lap se in as set pri ces that could

lead to con si de ra bly lower out put and in flati on in the lon ger term. And the so mewhat

tigh ter monetary policy than otherwise would be able to counter the over-optimistic

pricing of financial assets and properties. 

2.4 Pru den tial Mea sures and Reg u la tory Fea tures as a So lu tion? 

The use of reg u la tory and su per vi sory pol i cies seems to be a nat u ral re ac tion to a credit

boom. In this sense, one of the last is sues of the IMF World Eco nomic Out look (Sep tem -

ber 2005, p. 138) ar gues that “in cases where house price in fla tion re mains ro bust, a

com bi na tion of moral sua sion and if nec es sary pru den tial mea sures could help limit po -

ten tial risks; over the long term, reg u la tory fea tures – in clud ing those that po ten tially

con strain sup ply – that may ex ac er bate price pres sures need also to be ad dressed”.

How ever, it may be rather dif fi cult to apply these micro-policies in reality. 

Hil bers et al. (2005) pro vide an ex tensi ve list of such me a su res and fe a tu res. Among

the pru den tial me a su res, higher and dif fe ren ti a ted ca pi tal, liqui di ty and re ser ve requi re -

ments, tigh ter loan clas si fi cati on and pro vi si o ning rules, dy na mic pro vi si o ning (ac -

coun ting for the phase of bu si ness cycle in cal cu la ting loan-loss pro vi si ons), stric ter as -

8 The recommendations seem to build on the recent IMF Working Paper by Hilbers et al. (2005).
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sess ment of col la te ral, or tigh ter eli gi bi li ty cri te ria for cer ta in lo ans are su g ges ted.

Su per vi so ry me a su res inclu de in cre a sing dis c lo su re requi re ments, clo ser in specti on

and pe ri o dic stress testing. Some coun tries have also ap plied ad mi nis tra ti ve me a su res,

such as bank-by-bank cre dit li mits or man da to ry cre dit rati o ning. Du ring the last few

years, some NMS ap plied me a su res to re du ce cre dit dy na mics in ge ne ral and espe ci al ly

the part pro vi ded in fo re ign cur ren cies. Among the me a su res, we can find spe cial re ser -

ve requi re ments for fo re ign ex chan ge li a bi li ties, mar gi nal re ser ve requi re ments based

on cre dit growth, higher liqui di ty requi re ments fo re ign ex chan ge liabilities, tighter

capital requirements related to foreign currency lending, increasing the risk weighting

of housing loans in capital, adequacy calculations.  

Even the sup por ters of the se me a su res are aware of their li mi ted ca pa ci ty and po ten -

tial side ef fects. Hil bers et al. (2006) warn that the se me a su res are not ge ne ral ly viewed

as the “first best op ti on”. This ap plies espe ci al ly to the “pru den tial me a su res”, which

should only be used when nor mal pru den tial me a su res (li mits) do not work well. They

ar gue that they should be used when the re are fi nan cial sta bi li ty risks or when the re is

room to bring a coun t ry’s pru den tial and su per vi so ry fra mework in line with in ter nati o -

nal best practi ce9. That said, the re are li mits to what pru den tial po li cies can do in the ab -

sen ce of pru dent fis cal po li cies or if mo ne ta ry or fiscal regimes create incentives that

encourage credit growth. 

All this sounds very well, but the re a li ty is of ten qu i te frustra ting. In other words, va -

ri ous re com men dati ons have of ten ty pi cal fe a tu res of dis pensing advi ce from on high –

advi se of ra ther li mi ted va lue. It is ra ther dif ficult to find exam ples of “pru den tial me a -

su res” or “re gu la to ry fe a tu res” wor king well. Can thus any me a su res of this kind be re -

com men ded to the Czech Re pub lic or other NMS if a hou sing bubble emer ges in the fu -

tu re and, at the same time, no pro blems with pri ce sta bi li ty exist? Pro ba bly not, and not

only be cau se the fra mework has alrea dy been stren gthe ned and there is hardly any room

for further tightening. 

“Me a su res” are dif ficult to ap ply in re a li ty due to com pe ti ti on from non-ban king

sub jects and fo re ign banks and their lo cal bran ches. The Basel II rules to ge ther with in -

ter nati o nal ac coun ting stan dards make the ap pli cati on of some non stan dard me a su res

not so easy. High de mand for cre dit is to some ex tent lin ked to in ter nati o nal ma cro eco -

no mic en vi ron ment, ma cro eco no mic ap pro ach should the re fo re be at tempted first. Dis -

tor ting ad mi nis tra ti ve re gu lati ons su re ly have un de si ra ble side ef fects. They are har -

ming new co mers to the mar ket, may crea te per ver se in cen ti ves for banks to bias their

len ding into ris kier ends of the len ding spectrum. And last but not least, temporary

success of “measures” can conceal real sources of problems. 

The possi bi li ty of using pru den tial me a su res (in terms of an ti cyc li cal acti on) with

the in ten ti on to ad d ress as set pri ce bubbles was con vin cin g ly ques ti o ned by Bol lard

(2004). He finds ad mi nis tra ti ve in stru ments to be blunt, har ming new co mers to the mar -

ket, dis tor ting re sour ce al lo cati on and po ten ti al ly de pri ving the pri va te sec tor of sound

in vest ment op por tu ni ties. Pru den tial me a su res are un li ke ly to be very ef fecti ve in ad d -
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9 This sort of measure was used in the Czech Republic at the end of 1990s. The supervisory authority

required banks to build up provisions to cover loss loans collateralized by real estate to 100% of

their value over three years. The reason behind the measure was the evidence that during the 1990s

banks were lending against rather overvalued real estate.
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res sing as set pri ce cycles, ei ther. The im ple men tati on of po li cy chan ges would take

time, af ter which the re would be po ten ti al ly long and va ri a ble lags in the im pact on as set

pri ces. The use of such tools for ma cro eco no mic pur po ses con flicts with the ob jecti ve

for which such tools were ori gi nal ly de signed – i.e. fi nan cial sta bi li ty. In de ed, the use of

pru den tial re gu lati on to mo de ra te as set pri ce cycles might backfi re in some cir cumstan -

ces, crea ting per ver se in cen ti ves for banks to bias their lending towards riskier ends of

the lending spectrum, which in turn could reduce the stability of the financial system. 

3. As set Mar kets and Risk of Bub bles in the NMS

The re struc tur ing and strength en ing of fi nan cial sec tors in the NMS has sig nif i cantly in -

creased ac cess to ex ter nal fi nanc ing. This is fa cil i tat ing the de vel op ment of in vest ment

in var i ous as set mar kets (the stock mar ket, hous ing mar kets, the bond mar ket). De spite

re mark able prog ress, some of these mar kets are gen er ally still thin and un der de vel oped

rel a tive to ma ture econ o mies. Nev er the less, this does not mean that the risks are rel a -

tively small. It may rather im ply that it is more dif fi cult to ana lyse these mar kets and de -

tect po ten tial im bal ances. The dif fi cul ties are en hanced by in com plete data on the

development of the asset markets in the NMS. 

From the point of view of in ter na tional in ves tors, the for eign ex change and stock

mar kets are the most in ter est ing in the coun tries we are fo cus ing on. Do mes tic in ves tors

usu ally pre dom i nate in real es tate mar kets, with the ex cep tion of some ma jor cit ies. Nat -

u rally, fast growth of do mes tic credit should have the po ten tial to ini ti ate bub bles in

these par tic u lar mar kets. Un for tu nately, the lack of re li able data on these mar kets in the

NMS pre vents us from pro vid ing com par i sons and de riv ing con clu sions. Be sides look -

ing at the EU4 econ o mies, we will com ment sep a rately on the Czech as set mar ket

events. This is a nat u ral re flec tion of specific knowledge and lower uncertainty

regarding the data. 

Despi te ra pid growth in len ding to the pri va te sec tor, the pru den tial in di ca tors do not

in di ca te a si za ble in cre a se in fi nan cial vul ne ra bi li ties in the ban king sys tems of the EU4

coun tries and the NMS in ge ne ral. Banks are well ca pi ta li zed, they make hef ty pro fits

and the sha re of non-per for ming lo ans in their port fo li os is dec li ning. However, the se

are nor mal ly lag ging in di ca tors of ban king pro blems. We must the re fo re pay at ten ti on to 

the po ten tial risks of the ra pid cre dit ex pan si on. The im pli cati ons of the ra pid growth in

len ding to the pri va te sec tor are very of ten dis cus sed with the other EU4 cen t ral banks.

We usu al ly agree that the risks are re la ti ve ly low or even nonexistent. The reason is quite 

simple – the low base phenomenon. 

3.1 For eign Ex change Mar kets

There is one as set price that is sub ject to di rect re ac tion of the mon e tary pol icy of many

cen tral banks – the ex change rate. This re ac tion is given by the di rect im pact of the ex -

change rate on in fla tion. There might be dis putes about whether or not for eign ex change 

is an as set, as well as whether or not mon e tary pol icy in ter est rates should re act to ex -

change rate swings. In prac tice, how ever, the ex change rate is such an im por tant vari -

able that cen tral banks, es pe cially in small open econ o mies, can hardly ig nore it. Many
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cen tral banks which ap ply a float ing re gime there fore ad just their in ter est rates or in ter -

vene when facing significant exchange rate changes. 

The cur ren cies of the EU4 coun tries be ca me po pu lar as sets with in ter nati o nal in ves -

tors soon af ter the ini tial pe ri od of tran si ti on. The ex chan ge ra tes of the se cur ren cies

have been ra ther vo la ti le at ti mes, and some of the swings can be viewed as bubbles. Fi -

gu re 4 shows the year-over-year chan ges in the EU4 cur ren cies aga inst EUR (lhs) and

the chan ges in their no mi nal ef fecti ve ex chan ge ra tes (rhs)10, de mon stra ting a re la ti ve ly

high correlation of appreciation and depreciation waves.

Figure 4
Dynamics of Nominal Exchange Rates of the EU4 against EUR (y-o-y, in %)

Note: CZK = Czech ko runa, HUF = Hun gar ian fo rint, PLN = Pol ish zloty, SKK = Slo vak ko runa,
NEER41 = nom i nal ef fec tive ex change rate (41 main trad ing part ners); (+) ap pre ci a tion, (-) de pre ci a tion.
The shaded area iden ti fies mem ber ship in the EU.
Source: Eurostat, IMF-IFS CD-ROM and authors’ calculations

In the Czech Re pub lic, a bub ble-like sit u a tion was ob served in 2002, when the CNB

viewed the sharp ap pre ci a tion of the ko runa as un jus ti fied by the fun da men tals, la belled

it a bub ble and re sponded by in ter ven tions as well as in ter est rate cuts. The CNB ex -

plained its stance by the sup po si tion that the ap pre ci a tion was be ing caused by ill-per -

ceived ex pec ta tions of mas sive cap i tal in flows due to pri vat iza tion sales. The CNB thus

tried to spread the cor rect in for ma tion among mar ket par tic i pants and, be sides pro vid -

ing ver bal in for ma tion, had to en sure that the in for ma tion con tent was cred i ble. The fact

is that the ko runa even tu ally started to de pre ci ate and is still rather weaker com pared to

its peak in July 2002 (the left-hand side of fig ures in the ap pen dix). The right-hand side
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10 The correlation between the year-over-year changes in the nominal bilateral exchange rate against

EUR and the nominal effective exchange rate (41 main trading partners) for each particular country

was very strong (lowest value of 0.82 for Slovakia, highest value of 0.98 for Poland). The

correlation coefficient will be even higher if we use the NEER for less trading partners (the weight

of the euro area countries will be higher).
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of this fig ure then shows what we can ex pect from a float ing ex change rate re gime,

y-o-y ap pre ci a tions by 10–15%, fol lowed by sim i lar de pre ci a tion. PLN seems to be

even more vol a tile than CZK, 20% up in 2001, then 15% down in 2003 and 20% up

again in 2005. HUF also be haves like this, although the focus of the authorities on the

exchange rate limits the fluctuations. 

3.2 Stock Mar kets 

Prob a bly the first as set mar ket bub ble reg is tered dur ing the re cent his tory of the Czech

econ omy fol lowed the voucher pri vat iza tion pro cess in 1993–1995. Dur ing this pe riod,

more than 60% of the pop u la tion ob tained shares in hun dreds of firms and pri vat iza tion

funds. De spite the ini tial op ti mis tic ex pec ta tions - orig i nat ing from the move ment of

spec u la tive for eign cap i tal, the bub ble soon burst, since most of the shares lost value

rap idly. The bust is cap tured, al beit only par tially, by the de cline in the of fi cial CNB-120 

and PX-50 stock mar ket in di ces11 (see Figure 5).

Figure 5
Stock Market Indices in the Czech Republic (points)

Note: CNB-120 = The Czech Na tional Bank mon i tored trends in the share price move ments of 120 is sues
traded on the Prague Stock Ex change. The com po nent com pa nies were cho sen to re flect the econ omy as
a whole and thus all in dus tries (1 March 1995 = 1,000 points); The PX50 con sists of the most at trac tive
do mes tic stocks traded on the Prague Stock Ex change in terms of turn over and mar ket cap i tal iza tion
(5 April 1994 = 1,000 points).
Source: www.cnb.cz

11 There were two waves of voucher privatization. The shares from the first one started to be listed in

June and July 1993 (622 plus 333 titles) and those from the second one in March 1995 (674 titles).

The CNB-120 index was published from the end of 1993 until 31 December 1999. Publishing of the 

PX-50 began in April 1994 and over time has changed in composition completely. The index is thus 

rather an imprecise description of the voucher shares’ performance. Many shares in individual firms 

and privatization funds that were not included in the index lost value completely and were removed

from trading.

DOI: 10.18267/j.pep.294



The al lo ca tion of shares among the pop u la tion cer tainly had a kind of wealth ef fect,

al though it was prob a bly not that strong. Hanousek and Tùma (2002) con clude that con -

sum ers be haved ac cord ing to the per ma nent in come hy poth e sis and dem on strate that

only a mi nor part of the newly cre ated as sets ac tu ally led to an im me di ate in crease in

house hold con sump tion. The strong growth in do mes tic de mand in the pe riod was thus

driven pri mar ily by the cor po rate credit boom brought about by the loose fi nan cial con -

straint of the new bank ing sec tor. It was no sur prise that the stock price bust was fol -

lowed by a real econ omy bust later on (Frait, 2000). Mon e tary pol icy could not re act

much, be cause its ob jec tive at that time was to keep the exchange rate fixed.

How about the cur rent stock mar kets in the EU4 coun tries? Re cent sharp in cre a ses in 

stock ex chan ge in di ces have alrea dy ope ned a de ba te on po ten tial over va luati on due to

purchases by fo re ign in ves tors sear ching for higher yields. Fi gu re 6 dis plays an al most

ten-year his to ry of stock ex chan ge in di ces in the EU4 eco no mies. The mo ve ments

among the Czech, Hun ga ri an and Po lish ca pi tal mar kets have been par ticu lar ly si mi lar

du ring the re por ting pe ri od, with cor re lati on in di ces of 0.64 (Czech aga inst Hun ga ri an),

0.48 (Czech aga inst Po lish) and only 0.08 (Czech aga inst Slo vak).12 Espe ci al ly from the 

se cond half of 2003 onwards, we observe clear strong growth in all the indices.

Figure 6
Stock Market Indices in the EU4 (1995Q1 = 100)

It is not our am bi tion to add to this par tic u lar de bate. In stead, we have tried to find

out to what ex tent the cy cles in the EU4 stock ex changes have been as so ci ated with the

cor re spond ing busi ness cy cles. With this in mind, we cal cu late out put gaps and stock

ex change gaps by detrending the orig i nal se ries us ing the Band-Pass fil ter.13 The fi nal

out comes are pre sented in Fig ure 7, which also con firms that the de vel op ment of the
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12 Both the very low correlation indices and the low level of market capitalization for Slovakia among

all countries (see Figure 8) suggest that the Slovak capital market is very small and underdeveloped.

13 See, for example, Christiano and Fitzgerald (2003).
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Czech, Hun gar ian and Pol ish cap i tal mar kets is in ac cor dance with the de vel op ment of

real GDP. Such a re la tion ship did not ap ply for any significant period in the Slovak case. 

Figure 7
Output and Stock Exchange Gaps in the EU4 (in %)

Note: Stock ex change gap on rhs; CR = Czech Re pub lic, H = Hun gary, P = Po land, SK = Slovakia.
The shaded area iden ti fies mem ber ship of the EU.
Source: Eurostat, IMF-IFS CD-ROM and authors’ calculations

The re sults sug gest that stock prices gen er ally re flect eco nomic ac tiv ity. Pos i tive

out put gaps would in this case in di cate fu ture in fla tion pres sures; the as so ci ated pos i tive 

gap in stock prices would then pro vide no new piece of in for ma tion. The re al ity is rather

dif fer ent. Stan dard mon e tary pol icy mod els base their es ti ma tions of the ac tual out put

gap more on the cur rent state of in fla tion pres sures than on the data on eco nomic ac ti  v ity.

Mon e tary pol icy mod els in many coun tries there fore do not in cor po rate stock mar ket

data. The even tual in clu sion of the stock mar ket de pends on the coun try and the struc -

ture of the model used. How ever, the fea tures of the stock mar kets in the EU4 coun tries

(such as lim ited is su ance of quoted eq uity and a low level of mar ket cap i tal iza tion)
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mean that their in for ma tion con tent is of rather lim ited im por tance. Fig ure 8 con firms

that the high est mar ket cap i tal iza tion is in the Czech Re pub lic (since the sec ond half of

2002) and that in all the EU4 coun tries the lev els are increasing (strongly in the Czech

Republic, Hungary and Poland, and slowly in Slovakia).

Figure 8
Market Capitalization in the EU4 (in % of GDP)

3.3 Hous ing Mar ket

The growth rates of the mort gage mar kets in the NMS in re cent years seem tre men dous.

How ever, the share of mort gages in GDP is still neg li gi ble com pared to coun tries, such

as the Neth er lands or the United King dom. This is cap tured well by Fig ure 9, which

plots growth in mort gage lend ing be tween 1998 and 2004 against the stock of mort -

gages as a per cent age of GDP. All the EU4 coun tries are where they should be as catch -

ing-up economies. 
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Figure 9
Housing Market – Growth in Mortgage lending against the Stock of Mortgages

Source: ECB

Hous ing loans are also the fast est grow ing com po nent of credit in the EU4 coun tries. 

How much should cen tral banks be con cerned with a po ten tial house price bub ble? It is

dif fi cult to say gen er ally be cause we do not have com pa ra ble data se ries at our dis posal.

As far as the Czech Re pub lic is con cerned, the avail able data pre sented in Fig ure 10 can

hardly be in ter preted as a risk of a bub ble. De spite re mark able dy nam ics in land prices,

real es tate prices seem to have been flat in the last two years. The price in creases to date

must be viewed mostly as move ments towards more realistic values. 

Figure 10

Real Estate and Land Prices in the Czech Republic and Prague (1999Q1 = 100)

Note: CR=Czech Re pub lic. The shaded area iden ti fies membership in the EU.
Source: Czech Statistical Office and internal calculation of the Czech National Bank
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3.4 Global Li quid ity, Hous ing Loans and Real Es tate Prices

In the last few years, low nom i nal and real in ter est rates plus high global li quid ity have

been re flected in many coun tries by rel a tively high growth in credit and money sup ply.

At the same time, many coun tries have ex pe ri enced a real es tate price boom. There is an

in ter est ing dis cus sion among econ o mists about whether money sup ply dy nam ics is

caus ing real es tate prices to rise or whether in creased money cre ation is only a nat u ral

con se quence of in creased money de mand due to the wealth ef fect of real es tate price de -

vel op ments. This par tic u lar dis cus sion is im por tant for as sess ing the in fla tion ary po ten -

tial of the cur rent money sup ply dy nam ics. If it is a con se quence of the above-de fined

wealth ef fect, the in fla tion risk may be low, since once the real es tate price growth slows

down, de mand for money will slow down too. Money sup ply growth rates would then

tend to fall to much lower figures. 

Of cour se, mo ney sup ply growth may be ad ding to the real es ta te pri ce ex pan si on. In

many coun tries, the cre dit growth is ap pa rent ly as so ci a ted with the ex tensi on of hou sing 

lo ans. We can see nu me rous coun tries with real es ta te pri ce growth of more than 10%

an nu al ly in re cent years (Fran ce, Gre e ce, Ire land, Ita ly, Spa in, the Uni ted Kin g dom,

South Af ri ca, New Ze a land, the USA and Aus tra lia). Ac cor ding to the Eco no mist

(which com pi les re pre sen ta ti ve in di ces of real es ta te pri ces), re la ti ve to in co me, real es -

ta te pri ces pea ked his to ri cal ly in 2004 in the USA, Aus tra lia, the Uni ted Kin g dom,

Fran ce, Ire land, the Ne ther lands, New Ze a land and Spa in14. In some coun tries, structu -

ral chan ges in fi nan cial mar kets seem to be behind this. In some coun tries of the euro

area, a fall in no mi nal in te rest ra tes to the Ger man le vel ac ted as a bo os ter. We plot cre dit

growth and real es ta te pri ces in Figure 11. We can see a relatively strong correlation, but

we cannot assign a causal relation to it. 
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14 Currently we are seeing flat or even declining real estate prices in some of these countries.
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Fi gu re 11
Correlation between Credit Growth and Real Estate Prices in Developed Countries

Note: DO MES TIC_CREDIT=65.96+0.088*HOUSE_PRICES15

Source: authors’ calculations based on IMF IFS and Economist indices (Economic Intelligence Unit database).

Real es tate mar ket trends should be of con cern to cen tral banks in coun tries where

real es tate prices have a strong im pact on con sumer spend ing. This ap plies pri mar ily to

econ o mies where mort gages with float ing in ter est rates pre vail and with wide spread

“mort gage eq uity with drawal” (bor row ing that is se cured by hous ing stock but not in -

vested in it)16. And these are the same coun tries that are prone to real es tate mar ket bub -

bles as so ci ated with pe ri ods of low real in ter est rates and strong credit expansion. 

A do mi nant view among cen t ral ban kers is one that does not as so ci a te actu al growth

in real as sets with in flati on, be cau se it does not in fluen ce the va lue of mo ney ex pres sed

in go ods and ser vi ces. The re a son is sim ple – fu tu re in flati on should alrea dy be em bo -

died in real as set pri ces. The se can be ex pres sed as the dis coun ted va lue of fu tu re in co -

mes from hol ding the as sets. The dis count fac tor for real as set va luati on can be ap pro xi -

ma ted by the real in te rest rate. If cen t ral banks base their de ci si ons on es ti ma ted fu tu re

in flati on, they in some way sta bi li ze the real in te rest rate. Pri ces of real as sets then do

not con sti tu te a new pie ce of in for mati on. The ap pli cati on of this par ticu lar lo gic to real

15 A non-linear relationship might exist, but this will not completely change our finding that higher

house prices cause higher domestic credit.

16 One of the examples is the Netherlands, where a decline in real estate price growth from 20% in

2000 to zero in 2003 led to a drop in consumption and to recession. It hardly makes sense to blame

the euro.
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es ta te pri ces is ne ver the less ques ti o na ble. A num ber of acti vi ties lin ked to real es ta te in -

fluen ce the va lue of mo ney in terms of go ods and ser vi ces. Chan ges in real es ta te pri ces

then have a di rect im pact on do mes tic de mand via the weal th ef fect or via the abi li ty to

borrow aga inst col la te ral. Real es ta te pri ce chan ge can thus, un der some cir cumstan ces,

be viewed to some ex tent as new in for mati on for po li cyma kers. As far as the EU4 coun -

tries are con cer ned, the cur rent cre dit dynamics do not seem to pose risks to asset

markets and financial sectors. For their monetary policies, “benign neglect” thus still

makes sense. 

4. Con clu sion

Cen tral banks have tre men dous dif fi cul ties in iden ti fy ing and tam ing as set price bub -

bles. Nei ther mon e tary pol icy in stru ments nor su per vi sory and reg u la tory mea sures can

be of much help when a bub ble oc curs. It is there fore cru cial for a cen tral bank to con -

duct its mon e tary pol icy as well as its su per vi sory and reg u la tory roles in a way that does 

not pro mote the build-up of as set mar ket bub bles. Mon e tary pol icy must there fore be

max i mally for ward-look ing. Cen tral banks should not be think ing only in terms of the

next two years, as is the stan dard for mon e tary pol icy mod els. Given the po ten tially

long-term na ture of as set price mis align ments, anal y ses of fi nan cial sta bil ity sup port ing

mon e tary pol icy-mak ing must look at lon ger ho ri zons while ap ply ing a risk man age -

ment ap proach to fi nan cial mar ket de vel op ments. In ex cep tional times, cen tral banks of

small open econ o mies must be ready to use mon e tary pol icy steps as a kind of in sur ance

against the ad verse ef fects of po ten tial as set mar ket bub bles. The re ac tion to other sorts

of bub bles should de pend on the par tic u lar con di tions in the given time.
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APPENDIX
Inflation and Nominal Exchange Rates in the EU4

Note: rhs, (+) ap pre ci a tion, (-) de pre ci a tion. The shaded area iden ti fies membership in the EU.

Source: Eurostat, IMF-IFS CD-ROM and au thors’ cal cu la tions
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